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Central Deposit Insurance Corporation Internal Seminar
Taipei, Taiwan
27 April 2007

“Issues of Interest to Supervisors and Deposit Insurers”

Special Address
By
Jean Pierre Sabourin
Chair of Executive Council and President of the
International Association of Deposit Insurers (IADI) and
Chief Executive Officer of the
Malaysia Deposit Insurance Corporation

Good morning, Mr. Ray-Beam Dawn, Chairman of the Central Deposit
Insurance Corporation, Taiwan, Distinguished Guests, Ladies and Gentlemen.

I am delighted and deeply honoured to be invited by the Central Deposit
Insurance Corporation, Taiwan to participate at this internal seminar. I visited
Taipei in mid-1990s and the last visit in September 2005. Each time I am
inspired by the industrious attitude of the Taiwanese. A well-educated
workforce, is indeed Taiwan's greatest competitive strength. This has equipped
the nation with high levels of technological readiness and innovative capacity,
as reflected in widespread university and industry research collaboration, high
per-capita utility patents, and the government high procurement of advanced
technology products. As a consequence, Taiwan is ranked the world's
thirteenth most competitive nation by the World Competitiveness Report
(2006/2007). Today, Taiwan is one of the richest nations in East Asia with per
capita GDP of US$15,600, almost three times the size of Malaysia's
US$5,388. To build a buffer against future crises, Taiwan has an accumulated
foreign exchange reserves level of US$266 billion, able to cover 13.6 months
of imports.

Taiwan's government has initiated reform of it's financial sector since year
2001. Over these years, the non-performing loans (NPLs) ratio has gradually
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declined. From 5 per cent in 2004, the NPL has declined to only 2.2 per cent in
Jan 2007, despite problems with unsecured consumer loans last year. Also,
under Taiwan government's policy of encouraging mergers, the number of
domestic banks have declined from 48 entities in July 2000 to 39 as at the end
of Feb 2007. As a whole, Taiwan's achievement in financial reform can be said
to be remarkable.

I am also immensely proud to be a friend of CDIC, Taiwan. Our friendship
started while I was CEO of CDIC, Canada. Our friendship spans a period of
15 years. I value this friendship as CDIC Taiwan has shown itself to be a good
friend, not only in good times, but in bad times too. Since its establishment,
CDIC has been entrusted by the Taiwan government to handle problem
financial institutions, enabling a smooth transition. Such efforts have earned
CDIC widespread recognition for its contribution in bringing about major
improvements to the overall operation of the financial institutions, protecting
the interest of depositors, and enhancing public confidence in the financial
system.

CDIC is also a valued member of the International Association of Deposit
Insurers (IADI). It joined the IADI as a founding member in May 2002 and
has remained a member of the Executive Council since October 2003. CDIC
has been the Chair of the Research and Guidance Committee of IADI since
August 2004. This Committee is responsible for producing research articles
and issue guidance for deposit insurers. Under the CDIC's leadership, IADI
has produced many excellent papers, the latest being the guidance paper on the
Resolution of Bank Failures. And there are four guidance papers to be issued
in May this year, covering issues such as Effective Deposit Insurance
Mandates, Funding, Claims and Recoveries, and Governance. CDIC also
hosted the IADI 4th Annual Meeting and International Conference in Taipei in
September 2005 which were highly successful. During the same year, CDIC
won the first-ever Deposit Insurance Organisation of the Year Award, in
recognition of it's contribution to Taiwan's financial stability and IADI's
activities.

Let me now move to issues that are of interest to supervisors and deposit
insurers.
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Over the last 20 years, there have been many large bank failures around
the world.1 Since the late 1970s, almost 117 episodes of systemic crises and
51 cases of borderline or non-systemic crises were documented by
academicians in developed and emerging market countries. The cost of such
crises can be substantial and the dampening effect on economies may last long
after the crisis is over. Cross-country estimates suggest that output losses
during banking crises have been, on average, over 10% of annual GDP. In
addition, bank lending and bank profitability have in many cases remained low
and cautious for several years after the crisis.

I note that Taiwan has undergone a minor banking crisis during the last few
months. I am also aware that it is part and parcel of CDIC, Taiwan's corporate
culture to undertake a review of past challenges and take such lessons to
further improve its future response. Therefore, I thought it would be
appropriate for me to share some thoughts with CDIC in the area of
management of problem banks and bank resolution contingency planning.

Presentation Outline

My presentation on the issues is organised as follows. Section 1 looks
briefly at the strategic approach and protection needed for supervisors to
manage problem banks. Section II covers supervision of financial
conglomerates. Section III discusses the OPTIMAL approach to bank
resolution focusing on the objectives and legislative framework for bank
resolutions. Section IV is on interrelationship. Section V concludes.

I. Supervision of problem financial institutions

Let me first share some thoughts on supervision of problem financial
institutions. Supervisors with a portfolio of one or more problem financial
institutions have my fullest sympathies. It is not that supervisors cannot
manage or that there are no management solutions. It is that the solutions
cannot be applied for some reason or other. In many instances, these reasons
cannot be articulated. I understand the pressures faced by supervisors when
these banks fail as there is a tendency, at that time, to find the when, what, how
and why associated with that problem.
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In many cases, supervisors are requested to delay bank restructuring while
allowing forbearance since there is pressure for bank loans to continue
circulating in the economy. This also gives time for the supervisor to assess
information on the bank's financial position and to develop an acceptable
resolution strategy. Often, this is not the case. Banks do not return to
profitability without assistance. They require new private or public investors to
inject much needed capital. By this time, it is often difficult to get investors
and the problem bank slides further into insolvency. But there is often
reluctance to close a bank as such action may be seen as a failure on the part of
the supervisors or the country's governing authority. Overtime, this perception
and the build up of unresolved problem banks can and have endangered the
position and credibility of the supervisors, especially when the problem banks
are unearthed during a financial crisis.

Learning from experience and I can say, sometimes very painful experience
to their economies, and to protect supervisors, many countries have legislated
prescriptive rules into their banking acts. These rules require supervisors to
implement prompt corrective actions upon the occurrence of specific
deterioration of certain safety and soundness benchmarks. I will not discuss
these prompt corrective actions in detail as I am sure you are familiar with
them. The failure of a bank is not the failure of the supervisor. The real failure
1s in our supervisory and legal framework when it does not provide the
protection and incentives for supervisors to act in the best interest of the
financial system.

Il. Supervision of Financial Conglomerates

I am aware that the recent crisis was triggered by the failure of a financial
conglomerate that had banking and non-banking businesses. From newspaper
reports of the crisis, I understand the conglomerate had made substantial loans
to its related companies. Financial conglomerates pose additional challenges
to supervisors as these heterogeneous financial groups unite a broad range of
banking, investment, insurance, and non-financial operations, each subject to
quite different types of risks. The key areas which supervisors need to focus on
when supervising financial conglomerate include capital adequacy, intra-group
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transactions, and risk concentrations resulting from various fields of business
activities in the financial conglomerate. The effective monitoring of these
sources of risk would minimize the potential contagion effects emanating from
a problem in one part of the financial conglomerate spreading to the other parts
of the financial conglomerate which may eventually have an effect on the
overall stability and confidence of the financial system.

The strength of a financial conglomerate is largely derived from the
availability of financial support of the parent or holding company to the
subsidiaries. In assessing the financial strength of the conglomerate, a key
area of focus should be placed on the capital adequacy of the individual
banking institutions both on solo and consolidated basis (if the institution
maintains subsidiaries), as well as on the capital adequacy at the group or the
holding company level. Effective supervision and monitoring of financial
conglomerates requires consolidated supervision of the conglomerates and an
accurate assessment of the type of risks and intragroup exposures they are
exposed to. This necessitates identification and understanding of their specific
group structure, degree of complexity, risk management structure and system
of internal control mechanisms of the financial conglomerate. Their relative
importance in the financial system in terms of asset size and their role in the
payments system should be taken into consideration when deciding on the
level of monitoring of intragroup exposures.

I understand that malicious and intentional frauds are sometimes difficult to
be detected, especially when the structure of a large conglomerate is very
complicated involving the entanglement of personnel, capital, businesses and
management decisions, with fake transactions of dummies and shell
companies and false financial statements. Legislation should not be established
reactively and solely in response to a particular fraud incident as we have to
bear in mind that legislation is not drafted to detect collaborated and
intentional fraud. But learning from the lessons of the Rebar incident, there
are a few legislative areas that may need enhancement or review and these can
be grouped as follows:

1. Enhancement of detective controls. Among others, tools that
could assist regulators and supervisors to detect deficiencies in controls
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include quantitative and qualitative tools that can be found in the
February 1999a Basel Joint Forum “Supervision of Financial
Conglomerates” , imposition of capital adequacy rules that extend to
the group level, stricter risk management controls that encompass
intragroup transactions, conflict of interest and potential risk of
contagion within the financial conglomerates.

2. Enhancement of preventive controls. The emphasis here is on
sound corporate governance, integrity and strong risk management
practices at group level. There should also be strict and punitive
repercussions on professionals like lawyers, accountants and auditors,
if there is proof of collaboration. It might be useful to disallow
shareholders of such bank holding group from obtaining a bank licence
or hold shares in financial institutions.

I understand that Taiwan does not have legislative provisions to prohibit
banks from lending to its directors or group companies. Therefore, I would
suggest that efforts be made to legislate prohibitions on banks to lend to its
directors, any firm which its director is an interested party, and any corporation
in the shares of which the director has any interest, directly or indirectly. Such
powers of the Central Bank of Malaysia are embodied in section 62 of the
Banking and Financial Institutions Act and these are effective in ensuring that
banks could better manage their lending exposure to other related corporations
within the group and therefore, minimizing the risk of contagion due to
weaknesses in the other parts of the group.

I also understand that in Taiwan, the oversight of a conglomerate is
undertaken by different competent authorities. An important point that I would
like to emphasise here is that operational complexities do surface under a
regime of multiple authorities. More often than not, the collaborative
efficiency and effectiveness between the various authorities have been
questioned in the post-mortem of failure resolutions. And time and again, it is
the interrelationship issue that needs to be addressed. The various authorities
need to deliberate and agree on the philosophy, guiding principles, parameters
for collaboration as well as the mechanism to effect such coordination of
actions and sharing of information. Such interrelationship should also be
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extended beyond the shores of Taiwan to regulators and supervisors outside
the country, for the sharing and exchanging of information on internationally
active conglomerates to manage cross border issues.

Interrelationship is indeed an important area that I will speak further, right
after bank crisis resolution.

lll. Objectives of bank crisis resolution

In 2005, I spoke on the issue of bank resolution in Taiwan in 2005 and
proposed the OPTIMAL approach to bank resolution. I have requested that a
copy of my 2005 speech that was given in Taipei and the recent speech that |
delivered in Hanoi be given to you before today's meeting.

OPTIMAL is the acronym for Objectives, Process, Timing,
Intervention, Market Discipline, Assessment and Legislative framework.
I have developed this approach as a practitioner's guide to meeting best
practices in bank resolution. The Optimal approach also scopes out the key
parameters and issues that deposit insurers should address in designing deposit
insurance systems or in the design of a resolution framework. However, for
today's discussion, I shall focus on the relevance of the approach for managing
a banking crisis. Given the time constraint, I will however speak in some
depth on the first and last areas, namely Objectives and Legislative
Framework.

It is important that the objectives of a bank failure management be clearly
spelt out and understood by all parties involved in maintaining financial safety.
Objectives set the goals for all subsequent policy directions of the resolution
process. For example, policy makers must decide what the goals of crisis
resolution are.

Here, I would highlight 5 common objectives. These are:

* Ensure consistent and continuous supply of credit to the private sector;

* Minimise the perception of moral hazard;

* Minimise the costs to the deposit insurance funds;

* Reduce disruption to the payments system and damage to confidence in
the financial system as a whole; and

* Minimise the fiscal costs to the country arising from resolution of the
failure.
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My view is that the identification of objectives is the first step in the
process for implementing best practices in any bank failure. But as you can
see, these objectives appear conflicting. If the primary objective is to, first of
all, prevent damage to public confidence in the safety of the financial system,
then safety net players would use all available tools at its disposal to avert
possible erosion of public confidence and the selection of policy options
would be geared entirely towards this objective.

In practice, however, the above objectives need not apply simultaneously
and may be applicable to different levels of bank crises. At its easiest
application, where only a single bank is involved and there is no danger of
wide spread contagion, then the first three objectives are applicable. Here the
focus is to maintain the activities of the problem bank, or failing this, to
unwind it in an orderly fashion so as to limit the impact on other financial
institutions and markets.

During a system-wide crisis, the objectives are even more critical. And the
immediate and most critical goal of the safety net players is to stabilise the
financial system as a whole at minimum fiscal and moral hazard cost before
focusing on restructuring the failed banks. In many circumstances, the bank
supervisor would also focus on restructuring the financial system as a whole to
address weaknesses in the system that had caused the systemic crisis.

Objectives for the deposit insurer

For the deposit insurer, the objectives of bank resolutions are important for
two reasons:

1. The objectives must be consistent with its mandate.
There are many examples of deposit insurers that have paybox
mandates which are requested to handle bank resolution for single
banks, a wave of bank failures as well as systemic crisis resolution. As
I mentioned in my 2005 Taipei Speech, there exist a number of risks
inherent in mandates. In my experience, the resolution role is not
always clearly apparent from the mandate. Where the role of a deposit
insurer is expanded in practice, the risks are even greater - not just for
the deposit insurer but also for the economy and financial system. My
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experience has shown time and again that the safety net mechanisms
function more efficiently and effectively when roles and responsibilities
are clearly defined in legislation. Each financial player must know its
role and responsibility so that there is greater accountability. These
practical realities have to be properly reviewed such that the gaps in the
perceived and permissible powers of the deposit insurer are correctly
ascertained.

Furthermore, a deposit insurer must also be clear whether any
resolution to be undertaken would be subject to least cost principles or
consumer protection or systemic prevention criteria. This pre-
determination is necessary for the deposit insurer to dictate the priority
of resolution options and necessary actions, including the selection of
strategies and approaches to failure resolutions.

. The objectives will determine the type of powers given to
the deposit insurer

There are many examples where “payboxes” have been required to
fund recapitalization of failed or troubled banks, purchase NPLs or
fund resolutions, notwithstanding their limited mandates. While this
would mean a larger role for deposit insurers, it may not contribute to
the efficiency of the deposit insurer. This bigger role would not be well
managed unless there are appropriate powers to deal with the expanded
role. There are many examples of how deposit insurers with limited
powers, limited funding, limited manpower and resources and limited
political and supervisory support have scrambled to resolve bank
resolution problems that seem to grow larger as more and more issues
begin to surface.

History has made it clear that the FDIC and CDIC of Canada have
many success stories on bank resolutions. This is because they have
very defined mandates which are legislated and the powers to do their
job. They are given the operational independence to mitigate their
insurance risk and to intervene and resolve troubled banks before they
are hopelessly insolvent. Each resolution process is then shaped and
managed based on very clear resolution objectives.
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Based on my experience, we would be naive to think that there will never
be political pressure to provide forbearance. The difference is that FDIC and
CDIC Canada manage political pressure by deflecting these pressures using
the legislated objectives of their Acts. Their prescriptive prompt corrective
actions also protect FDIC and CDIC of Canada. In addition, their Acts
provide legal indemnification and immunity for deposit insurers and
supervisors for actions taken in the course of their work provided such actions
were taken in good faith. These are some of the protective shields available to
supervisors and deposit insurers.

Roles and responsibilities

Apart from objectives, the various authorities involved in bank failure
management, the central bank, supervisory body, the deposit insurer and the
Treasury (Ministry of Finance) should each have well-defined responsibilities
in a bank failure and also processes in place to coordinate policy action. Clear
responsibilities lead to clear accountabilities. Accountability of actions and
results is a great incentive for safety net players to perform. Accountability
must also commensurate with the defined role and responsibilities. So if the
resolution of a problem bank is vested solely with the supervisor, then the
deposit insurer should be kept informed of the status of the bank in
anticipation of the deposit insurer being called to meet its obligations to
depositors. Until then, the deposit insurer should take no responsibility or
accountability for the bank.

This is necessary so that the cost of a bank resolution to the deposit
insurance fund can be fully assessed from the day of handing over. This is a
governance issue for the deposit insurer which must account to Parliament and
the public for its management of the deposit insurance funds. As you would
be aware, delays in resolving a troubled bank results in larger losses for the
deposit insurer. And the deposit insurer often gets blamed for these losses
even by other safety net players. In many countries, such losses have led to
the loss of credibility of the deposit insurer in the eyes of the public. This is
dangerous and undermines public confidence in the capability and integrity of
the deposit insurer. Without public confidence, future actions of the deposit
insurer to stabilize bank runs or calm depositor fears would not be effective.
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The deposit insurer is often the last safety net option tool available to policy
makers. Therefore, it is important from the stability perspective, to protect the
image and credibility of the deposit insurer.

In Malaysia, when the supervisor determines a bank to be non-viable,
MDIC is then responsible for its resolution. MDIC becomes entirely
responsible and accountable for the manner in which it resolves the troubled
bank. The Central Bank remains responsible for the supervision of the bank
but does not dictate the resolution actions of MDIC, such as when to make a
payment to depositors or select the resolution options that MDIC may
consider.

Consistent with this segregation of roles, MDIC has been given extensive
resolution powers. Some of these powers are similar to those of the Central
Bank's. These include powers to assume control of the bank, remove directors
and senior officers, sell off part or all of the assets of the bank. MDIC is also
empowered to act as an asset management company and can purchase assets
from the non-viable bank. As an asset management company, we are given
special powers to restructure borrowers. More importantly, to expedite the
transfer of real estate, MDIC is given a special power to transfer title to the
new owners by way of a statutory vesting power. Under this simple process,
MDIC need only issue a vesting certificate stating that the asset has been
vested in the purchaser. Under the normal process, MDIC would need to apply
to the Registrar of Land to transfer title to the new purchaser which could take
between 3 to 12 months.

MDIC also has the power to sell substantial assets of the failing bank at a
price MDIC deems fit, without having to obtain the consent of the
shareholders. It can also apply for the liquidation of a bank through a court
process. Shareholders may dispute the transacted price and may be
compensated for the difference in price, as determined by an Assessor
Committee, established by MDIC.

To enable MDIC to manage the resolution process efficiently and
effectively, MDIC has also been given the power to determine the date of
closure of the affected bank by determining the date of termination of deposit
insurance membership. When membership is terminated, the affected member
institution can no longer operate as a bank. This power is necessary for
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administrative purposes so that deposit insurance payments may be properly
made before closure is announced.

Legislative framework

Having talked at length on accountability, I shall now discuss the
importance of a good legislative framework for facilitating bank resolutions.

No two countries are exactly alike in their financial or legal framework.
Nor will their methods of bank resolution be quite the same. But there are
certain key features that characterize good supportive legal frameworks. Since
bank resolution is directly linked to maximization of non-performing loans
held by insolvent banks or asset management corporations, the legal
framework must provide the means for the deposit insurer to carry out its bank
resolution objectives effectively and efficiently.

A thorough review of the legal structure is necessary for this purpose. At
the very least, the legal system should facilitate the efficient and transparent
transfer of ownership that clearly sets out the legal structure and liability of
borrowers including their lien on assets. This should also include accurate and
up-to-date title registries for all categories of properties used as loan collateral,
including access to information on lien holders and their ranking. The
insolvency framework should also be reviewed. An effective insolvency
regime is one that comprises four major elements - capacity to enforce
contracts, collateral foreclosure, the ranking of creditor claims and the
provision for clear criteria for initiating insolvency proceedings against
troubled banks.

For Malaysia, we have crafted new laws to manage resolution processes
efficiently. As mentioned earlier, MDIC may transfer collateralized assets
from bank borrowers by way of a statutory vesting. MDIC can complete the
sale and transfer of bank assets to the new owners in one day. By stepping into
the shoes of the failed bank almost immediately, MDIC can then quickly
negotiate sale of these assets to third parties. Costs are minimized for all
creditors, including the deposit insurer. Asset values are preserved and this
translates into larger returns.
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IV. Interrelationship between financial safety net players

Last but not least, I shall speak on interrelationships between financial
safety net players.

Protecting stability in the financial system is a common objective of
financial safety net participants to achieve, however, when the safety net
functions are assigned to different organizations, it is highly desirable to
establish good interrelationships among the financial safety net participants in
order to smoothly resolve potential tensions and coordinate actions among the
different safety net functions.

In Malaysia, MDIC has executed a Strategic Alliance Agreement (SAA)
with the Central Bank that sets out the roles and responsibilities of both
agencies, arrangements for sharing of information"' and resources as well as
the coordination of actions. The SAA recognizes that although MDIC and the
Central Bank have distinct and separate mandates and responsibilities, both of
them are integral regulatory agencies that have a common primary objective of
promoting financial system stability. Both agencies are confident that this
objective is best achieved if they work closely in the spirit of cooperation and
goodwill.

Under the SAA, both agencies agree to support, complement and work
together, having mutual respect to their roles, responsibilities and
accountabilities since a collaborative working relationship promotes and
enhances the stability of the financial system. MDIC and the regulator and
supervisor (our Central Bank) have adopted four guiding principles aimed at
supporting long-term and sustainable cooperation:

1) Transparency and openness in dealing with issues;

2) Respect for the independence and accountability of each agency's scope
of work within their mandates;

3) Timely and up-to-date communication and unfettered exchange of
information; and

4) Mutual respect and acceptance of the diversity of experience and skills
of each agency when addressing issues raised by either agency.

The SAA also provides both MDIC and the regulator and supervisor
(Central Bank) with mechanisms to minimize conflicts through regular
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meetings and assessment reviews of employees responsible for implementing
the SAA.

To further build on the interrelationship between financial safety net
players, it may also be worthwhile to consider including the Ministry of
Finance and the Central Bank in the agreement, in addition to the supervisor
and the deposit insurer. Reason being - the coordination of actions go beyond
that of the supervisor and deposit insurer. The government needs to be aware
that any bank failure can have adverse implications on, not only the stability of
the financial system but also on public confidence, the savings rate and
potentially, the economic well-being of a country. Therefore, it would be
important to note that a problem bank resolution does not rest with certain
financial safety net players. The coordination of actions commitment of all
agencies - be it the Ministry of Finance, the Central Bank, the supervisor and
the deposit insurer- in promoting the stability of the financial system goes
beyond sharing of information - the commitment of all agencies is crucial.

Let me stress an important point here - the strength of any Strategic
Alliance Agreement is only as solid as the commitment put in by
its people! And this commitment must be demonstrated by the top
management of all the financial safety net players. The Directing Minds of
each organization must demonstrate commitment to interrelationship otherwise
it will not work. Interrelationship is like line dancing. If the lead dancers are
not in harmony, the line of dancers will break down.

V. Concluding Remarks

Defined role and responsibilities can avoid unproductive duplication of
functions and minimize regulatory costs to the financial system. Of importance
are also the requisite powers for the deposit insurer and each safety net player
to carry out their respective mandate and responsibilities within the financial
safety net. Ultimately, a deposit insurer that is effective in carrying out its role,
complements and supports the other financial safety net players in driving
towards their common goals of promoting financial stability and enhancing
public confidence.

Thank you and I would be pleased to answer questions.
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