Public Disclosure Authorized

14~

WORLD

f^mmi\

AND

BANK

CARIBBEAN

LATIN

A-MERICAN

STUDIES

Proceedinigs

ANNUALWORLD BANK
CONFERENCEON
Deve'MDMent in

j-

*IFMVj-.il--,

Public Disclosure Authorized

Work in
for public

11mARK-0-n,

i4merica

19577

Public Disclosure Authorized

Public Disclosure Authorized

June1999

i

imi
vi=

Z

MIN~~~~~~~~~~~

i

|

WORLD
BANK
AND
CARIBBEAN

LATIN
AMERICAN
STUDIES

Proceedings

ANNUALWORLD BANK
CONFERENCEON

Development
in
LatinAmerica
andthe Caribbean
1998
11

S t E'J1
s111961

:

Proceedings of a
Conference held in

SanSalvador,
ElSalvador
Edited by
Shahid Javed Burki
Guillermo E. Perry
with
Augusto de la Torre
Mila Freire
Marcela Huertas

The WorldBank
Washington,D.C.

Copyright © 1999
The International Bank for Reconstruction
And Development/THE WORLD BANK
1818 H Street, N.W.
Washington, D.C. 20433, U.S.A.
All rights reserved
Manufactured in the United States of America
First printing June 1999
The findings, interpretations, and conclusions expressed in this paper are entirely those of the author(s) and should not
be attributed in any manner to the World Bank, to its affiliated organizations, or to members of its Board of Executive
Directors or the countries they represent. The World Bank does not guarantee the accuracy of the data included in this
publication and accepts no responsibility whatsoever for any consequence of their use. The boundaries, colors, denominations, and other information shown on any map in this volume do not imply on the part of the World Bank Group any
judgment on the legal status of any territory or the endorsement or acceptance of such boundaries.
The material in this publication is copyrighted. Requests for permission to reproduce portions of it should be sent to
the Office of the Publisher at the address shown in the copyright notice above. The World Bank encourages dissemination
of its work and will normally give permission promptly and, when the reproduction is for noncommercial purposes,
without asking a fee. Permission to copy portions for classroom use is granted through the Copyright Clearance Center,
Inc., Suite 910, Rosewood Drive, Danvers, Massachusetts 01923, USA.
Shahid Javed Burki is the Vice President and Guillermo E. Perry is Chief Economist of the World Bank's Latin America
and the Caribbean Regional Office. Augusto de la Torre is lead specialist of LAC's Finance, Private Sector, and Enterprise
Unit; Mila Freire is the World Bank Institute's Regional Coordinator for LAC; Marcela Huertas is a financial specialist in
the Capital Markets Development Department in the World Bank.
The planning and organization of the Fourth Annual World Bank Conference on Development in Latin America and
the Caribbean was a cooperative effort of the Central Bank of El Salvador, the Fundacion Salvadorence de Desarollo, the
World Bank's Latin America and the Caribbean Regional Office, and the Worid Bank Institute. Particular gratitude is due
to L. Kumar Arora, Conference Officer, and Liliana Pefia, who were responsible for the general coordination of the conference, and to Monica Echeverria for organizing external affairs matters. We also thank Inigo Fernandez de Mesa (Spanish
Executive Director), Angelica Silvero, Jay Troncoso, Mario del Carril, Pelayo Alvarez, Muhitdin Ahunhodjaev of the World
Bank, as well as staff of the Fundacion Salvadorense de Desarollo, whose collaboration was essential for the event.
Library of Congress Cataloging-in-Publication

(CIP) Data has been applied for.

Contents

Introduction...................................................................

1
3

OpeningRemarks,by ShahidJavedBurki .....................................................
Globalization:Institutional and OrganizationalImperativesfor the DevelopingWorld,by ShahidJavedBurki ....

.. 5

The Roleof the FinancialSystemin Development,by JosephStiglitz .................................

11

I. FinancialStructure: RelativeImportanceof Banks and Capital Markets in Intermediation....

...... 25

Part 1: Determinants
and Implications
Banks, Markets,and Structure: Implicationsand Determinants,by RossLevine......................

29

Comment,by EduardoBorenstein ......................................................

51

Comment,by MichaelBarth...........................................................

53

Comment,by GuntherHeld ...........................................................

57

Part2: Roleof Banksin CapitalMarkets'Functioning
andDevelopment
TheRoleof Banksin CapitalMarkets:StructuralChanges,
Functioning,
and
Prospectsfor the 21st Century,by HansJ. Blommestein......................................

61

Comment,by Franciscode Paula Gufierrez................................................

83

Comment,by Clementedel Valle .......................................................

87

Part3: KeynoteSpeech
The Liberalizationof CapitalMovementsand its Effects on FinancialSystems,by ManuelGuitian ....

II. Legal and Institutional Infrastructure for FinancialMarkets..............................
CapitalMarkets and LegalInstitutions, by RafaelLa Porta and FlorencioLdpez-de-Silanes
.................

..... 93

97
99

Comment,by MicheleLubrano...........................................................

119

Comment,by E GeraldCorrigan..........................................................

123

Comment,by GinoBettaglio.............................................................

125

iii

BANKS

AND

CAPITAL

MARKETS:

SOUND

FINANCIAL

SYSTEMS

FOR

THE

21ST

CENTURY

Ill. Roundtable:The Impact of ForeignBanks and CompetitionbetweenBanksand Non-Banks....

... 129

MiguelUrrutiaMontoya
.................................................................

131

ClaudioLoser..............................................

133

StijnClaessens
.................................................

135

GaryKleiman........................................................................

139
141

IV. Experiencesin BankingCrisesResolution..........................................
Clearingthe Decks:Experiences
in BankingCrisisResolution,
by Anst6bulodeJuan.....................

143

Comment,
by PatriciaArmendarz
.................................

171

Comment,
by Augustodela Torre.................................

177

Comment,
by StefanIngves.................................

181

V. Institutional Investorsand SecuritiesMarkets...................................

185

InstitutionalInvestors
andSecuritiesMarkets:WhichComesFirst?,by DimitriVittas....................

187

Comment,
by TomGlaessner
..........................................................

197

Comment,
by SalvadorValdes-Pieto
...................................................

,.201

Comment,
by AlfredSteinherr.................................................

203

Comment,
by Fernando
Solis.

207

.............................................................

209

VI. Supervisionof FinancialMarkets................................................
TheStructureof FinancialRegulation,
by RichardDaleandSimonWolfe...........

...................

211

Comment,
by JoseFlorencioGuzmatn
.....................................................

231

Comment,
byJacquesTrigoLoubiere.....................................................

235

Comment,
by LuisAlbertoGiorgio
.....................................................

239

VIl. Roundtable:Lessonsfrom the EastAsian Crisis for Latin America and the Caribbean...........

241

GuillermoPerry.................................................................

243

DannyLeipziger
..................................................................

251

BarryEichengreen
.................................................................

255

Vill. ClosingRemarks...........................................................
ArchieBaldocchi
.................................................................

iv

259
261

ntro duction

Opening Remarks
S H A H I D

J AVE

IT

WILL START MY VERY BRIEF STATEMENTTHIS

D

B UR

MIORNING

K I

BY REMINDING THE AUDIENCE THAT

this is the fourth Annual World Bank Conference on the Development of Latin America and the
Caribbean. The first three conferences, held at Rio de Janeiro, Bogota, and Montevideo, covered the
subjects of structural adjustment, poverty, and trade and regionalism. The conference that we are
starting here this morning will deal with institutional development-in particular, in the financial
sector.
This is an appropriate time to deal with this issue. We have a great deal of ground to cover in the next
couple of days, which is why I will confine my remarks to just a couple of points. I have prepared a more
detailed statement that will be distributed this morning [see page 51.
The point I wish to underscore this morning concerns the progress we must make in developing institutions and promoting organizational reform in order to deal with the forces unleashed by the phenomenon we loosely refer to as globalization. Globalization means many different things. But the aspect of this
phenomenon that has caught the attention of so many people is the ease with which capital flows in and
out of emerging markets.
The effect of the volatility of these flows is vividly
demonstratedby the ongoing crisesin East Asia.Institutional and organizationaldevelopmentcan deal with this
volatility.I believethat the packageof policy reformswe
generally refer to as the Washington Consensusdid not
sufficientlyaddress the issue of institutional soundness.
This is why we havetitled our report for this conference,
"Beyondthe WashingtonConsensus:Institutions Matter."
I want to emphasizethat financial-system
soundnessis
undeniably important for growth and development.
Employmentgeneration and poverty reduction are not
independentof the quality of financialsystems.Thesesystems are not merechannelsthat bridge savingsand investment finance.They are informationproblem-solvers.As
my colleagueJosephStiglitz likes to put it-and perhaps

will reemphasizeherethis morning-financial systemsare
to the economywhat brainsare to the human body.
The ongoingprocessof financialintegrationand globalization of financialmarketsputs a premium on financialsystemsstrengthening. This processpromiseslarge benefits over the mediumand long term but carriesimportant
risks in the short run. This has been seen in East Asia
today.In particular,rapid liberalizationand financialmarket globalization-in the absenceof sound legal, regulatory, supervisory,and institutional frameworksfor domestic financialsystems-are likely to increasevulnerability
and increasecyclical swings, raising the probability of
financialcrises.
These are painfullessonslearnedfrom the Tequilaand,
more recently,the East Asian financialcrises.These crises

ShahidJaved Burki is VicePresident of the Latin American and CaribbeanRegion of the World Bank.
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have been, to a large extent, the result of rapid increases in
perverse incentives in financial systems due to major weaknesses in governance, monitoring, and transparency in the
financial and non-financial sectors. These crises have shown
that even countries with high savings and investment
rates, low recorded budget deficits, and low inflation are
not exempt from severe financial disruptions. We have

THE

21ST

CENTURY

learned that our economies are only as strong as their financial systems.
These and many other issues will be discussed in the
next couple of days. I want to conclude by wishing this
conference a great success, and by thanking once again the
government of El Salvador and FUSADES for making this
occasion possible.
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Globalization: Institutional and
Organizational Imperatives for the
Developing World
S H AH

I D

JAVE

D

B URK

N THESE FEW PAGES, I WILL ATTEMPT TO PROVIDE A CONTEXT-AN

I

ANALYTICAL FRAMEWORK-

within which I hope we will begin to review the relations between developed and developing countries in the post-Cold War world. The context is that of globalization and the imperatives that it
establishes-or reinforces-for institutional and organizational development in the developing
world. A major part of what I want to do is to look more closely at a number of much used terms,
namely: globalization; institutions and organizations; and "the developing world."

Globalization
The term "globalization" is used loosely: It has been employed to refer to a number of different phenomena, issues, and trends. For the present purposes, I want to propose a definition that encompasses three distinct elements.
First, I believe the term should include the extraordinarily broad consensus that has developed over the
past decade and a half on what constitutes the appropriate basic package of policies that countries should
adopt to secure a sustainable pace of development. This agreement on a standard set of basic policies often
goes under the label of the "Washington Consensus." Since the collapse of the Communist regimes in East
Europe,some analystshave indeed suggestedthat we can
declarethat history itself (definedas ideologicalpolarization) has cometo an end.
Second,this consensuson the content of policy reforms
has helped encouragethe openingof the economiesof the
Third World to trade, capital flows,and transfer of technology.This processof opening has occurredat a fast pace,
although there are still constraintsto a free flowof someof
these factors.Constraintsare most palpable in the flowof
workersacrossinternationalborders.While we are seeing
easiermovementof workersacrossborderswithinthe First
World (e.g., within the EuropeanUnion),workersmoving
from the developingto the industrialworld are morelikely
to migrate illegallythan legally.
The third element in the processof globalizationis the
consequenceof changes occurring within the industrial

countries.We need to underscoretwo of these changesfirst, demographicchanges,and second,the redefinitionof
the role of the state. A profound demographicchange in
the developedworld has brought about a sharp declinein
the rate of fertility over severaldecades,accompaniedby
the extensionin life expectancy.Togetherthese make for
aging populations and rising "dependency ratios" of
retireesto activeworkers.
When this demographicchangeis readwith the change
in the waypeoplenowviewthe legitimaterole ofthe state,
we begin to see the relevanceof these developmentsfor
understanding the phenomenonof globalization.It was
not only under MargaretThatcherand RonaldReaganthat
the role of the state was so profoundly redefined.The
reformof the welfaresystemhas persistedunder Bill Clinton and TonyBlair,putting much greaterpressureon indi-
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Institutions
and Organizations

viduals and households to take care of their own financial
future, including-most specifically-saving to pay for
their own retirement, rather than expecting to rely on
state-organized "pay-as-you-go" pension schemes. Today, a
larger proportion of the gross domestic products of the
industrial world is flowing into pension and mutual funds
than ever before. Global assets of pension funds alone, for
example, reportedly grew from US$4.3 billion in 1989 to
US$7.0 trillion in 1994 (and their cross-border investments from US$302 billion to US$790 billion over the
same period).
Institutional investors' search for high rates of return
has taken a significant proportion of global savings to
emerging markets-largely because of the expectation that
the rate of return in the new markets in the developing
world, even when weighted by risk, would be more than
can be obtained in the industrial markets. Net private capital flows to developing countries grew almost six-fold
between 1990 and 1996, to exceed US$240 billion in the
latter year. The term globalization is thus often used to
describe this almost exponential growth in the flow of
funds to the developing world.
We need to note three features of this flow of funds
between developed and emerging markets. First, the speed
of their growth, and the likelihood that-notwithstanding
what has happened in East Asia over the last year-this
growth will in time resume. Second, their concentration
among a few countries. While new destinations are being
added gradually to the list of acceptable emerging markets,
the fact remains that a dozen developing countries account
for four-fifths of total capital movements into the developing world and a score of countries for 95 percent. Third,
the ease with which capital can move in and out of emerging markets. This volatility, in turn, is the consequence of
three things: opening of financial markets in much of the
developing world; rapid development in technology and
new financial instruments; and at times-I would arguelack of sound knowledge among the players in the markets
about the economic fundamentals of emerging countries.
These three features have produced an extraordinary
amount of volatility in the flow of funds. It should be
pointed out though that, while capital can move quickly in
and out of developing countries, its exit does not necessarily mean that it goes back into the capital markets of the
industrial countries. At times these flowsmay go to and fro
among different emerging markets.

It is useful to handle together the next two commonly used
terms in today'slexicon: institutions and organizations. In so
doing, I should be clear at the outset that I feel the underestimation of the importance of institutional aspects has
proved to be one of the key missing elements of the original
Washington Consensus.By institutions, I mean a set of rules
and incentives that affect behavior. By organizations, I mean
structures that apply these rules to transactions. Both institutions and organizations can take two different forms and
shapes: They can be either formal or informal. Examples of
formal institutions are constitutions, legal systems, government regulations, and international treaties. Cultural norms
and traditions are examples of informal institutions. Examples of formal organizations are legislatures, courts, financial
regulatory systems, and such international entities as the
International Monetary Fund (IMF), World Trade Organization (WTO), International Labor Office(ILO), and the International Atomic Energy Agency (IAEA). Examples of
informal organizations might include extended families,
kinship groups, or networks of ex-classmates.
A two-by-two matrix, with institutions on the horizontal and organizations on the vertical axis, provides what I
want to call policy spaces. All these spaces-four in all-are
important. The interaction between formal institutions and
formal organizations is the policy space in which the Washington Consensus was largely applied. It is also the space in
which policy reforms are being introduced as the countries
of East Asia deal with their ongoing financial crisis.
The interaction between formal institutions and informal organizations-or between informal institutions and
formal organizations-are the two spaces or boxes where
many of the problems relating to poor governance occur.
The fourth box (of informal institutions and informal organizations) defines the space in which, for example, many of
the poorer inhabitants of large Latin American cities principally function ("the informal economy"), as well as some
of the more traditional societies of great interest to anthropologists. The ways in which citizens relate to one another,
in those aspects of their lives where the formal apparatus of
the state is largely absent, have come to be defined in
recent years by sociologists-and now many economistsas "social capital."
The space in the northwestern quadrant of the matrix in
Figure 1 is occupied by systems of formal rules and structures at many different levels. In the environment pre-
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FIGURE I

TheDeveloping
World

"Policy
Spaces"
Defined
bytheInterface
between
Institutions
andOrganizations

The term "developing world" is often used as if there is a
homogeneous part of the globe that can be clearly distinguished from the "developed" countries. I want to suggest
that this is misleading. In fact, over the last several

INSTITUTIONS

FORMAL

Formal

Informal

decades-and particularly since the collapse of Communism
in East Europe-two
significant developments
have
occurred. One, the developed world has become more homo-

INFORMAL

Traditional space for
undertaking reforms

Propensity for

Propensity for poor

Self-regulating

governance

"traditional" systems

poor governance

geneous and better integrated. This has happened for many
reasons, among which perhaps the most important have
been the rapid development of information and communications technology, travel and tourism, the rise of the global

sented by globalization,

we should be interested

in four

firm, and standardization of product lines. At the same time,

level, where institutions

such as

neous. This is partly because of the significant differences in

Settlements (BIS),

the ways countries have integrated into the global economic

Facility (GEF), and

system, and also because of the increasing divergence in the

different levels:
*The

though, the developing world has become more heteroge-

international

IMF, WTO, Bank for International
ILO, IAEA, Global Environment

the still evolving structures associated with the Kyoto

rates of economic growth among developing countries com-

agreement apply internationally

pared with three to four decades ago (conversely, growth

agreed upon norms

and sets of rules.
* The national

rates among the developed countries have converged).

level, -at which government

operates

It may be useful to divide the developing world into

structures such as tax and custom authorities, regula-

three categories. First come those countries that are being

tory agencies, courts, and legal systems to apply sets of

increasingly incorporated into the global economic system.

rules and norms on which national consensus has been

This group of countries includes most of those in East Asia,

formed. One important aspect of the globalization phe-

several in Latin America, and some in East Europe. The

nomenon is that, in many areas, international

second category of countries are being increasingly

norms

ginalized. Most of the countries

is now increasing consensus about the universality of

some in East Asia, and some also in Central Asia belong to

many international sets of rules. Human rights, non-

this group. The third group falls in between these two

proliferation of nuclear weapons, and controlled emis-

categories and this is where modernization

sion of greenhouse gases are examples of areas where

ness co-exist. Much of South Asia, North Africa, and the

outcomes from purely national dialogue now need to be

Middle East belongs to this category.

constrained by the evolution of international norms.

Third

This happens in a variety of ways:

Schools and universities

impart

Africa,

and backward-

Why draw this distinction among the countries of the

* The third level where formal structures apply formal
rules is sectoral.

in sub-Saharan

mar-

have begun to impinge upon national discretion. There

World? Such a typology helps us to define the

emerging

relations between the industrial countries

and

formal education;

the developing world. A schematic presentation (see Figure

hospitals and clinics provide known and accepted

2) helps to identify the principal areas of focus in relations

treatment;

between the developed world and, in turn, each of the three

power companies distribute

energy at a

certain voltage and frequency, etc.
* The fourth level constitutes
between national
National

and

constitutions

groups of countries we identified above. It also, by impli-

the formal relationship

sub-national

cation,

governments.

underscores

the

remarkable

change

that

has

occurred in these relations since the collapse of Commu-

generally provide in varying

nism in East Europe and the Soviet Union. Governments

degrees of detail the sets of rules that govern these

and the private sector in developed countries now look at

relationships. In many cases, important formal struc-

the developing

tures (such as constitutional

lenses, but through more pragmatic lenses that focus both

courts) exist to ensure

that these rules are observed.

world not through

on upside opportunities
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FIGURE 2

Globalization
andthe Evolving
Relations
betweenDeveloped
and Developing
Countries
THE DEVELOPING
Countries

NATIONAL

WORLD

integrating

the global

system

-

International

financial

SUB-NATIONAL

markets

'

International financial regulatory systems
'
New world trading rules
'A Global environmental regulations
'A Labor laws
Intermediate countries

'
'A

'
'

Marginalized countries

v
'

International

'

Provincial/state reforms

finance

(municipal

finance)

'

International non-government organizations
Social capital formation

Official capital flows
New world trading rules
Labor laws
Nuclear non-proliferation
Concessional assistance
Capacity building

Finally, I want to point to another aspect of Figure 2the fact that it further subdivides

v

'A

Two, globalization

issues into those at

is likely to continue to be associated

with volatility in the developing world. The types of crises

national and those at the sub-national level. It is important

we saw in Mexico in 1994-95

to view the developing countries at these two levels since

East Asia will continue to occur with frequency unless the

many national governments

developing countries turn their attention

remain weak; some are even

and are now witnessing in
to institutional

weakening. In India, for instance, many international play-

and organizational

ers are ignoring the federal government

late 1980s and the early 1990s was to assume that policy

and going to the

sub-national level. This is particularly true of the software

change as implied

and information industries. If we move from the search for

produce positive

opportunities

given

to the area of fears and apprehensions,

need to note as an illustration

we

the fear that, in extreme

reform. The big mistake made in the
by the Washington
results without

to institutional

Consensus could

much attention

and organizational

being

reform

and

restructuring.

cases, the collapse of the state would produce massive

Three, there are important synergies to be obtained by

migration of people. The Western countries realize that a

moving at the same time at all four levels of institutional

significant number of migrants would choose destinations

and organizational

in the West. The United States' concern with the develop-

toral, and sub-national. There is a tendency to address each

ments in Haiti is motivated in part by this fear, which is

crisis by looking at institutional

why there is such a great deal of interest in working with

that seems most relevant at that time. As globalization

non-government

proceeds, it is important

organizations and building social capital

reform-international,

national,

sec-

and organizational change

to adopt a more comprehensive,

in order to preserve social stability even in the presence of

holistic approach.

economic difficulties.

Four, I should point to a little noted trend in recent
human history when looked at from the perspective of

Conclusion

institutional

By way of conclusion, I would like to offer the following

global community has faced crises, it has sought institu-

four assertions:

tional

One, the process of globalization
terms used in this presentation

defined in the broad

and organizational

development.

responses principally

As the
at the

global and the national level. The creation of the United

will continue at a rapid

pace. However, it will not affect the developing

and organizational

Nations,

world

Agreement

the Bretton

Woods sisters, and the General

on Tariffs and Trade constituted

the interna-

evenly. It will be of great significance for the first category

tional set of responses. The New Deal in the United States,

of developing countries, while it will continue to increasingly marginalize the third.

the welfare state in the United Kingdom, and much later
the adoption of the Washington Consensus are examples of
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national responses. While the international and national
levels may indeed be the right place to start, we should not
forget i-he third level of response, namely the relationship
of the sub-national communities to the nation-state-and
the issues related to decentralization. This is a set to which
not much attention has been given, yet a recent article in
the WashingtonReviewreminded us that the global political

system of some 180 states overlays another level of 500 or
even 1,000 potential states among entities that possess
some kind of distinctive regional identity. The danger that
pressures of globalization may encourage a process of fragmentation along these lines is one of the downside risks to
which, arguably, too little attention has until now been
paid.
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The Role of the Financial System
in Development
JO

SEP

H

ST I G LITZ

CONOMISTS HAVE LONG RECOGNIZED THE IMPORTANCE OF THE FINANCIAL SYSTEM.IN
the year since the onset of the East Asian crisis we have increasingly heard that the financial
system was one of the main causes of the crisis, that the financial system needs to be reformed
in order to resolve the crisis, and that we need to pay attention to the effects of other reforms
on the financial system. Many of these discussions treat the financial system in isolation or
link it superficially to the macroeconomy. In my remarks today I would like to discuss the
intricate links between the financial system and the macroeconomy. My starting point will be microeconomic models of finance developed over the past 2 5 years. The main result of these models has been to show
just how different the financial sector is from other sectors, including the pervasiveness of non-market clearing and inefficient equilibriums. I will then go on and apply these ideas to a discussion of finance-based
macroeconomic models, using them to shed light on the causes of business cycle fluctuations and some of
the determinants of growth. Finally, in the last part of my discussion I will respond more directly to developments in international capital flows, including the questions of capital account convertibility and the
response to crises.

The Importance
and Limitations
of Financial

system transfers, pools, and reduces risk, increases liquid-

Markets

ity, and conveys information.

I would like to begin by discussing the role of the financial

Well-functioning

system and why it is different from other sectors of the

of selecting

economy. Individual

resources and ensuring that they are using them in high-

entrepreneurs

their own capital to undertake

rarely have enough of
investments

most productive

recipients

for these

return activities. In contrast, poorly functioning

financial

Individual savers, without pooling their money, would not

systems often allocate capital in low-productivity

invest-

be able to take advantage

ments. The differences in terms of growth and total factor

of the potential

themselves.

the

financial systems do a very good job

increasing

returns to scale of their investments, and would face a large

productivity

degree of risk with little liquidity. The financial systemincluding banks and other financial intermediaries, equity

In introductory economics courses we are taught to use
demand and supply diagrams to analyze markets for apples

markets,

by

and bananas. We are also taught that, provided there are no

agglomerating capital from many smaller savers, allocating

externalities, the competitive price is efficient. Some go on

capital to the most important uses, and monitoring to ensure

to apply this theory to financial markets, looking at the

that it is being used well. At the same time, the financial

supply of funds, the demand for funds, and the market-

and debt markets-solves

these problems

Joseph Stiglitz is Senior Vice President and Chief Economist of the World Bank.
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clearing interest rate. This simplistic theory is the basis for
the belief that financial markets need to be fully liberalized
from the "interference" of governments. Unfortunately,
this framework makes little sense in approaching finance,
which is concerned with the exchange of money today for
the promiseof repayment. Given the existence of uncertainty and the lack of complete futures markets, this
intertemporal transaction entails risks, especially the risk
of bankruptcy. Information about these risks-both about
the type of borrower and the actions he or she undertakes
after borrowing the money-is essential.
The fundamental theorems of welfare economics, which
assert that every competitive equilibrium is Pareto efficient, provide no guidance with respect to the question of
whether financial markets-which are essentially concerned with the production, processing, dissemination, and
utilization of information-are efficient (Greenwald and
Stiglitz 1986). On the contrary, economies with imperfect
information or incomplete markets are, in general, not
Pareto efficient; there are feasible government interventions that can make all individuals better off.
These are not just academic details. Governments play a
large role in all of the most successful financial markets.
Wall Street, the international emblem of free markets, is one
of the most highly regulated markets in the United States.
But let me also be clear: This observation should not be the
basis for the government to take over the financial system.
History does not offer many examples of highly successful
economies that did not accord the market a central role in
the allocation and monitoring of capital. Theoretically,the
case for a government-run economy rests on the same highly
restrictive assumptions as the case for a purely free market
economy,notably the assumption that there is perfect information (Stiglitz 1994b). Governments are often at an even
bigger informational disadvantage than the market, and can
suffer from more serious principal-agent problems.
I would like to illustrate the importance of these informational problems by discussing the three most important
forms of capital: equity, long-term loans, and short-term
loans. This discussion will form the basis of my discussion
of the role of financial markets in macroeconomic fluctuations and growth.
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value of the equity investment itself varies with the condition of the firm. Unlike debt, equity does not encourage
companies to take excessive risks. With debt, a company
gets the full benefit of the upside realization of the risk,
while the marginal cost of bad realizations is limited. In
contrast, the risk incentives are more aligned with equity.
Despite these advantages, in most countries equity is a
trivial source of new finance,and net issuance of equity has
actually been negative in the United States and United
Kingdom over the past decades. While equity markets are
a relatively more important source of finance in many
emerging economies, they are still much smaller than bank
finance or retained earnings. Equity also plays a smaller
role in international flows. In 1997, $33 billion worth of
net long-term debt flowed into Latin America compared
with $16 billion in portfolio equity investment (World
Bank 1998).
The reason for the pervasiveness of what I shall call
"equity rationing" is that the new issuance of equity tends
to have a negative impact on the valuation of the firm
(Asquith and Mullins 1986).
From the perspective of imperfect information, the reason for this is clear. Equity gives rise to serious adverse
selection and moral hazard problems. The adverse selection
problem is that those entrepreneurs who are most willing
to sell shares in their firms include those who believe, or
know, that the market has overvalued their shares. If I put
up 1 percent of the contents of my wallet for auction, without showing you the wallet and while reserving the right
to refuse low bids, there is no way you could end up making a profit. There are, of course, good reasons for issuing
equities: Risk-averse individuals with good investment
projects requiring more capital than they have will also
issue shares. But these individuals and firms are mingled
together with those who see an opportunity to cash in on
the markets' ignorance. And unfortunately, the market
cannot easily distinguish between the two (see Greenwald,
Stiglitz, and Weiss 1984).
The moral hazard problem results from the incentive of
management to divert money from shareholders and
majority shareholders to divert money from minority
shareholders (seeJensen 1986). Takeoversand other market
mechanisms provide only a limited discipline for managers, and no market mechanism can protect minority
shareholders (see Stiglitz 1982b, and Shleifer and Vishny
1989).

Equity
Equity has several advantages. Companies share risks with
their investors. There is no fixed obligation to repay,and the
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The experience of one Central European economy shows
what can happen if securities markets are left alone. In this
country closed-end mutual funds were trading at 40 to 80
percent discounts, representing the market's assessment of
the value taken away from assets by the manager. In addition, there are large differences in the price of a "control
bloc" of a company and the price of individual shares. Both
of these phenomena happen because management and controlling shareholders are able to "tunnel" the assets out of
the firms they control (Nikitin and Weiss 1997).
Government can help mitigate the adverse-selection
and moral-hazard problems in securities markets by promulgating standard accounting procedures, creating and
enforcing a legal structure that allows for well-designed
contracts, establishing a securities and exchange commission, formulating laws to protect minority shareholders
against majority shareholders (and all shareholders against
fraud), and providing a balanced approach to bankruptcy.
The experience of the United States shows, however, that
even with all of these legal protections, the informational
problems are so severe that equity will still play only a limited role in new finance.

tive problems with regard to risk. Entrepreneurs with risky
projects will be attracted to debt finance because they enjoy
the full benefits of the upside risk while the downside risk
is limited to the value of their collateral. Crucially, the borrower may have more information than the lender about
the ex ante riskiness of the project, and the lender almost
certainly cannot perfectly monitor the actions of the borrower to ensure that it is prudent.
As the interest rate charged increases, the "safer" applicants for loans drop out, leaving a riskier and less desirable
pool of applicants. Similarly, borrowers have more incentive to take risky actions. As a result, banks may not raise
interest rates even when there is excess demand for credit.
The interest rate does not perform its market-clearing role,
and the market equilibrium may be-and frequently ischaracterized by credit rationing (Stiglitz and Weiss
1981). This is the standard result when one instrument
(the price) is being used to hit two targets (or possibly
three: clearing the market, attracting the right mix of
applicants, and inducing the right levels of risk-taking and
effort). Although banks typically use another instrument,
such as detailed convenants governing the behavior of the
borrower, these may limit credit rationing but do not overcome it (Stiglitz and Weiss 1986). (In effect, there are a
large set of admissible actions, and even though the set of
instruments is large, typically the latter is insufficient to
exerciseperfect control.)

Short-Term Bank Loans
With debt, the expected
returnincentivesof suppliers and users
of capital are in some respects more closelyaligned than they
are with equity. Unlike with equity, an entrepreneur will not
borrow if he has secret information that his project is worthless. And the entrepreneur gets the full marginal benefit of
increasedreturns past the cost of repaying the loan, thus not
creating any incentive to shirk or divert revenues.
Also, banks are often in a better position to monitor
firms than are equity holders (Stiglitz 1985). Because they
can threaten to withdraw credit, banks have management
on a short leash, giving them considerable influence over a
firm's decisions (Stiglitz and Weiss 1983). The possibility
of bankruptcy, however, can reverse this relationship, especially when the borrower has substantial debts to a lender,
allowing the borrower to "coerce" the lender into rolling
over existing credits or even extending new ones. This provides an incentive to monitor, something banks have a
comparative advantage in, in part because there are usually
only one or a few lenders, thus reducing the "public good"
problems associated with monitoring.
Although bank loans suffer less from problems of monitoring and diversion, they do create selection and incen-

Bonds
Bonds represent a halfway house between short-term loans
and equity. With a bond, a firm has a fixed commitment.
It must pay interest every year, and it must repay the principal at a fixed date. As a result, all the problems we have
discussed above with loans arise with bonds.
Bonds have one significant advantage-and disadvantage. Because the lender cannot recall the funds, even if he
is displeased with what the firm is doing, the firm is not on
a "short" leash, the way it is with loans. This has the advantage of enabling the firm to pursue long-term policiesbut has the disadvantage of allowing the firm to pursue
policies that adversely affect the interests of bondholders.
Bond covenants may provide some restrictions, but these
generally only foresee a few of the possible contingencies
facing firms. In addition, issuing bonds may send a signal
that a firm does not want to be put on a short leash, that it
is not willing to subject its actions to the scrutiny of
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bankers. This may further restrain bond issuances (Stiglitz
1982a).

cases, increase the efficiency of the market by reducing
transactions costs and rent seeking.

Primary vs. Secondary Markets
So far I have been discussing primary markets, the place
where new finance is issued. But the majority of financial
market activity is in the secondary market, where equity
claims and debt are traded. Secondary markets are an
important complement to primary markets, increasing liquidity and facilitating diversification. An important development in recent years has been the extension of securitization, which by standardizing and pooling loans has
translated into lower interest rates for borrowers and safer
portfolios for banks.
But secondary markets have other, less beneficial
aspects. The volatility in secondary markets is well beyond
what can be explained by movements in fundamentals
(Shiller 1989). One of the most plausible explanations for
this excess volatility is irrational market psychology and
bubbles. Keynes put this well when he compared secondary markets to a beauty contest, in which each judge is
not concerned with identifying the most beautiful contestant, but in figuring out who the other judges think is the
most beautiful contestant. Much of this short-term speculative activity has zero or negative social value. The informational value of secondary markets is one of their most
overrated benefits. Managers usually have both a better
understanding of their own firm and private information
that render the information contained in their stock price
of relatively little value. Much of the investment by financial institutions concerns getting information earlier than
other investors in order to "trick" the other investors into
buying or selling shares (Stiglitz and Weiss 1990).
A parable due to Summers and Summers (1989) illustrates this nicely. Suppose you were to drop $100 bills on
the floor in the middle of a large lecture. The equilibrium
would be for everyone to bend down and pick up the $100
bill at their feet, thus disrupting the lecture. A more efficient outcome, however, would be for everyone to wait
until the lecture was over, which would allow them to pick
up the same money without disrupting the lecture. This,
however, is not an equilibrium because each person worries, correctly, that his neighbor will pick up his $100 bill.
As a result, everyone makes a costly investment in getting
the $100 bills earlier-with no social benefits. The implication is that taxes on speculative activity could, in some

The Financial System and Macroeconomic Fluctuations
The special nature of the financial system has important
implications for how we understand macroeconomic fluctuations. Traditional Keynesian theory as well as other
strands of macroeconomic theory that have not taken modern financial economics seriously suppress the entire financial system into a money demand equation. Increases in the
money supply lead to decreases in the interest rate. Investment demand, in these models, depends only on the cost of
capital (the interest rate) and the marginal product of capital. When the interest rate falls, investment rises.
Neither traditional Keynesian models nor the other
strands that fail to integrate finance in a meaningful way,
including new classicaland real business cycle theories, can
explain several important features of the economy. The
most basic is the business cycle itself. Nothing in these
theories explains the transmission, amplification, or persistence of shocks. In addition, they cannot explain why many
supply shocks, the main impact of which should be redistribution, have such a large impact on the economy. The
models also do not explain the relationship between interest rates and output over the cycle, and more broadly why
output moves much more than interest rates. They do not
explain movements in inventories that should smooth
rather than exacerbate fluctuations. Finally, they do not
explain why some sectors of the economy (e.g., residential
house construction) are so much more cyclically sensitive
than other sectors.
In addition to these empirical shortcomings, Keynesian
economics had a number of undesirable theoretical properties. The assumptions were basically ad hoc and at variance
with those used by microeconomists. Most importantly,
the most important results in traditional microeconomics
were the Fundamental Theorems of Welfare Economics,
which established the efficiency of the market economy.
These, however, are at variance with the motivation of
Keynesian economics that the economy can suffer from
prolonged periods of inefficient underutilization of
resources. Paul Samuelson tried, unsuccessfully, to reconcile this difference by saying that the economy is efficient,
except when it is in recessions. (The alternative approach,
taken by some Chicago economists, is to deny that there
ever are recessions or depressions-just workers deciding
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to enjoy more leisure-is even less convincing.) The more
natural perspective is that recessionsare only the visible tip
of the iceberg, and that inefficiency is far more pervasive.
This is the perspective that motivated the developments in
microeconomics that I discussed in the first part of this
talk, in particular the application of imperfect information
to the study of financial markets. This reorientation of
microeconomics provides the basis for building sounder
macroeconomics on the basis of microeconomic models.

borrowing, not on the current state of a firm's equity or cash
flow.They are also consistent with the empirical literature,
which has found the relationship between investment and
contemporaneous output, cash flow,and equity to be much
more robust than its relationship with interest rates (e.g.,
Fazzari, Hubbard, and Peterson 1988).
Third, anything that increases risk increases the marginal cost of bankruptcy and thus reduces investment. In
contrast, in the neoclassical model risk does not matter
because it is efficiently distributed by equity markets, leading firms to act in a risk-neutral manner.
The finance-based macroeconomic model can explain
why fluctuations in output persist. The initial shock to a
firm's output, whatever it is, lowers cash flow and thus
equity. This leads them to decrease investment and output,
thus transmitting the shock to other firms. The increased
uncertainty and lower net worth translates into lower
desired inventory investment, thus leading to even deeper
production cuts and exacerbating the downturn. (This
explains the puzzle of procyclical inventories, which seems
to contradict the production smoothing model.) It takes a
long time for the firm to rebuild its net worth, thus leading to a prolonged period of slower investment. (Introducing a labor market with efficiency wages would translate
this slowdown into increased unemployment. Hiring and
firing costs provide further explanations of slow responses
of employment to changing market conditions as in Greenwald and Stiglitz 1995.) This cycle can even be set off by a
redistributive shock, because investment is a concavefunction of net worth: The declines by the firms that are hurt
by the shock will be larger than the increases by the firms
that are helped by the shock.
These effects will be felt more in sectors like residential
construction, which face greater uncertainty about future
demand and which are more highly leveraged, more
equity-rationed, and in which the extent of credit
rationing may vary greatly over the cycle.

The Risk-Averse Firm and Investment
These finance-basedmacroeconomicmodels (see Greenwald
and Stiglitz 1993a,b) provide a way to understand business
cycles with some important policy implications. The most
important element of these models is the determinants of
investment. In their investment decisions, firms are riskaverse, rather than risk-neutral as in the traditional neoclassical model (Greenwald and Stiglitz 1990a). Finance-based
models explain why this is so, and empirical evidence corroborates the theoretical predictions. One explanation
focuses on the fact that firms face equity rationing; because
of the adverse-selection and moral-hazard issues I discussed
earlier, they are unable to raise all of the funds they need in
equity markets. They thus must turn to loans and bonds; if
their cash flow is insufficient, they may go bankrupt, an
outcome to which they are very averse.
When firms undertake the decision to produce, they
exchange a fixed cost today (investment) for an uncertain
value in the future (e.g., the spot market value of their
product when it is finished). New investment thus carries
an additional cost, above the interest rate in the neoclassical model, which is the marginal cost of bankruptcy. Anything that affects this marginal cost of bankruptcy will
affect investment. Several factors are important. One is the
firm's equity position. The stronger the equity position,
the lower the marginal cost of bankruptcy from additional
investment. As a result, anything that increases a firm's
equity will increase its investment.
Second, a firm's cash flow affects its borrowing needs.
The lower its cash flow,the more it needs to borrow, and the
greater the probability of bankruptcy and the marginal cost
of bankruptcy. As a result, it will invest and produce less at
any given set of prices and wages-that is, its supply curve
will shift inward. These implications contrast strongly with
the neoclassical model, which says that investment should
only depend on productive opportunities and the cost of

Banks and Credit Rationing
The risk-averse firm, and the consequent multiple determinants of investment, is an important component of
investment. The same factors that make firms risk averse
also make banks-a special category of firms-risk averse.
The consequence is that when their net worth declines,
they will face the increased chance of bankruptcy and thus
will shift their portfolio toward safer activities like invest-
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ing in Treasury Bills. The result could be a reduced supply
of funds, higher lending rates, and even greater credit
rationing.
In addition to the conventional Keynesian "money
channel" (an increase to the money supply leads to lower
interest rates to induce people to hold the additional
money, and thus to greater investment and output), monetary policy can work through the "credit channel" (see
Blinder and Stiglitz 1983, Bernanke and Blinder 1988,
and Stiglitz and Weiss 1992). Monetary policy also has
effects on credit availability and thus investment. Take a
decrease in the discount rate, which, among other things,
raises the real wealth of banks, making them more willing
to bear risk and therefore to make more loans. Because the
ratio of loans to net worth is very large, even small changes
in net worth can have a large impact on loans.
Parenthetically, not only has modern finance emphasized the relative importance of this credit channel, it has
actually challenged the validity of the older "money" channel, as an increasingly large fraction of money bears interest, as the ratio of transactions involved in exchanges of
assets to those related to income generating activities has
increased, as it has been recognized that this relationship
itself changes dramatically over time and over the cycle,
and as new developments in financial markets make an
increasingly large fraction of transactions not dependent on
i.ioney, as conventionally defined.
The focus on the credit channel of transmission has several important implications for the conduct of monetary
policy:
1. The relationship between money and credit will
change over the business cycle. Similarly, the relationship between interest rates and output will
change over the business cycle. In particular, monetary policy may have little effect during recessions
because the excess liquidity in the banking system
will mean that it has little effect on the availability of
credit, and can thus only operate through the conventional, and weaker, "money channel."
2. Movements in interest rates will not alwaysbe a good
gauge of the effects of monetary policy. Monetary
policy can have large effects even with little movement in the real interest rate.
3. Monetary policy will matter less as substitutes for
bank lending, like commercial paper, are developed.
But informational considerations, namely the bad
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signal of trying to avoid bank loans, will probably
continue to ensure that bank loans are an imperfect
substitute for other forms of borrowing.

FinancialMarketsandGrowth
Like traditional theories of fluctuations, traditional models
of growth place little if any emphasis on the financial sector. The workhorse model of traditional growth theory, the
Ramsey-Cass-Koopmans model, which is the Solow model
with a consumption decision rather than an exogenous savings rate, treats the financial sector as the equilibrium of
the supply of savings and the demand for investment. Capital is automatically allocated to all of the most efficient
projects-that is, all of the projects with marginal returns
greater than the equilibrium interest rate. The financial
system matters essentially insofar as it influences the spread
between deposit and loan rates. In this sense a more efficient financial system can lead to a slight increase in investment, and thus in growth (at least temporarily). In traditional growth models the most important source of
growth, total factor productivity growth, is treated exogenously and is thus clearly unrelated to the financial system.
I have just argued, however, that investment depends on
much more than just the interest rate. At the same time,
"investment" can be broadened to include research and
development, human capital, learning by doing, improved
management, and other elements of "total factor productivity"-issues that have received renewed attention in
recent endogenous theories of economic growth (see Lucas
1973 and Romer 1990). This opens up the possibility of
studying how the financial system affects long-run growth.
There is a strong empirical basis for thinking that it
does. Research by Ross Levine and others surveyed in
Levine (1997) shows a strong link between economic
growth and the depth of the banking system and liquidity
of financial markets. The magnitudes of the results are
striking: One study found that between 1976 and 1993,
countries in the highest quartile of stock market liquidity
in the beginning of the period saw GDP grow 3.2 percent
annually, compared with 1.8 percent annual growth for
countries in the lowest quartile of stock market liquidity.
The difference in GDP growth between countries with
high and low financial depth was even larger, 3.2 percent
versus 1.4 percent.
I have extended the finance-based macroeconomic
model I used to discuss economic fluctuations to the study

16

INTRODUCTION

of long-run growth (see Greenwald, Kohn, and Stiglitz
1990 for a theoretical model, and Greenwald, Salinger, and
Stiglitz 1992 for some empirical evidence). As with capital
investment, one of the most important implications of
finance-based macroeconomic models is that investments
in research and development-which often entail high
risk-are sensitive both to the firm's cash flow and to its
net worth, as well as to the perceived uncertainty of the
economic environment. There is reason to believe that
research and development is even more credit- and equityconstrained than physical capital investment because it is
so difficult for an investor to predict its risks and returns
and because it does not produce anything that can be used
as collateral. One important implication is that a temporary shock can have a long-lasting effect on growth. An
unexpected expansion will increase cash flow and equity,
raising investment in research and development, and thus
increasing productivity growth.
Another implication is that mild financial restraints,
that is deposit rate controls and limitations on competition
in the financial sector, may be beneficial for growth (Murdock and Stiglitz 1993). Let me be clear, major financial
repression is very damaging to the economy. One of its
common characteristics is that the government represses
deposit rates in order to extract rents from the private sector to finance large budget deficits. Not surprisingly, the
consequence is usually undercapitalized banks lacking
commercial orientation and often engaging in unsound
practices. Moreover, financial repression is associated with
high (and volatile) inflation rates and low growth. In contrast, mild financial restraint requires low inflation with
slightly positive and predictable real interest rates. Pooling
the extreme cases of financial repression together with
those of mild financial restraint led to the misleading finding that financial restraint is bad for growth (Gelb 1989).
(The initial finding suffered from other problems, including simultaneity problems and the exclusion of high inflation as an explanatory variable. These are discussed in
Murdock and Sriglitz 1993 and Stiglitz 1994a).
The basic principle of mild financial restraint is that the
government does not extract rents from, but creates rents
within, the private sector. The purpose of these rents is to
create incentives for the private sector to undertake socially
beneficial actions (prudential lending). It is the opposite of
the government-directed approach where the government
undertakes these actions itself. By lowering the cost of bor-

rowing, the government increases the profitability of firms
and thus their investment. At the same time it offers lower
interest rates to households, which could decrease household savings slightly, although most estimates suggest that
the interest rate elasticity of savings is close to zero.
Finally, lower interest rates mean that banks will attract a
safer mix of applicants, thus lowering the probability of
default and increasing the safety of banks. The resulting
increase in their franchise value may lead to more prudent
behavior by banks and thus a more efficient financial system (Caprio and Summers 1996). And the greater safety
may induce more savings, more than offsetting the small
direct effect. It has also been shown that increases in capital requirements are an inefficient substitute for the franchise value that is lost as a result of full liberalization;
Pareto efficiency requires the use of both instruments, even
in banking systems without deposit insurance (Hellman,
Murdock, and Stiglitz 1997).
This analysis is but one example of a general principle:
Government intervention can help improve the performance of financial markets. One could go further: There
are virtually no examples of successful financial markets in
which governments do not play an important role. The discussion of a decade ago about deregulation of financial markets was thus totally misplaced. The question is not
whether there is a role for government, but what that role
should be. The crisis in Thailand, for instance, was due to
too little government regulation, not too much. Had Thailand maintained the regulations that it had had during the
period of the Asian Miracle, which restricted the flows of
lending to speculative real estate, and had it not been influenced by outsiders suggesting that such restrictions interfered with the efficient allocation of resources(though how
investing in empty office buildings is supposed to be more
efficient than investing in productive plant and equipment
is a source of puzzlement), then Thailand might well not
be facing the crisis it is today, its first year of negative
growth in more than three decades.

Responding
to International
CapitalFlows
Finally, I would like to discuss international capital flows.
Many of the same principles that apply in domestic capital
markets also apply in international capital markets. The
probability of default is essential to understanding international capital flows and exchange-rate movements. Asymmetric information-between
foreign and domestic
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have important consequences.

rowboats on a wild and open sea. Although we may not be

And, as in domestic markets, there is no presumption that

able to predict it, the chances of eventually being broad-

the market, left to itself, is efficient.

sided by a large wave are significant no matter how well

Ironically, many of the strongest advocates of free markets also think that the government

the boat is steered-although,

often is more efficient

to be sure, bad steering

probably increases the chances of a disaster, and a leaky

than the market in setting one key price, the exchange rate.

boat makes it inevitable, even on a relatively calm day.

Also, they advocate occasional but large "interferences" in
the market, namely bailouts. I will leave the discussion of

Capital Account Liberalization

these two issues-and

As recently as 10 years ago there was a fierce debate about

the seeming cognitive dissonance-

to another time. Let me just point out that once we accept

multinational

government interference-or

even if we just expect that it

developing countries, and others saw them as a valuable

is likely that the government will interfere (and historical

source of capital, jobs, and technology. Almost everyone

experience certainly is on that side)-then

now agrees about the value of foreign direct investment.

we are in the

enterprises. Some saw them as exploiting

world of second-best economics. The question, then, is not

Partly this is because the world has changed. The days of

should the government

monopolistic international

government

intervene, but how best should the

firms that can extract all of the

intervene. The answer may be not at all or

rents from the process of foreign investment, which is the

only minimally, but we should not allow our ideology to

economic term for exploitation, are over. Today, developing

preempt our answer.

countries

The financial system has become even more important

benefit from fierce competition

from interna-

tional investors, all of which would potentially

be inter-

with the increased flow of private capital to developing

ested in producing in them. You can choose the ones offer-

countries. Net long-term private capital flows to develop-

ing the most attractive benefits. By taking advantage of

ing countries reached $256 billion in 1997-more

this competition,

than six

times the $42 billion level in 1990. Over that same period,
official flows have drifted

down from

$56 billion

developing

mously from multinational

countries can benefit enor-

enterprises.

to

Today, the discussion has shifted to capital account lib-

$44 billion (World Bank 1998). Substantial capital flows

eralization, and whether governments should strive for free

now reach more countries and come in a greater variety of

movement of capital across borders analogously to the push

instruments and forms than ever before. (It is important to

for free movements of goods across borders. In this, too,

put the private capital flows themselves

there are important

in perspective.

areas of consensus. Almost everyone

Developing countries saved roughly $1.4 trillion in 1997,

believes the international

also dwarfing the contribution

role and that countries with highly closed systems would

of private and public flows

to capital accumulation from developed countries.)
Today, developing
international

countries

capital flows play an important

benefit greatly by opening up to the world. At the very

are more vulnerable

least, trade credits and current account convertibility

to

capital flows than ever before. What would

necessary for trade, and trade promotes

growth.

are
And

have been a mistake with minor consequences in a closed

almost everyone agrees that it would be foolhardy to push

economy can become magnified into a major crisis in an

full and immediate capital account liberalization

in coun-

open economy. This is the lesson many people draw from

tries that have, for instance, very weak financial sectors

the East Asian crisis, which has struck some of the most

(although

successful economies in the world. Inadequate

There is no easy answer, however, to the question of how to

financial

supervision and regulation, problems with macroeconomic
management,
contributed

nine months

ago views were more diverse).

pace reforms and what the ultimate goal should be.

and a general lack of transparency certainly

Rather than offering prescriptions, I would like to discuss

to the problems. But without volatile interna-

some of the economic evidence. Experience had led many

tional capital flows, the East Asian financial crisis of 1997

people to the belief that financial liberalization made crises

would probably have been no more memorable than the

more likely. A recent study done jointly by a researcher at

Korean crisis in 1980 or the Thai crisis in 1983.

the World Bank and a researcher at the International Mone-

But even with the best economic management,
open economies remain vulnerable.

tary Fund found strong evidence for this belief on the basis

small

They are like small

of a systematic

18

study

of a cross section of countries

INTRODUCTION

(Demirgiuc-Kunt and Detragiache 1998). They also found

high. The crises were precipitated

that the instability engendered by crises could be, to some

lenders to roll over these short-term loans. Moreover, there

degree, mitigated by institutional development.

is a high cost-beyond

I think the statement that capital market liberalization
increases risk is uncontroversial.
world of internationally

the budgetary

inevitable bailouts-associated

In U.S. Deputy Treasury

Secretary Lawrence Summers' memorable

in part by the refusal of
cost of the almost

with the economic disrup-

tion that follows from financial crises: The evidence is that

metaphor, in a

for a substantial period after the crisis, countries grow sub-

mobile capital the airplane crashes

stantially more slowly.

will be that much larger. But many believe that the over-

We do, however, have well-documented

evidence that

all gains from flying far outweigh the occasional crash,

foreign direct investment

regardless of the headlines that such a crash might receive.

but also knowledge and market access. Our goal should be

But is that the case? What is the evidence?

to encourage stable, productive

We must weigh these costs of capital market liberaliza-

foreign

direct

investment,

tion against the benefits that it brings. What does research

roundtrips

tell us about these benefits? There is much literature that

nents to such a strategy:

documents

brings with it not just capital
capital flows, especially

while

discouraging

rapid

of short-term money. There are several compo-

the positive consequences of trade liberaliza-

First, we need to eliminate the tax, regulatory, and pol-

tion, including faster growth, higher wages in exporting

icy distortions that may, in the past, have stimulated short-

jobs, and lower prices for consumers. We do not have any-

term capital flows. Examples of such distortions are evident

thing resembling

in the case of Thailand, where the Bangkok International

this body of research establishing

the

positive effects of capital account liberalization. One recent

Banking Facilities effectively encouraged short-term exter-

study, a paper by Dani Rodrik (1998), showed that there is

nal borrowing.

no statistically significant relationship between growth or

where. More subtly, other measures, like capital require-

I do not

ments that are not adjusted for risk, also distort incentives

think that this one study is definitive. What it does show,

by imposing the same "price" for assets and liabilities with

however, is that the positive benefits of capital account lib-

very different degrees of risk attached to them. Appropriate

eralization do not jump out from the data.

bank regulatory structures may provide incentives for banks

Why might this be? One contributing

to charge interest rates to corporations to induce them to

investment

and capital account

liberalization.

But subtle examples exist almost every-

factor is that full

capital account liberalization often means larger short-term
borrowing.

Unlike foreign direct investment,

capital does not bring
short-term

take into account more fully the risks associated with high

short-term

debt-equity

ratios and foreign uncovered exposures.

with it ancillary benefits. Some

Second, several countries have imposed prudential bank

capital, especially trade credits, is essential for

regulations to limit the currency exposure of their institu-

the economy to run. But when the savings rate is already

tions or even the exposure of corporations

high, and when the marginal investment is being misallo-

lend.

cated, the main effect of additional short-term capital flows
is to increase the vulnerability

to whom they

But these measures may not go far enough, especially
because they do not fully address the issue of corporate

of the economy. The most

productive investments are long term, and the mismatch

exposure. Among the ideas currently under discussion are

between the maturity of assets and liabilities can give rise

policies dampening

to serious problems. The net benefits appear even smaller

of the Chilean type. Chile has imposed a reserve require-

when the reserves set aside to protect against the volatility

ment on all short-term capital inflows-essentially

of short-term capital are taken into account. From the consolidated balance sheet of the borrowing country, it may

short-maturity loans. While these controls have been the
subject of much discussion, even most critics of the

appear as if they are borrowing from the developed coun-

Chilean system acknowledge that the reserve requirement

tries at higher rates, only to re-lend a large fraction back in

has significantly

the form of Treasury bills and other low-rate-of-return

capital inflows to Chile without

short-term

capital inflows, especially

lengthened the maturity

a tax on

composition of

significantly

adversely

These problems are very clear in the crisis

affecting overall flows. This, together with solid funda-

countries in East Asia, where external debt levels were rel-

mentals and a sound financial system, may be the reason

atively low but the levels of short-term

that Chile was one of the few countries in Latin America

instruments.

debt relatively
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that was relatively unaffected by the contagion from the
Tequila crisis in 1994-95.
Still other possibilities use tax policies by, for example,
limiting the extent of tax deductibility for interest in debt
that is denominated or linked to foreign currencies. The
problems of implementing these policies may in fact be
less than those associated with the Chilean system.
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the interest rate would increase the rate of return and thus
create an additional incentive to invest in a country. There
was a trade-off between wanting to keep interest rates low
and wanting to maintain the strength of the currency. In
the new finance-based macroeconomic models, there need
not be a trade-off. The reason is that potential investors
consider not just the promisednominal interest rate, but
also the probability that loans will not be repaid. The
recognition that loans may not be repaid is central to
understanding credit markets. If there were no concern
about loans being repaid, then of course there would have
been no hesitancy by foreign banks in rolling over their
loans to Korea or Indonesia. The probability of being
repaid depends on the overall state of the economy and the
interest rate charged. Raising interest rates may lower the
probability of being repaid, both because it induces actions
by the borrower that lower the repayment probability (for
example, more risk taking) and because it may weaken the
macroeconomy. Thus although higher interest rates entail
a higher promisedreturn, they also decrease the probability
of being repaid, and thus may even decrease the expected
return. Strengthening this consideration is the fact that
risk-averse lenders care not about the expected return, but
the risk-adjusted expected return. If raising interest rates
increases uncertainty about the economy, then it will make
investing in a country even less attractive.
Which of these effects predominates-the direct effect
on the promised return or the indirect effect through the
default probability-is an empirical question and may vary
depending upon the features of the country. In a country
with high debt-equity ratios, for instance, higher interest
rates are more likely to lead to bankruptcies and defaults.
As a result, the country would not face the traditional
trade-off between interest rates and exchange rates, but
would instead be left with higher interest rates and a
weaker exchange rate. It is also possible that at lower interest rates the "direct effect" dominates, but at higher interest rates the "indirect effect," the increased bankruptcies,
become very large.
The issue of how to restore confidence becomes even
more complicated when we ask, Whose confidence? Often
we think of "the market," ignoring the fact that there are
different groups-domestic investors, outside investors,
speculators, etc.-that have systematically different information, initial portfolio compositions, and risk preferences. Steps like higher interest rates might restore the

Managing Crises: How to Restore Confidence
So far, I have discussed the benefits of capital inflows, especially certain types, and some of the steps emerging markets could take to encourage them. I have also discussed
the rationale for measures to preventcrises by discouraging
the buildup of vulnerability and excessive volatility of
short-term flows. If there is one lesson that the history of
capitalism has taught us, however, it is that further crises
are inevitable. I would briefly like to discuss how countries
should respond to a currency or balance-of-payments crisis
in which there is large-scale withdrawal of funds and
domestic capital flight.
There is a consensus that countries in the midst of a crisis need to restore confidence. How can this be done? This
is a very hard question to approach theoretically or empirically. Confidence is an elusive concept. One is tempted to
define it as a successful outcome, but then all we are left
with is the unhelpful tautology that successfulpolicies lead
to successful outcomes. We often see this tautology whenever someone says that attempts to stem the outflow of capital failed because "the government did not show adequate
resolve." The problem is that all governments issue some
qualifying statements or are less vigorous in some policies
than in others. If ex post the crisis continues, then these
statements or policies will be trotted out to demonstrate
lack of resolve. If, however, the situation stabilizes, they
will be forgotten.
I prefer to approach the question of restoring confidence
from an economicperspective. From this view, confidence
will be restored if the aggregate economy is kept as strong
as possible and if widespread bankruptcies and bank closures are avoided. This puts the question on much firmer
ground; after all, we do know a lot about economic relationships between policies and outcomes.
Our understanding of these economic relationships has
been improved greatly by the research I have been discussing today, especially the finance-based macroeconomic
models. In the traditional macroeconomic models, raising
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inflow of foreign capital at the same time that it heightens

the crisis itself seem more difficult. However genuine the

uncertainty and increases the chances of a weaker economy,

problems are (e.g., impediments

leading prudent domestic investors to diversify by moving

they are often unrelated to solving the crisis at hand. Fur-

to international

trade),

their own money out of the country. Again, which of these

thermore, structural reform is a long and difficult process.

effects is stronger is an empirical question.

Attempting

to undertake these reforms quickly and in the

In East Asia, there is strong evidence that these are not

midst of the crisis is unlikely to lead to good policies and

simply theoretical possibilities; they are absolutely central.

will often lead to "quick fixes" that increase problems over

Raising

the longer term.

interest

rates

did not

"restore

confidence";

exchange rates continued to fall, and capital flight from at

At the same time, it may be perceived as imposing

least some of the countries continued. In two of the cases,

reforms from outside, which gives rise to resistance and

only when a form of debt moratorium

was announced

makes it less likely that reforms will stick after the imme-

(though not necessarily with these words) was the decline

diate problems have passed. Equally important, even if the

arrested.

reforms are done well, so that they enhance the long-run

Ultimately,

however, the goal of confidence-restoring

productivity of the economy, they may do so at the expense

measures is to maintain a strong economy, not to maintain

of its short-run recovery. For example, if, in the midst of

the strength of the exchange rate or to restore the inflow of

the savings and loan crisis, the United States had reduced

capital (although

agricultural subsidies, which are generally seen as a serious

these may be important

means toward

that end). Finance-based macroeconomic models also shed

distortion,

light on this issue. They point out that higher interest rates

exacerbating the banking crisis. The bottom line is that in

deplete net worth, raising the risk of bankruptcy

the midst of crises we need to avoid the temptation to try

but also exacerbating

directly,

the problems posed by relatively

to solve every problem.

sound firms. Since outsiders may not know the extent to
which

different

the result would have been falling land prices,

The converse of the caveats about undertaking

far-reach-

firms are adversely affected, they may

ing structural reforms in the midst of the crisis is that there

ration credit to all firms. Moreover, high interest rates and

is no better time for reform than when the economy is

depleted net worth may induce firms to undertake more

doing well. Many Latin American

risk, and thus may increase "credit rationing"-whereby

growing strongly in recent years. Economically, this is an

access to credit is diminished at the same time that the cost

opportune

of credit increases. The extent of credit availability may

strategy to address the major challenges that stand in the

also be adversely affected by bank closures, which result in

way of even better economic performance.

the destruction

of relevant informational

countries

time to forge a comprehensive

have been

development

capital. Break-

downs anywhere in the credit system can have large sys-

Concluding
Remarks

temic effects. While it is absolutely essential to deal with

We have come a long way since the time when many viewed

mismanaged and undercapitalized

banks, how this is done

the financial system simply as a sideshow, or a passive chan-

can make an enormous difference for the sustenance of the

nel that allocated scarce resources to the most efficient uses.

informational

capital of the economy,

Today almost everyone agrees that the financial system is

and for the maintenance of credit flows, all of which are

and organizational

essential for development. Improving the financial system

absolutely

can lead to higher growth and reduce the likelihood and

essential

to the quick resolution

of a crisis.

There has now emerged a consensus that the way it was

severity of crises. It is essential in understanding

done in Indonesia did not take these lessons into account,

of business cycles and the working of monetary policy. In

and thereby exacerbated an already serious situation.

thinking about financial reform, we need to treat liberaliza-

Finally, I would like to address the role of structural

the causes

tion as a means rather than an end. Instead of pushing for

reforms in the response to crises. In particular, I would like

immediate deregulation, we should be trying to understand

to caution against trying to solve every alleged and genuine

the important role government plays in financial markets.

structural

These steps will not only result in the better and more sta-

Indeed,

problem

in a country in the midst of crisis.

raising issues not directly

undermines

related to the crisis

ble allocation of domestic capital, but also help countries to

market confidence by making the solution of

manage international capital flows.
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I. Financial Structure:
Relative Importance of
Banks and Capital
Markets in
Intermediation

PART 1:
DETE RMINANTS
AND IMPLICATIONS

Banks, Markets, and Structure:
Implications and Determinants
R OS

S

LEVINE

OUNTRIES GROW AT STARTLINGLY DIFFERENT RATES. SINCE 1960, REAL PER CAPITA GROSS

domestic product (GDP) has grown at more than 5 percent per annum in Japan and Korea,
at close to 3 percent in Brazil, but at less than 1 percent in Argentina, El Salvador,
Guatemala, Peru, Uruguay, and Venezuela. Given the potential impact on human welfare,
economists have suggested a variety of explanations for these growth differences, ranging
from macroeconomic stability (Easterly and Rebelo 1993; Fischer 1993), to openness
toward international trade (Krueger 1997), to institutional development (Knack and Keefer 1995), and
even to ethnic diversity (Easterly and Levine 1997).
Some have also argued that cross-country differences in financial sector development and financial
structure help determine cross-country differences in long-run economic growth rates. A growing body of
theoretical and empirical work suggests that banks and stock markets are an inextricable part of the growth
process (Levine 1997a). Indeed, recent work suggests that financial systems exert a first-order causal impact
on economic growth (Demirguc-Kunt and Maksimovic 1996b; Levine, Loayza, and Beck 1998; Rajan and
Zingales 1998). Thus, poorly functioning financial systems have negative implications for economic
development.
While economists can confidently inform policy-makers
about the importance of well-functioning
for economic

development,

States. In terms of financial structure,

financial systems

we are embarrassingly

evidence about the comparative benefits of bank-based or

less

market-based

systems for growth. Thus, it is difficult to

capable of telling them exactly how to create such well-

assess the implications

functioning financial systems. We do not have sufficiently

ing either system.

detailed and comprehensive

cross-country

dence concerning the core determinants
and securities markets. Furthermore,

empirical

there exists sparse

evi-

for economic development of hav-

This paper examines three issues: banks, markets, and

of healthy banks

financial structure.

a long debate persists

Banks.

The paper first describes the implications

of a

on the proper structure of the financial system, where
"structure" refers to the relative importance of banks and

sound banking system. Specifically, I discuss why banks
emerge, what they do, and how they affect economic per-

markets in the economy. The classic controversy involves

formance. Basically, banks acquire and process information

comparisons between bank-based financial systems, such as

about firms and managers, exert corporate control, provide

those in Germany and Japan, and market-based

risk-management

such as those in the United

systems,

Kingdom and the United

services, and facilitate resource mobiliza-

tion. By providing these services to the economy, banks can

RossLevineis in the Department of Economicsat the Universityof Virginiaat Charlottesville.
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enhance resource allocation and stimulate economic
growth. Then I present evidence from Levine, Loayza, and
Beck (1998), which suggests that well-functioning banks
exert a causal and economically important impact on longrun growth. Finally, I examine some of the legal and
accounting determinants of healthy banking development.
Following La Porta, Lopez-de-Silanes, Shleifer, and Vishny
(1997, 1998), Levine, Loayza,Beck (1998) show that countries with (1) laws that give a high priority to secured creditors' getting the full present value of their claims against
firms, (2) legal systems that rigorously enforce contracts,
including government contracts, and (3) accounting standards that produce high-quality, comprehensive and comparable corporate financial statements tend to have betterdeveloped financial intermediaries. The evidence suggests
that legal and regulatory reforms that strengthen creditor
rights, contract enforcement, and accounting practices
boost banking sector development and accelerate economic
growth.
Stock Markets. The paper examines the implications
of well-functioning stock markets on economic development and searches for core determinants of healthy stock
market development. Are developing countries' stock
markets simply casinos where an increasing number of foreigners are coming to place bets? Or, do the developing
countries themselves reap large benefits from well-functioning markets? If markets are important, what can
policy-makers do?
Existing evidence suggests that well-developed stock
markets foster economic growth. They can enhance incentives to acquire information about firms, because individuals can profit from first obtaining good information and
then trading in liquid markets. Furthermore, well-developed markets make it easier to take over firms, which may
help discipline managers to act in the best interests of
owners. Also, well-developed securities markets lower the
costs of custom-designing risk-hedging devices, which can
improve welfare and resource allocation. The data support
this view. Levine (1997b) and Levine and Zervos (1998)
show that liquid stock markets exert a big, positive impact
on economic growth. There is also a growing body of
research on the legal and accounting determinants of stock
market development. Here, I again rely on the pioneering
work of La Porta, Lopez-de-Silanes, Shleifer, and Vishny
(1997, 1998), along with some of my own extensions by
Levine (1997b). Particular characteristics of national legal

21ST CENTURY

and regulatory systems-the protection of minority shareholders and the quality of corporate financial statementsexert a major influence on stock market development.
Moreover, Latin America stands out. It has relatively weak
accounting standards, and Latin America's legal system is
comparatively lax in enforcing the rights of minority shareholders. Once one views the strong empirical connection
between the legal and regulatory environment, the financial system, and growth, Latin America's legal and regulatory systems stand out as deserving particularly careful
scrutiny as the region looks to promote faster growth.
Financial Structure. Is a bank-based or a market-based
financial system better for promoting economic development? Proponents of bank-based systems note that in
highly liquid markets, information is quickly revealed to
investors at large. This creates a free-rider problem. Individuals may be dissuaded from spending much time and
money researching firms and exerting corporate control
because the fruits of these labors will be publicly revealed
in markets to those who do not undertake the costly activities of researching firms and overseeing managers. Furthermore, proponents of bank-based systems question the
real-world ability of small outside investors to exert corporate control. Outsiders generally have less information than
insiders, so there is little reason to believe that outsiders
can effectively peer over the shoulders of managers and
then swoop down to take over firms and fire incompetent
managers. Further, the incestuous relationship between
boards of directors and management increases the likelihood of golden parachutes, poison pills, and other measures
that thwart takeovers and give power to corporate managers. Also, liquid markets make it easy for worried stockholders to simply sell their shares rather than coordinate
pressure against management. All of these market failures
combine to reduce the efficiency of firm operations with
negative implications for long-run growth. Champions of
bank-based systems argue that large banks with long-term
relationships with particular firms mitigate these market
failures.
"Marketeers" counterattack by focusing on the practical
failures of big banks. Big banks exert a controlling hand
with potentially negative implications for resource allocation, innovation, and growth. In practice, big banks tend
to encourage firms to undertake very conservative investment strategies, and big banks extract large rents from
firms as shown by Weinstein and Yafeh (1998). Thus,
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banks mnaylower corporate profits and reduce incentives for
new and innovative products. Furthermore, Wenger and
Kaserer (1996) show that managers of huge banks in a
bank-based system (Germany) effectively wrest control of
banks from the owners of banks. Because big banks control
big industry, once bank managers take control of the banks
from bank owners, the managers enjoy excessive control
over both banks and industry. This may have deleterious
effects on investment and growth. Finally, while bankbased systems may provide inexpensive risk-management
services for standardized situations, market-based systems
provide a richer array of financial instruments that permit
greater customization of risk-management techniques.
Who is right? The truthful answer is we don't know.
Although I present some preliminary evidence from a
research project I am conducting with Asli Demirguc,Kunt, there is insufficient empirical evidence to argue confidently that bank-based or market-based systems are better. There is even some evidence that suggests the answer
is both: The issue is not banks or markets; rather, both
banks and markets provide complementary services to the
economy with positive implications for economic performance. Even this answer, however, enjoys scarce empirical
support. We need much more research into the underlying
determinants of financial structure and the resultant implications for long-run growth.
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INTERMEDIATION

A. Concepts: How Banks Affect Economic Performance
Financial intermediaries, first of all, may reduce the costs
of acquiring and processing information about firms and
managers and thereby produce better information about
firm prospects and better corporate control (Diamond
1984; Boyd and Prescott 1986; and Williamson 1986).
Specifically,there are large costs associated with evaluating
firms and managers (Carosso 1970). Without intermediaries, each investor would face these high costs, which
could lead to duplication of effort in terms of acquiring and
processing information about firms and managers. Moreover, small investors might attempt to free ride off of large
investors, who have greater incentives to pay the large costs
associated with evaluating firms and managers. This freerider problem can lead to too little effort begin expended
toward acquiring information and monitoring managers,
which adversely affects resource allocation. Instead of this
inefficient situation, financial intermediaries can evaluate
firms and managers for a large group of investors. By
reducing duplication and free-rider problems, financial
intermediaries promote better information about firms.'
Because it is particularly difficult to monitor the performance of managers once outsiders have funded firms, financial intermediaries may play a particularly important role
in rigorously monitoring managers (Boyd and Prescott
1986; Boot and Thakor 1997). By improving information
acquisition, financial intermediaries can affect long-run
economic growth (Greenwood and Jovanovic 1990; King
and Levine 1993b).
As a crucial addendum to this information role, financial intermediaries may ease cash-flow constraints, facilitate debt renegotiations, and ease private workouts in
times of corporate distress. Specifically, once financial
intermediaries gain substantial information about firms,
they are in a better position than a diffuse set of illinformed small creditors to distinguish the natural
vagaries of market conditions-which may simply require
patience and renegotiation-from
poor management,
which may require more stern intervention (Myers 1977;
Gilson, John, and Lang 1990). Thus, corporate investment
decisions will be dictated more by expected profits and less
by current cash flow (Hoshi, Kashyap, and Scharfstein
1990; Petersen and Rajan 1994; Berger and Udell 1995;
Schiantarelli and Sembenelli 1996).2
Second, financial intermediaries may ease risk-sharing
and pooling by lowering transaction costs. Traditional

1.BanksandEconomic
Growth
In a world with no information, enforcement, or transactions costs, there is no need for financial intermediariescoalitions of agents-to
form and expend resources
researching projects, scrutinizing managers, and easing
risk management. Because such a world does not exist,
financial intermediaries emerge to acquire information,
enforce contracts, and make transactions. Thus, as they
move to ameliorate market frictions, financial intermediaries may facilitate the efficient allocation of resources
across space and time. The first subsection below briefly
discusses the emergence of financial intermediaries, what
they do, and how they positively affect economic performance. The next subsection will provide empirical evidence on (1) the causal relationship between financialintermediaries and growth and (2) some of the legal and
regulatory underpinnings of financial intermediaries. Later
sections discuss the potential negative consequences of
excessivelypowerful intermediaries.
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Tufano 1995; De Long 1991; Lamoreaux 1995). By effectively mobilizing savings, financial intermediaries not only
ease capital accumulation, they also improve resource allocation by permitting the exploitation of economies of scale.
For example, Bagehot (1873, pp. 3-4) argued that a major
difference between England and "all rude countries" was
that in England the financial system could mobilize
resources for "immense works." Bagehot was very explicit
in noting that it was not the national savings rate per se
that allowed this; rather, it was the ability to pool society's
resources and allocate those savings toward the most productive ends.
Thus, existing theory advances intuitively appealing
arguments for why better intermediaries-that is, intermediaries that are better at researching firms and exerting
corporate control, providing mechanisms for pooling and
managing risk, and facilitating the mobilization of savings-will positively influence economic performance. The
data support this perspective.

financial theory focuses on cross-sectional risk-sharing,
where individuals hold a very small amount of lots of different assets. Financial intermediaries may lower the costs
of holding a standardized portfolio of assets if there are
fixed costs to each purchase. Moreover,financial intermediaries may facilitate the intertemporal smoothing of risk
(Allen and Gale 1997). Risks that cannot be diversified at
a particular point in time, such as macroeconomic shocks,
can be diversified across generations. Long-lived intermediaries can facilitate intergenerational risk-sharing by
investing with a long-run perspective and offering returns
that are relatively low in boom times and relatively high in
slack times. While this type of risk-sharing is theoretically
possible with markets, intermediaries may increase the feasibility of intertemporal risk-sharing by lowering contracting costs.3
Intermediaries also can eliminate liquidity risk (Diamond and Dybvig 1983; Bencivenga and Smith 1991).
Many profitable investments require a long-term commitment of capital, but investors are often reluctant to relinquish control of their savings for long periods. Intermediaries make long-term investment more attractive by
pooling savings and engaging in liquidity transformation.
They provide liquid securities to savers that allow savers to
liquidate their investments if they need access to their savings. Although intermediaries do not know exactly which
individuals need access to their investments quickly, they
have very good information on the fraction of investors
who will liquidate their investments quickly. Thus, by
pooling lots of resources they can invest just enough in
short-term securities to satisfy those with liquidity needs.
At the same time, intermediaries can make a long-run
commitment of capital to firms. By facilitating longerterm, more profitable investments, well-functioning financial intermediaries improve the allocation of capital and
thereby boost productivity growth. In sum, by pooling
resources and facilitating contracting both cross-sectionally and intertemporally, financial intermediaries reduce
impediments to risk management with beneficial effects on
welfare on the efficiencyof investment.
Third, financial intermediaries facilitate savings mobilization-pooling-by
economizing on the transaction
costs associated with mobilizing savings from many disparate agents (Carosso 1970) and by overcoming the informational asymmetries associated with making savers comfortable in relinquishing control of their savings (Sirri and

B. Evidence. Intermediaries Exert a First-Order,
Causal Impact on Growth4
A growing body of evidence suggests that the level of
financial intermediary development has a large, causal
effect on long-run economic performance. The evidence
emerges from firm-level studies (Demirguic-Kunt and
Maksimovic 1996b), industry-level studies (Rajan and
Zingales 1998), country-case studies (Cameron 1967;
McKinnon 1973; Haber 1991, 1996), time series (Neusser
and Kugler 1998; Wachtel and Rousseau 1995), and crosscountry studies using an array of econometric methodologies (King and Levine 1993a,b; Levine 1998a,b). Because I
have already reviewed much of this literature (Levine
1997a), I will instead focus on a recent paper that rigorously addresses the issue of causality and discusses some
underlying causes of cross-country differences in financial
intermediary development.
1. Methodology
Levine, Loayza, and Beck (1998), henceforth LLB, use new
data and new econometric procedures to shed additional
light on the issue of causality and to illuminate the close
association between key legal and accounting characteristics and financial intermediary development. In terms of
causality, LLB use two econometric procedures. First, they
use a pure cross-sectional approach, where data for 71
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countries are averaged over the period 1960-1995, with
one observation per country. As in much of the cross-country growth literature, the dependent variable is the growth
rate of the real per capita GDP. The regressors include a
variable of particular interest-in this case financial intermediary development, along with a set of conditioning
information.
Unlike much of the literature, however, LLBuse instrumental variables to extract the exogenous component of
financial intermediary development. Specifically,La Porta,
Lopez-de-Silanes,Shleifer, and Vishny (1997, 1998; henceforth LLSV) note that most countries can be divided into
countries with predominantly English, French, German, or
Scandinavian legal origins, and that countries typically
obtained their legal systems through occupation or colonization.5 Thus, LLB view legal origin as an exogenous
"endowment." After extending the LLSVsample from 49
to 71 countries, LLB use the legal-origin indicators as
instrumental variables to extract the exogenous component
of financial intermediary development.
The second method for examining causality uses panel
data and exploits the cross-country and time-series dimensions of the data. LLB assemble a panel data-set, with data
averaged over each of the seven five-yearintervals composing the period 1960-1995. LLB use a Generalized Method
of Moments (GMM) dynamic panel estimator that corrects
some inherent problems with the purely cross-sectional
estimator. Specifically,this procedure addresses the econometric problems induced by country-specific effects, endogeneity, and the routine use of lagged dependent variables
in growth regressions (Holtz-Eakin, Newey, and Rosen
1990; Arellano and Bond 1991; Arellano and Bover 1995;
Alonso-Borrego and Arellano 1996; and Blundell and
Bond 1997).
In conducting this research, LLB focus on new measure
of financial intermediation called PRIVATE CREDIT,
which measures the extent to which financial institutions
funnel credit to private-sector activities. PRIVATE
CREDIT equals the value of credits by financial intermediaries to the private sector divided by GDP. This measure
of financial development is more than a simple measure of
financial sector size. PRIVATE CREDIT isolates credit
issued to the private sector, as opposed to credit issued to
governments, government agencies, and public enterprises.
Furthermore, it excludes credits issued by the central bank.
PRIVATE CREDIT is LLB's preferred indicator because it
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improves on other measures of financial development used
in the literature. For example, King and Levine (1993a,b)
use a measure of gross claims on the private sector divided
by GDP. But, this measure includes credits issued by the
monetary authority and government agencies, whereas
PRIVATE CREDIT includes only credits issued by banks
and other financial intermediaries. Also, Levine and Zervos
(1998) and Levine (1998a,b) use a measure of deposit
money bank credits to the private sector divided by GDP
over the period 1976-1993. That measure, however, does
not include credits to the private sector by non-deposit
money banks and it only covers the period 1976-1993.
PRIVATE CREDIT is a broader measure of credit-issuing
financial intermediation, and its time dimension is twice as
long, 1960-1995. While PRIVATE CREDIT does not
directly measure the amelioration of information and
transaction costs, LLB interpret higher levels of PRIVATE
CREDIT as indicating higher levels of financial services
and therefore greater financial intermediary development.
Moreover, they produce similar conclusions.
2. Causality Results
The simple, cross-sectional instrumental variable procedure and the dynamic-panel econometric technique produce very consistent findings regarding causality: financial
intermediarydevelopment
exertsa large,causalimpactoneconomic
growth. The results of the LLB causality tests are provided
in Tables 1 and 2. Econometrically, the results indicate that
the close empirical association between finance and growth
is not the result of simultaneity or omitted variable bias.
The exogenous component of financial intermediary development is positively correlated with economic growth.
Economically, the impact of finance on growth is large. For
example, the estimated coefficients suggest that if
Argentina had enjoyed the level of financial intermediary
development of the average developing country during the
1960-95 period, it would have experienced about one percentage point faster real per capita GDP growth per year.
3. Causes of Intermediary Development
Next, LLB undertake a search of potential legal and
accounting determinants of financial intermediary development. LLB use three indicators to characterize differences in national legal and regulatory systems: the legal
rights of creditors, the soundness of contract enforcement,
and the level of corporate accounting standards.
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TABLE I

FinancialIntermediation
andGrowth:Cross-Section
Regressions,
1960-95
DependentVariable:Real Per CapitaGDPGrowth,1960-95
InstrumentalVariables:LegalOriginDummyVariables
Regression Set #1: simple conditioning information set
Explanatory
standard
error
Variable
coefficient
PRIVATE CREDIT

2.515

0.814

Regression Set #2: policy conditioning information set
Explanatory
standard
Variable
coefficient
error
PRIVATE CREDIT

3.222

1.245

Regression Set #3: full conditioning information set
Explanatory
standard
Variable
coefficient
error
PRIVATE CREDIT

2.966

1.409

Critical values for LM-Test Over Identifying Restrictions ( 2 d.f.

t-statistic

p-value

number of
observations

j-statistic

Im-test
OIR

3.090

0.003

71

0.001890566

0.13

t-statistic

p-value

number of
observations

j-statistic

Im-test
OIR

2.589

0.012

63

0.007993

0.50

t-statistic

p-value

number of
observations

j-statistic

Im-test
OIR

2.105

0.040

62

0.010466

0.65

110%4.61; 5%=5.99

Simple ronditioning informarion set: logarithm of initial income per capita and schooling.
Policy conditioning information set: simple ser, plus government size, inflation, black market premium, and openness to trade.
Full conditioning information see:policy set, plus indicators of revolutionsand coups, civil liberties, political assassinations,and ethnic diversity.

ISasce:Levine,Loayza,Beck 1998; Table 3.

TABLE 2

FinancialIntermediation
& Growth:DynamicPanelRegressions,
Summary

ESTIMATOR
System

CONDITIONING
INFORMATION SET
limited

extended

Differenced

limited

extended

Levels

limited

extended

PRIVATECREDIT

OBSERVATIONS

2.237
359
(0.001)
(0.283)
1.448
359
(0.001)
(0.417)
1.601
285
(0.001)
(0.197)
0.599
285
(0.001)
(0.342)
2.151
359
(0.001)
(0.25 9)
2.063
359
(0.001)
(0.349)
numbers in parenthesesare p-values (Ist line) and Sargan-test (2nd line)

Limited conditioning information set: logarithm of initial income per capita, averageyears of secondary schooling.
Extended conditioning information set: limited set plus government size, opennesseo trade inflation, black market premium.
PRIVATECREDIT credit by deposit money banks and other financial instirutions to the private sector divided by GDP
S-arceLevine, Loayaa,Beck 1998; Table 4.
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all

72
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to 1, weak law-and-order

measure was constructed

automatic stay on the assets of firms upon filing a reorga-

MARKETS

(ICRG)

and

by International

is an average

tradition.

This

Country

Risk

over

the

period

1982-1995.

AUTOSTAY equals zero if this restric-

CONRISK

is an assessment of the risk that a govern-

tion does not appear in the nation's legal codes. The restric-

ment will-and

tion would prevent creditors from gaining possession of

has been signed. CONRISK

collateral or liquidating a firm to meet a loan obligation.

contract modification, to 1, high risk of contract modifica-

MANAGES

equals one if firm managers continue to

therefore can-modify

a contract after it

ranges from 10, low risk of

tion. Specifically, "modification" means either repudiation,

administer the firm's affairs pending the resolution of reor-

postponement,

ganization

obligation. This measure was constructed by ICRG and is

processes, and zero otherwise. In some coun-

tries, management

stays in place until a final decision is

ENFORCE

is replaced by a team selected by the credi-

tors. If management

to pay creditors.

equals

tracts (ENFORCE)

the average

and the aggregate

tria, Belgium, Canada, Denmark,
many, Japan, Netherlands,

where SECUREDI equals zero, this certainly reduces the

and Switzerland.

attractiveness of lending secured credit.

enforcement

index of these creditor

In contrast,

is poor-values

Accounting

countries

where contract

of ENFORCE less than 5Pakistan,

Philippines,

Peru,

takes on values between

1 (best) and -2

Information about corporations

tifying the best investments. ACCOUNT is an index of the
comprehensiveness

of company reports.

The maximum

possible value is 90 and the minimum is 0. The Center for

to have stronger creditor rights and better-

developed financial intermediaries,

Standards.

is critical for exerting good corporate governance and iden-

(worst). One would expect countries with higher values of
CREDITOR

Finland, France, Ger-

and Zimbabwe.
= SECURED I - AUTOSTAY MANAGES.

CREDITOR

Australia, Aus-

New Zealand, Norway, Sweden,

include Colombia, Nigeria,

rights indicators.
CREDITOR

index of creditor

values of ENFORCE greater that 9-are

ment or workers get paid before secured creditors. In cases

is a cumulative

and

The countries with very high values of enforcement-

firm. SECURED1

equals zero if non-secured creditors, such as the govern-

CREDITOR

of RULELAW

rights (CREDITOR).

of the proceeds that result from the

disposition of the assets of a bankrupt

financial

index of the efficiency of the legal system in enforcing con-

SECURED1 equals one if secured creditors are ranked
first in the distribution

government's

CONRISK. The empirical analyses focus on this aggregate

stays pending resolution, this reduces

pressure on management

the

an average over the period 1982-1995

made about the resolution of claims. In other countries,
management

or reducing

all else equal.

International

Brazil, Colombia, France, Mexico, Peru, and the Philip-

Financial

general accounting

Analysis and Research

information,

assessed

income statements,

bal-

ance sheets, funds-flow statements, accounting standards,

pines (all countries with a French legal origin) are countries
= -2, indicating that their legal sys-

and stock data in company reports in 1990. Sweden had

tems do not stress the rights of creditors. In contrast, the

the highest score, 83, while Egypt, at 24, had the lowest in

legal codes of Egypt, Hong Kong, India, Indonesia, Israel,

LLB's sample. The United States scored 71, which is well

Korea, Malaysia, Nigeria, Pakistan, Singapore, Thailand,

above the mean value of 61.

where CREDITOR

United Kingdom, and Zimbabwe stress the rights of cred-

Results on Determinants

of Intermediary

Develop-

does not

ment. Table 3 (which is Table 7 in LLB) shows that crosscountry differences in creditor rights, enforcement quality,

Enforcement. The laws governing secured creditors will

and accounting standards help explain cross-country differ-

itors, such that CREDITOR = 1. CREDITOR
incorporate information regarding enforcement.

affect secured creditors only to the extent that the laws are

ences in financial intermediary

enforced, Consequently, measures of the efficiency of the legal

message that emerges from Table 3 is that countries with

system in enforcing contracts are included from LLSV (1998).

(1) laws that give a high priority to secured creditors, (2)

RULELAW is an assessment of the law-and-order tradi-

legal systems that rigorously
accounting

tion of the country that ranges from 10, strong law-and-
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TABLE 3

LegalEnvironment
andFinancialIntermediary
Development
DEPENDENT

C

LIQUID

BANK-

PRIVATE

LIABILITIES

CENTRAL BANK

CREDIT

3.814
(0.000)
0.096
(0.142)
0.241
(0.000)
-0.001
(0.900)
-0.214
(0.048)
39
(0.000)

CREDITOR
ENFORCE
ACCOUNT
INCOME
Obs.
Prob(F-test)

VARIABLE

2.600
(0.000)
0.155
(0.007)
0.180
(0.000)
-0.001
(0.906)

4.013
(0.000)
-0.016
(0.528)
0.042
(0.020)
0.004
(0.027)
-0.024
(0.5 51)
37
(0.000)

39
(0.000)

3.878
(0.000)
-0.010
(0.637)
0.036
(0.004)
0.004
'0.035)

2.668
(0.001)
-0.038
(0.526)
0.262
(0.000)
0.011
(0.017)
-0.197
(0.088)
39
(0.000)

37
(0.000)

1.550
(0.000)
0.016
(0.747)
0.206
(0.000)
0.011
(0.030)

39
(0.000)

P-values are in parentheses.
S,-ca: Levine, Loavza, Beck 1998, Table 7.

comparable

corporate

financial statements

tend to have

laws, regulations, and enforcement mechanisms. It is these

better developed financial intermediaries.

laws, regulations,

Furthermore, Table 4 (which is Table 8 in LLB) shows
that creditor rights, enforcement
standards

quality, and accounting

influence financial intermediary

and enforcement

and thus long-run

development,

the results offer a strategy for

boosting financial development

ment positively affects economic growth.

growth.

(in conjunction

with those in LLSV

development

economic growth. While it is difficult

to change legal origin,

and that this component of financial intermediary developLLB's findings

mechanisms that help

determine the level of financial intermediary

Countries

and accelerating long-run

can target reforms that ensure that

lenders have confidence that the legal system will quickly,

1998) are consistent with the view that countries with

transparently,

particular

borrowers and that outside investors have easy access to

legal origins tend to create particular

types of

and effectively enforce their claims against

TABLE 4

FinancialIntermediation
andGrowth:Cross-Section
Regressions,
1960-95
Dependent variable: Real Per Capita GDP Growth, 1960-95
Instrumental variables: Legal Environment variables (CREDITOR,ENFORCE,& ACCOUNT)
Regression #1: simple conditioning information set
Explanatory
standard
Variable
coefficient
error
PRIVATE CREDIT

2.248

Regression #2: full conditioning information set
Explanatory
Variable
coefficient
PRIVATE CREDIT

2.579

r-statistic

p-value

0.281

8.006

0.000

standard
error

t-statistic

p-value

0.709

3.637

0.001

number of
observations

number of
observations

j-statistic

Im-test
OIR

37

2.55

j-statistic

Im-test
OIR

34

2.33

Critical values for LNI-Test Over Identifying Restrictions ( 2 d.f. ): 10% 4.61; 5%-,5.99
Simple conditoning informationset: logarithm of initial income per capita and schooling.
Full conditioning information set: simple set, plus indicators of revolutions and coups, civil liberties. political assassinations, size of government,
and opcnness to trade.
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tially with corresponding implications for economic
growth.
Besides influencing the acquisition of information ex
ante, well-developed stock markets may help in exerting
corporate control ex post, i.e., after financing has occurred.
Stock markets may stimulate greater corporate control by
facilitating takeovers (Jensen and Meckling 1976; Scharfstein 1988; Stein 1988; and Bolton and von Thadden
1998) and by making it easier to tie managerial compensation to performance (Diamond and Verrecchia 1982;
Jensen and Murphy 1990). Thus, if well-functioning stock
markets facilitate takeovers, then outsiders can purchase
poorly operating firms, change management, and set the
stage for greater profitability. Similarly,if well-functioning
stock markets make it easier to link managerial compensation with stock price performance, this helps align the
interests of managers with those of firm owners.
Well-functioning
stockmarketseaserisk diversification
and the
ability toavoidliqueidityrisk. Stock markets are best designed
for traditional, cross-sectional risk-sharing, where individuals can create a tailor-made portfolio of assets. In betterdeveloped markets-markets where it is easier to trade
securities-it is easier for agents to construct portfolios
with a minimum of middlemen. In addition, markets can
ease liquidity risk (Levine 1991; Bencivenga, Smith, and
Starr 1995). Many profitable investments require a longterm commitment of capital, but investors are often reluctant to relinquish control of their savings for long periods.
Liquid equity markets make long-term investment more
attractive because they let savers sell equities quickly and
cheaply if they need access to their savings. At the same
time, companies enjoy permanent access to capital raised
through equity issues. By facilitating longer-term, more
profitable investments, liquid markets improve the allocation of capital and thereby boost productivity growth.
Well-developed
securitiesmgarkets
can assist resourcemnobilization. Mobilizing the savings of many disparate savers is
costly because it involves overcoming the transaction costs
associated with collecting savings from different individuals and also overcoming the informational asymmetries
associated with making savers comfortable with relinquishing control of their savings. Well-developed securities markets, out of necessity,tend to encourage the development of
effective accounting standards, information-disclosure procedures, and contracting systems that lower impediments
to resourcemobilization. Also, "market makers" are gener-

C. Cautionary Note
It is important to be clear about what LLB do not show.
LLB do not show that economic growth does not influence
the banking system. The results do not contradict theories
by Patrick (1966), Greenwood and Jovanovic (1990), and
Greenwood and Smith (1997), which suggest that causality runs in both directions; banking development influences economic growth, and economic growth influences
banking sector development. LLB provide evidence for the
hypothesis that the exogenous component of banking
development promotes economic growth.
Furthermore, we do not yet have good cross-country
information on an array of potential issues associated with
the development of healthy banking systems. Existing
works are not yet able to examine the determinants or the
effects of various financial regulations in a cross-country
context involving developing countries. Thus, I do not
consider the determinants or effects of deposit insurance
(Calomiris 1989; Demirguc-Kunt and Detragiache 1997;
Kane 1985), restrictions on banking activities (Kroszner
and Rajan 1994; Calomiris 1995; Barth, Caprio, and
Levine 1998), or a wide array of supervisory and regulatory
issues that may affect bank stability and performance
(Barth, Nolle, and Rice 1996; BIS 1997; Calomiris and
Gorton 1991; Kroszner and Strahan 1996). Rather, this
paper makes a more limited point: The legal environment
influences the banking sector, and this component of banking sector development is strongly linked with long-run
rates of economic growth.

II. Marketsand Economic
Growth
A. Conzcepts:How Stock Markets Affect Economic
Performance
Well-f enctioninigstock markets may stinztlate the a-quisition
and disseminationof informnation.
As markets become larger
(Grossman and Stiglitz 1980) and more liquid (Kyle
1984; Holmstrom and Tirole 1993; Boot and Thakor
1997; and Maug 1998), agents may have greater incentives to expend resources in researching firms because it is
easier tO profit from this information by trading in big and
liquid markets. Moreover, this improved information
about firms should improve resource allocation substan-
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tive, but by mailing in their vote. PROXY equals zero if
shareholders cannot vote by mail; this can impede participation of shareholders, who must either attend the meeting
or go through the legal procedure of designating an authorized representative.
CUMULATIVEequals one if the Company Law or Commercial Code allows shareholdersto cast all of their vote for
one candidate,and zerootherwise.The ability to vote all one's
sharesfor one candidate may make it easierfor minority shareholders to put their representativeson boards of directors.
BLOCKED equals one if the Company Law or Commercial Code prohibits firms from requiring that shareholders deposit their shares prior to a General Shareholders
Meeting, thus preventing them from selling those shares
for a number of days, and zero otherwise. When shares are
blocked in this manner, the shares are kept in custody until
a few days after the meeting. This practice prevents shareholders who do not bother to go through this arduous exercise from voting.
MINOR equals one if the Company Law or Commercial
Code grants minority shareholders either a judicial venue
to challenge the management decisions or the right to step
out of the company by requiring the company to purchase
their shares when they object to certain fundamental
changes, such as mergers, the disposition of assets, and
changes in the articles of incorporation. The variable equals
zero otherwise.
MEETING equals one if the minimum percentage of
ownership share capital that entitles a shareholder to call
for an Extraordinary Shareholders' Meeting is less than 10
percent, and zero otherwise. The minimum percentage of
ownership share capital that entitles a shareholder to call
for an Extraordinary Shareholders' Meeting ranges from
one to 33 percent, with a median of 10 percent. Mexico has
the highest value in the sample of countries. Presumably,
the harder it is for minority shareholders to call a meeting
and contest management, the less attractive it will be for
agents to participate in equity markets.
SRIGHTS aggregates these five indicators into a conglomerate index of shareholder rights.

B. Evidence: Stock Markets Exert a First-Order, Causal
Impact on Growth 6
The body of empirical evidence on the relationship
between stock market development and growth is less
extensive than that on financial intermediation and
growth. Nonetheless, substantial research suggests a positive link between stock market liquidity and growth,
whether this analysis is conducted in a pure cross-section of
countries (Levineand Zervos 1998), using time-series procedures (Rousseau and Wachtel 1998), or firm-level data
(Demirguc-Kunt and Maksimovic 1996b). Instead of discussing these papers in detail, I will summarize some
recent research that I have conducted, which again
attempts to evaluate the causal link between stock market
development and growth and to identify some of the legal
underpinnings of equity markets.
1. Data onStock Market Liquidity
Levine (1998b) uses the following measure of stock market
liquidity: the total value of the trades of domestic stock on
domestic stock exchanges divided by GDP and calls this
measure Value Traded.' While not a direct measure of
trading costs or the uncertainty associated with trading on
a particular exchange, theoretical models of stock market
liquidity and economic growth directly motivate Value
Traded (Levine 1991; Bencivenga et al. 1995). Value
Traded measures trading volume as a share of national output and should therefore positively reflect liquidity on an
economy-wide basis. The value-traded ratio is likely to
vary with the ease of trading: If it is costly and risky to
trade, there will tend to be less trading.
2. Data on the LegalEnvironment
Consider the connection between the legal protection of
minority shareholders and the liquidity of equity markets.
Conceptually, legal systems that protect shareholders, especially minority shareholders, encourage greater participation. Shareholders exercise their power by voting for directors. Thus, to quantify the legal treatment of shareholders,
I use five measures of the voting rights of shareholders.8
PROXY equals one if shareholders can vote not just by
showing up in person or sending an authorized representa-

3. SummaryStatisticson the Legaland AccountingEnvironment
Belgium, Italy, and Mexico (all countries with a French
legal origin) are countries where SRIGHTS equals the minimum value of zero, indicating that their legal systems do
not stress the rights of minority shareholders. In contrast,
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the legal codes of the United States stress the rights of

TABLE 5

shareholders, such that SRIGHTS

TheLegalDeterminants
of MarketLiquidity

= 5. The French legal

tradition is clearly evident in Latin America. This region s

DEPENDENT

legal system places comparatively less emphasis on the legal
INDEPENDENT

than other regions. It is also important to note the crossLatin America variation. The legal codes of Argentina,

VARIABLE

(1)

(2)

c
-0.32
Latin AmericavariationThelegalcodes(0.172)

Brazil, and Chile actually place a comparatively high priorIncome

ico, and Venezuela are far below the international average.

Latin America also tends to provide less comprehensive
information

about

corporations

Srights

0.04
(0.021)

-0.02

-0.01

(0.044)

(0.043)

10.058}

{0.651}

{0.765}

(0.308)
{0.731}

0.02

(0.017)

(0.017)

10.194)

10.0371
Account

0.01

weak

0.00

(0.002)

legal protection of shareholders and its relatively uninfor-

observations:

mative accounting

R-Squared

systems have a price: comparatively

poor stock markets.

45
0.08

(0.002)

10.0051

10.013)

40

40

0.1

0.12

(standard errors in parentheses)
fP-values in brackets)
Note:Income = logarithm of real per capira GDP in 1976;Srights = an index of the
legal rights of shareholders.especiallyminority shareholders,that takes values between

4. Regressionof StockMarket Liquidity on Legaland
AccountingVariables

0 and 5.

Account = an index of the comprehensivenessand comparabilty of corporate financial

My analysis (Levine 1997b) also indicates a strong link

statements.

Value Traded - total value of shares traded divided by GDP; Turnover = total value of

between stock market liquidity and the availability of high
qualitv information

-0.11

0.04

to

investors as measured by the low value of ACCOUNT.
Moreover, Latin America's (overall) comparatively

(3)

-0.05
(0.320)
{0.884)

{O.074}

ity on minority shareholder rights, while Colombia, Mex-

comparable

VARIABLE:

VALUE TRADED

rights of shareholders, particularly minority shareholders,

and

INTERMEDIATION

shares traded divided by Capitalization.

about firms. As shown in Table 5

Soue: Levine,Loayza,Beck 1998 Table 4.

(which is Table 4 of Levine 1997b), there is a statistically
significant relationship between ACCOUNT and the measure of stock market liquidity, Value Traded, when con-

that define the rights of creditors are closely connected to

trolling

banking sector development.

for the legal rights of shareholders.

In contrast,

shareholder rights do not have a very robust link with

correlated

stock market liquidity. SRIGHTS is strongly linked with

legal rights of creditors are not highly correlated

market

size. Thus,

good information,

ACCOUNT,

is

with banking

But, SRIGHTS is not highly

stock market development.

sector development.

Also, the
with

Thus, the legal variables are

strongly linked with both market size and liquidity, while

capturing particular aspects of the legal environment. They

SRIGHTS is strongly associated with overall market size, but

are not proxies for overall legal efficiency.

not with market activity. These findings stress the importance of good regulations governing information disclosure.9

5. Linking Legal and Regulatory Environment to Stock Market

Furthermore, the relationship between ACCOUNT and liq-

and Then to Growth

uidity

is economically

increase of one standard

meaningful.

For example,

deviation in ACCOUNT

increases Value Traded by 0.058 (0.058=

an

Levine (1997b) also uses instrumental

(12)

to determine

0.0048*12),

variables procedures

whether the exogenous component

of stock

market development is linked with long-run growth. The

which is about the median value of Value Traded in the
sample (0.054). Although the R-squares in these regres-

basic regression takes the form:
(1)
GROWTH=a+

SMI+7X

E,

sions are low, about 10 percent, the legal and accounting
where the dependent

stock market size and liquidity.

capita GDP growth over the 1976-93 period, SMI is Value

Before continuing,

it is critical to note that SRIGHTS

variable, GROWTH,

is real per

variables do help account for cross-country variations in

Traded, and X represents a matrix of conditioning

infor-

is not simply a proxy for the overall quality of a country's

mation that controls for other factors associated with eco-

legal system. As shown by Levine (1998a,b), legal variables

nomic growth. I use SRIGHTS and ACCOUNT as instru-
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mental variables for each of the SMI indicators and use a

than SRIGHTS and ACCOUNT because legal origin is less

GMM estimator.

prone to endogeneity

To control for "other factors," I include three different
conditioning

information

sets. Conditioning

problems.

The results with these

alternative instruments are very similar to those reported in

Information

Table 5: The stock market indicators are robustly correlated

Set No. 1 includes a constant, the logarithm of initial per

with economic growth. The exogenous component of stock

capita GDP, the logarithm

market

of initial

secondary school

development-the

component

of stock market

enrollment, and the number of revolutions and coups. Con-

development defined by the legal and accounting regime-

ditioning

is positively associated with long-run economic growth.1 0

Information

Set No. 2 includes these variables

plus government spending to GDP, inflation, and the black
market exchange-rate premium. Conditioning

The linkages from the regulatory regime through stock

Information

market

liquidity

to long-run

Set No. 3 includes all the control variables in Conditioning

meaningful.

Information

Argentina implemented

Set No. 2 plus BANK, which equals bank

credit to the private sector divided by GDP.

the quality

The results indicate a strong, positive relationship between the

For example,

growth
the

results

are economically
imply

that

if

regulatory changes that improved

of corporate

financial statements

from the

recorded value of 45 to the average for OECD countries

exogenouscomponent of stock market development and economic

(65), the growth would be 0.6 percentage points faster per

growth. Table 6 (which is Table 5 of Levine 1997b) summa-

year. This is large, considering

rizes the results. After controlling for a wide array of factors,

capita GDP growth averaged only about 0.2 percentage

the exogenous component

points per year over this period. Furthermore,

of Value Traded enters the

that Argentina's real per
after a

growth regression with a significant coefficient (at the 0.05

decade, 0.6 percentage points faster per capita GDP growth

level). Moreover, the strong link between the exogenous

implies that each Argentinean would be earning 6 percent

component of stock market development and growth holds

more per year. This is meant to be illustrative. Because the

using alternative instrumental variables. Specifically, I also

analysis does not consider any country in detail, the coeffi-

used the

cients should not be applied to any individual

dummy

variables for legal origin-English,

French, or German-as

instrumental

variables without

country.

Instead, the example serves to demonstrate the large poten-

using SRIGHTS and ACCOUNT. I did this because some

tial costs, in terms of slower long-run growth, of permitting

may view the legal origin variables as better instruments

poor information disclosure to persist.

TABLE 6

StockMarketsandGrowth:UsingInstrumental
Variables
Growth= a + B[Matrixof ConditioningInformation] + c(SMI)
Instruments: Matrix of conditioningInformation,plus srights and account
SMI is alternativelyValueTraded,Turnover,Capitalization,and IPO
CONDITIONING

CONDITIONING

CONDITIONING

INFORMATION

INFORMATION

INFORMATION

SMI

set #1

Value Traded

0.056

**

0.056

(0.023)
Turnover

0.059

IPO

Condincning
Conditioning

0.060

*

(0.033)

0.060

**

(0.024)
*

0.059

*

(0.030)

0.031

0.032

(0.011)

(0.001)

(0.011)

0.0o5 a.o
(0.002)

(0.002)

0.006 a*
(0.002)

0.033 **

information set i1: logarithm of initial income per capita, logorithm of initial secondary school enrollment, and number of revolutions and coups.
information set #2: conditioning information set #1, plus the initial values of government spending divided by GDP, infiation, and black market eachange rate

premium.
Conditioning

**

(0.023)

(0.031)

Capicalization

set #3

set #2

information set #3: set *2, plus initial value of bank credit to the private sector divided be GDP

Nate: Estimated using Generaliced Me,hod of Moments.
Sotares:Levine, (1997c); Table 5.
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legal and regulatory environment are strongly linked with

It is important to be clear about what these results do not

how well the stock exchange operates, with important

show.

spillovers for economic development.

First. the results in Levine and Zervos (1998) and Levine
ence stock markets. The results do not contradict the argu-

Ill. Is a Bank-Basedor Market-BasedFinancial
SystemBefter?

ment

Financial

The classic controversy about financial structure involves

influences economic growth, and economic

comparisons between the bank-based systems of Germany

(1997b) do not show that economic growth does not influthat causality

development
growth

runs in both directions:

influences financial sector development.

existing

work provides

evidence

consistent

Rather,
with

and Japan versus the more market-based

financial systems

the

of England and the United States. In this section I first dis-

hypothesis that the exogenous component of stock market

cuss arguments in favor of the bank-based system. Then, I

development promotes economic growth.

review arguments that contradict this view. Next, I present

Second, Levine (1997b) and LLSV (1997) do not exam-

some very preliminary

evidence on the implications

ine a slew of factors that may influence the operation of

determinants

stock markets. For instance, a wide range of regulations

with Asli Demirgiiu-Kunt

influence stock market activity beyond those summarized

arguing

by SRIGHTS and ACCOUNT.

sparse evidence, about the relationship

requirements,
securities,

to requirements

to supervision

microstructure
development.

These range from listing
governing

of broker/dealers,

may importantly

the trading

of

and

of financial structure from a research project
(1997). Finally, I conclude by

that (1) there exists considerable debate,

with

between financial

structure and economic growth; and (2) there are good rea-

etc. Market

sons for believing that the issue is not banks or stock mar-

influence stock market

kets, but that both banks and stock markets provide ser-

These factors were omitted due to a lack of

vices to the economy that promote economic progress.

data availability, not to potential relevance. Rather, LLSV
(1997)

and Levine (1997b) make more limited

points:

A. The Case for a Bank-Based

System

Legal heritage is closely linked to the legal rights of share-

As noted above, financial intermediaries

holders and the quality of corporate financial statements;

acquisition

legal and accounting characteristics influence stock market

which creditors exert corporate control, provision of risk-

size and liquidity; and the exogenous component of stock

reducing

market development is strongly linked with long-run rates

reducing information

of economic growth.

market-based

Third, the empirical

results in conjunction

with the

of information
instruments,

can improve the

on firms, the intensity with

and mobilization

of capital

by

and transaction costs. In contrast,

systems might not provide these financial

services as well as bank-based systems.

theoretical overview do not imply that every country needs

Stiglitz (1985) argues that because well-developed mar-

its own active bourse. Conceptually, firms and savers bene-

kets quickly reveal information to investors at large, indi-

fit from easy access to liquid stock markets. It is the abil-

vidual investors will be dissuaded from spending

ity to trade and issue securities easily that facilitates long-

time and money researching firms. There is a basic free-

term growth, not the geographical location of the market.

rider problem

Thus, capital control liberalization

that

reduces incentives

much

for investors to

may improve the abil-

expend resource acquiring information when this informa-

ity of firms to raise capital both by improving the liquid-

tion is revealed in the market to others who have not spent

ity of domestic exchanges and by providing greater access

time and money carefully investigating

to foreign exchanges.
Fourth, these analyses use cross-country

tunities. This problem is less severe in bank-based systems
since banks can make investments without revealing their

comparisons.

They do not examine any single country in depth. Thus,

decisions immediately in public markets.

while LLSV (1997) and Levine (1997b) have very clear policy implications,

Furthermore,

many argue that the threat of outsiders'

a

taking over the firm is a poor way of exerting corporate

reForm strategy. These papers do not offer a precise blue-

control and convincing managers to act in the best inter-

print. Nonetheless,

ests of firm owners. First, insiders probably have better

implications-jump

these must be viewed as illuminating

investment oppor-

the results-and
out. Particular

therefore the policy
characteristics

of the

information
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researching firms and overseeing managers. Furthermore,
while markets may potentially provide the best tailormade products for hedging risk, markets are imperfect and
incomplete. Thus, in some circumstances-particularly
those involving intertemporal risk-sharing-bank-based
systems may offer better risk-ameliorating services than
market-based systems (Allen and Gale 1997).

informational asymmetry mitigates the potential effectiveness of takeovers because it is less likely that ill-informed
outsiders will outbid relatively well-informed insiders for
control of firms (unless they pay too much!) (Myers and
Majluf 1984; Stiglitz 1985). Second, liquid equity markets
may facilitate takeovers that, while profiting the raiders,
may actually be socially harmful (Shleifer and Summers
1988). Third, more liquidity may reduce incentives to
undertake careful-and expensive-corporate governance.
By reducing exit costs, stock market liquidity encourages
more diffuse ownership, such that each owner has fewer
incentives to oversee managers actively (Bhide 1993;
Shleifer and Vishny 1986). Fourth, if an outsider expends
lots of resources obtaining information, the results of this
research will be observed by other market participants
when the outsider bids for shares of the firm. This will
induce others to bid for shares, so that the price rises. Thus,
the original outside firm that expended resources to obtain
information must, therefore, pay a higher price for the firm
than it would have to pay if "free-riding" firms could not
observe its bidding. The rapid public dissemination of
costly information reduces incentives for obtaining information and making effective takeover bids (Stiglitz 1985).
Fifth, existing managers often take action-poison pillsthat deter takeovers and thereby weaken the market as an
effective disciplining device (Stiglitz 1985). There is some
evidence that, in the United States, the legal system hinders takeovers and grants considerable power to management (Jensen 1991; Roe 1990; Szewczyk and Tsetsekos
1992).
Shareholders should be able to control management
through boards of directors. However, an incestuous relationship may blossom between boards of directors and management. Members of a board enjoy their lucrative fees and
owe those fees to nomination by management, so they are
more likely to approve golden parachutes to managers and
poison pills that reduce the attractiveness of takeovers.Thus,
this incestuous link may further reduce the effectivenessof
the market for corporate control (Allen and Gale 1997).
In sum, proponents of bank-based systems argue that
there are fundamental reasons for believing that marketbased systems will not do a good job of acquiring information about firms and overseeing managers. This will hurt
resource allocation and economic performance. Banks do
not suffer from the same fundamental shortcomings as
markets; they will do a correspondingly better job at

B. The Case for a Market-Based System
The case for a market-based system is essentially a counterattack that focuses on the practical efficacy of bankbased systems. Bank-based systems may involve intermediaries with a huge influence over firms, and this influence
may manifest itself in negative ways. For instance, once
banks acquire substantial, inside information about firms,
this allows banks to ease financing constraints but it also
allows banks to extract rents from firms; firms must pay for
their greater access to capital. In terms of new investments
or debt renegotiations, banks with power can extract more
of the expected future profits from the firm (than in a market-based system). This ability to extract part of the
expected payoff to potentially profitable investments may
reduce the effort extended by firms to undertake innovative, profitable ventures (Rajan 1992). Also, banks (as debt
issuers) have an inherent bias toward prudence, so that
bank-based systems may stymie corporate growth. Weinstein and Yafeh (1998) find evidence of this in Japan.
While firms with close to ties to a "main bank" have
greater access to capital and are less cash constrained than
firms without a main bank, the main bank firms tend (1)
to employ conservative, slow growth strategies and do not
grow faster than firms without a "main bank," (2) to use
more capital-intensive processes than non-main bank firms
holding other features constant, and (3) to produce lower
profits, which is consistent with how the powerful banks
extract rents from the relationship. Allen and Gale (1997)
further note that although banks may be effective at eliminating duplication of information-gathering and -processing, which is likely to be helpful when people agree about
what needs to be gathered and how it should be processed,
banks may be ineffective in non-standard environments.
Thus, banks may not be effective gatherers and processors
of information in new, uncertain situations involving innovative products and processes.
Another line of attack on the efficacyof bank-based systems involves corporate governance. Bankers will act in
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their own best interests. Bankers may become captured by

governments) in richer countries. Finally, richer countries

the firm, or collude with firms against other creditors.

tend to have larger and more active stock markets as shares

Thus, influential banks may prevent outsiders from remov-

of GDP than poorer countries. The data suggest that as

ing inefficient managers, thereby eliminating

countries grow richer, specialized financial intermediaries

one avenue

of corporate control (Black and Moersch 1998). Wenger
and Kaserer (1998) provide convincing

and equity markets grow in importance.

evidence for the

To illustrate further how financial structure differs across

case of Germany. In Germany, bank managers voted the

countries, consider Table 7 (source: DemirgicA-Kunt and

shares of a larger number

For

Levine 1998), which reports a measure of a financial struc-

instance, in 1992 bank managers exercised on average 61

ture. RELATIVE SIZE equals the ratio of stock market cap-

of small stockholders.

percent of the voting rights of the 24 largest companies,
and in 1I companies this share was higher than 75 percent.

TABLE7

This control of corporations by bank management

Measures
of FinancialStructure1980-1990

extends

to the banks themselves. In the shareholder meetings of the

GDP/CAP is the real GDP per capita in US $. Relative Size is

three largest German banks, the percentage of proxy votes

defined as the ratio of stock market capitalization to liquid

was higher than 80 percent, much of this voted by the
banks themselves. For example, Deutsche Bank held vot-

liabilities of financial intermediaries. All figures are
1980-1990 averages.

ing rights for 47 percent of its own shares, while Dresdner
votes 59 percent of its own shares (Charkham 1994). Thus,

GDP/CAP

RELATIVE

(US $)

SIZE

Japan

19140

0.51

from the owners of the banks and also exerts a huge influ-

Norway

198509

0.259

ence on the country's major corporations. Wenger and
Kaserer (1998) also provide examples in which banks mis-

Sweden

18494

0.76

United States
Germany
Finland

17884
17756
17295

0.86
0.31
0.33

France

15788

0.25

ACunstardia

15295

0.09

Netherlands

14655

0.48

Belgium
Italy
Australia

14065
12877
12340

0.56
0.17

United Kingdom

11491

1.36

systems provide greater flexibility to tailor products. Thus,

New Zealand

18539

0.46

as economies mature and need a richer set of risk-management tools and vehicles for raising capital, they may con-

Singapore

7744

1.25

Hong Kong
Spain
Greece

7561
7332
4610

0.69
0.24
0.09

Portugal

3614

0.12

Argentina

3396

0.18

Venezuela

2652

0.11

S. Africa
Malaysi'a
Brazil

2403
1957
1933

2.32
0.87
0.57

the bank management

has wrested control of the banks

represent the accounts of firms to the public and systematically fail to discipline management.
Finally, market-based financial systems provide a richer
set of risk-management
tools that permit greater customization of risk-ameliorating instruments. While bankbased systems may provide inexpensive, basic risk-management services for standardized situations, market-based

comitantly benefit from a legal and regulatory environment that supports the evolution of market-based
activities, or overall growth may be retarded.
activities,
growth ormay
overall
C. Some Very Preliminary

~~~Korea

Evidence

First,

it is worth observing that there are noticeable
changes in financial structure as countries develop. As first
noted by Goldsmith (1969) and then shown by Demirgu-

2840

0.83

0.55

Mexico

1800

0.28

JCohridlaen

1634

0.467

Turkey

1209

0.19

Colombia
Thailand
Zimbabwe

1172
930
655

0.11
0.18
0.28

importance, while the role of central banks diminishes.
Furthermore, the financial system allocates more credit to

Indonesia

430

0.03

India

3232

0.14

the private sector (as opposed to public enterprises and

Nigeria

292

0.12

Kunt and Levine (1998), the financial structure of countries varies with income. When moving from poorer to
richer countries, commercial banks and non-banks grow in
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italization to the liquid liabilities of financial intermediaries.

protection to shareholders tend to have market-based sys-

While a very imperfect indicator of financial structure, REL-

tems (big RELATIVE SIZE). It is also interesting to note

ATIVE SIZE provides some potentially useful comparisons.

that countries with greater protection of minority share-

As illustrated, the United States and United Kingdom have

holders also tend to have lower bank interest-rate spreads.

relatively big markets, which is consistent with their being

Furthermore,

classified as market-based.

enforcement is also particularly important for the develop-

Similarly, Germany and (to a

lesser degree) Japan have stock markets that are small rela-

legal system efficiency in terms of contract

ment of market-based systems.

tive to the size of their banking systems. This is consistent

Finally, I conducted

structure.

of the

growth

It is also interesting to note that countries with larger values

examined the partial correlation between RELATIVE SIZE

of RELATIVE SIZE-values

and long-run economic growth in a cross-section of coun-

over-

of market

analysis

with the classification of Germany and Japan as bank-based.
greater that 0.80-are

implications

a preliminary

Specifically, I

whelmingly countries with English (common law) legal ori-

tries after controlling

gins, which are legal systems that tend to emphasize the

Thus, I followed the same procedures discussed above for

rights of minority shareholders.

examining the link between measures of financial interme-

Turning

to the determinants

Table 8 (source: Demirgiiu-Kunt
sents correlations
potential

between

determinants

of financial structure,

diary development and long-run growth. Basically, I could

and Levine 1998) pre-

not get RELATIVE SIZE to be significant (with either a

RELATIVE SIZE and some

of market

for other country characteristics.

structure,

indicators of legal codes, legal enforcement,

positive or negative coefficient). Using this simple measure

including

of the size of the domestic equity markets relative to the

accounting

size of the banking sector, I could not find a significant link

regulations, and tax issues. Countries that provide greater

between financial structure and growth.

TABLE 8

Correlations
of FinancialStructurewithLegal,Accounting,
Regulatory,
andTaxFactors
Common Law is a dummy variable rhat takes the value I for common law countries and the value 0 for others. Shareholder rights is an index that ranges from
0 to 5 and aggregates shareholder rights and creditor rights is an index that ranges from 0 to 4.5 and aggregates creditor rights as explained in La Porta,
Lopez-de-Silanes, Shleifer, and Vishny (1998). Law and order indicator reflects the degree to which the cirizens of a country are willing to accept the established institutions to make and implement laws and adjudicate disputes. It is scored 0 to 6 with higher scores indicating sound political institutions and a
strong court system. Legal efficiency indicator is an assessment of the efficiency and integrity of the legal environment as it affects business, particularly foreign firms. It is scored 0 to 10 with lower scores for lower efficiency levels. Quality of accounting standards is an index created by examining and rating company annual reports on the basis of their inclusion or omission of 90 key accounting items. Restrictions on banking is a dummy variable that takes the value
1 if banking activities in securities is restricted and 0 otherwise. Deposit insurance is a dummy variable that takes the value 1 if the country has an explicit
insurance scheme and the value 0 otherwise. The tax variables are the relative tax advantage of debt with respect to dividends and capital gains. All variables,
when available, were averaged over 1980-1990 so that each countrv has one observation. Correlations reported are Pearson Correlation Coefficients. P-values
are given in italics. Number of observations are reported under respective p-values.
FINANCIAL

ACCOUNTING AND

STRUCTURE

LEGAL CODES

LEGAL ENFORCEMENT

REGULATION

TAX TREATMENT
TAX ADV

COMMON

SHAREHOLDER

CREDITOR

LAW AND

LEGAL

QUALITY OF

RESTRICTIONS

TAX ADV.

OF DEBT vY

OF DEBT VS.

CAPITAL

RIGHTS

RIGHTS

ORDER

EFFICIENCY

ACCOUNTING

ON

DEPOSIT

LAW'

INDEX

INDEX

INDICATOR

INDICATOR

STANDARDS

BANKING

INSURANCE

DIVIDENDS

GAINS

Relative

0.463

0.490

0.171

-0.014

0.328

0.504

0.053

-0.357

-0.578

-0.141

Size

0.011
29

0.007
29

0.385
28

0.943
29

0.039
40

0.009
26

0.811
23

0.058
29

0.001
28

0.476
28

Banking

-0.377

-0.451

-0.339

-0.130

-0.205

-0.354

-0.188

0.224

0.068

-0.302

Spread

0.052
27

0.018
27

0.090
26

0.519
27

0.230
36

0.083
25

0.401
22

0,261
27

0.735
27

0.125
27

Soarce: Demirguc-Kunt

and Levine (1998)
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D. Conclusions:Banks and Markets
Here, ][want to make two points. First, there are good reasons for believing that the issue is not banks or stock markets, but that both banks and stock markets provide complementary services to the economy that promote economic
progress. Second, although there exists considerable debate
about the relationship between financial structure and economic growth, there is insufficient evidence to arrive at a
confident conclusion concerning bank-based and marketbased systems.
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ment exert a positive influence on growth. Using firm-level
data, Demirgiu-Kunt and Maksimovic (1996b) show that
increases in stock market development actually tend to
increase the use of bank finance in developing countries.
Thus, these two components of the financial system may
act as complements during the development process.
While still in need of additional research, the scattered
pieces of evidence that currently exist suggest that we may
not want to view bank-based and market-based systems as
representing a trade-off. Policy-makers may instead want
to focus on providing a legal and regulatory environment
that allows both banks and markets to flourish without tipping the playing field in favor of either banks or markets.

1. Comnplementarities
betweenBanks and Markets
Traditionally, development specialists have focused on
banks and viewed stock markets as unimportant sideshows.
They note that much more corporate capital is raised from
banks than from equity issues. Similarly, traditional
finiancetheory, strongly influenced by Modigliani-Miller,
views debt and equity-and through this prism, banks and
equity markets-as substitute sources of finance. These
traditional views, therefore, either give little role to markets or view banks and markets as competing components
of the financial system.
This traditional view,however,ignores an important point:
Stock markets may provide different financial services from
banks. Put differently,stock markets may positivelyaffecteconomic development even though not much capital is raised
throug:hthem. For instance, stock markets may play a prominent role in facilitating custom-made risk-management services and boosting liquidity. In addition, stock markets may
complement banks. For instance, by spurring competition for
corporatecontrol and by offering alternative means of financing investment, securitiesmarkets may reduce the potentially
harmful effectsof excessivebank power.
While the theoretical literature is making progress in
modeling the co-evolution of banks and markets (Boyd and
Smith 1996; Huybeus and Smith 1998; Allen and Gale
1997), there is already some empirical evidence. For
instance, Levine and Zervos (1998) show that greater stock

2. InsufficientEvidence
There is very little empirical evidence supporting-or refuting-any particular claim about the benefits of bank-based
or market-based financial systems in economic growth.
There have been insightful studies of bank-based versus
market-based financial structures in a few industrial countries, mainly Germany,Japan, the United Kingdom, and the
United States. These studies, however, have a fundamental
weakness.These four countries are at about the same level of
GDP per capita. Therefore, over a sufficiently long time
horizon, they had similar rates of economicgrowth. Thus, it
is virtually impossible to reliably link differencesin financial
structure to differences in economic growth because there
are very little differencesin economicgrowth. To resolvethis
problem, it is important to study a wider range of countries.
Moreover,there are not recent cross-country studies of financial structure and economic development involving developing countries. Given the importance of this issue for economic growth, it is time to fill this researchgap.
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Williamson, Stephen D. (1987a). "Costly Monitoring, Loan Contracts, and Equilibrium Credit Rationing." QuarterlyJournal of Eco-

tion of Napoleon, who saw the permanence of the Code as more
important than the fleeting nature of his military conquests. He had

nomics, February, 102(1), pp. 135-45.

the Code adopted in all conquered territories, including Italy, Poland,

Williamson,

Stephen D. (1987b). "Financial Intermediation,

the low countries, and the Hapsburg Empire. Through conquest and

Business Failures, and Real Business Cycles."Journal of Political Eco-

colonization, France extended its legal influence to parts of the Near

nomics, December, 95(6), pp. 1196-1216.

East, Northern and Sub-Saharan Africa, Indochina, Oceania, French
Guiana, and the French Caribbean islands during the colonial era.

Endnotes
1. For evidence, see James (1987), Lummer and McConnell

Furthermore, because the French Civil Code exerted a major influence
on the Portuguese and Spanish legal systems, this helped spread the

(1989), James and Wier (1990), and Slovin, Sushka, and Polonchek

French legal tradition to Central and South America. After the unifi-

(1993).
2. Also, see the review by Schiantarelli (1995) and Hubbard

cation of Germany under Bismarck in 1871, the German Civil Code
was completed in 1896. The German Code exerted a big influence on

(1998).
3. Allen and Gale (1997) also note that when there are market
frictions, the introduction of markets can hinder the ability of inter-

Austria and Switzerland, as well as China, Czechoslovakia, Greece,
Hungary, Italy, and Yugoslavia. Also, the German Civil Code heavily
influenced the Japanese Civil Code, which helped spread the German

mediaries to provide this inrertemporal risk-sharing. Jacklin (1987)

legal tradition to Korea.

also shows that the introduction of markets can hinder efficient risk-

6. Some of this section is taken verbarim from Levine (1998b).

pooling by intermediaries.
4. Some of this section is taken verbatim from Levine, Loayza,
and Beck (1998).
5. Glendon, et al. (1982) and Berman (1997) describe how Roman
law was compiled under the direction of Byzantine Emperor Justinian in the sixth century. Over subsequent centuries, the law was interpreted and adapted throughout Europe. Eventually, individual countries formalized legal codes. The Scandinavian countries developed
their Civil Codes in the 17th and 18th centuries. These countries have

7. For a discussion of results using other measures of stock marker development, see Levine and Zervos (1998) and Levine (1997b).
8. The variable descriptions that follow are taken directly from
LLSV
9. Recall that the strong link between long-run growth and stock
market development runs primarily through market liquidity, which
highlights the important of comprehensive and comparable data in
facilitating stock market activity.
10. Furthermore, the data do not reject the orthogonality condi-

remained relatively unaffected from the far-reaching influences of the

tions in any of the 12 regressions; the data do not reject the over-

English, German, and French legal traditions. The English legal tradition is not a civil law heritage, where laws are heavily shaped by
legal scholars. Instead, in the English-common
law-legal tradi-

identifying restrictions, which gives great confidence in the instrumental variables. Thus, the results are consistent with the statement
that the shareholder
rights (SRIGHTS) and information

tion, laws are heavily influenced by judges trying to resolve particular cases. The French Civil Code was written in 1804 under the direc-

(ACCOUNT) indicators influence growth only through their impact
on stock market development.
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that: Ross has been working in this field for a number of years. In fact, he started the field of
looking at the effects of financial development on growth on a cross-section of countries a few
years back in his papers with Robert King.
And it shows in a number of ways. The paper adds a number of insights that are very
good. However, this is the year of the Asian financial crisis, and, as such, I think this literature does not tell the whole story about what a good financial system is and what the possible implications
of financial development for growth are. I think Ross had a little bit of a premonition in his talk when he
mentioned the IMF and banking crises. I think there is an obvious problem with just looking at measures
of financial sector development and relating that to economic growth.
By those measures, again, the countries of Asia may look very good, and one might conclude that the
financial sector was making an important contribution to the economic growth in those economies. However, one has to look in more detail and look for indicators of how well the banking system is allocating
resources, the quality of the loans, the quality of the loan making process, and the effects of different forms
of government intervention that may not be so obvious. I think this paper goes part of the way in
this direction,but I think that especiallyin view of recent
developments,one should focusmore in this direction.
Moreover,one of the questionsthe paper asksis, What
would be the best system fora developingcountry-a system based on banks or a system basedon stock markets?
The most interesting way of looking at this question is
from the perspective of what system could be more
resilient to instability,what system could absorb negative
shocksin a better way.I think it would be an interesting
wayof framingthat question,at leastgiving oneimportant
dimensionin lookingat financialsystemdevelopment.
This papereffectivelyshowsthree things:First, it shows
empiricallythat banks are good for growth; the development of financialsystemsbased on banks has had possibly

large impact on economicgrowth. Second,it shows that
the developmentof stock markets has also had positive
large impact on economicgrowth. And third, the paper
starts to explorethe questionof which system is best, and
it concludesthat, well, there is not necessarilya contradiction-one could foster the institutions that would allow
both types of financialmarketsto developside by side.
Now,let me go firstinto the issueof what are the effects
of financingby banks on economicgrowth. I think one of
the nice featuresof this paper is the way it treats the problem that while banking developmentaffectsgrowth, it is
also the case that growth creates banking development.
This fact is a real concernfor anybodytrying to do empiricalwork and trying to measureaccuratelythe effectof the

Eduardo Borenstein is the Division Chief of the Developing Countries Studies Division of the International Monetary Fund.
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financial system on growth. The paper takes advantage of a

system or a stock-market

clever approach in this respect by looking at the legal tra-

tainly not a lot of help here, and even the presentation this

dition of different countries and legal institutions.

morning by Mr. Stiglitz gave arguments

These

based system. Theories are cerfor and against

are obviously exogenous variables. They predate this sam-

each alternative. But I am going to add another perspec-

ple by centuries, and we cannot say that legal traditions are

tive-again,

the consequences of the economic growth in the past two

lar financial system to bad shocks-namely,

decades.

thing goes wrong in the economy, which system is less

Despite the econometric soundness of this approach, I

the perspective of the resistance of a particuwhen some-

likely to compound the problem?

still think that one should make an effort to look at mea-

I think that, from this point of view, one would give the

sures of the quality of financial development in more detail.

advantage to the stock-market

based system, or at least a

I think that the paper tries to do this to some extent by

system in which debt-equity

ratios are sufficiently

focusing only on private credit, which means credit from

Why? Because what we observe typically is that bank-

private

based systems result in high debt-equity

institutions

to private

enterprises,

under

the

low.

ratios, and, when

assumption that this is a more market-based decision than

a bad shock hits the economy, the level of non-performing

other forms of credit that flow through the banking system.

loans increases, and banks are in a difficult

While this is true, there may be problems of relatively
invisible government intervention.

situation

because they have fixed liabilities and the quality of their

Here, again, the case of

assets is deteriorating. So, banks are reluctant to make new

Asia comes to mind. There are problems of credit that gets

loans; in fact, they start to recall loans, we have a credit

allocated to very large firms under the assumption

crunch, and the economy gets worse. Moreover, this situa-

that

those firms are too large to fail, so banks decide to lend to

tion may lead policy-makers

them regardless of the quality of the investment

such as to keep interest rates down and not to defend the

project

that these firms may be proposing.

to make the wrong choices,

exchange rate in situations when they should.
a

Moreover, from the point of view of international capital

measure of quality of banking (and this should be in the

Not that I have a precise idea of how to implement

flows, one could think that if those inflows are inrermedi-

next paper Ross writes), but I would like to see something

ated through securities, such as in a stock market, the econ-

that

loan-decision

omy may also be less vulnerable when a negative shock hits

quality of the services that banks are provid-

the economy, because the value of the stock market may go

gets

process-the

closer to the

quality

ing. For example, interest-rate
the efficiency and competition

of the

spreads can give an idea of

down, which means that the value of those claims that for-

in the banking system-

eigners are holding on the domestic economy is automati-

variables that might get a little closer to the quality, rather

cally smaller. And that is a desirable feature. If it were

than just the volume, of banking activity.

purely a debt flow, of course, the value of the debt in dollar

I think the more innovative and interesting

question

terms would stay the same after the negative shock, but the

that this paper starts to analyze is the question of what

value of the dlebt in terms of domestic resources probably

kind of financial markets would be more appropriate for a

would go up, because the country would go through

developing country to base its development:

devaluation and there might be a debt overhang problem.

a bank-based
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GUESTS,ANDLADIESANDGENTLEMEN,
FIRST,I WOULDLIKETO EXPLAIN
to you that also I will not be speaking to you in Spanish. I had wanted to speak to you in
my native language, which is Dutch, but I understand there are legal injunctions against
cruel and unusual punishment.
JLaughter.1
The topics we are discussing here today are very important, and different perspectives
have to be explored. In case you think that, in considering contributions of banks and markets, I am naturally biased in favor of the latter because I am the director of the Capital Markets Development Department in the World Bank, you can be assured that I will try to be as neutral as I possibly can be. In this
respect, it is interesting to quote Mr. George Soros. When he was asked about the "perfection" of markets,
he answered that he had a healthy respect for markets but ultimately they represented no more than the
present value of future expectations of a group of buyers and sellers.
After this quick aside, let me start my comments on Mr. Levine's paper with the most important point:
As someone with a practitioner's perspective, I not only agree with the paper's basic premises and conclusions, but I also believe that Mr. Levine's concentrated, disciplined focus on a balance in financial sector developmentis, in and of itself, very valuable.Too
many observers-including, I might add, some development economists-still limit their analysis to banks,
becausethey are still dominant in the financialsector of
many developingcountries,becausethey are better understood, 'becausethey are more easilyregulated,becausethey
are in crisis,becausethey are perceivedto haveimmutable
claimson savings,or becausethey are recognizedas important providersof basicpaymentfunctions.
Indeed, as the very theme of this conferencesuggests,
both banks and marketscan make substantiveand complementary contributions.Having said this, I would like to
suggest that trying to find the proper balance between
them is an elusivegoal and that historicalparadigmshave

only limited applicabilityfor the future. In this connection, I would like to suggestsomewaysin whichthe analysis in the paper might be updated and expanded.
First, one cannot help but question today the binary
representationof banks and equity markets in a global
environment where the difference between banks and
financialmarketsis becomingmore blurredeveryday. Asa
result of differentlegalsystemsand variousother historical
developments,there has, indeed,cometo be a differencea differentbalance,that is-between banking and markets
in different countries.But with a big bang in Japan, the
eliminationof Glass-Steagallbarriersin the United States,
market promotion in Germany,and similar developments
in a number of keyemerging markets,we are also witness-

Michael Barth is the Director of the Capital Markets Department of the World Bank.
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ing a substantive measure of convergence around the world
to a model where the distinctions simply matter less.
In this general context, it is also worth quickly recalling
some well-known developments that have begun to change
the very way in which banks and markets operate. Financial integration has gone hand in hand with the steady disintermediation of traditional financial institutions. One
could add that there is a basic shift in paradigm away from
traditional delineation in terms of products and institutions. Today one could ask some important, basic questions: Is Bankers Trust a bank or a diversified risk-management institution? What will the steady mergers between
retail banking institutions, insurance firms, and asset-management firms do to the financial landscape? And is that in
the next few years? In looking at these questions one might
naturally assume a lag in developing countries, but the
period of this lag is becoming shorter and shorter, especially with the emergence of global players. All of this
serves to emphasize that a holistic view of the financial sector is essential, covering banks, non-banks, equity markets,
and also debt markets.
Moving back to the analysis in the paper, we must ask
ourselves, are banks really by definition better at risk-sharing and lowering transaction costs? Are they consistently
better at making long-term investments more attractive
through pooling of savings and engaging in liquidity
transformation? The strong emergence of the asset-management industry, alone, not just in OECD countries but
also, for example, in Latin America after pension reform,
would give some reason to question this.
Similarly,one can question banks' natural advantages in
terms of information provision, corporate governance, risk
mitigation, etc. Of course, as Mr. Levine in his comments
and then Mr. Borenstein in his comments suggested, the
question depends a lot on the qualitative aspects of that.
This was certainly brought home by the crisis in Asia. In
fact, recent understandings about financial sector weaknesses in Asia also have a very substantial impact on the
discussion of financial systems' infrastructure today.Let me
give you some examples. We have a much better understanding of the dangers of domination of the financial sector by banks in terms of systemic risk. This then again
brings us back to the argument that both banks and markets have their place in financial systems and adds more
urgency to the objective of balanced financial sector
growth.
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Second, there is a renewed appreciation for the contribution of strong domestic bond markets in terms of
improved risk pricing, and risk management. More
broadly, there is a better understanding of capital markets'
potential contributions in terms of transparency, corporate
governance, and providing useful mechanisms for privatization, pension reform, housing finance, corporate restructuring, and access to foreign capital. This recognition, by
the way, presents even countries who have grown their
equity markets in the '80s and '90s with a very challenging second-generation agenda of market-development
issues that go to the very microstructure of these markets
and also to the interplay of market forces.
Here I would like to briefly give an example of the
Korean bond market-not an equity market, but a bond
market. If you had asked a number of observers to tick off
what ingredients of a Korean bond market were present a
year ago or even half a year ago, they would have ticked off
a lot of the elements that have traditionally been defined as
needing to be ticked off to define substance of a market.
What you would have found, in fact, was that this was a
market that had all the notes but not the music. As you
questioned the quality of all these individual ingredients
related to the "hard" infrastructure, the "soft" infrastructure , the clearance and settlement and trading systems, the
regulatory environment, etc., you would have found out
that when it comes to the true appreciation of market
interplay and of risk culture, this was very much absent.
And today we find that what was billed as "the second
biggest bond market in Asia" (in Korea) has very little substance and will merit several years of very careful marketbuilding to establish it.
There is today a much broader and deeper knowledge on
how effective banks are and how they can become more
effective. The events of the Asia crisis now also demand
much more fundamental work on how effective existing
capital markets have been in developing countries and how
they can be made more effective. Some basic questions
quickly come to mind. How much of the growth in emerging markets was due to asset appreciation, how much to
capital mobilization? What has been the detailed composition of capital flows, and what part of these flows were
really speculative and what parts were not?
I am against the automatic lumping of capital flows into
the volatile category and lumping bank lending into the
non-volatile category simply because capital flows can
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move more easily than bank lending. When you look, in
fact, at the ups and downs over recent years, you see an
enormous amount of volatility in bank lending. It sort of
goes all the way up and then completely down. And in
some parts of capital flows, especially on the equity side,
there are amazingly long-term orientations.
How effective have emerging markets been in sending
proper signals on resource mobilization and allocation?
How effective have they been at exerting market discipline? What role should foreign investment play? What
contributions does foreign investment make, not only on

OF BANKS
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CAPITAL
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IN INTERMEDIATION

the monetary side but also on the non-monetary side? I was
thinking here of Mr. Stiglitz's comment this morning juxtaposing foreign direct investment in explaining the nonmonetary benefits. I would submit that portfolio investment can have very important non-monetary benefits also.
To wrap up, answering some of these questions-not
only on the banking side but also on the market sidecould truly add a great deal of substance to the current fundamental debate on financial infrastructure. I expect that
these meetings here in San Salvador will make an important contribution to this discussion.
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this important seminar. Mr. Levine's paper turns on three main arguments: First, empirical evidence
would suggest that banks play a major role in mobilizing and investing funds; in this connection
the author believes it is important that banking operations be subject to appropriate regulations and
monitoring procedures. Second, the author takes a less categorical and more cautious approach to
the role of capital markets and stock markets in financial intermediation. Third, the paucity of information concerning the relative performance of bank-based--or institution-driven-financial
systems as
compared with market-based-or capital- or stock-driven-financial systems makes it difficult to recommend one of these avenues for financial growth over the other.
A distinctive role of financial systems is to attract funds held by savers (agents with excess resources)
and then channel the funds to investors (agents with insufficient resources). It is useful, therefore, to examine the three arguments mentioned above in terms of the financial contribution that a given financial system can make to real investment or capital formation.
A review of the sources of investment-financing in industrialized countries shows that their financial
systems play a much smaller role in that regard than would appear at first glance. In the United States and
the United Kingdom, more than 90 percent of corporate

The fact that retained earnings or own resources consti-

investments during the period 1970-1994 came from the
companies' own resources (retained earnings and reserves
for depreciation). In Germany and Japan, retained earnings financed approximately 80 percent and 70 percent,
respectively, of company investments during the same
period (Bond and Jenkinson 1996). Between 1986 and
1995, retained earnings or own resources reportedly
accounted for an even higher proportion of corporate
investments in Argentina, Chile, Colombia, Mexico, and
Venezuela (Rojas-Suarez and Weisbrod 1997). This is consistent with the relatively slower growth of their financial
markets compared with the situation in industrialized
countries.

tute the main source of corporate investment financing
underscores the importance, for purposes of stimulating
corporate investment, of the relationship between earnings
and capital formation and of policies promoting the retention of earnings in countries with less-developed financial
markets. This is true regardless of the role of bank lending
and new stock issues.
Bank lending occupies a distant second place among the
sources of corporate investment financing in the industrialized world. In Germany, the United Kingdom, and the
United States it accounted for between 10 percent and 15
percent of such investments during 1970-1994. Only in
Japan did bank lending account for an average of as much

Gunther Held is Financial Unit Coordinator at the EconomicCommission for Latin America and the Caribbean (ECLAC).
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as about 25 percent of investments during this period,
although the figure has been declining in recent years
(Bond and Jenkinson 1996). The significance of own
resources in the countries of Latin America and the
Caribbean mentioned above suggests that bank lending
probably also played a secondary role in financing corporate
investment in this region as well.
The important role that Mr. Levine's paper assigns to
banks contrasts with their modest role in corporate investment financing. However, if banks are not very involved in
such financing, it would be interesting to know both the
types of loans they are asked to make and their duration.
One type, which source- and use-of-funds statements may
ignore, are short-term bank loans taken out by companies
choosing not to tap retained earnings or own resources. To
the extent that those statements fail to include such funds,
the role of banks in financing corporate investments can
easily be underestimated (Sussman 1994).
Equally surprising is the limited role played by the
placement of stock issues as a source of corporate investment financing in industrialized countries. In the United
States and the United Kingdom, the role of stock issues
during 1970-1994 was insignificant, given the many company mergers that occurred and the fact that firms can purchase their own stocks. In Germany and Japan stock issues
accounted for only a small percentage of corporate investment financing. Bond issues also play a very small role in
such financing in industrialized countries, except in the
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be a major reason for the modest increase in the number of
corporations whose stock is traded on regional markets.
The number of such businesses rose from 1500 in 1983 to
1750 in 1995, an increase of slightly more than 1 percent
annually (Weitz and Lijane 1998).
An alternative approach to financial system development-namely, the generic preference for a bank-based
system or a capital- or securities-market-based system discussed in Mr. Levine's paper-is relevant in this discussion
of investment financing. When companies make fixed-capital investments-in real estate, infrastructure, and other
assets-they must consider the specific requirements governing each type of asset, in terms of institutional development and the financial instruments available. These factors
reflect the degree of sophistication of the credit and capital
markets of the country in question and enable firms to
assess risks, profitability, and liquidity, all factors that
make it possible to mobilize funds from savers. Close
scrutiny of the institutions and instruments that bring savings providers and real investors together can enable firms
to identify possible problems and then formulate proposals
to facilitate mobilization and intermediation of funds for
various types of real investment.
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ECAUSEOF THE RENEWED INTERESTOF RECENT YEARSIN EXAMINING THE ROLEOF FINAN-

cial institutions in economic growth (see Appendix A), it is important to recognize the institutional requirements of efficient financial intermediation. The first priority for financial reform
must be the development of a sound banking system, based on well-designed prudential regulations and effective supervision. The rest of the financial infrastructure, including markets for
equity and debt securities and non-bank financial intermediaries, relies extensively on the availability of liquidity support and payment services of the banking system. In the absence of sound financial
fundamentals, the benefits of financial sector development on economic growth may be lost.
A key challenge for policy-makers lies in the feedback relationship between instability in the financial
sector and in the macroeconomy. An efficient banking sector can make an important contribution to macroeconomic control-markets for government debt provide a source of non-inflationary finance, while markets for short-term obligations provide mechanisms for indirect monetary policy-but a weak financial systeni can exacerbate underlying macroeconomic instability. Moreover, macroeconomic instability itself can
exacerbate adverse incentives and moral hazard problems in the banking system, obscure price signals, and
increase the probability of financial crises. Hence, financial reforms are more likely to succeed in a stable
macroeconomic environment;
environment

yet a stable macroeconomic

between the structure of the banking system and the devel-

is more easily achieved in a more liberal

opment

financial system (see Appendix B).
This paper is structured

of capital

markets.

Section

V outlines

the

prospects of the role of banks in capital markets. And the

as follows. Section I summa-

final section presents conclusions and key financial policy

rizes key analytical considerations concerning the relation-

issues.

ship between banks and securities markets. Section II dis-

cusses institutional

preconditions

markets-highlighting

1. BanksandCapitalMarkets:KeyAnalytical
Considerations

to sound capital

the need for adequate regulation

and supervision of banks. Section III analyzes the "stages"

Capital markets and banks are sometimes viewed as com-

of financial development.

peting institutions.

Section IV concerns the relation

Both financial institutions

supply liq-

Hans J. Blommestein is the head of the financialaffairsdivision of the Organizationfor Cooperation and EconomicDevelopment (OECD).
The author is indebted to Zvi Bodie and Lars-EricThunholm for useful suggestionsand to E. C. Thunholm for the construction of the Table
in Appendix C.
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uidity to investors by providing short-term access to their
capital. Either capital-market transactions or bank contracts that offer an option to withdraw are needed to provide liquidity without investing primarily in short-term
assets. Bank intermediation between a borrower and a
lender makes the loan market more liquid. A bank-being
part of a mutually supporting network of banks tied
together by a central bank-provides liquidity by investing deposits that it collects in loans. Securities are less liquid than cash or bank deposits because their value in terms
of the unit of account is uncertain.
Investors have to pay for the provision of liquidity, so
financial market participants are constantly searching for
ways to reduce or avoid the cost of obtaining liquidity
while retaining liquidity's benefits (Garber and Weisbrod
1992). There is demand for liquidity because investors are
uncertain about the date on which they need their funds
(Bryant 1980; Diamond and Dybvig 1983), but liquidity
is costly because short-term, self-liquidating real assets
have a lower rate of return than long-term assets.
Diamond (1997) investigates the benchmark situation
in which there are no banks. Demand for liquidity is met
by selling assets in the capital market. Clearly, those
investors who do not need immediate liquidity have no
need to participate in the capital market. Limited participation in capital markets will depress the selling price and
depress investment in long-term assets that mature after an
investor might need liquidity. This results in excessinvestment in short-term assets that are valued for their ability
to self-liquidate.
Banks can help overcome or reduce this illiquidity via
superior asset- and liability-management of liquidity. The
asset-management capability is based on the superior ability
of a bank-as part of a mutually supporting network tied
together by a central bank that provides good funds-to
anticipate liquidity needs. Superior liability management of
banks is based on their having better accessto information
than capital markets. Thus, a sound banking system is a sine
qua non for cheaperaccessto liquidity, which in turn increases
the liquidity of capital markets (Diamond 1997; Garber and
Weisbrod 1992; Blommestein and Spencer 1994).
Garber and Weisbrod (1992) demonstrate why a banking system that is subject to reserverequirements has a raison d'etre, although all financial market participants have
an incentive to avoid the cost of reserves. Their analysis
shows that reserves (i.e., liabilities of the central bank) can
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be considered the most liquid instruments of all and that
the existence of this instrument makes credible the
promise of liquidity to other (less liquid) securities.
The banking sector is the ultimate market-maker in
cash. The expansion of the banking industry and an
increase in the efficiency of banks (i.e., by reducing intermediation costs) make the supply of liquidity cheaper, and
-his in turn will boost the development of capital markets.
Well-functioning (i.e., liquid) capital markets, for their
part, are important for banks because they allow them to
supply additional liquidity at lower cost. For example, they
allow banks to sell excesssecurities at short notice and with
low transactions costs.'
This paper focuses on the evolvingrole of banks in capital markets. An attractive dynamic analytical framework
for studying changes in financial systems has been developed by Bodie and Merton (1995). Their framework makes
a distinction between the function of the financial system
and the institutions that constitute its structure. The reason for doing so is that functions are relatively stable over
time while institutions may change dramatically. Indeed,
financial innovations, the increase in importance of institutional investors, financial liberalization, and information
technology are among the key forces that have changed the
institutions that shape the structure of the financial system
while preserving the core functions-that is, to provide
ways for (1) transferring resources; (2) managing risk; (3)
clearing and settling payments; (4) dealing with incentive
problems; (5) providing price information; and (6) pooling
resources and subdividing shares in enterprises (Bodie and
Merton 1995).
Against this analytical backdrop, the next section
focuses on the institutional preconditions for developing
capital markets.

II. Institutional
Preconditions
to SoundCapital
Markets
Absent from much of the theoretical literature are the very
practical and analytical considerations of the relationships
between banks and securities markets and of how to ensure
that the financial system intermediates funds as efficiently
as possible, accepting that informational asymmetries cannot-indeed, should not-be eliminated. As an antidote
to the argument that banks and securities markets can be
developed independently-so that, for example, if the
banking system is rife with problems, securities markets
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can be developed to replace banks as a source of capital
(e.g., McKinnon 1992b)-it should be noted that securities markets generally depend upon banks to provide key
services (Blommestein and Spencer 1994, 1996). In addition to intermediating between savers and borrowers,
banks are the key providers of payment services and provide liquidity to money and capital markets. The importance of banks as intermediaries in the payment system is
obviously more general than that of facilitating trade in
securities. A well-functioning payment system greatly
expands the possibilities for trade; and the security of payments made through the system is directly dependent on
the ability of the settling banks to manage the risks inherent in the system. Moreover, their participation in the
wholesale payment system gives banks privileged access to
"good funds" from the central bank. This allows banks to
provide liquidity to other financial and non-financial institutions at short notice.
Banks are also often directly and indirectly involved in
securities markets. In the primary markets banks in some
countries are permitted to underwrite security issues either
directly or through subsidiaries. Even where this is not
permitted, underwriters will often turn to banks for credit
in order to finance their activities. In the secondary market
similar considerations apply. Brokers will, on occasion,
need to accumulate large amounts of stock in order to satisfy a block purchase, or sell off large blocks in a piecemeal
fashion, for which they may need short-term credit. In
addition, where margin trading is permitted, brokers will
often finance their loans to investors by drawing on a line
of credit with a bank. Dealers demand credit in order to
finance their proprietary positions and to facilitate the buying and selling required of them in their role as market
makers. Both groups of intermediaries will also need access
to bank lines of credit to manage settlement delays or failures. In addition to the demand for credit arising from
trading activities, members of securities exchanges will
need access to credit lines in order to finance margin
requirements and to ensure daily settlement. The exchange
clearinghouses themselves will need to maintain borrowing rights to protect the market against defaults by one or
more members of the exchange. In many countries, banks
or their subsidiaries act as brokers or dealers in which case
the link between securities firms and banks is more direct.
Clearly, the development of securities markets cannot be
considered in isolation of the health of the banking sector.
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In the extreme, the introduction of securities markets and
the necessary creation of lines of immediate credit will
greatly increase systemic risk if the banks providing these
credit lines are themselves undercapitalized and illiquid.
The emphasis, therefore, turns to the requirements for
ensuring safety and soundness in the banking system. Efficient regulation is not easy; however, delaying the introduction of a well-designed and comprehensive regulatory
framework for the financial sector carries the danger that in
this field, where the preservation of general confidenceis of
utmost importance, regulatory and supervisory gaps will
rapidly emerge. A fundamental problem concerns the
financial fragility of the banking sector caused by the
legacy of bad assets and the concentration of risk with relatively few large borrowers on the one hand and the low
level of bank capital on the other. This situation may
worsen as long as the causes of moral hazard (i.e., implicit
or explicit deposit insurance, and asymmetric information)
are not eliminated, while inadequate supervision may
enable the banks (and their customers) to exploit the existence of moral hazard.
Major factors hampering the effectiveness of banking
supervision include the lack of reliable information about
the financial condition of enterprises and banks due to
inadequate accounting systems, limited experience in riskanalysis of potential borrowers by banks, inadequate tax
regimes for making loan-loss provisions, lack of experienced supervisors and auditors, and inadequate prudential
regulations. While ineffective banking supervision may be
an additional cause of financial fragility, the weak balance
sheets of the banks in turn narrow the scope for proper
enforcement of prudential regulations. Thus, the re-capitalization of the banking sector and the restructuring of
inherited substandard loans are key elements of the reform
of the financial sector.
A distressed banking system, characterized by the presence of insolvent banks with an overhang of bad loans,
entails significant macroeconomic costs. The overhang of
so-called "bad assets" makes it difficult or impossible for
the banks to start operating as market-oriented entities following sound banking practices. At the same time, viable
enterprises may be crowded out from access to funds
because distress lending moves the cost of external funds to
an unacceptably high level. The promising investment
projects of the viable enterprises might, therefore, be
crowded out. The result would be lower profits or higher
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losses and a detrimental impact on real growth and wealth
creation.
Other factors that are crucial for the development of liquid capital markets include macroeconomic stability
(Appendix B) and a proper market infrastructure, which
entails:
* an adequate legal framework;
* efficient and reliable clearing and settlement systems;
* an adequate accounting system;
* an efficient microstructure for trading securities;
* a proper regulatory and supervisory framework;
* the proper market-based framework (legislation,
supervision, a professional asset management industry, etc.) for institutional investors.
In addition to a sound banking sector, these factors are
crucial for the proper development of securities markets,
which requires in part an active role by governments. The
experience in the OECD area is instructive. OECD countries played an important role in the development of capital markets by taking a broad range of actions to facilitate
the modernization and internationalization of their capital
markets (Blommestein 1995). OECD governments deregulated domestic markets and abolished exchange controls.
In addition, most governments took the following
measures:
i reforms of government securities markets in order to
deepen money and bond markets and provide for a
full yield curve of liquid instruments;
* development of money markets by removing restrictions on money-market instruments like money-market mutual funds, commercial paper, and certificates
of deposits;
* modernization of the brokerage profession, securities
trading systems, and the organization of secondary
markets;
* introduction of legislation to permit the formation of
financial groups that offer both banking and securities
services;
* introduction of legislation for the creation of futures
and options markets;
* modernization of supervisory and regulatory regimes
for securities markets;
* agreements among supervisors of securities and derivatives markets to facilitate cross-border trading while
coordinating supervisory surveillance over trading
and intermediaries.
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These measures had an important impact on the institutions of financial markets, while their core functions
remained fairly stable. However, some of these core functions are being carried out more efficiently than before. It
is less clear though, whether systemic risk in OECD financial markets has changed. Some analysts argue that systemic risk has increased and that, therefore, the financial
authorities should take further actions to strengthen the
financial systems, both at the national and international
levels.

Ill. "Stages"of FinancialDevelopment
In industrial countries, financing patterns appear to have
followed a fairly regular progression from an emphasis on
internal financing through firms' own capital and retained
earnings, to bank financing, and only relatively recently to
direct financing through capital markets. An important
question for financial policy-makers, however,is whether it
is necessary for developing countries to follow the same
progression. On both theoretical and institutional
grounds, the answer probably is yes: An emphasis on first
developing an efficient banking sector as a source of external funds and then concentrating on securities markets is
appropriate.
The dominance of bank intermediation as a source of
external finance in the history of the now-industrialized
countries and in developing countries is well-documented
(Mayer 1989; Singh and Hamid 1992; and Blommestein
1995). The theoretical literature on corporate financing
anticipates this pattern of finance. From the work of
Townsend (1983) and Diamond (1984) that emphasized
the costs of verifying the outcome of investments and
showed how banks economize on these costs, financial theory has concentrated on the challenges posed by information asymmetries between borrowers and lenders as the
driving force in financial organization.
The theory of financing under asymmetric information
has yielded a rich literature on corporate financing patterns
and optimal financial contracts, which this paper will make
no effort to review. Two branches of this literature, while
not directly targeted at elucidating the impact of financial
sector development on growth, yield relevant insights.
The first is the "financial accelerator" model of Bernanke
and Gertler (1989). In this model, the agency costs of
financial intermediation drive a wedge between the internal cost of funds and the cost of external (monitored)
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Kindleberger (1984) has argued that the role of banks as
"engines of growth" in Europe has been overplayed. Moteover, it does not necessarily follow that a structure that was
appropriate in 19th century Europe, for example, is appropriate for the emerging markets of today; in fact there are
reasons why such a model might be particularly inappropriate for these countries in the initial stages of financial
development.
The first stems from the fact that the universal banking
model gives significant equity stakes to commercial banks.
In the Czech and Slovak Republics and in Poland such
investments can reach 25 percent of a bank's capital, and in
Hungary they may reach 15 percent, without requiring
central bank approval. In particular in transition
economies, bank assets will be composed of shares in newly
privatized firms. But these shares are extremely difficult to
value, and market determinations of this value are likely to
fluctuate widely. Moreover, the dominant source of uncertainty in transition and other emerging market economies
will be systemic in nature. Therefore, diversification of
banks' portfolios will not necessarily eliminate much of
this variability. The monetary authorities may, therefore,
want to enforce strict compliance with prudential regulations that set broad limits on bank ownership of non-financial enterprises and on equity position of core capital (see
Appendix C).
Second, commercial bank participation in the management of a large number of enterprises threatens to dilute
already scarce human capital in financial management.
Securities market activities require similar expertise to that
employed in commercial banking: evaluating potential
risks and returns to investments; being able to price financial assets. If these skills are not well-developed, then both
banking and securities operations will suffer.Because bank
lending will likely contribute more to corporate growth
than securities, it is desirable to concentrate whatever
financial expertise there is in the bank's core lending activities. Moreover, there is no reason to believe that bankers
would make good managers or directors, and thrusting
them into this role may divert their attention from the
activity in which they presumably have a comparative
advantage.
There is also an important managerial issue. Banks in
emerging financial markets have limited experience with
risk and credit management skills in a liberalized financial
environment. They need, therefore, to establish strict
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internal guidelines that ensure that loans are based on
sound credit analysis. If they are allowed to hold significant
equity stakes in firms to which they also lend, they may
face the same perverse incentive to continue lending to
insolvent, or at least unprofitable, enterprises as under the
previous regime. This incentive can be controlled by the
maintenance of "fire walls" between the investment banking and credit operations of the bank, but such controls can
be difficult to erect and monitor (see Appendix C).
A similar consideration is that the supervision and regulation of universal banks are much more difficult than
they are for narrower commercial banks or investment
banks. As a simple prescription, banks should not be
allowed to engage in activities that regulators cannot be
certain they can monitor. If bank supervision and regulation is weak, which is the case in many emerging market
economies, then the full range of universal banking activities-in particular, holding significant equity stakes in
enterprises-should not be permitted in the initial stages
of financial development. The recent Russian financial turmoil starting in August 1998 demonstrates this point.3 It
is easier to allow commercial banks to broaden their activities and become universal banks at a later stage, if that is
the desired path of financial development, than to force
universal banks that have run into difficulties to shed their
securities market-related activities as well as to eliminate
or reduce their equity holdings. If banks are eventually
allowed to have a direct role in securities markets, these
activities should be confined to separately capitalized subsidiaries in order to ensure that the failure of the securities
business does not affect the capital that supports the commercial banking activities.
Finally, Steinherr and Huveneers (1990, 1992) and
Muldur (1992) find no evidence of economies or scale or
scope in universal banking, and they warn that such a system leads to excessive cartelization in the financial sector
and underdevelopment of securities markets. They also
raise the possibility that banks will become captive to the
firms in which they hold significant equity stakes and may
not fully exercise their corporate governance role. Thus, in
emerging market economies, and in transition economies
in particular, universal banking may simply add to the
riskiness of banks' portfolios without significantly improving their corporate governance role, their own profits, or
the allocation of capital. These considerations argue in
favor at least of delaying the establishment of universal
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banking institutions until the supervisory and regulatory
authorities have developed the capability to enforce "fire
walls" and prudential regulations (see Appendix C), economic uncertainty relating to the transformation process
has diminished significantly, and bank managers have
established successful track records.
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in which banks are allowed to hold significant equity
stakes, banks' capacity to supply liquidity to the capital
market is reduced.
The experience in OECD countries seems to support
this reasoning. The U.S. financial system has a narrow
banking system with highly developed capital markets.
By contrast, the European Union (except the United
Kingdom, Sweden, and the Netherlands), and to a lesser
extent Japan, had less-developed securities markets (see
Table 1).
The EU and Japanese financial systems are dominated
by banks that can engage in a wider range of securitiesrelated active banking activities than U.S. banks. More
recently, though, a convergence of banking structures is
taking place in the OECD area (see Section V).

Impact of the Banking Structure on the Development of
Capital Markets
The analysis above argues in favor of the introduction of a
banking structure based on a relatively narrow range of
securities-related banking activities and tight limits on
equity holdings at the early stage of financial development. This analysis also embodies the implicit view that
the resulting sound banking structure at the earlier stage
of financial development is also best suited for the promotion of a sound capital market in emerging market
economies. Based on the analytical considerations from
Section I this would mean that this narrow banking structure should be in a better position to provide liquidity to
nascent capital markets than universal banking systems.
Indeed, it can be argued that in universal banking systems

V. Prospects
for the Roleof Banksin Capital

Markets
The best way to discuss the role of banks in capital markets
is, first, to focus on the forces shaping future trends in
banks and capital markets separately, and then to bring
these prospective developments together.

TABLE 1

International
Comparison
of BondandShareMarketCapitalization
(Endof 1997)
BOND MARKETA
COUNTRY/
GROUP OF COUNTRIES
Austria

Belgium
Denmark
Finland
France
Germany
Ireland
Italy
Netherlands
Portugal
Spain
Sweden
United Kingdom
EU- IIF
Japan
United StatesG

SHARE MfARKETD

ANNUAL GROWTH
AS % OF GDPB

53
121
88
37
42
81
32
87
48
39
41
95
35
66
90
117

IN

THE ' 9 0 SC IN %

ANNUAL GROWTH
AS % OF GDPB

9

15

6

57

5
13
7
12
4
13
7
13
19
8
10

51
54
42
39
65
27

..

6
8

A. Nominal value of domestic bonds outstanding at the end of September 1997, excluding international issues.
B. Nominal GDP in 1997; partly estimated.
C. Coveringthe period from the end of 1989 to the third quarter of 1997.
D. Market value of the shares of domestic listed companiesat the end of 1997.
E. Covering the period from the end of 1989 to the end of 1997; Ireland and Portugal from 1990 to 1997.
F EuropeanUnion excluding Denmark, Greece,Sweden,and United Kingdom.
G. NYSE Compos,te and Nasdaq.
Source:BIS, FIBV
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111
33
54
115
155
44
48
129

THE '90SE IN %

6
8
12
16
9
11
45
14
16
61
16
14
12
10
18
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Structural Changes and Prospects in OECD Capital
Markets
In the past two decades OECD capital markets have
changed beyond recognition. Volumes of new securities
issues and trading increased rapidly, and financial intetmediation through the securities markets gained in importance in all OECD countries. Domestic deregulation and
external liberalization resulted in major changes in competitive conditions. Advances in communications and
information systems enhanced the capacity of financial
market participants to use the opportunities offered by the
liberalized environment, including the use of sophisticated
financial and mathematical concepts for the development
of new products.
The rapid development of securities-related activity is
likely to continue in the 21st century. Innovations and
structural changes are also expected to continue, although
the pace and direction of these developments is inherently
much more difficult to predict. In all probability, institutional investors (investment funds, pension funds, insurance companies, and others) will increasingly dominate
financial sector activities. This class of professional
investors will take a sophisticated approach to investing,
utilizing advanced conceptual and technological tools and
market instruments to attain the best possible risk and
return combinations (Blommestein 1998a).
The demand of investors for a broad range of assets with
different risk-return characteristics may well lead to a
marked acceleration in the creation of asset-backed and
mortgage-backed securities; this trend would also be
strengthened by the desire of banks to bring under better
control the size of their balance sheets. At present, this
technique is widely used in only a handful of OECD countries, and, therefore, there is a vast potential for an expansion of securitization throughout the OECD area.
The markets in derivative products are likely to expand
at least as fast as the underlying cash markets. Derivative
instruments are major tools for the management of risk by
market participants, in particular the larger professional
investors. These markets will continue to be both an indispensable complement to and a substitute for cash markets.
In both cash and derivative markets, the traditional
exchanges are likely to be challenged by alternative systems for trading, including the over-the-counter (OTC)
markets. Competition among trading systems will intensify because of advances in information and communica-
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tion technology, and also because of the aggressive policies
of institutional investors to direct orders to the cheapest
trading systems. This trend has put additional pressure on
the profitability of the brokerage business. As a result of
these trends, the major intermediaries are likely to deemphasize secondary-market brokerage activities. Instead,
they seem to focus more attention on proprietary trading in
both cash and derivative markets, by temporarily taking
large net positions using the institution's own capital. In
pursuing this strategy, the intermediaries are in many cases
opting to deal in the lower-cost, less regulated environment of OTC markets rather than trading on the
exchanges.
The Future of Banking
Since the essence of banking has been on-balance sheet
intermediation, the future of traditional banking (i.e., relationship banking) is linked to the prospects for the prevailing pattern of intermediation in OECD countries. I have
noted before that there are three natural stages of development in a country's financial system: (a) internal finance; (b)
the intermediation of finance; and (c) securitization. It is
important to note, however, that in most countries, internal
finance, financial intermediation, and securities markets
coexist, although one does see a shift of, or change in, the
dominant emphasis. Many bank analysts argue that bank
lending is inherently more expensive than securitization.
For this reason, many bank analysts predict a further decline
of (traditional) banking. Competition from the capital market as well as interbank competition are likely to affectboth
relationship lending and transaction lending. Boot and
Thakor (1998) argue that the degree of competition is a key
determinant in choosing relationship lending or transaction
lending. At low levels of competition from other banks or
capital market financing, banks would be interested mainly
in transaction lending such as credit card loans, mortgages,
and some types of syndicated commercial and industrial
loans. At moderate levels of competition, banks would predominantly provide relationship loans such as revolving
lines of credit secured by receivablesand loans to small- and
medium-sized enterprises.
The reason is that relationship banking requires investing in relation-specific expertise in order to provide qualitative assets transformation services that help enhance the
borrowers' pay-offs over longer periods of time. These
investments and the resulting expertise act as a deterrent
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for entry by potential competitors. However, at still higher
levels of competition from other banks and the capital market, traditional banking is likely to decline. On both the
deposit side and the banking lending side, a structural
decline can be observed. Table 2 gives an overview of structural changes in the German banking industry. The share
of bank lending in the total liabilities of the non-financial
sectors decreased from 59 percent in 1980 to 53 percent in
1996, while bank deposits as a share of the total financial
assets of domestic non-financial sectors declined from 50
percent in 1980 to 38 percent in 1996.
Although disintermediation is likely to continue, banks
will probably continue to play an important financial market role, albeit in a much-changed shape (Blommestein
and Spencer 1996). Banks are still key institutions for
mobilizing savings. They are essential participants in the
payment system. Banks routinely perform credit analysis
and are the major source of information concerning smalland medium-sized enterprises. Banks are involved in providing back-up lines of credit to capital market participants. More generally, the scope of banking activities is
being broadened by technology and deregulation. For
example, banks participated in the development of new
products, such as the origination and servicing of securitized assets and derivatives, and improved the efficiency
with which they distribute old ones. More of banking's
revenues will come from fee-based services.Some banks are
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specializing in areas where they have a clear comparative
advantage and that are more profitable than lending to corporations such as investment banking or risk arbitrage.
Other banks are using lending relationships as a means to
sell other, more profitable products (e.g., advice on mergers and acquisitions, underwriting of equity issues, cash
management, foreign-exchange transactions, and financial
advisory services in general). Thus, on the whole, the
OECD banking industry has maintained its position
within the overall financial system. Another notable trend
is that more and more banks are stressing risk management
and the more efficient use of capital. Finally, at times of
financial crises, the banks act as the intermediate lender of
last resort, standing between a systemic financial collapse
and the intervention of central banks.
The changing nature of banking means that much of
the commentary about the "declining role of banks" is
basically misplaced. What is actually occurring is not a
contraction in banking per se, but a switch of banks from
on-balance-sheet to off-balance-sheet activities and an
increasing involvement of banks in the capital markets,
including the rapid growth of asset-management services
(Blommestein 1998a). Indeed, recent studies show that the
banking sector is not shrinking when banking activities are
properly measured (Ettin 1995). Moreover, banking systems in OECD countries seem to converge in a common
model whereby almost all banks are getting increasingly

TABLE 2

Structural
Changes
intheGerman
Banking
Industry
FUNDSA PLACED WITH BANKS

BANK LENDINGB

BY DOMESTIC
NON-FINANCIAL
PERCENTAGE
YEAR

SECTORS
SHARE OF

FINANCIAL ASSETSC

TO DOMESTIC
BY HOUSEHOLDS
PERCENTAGE

NON-FINANCIAL

SHARE OF

PERCENTAGE

FINANCIAL ASSETSC

SECTORS
SHARE OF

TO ENTERPRISES
PERCENTAGE

SHARE OF

FINANCIAL ASSETSD

TOTAL LIABILITIESD

198(0

50.2

52.4

59.1

54.9

1985

44.3

46.1

53.5

51.1

1990E

41.8

44.5

54.9

54.5

1991

40.7

43.1

55.3

55.3

1992
1993

40.9
41.2

43.0
42.5

54.7
53.6

56.4

1994

40.5

41.5

54.6

57.2

1995

37.9

39.9

52.8

56.2

1996

37.9

39.2

52.8

55.9

A. Bank deposits excluding bank bonds.
B. Excluding lending against securities.
C. In relation to the financial assets of the respective sector, including secutities at market prices.
D. In relation to all external financial resources of the respective sector, including securities at market prices.
E. From 1990 Germany as a whole.
Sourc,: Deutsche Bundesbank
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involved in fee-based business based on the full range of
financial services as well as a greater role by banks in capital market transactions (see Table 3).

enough, banks from all financial systems are becoming
more universal in the sense they are increasingly offering
the whole range of financial services (insurance, loans, capital market products, retirement products, asset manageConvergence of Banking Systems
ment services)-even in countries with a legal separation of
banking and securities businesses. At the same time, uniOECD countries have very different starting points (see
Appendix D for examples). However, as a result of the libversal banks from bank-based economies (even in Germany
eralization of financial markets and common structural
and Japan) are reducing their equity stakes in non-financial
underlying trends in banking, there seems to be significant
companies.
convergence of banking systems. In a number of countries
Many analysts have acknowledged that deregulation,
the norm has become for financial institutions to form
internationalization, and increased competition have narrowed differences among systems. However, views conflict
large groups that offer the full range of financial services
as to how serious remaining differences are, which systems
(i.e., banking, securities, leasing, etc.); usually each of these
activities is performed in a separate subsidiary. Countries
tend to promote innovation, and whether systems are converging toward a uniform model. There is also disagreenow having such an institutional structure include the
United Kingdom, France, Italy, and Spain. Japan has
ment about whether innovation and competition have
come as more of a shock in regimes with universal banking
authorized banks and securities houses to expand into each
other's primary line of business. Although the United
than in regimes with greater separation between banking
States continues to maintain legal separation of banking
and securities. It has been argued that under universal
and securities, banks and securities firms are active in offerbanking, a small number of institutions control the great
ing close substitutes for each other's products, and banks'
bulk of domestic assets, dominate all facets of intermediasecurities powers have been extended significantly.
tion, and often oppose the introduction of new products. In
Although the structure of the universal banking system
segmented systems, by contrast, competition is an inherent
appears to be essentially intact in its home markets, instielement of the system because different categories of institutions constantly seek to innovate in order to attract busitutions from these countries appear to be moving toward
ness from competitors. Even when a new product (for
international practices when they operate globally. Thus,
in offshore centers, banks from Germany offer essentially
example, money-market funds, commercial paper, or finanthe same products as other institutions, while some major
cial futures) is introduced in universal banking regimes,
German corporations are modifying disclosure practices to
such innovation frequently begins in foreign markets and
conform to international practice. In general, the latter
appears only at a comparatively late stage in the domestic
developments imply greater reliance by banks on capital
market of the universal banking country. The introduction
market activities than in the past. Thus, interestingly
of innovative techniques then takes the form of new products being offered by the same universal banking institutions rather than in a "competitive process" among differTABLE 3
as Percentage
ofGrossIncome
in Commer- ent categories of institutions. Thus, change is absorbed
Non-interest
Income
into the existing institutional framework, giving rise to
cialBanks
inSelected
OECD
Countries
less market competition.

1980

1985

1994

1995

i996

Canada

na

23.7

34.6

34.7

36.8

Others have contested this entire line of argument by

France

na

na

48.0

55.2

55.7

noting that the process of internalizing new products can

20.4

20.6

19.2

21.0

21.0

be interpreted to mean that the universalbanking system

25.8

25.7

28.7

33.3

35.9

had considerable capacity to accept innovation without
excessive disturbance. Countries with universal banking

48.0

47.3

54.0

56.7

59.6

na

34.5

43.2

42.9

38.5

22.1

26.7

34.4

35.3

37.1

(All banks)
Netherlands
(All banks)
Switzerland
(All banks)
United Kingdom
United States

regimes have shown themselves adaptable to, and resilient
in the face of, both temporary and permanent shifts in patterns of lending and refinancing. It has also been argued
that the universal banking system is more flexible, inas-

Source:Bank Profitability-FinancialStatmeentsof Banks.OECD, 1998.
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much as it permits but does not require banks to engage in
all activities; some institutions under universal regimes
may choose to specialize in only a few activities if they so
wish. Thus, the actual operative structure of the financial
system is basically determined by the preferences and
strategies of financial intermediaries rather than the
authorities' view of the merits of segmentation.
The question of whether any particular regime would
come to be dominant seems irrelevant, in the sense that
change and adaptation is already in process within each type
of system and what will emerge in the end will be essentially
market-determined. This market-based process has already
resulted in a significant involvement of banks in capital market activities, whereby their income is increasingly coming
from non-interest income sources(see Figure 1).
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and growth by focusing on the institutional environment
for financial intermediation, while drawing on the analytical insights of the corporate finance literature. That line of
research also promises to yield insights into why some
financial systems are more vulnerable than others.
This paper reinforces the conclusion of Blommestein
and Spencer (1994, 1996) that a healthy banking sector is
a key institutional preconditionfor the development of capital markets. Moreover, as noted in Section I, liquid capital
markets in turn strengthen the key function of banks to
supply liquidity. Thus, capital markets and banks are not
competing institutions. Instead, their joint development
constitutes a virtuous cycle. Although traditionalbanking
is likely to decline further, banks will continue to play an
important role in capital markets. In fact, their capital
market business will become more important. Ongoing
domestic deregulation and external liberalization means
that this process of change increasingly resembles a market-driven process converging to a common model. Thus,
across the globe, the financial systems of the 21st century
are likely to exhibit more commonalities than the ones
from the last 50 years or so.

VI. Conclusions
and Financial
PolicyIssues
There is now more than adequate evidence that financial
sector development is a key contributor to the growth
process and that both equity and credit from the banking
sector are important. The paper by Blommestein and
Spencer (1996) studies the relationship between finance
FIGURE I
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Ongoing financial liberalization provided greater
incentives for individuals to save, a more efficient allocation of financial resources, and better possibilities to manage risks. As the volume of financial intermediation
increased, output increased. In contrast, financial repression can be expected to inhibit growth. Even "mild repression"-as advocated by some (see Murdoch and Stiglitz
1993)-is unlikely to boost growth. The case in favor of
"mild repression" is based on the expectation that depositrate controls and limitations of competition in the financial sector may be beneficial to growth because they will
create rents within the financial sector. However, this static view of the financial sector ignores the fact that in a
dynamic world characterized by financial innovations and
new business opportunities, banks and other financial
institutions have ample opportunities to increase their net
franchises after controls and limitations on competition
are lifted, although the franchise value of traditional activities (e.g. relationship lending by banks) may decrease. A
second difficulty is that the implementation of "mild
repression" policies is difficult from an operational point
of view: Different policy-makers may interpret "mild" in
very different ways; what some consider "mild" others will
see as "major." A third problem is the risk of entrenchment of "mild" repressive regulations because of the pressure by interest groups on the authorities to preserve the
associated economic rents. A fourth problem is that limitations on competition may perversely reduce the pressure
to strengthen the financial infrastructure-both by reducing the incentives to do so by market participants (e.g., by
not introducing modern risk-control techniques) and by
officials(e.g., by not upgrading regulatory and supervisory
mechanisms). A fifth problem is that official restrictions
may become a source of income for officials in the form of
bribes and other illicit transactions to circumvent financial controls.
These problems with "mild repression" should make
policy-makers skeptical about its alleged beneficial effects.
Until recently, the "East Asian Miracle" was sometimes
explained by pointing to "mild repression" or "financial
restraint" policies as one of the success factors (see, for
example, Stiglitz and Uy 1996). The recent crisis in that
region has demonstrated, however, that the financial infrastructure was weak and that policies of financial restraint,
such as directed and "cheap" credit, may have contributed
to the severity of the financial turmoil.
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The trends and structural changes in financial markets
present major financial policy challenges. The key area of
attention concerns improvements in the financial infrastructure so as to increase the efficiencyof the allocation of
savings and risks, while at the same time promoting robust
financial systems. This involves policy actions and measures to promote the adoption of sound financial policy
principles and measures, in particular by strengthening
legal frameworks, accounting standards, payment systems,
and other institutional structures that support the operation of financial markets, such as an efficient microstructure for trading securities.
Building a strong legal infrastructure entails measures
to increase legal security and to reduce uncertainty about
the interpretation and enforceability of contracts, including changing systems of corporate law and corporate governance, contract enforcement, and bankruptcy arrangements. It also involves the establishment of a solid legal
framework that protects the rights of creditors and minority shareholders (La Porta and Lopez-de-Silanes 1998).
Lack of transparency and reliability of information on
financial performance should be urgently addressed.
Important issues concern the treatment of non-performing
loans, loan valuation and loss recognition, write-offs, provisioning, and off-balance-sheet exposures.
The implementation of effective banking and securities
regulatory and supervisory arrangements are key for
strengthening financial systems, but they may have to be
adapted to structural changes in the financial sector.
Investor protection systems have usually been designed to
protect investors by requiring adequate disclosure of information and specific rules for market operations. However,
there are many indications that some of the beneficiaries of
these traditional investor-protection schemes, such as institutional investors and major intermediaries, prefer to deal
outside the established markets and that they consider
existing regulatory schemes to be of declining value. Moreover, the internationalization of the securities and banking
business could render traditional regulatory schemes less
effective.
The need for banking regulation to protect depositors is
greatest when relationship banking dominates banking
activities. In that situation, where interbank competition
is relatively moderate, there is likely to be the greatest
demand by banks to fund their opaque relationship-lending portfolios with insured core deposits. Deregulation,
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the point is that the accounting system basically looks only

systems, and new financial

institutions,
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at value allocations. It is therefore an ineffective structure
for identifying risk allocations. 4

banks

Much is written and said today about the large and var-

1995). In response, banks have switched

ied exposures that are "off the balance sheet" of financial

from relationship lending to transaction lending and capi-

institutions.

tal market activities that generate non-interest revenue fees
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where interbank
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deposits as a funding
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source will

and widespread

reason that these "zero-
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decline. Bank regulation can be reduced in tandem with
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Although contracts like interest-rate

swaps and futures
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ancd to adopt consolidated methods of supervision (Borio
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and Filosa 1995).
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with risk allocation.
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sector, therefore, need to under-

stand better what is required for the efficient and safe regpart of the infrastructure
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cial innovations is the financial accounting system. Tradi-
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tionally, accounting focuses on value allocations. For this

the institutional
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Endnotes
1. I owe this point to Lars-Eric Thunholm, former CEO of SE

rate returns.
But where does that drastic change in the risk exposure of the

Banken in Stockholm.
2. See, for example, Saunders and Walter (1992) and Corbett and

equity appear in the balance sheet? The current financial accounting
structure with its focus on valuation has no place for it. The reason

Mayer (1991). Gerschenkron (1962) and Cameron (1991) have
argued that universal banking played a key role in the development

is that the value of a swap is typically zero when the institution
enters into it. Thus, it can neither be listed as a liability, nor can it

of continental Europe.

be listed as an asset.

Appendix
A. FinancialDevelopment
and Growth

The contribution of the financial sector to economic growth
was largely ignored in the early development literature.
Financial intermediation was viewed as an outgrowth of the
expansion of economic activity rather than a source of this
growth. This view began to change with the seminal work
of Goldsmith (1969), McKinnon (1973), and Shaw (1973).
McKinnon and Shaw argued that government policies that
resulted in financial repression inhibited growth. Financial
liberalization that allowed real interest rates to rise-particularly the elimination of interest rate controls-provided
greater incentives for individuals to save. As the volume of
financial intermediation increased, output increased. Goldsmith (1969) had earlier emphasized that the greatest
impact of financial sector development was not so much on
the volume of investment, but on its efficiency:The organized financial sector was more efficient at collecting savings and choosing the most productive investments than
the individuals themselves or the unorganized or informal
(curb) financial sector. He identified a strong positive relationship across countries between the size of the organized
financial sector and income per capita.
The McKinnon-Shaw hypothesis has been extensively
tested, with mixed results. The relationship between savings and real interest rates is weak at best, and is weakest

in particular for the relatively poorest countries (Ogaki,
Ostry, and Reinhart 1995). There are, however, shortcomings with the McKinnon-Shaw approach, not least the simplified view that their models implied that higher real
interest rates would always be beneficial, which is clearly
untenable in cases where real interest rates rise sharply to
very high levels. The second weakness is that in the context
of a neo-classical growth model, increases in savings rates
cannot easily explain the observed cross-country differences
in growth rates (King and Levine 1993b).
Moreover, the impetus for the development of the financial sector itself is not modeled. Financial intermediaries
already exist; they just benefit from an increase in demand
for their services.This external impetus for financial intermediation finds an echo in the model of Townsend (1983),
for example, in which an increase in financial intermediation increases the efficiency of investment and results in
more rapid growth, but is caused by an exogenous increase
in the degree of concentration of the population.
More recent models improve on these shortcomings by
incorporating financial sectors in endogenous growth models, although the mechanisms through which the financial
sector impacts on growth are different. For example,
Greenwood and Jovanovic (1990) focus on the role of finan-
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Two recent papers have explored the interrelationships

the liquid-

between the financial sector and growth by looking not

ity banks provide to individual investments.

only across countries, but also across time. Johnston and

This branch of literature, too, has spawned a large num-

Pazarbasioglu

(1995) compare

the relationship

ber of empirical papers, although there is often little in the

the level of financial intermediation

design of these tests that is specific to the underlying

growth in the periods before financial reform, during the

model. These papers, including those of King and Levine

reform period and subsequently. While this relationship is

(1992, 1993a, 1993b), DeGregorio

weak in the pre-reform

and Johnston

(1995),

(1995), typically

and GDP

period and during the reforms,

run

there is a strong positive relationship between an expansion

cross-sectional linear regressions of growth rates on a num-

in the financial sector and economic growth among those

ber of explanatory variables, including some that are prox-

countries that avoided financial crises in the post-reform

ies for financial intermediation.

period. Their results also show that there is a significantly

expansion

and Pazarbasioglu

and Guidotti

activity

between

The results indicate that an

in the financial sector is correlated

increase in economic

growth

with an

positive

over long time periods,

relationship

between

real interest

rates

and

growth. Moreover, they demonstrate

the crucial impor-

thereby reaffirming the evidence provided by Goldsmith

tance of having a sound, well-regulated

financial system in

(1969), and in fact appears to lead economic growth.

order to foster growth.

In many of these papers there is nothing particularly spe-

The negative growth

effects of

financial crises, in countries where they occurred, elimi-

cial about the financial sector that is modeled. While the

nated any benefits of earlier financial development.

empirical work almost invariably interprets this as the bank-

Latin American experience in the 1970s and 1980s, exam-

ing sector, in fact all that is usually modeled is financial

ined in DeGregorio and Guidotti (1995), shows how dev-

intermediation

astating financial liberalization can be if it is not accompa-

of a general sort. This oversight was cor-

rected in a recent paper by Levine and Zervos (1995) who

nied by a strengthening

found significant

including

independent

contributions

of both the

adequate

The

of financial market institutions,

supervision

and regulation.

While

banking sector and equity market variables to GDP growth,

there was a strong expansion in intermediation

and again found evidence that these financial sector variables

was poorly targeted, often corrupt, and ultimately

were not only contemporaneously

the demise of the financial systems in some countries.

correlated with growth,

activity, it
led to

but had significant predictive content as well.

Appendix
B. Macroeconomic
StabilityandReformof the FinancialSystem
The evidence summarized

in Appendix A indicates that

ple, the presence of insolvent financial institutions can bias

there may be significantly positive growth effects of finan-

the outcome of monetary policy operations (Mathieson and

cial reform and that delays in implementing

Haas 1994). More generally, weak financial institutions

reforms may

reduce the potential growth rate due to the absence of an

may have an incentive to overexpand or to increase the

efficient system of financial intermediation.

However, the

level of risk in their portfolios in order to "earn their way

process of reform itself presents difficult challenges that, if

out" of problems even at the risk of higher probability of

not managed well, can have negative effects.

failure. As a result, the allocation of credit may be skewed

The existence of an efficient financial sector can contribute

importantly

example, supporting

to macroeconomic
non-inflationary

to less efficient uses, including in many cases to highly

control

by, for

speculative sectors such as real estate, which can fuel asset

government

finance

price bubbles.

through bond issues and providing markets through which
indirect monetary policy can be implemented.
certain level of financial development
condition to these instruments
management.

Equally important,

Even in the absence of incentive problems, the financial

Hence, a

reform process can have a major impact on the behavior of

is a necessary pre-

monetary

of finance and monetary

and credit aggregates,

which may complicate

significantly monetary management. For example, in many

the quality of the finan-

countries

cial system impacts on macroeconomic policy. For exam-

financial liberalization

has been followed by a

surge in credit far in excess of the growth in deposits. This
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contributed to macroeconomic instability in the form of
asset price inflation, pressure on the balance of payments,
and, in several cases, loss of monetary control.
Conversely, macroeconomic stabilization can be an
essential precondition to the successful implementation of
financial liberalization programs. When price-level instability is pronounced, financial liberalization may result in
a financial sector crisis, especially when the supervisory
regime is not able to evaluate banks' exposures or to prevent the build-up of a large stock of bad assets. Macroeconomic instability in the form of significant and unpredictable changes in, for example, the price level or the real
exchange rate, may exacerbate moral hazard in the privately owned banks and lead to adverse selection among
non-bank borrowers (McKinnon 1992a). In addition, in an
environment of severe macroeconomic uncertainty, the
risk-reduction benefits of portfolio diversification may be
outweighed by a much greater undiversifiable risk. Also,
high and variable inflation rates can obscure relative price
signals, exacerbating the banks' search for the most efficient uses of funds (DeGregorio and Sturzenegger 1994).
Hence, banks' loan portfolios may become inherently more
risky.
Even in the post-reform, liberalized financial system,
macroeconomic instability in the form of rapidly changing
inflation rates and real exchange rates, and shocks to money
demand and capital flows may pose a serious threat to the
stability of the liberalized financial sector. The reason is
that in many countries, interest rates can become unduly
high in real terms, increasing adverse risk selection incentives among non-bank borrowers and moral hazard among
the banks (McKinnon 1992a).
Moreover,in many countries the real interest cost of foreign borrowing has fallen below those in domestic markets. This in turn has triggered huge capital inflowsinflated by volatile short-term movements-and forced a
sharp real appreciation of the currency. If inflation (and
exchange-rate depreciation) sharply decelerate, it may lead
to an increase in domestic deposits. Both the inflow of capital (intermediated in part by domestic banks) and the
expansion of the deposit base may trigger lending booms
(Gavin and Hausmann 1995). Lending booms are likely to
result in an overhang of bad bank assets, although the
extent of the deterioration of loan portfolios usually
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remains hidden from bankers and supervisors until the
repayment capacity of borrowers is put to the test.
There is, therefore, a real risk that the process of financial liberalization can fall into a downward spiral in which
macroeconomic instability exacerbates the weakness of the
financial system, which makes the macroeconomic environment even worse. The negative impact of macroeconomic instability on growth has been well-documented.
Volatility in terms of instability of the rate of growth of
output, prices, and the real exchange rate has a significant
negative influence on investment and growth (IDB 1995).
Bruno (1995) demonstrates that the growth cost of inflation is non-linearly related to the rate of inflation: At very
low rates of inflation the growth costs seem to be low, but
with accelerating inflation the growth costs rise at an
increasingly rapid rate. It has been shown that macroeconomic volatility is significantly reduced in economies with
sound financial systems (IDB 1995). In contrast, unstable
or fragile financial systems can magnify volatility shocks,
or even be an important source of macro-economic instability. McKinnon (1992a) shows that the pace of financial
liberalization needs to be geared to the government's success in achieving overall macroeconomic stability. Without
price stability, unpredictable volatility in real interest rates
and real exchange rates would make bank lending and
unrestricted domestic borrowing very risky.
Thus, a key challenge for the authorities is to maintain
macroeconomic stability during the period of financial
reform. A rapid liberalization of the financial sector without having in place effective instruments of macroeconomic control and other conditions for sound finance (in
particular effective banking supervision and adequate regulations), may result in a financial crisis and recession.
Experience with financial liberalization suggests that a
gradual approach may have a greater chance of successthan
a shock treatment where in a very short time all interest
rates are freed, all restrictions on domestic borrowing are
being abolished, and all transactions on the capital account
are being liberalized (McKinnon 1992a, Johnston 1991).
Although an efficient system of financial intermediation is
an important factor in supporting high-growth strategies,
a too hastily executed financial liberalization program is
likely to result in a financial sector crisis and macroeconomic instability followed by a growth collapse.
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Appendix
C. Schematic
Overview
of Situations
andActivities
that GiveRiseto Conflictsof Interestin
BankingOperations
Type of Conflict

Potential Offending Activity
(impactslconcerns)

Remedies/Sanctions

A. RESULTINGFROM
OWNERSHIP LINKAGES
Principal/Principal

SELF-DEALING:

Legaland Regulatory

Ownership of banks by commercial
companies-so called "captive" FIs.

Owners obtaining loans on
preferential, "non-arm'slength"
terms from Fl.

Limitations on ownership
(Canada: 10% of commercial
enterprise equity).

Ownership of commercialcompanies Resource
misallocation,
solvency
concerns. (Japan: not more than 5% of
by banks.
Fl-ownerarranges securities issue for other company'sequity).
financiallyweak subsidiarywithout
full disclosure of weaknesses.
Extensive,large-stalebank equitystakes
in commercial
companies
may transfer
commercial
risk to depositinsurancesystem
via bankingaffiliation-raises moral
hazardand solvencyissues.

Bank ownership of other financial
institutions.
- financialconglomerates

Definitionsof what constitutes
non-arms-lengthpersons.

Specialboard approvalprocedures:
-quorum
of independent directors.

Prohibition of certain types of
transactions (Canada:aggregate of
loans to companieswhose significant
shareholdersare on Fl board may not
exceed 50%7c
of FI equity).

Morewidelypermitted,partly as
supervision
is exercised
onconsolidated
basis.

B. RESULTING FROM
COMBINED FINANCIAL
ACTIVITIES
Agent/Agent

(Total equity holdings in relation
to bank capital: most OECD
countries)

Self-imposed

Legaland Regulatory

Self-imposed

Fl acting as agent for two clients
with conflicting interests (issuesof
securities,fund management client).

Internalcontrols

Fl acts as project financeadvisors and
potential lender to bidders on same
project.

Conduct ReviewCommittee

Audit Committee

Fl acts as advisor to both sides of a
mergersand acquisition transaction.
Fl boosts own role as underwriter of
securities issuesby being able to
place its stakes in fund management
clients' portfolioshandled by affiliated
operation.
Combined securities distributioninvestment advisoryactivities.

Fl underwrites securitiesof company
and advisesclients to buy issue.

Chinese Walls (compulsoryin many
OECD countries)

(onlylimited number of officersand
executivesof bank and its affiliates
can be among members of such
committee, e.g., Canada: 15%).
Codes of conduct (Central watch list)
Disclosure/transparency
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Potential Offending Activity
(impactslconcer ns)

Remedies/Sanctions
(legal, regulatory and self-imposed)

Principal/Agent

Legal and RegAlator

Fl acting on its own behalf in
capacity of lender (or borrower)
and on behalf of client as issuer of
securities or placer of funds.

Self-imposed

Fl underwrites and markets security
issue for financially weak borrower
in order to ensure repayment of its
own loans.

Codes of Conduct (Watch List)

Fl invests clients' tmst funds in
securities in which FI has long
position.

Separation of commercial and
investment banking activities Glass Steagall type legislation
(US, Japan).

Fl issues its own deposit instruments
and invests client's trust funds in these
instruments via affiliated operation.

Monitoring of proceedings by Conduct
Review Committee (OFSI, Canada).

INSIDER INFORMATION
Dealing on basis of information
which, if publicly available, could
affect prices of securities (or of a
transaction in general).

The taking of a position in securities
(by employees on own behalf or on
behalf of FI) prior to a take-over,
new issue or otherwise.

Legal and Regulatosy

Self-imposed

Operational and physical separation
of flows of information among
internal departments of Fls.

Internal conduct rules usually
included in employee contracts.
Statistical watch on trading (by Fl or
by supervisor/self-regulator).

Most OECD countries have legal
sanctions against uise of insider
information, but obraining proof is
usually problematic.
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Europe and Japan. The greater emphasis on return on capital and the greater attention

rate governance systems.

by bank management

for

shareholder value have encouraged the reduction in equity

In some OECD countries (e.g., the United States,Japan,
the Netherlands,
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and the United

Kingdom)

stakes in industrial

there are a

companies

by some of the bigger

banks. The expected expansion of the European bond mar-

large number of listed companies that are frequently traded

ket after the introduction

in liquid capital markets,

of the euro will reduce the role

while other OECD countries

of bank finance in Europe. The weaknesses in the Japanese

have a relatively smaller number of listed companies that

banking sector and the associated credit squeeze are stim-

are less frequently

ulating capital market financing.

traded in less liquid capital markets.

Cross-holdings among companies with long-term relation-

Also, the growth of a dynamic institutional sector may

ships are much more common in France, Germany, and

contribute to a stronger role of capital market intermedia-

Japan than in the United States and the United Kingdom.

tion in so-called bank-based financial systems (e.g., Ger-

The majority of shares of Japanese and German companies

many, Japan, the Netherlands). In particular, pension funds

is held by either industrial companies or by financial insti-

that are investing significant parts of their portfolios in equi-

tutions such as banks and insurance companies with long-

ties would pressure for changes in laws and regulations of

term relationships. Most Japanese and German companies

companies that usually can be found in "bank-dominated"

have close relationships

financial systems. In addition to a modernization of the cap-

with a bank (or a few banks) for

lending and other services-called
or a "hausbank"

a "main bank" (Japan)

The Japanese

ital market infrastructure, pension funds can be expected to

main banks

push for a move to laws and practices that would better pro-

often hold significant equity stakes and sometimes send a

tect the interests of equity holders. These include takeover

director to the board of the company. German "hausbanks"

codes, insider information restrictions, limits on dual classes

hold 9 percent (and insurance companies 11 percent) of all

of shares, which seek to protect minority shareholders, as

domestically listed shares of German companies. However,

well as equal treatment of creditors in bankruptcy to protect

German banks also act as custodians of bearer shares of

their holdings of corporate bonds.

investors,

(Germany).

and they can vote using the shares held in

The liberalization and internationalization

of financial

deposit. As a result, nearly half of listed shares are broadly

markets have highlighted

under the control of German banks. Consequently, the role

ket structure of OECD countries, including differences in

of German and Japanese banks in corporate governance is

the corporate governance role of banks. This in turn may

large in comparison with banks in the United States and
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the United

including the corporate governance role of banks and other
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financial institutions.
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HE WORK OF HANS BLOMMESTEIN ON THE DEVELOPMENT, FUNCTIONING,

AND PROSPECTS

of the banking sector in the 21st century provides a comprehensiveanalysisof the subject,

covering a number of its general aspects and examining some special issues of interest,
from the viewpoint of the challenges these will present in the future. In my comments I will
be backing up some of the points that Hans makes and will focus on the role of banks and
their relationship to capital markets in small developing economies such as the Central
American countries.
I have to begin by stating the obvious: The development of a financial system is central to the overall
development process in Latin American countries. I think Joseph Stiglitz's remarks in the opening session
were very clear, and therefore there is no need to dwell on this matter. So, given the importance of the financial system, what should be the main issues of concern to Latin American countries-or, more specifically,
to the small Central American economies? In a world where financial systems are rapidly globalizing, can
these economies follow the pattern of development set by the financial systems in the developed countries,
which strengthened their banking systems first, followed by their capital markets? Or can they learn from
experience and make qualitative leaps in the process of financial development?
I believe that in the current context of the Central
American economies,strengthening the banking sector
continuesto be a priority for the developmentof financial
systems.In these economiesbanking has not yet developed
to any greatextent. Bankingservicescovera comparatively
smallfractionof the economy,and there is still a largesegment of the populationthat doesnot activelyshare in those
services,either by depositingor borrowing.
In contrastto the way the bankingsectorhas evolvedin
other societies,in CentralAmericait is obligedto developat
a time whenconventionalbankingactivitiesare facingconsiderablecompetition,both from foreign banks, with the
openingup of the balanceof paymentscapitalaccounts,and

from other developmentsin domestic financialmarkets.
This increasedcompetitionis reflectednot only in the positive impactit has on the sector'smodernizationprocess,but
alsoin the resultingpressureto remainprofitablein a more
competitiveenvironment,whichcan leadto increasesin the
banks' averageportfoliorisk. Consequently,banks in small
developingcountriesface a double challenge:They must
find ways of achievingprogressand becomingstronger in
the midst of high competitivepressure,while simultaneouslyavoidingany temptationto jeopardizetheir financial
portfoliosin an attempt to obtain high returns.
The banks havean importantrole to play in the process
of financialintermediation in the developing countries,

Franciscode Paula Gutierrez is a professorat INCAE (the Central American Institute of BusinessAdministration) in San Jose, Costa Rica.
He is a former Finance Minister of Costa Rica, and he has servedas a consultant to many international organizations.
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such as those in Central America. Most economic agents
are still unsophisticated. Conventional products-i.e.,
lending and deposits-are the main vehicles for financial
intermediation. The scale and degree of development of
enterprises mean that their opportunities for raising money
on capital markets are very limited, and the limited liquidity available on these markets, combined with the
reluctance of enterprises to open up their capital ownership, mean that most transactions in such markets are concerned with debt instruments rather than shares.
Costa Rica provides an interesting example of the problems affecting the introduction of new products on the
financial market, given the fragmentation of markets and the
reticence of economic agents when it comes to acquiring
new instruments or following new procedures. The Ministry
of Finance and the Central Bank established a joint auction
mechanism for placing debt securities. The mechanism
required bids to be channeled through exchange seats, the
purpose being to centralize the process of receiving bids and
to facilitate the establishment of a securities market. Nevertheless, many economic agents found the system too complicated, and this allowed state banks to capture savings for
periods similar to those of the securities being auctioned,
but at substantially lower interest rates.
The need to strengthen banking brings us to a second
question: What type of banks do we need, and what type
of banks should we develop?
On this issue, I agree with Hans Blommestein that,
while the region's financial system is still at the development stage, we must focus on establishing banks that have
more limited functions, rather than moving toward allpurpose banks. In economies where the financial systems
are not highly developed (especially from the viewpoint of
regulation and prudential supervision), there is a considerable risk that a close relationship will form between the
banking sector and the capital market-especially because
of the participation of certain economic interests and the
concentration of wealth that characterizes the region.
There is a great possibility that conflicts of interest will
arise as a result of banks' acting both as lenders and as
shareholders of enterprises, thus increasing the risk to the
financial system. I think this is borne out by the experience
of a number of Southern Cone countries during the financial liberalization process of the 1980s.
Focusing on establishing banks with a limited number
of functions must not hinder the development of a capital
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market; in fact, the various components of the financialsystem should develop in parallel, and not sequentially,
through a strengthening both of the banking sector and of
the foundations that must be provided for the efficient
development of a capital market. It must be stated and
restated that it is impossible to establish a sound capital
market without having a properly developed banking sector that can provide it with basic services,particularly liquidity. Moreover, a thriving capital market will induce
increased competition and pressure in the banking system,
forcing it to be innovative with regard to prices, products,
and processes.
However, what must we do to promote the development
of the banking sector in our respective countries?
There are two points that I would like to emphasize in
connection with this question. The first-which, although
obvious, must be stated-is the importance of macroeconomic stability, especially in a process of financial liberalization. Macroeconomic instability increases real and nominal interest rates, and thus creates problems of adverse
selection, shortsightedness, and moral hazard in banking.
High real interest rates resulting from fiscalimbalances not
only increaseportfolio risk, but also lead to capital inflows
that can bring about credit expansion, and this also
increases the degree of risk in the system.
The seconclpoint I would like to mention is the need to
"level the playing field" for the harmonious development of
the banking sector. In many countries the rules of the game
are not the same for the various market participants, and
some of the ways in which this is reflected are the different
types of insurance applied to deposits (both explicit and
implicit), and the differing regulatory and taxation systems
applied to local and foreign banks. For example, all
deposits in state commercial banks in Costa Rica- regardless of the amount in question-are covered by government guarantees, whereas in private banks there is no system for insuring even small deposits.
The third aspect of the system that must be strengthened if banking is to be properly developed relates to regulatory mechanisms, prudential supervision, and the dissemination of information, together with the legal
framework for intermediation, especially with respect to
loan recovery. In this context, I would like to point out
that, although supervisory and regulatory mechanisms are
essential, it has to be remembered that supervision and
regulation must serve to help, and not hinder, the develop-
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ment of new banking initiatives. Consequently, I think it
is important to have forms of supervision that are strict but
flexible, and that open the way to innovation and creativity, thus promoting the development of new instruments
and the strengthening of the local banking sector. In many
of these countries, there is an obvious risk that supervisory
and regulatory systems will be established that seek to control the activities of domestic enterprises, thus preventing
them from developing the skills already possessed by the
foreign enterprises that compete with them on domestic
markets.
To conclude, I share the views of Hans Blommestein
regarding the importance of developing the banking sector
so that it can provide support for the efficient functioning
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of capital markets. This is a key factor at the stage of development reached by many of the countries in the region,
because their banking systems have not yet developed sufficiently to support the emergence of strong capital markets. In particular, Central America has a long way to go in
the process of reforming and consolidating its banking system, including-of course-the strengthening of supervision and regulation and the establishment of an appropriate legal and competitive framework. In this connection, it
would be most useful if Hans could prepare a second study
analyzing in greater depth the interrelationship in developing countries between the development of the banking
sector and the capital markets in the context of financial
globalization.
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some points that have not, in my view, been mentioned in the study. With respect to the
document submitted by Mr. Blommestein, I have to point out the importance of having
both systems, the banking system and the capital markets system, operating in harmony.
In some countries we can see how easily this type of harmonization can be achieved. However, achieving this balance is actually one of the greatest challenges facing governments
and those who guide economic policy.
Recent experiences in Asia and Mexico clearly show how easy it is to make the mistake of not ensuring
this harmonization of policies. For example, in the case of Korea, the development of the financial system
was structured so as to provide total support for banking deposits, as well as to use banks as the principal
channel for financing the economy. This bias toward banking intermediation has had a very negative effect
on the development of capital markets in Korea.
The case of Mexico is another example where the framework regulating the banking system's ownership of institutional vehicles such as mutual funds has led to abuses by the banks due to the absence of clear
rules on how to manage conflicts of interest and on the adequate transparency that fund managers must
provide for their investors. These distortions have limited
the development
international

In view of the above, an important aspect is to start to

of mutual funds, as during the recent

have a comprehensive view of the financial sector, which

financial crises these funds were seriously

can be developed in different ways. For example, there are

affected not only by external factors but also by the factcrs

countries

we have mentioned, leaving a bad taste in savers' mouths.

financial intermediation

During the handling of past banking crises, great pressure has been placed on governments

where the supervision of different methods
are beginning

of

to be integrated

due to the need to respond to the trends toward universal

to take immediate

banking,

eliminating

the existing

separation

between

measures to restore confidence in banking intermediation,

activities that banks can carry out and the activities of cap-

which in many cases has affected the intermediation that is
channeled through the capital markets. It is thus impor-

ital-market institutions.
For this reason, I think the first thing that governments

tant for the government

should be clear about is the importance of capital markets

to adopt measures to offset the

negative effect on other non-banking forms of intermedia-

for better development of the financial sector and the pro-

tion, either through incentives or other policies that stim-

ductive sector in general. There have been some very good

ulate this activity.

experiences in the developed countries

Clemente del Valle is a financialspecialist at the World Bank.
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added value provided by the capital market, which the
banking system cannot provide. Without going very far, its
capacity to offer longer-term financing and fixed-rate
financing is a very important contribution.
In addition, the experience of Asia shows how depending exclusively on a single system of intermediation, which
in the case of banks is a vehicle with very limited transparency, can be very risky. Therefore, if we want to attack
this type of systemic risk, we must develop a market parallel to the banking market, a market that provides competition in addition to supplementing the products that
the banking system can offer. With this awareness, the
development of capital markets becomes a fundamental
and priority policy for governments.
However, developing capital markets requires proactive
actions on the part of governments. On this point, I am
somewhat in disagreement with the proposition of the
Blommestein study that gives one to understand that the
process of converting a traditional banking market into a
capital market is a natural process. Taking another look at
the experiences of countries like Korea, Indonesia, and
Thailand-countries that have developed significantly over
the last 20 years-this natural process did not occur. The
government must assume a proactive role if it really wants
to develop this market. There is no doubt whatsoever that
government must provide the sustainable macroeconomic
framework as a sine qua non for developing the capital
market, particularly the fixed-rate and long-term markets.
But perhaps the second and also very important recommendation that is drawn from these experiences is that one
of the first actions that governments should conscientiously
undertake is to review the regulation of the financial system, seeking to identify the existing biases between these
two type of industries so as to correct them.
Another important aspect relating to the proactive role
of the state in developing capital markets is specifically its
role as issuer, as market agent. I believe that the experience of Europe during the 1980s, which Mr. Blommestein
mentioned, is a very important reference in that it demonstrates the success of active government participation in
these cases. These were countries that in the early 1980s
did not have very developed capital markets, particularly
in the case of the fixed-rate market (the primary substitute
for the banks), and it has been in the last 15-18 years that
there has been a great transformation along these lines. A
common denominator in the development of these coun-
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tries was the catalyzing role of the government debt
market.
This is a valid lesson for many countries in Latin America, where the government is an important borrower and
its actions as the issuer of securities to finance itself can
thus have an enormous impact on the development of capital markets. In my view, there are few issuers with the
ability to systematically and regularly issue a standardized
product, and the government is perhaps, therefore, the
only agent that has the great advantage of creating some
reference rates that allow market agents to set prices and
act more efficiently.
Another important aspect associated with the government's function as issuer relates to the role of banks in
developing a network of market creators to provide liquidity for long-term financial instruments. However, for a better understanding of the importance of banks in the development of the capital market, let us recall what the
function of the market creator is. The fundamental role of
the market creator is to provide continuing and firm quotes
for the purchase and sale of market securities, which provides liquidity and greater stability for the security in
question. In economies that have experienced problems
with hyperinflation and enormous macroeconomic instability, the subject of liquidity is fundamental. Liquidityor the saver's perception of liquidity when offered a fixedrate instrument over three or four years, in comparison
with the possibility of saving in a deposit account with
immediate liquidity-is one of the major obstacles in
developing the mid- and long-term market.
However, the question is, Why can't this task be carried
out by the securities houses? The truth is that if we look
around the world, both in the developed and the developing countries, these houses are relatively small institutions
with a limited capital base that doesn't allow them to take
this predominant role in the case of fixed-rate securities.
Thus it is very important to consider the role of the banks.
In such markets, the banks are institutions with a large
capital base and with experience in taking their own positions. In addition, there is a natural tendency in various
countries in the world to the effect that the treasuries of
banks are not dedicated solely to funding their own needs
but to being great providers of liquidity in the capital markets as well.
This more active participation of the banks is not necessarily an argument for the broad concept of universal bank-
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ing, but rather for a more flexible framework where banks
could be active participants in the intermediation of securities, providing liquidity and more active intermediation of
such securities between the issuer and the final saver.
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I hope that I have been able to contribute some new
ideas for consideration. Thank you for inviting me to participate in this event.
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AT THE TURNOF THE CENTURYCONFIRMWITH
a vengeance the critical importance of sound, efficient banking and financial systems for sustained economic development and growth in a closely integrated economic setting. This fact,
which holds true for a closed economy, acquires added relevance in an open one. This is the
case both because of the adverse impacts of sudden outflows of capital that may occur, and
because of the potential of inflows of funds for underwriting inadequate policies or masking
institutional weaknesses in an economy.
Over the last few years, many-including the IMF, the World Bank, and other international institutions-have stressed more and more the need to pay attention to banking system conditions and prospects.
Indeed, in a study published in 1996, the IMF noted that nearly three-fourths of the institution's membership had experienced "significant banking problems" in the preceding decade and a half.' Even when
those problems had not evolved into full-blown crises, banking sector vulnerabilities had contributed to
undermining macroeconomic performance and stability.
At present, as is typically done at times of difficulty,

the capacity of governments'

attention is being drawnto the fact that opennessto capital flowswill bring financialsystem problems to a head
more rapidly and more clearly than tends to occur in a
closed economy,where financialdisturbancesand imbalancesare easierto concealtemporarily.I shouldsaythat the
operativeword hereis openness in general,ofwhichopennessto capital movementsis only a modality,albeit a critical one. If only forthis reasonof speedof transmissionand
transparency,it is clear that the state of the financialsystem is essentialfor the successand sustainabilityof capital
accountliberalization.
But there are other reasons, too: Capital flows can
reach magnitudes that are large relative to the size of
individual economies,or perhapsI should say relative to

economic policies to deal

with them. As such, they entail risks for economiesat
large, and particularly for financial systems. An important considerationto keep in mind at turbulent times like
these is that the opening of the capital account and
domesticfinancialdevelopmentsneed not exhibit a negative relationship.On the contrary,capital account liberalization can make an important contribution to the
development, the efficiency, and, consequently, the
soundness of domestic financial systems. Actually, in
terms of its potential benefits and risks, capital account
liberalizationis analogous to domesticfinancial liberalization, and the argumentsmadefor and against it parallel closely those voiced for and against eliminating
domesticfinancialrepression.

Manuel Guitian is Director of the Monetary and Exchange AffairsDepartment at the International MonetaryFund. The author wishesto
thank, without implicating, his colleagueMark Swinburne for his assistancein preparing these remarks.
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There can be no doubt that the risks associated with
capital account opening can be potentially serious;2 everybody agrees on this. The challenge, though, is to balance
those risks (typically stressed by the domestic producers
of financial services) against the corresponding benefits
(those accruing to the domestic consumers of those services, normally a less vocal group). Here again, there is a
parallel with the reactions that accompany the deregulation of domestic financial sectors.
A first consideration in the search for a proper risk/benefit balance relates to the macroeconomic environment.
This environment exerts a powerful influence over the
incentive structure that drives economic decisions in general and capital movements in particular. As such, it has
much to do with why and how external liberalization will
affect domestic financial systems.
In the last decade or two, a dramatic shift has taken
place in the conception and implementation of macroeconomic rnanagement. In the areas of monetary and exchange
policies, the shift has involved a move from direct regulatory control of the balance sheet of financial institutions
and the price of financial intermediation services toward
market-based methods of financial management. This evolution reflected awareness of the microeconomic benefits of
deregulation, doubts about the effectiveness of controls,
and, more broadly, questions about the efficacyof policies
based on direct regulatory and administrative restrictions.
In the process, governments came to the view that microeconomic management operated best when it worked
throuigh
market forces, not againstthem.
This market trend in policy conception cannot be overlooked in discussions of capital account liberalization. If
they are to work through market forces, economic policies
will have to exhibit consistency and credibility. And from
these two perspectives, capital controls collide with the
very foundation of market-friendly policy management. In
contrast, action to liberalize capital movements not only is
consistent with the evolution of the policy setting, but it
also makes clear that the policy setting is subject to the
discipline exerted by the marker.
This reasoning confirms the point I made earlier that
capital controls are but a modality of financial restrictions.
In that context, I believe it is fair to say that there is widespread agreement that domestic financial, and capital
account, liberalizations are beneficial. Here I should note
immediately, though, that views have emerged recently on
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capital account opening that cast a doubt on how widespread the agreement really is; opinions differ on the scope,
pace, and sequence of liberalization. But the notion that
severe financial repression is inimical to growth is generally
accepted. Within this broad acceptance, there is diversity
of opinion on the degree of openness that is desirable,
though. Besides the well-known case for a Tobin tax, there
are arguments that a "mild" degree of financial repression
vis-a-vis the ourside world might be warranted. They
sound much like earlier reasoning on another subject to the
effect that a "mild" inflation might be beneficial for economic performance.
The problem with this line of reasoning, of course, is
how to ensure that repression (or inflation, in the earlier
arguments) does in fact remain mild. And there is evidence
to show that such assurance is hard to attain. Banking and
financial systems have often been described as the nerve center or the brain of the economicsystem, and indeed they are.
Precisely because of that, a double outcome can be expected
from even a mild financial repression: One, the corresponding distortions will be spread throughout the economy; and
two, means of circumventing the restrictions will soon be
found, thus rendering the controls ineffective, but in a setring in which distortions will continue to prevail.
Nevertheless, though, there must be awarenessthat capital account openness, as stressed earlier, carries with it
risks that will call for proper management. This brings up
a second consideration in the search for an appropriate balance of risks and benefits: the importance of a sound
framework of prudential regulation and official supervision. The presence of such a framework will contribute
to the robustness of the domestic financial system, which
can be critical for orderly liberalization. It will also be
needed to focus attention on new risk dimensions that
reflect the ability to engage in cross-border capital transactions. An important point in this regard is to ensure neutrality to the liberalization process-that is, the provision
of a level playing field for the various capital instruments,
institutions, and markets. Preferential regulatory or other
treatment to some at the expense of others will generate
distortions that may undermine liberalization.3
In general, an orderly process of capital account opening, in the abstract, calls for a proper prudential regulation
and effective supervision framework and a sound domestic
financial sector. These, of course, are features that are
required for efficient financial intermediation. They need
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to be established for themselves, regardless of the capital
account. But they become even more critical, if that can be
the case, irLthe context of liberal capital movements.
A third set of considerations toward a proper risk/benefit balance revolvesaround the pace and sequence of liberalization. On this front, conventional wisdom leans
toward advocacy of gradual opening as far as pace is concerned and of liberalizing equity, direct investment, and
long-term capital flows first, leaving short-term capital
movements for the final stages, in what pertains to matters
of sequence. Although in principle such conventional wisdom is reasonable, it must be supplemented by awareness
that in practice, it will not hold in all cases or in all circumstances. As an empirical matter, I doubt that a generally applicable formula exists concerning the pace or
sequence of liberalization of capital (or any other) markets.
This line of reasoning has direct implications for the other
considerations I have already mentioned for balancing risks
and benefits.
Conventional wisdom also argues for the appropriate
macroeconomic settings and sound financial sectors and
regulatory frameworks, to which I have already referred, to
be in place before undertaking a liberalization of capital
movements. Yet waiting for these requirements to materialize may actually delay liberalization indefinitely. Indeed,
capital controls hardly provide an environment conducive
to macroeconomic balance and financial soundness. On the
contrary, proceeding with orderly liberalization in concert
with supporting macroeconomic and regulatory action

aster; on the other hand, waiting for perfect conditions to
open it is equivalent to a recipe for inaction. The art of policy-making lies in correctly identifying where and when
action should be undertaken between these two extremes.
Rather than an end-tail of a reform program, capital
account liberalization needs to be seen as one of its critical
and integral ingredients. Pace and sequence are clearly
important subjects to keep in mind. But so are internal
consistency and incentive compatibility for properly
guiding the reform process. Because it encompasses so
many issues of balance and judgment, the opening of capital accounts requires a framework of sufficient flexibility-but also of clarity of intent-to
be implemented
properly. The approach we envisage in the IMF is aimed in
those directions.
The approach includes a provision for transitional
arrangements, which will allow countries to maintain
their capital control regimes until they are able and ready
to liberalize them on a sustained basis. Thus, countries will
decide on the pace and sequence of capital account opening
in consultation with the IMF. Acceptance of temporary
resort to controls is also contemplated, in response to balance of payments or macroeconomic difficulties; the acceptance will be predicated on the nature and magnitude of
measures to be undertaken to render the controls unnecessary. Generally accepted prudential norms, even if they
exhibit restrictive features, would be appropriate for members to adopt-as would restrictive measures needed to foster financial market and institutional evolution, until they

domestically will likely prove a more efficient route toward

become redundant through fundamental

a sustained balance of opportunities

and risks. As I argued

policy reform.

This approach has been tested, and it has served the IMF

elsewhere, 4 there are synergies in the opening of an econ-

membership

omy that will reinforce domestic macroeconomic manage-

ibility. Its flexibility is particularly

ment and contribute

account liberalization.

to financial efficiency. Conversely,

well in promoting

current account convertwell-suited for capital

It does make clear that the focus is

proper macroeconomic policy and sound domestic financial

on orderly, not unfettered, opening-an

intermediation

commonly agreed upon norms and practices to balance the vari-

will underpin

an orderly and sustainable

process of liberalization.

opening based on

ous aims of integration, financial prudence, and sensitivity

In my mind, the important judgment to make falls less

to country-specific circumstances and situations.

on the perceived weaknesses in the macroeconomic situation or in the financial sector than on the willingness and

In conclusion, financial crises will continue to occur
whether countries rely upon or eschew capital controls.

ability of the government

to confront those very weak-

Indeed, like viruses, crises mutate and develop new strains,

nesses. Among the many judgments that need to be made

and we perpetually must try to anticipate them, a difficult,

in the search for balance between the risks and benefits of

and permanent, challenge for all policy-makers. There are

liberalization,

the following facts must be kept in mind:

two key points that warrant underscoring in this context:

Opening the capital account when sharp domestic imbal-

First, free play of market forces is not equivalent to "anar-

ances and financial vulnerability

chic, unfettered" play; liberalization is not licentiousness.

prevail is a recipe for dis-
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delineate their role clearly, as has been well known for at
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traffic, markets that are guided by commonly agreed upon
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acceptance of an appropriate set of principles to guide and
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Institute of Technology, 1998), for an insightful analysis of the
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subject.
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N THIS PAPERWE FOCUSON THE INSTITUTIONS
REQUIREDTO SUPPORTLARGECAPITALMARKETS

and surveythe empiricalevidenceon the link betweenlegal institutions and financialmarkets. Specifically,we are interested in providing an answerto why we observesuch large differencesin the size,
breadth, and valuationof capital markets. Why, for example,are equity markets so much larger in
South Africathan in Mexicoor Peru? Why did many companiesgo public in India and Hong Kong
in 1995, while no companywent public in Brazilor Uruguay or Venezuelain the sameyear?Why do
countrieslike New Zealandhavelarge credit markets while Argentina and Colombiado not havethem?
In a simple Modigliani-Miller framework(Modigliani and Miller 1958) the size of capital markets is
determined only by the cash flowsthat accrue to investors.Therefore, roughly speaking, the sizeof capital
markets should be proportional to GNP. To explain the large discrepanciesin the size of financialmarkets
acrosscountries with similar GNP, we need to recognizethat securities are more than the cash flowsthey
represent, sincethey entitle investorsto exercisecertain rights. Sharesentitle investorsnot only to dividend
payments, but also to exercisecontrol over management through the voting process. Similarly,debt entitles creditors not only to receiveinterest payments, but also to regain their collateral in the event of bankruptcy of the firm.
The separation between ownership and control can have

investors in all states of the world. Of course, a complete

a large effect on the size of capital markets once we depart

contract cannot be implemented

from the M&M assumptions and allow for the existence of

necessary for management

agency costs. To take an extreme

(Grossman

view, outside equity

would have no value if shareholders did not have control

and Hart

in practice, making

it

to have a level of discretion

1986).

Management

discretion,

rights to force managers to pay out dividends. In the same

although a cost-effective way of dealing with the separation
of ownership and control, can unfortunately be used to

vein, creditors would be unwilling to lend money at any

expropriate the assets of financiers through outright theft,

interest rate if their control rights did not allow them to

transfer-pricing,

punish debtors who default on their financial obligations.
Both financiers and management would benefit from the

The agency model could, in principle, explain why
some countries have much larger capital markets than oth-

of the agency conflict if they could write a

ers, since ir is apparent that countries differ enormously in

elimination

extent

or asset-stripping.

to which

they

afford legal protection

to

complete contract that specified what the manager should

the

do with the funds and how he would give them back to

investors. Not only does a shareholder in Mexico, for exam-

Rafael La Porta is an assistant professor of economicsat Harvard University.FlorencioL6pea-de-Silanesis an associateprofessorof public
policy at the John F. Kennedy Schoolof Government at Harvard University and a faculty researchfellowat the National Bureau of Economic Research in Cambridge, Massachusetts.

99

BANKS

AND

CAPITAL

MARKETS:

SOUND

FINANCIAL

SYSTEMS

FOR

THE

21ST

CENTURY

ple, have a very different bundle of rights from one in the

family based on Bismarck's Code of 1896, and the Scandi-

United States, but his recourse to redress is likely to be sig-

navian family, which legal scholars describe as less deriva-

nificantly weaker. The agency model predicts larger capital

tive of Roman law and "distinct" from the other two civil

markets in countries where agency costs are reined in by

families.

the law and the institutions built to support their enforcement. La Porta et al. (1998a) systematically

The

assess the

common-law

family

includes

former

colonies and other nations like Thailand

British

and Israel that

rights of investors as well as the quality of their enforce-

modeled their initial corporate laws on the laws of Eng-

ment for 49 countries. La Porta et al. (1997, 1998a, and

land. There are 18 common-law

1998b) relate legal institutions

The French legal family includes France, Spain, Portugal,

to the size and breadth of

countries in the sample.

external capital markets as well as to corporate ownership

and their colonies. There are 21 French legal origin coun-

concentration

tries in our sample, including nine in Latin America. The

around the world.

In this paper, we review and summarize the cross-coun-

German tradition has had less influence, and we have only

try evidence on the influence of institutions on capital mar-

six countries

kets development.

South Korea, Switzerland, and Taiwan. Finally, the Scandi-

The paper is divided in four sections

in this family: Austria,

after the introduction. Section I describes the differences in

navian family includes four Nordic

legal protection for shareholders and creditors in a cross-

Finland, Norway, and Sweden.

section of 49 countries. Because investor rights are not only

Germany, Japan,

countries: Denmark,

There are numerous potentially measurable differences

determined by laws, Section II compares the quality of the

among countries in their company and bankruptcy

legal enforcement and accounting standards across nations.

We focus exclusively on those basic rules that scholars (e.g.,

The ultimate

with poor

Paul Vishny 1994; White 1993; American Bar Association

actually do suffer. If laws and their

1989 and 1993) and observers (e.g., Investor Responsibil-

question

investor protections

is whether

countries

laws.

enforcement matter, then countries that offer entrepreneurs

ity Research Center 1994; Institutional

better terms of external finance would have both highervalued and broader capital markets. We also predict that

vices 1994) believe to be essential to corporate governance.

countries that offer entrepreneurs

that easily can be interpretable

Furthermore,

better terms would have

widely held corporations. Consequently,

Section III com-

pares external finance and ownership concentration

Shareholder Ser-

we restrict our attention to those basic rules
as either pro-investor

or

pro-management.

across
A. Shareholder Rights

countries as a function of the origin of their laws, the quality of legal investor protections, and the quality of law

Shareholders have residual rights over the cash flows of the

enforcement. Section IV concludes the paper and discusses

firm. The right to vote is the shareholders' main source of

policy implications of the results.

power. This right to vote in the general assembly for the
election of directors and on major corporate decisions guar-

1.LegalProtection
to Investors

antees shareholders

that management

will disgorge the

La Porta et al. (1998a) assembled data on legal rules per-

firm's cash flows to shareholders through

taining to the rights of investors, and to the quality of

dividends rather than divert the funds to pay themselves

enforcement of these rules, for 49 countries with publicly

higher compensation

trans-

or undertake poor acquisitions, for
example. Therefore, voting rights and the rights that support voting mechanisms are the defining features of equity.

a few legal

Table 1 provides a detailed description of all the vari-

In general, commercial laws come

ables that we use in this paper, and Table 2 presents the

traded companies. Naturally, laws in different countries are
typically

not written

planted-voluntarily
families or traditions.

from

scratch,

but

or coincidentally-from

from two broad traditions:
Most English-speaking

the payment of

rather

common law and civil law.

evidence on shareholder rights for the cross-section of 49

countries belong to the common-

countries. A useful way to begin the discussion of share-

law tradition based on the British Company Act. The rest
of the world belongs to the civil-law tradition, derivative

holder rights is by first assuming the role of an investor in
a U.K. firm and then switching identity to become an

of Roman law, which has three main families: the French

investor in a Mexican corporation. (We do this not to praise

family based on the Napoleonic Code of 1804, the German

the United Kingdom, nor to single out Mexico for criti-
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TABLE 1

TheVariables
This table describesthe variablescollectedfor the 49 countries included in our study. The first column gives the name of the variable. The second column
describes the variable and gives the range of possible values. The third column provides the sources from which the variable was collected.
VARIABLE

DESCRIPTION

SOURCES

Origin

Identifies the legal origin of the Company Law or Commercial Code of each country. Equals I if the
origin is English Common Law; 2 if the origin is the French Commercial Code; and 3 if the origin
is the German Commercial Code.

Foreign Law Encyclopedia
Commercial Laws of the World

One share-one vote

Equals 1 if the Company Law or Commercial Code of the country requires that ordinary shares carry
one vote per share, and 0 otherwise. Equivalently, this variable equals I when the law prohibits the
existence of both multiple-voting and non-voting ordinary shares and does not allow firms to set a maximum number of votes per shareholder irrespective of the number of shares owned, and 0 otherwise.

Company Law or Commercial
Code

Proxy by mail

Equals 1 if the Company Law or Commercial Code allows shareholders to mail their proxy vote to
the firm, and 0 otherwise.

Company Law or Commercial
Code

Shares not blocked

Equals 1 if the Company Law or Commercial Code does not allow firms to require that shareholders
deposit their shares prior to a General Shareholders Meeting, thus preventing them from selling
those shares for a number of days, and 0 orherwise.

Company Law or Commercial
Code

Cumulative voting
or proportional
representation

Equals 1 if the Company Law or Commercial Code allows shareholders to cast all of their votes for
one candidate standing for election to the board of directors (cumulative voting) or if the Company
Law or Commercial Code allows a mechanism of proportional representation in the board by which
minority interests may name a proportional number of directors to the board, and 0 otherwise.

Company Law or Commercial
Code

Oppressed
minorities
mechanism

Equals 1 if the Company Law or Commercial Code grants minority shareholders either a judicial
venue to challenge the decisions of management or of the assembly or the right to step out of the
company by requiring the company to purchase their shares when they object to certain fundamental changes, such as mergers, assets dispositions, and changes in the articles of incorporation. The
variable equals 0 otherwise. Minority shareholders are defined as those shareholders who own 10 percent of share capital or less.

Company Law or Commercial
Code

Preemptive rights

Equals 1 when the Company Law or Commercial Code grants shareholders the first opportunity to
buy new issues of stock and this right can only be waived by a shareholders' vote, and 0 otherwise.

Company Law or Commercial
Code

Percernt capital to
call an ESM

It is the minimum percentage of ownership of share capital that entitles a shareholder to call for an
Extraordinary Shareholders' Meeting. It ranges from I to 33 percent.

Company Law or Commercial
Code

Anti-directorights

An index aggregating the shareholder rights that we labeled as "anti-director rights." The index is
formed by adding I when (1) the country allows shareholders to mail their proxy vote to the firm;
(2) shareholders are not required to deposit their shares prior to the General Shareholders' Meeting;
(3) cumulative voting or proportional representation of minorities in the board of directors is
allowed; (4) an oppressed minorities mechanism is in place; (5) the minimum percentage of share
capital that entides a shareholder to call for an Extraordinary Shareholders' Meeting is less than or
equal to 10 percent (the sample median); or (6) shareholders have preemptive rights that can only
be waived by a shareholders' vote. The index ranges from 0 to 6.

Company Law or Commercial
Code

Restrictions for
going into
reorganization

Equals I if the reorganization procedure imposes restrictions, such as creditors' consent, to file for
reorganization. It equals 0 if there are no such restrictions.

Bankruptcy and Reorganization
Laws

No automatic stay
on secured assets

Equals I if the reorganization procedure does not impose an automatic stay on the assets of the firm
upon filing the reorganization petition. Automatic stay prevents secured creditors from gaining possession of their securiry. ir equals 0 if such restricrion does exist in the law.

Bankruptcy and Reorganization
Laws

Secured creditors
first

Equals 1 if secuLredcreditors are ranked firsc in the distribution of the proceeds that result from the
disposition of the assets of a bankrupt firm. Equals 0 if non-secured creditors, such as the government and workers, are given absolute priority.

Bankruptcy and Reorganization
Laws

Managemerit does
not stay

Equals 1 when an official appointed by the court, or by the creditors, is responsible for the opeation of
the business during reorganization. Equivalently, this variable equals 1 if the debtor does not keep the
administration of its property pending the resolution of the reorganization process, and 0 otherwise.

Bankruptcy and Reorganization
Laws
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TABLE 1

Continued
VARIABLE

DESCRIPTION

SOURCES

Creditor rights

An index aggregating different creditor rights. The index is formed by adding 1 when (1) the country imposes restrictions, such as creditors' consent or minimum dividends to file for reorganization;
(2) secured creditors are able to gain possession of their security once the reorganization petition has
been approved (no automatic stay); (3) secured creditors are ranked first in the distribution of the
proceeds that result from the disposition of the assets of a bankrupt firm; and (4) the debtor does not
retain the administration of its property pending the resolution of the reorganization. The index
ranges from 0 to 4.

Bankruptcy and Reorganization
Laws

Efficiency of
judicial system

Assessment of the "efficiency and integrity of the legal environment as it affects business, particularly foreign firms," produced by the country-risk rating agency Business International Corporation.
It "may be taken to represent investors' assessments of conditions in the country in question." Average between 1980-1983. Scale from 0 to 10, with lower scores for lower efficiency levels.

Business International
Corporation

Rule of law

Assessment of the law-and-order tradition in the country produced by the country-risk rating agency
International Country Risk (ICR). Average of the months of April and October of the monthly index
between 1982 and 1995. Scale from 0 to 10, with lower scores for less tradition for law and order.
(We changed the scale from its original range going from 0 to 6).

International Country Risk Guide

Corruption

ICR's assessment of the corruption in government. Lower scores indicate "high governmenc officials
are likely to demand special payments" and "illegal payments are generally expected throughout
lower levels of government" in the form of "bribes connected with import and export licenses,
exchange controls, tax assessment, policy protection, or loans." Average of the months of April and
October of the monthly index between 1982 and 1995. Scale from 0 to 10, with lower scores for
higher levels of corruption. (We changed the scale from its original range going from 0 to 6).

International Country Risk Guide

Accounting
standards

Index created by examining and rating companies' 1990 annual reports on their inclusion or omission of 90 items. These items fall into seven categories (general information, income statements, balance sheets, funds flow statement, accounting standards, stock data, and special items). A minimum
of three companies in each counrry were studied. The companies represent a cross-section of various
industry groups where industrial companies numbered 70 percent while financial companies represented the remaining 30 percent.

International Accounting and
Auditing Trends, Center for
International Financial Analysis &
Research, Inc.

Ownership, 10
largest private
firms

The average percentage of common shares owned by the three largest shareholders in the 10 largest
non-financial, privately owned domestic firms in a given country. A firm is considered privately
owned if the state is not a known shareholder in it.

Moodys International, CIFAR,
EXTEL, WorldScope, 20-Fs, PriceWaterhouse, and various country
sources

External Cap
GNP

The ratio of the stock market capitalization held by minorities to gross national product for 1994.
The stock market capitalization held by minorities is computed as the product of the aggregate stock
market capitalization and the average percentage of common shares noc owned by the top three
shareholders in the 10 largest non-financial, privately owned domestic firms in a given country. A
firm is considered privately owned if the state is not a known shareholder in it.

Moodys International, CIFAR,
EXTEL, WorldScope, 20-Fs, Price
Waterhouse, and various country
sources

Domestic Firms i
Population

Ratio of the number of domestic firms listed in a given country to its population (in millions) in
1994.

Emerging Market Facrbook and
World Development Report 1996

IPOs ! Population

Ratio of the number of initial public offerings of equity in a given country to its population (in millions) for the period July 1995 to June 1996.

Securities Data Corporation, AsiaMoney, LatinFinance, GT Guide to
World Equiry Markers, and World
Development Report 1996

Debt / GNP

Ratio of the sum of bank debt of the private sector and outstanding non-financial bonds to GNP in
1994, or last available.

International Financial Statistics,
World Boodmarket Factbook

GDP Growth

Average annual percent growth of per capita gross domestic product for the period 1970-1993.

World Development Report 1995

Log GiNP;;/;;[ppj\
nll

Logarithm of the gross national product in 1994.

World Development Report 1996
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cism, buntrather merely to illustrate differences between a
legal system based on English common law and one based
on French civil law.)
The first column of Table 2 shows that not all UK
shareholders have the right to vote. That is probably a bad
thing, because when votes are tightly linked to dividends,
it is more difficult to control a company by having a small
fraction of the equity. Yet, as it turns out, one-share-onevote rules are uncommon everywhere-including Mexico,
The next six columns of Table 2 provide different measures of how strongly the corporate law protects minority
shareholders against expropriation of managers or dominant shareholders. We label these rights as "anti-director"
rights. The first four anti-director rights measure how easy
it is for an investor to exercise any voting rights that he
may have. Shareholders in the United Kingdom will
receive proxy statements two weeks in advance of the
shareholders' meeting with detailed information on the
items that are going to be discussed at the meeting. Should
they wish to vote, they do not need to show up in person
at the meeting; they can mail their proxy vote instead.
Investors who have indicated they will participate in the
shareholders' meeting are not limited in their actions in
the days that surround the meeting. Their shares are not
blocked. The freedom to trade shares around shareholders'
meetings is an important right for people who may want to
form alliances to challenge management proposals. Directors are chosen one at a time through a majority vote, and
thus shareholders are not entitled to have proportional representation or cumulative voting for directors. Our hypothetical investor may have a resolution that he would like
to be considered by an extraordinary shareholders' meeting
(ESM).If that is the case,he has the right to call an ESM if
he owns 10 percent of the share capital.
The next right in Table 2 measures the protection of
minority shareholders against a particular type of expropriation: issuing shares at favorableprices to, for example, associates of the controlling shareholders. In the United Kingdom, shareholders havea preemptive right to buy new issues
of stock of their holdings, and that right can be waived only
by a shareholder vote. Finally, U.K. investors who feel they
have been hurt by the decisions of the majority can seek
redress through the courts. When the court believes that
oppression has indeed taken place, it may order that the
oppressed members' shares be bought out at a fair price or
that the firm remedy the matters at issue. More generally,

INSTITUTIONAL

INFRASTRUCTURE

FOR

FINANCIAL

MARKETS

best-practice countries provide legal mechanisms for the
protection of oppressed minorities. (To give just another
example, a dissenting investor in Chile has the right to
request-at the meeting-that the firm buy back his shares
at the market price prevailing before the meeting.)
Suppose that the shareholders' meeting took place not
in London but in Mexico City. As in the United Kingdom,
not all shares are endowed with the same right to vote.
However, unlike in the United Kingdom, investors in
Mexico will be notified of the forthcoming shareholders'
meeting but will not typically receive detailed information
on the items to be discussed. Only by going to the meeting will they know what is discussed. In fact, attending the
meeting-or designating sc-neone to do so in their placeis the only way in which they can vote; proxy by mail is not
allowed. Furthermore, announcing that they intend to vote
their shares will cause them to be blocked, making it
impossible for them to trade the shares in the days surrounding the meeting. At the meeting, shareholders vote
on the slate of directors proposed by management and are
not allowed proportional representation on the board.
Investors in Mexican firms must have at least 33 percent of
share capital to have a resolution considered by an ESM.
Fortunately, investors in Mexico do have a preemptive
right that prevents dilution. Regrettably, this is the only
right (of those that we collect) that shareholders in Mexico
have, since they do not have any legal recourse against the
decisions of the majority. To summarize, Table 2 paints a
very bleak picture of shareholder rights in Mexico.
A convenient way of summarizing shareholder rights is
to aggregate anti-director rights into an index adding 1 if
the corporate law protects minority shareholders, and a 0
otherwise. For the case of the percentage of share capital
needed to call an ESM, we give a 1 to those countries where
this percentage is at or below the world median of 10 percent. When we add up these six anti-director rights scores,
the United Kingdom has a score of 5 while Mexico's score
is only 1.
The comparison between Mexico and the United Kingdom illustrates the broad findings of Table 2: Shareholder
protection in common-law countries is significantly better
than in French civil-law countries. While the incidence of
one-share-one-vote rules, cumulative voting for directors,
and preemptive rights are not statistically different across
English and French legal origins, the remaining four measures show marked differences. Common-law countries
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TABLE 2

Shareholder
Rightsaroundthe World
This table classifies countries by legal origin. Definitions for each of the variables can be found in Table 1. PanrielB reports the test of means for the different
legal origins.

COUNTRY

ONE SHARE
ONE VOTE

PROXY
BY MAIL
ALLOWED

CUMULATIVE
PRO% CAPITAL
VOTE!
SHARESNOT PORTIONAL
TO CALL
ESM
BLOCKED REPRESENTATION

Panel A: Shareholder rights (1 =investor

PREEMPTIVE
RIGHTS

OPPRESSED
MINORITY

ANTIDIRECTOR
RIGHTS

protection is in the law)

Australia
Canada
Hong Kong
India
Ireland
Israel
Kenya
Malaysia
New Zealand
Nigeria
Pakistan
Singapore
South Africa
Sri Lanka
Thailand
UK
US
Zimbabwe
English origin avg.

0
0
0
0
0
0
0
1
0
0
1
1
0
0
0
0
0
0
0.17

1
1
1
0
0
0
0
0
1
0
0
0
1
0
0
1
1
0
0.39

1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1.00

0
1
0
1
0
0
0
0
0
0
1
0
0
0
1
0
1
0
0.28

0.05D
0.05
0.10
0.10
0.10
0.10
0.10
0.10
0.05
0.10
0.10
0.10
0.05
0.10
0.20E
0.10
0.10
0.05
0.09

0
0
1
1
1
0
0
1
0
0
1
1
1
0
0
1
0
0
0.44

1
1
1
1
1
1
1
1
1
1
1
1
1
1
0
1
1
1
0.94

4
5
5
5
4
3
3
4
4
3
5
4
5
3
2
5
5
3
4.00

Argentina
Belgium
Brazil
Chile
Colombia
Ecuador
Egypt
France
Greece
Indonesia
Italy
Jordan
Mexico
Netherlands
Peru
Philippines
Portugal
Spain
Turkey
Uruguay
Venezuela
Latin American avg.
Rest of French origin avg.
French origin avg.

0
0
I
1
0
0
0
0
1
0
0
1
0
0
1
0
0
0
0
1
0
0.44
0.17
0.29

0
0
0
0
0
0
0
1
0
0
0
0
0
0
0
0
0
0
0
0
0
0.00
0.08
0.05

0
0
1
1
1
1
1
0
0
1
0
1
0
0
1
1
1
0
1
0
1
0.67
0.50
0.57

1
0
0
1
1
0
0
0
0
0
0
0
0
0
1
1
0
1
0
0
0
0.44
0.17
0.29

0.05
0.20
0.05
0.10
0.25
0.25
0.10
0.10
0.05
0.10
0.20
0.25
0.33
0.10
0.20
open
0.05
0.05
0.10
0.20
0.20
0.18
0.12
0.15

1
0
0
1
1
1
0
1
1
0
1
0
1
1
1
0
1
1
0
1
0
0.78
0.50
0.62

1
0
1
1
0
0
0
0
0
0
0
0
0
0
0
1
0
1
0
1
0
0.44
0.17
0.29

4
0
3
5
3
2
2
3
2
2
1
1
1
2
3
3
3
4
2
2
1
2.67
2.08
2.33

Austra
Germany
Japan
South Korea
Switzerland
Taiwan
German origin avg.

0
0
1
1
0
0
0.33

0
0
0
0
0
0
0.00

0
0
1
0
0
0
0.17

0
0
1
0
0
1
0.33

0.05
0.05
0.03
0.05
0.10
0.03
0.05

1
0
0
0
1
0
0.33

0
0
1
1
0
1
0.50

2
1
4
2
2
3
2.33
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TABLE2

Continued
CUMULATIVE
VOTE :
PRO%oCAPITAL
SHARESNOT PORTIONAL
TO CALL
BLOCKED REPRESENTATION
ESM

PREEMPTIVE
RIGHTS

COUNTRY

ONE SHARE
ONE VOTE

PROXY
BY MAIL
ALLOWED

Denmark

0

0

0

2

0

0

Ao10
0.10

0

0

1
1

0

Finland

1

0

3

Norway
Sweden
Scandinavianorigin avg.

0

1

1

0

0.10

1

0

0

0

1

0

oGAGE

0

0.00

0.25

1.00

0.00

0.10

1
0.75

0.00

4
3
3.00

Sampleaverage

0.22

0.18

0.71

0.27

0.11

0.53

0.53

3.00

Commonvs. civil law

0.72

3.03A

4G97A

0.15

2.82A
3,29A
1.00

3.87

0.05
0.85

1.48
2.53B

0.91
1.08
1.67

5,59A
5.45A
3,44A

475A
2.98A

1.23

OPPRESSED
MINORITY

ANTIDIRECTOR
RIGHTS

Panel B: Tests of Means (f-statistics)

Englishvs. Frenchorigin
0.87
Englishoriginvs. LatinAmerica 1.57
Frenchvs.Germanorigin
0.22
Frenchvs.Scandinavian
origin
2.83B
Rest of French origin vs.
Latin America

1.39

1.37

2.00c
1.78c
-3.87A

1.00

0.74

5.00

0.22

3156A
2.64B

0.96

0.00

2.82B

2.43B

0.48

2.83

1.06

1.39

1.71

1.29

1.39

1.11

Notes:
A. Significant at 19, level.

B. SigEnficantat 59%level.
C. Significant at 10% level.
D. As a percentage of votes.
E. As a percentage of the number of shares.

more frequently allow shareholders to exercise their vote by
mail than French-origin

higher incidence of proportional representation (44 percent
vs. 17 percent), is more likely to grant preemptive rights

countries (39 percent vs. 5 per-

cent). No common-law country blocks shares before share-

(78 percent vs. 50 percent), and has a higher incidence of

holders' meetings,

oppressed minority remedies (44 percent vs. 17 percent).

while 57 percent of French civil-law

countries do. On average, 9 percent of the share capital is

On the other hand, Latin America never allows proxy by

sufficient

countries,

mail (vs. 8 percent for the rest of French origin) and

whereas 15 percent of share capital is required in French

requires a higher fraction of the share capital to call for an

civil-law nations. Finally, 94 percent of common-law coun-

ESM (18 percent vs. 12 percent). With the exception of the

tries have an oppressed-minority

in place,

percentage needed to call an ESM, these differences are not

countries do. The

statistically significant when taken in isolation. Although

to call an ESM in common-law

mechanism

while only 29 percent of French-origin

countries

not statistically significant, differences add up to margin-

are captured in the anti-director's index, which has an aver-

ally better shareholder rights in Latin America than in the

age of 4.00 for common-law countries and only 2.33 for

rest of the French civil origin when rights are aggregated

French civil-law nations (t-statistic of 4.73).

in the anti-director

differences between English- and French-origin

It is important to note that Mexico actually scores lower

index (2.67 vs. 2.08). However, Latin

America's anti-director

rights index is statistically signifi-

than the rest of Latin America when it comes to shareholder rights, so our choice of Mexico for this example does

cantly lower than that of common-law countries.
German civil-law countries share French-origin

not mean that Mexico is typical of Latin America. In fact,

tries' lack of protection of shareholder

Latin America generally scores a little higher than the aver-

German-origin

age of the rest of the French-origin

dence of oppressed minority mechanisms, they block shares

countries

in many

shareholder rights. Latin America has a higher incidence of
one-share-one-vote

(44 percent vs. 17 percent), is more

anti-director

rights. Although

countries have a significantly higher inci-

more often than French-origin

likely to not block shares (67 percent vs. 50 percent), has a

countries do. The average

scores for the German and French families are

the same (2.33). Finally, Scandinavian-origin
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although clearly inferior to common-law countries in
shareholder protection, are the best within the civil-law
tradition. The average Scandinavian anti-director rights
score is 3. In short, relative to the rest of the world, common-law countries have the package of laws most protective of shareholders.
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ally. Even if the borrower has his petition for reorganization accepted, there is not an "automatic stay" that prevents secured creditors from gaining access to their collateral. In addition, secured creditors who choose not to
withdraw their collateral are paid first in the event that
reorganization fails and liquidation ensues. Finally, the
bargaining position of creditors is strengthened by the fact
that pending the resolution of the bankruptcy procedure,
the old management team will not continue to run the
firm. Rather, a trustee appointed by the creditors would be
in charge of the firm's day-to-day operations.
Now suppose that a debtor to whom the creditor has
lent money files a petition for reorganization in a Mexico
City court. Creditors have no say in whether the firm's reorganization petition is accepted or declined. And if the petition is accepted, secured creditors are not able to pull their
collateral out of the firm; an "automatic stay" is triggered
by the acceptance of the reorganization petition. Secured
creditors have additional worries, because if liquidation
takes place, they are not paid first. Rather the state and the
firm's employees take priority. The creditors' predicament
is aggravated by the fact that the debtor not only will write
the reorganization proposal, but also will continue to run
the firm pending the resolution of the bankruptcy procedure, which may take several years.
As with shareholders, one way to summarize the difference in creditor rights across countries is to create an index
that adds 1 when the pro-investor right is granted by law,
and 0 otherwise. This index is shown in the last column of
Table 3 and takes a value of 4 for the United Kingdom and
0 for Mexico. Again, as with shareholder rights, the picture
for creditor rights in Mexico is substantially bleaker than
in the United Kingdom.
Although the Mexico-U.K. comparison is extreme, common-law countries in general offer creditors stronger legal
protections against managers. Table 3 shows that all four
measures of creditor rights are weaker for countries of
French legal origin by an amount that is statistically significant. A total of 72 percent of common-law countries place
restrictions on managers seeking court protection from
creditors, while only 42 percent of French civil-law nations
do. The incidence of having no automatic stay on assets is
72 percent in common-law countries versus only 26 percent
in French civil-law nations. Relatively fewer countries of
French legal origin (65 percent) ensure that secured creditors are paid first than do countries of English legal origin

B. Creditor Rights
In principle we would like to measure the ability of creditors to use the law to force companies to meet their credit
commitments. In practice, creditor rights are difficult to
assess for two main reasons. First, most countries have in
place both reorganization and liquidation procedures that
are used with varying frequency and may confer different
levels of protections to creditors. Therefore, a country may
be very protective of creditors if it offers, for example,
strong rights in liquidation and weak protection in reorganization, provided that the reorganization procedure is seldom used. Second, creditors, unlike shareholders, do not
have a homogeneous claim against the firm-i.e., they differ in the priority of their claim. As a result, it is possible
that measures that favor some creditors (e.g., unsecured
creditors) may hurt others (e.g., secured creditors).
To undertake a cross-country analysis of creditor rights,
we score creditor rights in both reorganization and liquidation, and add up the scores to create a creditor rights
index, in part because almost all countries rely to some
extent on both procedures. In assessing creditor rights
below, we also take the perspective of senior secured creditors, in part for concreteness and in part because much of
the debt in the world has that character. Creditor rights for
the cross-section of 49 countries in the sample can be found
in Table 3. Once again, to illustrate differences between
English common-law countries and French civil-law countries, we describe the data by comparing the rights of an
investor who has a credit against a firm incorporated in the
United Kingdom versus the rights of an investor with a
credit against a firm incorporated in Mexico.
Suppose that a debtor to whom the creditor has lent
money files a petition for reorganization in a London
court. The court will then notify the creditor, who will
have two weeks to oppose reorganization. A secured creditor who chooses to oppose a reorganization petition has
the right to appoint a so-called trusteeto decide what will
happen to the firm. The important thing is that the debtor
does not have the right to file for reorganization unilater-
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TABLE 3

Creditor
Rights
around
theWorld
This table classifies countries by legal origin. Definitions for each variable can be found in Table 1. Panel B reports tests of means for the different legal origins.

COUNTRY

RESTRICTIONSFOR
REORGANIZATION

NO AUTOMATICSTAY
ON ASSETS

MANAGEMENT
DOES NOT STAY
IN REORGANIZATION

Panel/A: Creditor Rights (1 = creditor protection is in the law)
0
1
0
1
I
I
1
1
0
1
1
1
1
1
1
1
1
0
1
1
1
1
1
1
0
1
1
0
1
1
I
I

Australia
Canada
Hong Kong
India
Ireland
Israel
Kenya
Malaysia
New Zealand
Nigeria
Pakistan
Singapore
South Africa
SriLanka
Thailand
UK

0
0
I
I
0
1
1
1
1
1
I
I
I
1
0
1

US

0

0

I
0.72

I
0.72

Argentina
Belgium
Brazil
Chile
Colombia
Ecuador
Egypt
France

0
0

Greece

Zimbabwe
English origin avg.

SECUREDCREDITOR
PAID FIRST

CREDITOR RIGHTS

0
0
1
1
0
1
1
1
1
1
1
1
1
1
1
1

1
1
4
4
1
4
4
4
3
4
4
4
3
3
3
4

1

0

1

I
0.89

1
0.78

4
3.11

1
0
I
I
0

0
1
0
0
0
I
I
0

1
1
0
1
0
I
I
0

0
0
0
0
0
1
1
0

1
2
1
2
0
4
4
0

1

0

0

0

1

Indonesia
Italy
Jordan
Mexico
Netherlands
Peru
Philippines
Portugal
Spain
Turkey
Uruguay
Venezuela
Latin American avg.
Rest of French origin avg.
French origin avg.

I
I
na
0
1
0
0
0
0
1
0
na
0.38
0.45
0.42

I
0
na
0
0
0
0
0
1
0
0
na
0.13
0.36
0.26

1
1
na
0
1
0
0
1
1
1
1
1
0.56
0.73
0.65

1
0
na
0
0
0
0
0
0
0
1
na
0.25
0.27
0.26

4
2
na
0
2
0
0
1
2
2
2
na
1.25
1.81
1.58

Austria
Germany
Japan
South Korea
Switzerland
Taiwan
German origin avg.

1
I
0
0
0
0
0.33

1
I
0
1
0
1
0.67

1
I
1
1
1
1
1.00

0
0
1
1
0
0
0.33

3
3
2
3
1
2
2.33
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TABLE 3

Continued
MANAGEMENT

RESTRICTIONS
COUNTRY

Denmark
Finland
Norway
Sweden
Scandinavian

FOR

NO AUTOMATIC

REORGANIZATION

origin avg.

Sample average

1
0
1
1
0.75
0.55

Common vs. civil law
English vs. French origin
English origin vs. Latin America

1 -8 6

French vs. German origin
French vs. Scandinavian origin
Rest of French origin vs. Latin America

0.37
1.18
0.33

c

1 .8 9 C
1 . 71 C

STAY

SECURED CREDITOR

DOES NOT STAY

ON ASSETS

PAID FIRST

1
0
0
0
0.25

1
1
1
1
1.00

IN REORGANIZATION

0
0
0
0
0.00

3
1
2
2
2.00

0.49

0.81

0.45

2.30

4.13A

3.6 A
3.61A
3.42A

Panel B: Tests of means (t-statistics)
2.65A
1.04
1.75B
3 .0 6 A
. A
2.04B
3 25
-1. 8 5 C
0.05
1.14

CREDITOR

3 ,5 5 A
2

-3. 20 A

.8 3 A

RIGHTS

-0.32
2.540
0.11

-1.29
-0.60
0.90

of Scandinavian

origin always pay

_3 .2 0 A

0.77

lvo;es:
A. Significart at 1% level.
B. Significant at 5% level.
C. Significant at 10% level.

(89 percent). Finally, only 26 percent of French civil-law
countries

remove managers in reorganization,

Finally, countries

compared

secured creditors first, but always allow management to stay

with 78 percent of countries of the common-law family. In

pending

brief, the average aggregate creditor rights score is 3.11 for

impose an automatic stay on assets and place restrictions to

English origin and a mere 1.58 for French origin.

go into reorganization. As a result, the aggregate creditor-

Unlike the case of shareholder

rights, Latin America

reorganization.

In three out of four cases they

rights index for countries of Scandinavian legal origin has a

offers considerably less legal protection to creditors than the

value of 2.00-a

rest of the French civil-law countries.

cant from the 1.58 value for countries of French legal origin.

When compared

difference that is not statistically signifi-

with the other countries of French civil-law origin, coun-

To summarize the results thus far, bankruptcy laws dif-

tries in Latin America are less likely to place restrictions for

fer a great deal across countries. In particular, they differ

going into reorganization (38 percent vs. 45 percent), have

because they come from different legal families. Relatively

no-automatic-stay

speaking,

policies (13 percent vs. 36 percent), pay

common-law

countries

protect

protect

the

secured creditors first (56 percent vs. 73 percent), and pre-

most, and French civil-law

vent management

least. German and Scandinavian civil-law countries are in

from remaining in office (25 percent vs.

countries

creditors

them the

27 percent). However, these differences are not statistically

the middle. The one exception is the strong protections

significant

that German civil-law countries afford secured creditors.

even when aggregated

in the creditor-rights

index (1.25 vs. 1.81).
Latin America also scores lower than the other two civil-

II. Enforcement
of Laws

law families. German legal origin countries are relatively

Legal rules are only one element of investor protection; the

more pro-creditor

enforcement

than Latin American and French civil-

of these rules may be equally or even more

law countries, averaging an aggregate score of 2.33. The

important.

differences between German- and French-origin

effective. Likewise, investors may enjoy high levels of pro-

countries

If good laws are not enforced, they cannot be

are particularly significant in liquidation measures: 67 per-

tection despite bad laws if an efficient judiciary system can

cent of German civil-law countries have no automatic stay

redress expropriations

and always pay secured creditors first.

legal enforcement may serve as a substitute for weak rules.
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Table 4 presents several proxies for the quality of
enforcement of laws in different countries. These measures
are collected by private credit-risk agencies for the use of
foreign investors interested in doing business in the respective countries (Business International Corporation, Political
Risk Services).We use three measures: efficiencyof the judicial system, rule of law, and corruption. The first two of
these proxies pertain to law enforcement, while the last one
captures the government's general attitude toward business.
In addition to these measures, we also collected data on the
quality of accounting standards of publicly traded firms in
different countries. Accounting is central to corporate governance, as it may be difficult to assessmanagement performance without reliable accounting standards. MIorebroadly,
cash flows may be very difficult to verify in countries with
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poor accounting standards; consequently, the menu of
financial contracts available to investors may be substantially narrower in such countries. The index of accounting
standards in Table 4 is provided by the Center for International Financial Analysis and Research based on examination of company reports of firms in each country. It is available for 41 of the 49 countries in our sample.
We can begin the discussion of these data by focusing
on the Latin American average. Compared with the English-origin average, Latin America has very weak legal
institutions and accounting standards. A corrupt or inefficient legal system coupled with poor disclosure standards
could render legal rules ineffective.
While the Latin American average across all enforcement variables is below the French-origin average, it turns

TABLE 4

Enforcement
of Laws
This table classifies countries by legal origin. Definitions for each of the variables can be found in Table 1. Panel B reports the tests of means for the different
legal origiiis.
Panel A
ENFORCEMENT

VARIABLES

GNP
ACCOUNTING

PER CAPITA

RATING ON
EFFICIENCY OF
COUNTRY

English origin avg.A
French origin avg.B
Latin Arnerican avg.
Rest of French origin avg.
German origin avg.c
Scandinavian origin avg.'

Sampleaverage

,JUDICIAI

SYSTEM

ACCOUNTING
RULE OF LAW

CORRUPTION

Panel A: Creditor Rights ( = creditor protection is in the law)
6.46
7.06
6.05
5.84
5.18
5.22
6.70
6.30
8.54
8.68
8.03
10.00
10.00
10.00
8.15
6.56
6.47
6.62

7.67

6.85

6.90

STANDARDS

(U.S.S)

69.62
51.17
46.25
55.10
62.67
74.00

9,353
7,102
3,077
10,121
22,067
24,185

60.93

11,156

Notes:

A. Countries surveyed: Australia, Canada, Hong Kong, India, Ireland, Israel, Kenya, Malaysia, New Zealand, Nigeria, Pakistan, Singapore, South Africa, Sri
Lanka, Thailand, United Kingdom, United States, Zimbabwe.
B. Countries surveyed: Argentina, Belgium, Brazil, Chile, Colombia, Ecuador, Egypt, France, Greece, Indonesia, Italy, Jordan, iMexico. Netherlands, Peru,
Philippines, Portugal, Spain, Turkey, Uruguay, Venezuela.
C. Countries surveyed: Austria, Germany, Japan, South Korea, Switzerland, Taiwan.
D. Countries surveyed: Denmark, Finland, Norway, Sweden.

Common vs. civil law
English vs. French origin
English origin vs. Latin America
French vs. German origin

1.27
2 .6 5 A
2.37B
2.5 3 A

French vs. Scandinavian origin
-9.34A
Rest of French origin vs. Latin America 0.19

Panel B: Tests ofmeans
-0.77
0.51
1.25

-2. 5 5 A
- 2 0 .8 0 A

1.52

1Notes:
A. Signi icant at 1% level.
B. Significant at 5 % level.
C. Significanr at 10% level
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ft-statistics)
0.39
1.79C
2 . 33 a
2 .4 9 A
9 . 7 7 i3
1.28

3.12A
4 .6 6 A
6 .5 3 A
-2.10B
. A
3 32
1.49

-0.94
0.85
2 .08B
-3.79A
-4.28A

2.27B
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out that the French civil-law family shares Latin America's
weak legal-enforcement mechanisms. The French family
has the weakest quality of legal enforcement and accounting standards. Scandinavian countries have the strongest
enforcement mechanisms, with German civil-law and
common-law countries close behind. Common-law countries, although behind Scandinavian nations, are still
ahead of the French civil-law countries. Note that rule of
law is the only measure where differences in means
between common law and French legal origin are not statistically significant.
These results do not support the conclusion that the
quality of law enforcement substitutes or compensates for
the quality of laws. An investor in Latin America-and
more generally in a French civil-law country-is poorly
protected by both the laws and the system that enforces
them. The converse is true for an investor in a common-law
country, on average. Poor enforcement and accounting
standards aggravate, rather than cure, the difficulties faced
by investors in French civil-law countries.' The weak
scores obtained by Latin America in shareholder and creditor rights may actually understate the severity of the corporare governance problem in the region.

THE
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courts may be unwilling or unable to enforce non-standard
contracts, further limiting the scope for opting out.
Alternatively, if legal institutions matter, ownership
concentration should be higher in countries with poor
investor protection than in countries with strong protections for investors for at least two reasons: First, agency
problems may call for large shareholders to monitor managers and thus prevent or minimize expropriation. Second,
minority shareholders may be unwilling to pay high prices
for securities in countries with weak legal protection. At the
same time, entrepreneurs are going to be more reluctant to
offer shares at discounted prices, thus resulting in higher
ownership concentration as well as smaller and narrower
markets for external equity.2 Similarly, bad creditor rights
may have analogous price and quantity effects on debt markets. In other words, if laws do not protect the rights of
creditors, debt markets may be small, because creditors may
demand high interest rates and firms may be reluctant to
borrow from arm's-length sources in such conditions.
Ultimately, the question of whether legal institutions
matter is fundamentally empirical: If opting out were
cheap and simple, the patterns of ownership and external
finance of firms would not be affected by differences in
legal institutions across countries.3 Accordingly, in this
section we examine two types of evidence regarding the
influence of legal institutions on external finance: ownership concentration, and the size and breath of capital markets. Table 5 summarizes the results.

IL. ExternalFinanceand LegalInstitutions
There are at least two reasons why legal institutions may
have no effect on the pattern of external financing of firms.
First, laws may not be necessaryto support external financing if, for example, companies deliver on their promises
not because they are forced to but because they want to
build a good reputation to facilitate their access to capital
markets (Diamond 1989, 1991; Gomes 1996). Reputation
unravels if there is ever a time when the gains from cheating exceed the value of keeping external financing open,
since investors, through backward inducrion, would never
extend financing to such a firm to begin with.
Second, poor laws and their enforcement may have no
real consequences if firms can easily opt out of the laws of
their legal jurisdictions. Easterbrook and Fischel (1991) are
skeptical that legal rules are binding in most instances,
since entrepreneurs can offer better investor rights, when it
is optimal to do so, through corporate charters that effectively serve as contracts between entrepreneurs and
investors. In practice, however, opting out may be costly
both for firms that need to write non-standard contracts
and for investors who need to study them. In addition,

A. Data
We describe sequentially our measures of ownership concentration, external equity financing, and debt markets.
First, to measure ownership concentration, La Porta et al.
(1998a) assembled data for the 10 largest publicly traded,
non-financial private domestic firms in each of 45 countries. For each country we measure ownership concentration as the median percentage owned by the three largest
shareholders in each of these 10 firms.
Second, as in La Porta et al. (1997), we also use three
measures of equity finance. The first measure is the 1994
ratio of external equity finance to GNP in each country. To
compute a rough proxy of external equity finance, we multiply the total market value of common stock of all publicly traded firms by the average fraction of the equity not
held by the largest three investors (i.e., the complement of
the ownership variable just described). We scale the total
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TABLE 5

External
Finance
andLegalInstitutions
This table classifies countries by legal origin. Definitions for each of the variables can be found in Table 1. Panel B reports tests of means for the different
legal origins.

COUNTRY

Australia
Canada
Hong Kong
India
Ireland
Israel

OWNERSHIP
CONCENTRATION

EXTERNAL
CAP / GNP

DOMESTIC
FIRMS/ POP
Panel A: Means
63.55
40.86
88.16
7.79
20.00
127.60

IPOS / POP

DEBTI GNP

GDP GROWTH

LOG GNP

.

0.76
0.72
0.29
0.38
0.66

3.06
3.36
7.57
4.34
4.25
4.39

12.64
13.26
11.56
12.50
10.73
11.19

0.28
0.24
0.54
0.43
0.36
0.55

0.49
0.39
1.18
0.31
0.27
0.25

2.24

.

.

4.79

8.83

Malaysia

0.52

1.48

25.15

2.89

0.84

New Zealand
Nigeria
Pakistan
Singapore
South Africa
Sri Lanka
Thailand
UK
US
Zimbabwe
English origin avg.

0.51
0.45
0.41
0.53
0.52
0.61
0.48
0.15
0.12
0.51
0.42

0.28
0.27
0.18
1.18
1.45
0.11
0.56
1.00
0.58
0.18
0.60

69.00
1.68
5.88
80.00
16.00
11.94
6.70
35.68
30.11
5.81
35.45

0.66
*

0.90
*
0.27
0.60
0.93
0.25
0.93
1.13
0.81

.

.

2.23

0.68

6.90
1.67
3.43
5.50
1.68
7.48
4.04
7.70
2.27
2.74
2.17
4.30

11.00
10.69
10.36
10.88
11.68
10.92
9.28
11.72
13.86
15.67
8.63
11.41

French Origin
Argentina
Belgium
Brazil
Chile
Colombia

0.55
0.62
0.63
0.38
0.68

0.07
0.17
0.18
0.80
0.14

4.58
15.50
3.48
19.92
3.13

0.20
0.30
0.00
0.35
0.05

0.19
0.38
0.39
0.63
0.19

1.40
2.46
3.95
3.35
4.38

12.40
12.29
13.03
10.69
10.82

.

4.55

Kenya

4.93
5.16
1.24
0.75
1.80

.

5.67
0.05
0.11
0.56
2.01
3.11

.

.

13.18

0.09

Egypt
France
Greece
Indonesia
Italy
Jordan
Mexico
Netherlands
Peru
Philippines
Portugal
Spain
Turkey
Uruguay
Venezuela
Latin American avg.
Rest of French origin avg.
French origin avg.

0.62
0.24
0.68
0.62
0.60

0.08
0.23
0.07
0.15
0.08

.

.

.

0.49
0.57
0.53
0.55

0.08
0.23
0.19
0.21

3.48
8.05
21.60
1.15
3.91
23.75
2.28
21.13
9.47
2.90
19.50
9.71
2.93
7.00
4.28
7.49
11.89
10.00

Austria
Germany
Japan
South Korea
Switzerland
Taiwan
German sorigin avg.

0.51
0.50
0.13
0.20
0.48
0.14
0.33

0.06
0.13
0.62
0.44
0.62
0.88
0.46

13.87
5.14
17.78
15.88
33.85
14.22
16.79

Ecuador

.

.

0.67
0.31
0.57
0.51
0.59
0.50
0.58

0.22
0.52
0.40
0.10
0.08
0.17
0.18
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0.17
0.30
0.10
0.31

.

0.03
0.66
0.13
0.27
0.50
0.07
0.05
0.00
0.00
0.10
0.28
0.19

0.96
0.23
0.42
0.55
0.70
0.47
1.08
0.27
0.10
0.64
0.75
0.15
0.26
0.10
0.29
0.56
0.45

0.25
0.08
0.26
0.02

0.79
1.12
1.22
0.74

.

.

0.00
0.12

0.97

.

.

9.49

6.13
2.54
2.46
6.38
2.82
1.20
3.07
2.55
2.82
0.30
3.52
3.27
5.05
1.96
2.65
2.84
3.43
3.18

10.53
14.07
11.25
11.84
13.94
8.49
12.69
12.68
10.92
10.44
11.41
13.19
12.08
9.40
10.99
11.11
11.89
11.55

2.74
2.60
4.13
9.52
1.18
11.56
5.29

12.13
14.46
15.18
12.73
12.44
12.34
13.21
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TABLE 5

Continued
OWNERSHIP
CONCENTRATION

COUNTRY

Scandinavian Origin
Denmark
Finland
Norway
Sweden
Scandinavian

origin avg.

Sample Average

Common vs. Civil Law
English vs. French origin
English origin vs. Latin America
French vs. German origin
French vs. Scand. origin
Rest of French origin vs.
Latin America

EXTERNAL
CAP / GNP

DOMESTiC
FIRMS / POP

IPOS / POP

DEBT / GNP

GDP GROWTH

LOG GNP

0.40
0.34
0.31
0.28
0.33

0.21
0.25
0.22
0.51
0.30

50.40
13.00
33.00
12.66
27.26

1.8C

0.60
4.50
1.66
2.14

0.34
0.75
0.64
0.55
0.57

2.09
2.40
3.43
1.79
2.42

11.84
11.49
11.62
12.28
11.80

0.45

0.40

21.59

1.02

0.59

3.79

11.72

1.33
2.290
3 42 A

1.23
1.97
1 . 93 B
-1. 9 6 c
0.97

1.06
0.28
0.46
-2.48
0.33

0.88

1.22

0.91
-2. 6 8A
-2.34
3

,2 9 A

3

*3 2 A

-0.54

Panel B: Tests of Means (t-statistics)
3.16A
3.97.5
3 .29A
3 .1 6 A
4 50 '
1.97'C
2.29"
3.21A
-2.3BB
1.85
0.78
0.91
-3. 3 1 A
-5455
3.12A

-0.35

1.36

2.416

- 33 9A
0.82
2.20B

/Notes:
A.Significant at 1% level.
B. Significant at 5% level.
C. Significant at 10% level.

market value of common stock by the fraction of equity
held by minority shareholders to avoid overestimating

Finally, also as in La Porta et al. (1997), we measure the

the

availability of debt financing in each country as the ratio of

availability of external financing. For example, when 90

the sum of private-sector

percent of a firm's equity is held by insiders, looking at the

outstanding

to GNP. Our choice of debt variable is partly

market

determined

by data availability, because the analogue of

capitalization

overestimate

of the whole firm gives a tenfold

bank debt and corporate bonds

of how much has actually been raised exter-

the stock market data that we use to measure external

nally. The procedure we follow may still overestimate the

equity financing does not exist for debt markets. However,

level of external financing, because our ownership concen-

the fact that our debt measure includes not only corpora-

tration figures are based on the largest firms and because

tions but the whole private

they ignore cross-holdings.

advantage, because in many countries entrepreneurs

Still, this procedure is concep-

tually better than looking at the ratio of market capitalization to GNP.4

sector may actually be an
raise

money on their personal accounts to finance their firms (for
example, by mortgaging their properties).

The remaining two measures of external equity finance
capture market breadth. The first is the number of domes-

B. Results

tic firms listed in the stock exchange of each country rela-

The first striking result of Table 5 is that in the world as a

tive to its population. The second is the number of initial

whole, dispersed

public offerings (IPOs) of shares in each country between

median firm 45 percent of the common shares are held by

mid-1995

the largest three shareholders. The second result is that

and mid-1996

(rhe period for which we have

ownership

is a myth:

been able to obtain the data), also relative to the popula-

those countries

tion. Ve look at both the stock and flow of new companies

larger share ownership concentration.

obtaining

tries of the French legal family have an average ownership

equity financing

because the development

of

with weaker investor

In an average

protections

have

In particular, coun-

financial markets has accelerated greatly in the last decade,
and hence the IPO data provide a more recent picture of

concentration of 55 percent. Statistically this number is
significantly higher than the mean of the rest of the world

external equity financing.

and of each of the other three legal families individually.
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gin. However, German civil-law countries are a mystery.

the

We conjecture that a possible explanation of the German-

exception of Chile, which has strong shareholder rights, all

origin anomaly is that firms in both Germany and Japan

Latin American countries in the sample have higher own-

have large liquid assets and, therefore, our debt measure

ership concentration than the world mean. In fact, three of

overstates their true liabilities (Rajan and Zingales 1995).

the four countries with the largest ownership concentration
in the world are in Latin America: Colombia (68 percent),

C. Regression Results

Mexico (67 percent), and Brazil (63 percent). Only Greece

We present two sets of regressions in Tables 6 and 7 for

(68 percent) also has a concentration

each of our measures of ownership concentration,

that high. In sum,

external

these data indicate that Latin American countries-and

equity finance and debt markets. The first set of regressions

French

(Table 6) includes legal-origin

civil-law

countries

in general-have

unusually

dummies, whereas the sec-

high ownership concentration, possibly as an adaptation to

ond one (Table 7) includes our measures of shareholder and

weak legal protection.

creditor rights. In both specifications we regress our mea-

Several interesting patterns emerge from looking at our

sures of capital markets on two control variables and on law

proxies for external equity finance on Table 5. First, access

enforcement. The first control is the growth of GDP on the

to external equity financing is most limited in French civil-

theory that growth affects valuation and that in turn may

law countries. Specifically, both the ratio of external capi-

affect ownership patterns as entrepreneurs are more willing

tal to GNP and the ratio of domestic firms to population

to issue at attractive prices. We also control for the loga-

are roughly half the world mean, whereas the ratio of IPOs

rithm of total GNP on the theory that the creation of cap-

to population

ital markets

is roughly

one-fifth of the world mean.

Equity markets are particularly

narrow in Latin America;

the ratio of the number of firms to population

may be an activity

subject

to increasing

returns to scale. If this theory is true, we should observe

is roughly

that larger economies have larger firms, which

one-third of the world mean, whereas the ratio of the num-

therefore have lower ownership concentration.

ber of IPOs to population

sure of quality enforcement

is more than 10 times smaller

5

might

As a mea-

we chose the "rule of law"

than the world mean. In contrast, all three equity measures

index, but the results we present are representative of other

indicate that, on average, access to external equity is easi-

specifications with alternative enforcement measures.

est in common-law

countries: The ratio of outsider-held

The regression results in the first column of Table 6

stock market to GNP is 60 percent, vs. 40 percent for the

show that larger economies have lower ownership concen-

world mean; the number of listed firms per 1 million peo-

tration and that, although not significant in this specifica-

ple is 35, vs. 21.6 for the world mean; and the number of

tion, better enforcement leads to lower ownership concen-

IPOs per million people is 2.2, vs. 1.02 for the world

tration. In addition,

this regression confirms the sharply

mean. Finally, equity markets in countries of Scandinavian

higher concentration

of ownership in the French civil-law

origin are smaller but broader than in countries of German

countries:

origin.

country of French legal origin has 12 percentage points

To summarize,

external equity markets

line up

Controlling

for other variables,

the average

pretty well with shareholder rights and legal institutions:

more concentrated

ownership in the hands of the largest

They are smallest in French civil-law countries and largest

three shareholders

than the average country of English

in common-law countries.

legal origin.
debt

The first regression in Table 7 has the same controls and

measure. The ratio of total debt to GNP is 45 percent for

The last column in Table 5 shows the aggregate

legal enforcement variables as Table 6, but instead of legal

French civil-law countries,

origin it tests for the significance of stronger shareholder

57 percent for Scandinavian

countries, 68 percent for common-law countries, and 97

protection in the form of more anti-director

percent for German countries. It is also interesting to note

existence of one-share-one-vote

that Latin America, with a ratio of total debt to GNP of

the coefficient on the logarithm of GNP remains signifi-

only 29 percent, is an outlier even within the French civil-

cant, showing that larger economies have less concentrated

law family. Low creditor rights line up with small markets

ownership. The results also show that legal enforcement

when we compare French, Scandinavian, and English ori-

significantly reduces the concentration
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TABLE 6

Regressions
of ExternalFinanceandLegalOrigin
Ordinary least squares regressions of the cross section of 49 countries around the world. The dependent variables are: (1) Ownership Concentration (the mean
of each country); (2) External Cap / GNP; (3) Domestic Firms / Pop; (4) IPOs / Pop; and (5) Debt I GNP. The independent variables are (1) GDP Growth; (2)
Log GNP; (3) Rule of law; (4) French origin; (5) German origin; and (6) Scandinavian origin. Robust standard errors are shown in parentheses.

INDEPENDENT VARIABLES
GDP Growth
Log GNP
Rule of Law
French Origin
German Origin
Scandinavian Origin
Intercept
Observations
2

Adjusted R

OWNERSHIP
CONCENTRATION

DEPENDENT VARIABLES:
DOMESTIC
FIRMS / POP

EXTERNAL
CAP I GNP

IPOS / POP

DEBT / GNP

(7.9944)

(0.0084)
0.1938B
(0.0132)
-0.0662
(0.0067)
0.2122B
(0.0317)
-1. 5 98 2 A

0.0584B
(0.1112)
0.0038
(0.1193)
0.0417
(0.0926)
-0.3225A
(0.3902)

(0.0259)
0.0251B
(0.0420)
0.0370
(0.0272)
0.0698A
(0.1131)
-0.1516

1.0111
(0.0148)
-2.9127
(0.0281)
4.8422A
(0.0163)
-21.9070A
(0.0817)

-0.0013
(9.1683)
-0.0589
(10.9897)
0.9889A
(22.2848)
45

(0.0660)
-2.8119A
(0.0434)
-0.3123
(0.1314)
-0.9201
45

-0.2962c
(0.6257)
-0.3391B
(0.9516)
0.0336
(1.4532)
49

(0.1629)
0.1080
(0.1494)
-0.2764B
(0.4001)
-0.3496
41

-25.1485A
(0.1116)
-22.2680B
(0.1145)
33.0486
(0.2786)
39

0.5517

0.3840

0.3497

0.5671

0.6647

-0.0077
(1.3676)
0.0436A
(1.9117)
-0.0031
(1.4708)
0.1217A

Notes:
A. Significant at 1%.
B. Significant at 5%.
C. Significanr at 10%o.
TABLE7

Regressions
of ExternalFinanceandShareholder
andCreditorRights
Ordinary least squares regressions of the cross section of 49 countries around the world. The dependent variables are: (1) Ownership Concentration (the mean
of each country); (2) External Cap I GNP; (3) Domestic Firms / Pop; (4) IPOs / Pop; and (5) Debt / GNP. The independent variables are (1) GDP Growth; (2)
Log GNP; (3) Rule of law; (4) Anti-directors rights; (5) One-share = One-vote; and (6) Creditor rights. Robust standard errors are shown in parentheses.

INDEPENDENT VARIABLES

OWNERSHIP
CONCENTRATION

EXTERNAL
CAP / GNP

DEPENDENT VARIABLES:
DOMESTIC
FIRMS/ POP

IPOS / POP

DEBT / GNP

Growth

-0.0124
(1.3976)

(0.0097)
0.1433

o.o604A
(0.1251)

(0.0176)
0.031Ic

1.3926
(0.0184)

Log GNP

-0.0312B
(1.7815)

(0.0116)
-0.1814

0.0205
(0.1541)

(0.0306)
0.0667"

-4.7687A
(0.0270)

(1.4273)

(0.0060)
0.28240

0.0456B
(0.0887)

(0.0214)
0.0615A

4.8174A
(0.0142)

-0.0385A
(1.6293)
0.0044
(7.0938)

(0.0385)
0.5761A
(0.0461)
0.0226

0.1244A
(1438)
0.1433
(0.5267)

(0.0378)

6.0688A

(0.1278)

0.4189

-1.1172
(1.4796)
41
0.4541

0.0518c
(0.0287)
0.8622A
(0.2763)
39
0.5993

Rule of Law
Anti-director Rights
One-share = One-vote

_0.0151B

Creditor Rights
Intercept
Observations
2
Adjusted R

1.1041A
(0.1304)
45
0.4862

-0.3219
(0.2614)
45
0.4549

20.9494
(17.3374)
49
0.2671

Notes:
A. Significant at 1% .
B. Significant at 5%.
C. Significant at 10%o.
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regression. A 4.65 point increase in the rule-of-law score
(roughly the difference between New Zealand and
Argentina or Mexico) reduces average ownership concentration by 7 percentage points. Similarly, countries with
stronger shareholder protection, measured by our aggregate score of anti-director rights, also have a statistically
significantly lower concentration of ownership. A 1.6 point
increase in the anti-director rights score (roughly the difference between common-law and French civil-law averages) reduces ownership concentration by 6 percentage
points. Finally, the existence of a one-share-one-vote rule in
the corporate law turns out not to be significant for ownership concentration. In sum, regression results confirm our
previous finding that the protection of shareholders
through legal institutions is an important determinant of
ownership concentration.
As with ownership concentration, we present two sets of
regressions for external equity markets in Tables 6 and 7.
Two key results emerge from the analysis of the regressions
that use legal origin (Table 6). First, rule of law has a large
impact on all three variables: A move from the world mean
of 6.85 to a perfect score of 10 is associated with an increase
of 13.1 percentage points (the standard deviation of the
variable is 37) in the ratio of external market capitalization
to GNP, an additional 15.3 (the standard deviation of the
variable is 25) firms per million population, and a further
0.67 (the standard deviation of the variable is 1.5) IPOs per
million population. However only the last two results are
statistically significant. Second, legal origin matters. Relative to common-law countries, French civil-law countries
have a ratio of external equity-to-GNP 32.2 percentage
points lower, 21.9 fewer publicly traded firms per million
population, and 1.6 fewer IPOs per million population.
German and Scandinavian legal origin are also associated
with smaller and more narrow stock markets than English
origin but the effects are not as pronounced as with French
legal origin. All estimates are statistically significant with
the sole exception of the effect of Scandinavian origin on
the number of IPOs per million population.
The results on anti-director rights and one-share-onevote (Table 7) are easy to summarize. One-share-one-vote
has the expected sign, but it is never significant. In contrast, anti-director rights has a large impact on equity
financing both in statistical and economical terms: A move
from the world mean of 2.5 to a perfect score of 6 is associated with an increase of 43.5 percentage points in the
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ratio of external market capitalization to GNP, an additional 21.2 publicly traded firms per million population
and 2.0 additional IPOs per million population. Finally, as
in previous regressions, rule of law has a large impact on
equity financing, and it is now statistically significant
everywhere.
Overall, the results on external equity finance in Tables
6 and 7 show that rule of law and shareholder rights have
a large impact on the availability of external equity financing. With the exception of the number of IPOs per million
population in Scandinavia, the regressions also confirm our
earlier results that the legal institutions of civil-law countries reduce the size and breadth of the stock markets.
As for the results on the size of debt markets, the last column on Table 6 shows that French civil-law countries have
a ratio of debt to GNP 15 percentage points lower than
common-law countries. Similarly, Scandinavian-origin
countries also have much lower (28 percentage points) debtto-GNP ratios than common-law countries. In contrast,
German-origin countries have higher (11 percentage
points) debt-to-GNP ratios than common-law countries.
Finally,both regressionsshow that rule of law has, as in the
case of equity financing, a large and statistically significant
effecton the level of the debt-to-GNP ratio: The move from
world mean (6.85) to a perfect 10 is associated with a 20
percentage point increase in the debt-to-GNP ratio.
The results using legal origin are confirmed in regressions that include creditor rights. In particular, Table 7
shows that the creditor-rights index is statistically significant at 10 percent. The point estimate implies that a move
from the world mean (2.30) to a perfect score of 4 is associated with an 8.8 percentage point increase in the debt-toGNP ratio, which is economically significant when compared with a world mean debt-to-GNP ratio of 59 percent.
The size of the debt market does vary with rule of law,
creditor rights, and legal origin. As a result, French and
Scandinavian civil-law countries have narrower debt markets than common-law countries.
In sum, the results in this section show that the protection of investors through legal institutions is an important
determinant of ownership concentration and the size and
breadth of capital markets across nations.

IV.Conclusionand Policy Implications
In this paper we have surveyed the evidence on laws governing investor protection, the quality of enforcement of
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processes, it is important to incorporate those constraints

financing on a sample of 49 countries. The analysis sug-

in the policy design. For example, it may be particularly

gests three broad conclusions:

valuable to adopt an oppressed minority mechanism, per-

First, investors in different legal jurisdictions have very

haps similar to Chile's, that minimizes the involvement of

different bundles of rights. Therefore, investor rights are

the courts even if its more mechanical nature results in less

not inherent to securities but rather are determined

fair outcomes. Similarly, mandating

laws. In particular,

French civil-law

investors the least and common-law

countries

by

protect

requirements

countries the most.

enhanced disclosure

may not be sufficient in countries with weak

legal institutions. In such instances it may be desirable, for

Countries of German and Scandinavian legal origin take an

example, to require that institutional

intermediate

allowed to invest in companies that meet minimum corpo-

stance toward investor rights,

Second, law enforcement differs a great deal around the

rate-governance

world. French civil-law countries have the worst quality of

investors only be

standards as determined

by independent

best-practice commissions.

law enforcement, whereas German and Scandinavian civil-

Finally, in the area of creditor rights one may want to

law countries have the best quality of law enforcement.

emphasize

Law enforcement

involvement of courts. The United Kingdom's administra-

is strong in common-law

countries as

bankruptcy

procedures

that

minimize

the

well. These rankings also hold for one critical input into

tion procedure is an example of bankruptcy procedure that

law enforcement

puts most of the discretion in the hands of commercial

in the

area of investor

protections:

accounting standards.

banks rather than in courts. Along the same lines, another

Third, the evidence surveyed in this paper suggests that
large

capital

markets

require

that

countries

financiers against expropriation by entrepreneurs

departure

protect

from current practice would introduce

forces in the bankruptcy

and pro-

process by auctioning

market
off bank-

rupt firms much the same way that state-owned enterprises

vide them with good enforcement mechanisms to exercise

are currently privatized (Hart et al. 1997).

such rights. In the absence of a good legal environment
financiers are reluctant to surrender funds in exchange for
securities, and hence the scope of capital markets is limited. Specifically, we see evidence that poor legal institu-
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ory that more egalitarian nations have lower ownership concentration; and for the logarithm of GDP per capita under the theory that
richer countries may have different ownership patters. The coefficients on these two variables are insignificant in most specifications,
and their inclusion does not significantly affect the results presented
here. In the case of GDP per capita, a further reason to eliminate this
variable from the specifications is that its correlation with rule of law
is quite high (0.87)
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T IS A GREAT HONOR TO BE HERE.THANK YOUVERYMUCH,RAFAEL,FOR A VERYINTERESTING

paper. It is also a great pleasure for me to be here, since usually when I am with a group this large,
they are all attorneys. It is much better to be with a more mixed group. I really am very much jealous of Rafael because he can associate with attorneys when he needs them and needs their help, and
then he can go back to his office at Harvard and avoid them. I cannot avoid them. In fact, I even go
home to a wife who is an attorney, and a litigator on top of that.
I am really not competent to make hard and fast judgments on the methodology or the conclusions of
the paper, except to say that it correctly identifies some of the critical problems, some would say pathologies, of the legal framework for finance in this region. Rather, I think I am here to provide some observations from the point of view of a business lawyer who has advised underwriters and investors in transactions
in Latin American capital markets and who more recently has been involved in advising governments and
regulators on legal and regulatory reforms in the financial sector, most recently in IFC's work in Chile on
proposed reforms to corporate governance as well as to takeovers and tender offers.
First, I would like to say that the difference in what investors have been buying, in terms of what collection of rights they are really purchasing when they buy debt or equities in this region, has been recognized by
the underwritersand the bankersand their lawyers,but I
am not too sure-I supposeMr. Corrigancangive us a better idea-whether they havesharedthat informationsufficientlywith the actual end-purchasers.
I do believe,though, that a major problem that has not
been a major concernof investors-but, particularlywith
what has gone on in EastAsia, now there is no denyingis corporategovernanceand the rights of debt-holdersand
shareholders.I would like to give two exampleswhere, in
my personalexperience,these issueswere not adequately
appreciatedin the past but havenow becomevery clear.
One is, when you do a senior debt issue for a Latin
Americancompany,if you do not havea functioningbankruptcy system-and in most of the countriesI think it is

not unfair to say that for large companiesyou do not have
a functioningsystemand that no companywill actuallygo
into liquidation-if you do not have a functioningbankruptcy systemor liquidationsystem,what is seniordebt?
My clients would cometo me and say they have a senior
claim.They think this meansif there is a bankruptcy,they
get to collectfirst,so they havesomeleverage.And I would
say,well, on paper,yes,but in practice,we do not haveany
major companyin this country that that has everhappened
to. Lots of companiesthere have becomefinanciallydistressed, but none of them has ever gone into liquidation,
nor havetheir creditorsever wantedto put them into liquidation,becausethe prioritiesin bankruptcyare such that
all the moneywould havegone to the state in taxes and to

Michele Lubrano is a securities market specialist with the International Finance Corporation.
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the workers for unfunded pension and benefits and
unfunded severance pay. So, all I can say is that if you call
it "senior" debt, it just means that it is older. That is the
only reason I can find for calling it "senior."
The other issue is with the American Depository
Receipt Programs. This hemisphere has produced a lot of
American Depository Receipt Programs where equity
shares of Latin corporations are traded in New York and, in
the case of the Global Depository Receipts, in Europe. In
these cases it seems that the holders actually are trying to
give up what little corporate control they have because in
practice the contracts provide that the ADR shares, except
under exceptional circumstances, are just going to be voted
by the management of the company. So, you basically vote
with your feet by selling, but at no stage is there really a
practical mechanism to vote those shares. I have recently
been in Chile where, when someone calculates what the
control block is of a Chilean company, they count the controlling shareholders, who control management, plus the
ADR program because they always can vote those shares.
And that is something that is arguably-well, more than
arguably-in the control of the underwriters and the people who organize the deals from the start.
I guess I am not an optimistic person by nature. I am
really more of a cynic, but since I am here, and since I
think the cynical approaches will be more than adequately
expressed, I thought I would focus my remaining remarks
on what I see as some of the areas where there are hopeful
signs for the development of laws in the financial sector in
this hemisphere that would foster efficient allocation of
investment by more clearly defining the rights of shareholders, creditors, and debtors. And I think it is very
important, even if they are bad, that they be clearly defined
so these people know where they stand and what they can
try to deal with contractually and also how to foster the
right incentives for rational investment patterns.
As much as I am often frustrated in practice and in my
advisory capacity by the current legal frameworks of many
of the countries in which I have been called upon to work,
I try to keep in mind that in many ways we are still in the
early stages of economic and social reform in this region.
The countries of the "French" civil law legal tradition-I
prefer myself to say Latin tradition, so that we can include
the countries in this region and the mother country for
me-those countries share much more than just the legal
tradition, what they inherited from the Bonapartes. They
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share a history of relatively late industrialization, even in
Europe. They share histories of political and economic
volatility and in this century statism and concentration of
private wealth.
We are for the most part still in the process in the
region of building greater democracy, more social participation in government, and free markets, and this, I think,
is also true even in Europe when you make comparisons
with the countries of the Anglo-Saxon, German, and Scandinavian tradition. That's why I don't think it is inimical
to the Latin legal tradition to construct a legal system that
would function much better than the ones that Rafael has
been criticizing. I think if you took the best data points
from among the countries and put them together and built
an ideal hypothetical tradition that might exist in one
hypothetical country, you could do a pretty good job.
Since I've been informed I'm supposed to be very short,
I want to get on to four areas where I think there is
progress and where I think policy-makers and multilateral
institutions could be very helpful and should focus some of
their attention. There must be many, many more areas, but
these are the ones that are clearest to me:
First, the models for reforms that have occurred already
in this hemisphere have come from across legal traditions.
They have sometimes been faddist-I would say that the
focus on U.S. securities laws can sometimes be faddistbut they are usually pragmatic. The areas of reform in securities, in competition law, antitrust law, the banking and
finance laws, even in bankruptcy, particularly Argentina,
have looked at models way beyond just the French legal
tradition, and efforts are also being made in secured transactions and in the pension reforms. And in some of these
areas-for example, securities-parts of reform in more
global areas, like secured transactions, or incorporating the
concept of using the customary law as something that the
judges and that the securities regulators can look to, have
been incorporated. It's partial but it's a start.
A second force, I believe, is regional integration and
harmonization. In this hemisphere it's NAFTA and Mercosur. In NAFTA we can see an effort to accommodate both
civil- and common-law traditions. Within the North
American federal systems of Canada and the United States,
the civil-law jurisdictions like Quebec, Louisiana, and
Puerto Rico manage to function in ways that are effectively
the same as the common-law jurisdictions. In the case of
NAFTA we also have the example for the first time in Mex-
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ico of notice and comment requirements for regulations
that they never had before-and now not only in the areas
required by NAFTA, but also more generally in Mexican
law.
In the case of Mercosur, the World Bank's LAC Region
recently produced a book focusing on harmonization of
competition law in Mercosur, but also touching bankruptcy and intellectual property. And we can see that not
only are the four Mercosur countries trying to harmonize
among themselves, but also to import best practices from
outside the region. And, of course, each of the countries has
its own independent incentives to do that. The Argentine
bankruptcy reform will, in essence, push the other three
countries to also look at reforms in this area. And, of
course, the model for Mercosur, generally, is the European
Union, not that they would want to copy it directly, but
that it is definitely where they look to. And the EU direcrives and the other efforts to harmonize practice and to
accommodate transactions through the various legal traditions will also be a strong influence in Mercosur.
Also, as I was mentioning before, the process of making
laws and regulations is opening up. I think the example I
would give is Mexico's efforts to reform its bankruptcy system. In the 194 0s Mexico wanted a new bankruptcy code.
The government hired a Spanish refugee to write it. It was
approved by the Minister of Finance. It was brought to
Congress. It was accepted without any change. That's
unthinkable now in any of the countries in the region.
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Laws are debated. Interest groups are organized. Practical
problems that exist get revealed, and proposals get made to
change them. As I mentioned before, NAFTA has introduced notice and comment to the regulatory framework in
Mexico.
And finally, a plug for my own profession. There's been
in the last 10 years the development of a hemispheric bar
of business lawyers, people who identify themselves-and
there are a couple of them here in this group-as business
lawyers and folks with experience among the countries in
North America and in the region and in Europe. That field
is becoming more specialized. Business lawyers are not the
old-style lawyers who will largely give answers that are
negative. Instead, they are folks who understand their job
as to serve the clients and try to get them what they want,
and if they can't get them what they want in the long run,
the goal is to get the legal system to match reality and to
foster beneficial transactions.
There are increasingly formal links among the firms
among the countries. Latin American law firms have
become associated formally and informally throughout the
region, and there are also important links between Latin
American firms and U.S. and Canadian firms. This brotherhood and sisterhood of Latin/U.S./Canadian and European lawyers may still be small, but it's strong and influential. And I believe it can be an effective lobby and
workforce for spreading best practices and fixing a lot of
the problems that Rafael has underlined here today.
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HANK YOUVERYMUCH,MADAMCHAIRMAN,AND GOODAFTERNOON,LADIESAND GENtlemen. I have 10 minutes to deal with a subject that I could tackle perhaps better in 10
years, so, I will immediately get to the substance of the issue.
First of all, I think the most important sentence in Professor La Porta's paper is the very
first sentence, when he says that a roadmap for the future is one that centers on institutionbuilding, and, by implication, on structural reforms. I feel very strongly about this. Indeed,
I think in many countries, including most Latin American countries, the easy work of getting macroeconomic policies in reasonable order is done. The hard work of economic reforms and the institution-building that goes with it, however, is still largely ahead.
I would submit to you, ladies and gentlemen, that those structural reforms and institution-building
efforts are absolutely central to the effort to maintain the political support for sound macroeconomic policies and open economies that are so vital to the long-run development of the region. Moreover, these
reforms are the key to beginning to develop the ways and means to deal more effectively with the glaring
disparities in income distribution and widespread poverty that characterize so many nations in this part of
the world and, indeed, in the world at large. Unless these structural reforms and institution-building efforts
are accelerated, not only will the risks of financial crisis

its crucial role, improved banking supervision is not at all

remain very high, but the political commitment to open
market-basedeconomiesand democraticpolitical institutions will alsosufferand could evenbe reversed.
In no other sectoris the needfor structural reformmore
apparentthan it is in regardto the domesticbanking and
financialsystems.That necessity,as evidencedby the current situationin Japan, is by no meanslimited to the socalled emerging-marketcountries nor, judging from the
situation in Asia more generally,is it limited to Latin
America.Giventhe problemsthat we haveexperiencedin
recent years,the first subjectof attention when it comesto
institution-buildingand structural reformsin banking systems is the cry for stronger banking supervision.Despite

an easy task.
First of all, as many of you recognize,buildingstate-ofthe-art bank and financialmarket supervisorysystemsis
like trying to climb Mt. Everestwearingtennis shoes;it is
very difficult, and it is going to take a long time. More
specifically,state-of-the-artsupervisorysystemsare at best
a necessary,but not a sufficient,condition forsuccess.Also
needed, among other things, are fundamentalreformsin
judicial systems, legal systems, and bankruptcy laws,
amongothers. What many countriesaround the world are
in critical needof is what I havecalleda "cultureof credit."
Building that culture of credit requiresa frontalattack on
all of thesedifficultareasthat havebeendiscussedherethis

E. Gerald Corrigan is the Managing Director of Goldman Sachs.
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with the Mexican crisis in late 1994 into 1995, and up to

part because they are tough in substance, but

also because they are tough politically.

and including the situation in Asia today with the related

In my opinion, there are two factors that would accelerate this process of structural

21ST

contagion and spillover effects to other countries.

reform. The first is a much

We have gone through a relatively short period of about

on the part of the private

three years in which we have been faced with circumstances

broader menu of participation

sector. In the past I have called on the World Bank and the

in which at least a half dozen countries were literally on the

regional Development

edge of running

Banks to help spearhead this effort.

Not to take anything away from the contributions

out of money, with serious implications

that are

not merely for an individual country, but for the entire

being made on the official side, I do not think we are get-

world. What we should know, when in doubt, is that when

ting enough from the private sector in this area.

a country deteriorates to this level, there is no easy way out.

The second factor in this area is in legal reforms. I think
there is something

In these circumstances, I find it difficult to accept the sug-

to be said for trying to duplicate the

model of the Basle Committee's

gestion of many who argue that life would be easier with-

1997 Core Principles for

out the IMF. This, ladies and gentlemen, is foolish. This is

Effective Banking Supervision. Though they are but a few

not to say that there aren't certain things that the IMF

short pages, they are exactly what a set of core principles

could do better, but to suggest that the IMF is unnecessary

should look like. They strike at the heart of the process and

and life would be much simpler without it is a tragic mis-

provide political cover for leaders to help them make the

take. Moreover, the dangers of systemic contagion effects

case that these are the things that need to be done.

are no less severe today than they were in 1994 and 1995

I would like to think that a similar set of core principles
pertaining,

with the Mexican crisis. Therefore, future efforts must not

for example, to legal reforms and bankruptcy

be purely reactive-in

other words, waiting to deal with

reforms could be established. In fact, I have put together a

the problem

group of people from the legal profession and we are going

proactive and focus even more on crisis prevention.

to take a stab at that this summer. Whether

once it has started. Rather, they must be

or not our

Time does not permit me to elaborate any further, but I

endeavor is successful, I think this kind of a statement of

have prepared a report spelling out my own agenda for the

core principles could serve as a roadmap, as well as politi-

future geared to crisis prevention-which

cal cover for those leaders in emerging-market

of future agendas and rests upon institutional reform efforts

countries

who are serious about trying to make these reforms.

is a critical part

(as discussed here), particularly in the area of world financial

I would like to make a broader point in my last few min-

and banking institutions.

You may obtain a copy of this

utes. One cannot help but be worried when looking around

report, titled, 'Sovereign Financial Crises: Facing Realities

the world in the context of the past three years, starting

and Building a.More Secure Future," from my office.
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WOULD LIKETO OUTLINETHE EVOLUTIONOF EL SALVADOR'S
FINANCIALSYSTEMAND PROVIDE

some data concerning Central America, since there is a tendency to skip from Mexico to South
America while overlooking the fact that Central America is 2,000 kilometers long and has a population of 35 million and bank assets totaling nearly US$20 billion.
The economic situation during the 1980s was characterized by low rates of growth, particularly
in El Salvador, elevated inflation rates, significantly reduced exports, low international reserves, serious fiscal imbalances, and growing external imbalances, with the result that debt levels were extremely
high. El Salvador's financial sector featured a nationalized banking system accompanied by the typical
attendant problems: high delinquency rates (delinquent loans accounted for roughly 40 percent of bank
portfolios), an inadequate regulatory framework, and, naturally, weak supervision. Interest and exchange
rates were set by the Central Bank, which also directed lending operations.
Far-reaching macroeconomic reforms were introduced: First, the financial system was deregulated,
interest rates and exchange controls were relaxed, directed credits were eliminated, the economy was
opened up in all respects, and steps were taken to modernize the state by reducing the operating costs of
El Salvador's businesses. In addition, a very valuable program-the
National Competitiveness Program,
managedby El Salvadorwith backingfroma regionalproject supportedby the HarvardInstitute-was launchedto
identify clusters likely to generate higher profits for
investors.
Also, investmentin humancapitalrosein the socialsector, the financialsector underwent a major overhaul,as I
will explain shortly, and monetary and fiscaldiscipline
wereimposed.
In the financialsector,the CentralBank'sfunctionswere
redefined, enabling it to become a modern institution
whosesoleresponsibilityis to promote and maintain monetary stability.The regulatoryframeworkwasmodernized,
and legislationon banking,insurance,securities,and pensions was amendedto reflectinternationalstandards.The
Gino Bettaglio is President of the Central Bank of El Salvador.
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strengtheningof the SupervisoryAuthority of the Financial Sector made it possible to restore banks to health,
thereby facilitating their privatization,and stock market
growth wasspurredby the adoptionof enablinglegislation
in 1994.An individuallyfundedpensionsystemwasestablishedrecentlyand beganoperationsthis past April.
Turningnext to the currentmacroeconomicsituation in
El Salvador,the economygrewby an averageof 5.6percent
annually during the past eight years. With the peace
accordsin place, growth has been expandingsignificantly
sinceearly 1992,although problemsarosein 1996because
of a rapid increasein lending during 1995-96 that was
concentratedin only a few sectors,especiallyconstruction
and consumption.This led to an oversupplyof housing,
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which in turn caused an economic downturn, resulting in
growth of 2.5 percent for the period.
El Salvador has embarked once again on the road to susrained growth. Inflation in 1997 was at its lowest recorded
level for the past 26 years, and we anticipate a rate of 3.5
percent in 1998. Exports have increased steadily in recent
years, representing almost 22-23 percent of gross domestic
product; international reserves, representing 6.5 months of
exports, account for approximately 15 percent of GDP.
NVehave some regional data on lending as a percentage
of GDP. In both El Salvador and the region's other countries, lending now accounts for approximately 38 percent
of GDP. Private sector deposits in El Salvador represent
roughly 45 percent of GDP. We were unable to obtain
comparable data for the region's other countries, although
we checked with the Central American Monetary Council,
which provided the data we do have.
Regarding the financial sector (banks primarily), as
noted earlier, total assets are approximately US$20 billion,
while the return on net worth of institutions averaged 16
percent in December 1997.
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This chart caught our attention, and we would like to
show it to you. It indicates nominal rates or intermediation
margins calculated on the basis of loan and deposit interest
rates in 1997. It is interesting to note that in some countries-the United States, Chile, Panama, El Salvador, and
Mexico-financial margins have decreased.
Turning next to economic indicators in Central America-specifically,
the balance-of-payments current
account-perhaps the main point we wanted to make concerning El Salvador is that this figure averaged 1.2 percent
of GDP over the past five years. This is significant, since
the closer this reading is to zero or above, the easier it is for
countries to grapple with the problems this conferencewas
convened to address. The fiscal deficit is another important
factor to consider.
I would like to outline the steps El Salvador is taking on
the legal front. A program is under way to amend all of our
financial legislation. These measures include the insertion
in the Constitution of a clauseprohibiting the Central Bank
from extending credit to the government; a banking bill;
amendments to the laws governing the Central Bank and
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the SupervisoryAuthority of the Financial Sector; and a bill
on non-bank financial intermediaries. The objectives of
these reforms are to bring our financial legislation in line
with international principles governing bank regulation,
increase public confidence in the system, and foster the
growth of a sound and competitive financial system capable
of becoming an effective player in international markets.
The banking bill addresses the following key issues:
opening up and efficient functioning of the financial market; consolidated supervision of financial conglomerates;
establishment of bank entry and exit policies; institutionalization of deposit insurance; responsibility of directors for
all institutional information banks make public, including
their own financial statements, which directors are
required to sign; prudential regulation; requirements governing external auditors; and increased transparency of
information.
Finally, I would like to draw your attention to the hospitable climate for business in Central America and El Salvador. It is a region with relatively stable economic
growth, financial legislation based on international principIes, specialized supervision targeting banks, insurance
companies, pension funds, and the stock market, and a
financial market that is expanding on all fronts.
I will conclude by showing you this slide from a 1996
issue of Standard & Poor's Credit Weekindicating that addi-
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tional banks were expected to enter the market. Today,
more than 20 foreign institutions are operating in El Salvador. Some are engaged in banking operations, others are
engaged in pension fund administration, and still others
participate in strategic alliances with insurance companies.
It is our hope that such operations will continue, thus
enabling our financial system to become more competitive.

"The banking system in El Salvador benefits
from a wide base on assets, of a prudent and
solid regulation and efficient lending
operations..."
"With respect to the future, Standard & Poor's
expects that more banks will be used as a base to
serve the market of El Salvador, Guatemala,
Honduras and Nicaragua...'"
"The Salvadorian banks are among the most
efficient banks in Latin America..."
Standard & Poor's Credit Week
August 1996
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III. Roundtable:
The Impact of Foreign
Banks and Competition
between Banks and
Non-Banks
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HANK YOUVERYMUCH.I TOO WOULDLIKETO THANKTHE ORGANIZERS
FOR THE KIND

invitation they extended to me, and to say a few words about direct foreign investment in
the financial sector.
From the viewpoint of Central Banks, foreign investment in the banking sector is generally welcome, particularly if it comes from large banks with access to international markets. In this way, the bank in question can be capitalized at times when local conditions are
difficult, and its parent bank will have access to a Central Bank with reserve currency. This can be very
important if foreign-exchange problems arise.
Overall, the presence of such a bank can make managing financial problems at times of crisis much easier. It is also worth pointing out the attraction of having a dual form of supervision, exercised both by the
host country and by the authorities of the country in which the parent bank is located.
Another advantage of direct foreign investment in banking is that it brings competition, and this is
likely to increase efficiency and to reduce intermediation margins. In some of the filmstrips shown today we
saw that in Spain these margins are very small (about 2 percentage points), and-not surprisingly-the bulk
of foreign investment in the Latin American financial sector comes from Spanish institutions; however, I
to lower

Nevertheless, I would like to point out that, in the case

the margins they apply in Latin America to 2 percent,

imagine that Spanish banks would be unwilling

of Latin America, not all financial investment comes from

because in that case they would not bother to come. They

large international

want to make profits by applying somewhat higher mar-

cial sector has received investment

gins. From the point of view of a central banker, this is also

good news is that it proved successful; moreover, these

a good thing, because a sudden, sharp fall in margins could

investments

cause problems for some local banks.

when the financial crisis arose in Venezuela. However, sell-

banks. For example, Colombia's finanfrom Venezuela. The

were among the few that were recoverable

ing the various branches called for careful management,

The only danger (because, of course, not everything can
be positive) is that if an economic crisis develops, depositors

and this is something that merits our attention.

may withdraw their funds from the local bank and place

Colombia's financial sector has also received investments

them in the foreign bank. This, in turn, would produce a

from Ecuador, and problems in that country have made it dif-

crisis that would be difficult to manage in certain areas of

ficult to capitalize some of the subsidiaries in Colombia. Even

the financial market, and, as I understand it, this is one of

though financial investment among Latin American countries

the phenomena witnessed in Asia, particularly in Indonesia.

has enormous advantages, it still requires careful management.
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First, there has to be close cooperation among supervisors at the regional level, and the local supervisors have to
be very strict in enforcing the required levels of current
ratios in the case of institutions whose parent banks are
located in other Latin American countries, because, as I was
saying, capitalization problems can arise when there are
difficulties in those other countries. Applying very strict
supervision prevents the spread of contagion from one area
to another.
In some countries, one impact that foreign investment
in the financial sector has produced is a considerable degree
of consolidation, and there is clear evidence of this in
Colombia. The effect of such consolidation is that a larger
proportion of total deposits comes from entities that are
"too big to fail." Once again, although consolidation is
important from the viewpoint of efficiency, it also necessitates very much more careful supervision, precisely because
of the problems that can appear when one of those much
larger institutions gets into difficulties.
Recently, I have seen studies that make me wonder
whether it is possible to achieve large economies of scale in
a service-intensiveindustry like banking. It would seem that
efficiencycould be achieved at various degrees of size, and
that efficiencycan be achieved in different niche markets.
Very probably, local banks enjoy something of an advantage in knowing their customers, particularly those in
small- and medium-sized enterprises in intermediate and
even small towns. But these are not the customers that the
international banks are looking for, and thus it is imporrant that, while the consolidation process is under way,

21ST
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there should also be a substantial group of local banks that
are better acquainted with their customers and with the
characteristics of small- and medium-sized enterprises.
So what problems can I seefor this new banking market
dominated by direct foreign investment? First, one difficulty is that conventional banks have had high transactions
costs, and it was inflation that enabled these costs to be
covered. Because of the economic stabilization processes
implemented in most Latin American countries, customers
will no longer accept this type of cost, which will also be
reduced by competition. As a result, patterns of staffing
have to be changed, and that is not easy. The advantage is
that the international competitiveness of entrepreneurs
generally depends on reductions in intermediation margins. In some surveys of exporters, the high cost of credit
is identified as one of the cost disadvantages that prevent
our manufacturers from being more competitive on international markets.
So how, then, can these intermediation costs be lowered? The easiest way is to reduce inflation. Reducing inflation is probably a determining factor in reducing intermediation margins, and-obviously-competition
and
foreign investment can help. Central Banks also have a role
in reducing intermediation costs. On the one hand,
attempts can be made to reduce compulsory reserves and
investment, as far as existing monetary poLicieswill allow.
On the other-and this is a topic that has received little
consideration-the Central Banks can also point the way
toward increased efficiency in payment systems, and this
can also lead to lower costs.
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ALSOWOULDLIKETO THANK THE WORLDBANKAND THE ORGANIZERSOF THIS CONFERENCE
for the opportunity to participate in this meeting, a meeting that is both interesting and very relevant to the current situation.
This roundtable was set up to discuss the impact of foreign banks and non-banking intermediaries in the countries of the region. Of course, there has been discussion of this topic throughout the
conference, not just on this panel. Clearly what we have to analyze in a situation of improved competition is that there are benefits and costs associated with this competition. Therefore, I believe that even
though there are very positive elements, there will always be an element of criticism regarding liberalization. Obviously, the Latin American banking system was previously characterized by a number of serious
inefficiencies and high capital costs, with macroeconomic instability and a very weak system of supervision.
With the opening of these markets to competition in recent years, one might think, in terms of benefits, that
there has been increasing stability because of the greater size of the banks entering the system, with the
resulting better financing, and because this would involve less risk from the country s point of view.
The presence of foreign banks could allow for increased efficiencydue to better management of operations.
This, while debatable, is explained by the fact that foreign banks bring with them a regulatory system that is
likelyto be stronger,and this obviouslymakesit possible
to havemore solid institutions.
Non-banking financialinstitutions also provide strong
support for the processof intermediationgiven that they
can allow for deepeningof capital markets due to greater
specialization.Of course, there are also risks to be mentioned. It can be said that when the financialsystem and
capitalmovementsare liberalizedtoo rapidly,the situation
may arisewherelaws do not evolveat the pace required to
absorb the larger processof investment.It could then be
thought that foreign banks, in order to win markets, are
able to make loans without the necessaryprecautions.
However, the same argument can be made regarding
domesticbanks, becausein a situationof greater competi-
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tion these banks may borrow more in order to lend. In
addition, it is argued that specialized institutional
investorsmay act like sheep,producing greater volatility
in the markets.
However,the benefitsbasicallyhave been made quite
clear in the paperspresentedthus far, the primary benefit
being that greater competitionallowsfinancialsystemsto
operatebetter.Obviously,in Latin Americawe do seethat
there has been increasedparticipation by foreign banks,
mostlyfrom Spain,Canada,and the United States,but as
Dr. Urrutia mentions,also from banks within the region.
What we are seeing is that in various countries foreign
banks control the activitiesof the sector to a significant
extent. For example,this is happening in Argentina and
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Mexico, and even in Chile, Peru, Colombia, and Venezuela,

banking-i.e.,

and has provided

tions. The new banks are stronger, but this may have

somewhat

greater

stability.

Another

important aspect is that this has happened at a time when
direct foreign

investment

reduced competition,

although

probably

to a marginal

extent. For their part, foreign banks are not being set up as

in the region has increased.

Thus, in the 1980s direct investment

there are currently fewer banking institu-

branches that would be controlled by the regulations of the

in the region was

perhaps $10 billion per year, while in 1997 direct invest-

country of origin, but rather as subsidiaries regulated

ment in the region was $50 billion, with perhaps 5 percent

domestic legislation. This reduces the quality of supervi-

of this directed to the financial sector before and between

sion, and the benefits of the stronger supervision that may

10 percent and 15 percent going to that sector now.

exist abroad are thus lost, particularly

In addition, there is also significant growth in the oper-

by

if the banks origi-

nate in important financial centers.

ations of non-banking organizations. In the 1980s, pension

In any case, we can see a significant process of integration

funds had practically no resources, and they now control

and liberalization

$130 billion in funds in the region, a sizable amount.

ciency in the context of a banking system characterized by

that has combined with increased effi-

Other financial intermediaries

have also been developed,

the elimination of direct controls, lower reserve require-

but the fact of their rapid growth does not mean that Latin

ments, elimination of regulated interest rates, and, perhaps

America has fully embarked upon this process of integra-

most importantly,

tion. For example, in the OECD countries, pension funds

have been amply discussed by a number of presenters.

have assets equal to 50 percent of the gross domestic prod-

by changes in the regulations,

which

To conclude: Another aspect that is extremely impor-

uct. In Latin America and the Caribbean, pension funds

rant to remember is that this process is occurring within a

represent only 6 percent of the gross domestic product, a

context of significant improvement

relatively small amount. In addition, these funds are highly

economic conditions,

concentrated in Chile, Brazil, and Colombia and are grow-

allows us to predict that conditions are right for a deepen-

ing rapidly but starting from a small base in Argentina and

ing of capital markets and greater efficiency in the region's

Peru. In terms of recent financial developments

financial systems, even under difficult conditions such as

in the

region, what we see is that along with the entrance of for-

as mentioned

in the region's macroby Dr. Urrutia. This

those that characterize the current international

eign banks, there has also been a consolidation of domestic

Thank you very much.
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WANT TO STARTOUT BY SAYINGTHAT OPENING UP TO FOREIGN COMPETITION RELATES
to two other processes-domestic deregulation, which we are discussing here, and another important liberalization, also related to foreign direct investment, capital account liberalization. I think
the three processes are interconnected with each other.
I will be very brief on the favorable impact of foreign direct investment, as several speakers have
already commented on that. We have now seen foreign direct investment in Latin America for a
number of years. Unfortunately, it has followed rather than preceded a crisis. This pattern has repeated itself
in East Asia, where we didn't see much foreign direct investment earlier. Now, with the IMF programs, we
have seen some opening up in those countries. So, unfortunately, the benefits, which I think are significant,
have come too late in some cases.
What are those benefits? The work that we have done really confirms what has already been mentioned here.
The first benefit is the positive effect on competition, where you can actually show that if you have an increase
in the number of foreign banks, the overhead and the margins go down for the domestic banking system.
The second benefit is the stability in your financial system that may come in part from the access to foreign financial savings in times of crisis. This was the case here in this region-in Argentina, for example,
during the Tequila Crisis, when some foreign banks had

It appears to me that, at least on the consumer side, we

more access to foreign savings.

are getting some of these benefits extended in Latin Amer-

I think, however, the most important
the dynamic

gains-improvements

benefit is really
effi-

shown more of a consumer profile. Of course, even before

countries will

them, we already had quite a lot of foreign banks catering

in innovation,

ciency, the quality of financial services-that

ica. Foreign banks that have recently entered the area have

receive as a result of foreign entry. I think all three of these

to high-net-worth

benefits are well-known.

benefits of foreign bank entry have not yet extended to

I want to focus my remarks more on what are the issues

many small- or medium-term

that have come up as a result of the increased foreign
direct investment

omy to consumers,

I think this phenomenon links with capital account liberalization, the other reform process that I mentioned. As

these foreign banks are niche

players or will extend their services throughout
small and medium

the econ-

enterprises,

enterprises, which we know

are always going to be an important source of growth.

in this region. I think an important

issue will remain whether

people in this region. Nevertheless, the

foreign banks enter the arena here, there is increased inter-

and

mediation going on offshore in the form of large domestic

other groups.

firms going abroad to get financial services in New York or
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other financial centers. As a result, local domestic banks
may be squeezed between foreign financial firms catering
to large domestic firms or to consumers on the one hand,
and large firms going abroad on the other. At the same
time the segment in between-small- and medium-size
enterprises, or SMEs-may not be getting the services
from the foreign banks.
We may, then, be risking some kind of a model in
which banks start to operate the way multinational firms
work, where you have subsidiaries of foreign financial institutions in local markets in some sense feeding the business
to the international capital centers, let us say to New York,
from various local markets We have already seen this happening in the American deposit receipts (ADR) market
and some other global markets. The business may be initiated locally, but the value-added often happens in New
York or somewhere else (perhaps because the legal framework may be stronger outside rhe country).
On the consumer side in this region I also observe that
consumers already often have access to foreign financial
services. As the Internet and other technology increases,
you are likely to observe increased pressures on domestic
banks there as well.
The issue in my mind, therefore, is how can we get foreign banks to better provide services to the middle segment of the market. In that context, I think it is important
to foreign banks that the environment as a whole is stable
and open, and that banks are shown to be welcome for a
long period of time. Of course, macro stability is an important ingredient for that. I think another part of the commitment to open trading regimes can be through the
World Trade Organization. In the WTO, a financial services agreement was concluded last year, which on the
whole didn't open up all that much. There was some formal opening of the countries already committed to it, but
it wasn't much more than current levels. It may have been
a missed opportunity for a variety of reasons.
I think that agreement would have been a good opportunity to signal to the rest of the world that markets are
open not just now, but for a long time, as we always will
have uncertainty. The opening up under the agreement
could have induced foreign financial firms to really establish themselves here to service the local market, including
the smaller- and medium-term enterprises.
As I said, that commitment didn't materialize for a variety of reasons. We do see this starting to happen on a
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regional basis, but there are some drawbacks, including
regional contagion. Going forward, a key issue in my mind
thus remains: How can one get the foreign banks to commit to the local markers for a longer period of time?
The second issue that comes up with increased integration is supervision. We already discussed that "home
rule"-chat is, supervision by the home authority-is not
enough if you have subsidiaries. You have to get the host
country involved as well. Nevertheless, as the Barings crisis and other cases have shown, there is still a lot of harmonization, integration of rules, systems, and informationsharing that needs to be done in order to prevent such an
event from happening again.
In addition, supervisors need to consider a lot more the
stability of the home market of the countries from which
foreign banks come. In the case of this region, Spain is, of
course, becoming an important country to watch, in terms
of how stability there could affect the local market here,
We have seen examples from industrial countries where, as
Japan's banks weakened, they started to withdraw from the
United States, which did affect borrowers. In the United
States there is a lot of substitution, and a borrower can relatively easily find another bank, so the withdrawal of
Japanese banks didn't have any economic impact. Nevertheless, in more concentrated markets this is clearly an
issue to watch.
On the issue of capital volatility, there is a possible link
between increasing foreign bank entry and more volatile
capital flows. Foreign entry allows consumers and firms
more easy access to foreign savings, including shifting
from domestic deposits to foreign banks (which did occur
in East Asia). I think this is a risk that one would want to
watch. I have not seen it in large proportions, but nevertheless one would want to be cognizant of it.
On the supervisory and regulatory side-and this links
a little bit to the second part of this talk, which is on the
non-bank versus bank competition-we have seen that
when countries have opened up, home regulation starts to
affect the entity when it enters into the host country. In the
United States particularly, separation between various
types of financial activities is stricter; in most Latin American countries you don't have the same system. This came
up in NAFTA quite a bit. So one needs to harmonize not
just on basic rules, but also within the financial sector
globally, in order to efficiently conduct financial services
across borders.
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My last comment is more on competition between
banks and non-banks. Maybe rhat is an issue that was more
relevant in the past; currently, it becomes more competition between financial systems. The universalization of
financial services,where banks and non-banks really cannot
be separated as easily anymore, implies that competition
between domestic and foreign financial service systems is
important, rather than competition within the system
itself.

Another supervision issue that is coming more to the
forefront-not just because of this, but it is highlighted by
it-is that, as you increase competition, you need to deal
much more with bank failure resolution. Countries need to
set up mechanisms so that they are prepared, as they
restructure old banks, also to let some of them exit out of
the process. It doesn't add up if you just allow entry-from
foreign firms-without putting an exit mechanism place
at the same time.
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AM GOINGTO TRYTO TIE A LOT OF THESETHEMESTOGETHER,HOPEFULLY
REINFORCINGAND

elaborating,and particularly adding a dimensionof a practitioner from the private sectorin this field.
In the whole field of foreign bank entry or equal or internationalizationof financialservices,there is
the principle ofwhat is called"equaltreatment and non-discrimination,"and I must wonderwhether
I might have a claim to file given my 10 minutes at the end of the day to present a private sector
view,whereasthe rest of the entire period has been given over to officialand academicones.
Nonetheless, first, I will just preview a little bit of my talk, and certainly I am going to underscore
what is the subtitle, which is the commercialversusthe prudential challengethat we face in addressing all
these banking and non-banking issues.First, I will providea little bit of global perspective,and then I will
move into the situation in the region and talk about the emergenceof the so-called new phenomenon-as
if you didn't have enough worries already-the so-called non-bank, rogue institutions that were quite
prominent during the Asian crisis.
First, I haveto addressthe global scene.For those of you who have not been awarebecausewe havebeen
cloistered,when we talk about regional issuesand challenges,the distinction between regional and global
I think is almost as antiquated as it is between banking and non-banking financial institutions when we
talk about the financial sector. And for those of you who are

When we talk about globalization and universalization,

not aware, today, if we don't remember this gathering for

imagine trying to manage that behemoth CitiGroup when

anything

it is involved in all our countries in banking, securities,

else, we could recall that today witnessed the

onset of truly worldwide contagion.

insurance, etc. I suppose we'll have to call in the IMF if

But you see a lot of foreign non-banks getting into areas

they get into trouble. But on private pension funds, not

like leasing and consumer finance, mortgages, even venture

only is that direct business appealing for many reasons, but

capital, which is an overlooked area for which there is a very

so are all the spin-offs related to it-that

active market globally, using both local and international

tion of securities markets, both debt and equity, which can

partners to address this particular segment. But I think the

lead to underwriting,

greatest growth area, and what our clients-and

certainly

tunities; the entrance of rating agencies, which is often

those I know anecdotally-are

is, the stimula-

trading, brokerage, and other oppor-

most keen on has been the pri-

required; insurance companies are required to provide for

vate pension fund revolution in the past five years and its spin-

disability, provide for insolvency insurance, and the insur-

offs. For those of you who may not know, the largest player in

ers themselves want to enter this business and separately

private pension funds in this region is CitiBank or CitiGroup.

offer annuity products); mutual funds (by the same token,

Gary Kleiman is Senior Partner of Kleiman International Consultants (U.S.A.).
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the AFPs are natural wholesale customers for these products); etc. So you see all these business lines as a result of
the proliferation of this scheme throughout the region.
Yet there is a challenge that is increasingly important
and must be addressed in that you see a lot of cross-border
proliferation, a lot of cross-border expansion. The pension
company PROVIDA, for example, in Chile is active
throughout the region. At the same time, when we talk
about the openness of the market, again we confront this
same disparity in supervisory treatment.
Although these schemes are roughly variations of the
original Chilean model, they have all different sorts of operational and portfolio dimensions that have to be addressed,
whether it is basic licensing structure, the cost and discounting approach, the portfolio guidelines, local versus
foreign, debt versus equity, and private versus public, which
foreign financial institutions are seeing increasingly as a
challenge because they want to reach a certain economy of
scale as well because this private pension fund business is at
its essence based on that particular emphasis.
Finally, I want to talk about the emergence of the socalled non-bank financial companies that are untraditional
actors in this field but that were very prominent in the
Asian crisis and very prominent here and throughout other
emerging markets. I characterize these under a variety of
terms because they really have not been studied very well,
and they really are not overseen very well. Although in theory there is some regulation, very often in practice there is
no enforcement, and basic surveillance isn't even in place.
These can be deposit-taking companies, and they fall
under a variety of names-investment trusts, merchant
banks, plain financial groups-and they very often have
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a tendency to engage in very virulent speculation in
which they are not qualified. In Asia many of these institutions were involved in currency derivatives and property speculation-often in conjunction with mainstream
financial institutions that used these entities to mask
their involvement. These very often were not overseen
and were not subjected to any basic capital adequacy or
other norms. And there is a tendency for fraudulent
actors to enter the field. I think you saw this even in this
country with the FINSAPRO affair, from what I understand. So you have a lot of experience here in this region
as well.
In Central and Eastern Europe it often manifested itself
through pyramid schemes, which led not only to individual problems but the possibility of systemic collapses. In
Albania and Bulgaria you saw the whole financial systems
downed by these rogue financial companies.
Just to give you an idea of some of the quantitative
growth, there are very few institutions policing them. Central Banks are pretty busy, and finance ministries as well,
dealing with these other urgencies-although a few Central Banks have at least started to monitor and quantify
this phenomenon. In India, for example, with liberalization-and India is not a very liberal environment-these
finance companies grew in a very few years to capture 15
percent of household deposits, and the collapse of one led
to a run on many others and the introduction of some capital adequacy norms. You should at least begin basic surveillance. In sum, it does represent a different type of systemic risk when we look beyond the non-traditional,
non-bank actors-that is, the securities insurance, mutual
and pension funds, venture capital, etc.
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IV.Experiencesin
Banking Crises
Resolution

Clearing the Decks:
Experiences in Banking
Crisis Resolution
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HE AUTHOR WAS ASKED TO WRITE A "HOW TO" PAPER FOR THIS WORLD BANK CONFER-

ence. That is why I spell out a set of principles, rules of thumb, and "do's and don'ts," from
different perspectives,on how to deal with the different aspectsof banking crises.The result
may be somewhatdense, as it may sound too assertive.But I do not mean to be dogmatic.
The numerous areasthat had to be coveredin this paper and their complexityhaveled me
to give priority to concepts rather than to specificcountry cases. Although each concept I
describeis backed up by one or more country cases,I have limited the number of examplesI used because
too many referenceswould have made the paper confusing.Indeed, I made just a few referencesto the experiencesof specificcountries.
As used in this paper, the term banking crisesassumesthat they alwaysinvolvedeep insolvency,be they
single bank failures, widespread crises, or systemic ones. These are the reasons why the terms crisis and
insolvencyare often used as equivalents. So are the terms bank restructuring (to include bank closures),
crises resolution, and deck clearing.
The doctrine about these concepts is growing deeper and richer, thanks to the international experience
gained since the early 1980s. My contribution is not that of a professoror an economist. Rather, it is that
of a practitioner, who sees things from a micro perspective,

addresses such key areas as bank restructuring

has worked in bank pathology in a variety of countries over

resolution. So, let us welcome financial crises, particularly

a number of years, and has seen some resolutions succeed

if they are systemic.

and many fail. This has led me to express concepts and refer

and crisis

A few examples illustrate this point: When did Spain

to some successful cases that were contrary to conventional

and Chile begin to have a strong banking system and a

wisdom-sometimes

strong regulatory framework? After their banking crises of

even if only for the sake of debate.

the '80s. When did the United States enact the Federal

1.Let UsWelcome
Financial
Crises
Banking

Crises as a Trigger for Awareness

Deposit

Insurance Corporation

Improvement

Act, as an

attempt to prevent insolvency through gradual remedial
action? When did the United States establish the Resolu-

and Reform

Countries "need a good banking crisis" to ignite the engine

tion Trust Corporation? After its huge banking crises of

and undertake serious banking

reforms. This may sound

the '80s.

When

like black humor, but, in fact, it is only when a country has

Argentina

really start to strengthen

a serious crisis that its government reacts thoroughly and

tems? After their banking crises of the mid '90s. Now, it is

Arist6bulo de Juan is president of de Juan y Asociados,S.L., in Madrid, Spain.
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The later a crisis is thoroughly

addressed,

the more

Asia, including Japan and China, will seriously enhance

costly its solution will be. Losses will grow, sometimes

their regulatory and restructuring

even in a spiral. And, ultimately, the government's vaults

systems as a result of

their current crises. Actually, it is when crises occur that

and the economy of the country in general will end up tak-

governments,

ing the bulk of the hit.

Multilateral

Financial

Organizations

MFO's) academics, and experts realize-or
ize-the

(or

should real-

following:

The Recent Evolution of Prudential

The soundness of a banking

system is of paramount

importance-not

only for the payment system, but also for

macroeconomic

stability and growth. The latter implica-

Regulation

and

Supervision
A historic

overview

of how financial

systems

were

approached by many governments, MFO's, academics, and

tion is a recent discovery for many. If the banking system

experts since the early 1980s may prove very illustrative.

suffers, a fiscal and monetary sacrifice may have to be made,

In the early '80s, the general assumption was that only

as a trade-off.

the real economy counts. If it went well, the financial sys-

Systemic banking

crises generally

are triggered

by

tems would also go well. There would be no need for action.

macro upheavals, but they usually include many banks

If it went through a depression, so would the financial sys-

that, because of poor managerial practices, were previously

tems. Any action on them would prove useless. Therefore,

insolvent. Insolvency may be blamed on macro misman-

nothing relevant could or should be done about financial

agement, but, to the extent the insolvency is timely iden-

systems. "Country Economic Reports" issued by MFO's-

tified, they should be given a rigorous case-by-case treat-

thick documents, supported by heaps of data-made

ment, in order to avoid bankers' bailout.

tically no reference to financial sectors. At most, just a few

Private sector solutions have their own merits. But in

lines stated that the financial sector of a particular country
was in very serious trouble. Period. That was all.

actual fact, realistic and effective resolutions of banking
crises require

and

In spite of the systemic crises of 1982 in the less-

funding, in order to force banks to close or to restructure

developed countries, by the mid-'80s just a couple of con-

them for sale to or merger with sound investors. We live in

cepts were added to the previous general wisdom: Finan-

a second-best world. Avoidance of macroeconomic instabil-

cial sectors should be completely

ity requires a trade-off.

closures and mergers of institutions

Prudential

primarily

regulation

government

intervention

prac-

deregulated,

and bank

should be the solu-

rion to insolvency. No awareness was raised about some

and supervision are necessary to

prevent crises from happening, but they do not solve past

frequent implications

crises and may prove to be of little use if no restructuring

tion in situations of economic depression and without

legislation and institutions are in place, even on a stand-by

proper prudential

basis.

productive;

Excess borrowing often leads to illiquidity, through the

of those policies: Quick deregulaa

regulatory framework is often counter-

bank closure may prove contagious

and may

cause wider crises; and mergers of insolvent institutions

relaxation of sound lending and recovery policies. This, in

compound problems.

turn, leads to insolvency and then to illiquidity. While insol-

turing that were addressed were looked at with curiosity,

vency and illiquidity

as if they were just laboratory experiments

grow deeper and deeper, they may

remain hidden for a few years due to poor supervision, cos-

The isolated cases of bank restrucor visionaries'

inventions.

metic accounting, and expensive fund-taking. At the end of

In the mid '80s, the Basle Committee made a tremen-

the process, illiquidity ultimately comes to surface, and you

dous breakthrough

discover that the bank had been deeply insolvent long

pillar of bank soundness and by having countries agree to

before. This illiquidity, in turn, makes insolvency deeper.

the establishment

If a crisis is really deep in terms of solvency, a wrong

by emphasizing the role of capital as a
of a minimum ratio of capital versus risk

assets. In the 1990s, other areas of banking regulation fol-

diagnosis the size of the "black hole" will lead to inade-

lowed, such as interest

risk, market

quate treatment

supervision,

of financial conglomerates,

and to a waste of money and efforts. And

supervision

risk, cross-border
etc.

if crises are treated half-way, they are likely to repeat them-

But international enhancement of and convergence on eval-

selves, perhaps just a few years later.

uation of the quality of assets, as a crucial concept to make
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the capital requirements effective and meaningful, is still
pending full consensus today.
Simultaneously, also since the mid-'80s, the World
Bank began to fight a conceptual battle based on the following principle: "Rather than emphasizing development
finance,emphasize finance development." The implications
of that principle had a wide scope. This institution
strongly emphasized the concepts of prudential regulation,
prudential supervision, and bank restructuring, usually by
way of conditions to policy loans, as well as through seminars, conferences, and conventions. In the '90s, the concepts of enterprise restructuring (particularly for the
economies in transition) and bank governance were also
emphasized. The IMF, which had previously focused more
on central banking, monetary policy, and foreign-exchange
matters, eventually followed suit-later, but actively. So
did the Inter-American Development Bank and other
MFO's, as well as international research centers.
Thus, the concept of prudential regulation became central to the doctrine of sound banking and to banking
reform and was considerably strengthened in developing
and emerging countries. However, actual banking supervision lagged seriously behind. It was conceptually accepted
as a necessary tool "to get out of the dark" and to put preventive and remedial action in place. But, unfortunately,
lack of political will, a fear of recognizing the true situation of financial systems, and lack of skills to verify the
condition of banks through inspections has made implementation of supervision slow and faulty in many countries. Regulation has improved worldwide, but, very often,
it is not being applied. And the problem is that good prudenrial regulation proves ineffective if there is no strong
supervision, particularly in the areas of examination and
enforcement action.

IN BANKING

CRISES

RESOLUTION

restructuring, because, if properly implemented, owners
and managers would lose their investment and their jobs.
Many countries have undergone a serious financial crisis.
Then, and only then, have they put in place-even if reluctantly-restructuring operations. All countries boast that
they have restructured their banks, but this does not mean
much. The key questions are: Where you successful?And
which restructuring operations worked satisfactorily and
which ones did not? Unfortunately, if we study international
experience,we observe that many restructuring operations
did not work: Restructured banks continue to be capitalinsolvent and results-insolvent, even if capital improved to a
certain but limited extent. Many operations lead to a stage of
"muddling through," in the hope that the economywill grow
and the financial system will grow out of the crises. Sometimes this may come true, but only when insolvencyis shallow and economicgrowth is very quick and sustainable-not
when insolvencyis deep and the banks' capital has been lost
several times, as is often the case.If so, the lossesgrow more
rapidly than the economy.In the meantime, the danger of a
liquidity crisisand a credit crunch will hang overthe system.
The fact is that bank restructuring is the "poor relative" of
banking reform. Many writings from academia and MFO's
about the soundness of financial systems or banking reform
practically ignore the concept and mechanisms of bank
restructuring or water it down with a whole barrier of reservations. Also, much banking legislation does not cover bank
restructuring at all, under the assumption that insolvencyof
individual banks does not require special treatment and that
systemic crisesshould be treated by specialemergency laws.
In other instances, legislation addresses insolvencyby way of
just private sector mechanisms, namely recapitalization by
the previous owners and through creditors' committees. But
these mechanismsonly operate satisfactorilyif and when capital erosion is unveiled verypromptly, thanks to strong supervision-not if insolvencyis unveiled when it is already deep.
If such an approach is applied to countries with weak regulation and poor supervision, the solution to insolvency and
crisesis most likely to be improvised, in a haphazardway, too
late and sometimes through amateurish institutional and
financialarrangements.

Bank Restructuring: The Poor Relative
The concept and techniques of bank restructuring, which
have been advocated, alongside with regulation and supervision, have met special reluctance. It is taking a long time
for them to be accepted and implemented in a realistic and
effective manner. The idea that capital losses should be
refilled with real money, at a cost for the government if
need be, was a very difficult pill to swallow. And it still is
in the late '90s. Opponents of bank restructuring also
advocated a magnified and sometimes unfocused concept of
moral hazard as a theoretical approach. Also lobbies oppose

Il. WeAll Dreamof Systems
withLittle
Government
and NoDecksto Clear
The market is supposed to operate efficiently by itself
through tough competition; moderate spreads; good gov-
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ernance; good internal controls; transparency to the public;
assistance from external auditors and rating agencies to
that effect; rigorous interbank markets and self-regulation,
as a mechanism to prompt exit; recapitalization of banks
by previous or new shareholders; and, in case of insolvency,
closure of banks through bankruptcy or similar procedures.
But with some rare exceptions, life is not quite like
that-definitely not when supervision is weak, insolvency
is widespread, and political will to achieve a sound banking system is not strong and sustained over time. Let us not
forget that policies that are good in times of prosperity
may prove harmful in times of crisis or depression. Some
reflections:
* Good governance is always necessary, but if just good
governance were applied to deep insolvency or illiquidity, it would be of no use.
• Market discipline and rating agencies are also necessary, but what happens if they are based on non-transparent information provided by problem banks in
self-defense? Market discipline should work just as a
supplement to prudential regulation and supervision,
not as a substitute.
* Transparency is a clear objective, but what would happen if governments or banks all of a sudden publicized
the deep insolvency of many of them? If you think, for
instance, of the United States in the late '80s, you realize that you would probably have to wait until the
storm has cleared. In the meantime, transparency
should be reinforced, but in a gradual manner.
* Enhancing competition through licensing numerous
banks is welcome as a concept, but is it wise to do so
in times of crises? Shouldn't you establish a licensing
moratorium? Also, what if most of the new licensees
are businessmen whose ultimate objective may be taking deposits for self-lending? Will real competition
be fostered?
* Self-regulation is an ideal approach in theory, but
what if there is no transparency? What if this concept
degenerates in a collective exercise of mutual protection against government intervention?
* Shareholders are responsible for filling in the capital
gap. It goes without saying. But will they do so if capital has been depleted several times? What to do
then?
* Closing insolvent banks is a healthy and consistent
approach, but is it the best recipe if financial, social,
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or political implications are likely to trigger a general
crisis of confidence?
The conclusion is that, in times of deep insolvency, the
contribution of the private sector to preventing and solving the core problems may be useful but, in fact, proves
rather limited. Governments have to step in andindeed-clear the decks. It is only then that those creditors' committees, private institutions specialized in mergers and acquisitions or asset disposal, etc., may prove a
good supplement to achieving effective restructuring
operations.

Ill.Obstacles
to DeckClearing
Fiscal Discipline
When a bank is insolvent, the previous owner or new partners are supposed to recapitalize it. Otherwise, it should be
closed, unless the government considers it is viable or its
closure is expected to trigger a widespread crisis. There are
cases when governments adopt the general policy of never
closing any bank. They may be utterly wrong, but they
adopt the policy anyway. So let us suppose that the insolvent bank is nor closed, for whatever reasons. Then guidelines for alternative action should be in place. For instance,
in such situations, the capital deficiency-the "hole"-has
to be refilled by someone else, and it has to be refilled with
capital. The objective is not just to make the net worth
positive, but also to turn the results and the cash flows
from the red into the black. This is what financial restructuring is all about.
Rather than theorizing, let us mimic a typical dialogue
between a government official (G) and an adviser (A),
which has been almost "transcribed" from real life by the
author.
A: In case of restructuring, the name of the game is real
capital. It is not a matter of loans, under any modality: last resort, refinancing, subordinated debt, etc.
It is not a matter of debt equity swaps, financial
engineering, etc., either.
G: I understand that, but, mind you, the previous owners will always refuse to put good money after bad
money.
A: I suppose so. Close the bank then. Or, if you cannot
afford to close it, for serious reasons, recapitalize it
with public funds. Then make sure you write off the
previous capital first, in order to eliminate the pre-

EXPERIENCES

vious managers and owners and thus avoid moral
hazard. And, lastly, sell it to a sound institution.
G: Great, but where do we get the capital to protect
depositors (in case of closure) or to thoroughly
recapitalize the bank (in case of restructuring)?
There are no budget funds available, and departure
from fiscal discipline is a no-no. International organizations would kill us. So let's wait until illiquidity appears, and then we can use the Central Bank's
last-resort facilities. Repeated rollover of short-term
facilities may save us. They might even be repaid,
sooner or later. Who knows? But never mind. Some
experts or politicians don't worry about lending of
last resort. They do not want to recognize that those
loans may become a quasi-fiscal or even fiscal loss
and mistake them for recapitalization funds.
A: Sorry.Let me tell you that when illiquidity appears
and stays on for longer than a few weeks, insolvency
has probably been there for quite some time, is
probably very deep, and grows deeper and deeper.
Lending of last resort is no solution. Neither is
imaginative accounting or financial engineering.
Please, do not use gimmicks. We are talking about
real capital-be it injected as equity or via purchase
of bad assets with loss assumption by a third party,
usually by the government; be it by using cash or
government securities. Of course, we are talking
about capital in adequate proportions in order to
produce real profits and real positive flows.
G: This is impossible. I said that printing money or
increasing the fiscal deficit has to be ruled out. Having the Central Bank lending or incurring lossesfor
these purposes is a deadly sin. There is only one way
around the problem: You consider that insolvency is
shallow by way of an upside-down approach. In
other words, you may decide that the sum of estimated losses cannot be higher than the sum of funds
you can make available for restructuring. Let's suppose they are equal. Then you make some form of
soft loans and put some nominal recapitalization
funds into the bank, perhaps borrowed from MFO's.
And, of course, you announce publicly-even
abroad-that the problem is solved. This move will
restore confidence, obtain foreign financial support,
and buy time-perhaps until the new elections
bring in a new government.
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A: Then you are lost. Don't forget that while insolvent
banks hide their situation and remain artificially
liquid, hidden insolvency grows in a spiral, exponentially, with very detrimental effects: a credit
squeeze, misallocation of resources, growth of the
final bill to be paid by the government, and moral
hazard.
G: So, you think we are really lost? Or will economic
growth solve things? This is what we believe. And,
if so, the obvious recipe is to buy time. Our successors will know how to solve the problems.
A: Kidding yourself and doing nothing is the worst
policy you can adopt. If insolvency is deep, the
losses run like a rabbit. Simultaneously, economic
growth may move like a tortoise. Improving the
borrowers' repayment capacity takes a long time. In
the meantime, I said already what happens. Don't
you realize that the loss is already in the system?
Actually, you are supplying a lot of capital under
different forms: last-resort lending, refinancing of
loans that were allocated to state-owned companies,
subsidies to the banks or to bank's borrowers. Why
don't you form a package with all these forms of
support and put it to a better and organized use to
start with? Right now, you are having the cost, but
not the benefit.
G: We disagree entirely. What you want is to bankrupt
our financial system.
A: Wait a minute and listen, please. I am not bankrupting your system. Your system is already bankrupt, whether I say it or not and whether you recognize it or not. What is at stake, among other things,
is macroeconomic stability and growth, as well as
the proper functioning of the payment system. And
the later you act, the more costly it will be. All this
is very important. You can't make an omelet without breaking eggs.
Maintaining macroeconomic stability and protecting
depositors (who, by the way, have been neglected by your
poor supervision) has a price. There is no magic solution.
I invite you to do three things: First, fight conventional
wisdom in the fiscal and monetary areas. Second, ulseyour
imaginationto mitigate, share, and compensate for-avoidance is probably impossible-the fiscal and monetary
impact. And third, design institutional channelsthat may
ensure an effective restructuring operation.
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that the error of closing or restructuring

among Players

When addressing a restructuring

THE

banks due to a

pessimistic diagnosis is most rare. Actually, in 20 years of
for the first

hands-on experience in this area, the authot has known of

may not be in place, and there

operation

none. On the contrary, the error of leaving insolvent banks

may be strong hesitations about whether to act and about

in operation occurs very frequently.

who should do what. These limitations may be due to conceptual question marks or to gaps in the regulatory frame-

Bankruptcy

work. Generally, there are different institutions concerned:

Laws as well as judicial procedures in the areas covered in

the Treasury, the Central Bank, and the Superintendency of

this paper are old-fashioned

Banks. In addition, one or several specialized institutions

well-adapted to the specific nature of bankruptcy of finan-

are often established to deal with failure resolution. Lack of

cial institutions.

effective and expeditious

ority or may not be well-protected.

above institutions

coordination

is very frequent

obstacle to address a restructuring
to say, to good decision-making.

between

all the

and constitutes

an

and Foreclosure Procedures
in many countries and not

Creditors may not be given the right pri-

may prove bureaucratic,

Liquidation procedures

extremely

lengthy,

and make

operation and, needless

assets lose a considerable part of their value. Also, foreclo-

Sometimes there are turf

sure on collateral, a procedure that is supposed to protect

fights. Frequently, to the contrary, everyone wants to pass

the lender against delinquent

the buck until the Central Bank is left holding the "baby,"

some, protracted, leads to poor recovery, and is sometimes

borrowers, is also cumber-

who happens not to have any father. The topic of institu-

subject to corruption.

tional arrangements will be revisited later in this paper.

dures become serious obstacles to effective bank restructur-

Bankruptcy

and foreclosure proce-

ing. New laws have to be put in place to radically reform
procedures. Judicial

Lack of Legal Security
Closing banks and recapiralizing
government

reforms also are strongly needed in

insolvent banks with

many countries. However, this paper will not dwell on

funds implies having bank owners lose their

these matters, because they require very long and complex

investments and voting rights, and having bank managers

coverage that would be out of proportion here.

lose their positions. Sometimes they also may be taken to
court. Their interests and those of delinquent

IV.SomeQualifications
on MoralHazard

borrowers

and some of the staff are damaged. The defense of some of

In many aspects of life moral hazard is a very important

those interests

concept. It forms part of human nature. It basically means

often leads to legal action against

the

authorities, be it civil or criminal, on grounds of confisca-

that, if given the wrong

incentives,

people do wrong

tion, inadequate asset valuation, discriminatory treatment,

things. When talking about financial systems, regulators

corruption, etc. The authorities need legal security by way

should do their best to avoid moral hazard altogether or at

of clear laws that provide solid ground for them to under-

least keep it to a minimum. Moral hazard may derive from

take the different measures that are involved in crisis reso-

many aspects of a variety of government

lution, particularly

policies. But

in systemic crisis resolution. Lacking

sometimes warnings about the risk of moral hazard in the

such legal security, the authorities may hesitate to take any

financial system are unfocused or unrealistic, seen as a con-

action at all or may feel encouraged to avoid this obstacle
by turning problems around. Among other things, the

cept that indiscriminately haunts a number of aspects of
bank regulation and restructuring. Qualifying this topic

legal framework should allow for severance of owners and

may clarify when moral hazard is a real danger and when it

managers, for acquisition and sale of the bank shares and

is not. This is very important, because when decisions on a

assets, for their pricing and disposal, etc. Judicial proce-

banking crisis have to be made in a government's

dures also need to be reliable and expeditious.

room at 3 a.m., stemming "the bleeding" becomes the first

It goes without saying that the previous bankers should
have adequate

rights

to protect

board

and foremost objective. Under those circumstances, avoid-

themselves-preferably

ing moral hazard tends to be a second priority.

"post facto," because, otherwise, closing or failure resolu-

To understand moral hazard, we first must distinguish

tion could be delayed, while more and more losses and disruptions occur. In support of this statement, it can be said

among several kinds of moral hazard-bankers',
depositors', creditors', borrowers', and supervisors'. I will com-
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ment briefly on what leads these players to moral hazard
and what does not.
Bankers' Moral Hazard
Bad bankers can be led to make risky placements or engage
in risky off-balance sheet operations, to undertake fraudulent practices, or to remain artificially liquid by paying high
interest rates on their liabilities. This is particularly true if
they are in trouble and want to gamble for survival or resurrecrion, which will happen if they are aware that the regulatory framework is poor and they have nothing to fear.
But this will not happen if they feel a credible threat of government intervention, through which they may lose their
investment, their financial instrument, their social pre-eminence, and may even be taken to court. Whether depositors
lose their deposits or not is of secondary importance to bad
bankers, unless it causes legal problems for them.
Poor regulation and supervision make it possible for
bank insolvency, insider lending, and fraud to go unnoticed. And the damage will not be undone by severe remedial action, including fines, dividend suspension, mandatory capital write-offs, mandatory capital increases, closure
of banks, etc., if these measures are untimely. To this effect,
poor regulation and supervision do foster moral hazard.
But if, on the contrary, the regulatory framework is
strong, it will be possible to identify and unveil problems
promptly, to impose gradual provisioning and effective
remedial action, make transparency possible, close banks,
write off capital, and force the owners and managers to
leave the bank. If this is the case, moral hazard will certainly play no role.
Deposit insurance. Full deposit protection may certainly lead to moral hazard, especially if it is explicit. Ironically, this may also be the case when there is no deposit
insurance at all, because such a situation often leads to full
irnplicit protection. Be it explicit or implicit, full protection
makes it difficult for regulators to close banks. It is too
costly. In fact, in many countries with full insurance there
is a tradition that banks are never closed. As stated before,
bad bankers do not care too much about depositors; they
care about staying in place and being legally safe. But,
being aware that their bank is very unlikely to be closed,
they will be tempted to embark on risky practices.
On the contrary, limited and explicit deposit insurance
is no panacea, but it does protect modest depositors, who
would have never been in a position to tell a good bank
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from a bad bank. It also limits the risk and the size of
deposit runs. In the author's opinion, this kind of protection does not foster bankers' moral hazard because it makes
bank closure easy. The threat of government intervention
as described above becomes more credible to bad bankers.
Bank restructuring. Does it foster moral hazard? If
restructuring consists of just recapitalization, while the old
owners and managers are left in place, it certainly fosters
bankers' moral hazard. If recapitalization is delayed more
or less indefinitely for lack of funds or faulty institutional
arrangements, moral hazard also will exist. But if restructuring is timely and capital write-off and removal of boards
and managers go hand-in-hand with it, discipline will be
reinforced and bankers will be very careful about the way
they run the bank. There will be no moral hazard. The
threat of government intervention, here again, becomes
more credible. The paper tiger becomes a real tiger.
Last-resort lending. If it is short term and moderate in
size-just enough to cover occasional liquidity gaps, which
are normal in any banking system-there is no moral hazard in last-resort lending. However, if the size of the support grows indefinitely and the maturity of the loans is
indefinitely rolled over, there will be bankers' moral hazard. The bad banker knows that the Central Bank becomes
more and more committed to bail him out, and his bargaining position becomes stronger. "Come on. It's too
late," he may think. "Close the bank now, if you dare." The
bad bankers or their subordinates may even be tempted to
use those funds for their personal interests. This may happen in any kind of crisis.
Depositors'Moral Hazard
If regulation and supervision are not capable of unveiling
problems promptly, if deposit protection covers 100 percent of deposits, and if governments never close banks,
depositors will be led to place their money in those banks
that pay the highest interest, with no further investigation.
These are normally the worst banks. They pay high rates,
because the deposits they take make it possible for them to
survive and keep lending, by remaining "physically" liquid, while hiding their technical illiquidity and their
insolvency.This is moral hazard.
But if regulation and supervision unveil insolvency
promptly, if deposit insurance is limited to modest depositors, and if insolvency leads to either bank closure or bank
restructuring, decided on a case-by-case basis without a
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pre-established policy, there will be no moral hazard. There
is one exception: Protected depositors may be led to make
placements in risky banks up to the protected limit. But
this is probably a lesser evil.
What about depositor protection in case of bank
restructuring, through the continuity of the bank or a purchase and assumption operation? There might be some
moral hazard, but, here again, if restructuring is decided
on a case-by-case consideration and closure remains a possibility every time insolvency is identified, moral hazard
will be mitigated, because uninsured depositors are still at
risk. At any rate, if restructuring operations are considered
to be necessary-compared with their alternatives-this
kind of moral hazard may also be the lesser of two evils.
Are depositors, with poor and unreliable information,
ever in a position to tell a good bank from a bad bank? If
we take into consideration that rating agencies, investment
bankers, MFO's, and even supervisors, who have access to
tons of information, also make serious diagnosis mistakes,
how can we expect depositors to make the right decision?
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tance. Additionally, if there is evidence of fraud, the fraudulent bankers should be sued.
Borrowers' Moral Hazard
A good regulatory framework will lead banks to properly
classify and duly provision bad debts. This will force them,
in turn, to stop lending to bad borrowers and reinforce
recovery,which will constitute a moral hazard deterrent for
borrowers. Limited deposit insurance,which facilitates bank
closure, as well as judicial recovery or liquidation of bad
assets, may also be a deterrent. Restructuring will also deter
borrowers' moral hazard, if assets recoveryand liquidation is
left with the restructured bank under new and strong management or if left with a specialized, efficient, and strong
recoveryinstitution, be it private or governmental.
But if the provisioning and income-recognition requirements are soft, there will be borrowers' moral hazard. If
asset recovery is left with previous bankers, with the Central Bank (which never recovers well), or even with a specialized institution with no proper staffing or incentives to
recover, then there will also be moral hazard for the borrowers. They will ask for more and more loans, even
beyond their commercial or investment needs, and at any
lending rates. They are probably aware that they will never
have to pay their facilities back. Borrowers' moral hazard
also occurs when political interference puts pressure on
banks to be lax on recovery of certain loans, which happens
very frequently-but not only-with state-owned banks
or state-owned enterprises, or where cronyism prevails.
A most dangerous way to borrowers' moral hazard
occurs when governments impose mandatory write-offs or
moratoriums on banks vis-a-vis their borrowers' debts
across-the-board, or when governments bail out bankers
with banks. A number of borrowers may feel morally freed
from their commitments to the bank. "If the government
solves the bankers' problems rather than ours," they may
say, "why should I repay?"

Creditors' Moral Hazard
What is said about uninsured depositors is also valid for
creditors in case of closure, when the creditors are protected through modalities of bank restructuring that allow
for the continuity of banks. But if creditors are required to
write off all or a part of their subordinated debt or their
credits as part of the restructuring package, or swap them
for longer-term debr or capital, creditors' moral hazard will
be mitigated.
In systemic crises, particularly in large economies or in
regions, lending of last resort also may foster moral hazard
for creditors if it is given in large amounts and very long
term. Creditors will probably end up recovering their loans
with their high-risk premium and assume that next time
the same mechanism will apply. They will keep making
risky loans to risky borrowers in the hope that the risk premium will cover the risk. But they should not forget that,
quite often, operations with high-risk premiums may
make the lender lose the premium, the standard interest,
and often the capital. In a few words, there is moral hazard.
Eliminating the moral hazard here seems very difficult.
But some suggestions to limit it could be: Make it clear
that things may be different next time; try to make creditors take a certain hit; and close banks when you conclude
that they are not viable even if they receive last-resort assis-

Supervisors' Moral Hazard
There is no reason for supervisors' moral hazard, in a context where regulation is strong, analysts and inspectors are
skilled and sufficient in number, enforcement action is
effective, and exit policies are realistic, based on proper
institutional arrangements, and politically supported. But
if there is no legal safety, no political will, or no proper
policies, funding, or institutions to "clean up the decks,"
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no matter how good the rest of the regulatory and supervisory framework may be, supervisors will have negative
incentives to identify problem banks or insolvency situations. If they do, "the baby" will remain in their lap with
no solution ahead, and they will run very serious risks,
including legal ones.
There is also supervisors' moral hazard when they are
associated with the problems. Actually, when their previous action was lax or wrong, they will be reluctant to
unveil problems that make their mistakes apparent.
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* Increasing fiscal and monetary damage.
* Macroeconomic instability.

Different Treatment for Different Scope and Depth
As mentioned before,crises can be divided into those affecting isolated individual banks, those that are widespread in a
system, and those that affect the whole system, called systemic crises. In all three categories, deep insolvency and
underlying illiquidity is considered to be a common feature.
For the purpose of this paper, the concept of deep insolvency
is construed as the loss of capital severaltimes, as well as the
existence of negative cash flows, whose mere financing at
market conditions make insolvencydeeper and deeper. If the
owners or the market are not prepared to refill the stock of
lossesand reconstruct the flows, the underlying illiquidity
comes to surface.Something urgent has to be done about the
institutions concerned. The different kinds of crises will
probably need different kinds of treatment, even if they have
a number of features in common and if their borders are
often blurry. Case-by-casetreatment, across the board measures, or a combination of both will be the basic choices.
Single bank failures. Closure is a generallyaccepted solution for single bank failures unless the size of the bank
involvesthe risk of contagion. If such a risk exists, rather than
being closed the bank is likely to be restructured on a caseby-case basis, through special institutional, financial, and
operational mechanisms. This is generally the case for large
institutions that are consideredto be "too big to fail" or "too
big to be closed." But, even if the risk of contagion is not
apparent to the public, governments may be awarethat there
is wider underlying insolvency in the banking system and
may avoid bank closure.Also, some governments may have a
predetermined policy not to closeany bank, in any case.Even
if this policy is wrong, banks that failed in isolation will not
be closed,but rehabilitated by means of special mechanisms.
Those mechanisms should, therefore, be built in the legal
framework in order to enable quick and effective action,
rather than leaving things to amateurish improvisation and
poor coordination on the part of the government players.
Widespread insolvency. Here, a considerable proportion
of a system-not all of it-is insolvent. Perhaps 20-50
percent in terms of the number of existing banks, or 10-30
percent in terms of total assets of the system. Widespread
insolvency is not necessarily apparent, because losses may
remain undisclosed for a long period of time. Illiquidity
may not be apparent either, because the actual negative

V. All Right,Let UsClearthe Decks
No Exact Science but Common Objectives
By now we assume that self-regulation and the mere use of
market procedures do not provide effective solutions to
insolvency, be it individual, widespread, or systemic. We
also assume that the obstacles described in this paper can
and should be removed, and that it is generally accepted
that ineffective resolution or no resolution at all lead to
growing hidden and compound insolvency and to compound costs. We also assume that the authorities will not
be able to honor the implicit contract they have with taxpayers and insured depositors to control the risk exposure
of financial institutions, foster "good governance," and prevent the undesirable externalities associated with systemic
instability or crises. Therefore, decks should be cleared.
"Clearing the decks," bank restructuring, or banking crisis resolution are no exact science. These names can be
applied to closure, liquidation, and rehabilitation. This kind
of "business" is not made for perfectionists. A lot of "nasty"
things 'have to be done in order to complete successfuloperations. But they are less "nasty" than their alternatives.
There are two main objectives that are pursued by "deck
clearing": achieving soundness and avoiding damage.
The main positive goal is to build, at a minimum cost
for taxpayers, a sound, competitive, and well-managed
banking system, where only viable banks and good bankers
stay in business.
* The main damage to be avoided is:
* Disruptions of the payment system.
* General loss of confidence as a result of losses for
depositors and creditors.
* Misallocation of resources in favor of the worst borrowers or worst segments of the economy and crowding out of the most promising ones.
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and may be giving perverse incentives to bad bankers for

resources. One day, supervisors disclose insolvency in a

wrongdoing. What's more, such support will become very

bank or in a few banks-frequently,

costly. This is why, even in systemic crises, a case-by-case

only when illiquidity

appears and as a result of it. If the supervisor is aware that

approach for diagnosis of individual banks-even

insolvency is widespread, while not apparent, closing those

fect-should

banks will not be the most frequent choice, except perhaps

many of the support measures themselves should be case-

for small banks that are clearly non-viable. The risk for

by-case oriented.

crises to become systemic crises if banks are closed is as

if imper-

be a prerequisite for action, and it is also why

In this regard, I suggest the following approaches and

serious as that triggered by the closure of big banks.

sequencing:

Although it is true that the later you treat a crisis, the

* Try to build enough political consensus and announce

more costly it will be, it is not always possible to act early.

some of the key policies you are going to apply, in

Why? Because doing so would imply the treatment

of all

order to restore a certain degree of confidence. To this

banks simultaneously, without necessarily having the nec-

effect, information on an initial diagnosis is necessary.

essary resources and expertise. Therefore, a clean-up opera-

But be aware that,

tion over a period of perhaps 3-5 years is more likely. Is it

information may trigger panic. And available loss fig-

more costly than a one-shot

ures initially will have to be multiplied by two, three,

operation

for all the sick

in dramatic

situations,

excess

banks? On paper, probably so. But the one-shot approach,

or four to reach the real ones. Also, avoid announcing

which is generally advocated by the author for each partic-

policies and committing

ular bank, may lead to many errors and higher cost if

measures that you may be unable to implement.

simultaneously applied system-wide, due to lack of experi-

yourself prematurely to take

* Prepare and "sell" special emergency

ence and proper institutional and financial arrangements.

legislation to

address the situation.

Systemic crises. This is a fashionable concept nowadays,

* First close or restructure the worst banks, which were

because of the crises in Venezuela, Mexico, and Argentina in

already insolvent before the macro-upheaval

the mid-'90s and the present crises in Russia, Japan, and in

Do not let bad bankers protect themselves and be

East Asian countries. Systemic crises affect most of the insti-

bailed out on the claim that it was all the govern-

tutions in a system. They prevent the system from perform-

ment's fault. Be aware that in most bank failures, poor

ing its basic functions because of the breakdown of payment

management

systems, withdrawals of deposits, and credit crunches. As

is a major cause.

* Apply last-resort

noted before, the line between a single bank's insolvency and

occurred.

lending to those banks that, in an

initial approach, are not candidates for closure.

widespread insolvency is sometimes blurry, as is the line

* Apply a combination

between widespread insolvency and systemic crisis. While

of the across-the-board measures

that this paper will suggest later.

deep insolvency is present in all three categories of crises,

* For banks that were not brought back to health by the

illiquidity affecting most of the banks is the special feature of

general measures, but are viable nonetheless, follow

systemic crises. Therefore, special mechanisms should be put

the checklist of case-by-case arrangements

in place to satisfy the liquidity needs and rein in the "wild

solve their individual problem. This will probably be

horse." Additionally, other measures should be taken acrossthe-board to improve the general flotation line of the sinking

done over a period of time, as losses of each particular
bank are gradually unveiled.

boat-i.e.,

the financial system at large. Of course, macro-

Because of the blurred

economic recovery is also necessary to solve systemic crises.

widespread

insolvency,

lines between individual

and between

widespread

vency and systemic crises, both widespread

VI. Across-the-Board
Restructuring
for
Widespread
Insolvency
or Systemic
Crises

that can

and
insol-

insolvency

and systemic crises will have to be treated not only with
a mix of across-the-board
the instruments

measures, but also with many of

and procedures

A Suggested Mix and Sequencing

paper for case-by-case

It is important to point out that, when you apply support

packages should be considered without

measures to all banks, good and bad, you are being unfair

to the other.
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Lending of Last Resort
It is internationally

that governments
accepted that one of the main func-
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may be supplying last-resort money to

banks that ultimately will be closed, and those funds-or

tions of Central Banks is lending of last resort to tem-

a part of them-may

porarily illiquid banks. Textbooks say that this lending

become a loss.

Another risk is that last-resort support may "have to be"

should be:

rolled over for longer periods and for increasing amounts.

* At higher than market rate, as a penalty for poor man-

Then, governments may not dare to close the banks involved,

agement and as a deterrent to moral hazard.
* Short-term-ideally,

lest they have to turn the loans in their Central Bank's books

overnight money. Rollovers may

into losses. Then, in order to remain legal, last-resort lending

be allowed, but up to a limit. Not more than 30 days?

may be converted into another longer-term modality of lend-

Up to 60 or 90 days in exceptional cases? Some flexi-

ing, perhaps through refinancing of bad loans to state-owned

bility is recommended, but not too much.

borrowers or through subordinated debt, or through just hav-

* Properly secured, through rediscount or collateraliza-

ing the Central Bank's support being replaced by loans from

tion of assets, which should be as liquid as possible.

state-owned development banks, without due transparence.

* Replaced as soon as possible by recapitalization funds,

In those cases, long-term-actually

termless-lending

may

if the illiquid bank proves to be insolvent and a deci-

be mistaken for real recapitalization, and the problem may be

sion is made to recapitalize it, rather than to close it.

wrongly considered as closed. It will spring up again.

In systemic crises, this kind of support will have to be

Let us consider cases when last-resort

money is lent

huge and be supplied directly by the Central Bank or by

beyond ordinary bounds to illiquid banks, and then a deci-

other sources. It may not necessarily meet the conditions

sion is made to restructure those banks. In such cases, the

that are mentioned above.

government

There are countries that recently have gone as far as to
prohibit

Unfortunately,

this is not always the case, and those loans

lending by the Central Bank. Other

are partially or entirely lost. Three formulas applied by

countries do not have such a legal constraint, but are just

Central Banks in different countries to recover those loans

unwilling or unable to lend the huge amounts and at the

are mentioned below:

terms

last-resort

should do its best to recover such money.

that are required

entirely

disrupting

* Swap them for capital and sell that capital later, once

in a systemic crisis, without

short-term

monetary

objectives.

In

the bank has been restructured

both cases, the need for foreign assistance, both public and

* Swap them for subordinated

(as occurred in Chile).
debt that will be reim-

private, may be unavoidable. Foreign lines of credit or spe-

bursed once the bank is restructured.

cial debt issues to be financed by MFO's or foreign banks

the debt can be swapped for capital and then sold. In

have been used as a solution by several countries in the past

the meantime, as in the previous case, that capital can

few years. Special domestic debt also can be used. These

be used by the government

arrangements

influence on or control of the illiquid bank. (This was

can prove effective to buy time, but one

should not boast that the government

is not providing

the case in Mexico.)

such last-resort financing or is not suffering any monetary

* Make reimbursement

or fiscal damage. In other words, who is committed

to

If convertible,

as a means of exercising

of those loans a requirement

for

the future buyers to meet as a part of the bidding that

repay the last-resort funds? Who is responsible for such

will conclude

contingent

approach).

liabilities?

the

restructuring

process

(Spain's

As indicated above, lending of last resort is applied to

"Ersatz" formulas for last-resort lending have been used

individual insolvent banks, to widespread insolvency, and
to systemic crises-ideally, only to those banks that are not

as an initial step to provide liquidity to the banks. One
such formula is "directed" or "induced" loans made by

going to be closed. The problem is that in all these types

sounder banks to illiquid ones, presumably with some kind

oF insolvency, supervisors do not always know from the

of support or guarantee by the Central Bank. The rationale

whether particular banks should be closed. Ini-

for this is that these sounder banks could have been the

tial diagnoses are most often very poor, and you cannot

beneficiaries of "flight to quality" from the worst to the

wait until real losses are accurately identified. Loss discov-

best banks, and it is fair to have them return the flows.

ery is a gradual and difficult process. Therefore, chances are

Another formula has been "directed" or "induced" pur-

beginning
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stop the bleeding of liquidity and capital. Authorizing
market rates for this kind of lending-rather than mandatory preferential rates-could also help banks diminish
their current losses.
What about phasing out requirements on capital, provisions, and income recognition? This is a deadly sin that I
do not recommend at all. Particularly in situations where
the bank's or the system's predicament-i.e., its losses-is
growing intrinsically worse, such a policy is probably suicidal. But if governments, faced with a general upheaval,
yield to the temptation to have recourse to phasing out
those requirements, then, as a last line of resistance, a fundamental rule of thumb should be followed: There should
be no free lunch, as explained below.
Governments should not give any assistance or allow for
any forbearance to any bank, even across the board, without strictly requiring from them a full turnaround plan, in
order to help control the damage the bank suffers. Such a
turnaround plan should also be comprehensive and should
include surgery measures in all key areas: management,
accounting, personnel, administrative expenditure, lending policies, recovery, pricing, etc. The owners and the
supervisors should watch over their design, their implementation, and their effectiveness.

chase of illiquid assets by sounder banks, which has provided some liquidity to "dry" banks. Sometimes, though,
it is at a cost: The price of such assets has been established
by the buyer, who was in a very strong bargaining position.
These formulas do provide liquidity, but perhaps at an
additional loss for the weak bank.
Other Across-the-Board Measures
Across-the-board measures-other than last-resort funding-can be chosen from among those listed below. They
are just briefly described here, but could be the subject of
a separate paper.
Lower reserve requirements andlor remunerate them.
Lifting the government's tax-which is involved in freezing deposits to meet those requirements-is of help as a
supplement of liquidity support and as a way to diminish
current losses.
Withhold dividend payments for all banks. If most of
them are loss-makers, allowing dividend payments will
further decapitalize them. And what you need is to see
them recapitalized.
Block delinquent borrowers' deposits, if there are any
left, at the time the crisis occurs.
Recapitalize state-owned enterprises to allow them to
repay their debt to banks, fund bad loans made by banks to
always voluntarily-and
state-owned enterprises-not
write off any previous refinancing against the loans that
were made to those enterprises.
Arrange for roll-over of short-term foreign credit
facilities.
Provide foreign currency for banks to repay theirforeign-currency borrowing, entirely or up to a certain limit,
when lack of foreign currency was among the macro causes
of the crises.
Carve out bad assets across the board as a proportion
of each bank's capital. You can do it all at once or gradually, as the depth of systemic insolvency is identified. Some
repurchase agreements could be established between the
government and the banks, as an incentive for good management and recovery and for reduction of the cost to the
tax payer. But the conditions should not be very strict in
terms of proportions, price, and timing, in order to avoid
perpetuation of problems and to allow for real rehabilitation. Strike a balance.
Reduce forced credit to economic segments that are
otherwise unable to borrow. This is another partial way to

VIl. Case-by-Case
Action
Choice No. 1: No Action
This can happen just by omission on the part of the government or by announcing explicitly that the government
will take no action and will let the private sector sort
things out. Sooner or later the government will have to
reverse gear and take some action.
Taking no action is the worst choice, but there are many
reasons why this course may be taken.
* Uncertainty as to the size of the lossesand willingness
to have a full and thorough diagnosis first. This is a
rational approach, but it may lead to an "analysisparalysis" syndrome. An initial diagnosis is never
thorough.
* A fear to close banks as long as they remain "physically" liquid because of the social and political implications of such measures.
* An unwillingness to see the loss taken by depositors
and creditors because of the risk of systemic contagion, and because of the underlying complicity of the

154

EXPERIENCES

government in the lack of transparency to depositors
and creditors.
• An unwillingness or a lack of budget funds to take the
loss derived from closure or rehabilitation. MFO's surveillance function supports full protection of governments' budgets. This policy is rational and sound in
itself, but it may prove unrealistic and even counterproductive if no exceptions are allowed for extraordinary crises.
* An unwillingness to stop receiving taxes (and dividends in case of state-owned-banks) from insolvent
banks that kept declaring profits.
* A poor regulatory framework, which may fail to typify the grounds and tools for enforcement of remedial
action, including closure and forced restructuring.
* Poor supervisory mechanisms or staff, which may be
incapable of identifying insolvency early, accurately,
or at all. This will certainly happen when bank examination does not work.
* Lack of political will, sometimes derived from the
pressure of individual bankers or their lobbies.
"Rather than addressing insolvency by having capital
injected," they will say, "let's just forbear on provisions and adjustments, while waiting for the economy
to recover. Time will solve things."
The implications of no action are very harmful. Here are
some of them:
* Lack of transparency by way of widespread cosmetics,
which is fostered by the government through poor
supervision.
* Poor allocation of resources to the worst borrowers
and segments in the economy-often "the old borrowers"-and crowding out of the best ones.
* Risky and speculative placements, as a common rule.
* Frequent corruption and fraud.
* An increase in the stock of lossesdue merely to financing of the current stock of losses.
* Serious fiscal distortions, because the Treasury and/or
the Central Bank will end up incurring losses. Don't
forget that loans to insolvent banks on the Central
Bank's balance sheet often result in actual losses.
* Lastly, serious monetary distortions will occur:
Interest rates will get out of control when bankers
gamble for survival or resurrection, and systemic crisis will bring about inflation, which is a burden for
the society.
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Choice No. 2: Bank Closure and Deposit Insurance
When to Close
Closingbanks is the right thing to do, Shareholders, depositors, and creditors played a market game and lost. The survival of the fittest will operate, and the system will be
strong in the long run. The problem is that the long run is
made of a sequence of short terms. And the short-term
implications of banks closures may be very detrimental for
the system and make the long-run horizon never materialize or delay it significantly. This may happen when the size
of the bank is likely to produce contagion and a loss of confidence in the rest of the system. This also may happen in
systems where banks are licensed to have industrial subsidiaries, or when lending is heavily concentrated in industrial borrowers. Deciding whether contagion is likely to
occur should be based on the information available, but
also on judgment, because the available information is not
necessarily reliable. Turning off the tap may also trigger
serious labor and social problems. Another problem, as
mentioned before, is that some governments-for good or
bad reasons-may simply decide that they will not close
any bank, whatever its size.
In spite of the above considerations, one should recommend that non-viable banks-no matter how blurry this
concept may be in practice-and banks that do not render
a necessaryservice to a given community or economic segment should be closed. This is particularly true if they are
small and the risk of contagion is not significant. Mediumsized banks should also be closed as a matter of principle,
but a decision may be made not to close them if, after a
case-by-caseconsideration, a risk of contagion is found. Big
banks, however, are special animals, and killing them may
have dangerous implications. Generally speaking, they will
not be closed. That is why they are called "too big to fail."
Rather, they will be subject to a restructuring operation
along the lines described in this paper for case-by-case
treatment.
It is worth commenting on the concept of "least cost" as
the criterion to decide whether an insolvent bank should be
closed or restructured. The conventional rule of thumb
says-for good reason-that the choice between the two
options should favor the least costly one. But what is the
real cost of each option? It is certainly not the difference
between the market value of assets and liabilities in the
books at the time of closure, minus uninsured deposits and
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credits. Why? In the case of liquidation, assets lose their
market value in high proportions. In the case of closure,
the cost of externalities-both quantitative and qualitative-may
be very significant. Think of interbank
deposits, domino effects, social implications. Also, governments may feel obliged to pay off uninsured liabilities.
And in case of closure of universal banks, what will happen
to their non-financial subsidiaries? Here again, the use of
good judgment and a degree of discretion are necessary to
reach a good decision.
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the different banks may lead to unfair treatment, with a lot
of potential implications, including legal ones. Second, the
establishment of different risk-based premiums implies
publicity about the existence of risky banks. When no
proper resolution mechanisms are in place, such publicity
may trigger a loss of confidence and make the situation
worse. However, as a concept, risk-based premiums are
generally accepted and are likely to be gradually established internationally, as the supervisory systems become
stronger.
The deposit insurance mechanism may adopt several
institutional modalities: First, just a fund, normally with
the Central Bank, which receives financing from member
banks and pays off the insured deposits. Second, a public
legal person, governed by public or by private law. No
matter who finances the insurance scheme, the responsibility for establishing the premiums and managing the
scheme lies with the government, most frequently with the
Central Bank or the supervisory institution if it is separate
from the Central Bank. After all, deposit insurance is
inherent to the good functioning of the financial system.
Management is ensured through a board whose membership may vary. Government representatives are always present and should have the deciding power. Private bankers
and other professionals may also be represented on the
board.
Deposits are protected up to a limit, which may be
established as a multiple of the minimum wage (generally
5-15 times), as a proportion of the total sum of deposits to
be protected in the system, based on stratified statistics for
different levels of individual deposits, or as is the case of
the United States, just as a lump sum (up to US$100,000
per account). The European Union standard is
ECU20,000-or about US$23,000. Creditors, holders of
subordinate debt, and investors and managers involved in
the bank's deterioration are generally excluded from protection. Some countries also exclude term deposits and
those deposits with a remuneration that is 2 percent or
more above the average remuneration of deposits in the
system.
A very important question, however,is what to do when
the funds accumulated in the insurance institution are
insufficient to pay off insured deposits of banks to be
closed. The worst thing to do would be delaying closure.
We all know by now the implications of no action. Better
alternative options, of uneven merits, are:

DepositInsurance
Explicit deposit insurance, limited to deposits up to a certain sum, is a common feature in many banking systems.
This is a way to protect small depositors, limit the risk of
contagion, encourage closure of insolvent banks, make the
threat of closure more credible to bad bankers and, thus,
deter moral hazard. A growing number of countries have
introduced this concept in their banking systems. The
European Union has gone so far as to make it a mandatory
mechanism for its member countries and also mandatory
for all banking institutions in each country. No moral hazard seems to have ensued. Actually, mandatory membership is becoming a common feature of deposit insurance.
Deposit insurance mechanisms are financed by private
financial institutions in most systems, which is a type of
self-insurance. But when this funding proves insufficient,
governments may have to join in and cofinance deposit
protection through or outside this institutional channel.'
Financing is generally provided as a periodic contribution,
annual or more frequent, by each institution as a part of its
overhead. In some countries it is only provided as needed,
not "ex-ante." The periodic contributions vary for each
country and for each particular situation and are frequently
established as a proportion of deposits. The range may go
from 0.05 percent to 0.3 percent. A range of 0.1 percent to
0.2 percent is more frequent. It can be lowered or raised
over time, as needed.
Academics and government officials have widely
debated whether the size of premiums should be riskbased-and therefore be different for each bank-as an
incentive for good management. But very few countries
have yet introduced this concept, for a variety of reasons.
Two of them can be mentioned here: First, lack of strong
supervision and the difficulties of having a permanent,
simultaneous, and realistic diagnosis of the risk involved in
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* Increasing the periodic contributions of the member
banks.
* Assessing a special levy from member banks, as an
advance to the institution or as a loss.
* Having the institution issue debt to be covered by the
public or, more likely, by all its members or by a
number of them.
* Lending by the Central Bank to the deposit insurance
mechanism, no matter how heretical it may sound. It
would not be the first time; this procedure has operated successfully in the past, particularly when the
insurance scheme was instituted after the accidentthe crisis-has blown up.
* Last but not least, particularly if the government also
decided to protect uninsured depositors, making
exceptional budget appropriations might have to be
considered. It would not be the first time this was
done, either.
In some countries, as will be mentioned when dealing
with case-by-case restructuring, this institution, other
than its deposit-protection function, accumulates one or

As mentioned in Section IV, full deposit protection is by
no means recommended. Neither is lack of any deposit
protection, which often leads to full implicit protection.
Both foster moral hazard all-around, as they make bank
closure or restructuring more unlikely. This does not mean
that, when full protection exists, it should be suppressed
overnight, especially when the system is shaky. That could
prove to be a shock to confidence. Rather, it should be
phased out over a few years and be replaced gradually by
limited and explicit deposit protection.

more of the following responsibilities:
a) bank restructuring, including capital injection,

Recapitalizationof the bank, or compensation for the
difference between assets and liabilities, occurs when

Choice No. 3: Bank Restructuring
The R. 0. M. Principle
Bank restructuring is an alternative when failing banks are
not closed and their assets are not liquidated after bankruptcy or similar condition. It can be addressed by a variety of procedures and institutions. But successful restructuring requires the application of what we can call the
R.O.M. principle: R for Recapitalization; 0 for ownership;
and M for Management.

clean-up, and disposal of bad assets;

clean-up,and disposal of bad assets;
b) arranging for the sale or merger of insolvent banks;
c) ensuring "bridge" management and ownership until
a sound new owner is found and an acquisition is
arranged.
This approach has proved effective in a variety of countries, because funding and decision-making mechanisms
are common. In such cases, government funding becomes
practically unavoidable. In the author's view, the deposit
insurance institution, even if combined with a restructuring function, should never have a last-resort lending function, so that illiquidity and solvency-funding have very a
clear distinction, both conceptually and institutionally.
Another remark: The deposit insurance institution
should not have a supervisory function in order to avoid
confusion and poor coordination with other supervisory
bodies. In fact, the supervisory function should always
remain with the supervision authority-before, during,
and after restructuring operations, including those of stateowned banks. Also, state-owned banks should not form
part of deposit insurance mechanisms, because the banks'
depositors are explicitly or implicitly protected by their
owner-i.e., the state.

new owners are expected to buy the bank or its bal-

Ownershipmeans the exit of previous owners and
entry of sound new ones. Systems and even individual banks could be bailed out, but bankers should
not be.
Canging

Mnement

soulndensure

gogver-

nance; the previous board and managers leave the

The recapitalization should take care of the past problems, while the new ownership and management are
expected to avoid future ones: Ensure good governance,
make good profits-and end up paying good taxes. It is
not always easy to treat those three areas of bank restructuring thoroughly and simultaneously, but if there is political will and realism, a satisfactory level of efficiencycould
be reached.
Two Typical Models: A Summary
The above objectives can be reached through different
arrangements. The most relevant ones are as follows.
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GOODBANK/BAD BANK
The legal shell-i.e., the sharesof the insolvent bank-keeps
its assets and liabilities, as well as its staff. The equity capital
is written off, and an adequate level of capital is injected by a
specialrestructuring mechanism. The capital write-off is supposed to depriveprevious investors from ownership and control. As a result, the bank's management will also be
removed. But when insolvency is deep, huge losses still
remain in the bank after the write-off, both in terms of stock
and flows.Thus, in order to complete the recapitalization,the
restructuring mechanism will have to carve out the bad assets
and even assume other remaining lossesto the extent necessary to make the capital true and make the bank profitable as
well. The bad assets and the package of potential lossesconstitute the so-called BAD BANK. The bank that has been
cleaned up becomes the GOOD BANK.
The BAD BANK will have to be subject to strong
recovery action, which can be taken by a government
restructuring institution, by a private assets management
corporation, by the GOOD BANK itself (if commissioned
to perform the recovery task), or by specialized private
agents operating in the market
A modality of BAD BANK takes place, just organization-wise, when bad assets are not carved out of the bank.
They remain within the bank, and form a special "WorkOut Department," with separate management and separate
financial statements, for monitoring and analytical purposes. But under this arrangement the loss problem is not
solved, as it remains within the bank and will have to be
balanced with new capital.
The government has to put the GOOD BANK up for
sale or merger as early as possible, ideally through auctions
or tenders. More flexible procedures can also be used to
effect the sale, as long as they ensure sufficient publicity,
competition, and neutrality. If this process takes long,
some institutional "bridge" arrangements will have to be
made to ensure temporary ownership and to monitor the
bank management, while a new owner takes over. "Bridge"
arrangements will be covered later in Sections VIII and IX
of this paper. Because of the blurred lines between individual and widespread insolvency, and between widespread
insolvency and systemic crises, both widespread insolvency
and systemic crises will have to be treated not only with a
mix of across-the-board measures, but also with many of
the instruments and procedures described later in this
paper for case-by-case resolution.
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Purchaseand Assumption
This formula presupposes that the shares of the failing
bank are under the government's control. We may be talking about:
a) a state-owned bank,
b) a previously insolvent bank whose ownership has
been taken over by the government through a special
restructuring institution, or
c) a bank whose ownership rights have been legally
frozen and whose balance sheet has been passed to a
restructuring agency for receivership and liquidation.
Whatever the form of control of the bank, sale of ownership of the shares to new institutions or to the public
does not occur, although the bank's assets can be purchased
and the matching liabilities assumed by a private institution. The assets purchase may cover only the good assets
with matching liabilities. It may also cover all the assets,
good or bad. If the latter is the case, the loss contained in
the bad assets should be compensated by the restructuring
mechanism. Otherwise, the buyer could not meet the liabilities assumed without incurring a loss.
The purchase and assumption arrangement is easier to
implement in developed countries. In less-developed countries, agreeing expeditiously on the market value of the
assets or relying on independent market appraisers may
prove risky or just impossible.
Recapitalization: Objectives and Initial Attempts
The objective of recapitalization is twofold: First, the new
capital in the books should become real (i.e., not eroded by
hidden losses)and reach an adequate level as a proportion of
risk assets. Second,profits and flows should become positive
and real-i.e., not the result of fictitious accruals. This
requires a thorough identification of the real losses, both
stock and flows.This task is not easyto achieve from outside
the bank through external audits or initial examinations and
may prove to be a gradual and time-consuming discovery
process. It only becomes an easier task once the previous
bankers have gone or as a result of the bank's liquidation.
The owners of an insolvent bank are primarily responsible for its recapitalization. New solvent partners can also
do it instead, provided they are screened by the government as fit and proper. This could happen when supervision is strong, capital erosion is identified at an early stage,
and mandatory corrective action can be imposed gradually.2 This includes recapitalization of small capital "holes."
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But experience says that, most of the time, the flaws in
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or removal of the loss. Capital injection

supervision do not make it possible to identify insolvency

should normally be done through a capital increase. Prior-

at an early stage, but only when illiquidity or fraud appear

ity should be given to Tier I capital. In case of insolvency,

and the reality cannot be hidden any longer. By then, the

subordinated

debt is not a good replacement

for capital,

equity capital has been depleted several times. If so, the

because, in fact, it is a loan. Even if convertible, until such

previous owners will hardly be able or willing to fill in the

time it is converted into capital, it is still a loan. And it

gap, and no desirable new partner (strategic or otherwise)

always carries an interest

or potential acquirer will be willing to inject new capital

Removal of the loss from the bank happens when a restruc-

or acquire the bank without

turing mechanism purchases the bad assets and assumes

a previous clean-up of the

losses. This is where recapitalization

through special mech-

this paper.

ments must try other procedures:
Stopping decapitalization
measure.

a high one.

their losses. The bad assets issue will be dealt with later in

anisms becomes a must. Before or simultaneously, govern-

talization

rate, probably

When efforts to make the owners or new partners recap-

must be the initial

To that end, transparent

recapi-

italize the bank have been exhausted,

accounting

should first attempt

the government

to obtain from the owners collateral-

should lead the bank to discontinue payment of dividends

ization for the bad assets and thus reduce the losses it will

and taxes. Loss-making entities should not pay them. Loss-

have to incur. But if the bank has not yet been taken over,

making bankers should leave, and conservative ones should

there is a risk that ultimately the collateral obtained will

be appointed to take their place.

be financed by the bank while still under the owner's con-

Freezing

or netting

bad borrowers' deposits against

trol. It is important here to avoid protracted negotiations

part of their bad loans may also help. Of course, this mea-

or there may be deposit runs and last-minute

sure can only be taken if there are any such deposits left in

may further weaken the bank.

the bank at the time failure is identified.
Having uninsured
swap their short-term

If restructuring

depositors take a part of the hit or
deposits for longer-term

possible but not necessarily recommended.

fraud that

is addressed as a GOOD BANK-BAD

BANK operation, an initial step to be taken is to have the

ones is

equity capital written off. This will eliminate the previous

It would cer-

owners' economic and political rights. Their control on the

tainly diminish the direct cost of a particular restructuring

bank will disappear. They should be the obvious candidates

operation in the short term, but it may also trigger detri-

to take the hit, other than the government.

mental consequences system-wide, such as demonetization

having the banker exit the bank, this measure will also

and capital flight. It may all depend on the size of the

write off the equivalent amount of losses. If this is not suf-

bank.

ficient to solve the capital erosion, further recapitalization

Creditors can take a part of the hit, through partial
write-offs

or swaps of short-term for longer-term

In addition to

through assets clean-up will have to be done. At any rate,

debt or

after the write-off, the bank's capital should be increased

for capital. The former will help diminish the losses. The

and

second will reduce short-term

increase is what many call an "accordion" or "concertino"

liquidity needs. The latter

will reduce both the loss and the liquidity needs. But there

replenished.

The write-off

followed

by a capital

operation, for obvious reasons.

are concerns with this measure, too, especially as regards

How do you write off the equity capital? A strong and

creditors' reaction for the future. This is one of the numer-

clear-cut legal mechanism that authorizes the government

ous reasons why it is so important to differentiate the treat-

to order the write-off or freeze the political rights of the

ment of shallow insolvency from that of deep insolvency.

owners is a prerequisite.

Otherwise,

this formula

may

prove vulnerable. For lack of such legislation, several alterCapital Injection

by Government

Institutions

native procedures can be followed. Some of them proved

This is essential to any satisfactory solution to banking

effective in some countries in the past, but they are time-

crises if the previous attempts

consuming and may prove legally vulnerable.

reined in with last-resort

fail. Illiquidity

may be

3

lending. You may even put in

Who should inject the new capital? The alternative to

place another kind of longer-term lending. But, if insol-

recapitalization by the owner or by a new solvent partner is

vency is deep, the answer to a real capital loss is a real cap-

recapitalization by a government institution.
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out saying that, when the state owns a bank, the capital
injection should be done by the Treasury, whether insolvency is shallow or deep. The Treasury should also clean up
any additional losses that may remain in the bank after the
write-off, before privatization follows.
In privately owned banks, an initial alternative to consider is a deposit insurance mechanism, funded by the private sector, when given additional responsibility for recapitalization of banks. Its funds would then be used to pay off
insured depositors in case of closure or to inject capital in
insolvent banks when rehabilitation is considered to be a
better choice. The Treasury, however, would keep a subsidiary funding role when a decision is made to protect
uninsured depositors of closed banks, as a lesser evil, or
when funding from the private sector proves insufficient to
pay off depositors or undertake restructuring.
When this mechanism does not apply, but governments
have to step in as a second-best alternative, the Treasury
has to be the primary source of funds, both for the capital
injection and for the assets clean-up. The funds should
come out of the budget in a transparent manner.
Sometimes in the past, no matter how heretical it may
sound, the capital was injected by the Central Bank
directly or through a restructuring institution. This formula was successful in a number of cases,4 and if applied
again, it may be done as a bridge to the budget.
There are, however, ways to have the loss shared by
other players. Some of them have already been described
and will just be listed now:
* First and foremost, the owners will have to lose their
investment. In addition, they should be required to
offer collateral of their own to reduce the loss derived
from bad assets.
* Some uninsured depositors and creditors might on
occasion take a partial hit.
* Delinquent borrowers will have to reimburse their
borrowings to a larger extent than they expected, if
proper assets-recovery mechanisms are established.
What do you do when there are no funds available?
Although the best ways to share the loss will have to be
sought, the problem will still be so serious that governments should address it head-on and use special budget
appropriations. Bridge loans from MFO's, foreign governments, foreign banks, the Central Bank, etc., could also be
considered, because prompt funding of the restructuring
operation becomes a must. Some reflections in this respect
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were made in Section III, as a part of the dialogue between
a government and an adviser, but are recapitulated here in
a more structured manner:
* The loss is already in the system.
* If the government does not want to pay the bill today,
it will end up paying a much more expensive bill in
the future. The losses of insolvent banks keep growing, sometimes in a spiral, even if only by the refinancing of the previous stock of losses.
* While reluctant to recapitalize banks, many governments keep indefinitely incurring losses to help out
problem banks through subsidies, liquidity support,
hidden funding by official development banks, refinancing of bad debts to state-owned companies, etc. If
such assistance is quantified, isolated, and put to better use for specific and well-organized restructuring
operations, a part of the problem could be resolved.
Otherwise, governments have the cost but not the
benefit. Any loss is a good loss-if it is the final loss.
* A certain proportion of the losses incurred in successful bank restructuring by government will later be
recovered if the banks return to soundness and start
paying taxes.
How will the capital be paid for? Special care should
be taken to limit fiscal and monetary disruptions.5 The
most typical way to do so is to pay with government securities, so that those disruptions are limited to the interest
payments during the securities' term. The redemption of
the principal will have an additional impact on maturity. If
maturity of the whole principal is left for the end of the
term, the impact will be one-shot and could be difficult to
take. If the size of the impact is large, governments may be
tempted to extend the maturity period and even convert
the securities into perpetual debt. Therefore, gradual
redemption is advised, so that the hit is taken evenly over
a long period of time, perhaps 10-20 years.
Ideally, the government securities should be tradableat any time or over a previously established time schedule.
The government may prefer not to have a diversified base
of claimants upon maturity. But it should be recalled that
insolvent banks are also illiquid, and they need liquid
assets to recover their lending capacity. Once the restructured banks have been sold to sound investors, trading the
securities for cash on the market does not seem to involve
a special risk, but provides the bank with liquidity to
resume normal lending.
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Precisely because of the bank's need for liquidity, zerocoupon bonds are not effective instruments for bank
restructuring. Also, holding payment of interest on those
bonds until maturity of the principal may make the temptation to postpone the maturity date stronger. Therefore,
interest rates should be paid in cash, periodically, one or
more times per year.
Insolvent banks not only have a stock of losses, but also
current losses. Therefore, interest rates should not be lower
than market rates. If governments really want to have the
banks and the banking system come back to soundness and
be able to forget about those problems for good, they
should not be shortsighted. These interest rates can have a
variety of parameters:
* Same interest rate as the average deposits should be
ruled out, because there would be no margin between
those assets and the average liabilities.
• Treasury Bills rates is a very common standard and is
conceptually correct. However, one has to consider
whether the margin above the average cost of funding
may be low or even negative-i.e., insufficient to turn
the red figures into black. It is all a matter of proper
financial analysis.
* Average lending rates applied to ordinary borrowers
wolild definitely favor reasonable margins and would
be consistent with the purpose of bringing the formerly failing banks back to normal. Of course, those
rates could be slightly lower, because the government
securities do not involve the same risk as ordinary
borrowers.
The higher the rates, of course, the higher the fiscal and
monetary impact. But economies should be considered in a
long-term perspective.
Carving Out and Disposal of Bad Assets
Removing bad assets from the bank is, in fact, the key tool
for recapitalization, because ordinary capital injection will
seldom be sufficient to wipe out the stock of losses and
make the bank profitable. Later disposal should follow,
with one objective: to minimize the cost of the restructuring operation. Both functions are normally performed by
special restructuring institutions.
Which assets should be purchased? Priority should be
given to the largest and worst assets. By doing this, a large
proportion of the loss will be removed, and the recovery
institution can be better focused than if assets are small and
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very diversified. Assets of any kind could be bought: loans,
investments, fixed assets, foreclosures, and, for universal
banks, even subsidiary companies. Responsibility for guarantees and lawsuits may also have to be assumed. Historically, real estate is, by far, the main bad asset to carve out
and liquidate.
Three models have been successfullyapplied in a variety
of countries for assets clean-up:
* Bad assets are bought at book value, or rather at
book value minus existing provisions. 6 Therefore,
the size of the assets to be carved out is alwayshigher
than the remaining losses, because not all of those
assets are a 100 percent loss. The unprovisioned loss
hiding in those assets will have been removed. The law
governing the restructuring institutions should make
it clear that they are allowed to assume losses. Actually, they would not operate effectivelyif they did not
make losses. That is what those institutions are there
for. Otherwise, the losses would be left with the bank.
Of course, these losses would later have to be minimized through effectiverecovery and liquidation.
* Bad assets are bought out of the insolvent bank at
market value by the restructuring institution, be
it official or private, with the purpose of selling
them at the best possible market price and trying
to make a profit.7 By buying the bad assets at market value, the losses are left with the bank. Then, as a
part of the same package, another government arm,
probably the Treasury, through special budget appropriations, will fill in the gap with capital. This formula mimics market mechanisms and has worked
well in some developed countries. But, if applied in
less mature societies with weaker institutional frameworks, the establishment of market value and the necessary due-diligence to be performed later could give
rise to litigation with the previous owners, the potential postponement of urgent action, and even judicial
decisions that may block the restructuring process.
* There are cases where bad assets, with their hidden losses, were bought directly by the Central
Bank at book value, against special government
securities.8 This is a very debatable procedure,
because Central Banks are supposed to stay away from
financing restructuring operations. However, this
move stemmed the bleeding of the system and, while
not without problems, made the banks' recovery pos-
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sible. The bad assets were taken directly by the Central Bank, but their recovery was left to the cleanedup banks. And a condition was set: No such bank
could pay any dividend until it had repurchased the
unrecovered bad assets from the Central Bank out of
its profits.
Who should pay for the assets clean-up and how? All
that was said about capital injection applies here.
Institutional arrangements. This function is usually
carried out by the same institution that handles asset disposal. A brief description of the most common alternatives
follows:
• The deposit insurance institution is one choice,
when it is given additional responsibility for bank
restructuring, including capital injection, clean-up,
and disposal of assets (see Section VII, Choice 2). To
avoid repetition, this arrangement is just enunciated
here, but has worked satisfactorily in a number of
countries.
• Another special restructuring agency, separate
from the deposit insurance institution, may be set
up to carry out one or two of the following functions:
* To inject capital and also to buy and dispose of bad
assets. This model tends to be embodied in government institutions. Since decision-making and
the source of funding are common, bad assets
should be bought at book value minus reserves, in
order to limit capital injection to a commensurate
capital adequacy level.
* Just to purchase and dispose of bad assets, but not
to inject capital. Asset purchase and disposal can
then be done by either a government institution
(such as the RTC in the United States) or by private asset-management corporations, supervised by
the government. In the latter case, assets are
bought and disposed of at market prices. The staff
is given incentives for successful recovery, and
these companies are liquidated when they complete their task.
* A special private company may be set up by a bank
or a group of banks to locate their bad assets in its balance sheet. Such a company is actually a subsidiary of
those banks. Its purpose is to segregate those bad assets
from their own balance sheets, to have a specialized
recoveryfunction isolated from their ordinary banking
activities, and perhaps to facilitate the follow-up of the
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financial performance of this function. So far, so good.
But to the extent that those bad assets in the new company are financed by the mother bank(s) from their
own resources(through capital or loans), the loss is not
carved out of those banks and financial restructuring is
not achieved. Actually, it should be consolidated in
their parent banks' accounts.
Assets disposal, other than by a special agency, can also
be performed by:
* The insolvent bank, when the bad assets remain in its
portfolio and the loss is made up for by the government with just capital injection.
* The insolvent bank, when commissioned by the
restructuring institutions, for reasons of effectiveness
and against an incentive.
* Market players-specialized investment bankers and
recovery institutions-that may have bought the bad
assets from other players or may have been commissioned by them to perform that task.
Principles on assets disposal. Effective assets disposal
is a very important part of bank rehabilitation, in order to
minimize its cost. Here are some principles:
Doing it from an institution that stays away from
the bank and is staffed with skilled recoverers will
make it easier to resist borrowers' pressure-especially
pressure from state-owned, well-connected, or large borrowers-for further lending and soft debt rescheduling.
This formula will also allow the new management to concentrate staff and managerial time on the future.
Conventional bankers or easy-going lawyers and
mere administrators are not necessarily good recoverers or liquidators.
Contrary to the doctrine whereby insolvent banks should
keep the bad loans and swap them against the borrowers'
capital, as a way to be active or even lead the borrowers'
restructuring and thus diminish the bank risks, let banks
be just banks. Actually, experience says that: (a) the borrowers' capital is not necessarily a lower risk than its ordinary debt, because, by itself, the swap does not improve the
borrowers' operational health; (b) being a participant in the
borrowers' capital and on its board may lead to a higher
risk, because the bank "gets involved" and is likely to be
tempted or pressed to extend new lending facilities in order
to avoid further "difficulties" on the part of the borrower;
and (c) bankers are not necessarily the best industrial managers or supervisors and may prove poor restructurers.
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Avoid to the maximum extent possible new financial facilities by governmental restructuring institutions to enhance the bad assets. Those institutions are
there to achieve recovery and make bad assets liquid,
within as short a period of time as possible, not to embark
on entrepreneurial activities. This may lead to incurring
further risks. The case may be different for private restructuring companies, if they can find proper private funding.
Give priority to time over price for disposal purposes. If they are in conflict, give consideration to the
compound cost of financing frozen assets for a long period
of time. Projections on the potential favorable evolution of
prices, unless short-term and done very well, are just projections. And avoidance of lowering market prices by
dumping a mass of given assets-real estate, for instanceis not the problem of the restructuring agency.
Debt rescheduling should be aimed at improving
the recovery prospects, not at just kicking the problem forward. Therefore, it should be conditioned to: (a)
simultaneous payment of a part of the debt, (b) reinforcement of guarantees, and (c) corporate restructuring on the
part of the borrower.
Commissioning recovery of bad assets to the bank
where they were purchased from can be a satisfactory
exception to the principle of carrying out assets disposal away from the bank. In this case, give incentives
to the bank for effective recovery. This exception can be
applied in the following cases: when the restructuring
agency is not strong enough and the new owner is properly staffed and managed; when assets are very small and
diversified and recovery by a branch network may prove
more effective; and when the former relationship between
the borrower and the bank was not "cozy," but strictly
business-like.
If there are competent investment banks or other
specialized private institutions on the market that can
assist in the disposal process, seek their assistance. They
can play a role through well-restructured work-out plans,
careful monitoring, assets securitization, and handling of
liquidation. But contractual conditions should watch over
the assets owner's interests in an effectivemanner.
Maximizing recovery is a basic goal, but one should
have no illusions about quick and profitable disposal
of bad assets, except for the best ones. As a rule, they
are of poor quality and have serious documentation problems that delay liquidation considerably.
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The government should not make write-offs
mandatory, be it for specific borrowers or across the
board, for given economic segments or types of borrowers. Mandatory write-offs involve "moral hazard,"
both for the borrowers who profit by it directly and for
other present and future borrowers. They are given a perverse incentive to borrow more money than they need and
not to repay it. Write-offs should be left to the good business judgment of the recoverer, to the extent they make
recovery of the remaining debt easier.

Vill. NewManagement:
A KeyElementfor Good
Governance
If a government really means to reconstruct the soundness
of a bank or of its banking system, recapitalization should
go hand in hand with change of management. This will
have be done for the sake of justice, to avoid repetition of
the past bad practices, to ensure good governance in the
future, and to avoid moral hazard in the restructured bank
and in the system overall. Change of ownership (see Section
IX) is a very frequent prerequisite for new management,
except, of course, in state-owned banks. As was said before,
recapitalization will take care of the past. Change of management and ownership will take care of the future.
Initial and Final New Management
A lot of changes may have to take place as soon as the insolvent bank is taken over. Starting in the key positions: The
board and the chief executive officer are the top priority. If
the new ones are good, the rest of the required changes will
probably follow,although other changes-in such positions
as internal controller, chief accountant, chief lending officer,
and chief recovery officer-also should be given priority.
What kind of new managers are best for the initial
stage? Except for short-term tasks, avoid inspectors, interveners, or conservators. They may be good administrators,
but they are not real managers and might freeze the banks.
Focus instead on professional managers, but not on conventional bankers. Rather, the new managers should be
"war generals," oriented toward restructuring, because
there is a lot of internal "surgery" to be done. And special
courage is needed. Disclosing the real losses, strong recovery, branch closing, discontinuing unprofitable products,
laying off personnel, reducing other operational costs,
changing interest-rate strategy, etc.-all require a special
personality.
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interim

arrangements

to

and, thus, good management

becomes a must.

is to be ensured by the acquirer

Let us briefly describe a variety of arrangements

or strategic partner of the GOOD BANK in a restructur-

and

pass judgment on them:

ing operation or by the acquirer of assets and liabilities in

Keep previous managers, but send inspectors

with

a purchase and assumption one. When a state-owned bank

veto powers.

is privatized, the government

should make sure that good

very serious responsibility, but they cannot avoid wrong-

has been put in place before and has proved

doing by the previous owners, even if they sit next door to

management

to be stable for a reasonable period of time.

Physical presence and veto powers involve a

inspectors. It is also obvious that this arrangement does not
involve recapitalization

Where to Find New Management

Have interveners

by itself.
or conservators

replace

former

In countries where banking is a mature sector and there is

management.

a good and deep banking managerial class, new managers

controls in order and even administrate

can easily be found on the banking market. But when the

appointment

professionals available on the market are scarce, there is a

considered as a solution in itself. First, they are not man-

problem. If so, recourse to a variety of solutions is needed,

agers and should only be in place for a short time. Other-

in isolation or as a combination. Remember, though: There

wise, after a while, the bank may deteriorate further. Also,

are always some good bank managers on the market. These

this measure by itself does not involve recapitalization

are some categories in which to look:

either.

* Expatriates or just foreign bank managers.

nationalize.

This measure is included

under the "bridge caretaking" concept because it has been

even from the government, to a limited extent.

used by some countries in the past as a lesser evil to address

• Middle managers up from the ranks from the very

insolvency temporarily. But this measure does not neces-

banks.

sarily bring about effective management

* Individuals acquired through

results and goes

contracts

against sound competition and modern banking. If nation-

or twinning arrangements with sound banks. This has

alization were to occur at all, it should last for a very short

been tried in former socialist countries

period

These arrangements

management

the banks. But

of interveners and conservators should not be

Temporarily

* Managers from the industries or service companies or

restructured

They may help set accounts and internal

in Europe.

can be offered to good banks,

of time. Actually, holding

ownership

of banks

might prove an attractive situation for some governments

against a fee and against the chance to observe the

and some ministers. It means power and may prove enjoy-

bank, the financial system, and the economy before

able-like

they get more involved. The results have been uneven.

should be addressed as soon as possible.

The real way to implant good management is to sell the
recapitalized bank to a sound investor-if

having a toy.9 That is why reprivatization

Have new board members and managers appointed

possible, to a

and supervised by the government.

This is probably the

bank. A sound new owner will be very keen on appointing

best solution. In theory, the appointment

good management

either the Ministry of Finance, the Central Bank, the Bank

in self-interest.

Superintendency,

or the Restructuring

may be made by
Agency, as may be

Bridge Caretaking

established

Other than final management, initial new management, as

reliable, just some remote-control

described above, may also be ensured by an acquirer of a

supervision are required. But some qualifications should be

GOOD BANK or by that of assets and liabilities, when the

made about the different government

take-over operation takes place shortly after insolvency is

perform it.

addressed by the government. But most frequently there is
a time lag until new owners come in. This interim situa-

by law. If the new management

is strong and

and normal banking
institutions that can

* The Ministry of Finance should appoint boards and

managers only in state-owned banks. But Ministries

tion may "freeze" the bank and cause serious damage to its

of Finance are not necessarily good management

assets value and to its future commercial development,

itors. Additionally, they may also feel the temptation

if
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to assume a supervisory function, while, on the contrary, prudential supervision should be applied to
these banks by the supervisory institutions.
* The Central Bank may have legal powers to appoint
new board members and managers in private problem
banks. But central bankers are not necessarily good at
bank management. They may not even be supervisors.
And, as a matter of principle, Central Banks should stay
away from involvement in bank management.
* The Superintendency of Banks, be it located within
or outside the Central Bank, could also be responsible
and capable of appointing new boards and managers.
They are not managers, but they can do some reasonable monitoring work. There may be conflicts of interest between appointing management and controlling
their performance from a supervisor's perspective. This
is a constraint, but not necessarily an impediment,
when there are no alternative arrangements.
e The Restructuring Agency, including the deposit
insurance institution, when given restructuring powers, proves a good choice, when they assume temporary ownership of the problem bank through capital
injection. Handling ownership and management
together makes sense. Also, these kinds of institutions
have more flexibility to be staffed with bankers. If so,
they could monitor the banks' management properly.
They could also ensure that uniform 'surgery" measures and best practices are applied to the different
banks under restructuring.'°

IX. NewOwnership
Exit of Former Owners
As has just been said, the key to lasting new management and
good governance is change of ownership. Anyway, the first
thing to do-before recapitalization by government institutions-is to have the former owners exit the bank, which is
alwaysa difficult task. The ideal model is writing off the capital based on proper legal grounds. This can be achieved:
4 By mandatory instructions from the government.
• By approval of a shareholders' meeting. The former
owners are unlikely to convene such a meeting. This
will probably have to be done by an interim board
appointed by the government.
e By freezing the owners' rights while the banks are
being liquidated or sold to new owners.
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Other models are also applied, for practical reasons, if
legal or factual difficulties for a write-off operation cannot
be overcome. But, in a way, they are shareholder-friendly
and should not be given priority. Here are some of them:
Capital dilution is a scheme by which capital is not
written off, but a large capital increase is approved, at government initiative, and the previous owners are not
allowed to participate. The previous owners keep their previous shares, but the value of their investment and the proportion of their voting rights drop sharply. They lose control of the bank.
Acquisitions of insolvent banks by solvent ones, before
restructuring, can also be an effective way to see the former
owners exit and lose control. If the bank is insolvent, the
price should be negative, but in order to see the operation
materialize and see the bad banker exit, a nominal price
may have to be agreed to by the buyer. What about good
will? Loss-making banks are not supposed to have any
good will. Anyway, these acquisitions should be monitored
and authorized by the supervisory authority. The acquirer
bank should inject new capital into the acquired bank, but
the government should clean up the bad assets to avoid
serious problems for the sound bank. An exception to full
clean-up, as a prerequisite, could be considered when the
buyer bank is sound and large and the acquired insolvent
bank is very small.
Mergers before restructuring can be another way to see
the former owners of insolvent banks lose control, provided
that the other merging bank is larger and solvent and that
proper management agreements are reached between the
two partners. If realistic terms for the exchange of shares
are established, the former owners of an insolvent bank
should lose a considerable part of their investment share.
This is a further reason why these agreements should also
be monitored and authorized by the government. Recapitalization-including
assets clean-up-should also go
hand in hand with any merger where one or two of the
players are insolvent, along the lines that have been mentioned for acquisitions. Otherwise, a bigger problem will
be created.
Entry of New Owners to Replace the Previous Ones
The ideal candidates for entry should be institutions,
ideally banks. Insurance companies can also be considered.
Non-financial concerns are not the best choice, because of
potential conflicts of interest, which, particularly in the
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decline of economic cycles, may lead to loan concentration,
lending to related parties and, often, to solvency problems.
As the outcome of a restructuring operation, the new
investors will normally come into the picture through
mergers or acquisitions managed by the owner institution
and monitored by the supervisory authority. But being a
bank is not enough to be a good candidate. The good candidate should be large enough, fully solvent, and wellmanaged. It is only when these features are in place that
the acquirer will be able to introduce synergies, change the
bad business culture, and solve financial, legal, labor, and
other problems that always remain in the failing bank,
even if well recapitalized. Therefore, it is important to
make a proper selection.
In order to attract sound investors, the government
should make sure that the former insolvent bank is really
clean. Affluence is not required, but capital should be adequate and real, with a high Tier I proportion. And results
and flows should really be in the black. Further improvement through synergies and good governance should come
from the new investor. By contrast, if restructuring does
not achieve an adequate level of real capital and positive
flows, no sound investors will be attracted to buy an insolvent bank. Candidates for acquisition most probably will
be undesirable bankers. Setting a very high price for the
sale may also attract those undesirable investors. If the
bank were expensive and not profitable, such new owners
could obtain a "return on investment" through dividends
based on cosmetic accounting and, most probably, through
self-lending. The old problems may repeat themselves and
even compound. Let's not forget that the objective to sell
banks under government control is to forget about the
problem-in other words, to ensure the prosperous future
of what used to be a problem bank or a problem system.
The above hypothesis can easily be applied if the market is large and there are plenty of sound banks. But what
if there are few candidates to buy the failed banks? Actually, when the market of buyer banks is limited, you may
have serious difficulties.
The search for good acquirers will be time-consuming
and the insolvent bank may deteriorate while waiting.
Between takeover and sale, you need "bridge" management
arrangements, as was described in Section VIII. But the
government will have to undertake a very thorough caseby-case approach. Sometimes, once you manage to sell the
first one or two banks, there is a demonstration effect and
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other potential acquirers become gradually interested in
similar operations. In view of the difficulties, institutions
other than banks, particularly financial institutions, as well
as individual investors will have to be considered as candidate buyers. But, generally speaking, foreign banks will
probably have to play a significant role. They should, of
course, undergo the same tests for size, soundness, and fitand-proper management. But foreign banks should be welcome, because, more often than not, they improve competition, have better internal controls, good technology, and
good products, and they may set an example for good governance. Now, what is the right proportion of foreign
banks within a banking system? There are no set rules.
Some governments will accept just a few foreign banks.
Other governments, for lack of domestic solutions to solve
their failures, will accept a higher number of foreign banks,
but they will consider that ownership of the largest banks
is a matter of national sovereignty. Still other governments
may bend to the harsh reality and accept participation of
foreign banks even in the largest financial institutions.
What about individuals? In the author's view, individual investors can be considered as a second best solution.
But, what kind of individuals?
Employeesare not very good candidates to acquire a
restructured bank. Elimination of staff redundancies is
probably one of the pending actions the new owners will
have to undertake. If the new owners are the bank's staff,
few if any redundancies will be eliminated. Access to ownership could, however, be given to employees, if in a limited proportion and if the controlling shares are given to a
strong investor.
Industrialistsor businessmen are not very promising candidates. Actually, international experience shows a high
number of cases where excessive lending to the owners of
their companies was the reason for serious problems for the
banks.
What about the publicat large?This is a typical alternative in privatization of state-owned banks. It can also be
considered for the sale of insolvent banks after government
intervention, for lack of better alternatives. The public
could be a candidate, but the government should make
sure first that a strong management has been in place for
some time and ensures stability. Otherwise, there may be
worrisome situations, such as the emergence of the former
"wrongdoers" or businessmen as core investors, or noman's-land situations, where any management team, good
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or bad, may take full control of the bank. Even the previous team that led the bank to insolvency may emerge
again. However, if the public shares ownership with a good
bank, which controls management and plays the role of a
strong strategic partner, this can be a satisfactory solution.
Offering free sharesis not a good solution. If you do not
pay, you do not care. Actually, when shares are offered to
employees or to the public for nothing or with privileged
fiscal credit facilities, the buyers are not very likely to care
about the bank's governance or may sell their shares on the
market and cause serious disruptions.
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* When general bank insolvency is interlinked with

general enterprise insolvency, which of the two areas
should be addressed first, and how?
A full answer to each of these question marks may
deserve other papers.

Xi. SummaryPrinciples
andGuidelines
The present systemic crises in Russia and East Asia,
including Japan, added to those of the mid-'90s in Latin
America, provide a unique background for governments
and the international community to take banking crises
resolution seriously. A basic guideline should be emphasized: Last-resort lending may prove indispensable, but
deep insolvency-i.e., deep capital deficiency-is what lies
behind and has to be solved with capital, not with loans.
Because there is always a "next time," governments
should make sure that prudential regulation and supervision reduce the risk and the size of potential banking crises
in the future. But proper laws should be in place to deal
with banking crises resolution. Otherwise, prudential regulation and supervision, no matter how strong they are,
serve little purpose. They would be discredited, and problems would grow more and more serious.
Deep insolvency is the key problem when individual
banks have a crisis, as well as in widespread and systemic
ones. Systemic crises have an added element: deep illiquidity. The line between the different kinds of crises is often
blurry, and their treatment will have to contemplate a
proper mix of across-the-board and case-by-case measures.
Insolvency of individual banks should be treated case by
case. But because the line is blurry, both across-the-board
and case-by-casemeasures will have to be applied to both
widespread and systemic crises. This should be done in a
proper sequencing, possibly along the following lines: First,
build political consensus. Second, close the worst banks,
particularly those that were already insolvent before the
macro-upheaval occurred. Third, apply last-resort lending
to the rest of the banks that are illiquid. Fourth, apply other
measures across the board to them, among those listed in
this paper. And fifth, apply case-by-casetreatment, as legal
evidence of individual insolvency becomes apparent.
Primary responsibility for reconstructing an individual
bank, as well as for recapitalization and change of management, lies with its owners. But, if the owners do not take
these measures, the government will have to close the bank
or step in instead for restructuring purposes.

Bridge Ownership
As was said in the section on new management, the entry
of new owners of the banks or of their assets and liabilities
is likely to lag behind government intervention, if the buyers' market is not large. In case of purchase of assets and
assumption of liabilities, because the previous owners
maintain ownership of the legal shell, only bridge management will be needed, as described in Section VIII.
When restructuring conveys the transfer of the shares'
ownership, there is need for a bridge ownership arrangement. This role of bridge owner is, logically, played by the
institution that injects new capital in the bank. As has
been explained before, the two main recapitalizers are the
Treasury, directly, or a government restructuring institution, be it a deposit insurance agency or a separate agency.
But bridge ownership should be as brief as possible in
order to avoid commercial damage to the bank. Some laws
establish a limit of one or two years to put the bank up for
sale. Of course, these sales should be supervised by the regulator to make sure that prices are adequate and that the
final owners ensure fit and proper governance.

X. OtherAreasto beCovered
This paper does not attempt to cover all possible topics
related to crises resolution. Indeed there are other areas to
be covered. Among others:
* How do you restore confidence?
* How do you build political consensus?
* Should you wait until the economy has recovered
from depression before restructuring banks?
* Should you redesign the size and structure of the
banking system or restructure the banks first?
* What should be the role of banking supervision
before, during, and after restructuring operations?
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When the previous owners and creditors fail to recapitalize the bank, bank closure is the first option. When
banks are closed, an explicit deposit insurance scheme that
would protect depositors up to a limited amount may
prove very useful to limit the danger of contagion and
encourage bank closure and, thus, the exit of bad bankers.
Full deposit protection-whether implicit or explicitshould be avoided, since it does bring about moral hazard
all around-for bankers, depositors, creditors, borrowers,
and supervisors. If it is in place, it should be phased out
over a few years and changed into an explicit and limited
system.
In actual fact, only small banks and sometimes
medium-sized banks are closed. Large banks are very rarely
closed. The alternative to closure is restructuring. Therefore, governments should be prepared to face it in terms of
ordinary laws and regulations. Systemic crisis may require
special laws.
The three legs of the stool in restructuring deeply insolvent banks by the government-other than last-resort
lending whenever needed-are Recapitalizacion, Ownership change, and Management change. If one of them is
not applied, the others will probably fail. Recapitalizing a
bank by the government, while leaving the same ownership and management in place, may lead to the perpetuation of the same problems and to moral hazard. On the
contrary, if recapitalization goes hand in hand with the exit
of the previous bankers, there are no reasons for moral hazard. When few alternatives exist on the market to find fit
and proper investors and managers, a variety of solutions
will have to be sought, including foreign banks and bridge
ownership and management, until a final solution is
arranged.
Recapitalization requires a good diagnosis of the stock
and flow of losses. A poor diagnosis may lead to no action
when there is need for action. It may also lead to treating
systemic crises as if there were no individual failures, and
widespread insolvency as if it were only a problem of just a
few isolated cases. Worse, it may lead governments to try
to solve insolvency with ineffective instruments. Identification of the real losses may take time; it is a gradual
process. An initial effort should be made to have a basically
accurate picture as soon as possible, but you should avoid
initial "analysis-paralysis."
Effective recapitalization of deeply insolvent banks
requires a third party to inject injections and purchase
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assets. Lending operations, subordinate debt, and debtequity swaps are unlikely to fill in the gap. Real capital is
what is needed, and it is needed to the extent necessaryto
reconstruct the equity capital and turn the profits and flows
from red into black. Profits and flows are more important
than equity. If results and flows keep decreasing, the capital would be further eroded and restructuring would be a
failure. In such cases no phase-out of rules on capital, provisions, and income-recognition should ever be accepted.
Reducing redundant labor and operational costs to a
proportion that is in line with the bank's size and makes
profits possible must be considered as a key part of the
recapitalization package. Good governance overall is
expected to be brought in by new institutional owners, if
properly selected, which is basic to successful
restructuring.
Capital injection and purchase of assets can be funded by
the financial system through a restructuring institution,
including a deposit insurance institution, when it is given
the responsibility for the recapitalization function. If the
financing by the banking system does not sufficeor if such
private arrangement does not exist, the Treasurywill have to
take the hit in one way or another, be it directly or through
specialgovernment or mixed restructuring institutions.
The fiscal and monetary impact should be minimized,
but not at the cost of half-way restructuring and subsequent "muddling through." Remember the old saying:
"Bread for today but hunger for tomorrow." They should
also be spread over a number of years, but the recapitalization funds must be supplied on D-Day, probably at the
time the previous bankers exit the bank. The spreading is
most frequently achieved by the issuance of government
securities. Reduction of other government expenditures, a
proper handling of reserve requirements, a good functioning of the open market, and serious tax reform, including
improvement in tax collection, may also mitigate or compensate for those distortions. A thorough restructuring
would also require the securities to be gradually
redeemable or tradable, with interest paid in cash at market rates.
Provided that effective alternatives can be used, asset
disposal should take place as far away from the bank as possible, so that the new bankers can concentrate on the
future, rather than on the past. In mature societies, this
function can be carried out by private companies, according to market principles. But more often it is carried out
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by a government institution or even by the restructured
banks, when they have strong management and are commissioned by the government to do so. If disposal is a gov-

rules of thumb could be: Doyour
eminent
good function,
best not to put new money on the bad assets, with a view
to obtain a better price; just try to recover or liquidate as
much as you can from the state at which the assets are. For
disposal purposes, give priority to early realization over
expectedprice,if they are in conflict.
If,other than the bankingsector,the governmenthas to
incur losses, they should be shared with other players, primarily the previous owners. Bad borrowers as a whole
should also share the loss. Uninsured depositors and creditors may also be considered as candidates for loss-sharing,

ofontiag
attention should bepaidvtotheiriityask
boutndu

.

new owners or partners over less sound ones, even if the latter offer a higher price. What matters is the future soundness of the system. Its future potential to pay taxes should
also count, as a return on the investment that was made by

the governmentwith taxpayerfunds.
Lack of well-established legal mechanisms, improvisation, imperfections, and "gropingin the dark" for solutions
are frequent features at an initial stage. That is why bank
restructuring needs strong and well-coordinated institu-

tions. A lot of money can be saved. The institutional
framework would perform a variety of activities,such as
deposit insurance, recapitalization, assets clean-up, temporary ownership and management, handling of sales or
mergers, and assets disposal. This can be done through different and separate institutional arrangements, as described

in this paper. But good coordination and economy of
efforts make

unification

of those

functions

in a simple

institution worth considering.
Remember: The business of bank restructuring is not
made for perfectionists. In actual fact, many "nasty" things
have to be done to achieve effective solutions. But they are
certainly "less nasty" than their alternatives.
Any loss is a good loss, if it is the last loss.

Endnotes
1. In 1977,Spaininstituteddepositinsurancein the midstof a
crisisand thereforedecidedthat the CentralBank shouldinitially
share50 percentof the financing,in orderto avoida furtherweakeningof the system.In 1998,the CentralBankdiscontinuedfinancing rhe insurancemechanismbecausethe crisiswas overand the
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ordinaryfinancingbythe privateinstitutionswasexpectedto suffice
to solvefutureproblems.
2. Thisis rheobjectivepursuedin the UnitedStatesin the 1990s
by the FederalDepositInsuranceCorporationImprovementAct,
which,if successful,
wouldreducethe numberoffailuresand the cost
of theirresolution.
3. As it showsseveralof the alternativesused in practice,the
usedin Spainin its crisisof the 1980sand in the caseof
mechanisms
Banesto,in 1994,are describedhere:
Forsmallerbanks,whereoneor a fewinvestorshad the majority
control through the ownershipof a large packageof shares, the
restructuringagency(Fondode Garanriade Dep6sitos)negotiated
withthoseinvestors.Theobjectivewasto havethemselltheirshares
at a nominalprice of 1 pesetaper share.Negotiationswerealways
harsh.Investorsnormallyclaimedthat their bankwasnot insolvent
figureswereutterlywrong.Facedwiththe
andthat the government's
evidenceof hard figures,they endedup acceptingthe transaction.
Thegrowingilliquidityand headlinesfullofbad news,whichbegan
to leak, softenedthe investors'position.Once the restructuring
agencyownedcontrollingshares,a small boardand new managemenr wereappointed.The bank wasthen run bycommoncommercial law,and the capitalwaswrittenoff.
When ownershipwas widespreadand acquisitionof a smaller
meetpackageof sharescouldnot make a majorityin shareholders'
ings, the CentralBank would removethe board of directorsand
appointotherbankersasnewboardmembers-a moveforwhichthe
law had givenit clearpower.The new board,in coordinationwith
the Central Bank, would then convenea shareholders'meeting,
explainthe real situationof the bank,and obtainapprovalfor the
capitalwrite-off,followedby a capitalincrease,to whichthe previousownerswouldhavelimited or no access.Sinceit wasratherhard
to ask the minorityshareholdersto votefor an actionin whichthey
had to be
wouldlosetheir capitalentirely,somekind of "sweetener"
to
zero,
but to
found-namelyreducingrhevalueof eachshare-not
a fractionof irs par value.This, plus announcingthe restructuring
to participatein a morepromisplansand invitingthe shareholders
ing futurethan closingthe bank,workedthe miracle.The proporstakein the bankcapitalwouldsuftion of the originalshareholders'
dlto.
fe.a
feran ovrhemn
overwhelming
dilution.
4. Spainappliedthis formulaand went sofar as to havethe loss
taken by the CentralBank.Of course,the Treasuryultimatelytook
the lossfromthe CentralBank,byway of lowerdividends.
5. There are countrieswhere,contraryto this statement,the
of failingbanksthat werenot closed,includingthe
recapitalization
assetsclean-up,was paid in cash, througha restructuringagency.
Thiswastheprocedureappliedin Spainto solveits bankingcrisisof
the 1980s,as wellof thatof Banesto,the fourthlargestSpanishbank,
in 1994.Becauseof irs fiscaland monetaryimplication,this proceunlessothermeasuresare simultadure is not to be recommended,
neouslytaken to spreadit over time and compensateinflationary
effects.Suchmeasuresweretaken in Spain.The restructuringfunds
wereavailableon D-Day,in cash,but the fiscallosswasspreadover
a periodof 13 yearsand inflationdiminished.How?The restructuring agencywas funded50-50by annualcontributionspaid by the
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banking system and the Central Bank, plus loans from the Central
Bank. But these loans were fully reimbursed by the agency with the
proceeds of assets recovery and with the surplus produced by annual
contributions, after the crisis was over. The Central Bank losses,
then, materialized in its annual contributions over a number of years.

8. This happened in Chile in the mid '80s.
9. In Spain, the Rumasa Holding company, which was owned by
a single family, owned 20 banks that went insolvent. Because the
usual restructuring procedures could not be applied to the holding
company or to 20 banks, the government decided to nationalize the

As for the monetary implications, while large sums of last-resort and

holding company. By doing that it took over the whole banking

restructuring funds were poured in the market (from 1978 through
1985), inflation went down from 25 percent to 9 percent. An effective open-market operation mopped up excess liquidity on the mar-

group plus the holding company's more than 200 non-financial subsidiaries. A special emergency law was required to permit this move.

ket, and tax reform and better collection procedures were put in
place, which considerably increased income for the Treasury. Also,
budget adjustments and a rise of reserve requirements, except for

privatized in a short period of time. Privatization of all banks took
place a year and a half after the date of nationalization.

This law also required that the nationalized entities would have to be

10. This is the formula that was applied in Spain in the 1980s to
ensure effective management of the 49 banks that were taken over
and restructured until they were sold. It was called the "bank hospi-

banks under restructuring, helped.
6. This is the Spanish model.
7. This is the Scandinavian model.

tal" by the press.
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RISTOBULO DE JUAN'S WORK, FROM THE PERSPECTIVE OF MANAGING

THE MEXICAN

banking crisis, can be interpreted in only two ways:Either de Juan takes his inspiration for
a large part of his recommendationsfrom the way in which the Mexicancrisis was handled,
or the actions taken in Mexico followednearly to the letter the recommendationsof this
famousexpert in banking crisis resolutions.
In this short presentation, I will comment on the principal recommendationsand principles of de Juan that have been most relevant to the handling of the Mexicanbanking crisis.
1.GradualMeasuresin Resolving
BankingCrises
The first recommendation
situation

of widespread

in de Juan's work that we find to be highly relevant for the Mexican case is as follows: "In a
insolvency, trying to resolve it with a one-shot approach may turn out to be more costly than

a gradual operation over a period of perhaps three to five years...."

And it really is dangerous when facing a situation of widespreadcrisis to be tempted by simplistic recommendations,some of which were recommendedfor resolvingthe Mexicancrisis. For example,it was recommended that the government take control of the entire banking system in one swipe and hand it over
to new investors. In this way, went the argument, problems

the bankers' moral hazard, we face the moral hazard of bor-

of moral hazard for the original bankers would be avoided.

rowers, who, when they realize that their assets are the gov-

Implementation

of such recommendations

would have

ernment's

multiplied many times the social and economic cost of the
Mexican crisis. First of all, Mexico doesn't have-nor

responsibility,

develop non-payment

attitudes

that multiply the social and economic cost of the crisis.

does

It is certainly

necessary, then,

to have a gradual

any other country-the institutional and legal framework
or the human resources required to take corporate control
of an entire banking system in one swipe. And even if this
were possible, doing so would have entailed systemic con-

approach, with a sequence as recommended by De Juan,
which I would like to briefly describe in terms of how it
happened in the case of Mexico:

sequences with imponderable effects.

1. Close first the worst banks.

Neither

is there a group of investors ready to assume

For successful handling of the Mexican crisis, it was essen-

tial to identify poorly managed banks, because the worst
incentives in a crisis are those created for poor managers. If
they hadn't been contained, they would have contributed

risks that they did not take in the first place.
In addition, it is important to point out that even if taking over control of a bank might minimize the problem of

Patricia Armendariz is Vice President of the National Banking and Securities Commissionof Mexico.
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to worsening the condition of the banks they were manag-

who held dollar loans from the banks, which would have

ing and would have continued

had adverse effects on the economy and on employment, as

to engage in fraudulent

activities that would have continued to contaminate

the

many companies would have had to close.

system as a whole.
Identifying

To alleviate the dollar liquidity problems of the Mexican

bad management

in the Mexican banking

banks, the Bank of Mexico made dollar loans to these banks,

system was the first task. Even before the crisis exploded,

with rates high enough and strict guarantees so that this

four financial groups involved in fraudulent practices had

window was used solely to meet extreme requirements.

been audited.

The dollar liquidity window was closed in August and

It should be mentioned

that once the "initial cleanup"

the financial institutions have extended the average term of

was carried out, this cleanup work continued until reach-

their liabilities and reduced their financing cost.

ing the current structure, which is radically different from

As soon as financing was stabilized, the Mexican banks

the original structure (Table 1).

returned

to the international

markets under competitive

conditions similar to those that preceded the crisis (see Fig2. Then apply instant

lending.

As is well known, banking

ures 1 and 2).

runs manifest themselves in

numerous ways. In Mexico, although the banking run in

3. The next step could be the application

the peso market could be controlled, there was actually a

board measures,

run on dollar loans with Mexican banks, provoking a situa-

In Mexico, it was obvious that lack of information on the

tion of illiquidity that had to be alleviated by Central Bank

financial systems causes investors to adopt measures that are

loans. If this had not been done, it would have provoked a

much more conservative than when they have more informa-

widespread problem

tion, so that allowing lack of transparency in a banking sys-

TABLE

of demanding

payment

from those

of across-the-

tem in crisis can turn out to be highly counter-productive. It

I

Consolidatiorn
of the System
INITIAL

STRUCTURE

1

is for this reason that in Mexico, from the beginning of the
crisis, investors were given minimum signs and information
that kept the investment funds from being withdrawn in

CURRENT

INTITTION

STRUCTURE

BANAMEX

I

2

BANCONER

3

PROMEX

greater amounts and for longer periods, which would have
postponed the economic recovery. The four most important
measures adopted were:
a) Establishment of minimum provisions regarding the
banks' mature portfolios.
b) Recapitalization of the institutions with the greatest

2

4UNION

5

SERFIN

3

MEXICAN

6

BITAL

4

BANKS

7

ATLANTICO

8

BANCRECER

9

BANORO

10

BANORTE

11

BANPAIS

12

BANCEN

13

PROBURSA

14

ORIENTE

15

CREMI

16

INVERLAT

8

17

MEXICANO

9

18

CONFIA-

CITIBANK
19

problems through a temporary system of capital contributions from the government.
c) Establishment of internationally

5

accepted accounting

measures.
d) Redoubling of supervision efforts.
All these measures not only provided security for the mar-

6

kets through better knowledge of the banks' situation, and
minimum solvency, but also created the accurate perception
that the financial authorities were "in control of the situa-

7

tion," as various analysts and investors remarked at the time.

SUBSIDIARIES

10

OF FOREIGN

4. Lastly, follow the checklist of principles

BANKS

to solve each

bank's individualproblem.
In effect, a widespread crisis ends up by being resolved

____________

bank by bank. Of the list of principles developed by de

OBRERO
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Juan, the principles that were decisive in the Mexican case

FIGURE 3

were as follows:

System
without
Intervened
Banks
250,000 -

a. The soonerthe government acts, the less costly resolution

C: Applications

will be.
In Mexico, strict adherence to this principle has meant
having to act in a way that could be interpreted

200*000

-

Prec. Reserves

m

as dis-

39,141

Net Capital

cretionary, which has led to criticisms from some people.
However, we know that designing rules for crisis resolu-

o

150,000-

tion may look good on paper, but might actually cost a
lot of time. And in the end many of these rules are not
applicable

at the time when there is an urgent

need to

100,000 -

resolve problems of banking insolvency. Rather, the rules
are quite

useful for taking preventive measures,

managing

a banking

but in

crisis common sense is needed as

50,000-

well as principles that, although strict, provide sufficient
flexibility for acting expeditiously. In the Mexican case,
the central principle consisted of trying always to keep in
line the incentives of the banks' shareholders, the governline the incentives
ment, the depositors, and the borrowers; all in order to

0

minimize the economic and social costs.

December 1994

March 1998

76,093

227,776

Nominal Growth

Percentage Growth

=

151,683

b. Priinary responsibilityfor reconstructinga bank as well as
capitalization

PERCENT-

lies with the owners.

DECEMBER
1994

c. Government lossesshould be shared with otherplayers,

Net Capital

primarily previous owners.

Precautionary

These principles contained in de Juan's work represent the
foundations of the restructuring

=

199%

Reserves
Prec. Reserves.
+ Applications

of the Mexican banking

58,002

18,091

MARCH

1998

NOMINAL
VARIATION

106,360

48,358

82,275

18,091

121,416

AGE
VARIATION

83%

64,184

355%

103,325

571%

system. In Mexico it is a fact that the original shareholders,
regardless of the specific bank, lost all the capital originally

The original shareholders

have better information

for

contributed and the capital accumulated up to the crisis. In

valuing the assets of their banks less aggressively than a

effect, the contribution

new investor, and they also have knowledge of their cus-

of the original

shareholders

to

absorbing the costs of the crisis has been equal to twice

tomers and thus retain competitive

that amount of capital, as measured by the level of losses

mizing the value of the bank as compared

advantages for maxi-

taken and reserves set up (see Figure 3).
Even more, in only five of the 19 cases of privatized

investors. This means that for the government, in some
cases, it is less costly to restructure some banks by using

with new

banks will the original shareholders have been allowed to

the incentives of their original shareholders, even though

retain control. These cases have reflected certain conditions

part of the costs of restructuring

such as:

the government

* The banks were generally well-managed.
* There

was capital

available

to recapitalize

and with the borrowers.

In the Mexican case, as we know, this shared cost was
the

handled through schemes for purchase of the bank's portfo-

institutions.
* In some case, provisions in effect prevented

have been shared with

lios by the Banking Fund for Savings Protection (Fondo
some

Bancario de Protecci6n

banks from passing to the control of foreigners.

al Ahorro-FOBAPROA),

and

through programs for debtors that gave them incentives to

* This solution was less costly than other alternatives.

continue paying, contributing in turn to reducing losses.
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to making the Mexican crisis less severe. On the one hand,
the timely establishment of basic principles and procedures
of supervision, together with equally effective systems for
compliance with auditors' observations, would have prevented the banks from expanding credit so rapidly without
adequate systems of control and risk-management. It also
would have been possible to avoid the concentration of
credit in risky sectors and sectors with associatedsegments.
In addition, adequate supervision would have detected
poor quality capital in time and would have prevented its
being used to prop up risky operations.
The recognition of these deficiencieshas made it possible to strengthen supervision in priority areas, which has in
turn contributed significantly to better management of the
crisis. Better supervision has permitted the timely detection of risky activities, as well as bad management and
practices and inadequate controls. Better supervision has
also allowed for better diagnosis of the banks and better
design of corrective measures for each of them.
Each of the banks that remain in the Mexican banking
system maintains plans designed to improve each identified weakness, as well measures of supervision to evaluate
the progress of such plans.

The answer to this question posed by de Juan depended on
two factors in the case of Mexico: 1) the viability of the
bank, and 2) the interest of and/or availability of capital
among the original or new shareholders.
A bank is viable if its operations are supported by a sufficiently wide base of both stable deposits and customers.
In Mexico, some banks did not pass the viability test and
have thus been merged with other institutions. In other
cases, despite the financial authorities' perception that the
bank was viable, there were no investors interested in
acquiring some institutions as independent units, in which
case sales of branches or mergers with other prevailing
banks were proposed.

1Il.Typesof Restructuring
De Juan suggests various ways to restructure banks-for
example., the division of a bank into GOOD BANK and
BAD BANK, or the assumption of assets and liability by
another institution. On this subject, the Mexican experience has indicated that the type of restructuring adopted
doesn't matter, provided that the remaining risk on the
assets is assumed by whoever acquires the institution to
be restructured. This strategy may in principle seem
more costly than the possible alternative of the government's retaining part or all of the assets, in the case of
new investors who seek to minimize risk by requiring
high reserves on the portfolio assumed.
However, the Mexican experience indicates that there
is no substitute for private ownership for the appropriate
management of a portfolio. It is for this reason that in
Mexico the schemes originally proposed for management
of the portfolio by investors have been undergoing revision so as to open up the way for other schemes in which
those who acquire the bank purchase the portfolio,
although this may be with apparently high reserves. To
cover the risk of over-reserving, schemes have been established in which the purchaser agrees to return the reserves
to the government if they are not used. As an incentive to
save these reserves, the purchaser is granted a percentage
of the reserves not utilized.

V. FutureChallenges
Although it can be said that the worst of the Mexican crisis is behind us, it is also true that there is much yet to do
to prevent the recurrence of such events. In particular, the
following steps must be taken:
1. The Mexican banks that remain must continue with
their capitalization efforts, both internally and
through capital contributions.
2. The banks have to continue with significant efforts
for recovery of their existing portfolios, in order to
allow them to improve their financial situation and
redirect resources that could be lent for productive
investments.
3. A decisive factor for the above to take place is a
strengthening of the legal and judicial system so as to
strengthen the rights of creditors, as well as their
opportunities for exercising them.
4. Banking liquidity has to improve through conversion
of the debt of the Banking Fund for Savings Protection
(FOBAPROA)-issued to reorganize the banking system-into governmental debt. This will allow the
banks to recycle or finance that debt in the markets.

IV.TheImportance
of an AdequateSystemof
Supervision
Everyone knows that sufficiently prepared and effective
supervision prior to 1994 would have contributed in part
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5. If we want to avoid recurring crises, we must adopt

6. The moral hazard of bankers and their credits must

the measures necessary so as not to lose the progress

be reduced, and the supervision of the market must

that has been made in the area of supervision and to

be strengthened

continue strengthening

insurance.

the President
national

this area. This belief has led

of the republic

to propose to the

Congress that the National

Banking

by limiting the coverage of deposit

In conclusion, it is clear that the most important factors

and

that have contributed to achievements in the handling of the

Securities Commission be given autonomy-auton-

Mexican crisis are fundamentally consistent with the recom-

omy that is necessary to continue forming supervis-

mendations of Arist6bulo de Juan. But it is also true that

ing teams with sufficient technical training, as well

some of these recommendations

as with competitive

more in order to prevent the recurrence of something that

institutional

opportunities

that give them

stability.

must be strengthened

still

has been so costly and traumatic for the people of Mexico.
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RIST6BULO'SWORK IS REALISTIC-BRUTALLY
REALISTIC-AND THUS PROVOCATIVE.
It emphasizes the need for greater dialogue and understanding between economists and
those non-economists and policy-makers who, like Arist6bulo, have worked on and continue to work on the processes involved in cleaning up the bank insolvencies that occur frequently in our region.
Arist6bulo stresses the complexities characteristic of systemic banking crises, and he
describes and analyzes some of the specific policies and mechanisms used to deal with them once they have
come to light. However, implicit in his analysis is a set of suggestions relating to prior arrangements, both
organizational and regulatory, that should be permanently in place if banking system problems are to be
managed effectively rather than on a hastily improvised basis. In short, Arist6bulo's work invites us to
reconsider the legal framework, instruments, policies, and procedures associated with the "termination" of
non-viable banks.
It is true that the optimum situation is not to have an excessive number of firefighters and fire trucks in
a city to deal with possible fires. It is equally obvious that the emphasis should be placed on fire prevention
(e.g., housing and construction codes prescribing minimum standards that reduce vulnerability to fire) and
on early detection and remedial action (e.g., alarms and the

have effective mechanisms in place for the dismantling

kinds

non-viable banks.

of detection

devices

that automatically

activate

sprinkler systems in hotels). However, it does not follow
from these considerations

Most countries in Latin America and the Caribbean are

that fire trucks and firefighters

are unnecessary. The same goes for regulations

of

seriously deficient in instruments

for resolving and han-

governing

dling the closing of insolvent banks. In my view, this is no

the closing down of insolvent banks. Again, the emphasis

accident. In reaction to the misuse of Central Bank and

should be on prevention-in

the form of judicious start-up

Treasury resources during the crises and bailouts of the

demands, capital and liquidity requirements, and monitor-

1970s and 1980s, these countries adopted legal reforms

ing by the market

that introduced

to supplement

the monitoring

per-

Draconian schemes for closing banks-

formed by official supervisory agencies. Equally necessary
are systems for early detection of banking problems and

schemes limited exclusively to the automatic liquidation of
banks with structural problems when their owners, or

regulations to provide the basis for prompt and stringent

third parties, were unable to restore their viability within

remedial action. However, prevention, early detection, and

short periods through

prompt corrective measures cannot eliminate the need to

believe it is valid to say that Chilean banking legislation in

reliance on private mechanisms.

Augusto de la Torre is the Lead Financial Specialistfor Finance,Private Sector, and Infrastructure at the World Bank.
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affect a substantial segment of the banking system, the
authorities tend to become paralyzed. This is reflected in a
phenomenon frequently observed in the region, the "zombie-bank syndrome," where large, insolvent banks operate
with the tacit approval of the authorities.
In these cases, a totally perverse situation occurs, one of
"bad equilibrium," as we economists would say, in which
the authorities take no action even though the managers
and majority owners of decapitalized banks retain control
of them and, as a result, have powerful incentives to gamble wildly with depositors' funds and even to plunder the
banks. In the worst of cases, individuals participating in
the market know that these large banks are not going to be
forced to go the conventional liquidation route, and that
neither are their difficulties resolvable by other means,
given the want of appropriate legal provisions. Thus, they
operate on the assumption that there is implicit insurance
for all the liabilities of insolvent banks, as well as an
unlimited subsidy net for their directors and legal owners.
Neither the creditors of these banks nor their directors or
owners pay a cent for this universal insurance or guarantee.
If there is a clear perception in the market of an implicit
and universal government guarantee for large banks, we
might ask why the authorities do not take advantage of it
by assuming control of these banks when they detect their
insolvency,without closingthem,but removing their owners,
replacing their directors, and injecting the necessary capital. The perception of a guarantee on the entire liability of
these banks would presumably prevent a run on other large
banks. But why aren't the authorities acting accordingly?
Apart from the natural concern that the degree of moral
hazard would escalate, there are at least three explanations:
(1) the presence of economic policy restrictions; (2) the
absence of a legal basis on which the state can take control
of insolvent banks and cover losses explicitly and transparently from the national budget; and (3) the lack of unassailable legal means by which the regulatory authority can
rapidly eliminate the property rights of the shareholders of
a non-viable bank.
The search for solutions to the shortcomings in the laws
governing termination of non-viable banks leads us to a
sphere where there are no internationally recognized "minimum standards" or core principles, as there are for other
aspects of banking regulation and supervision. Because the
Basle discussions have not yet dealt systematically with
policies and regulations on the closing down of non-viable

the mid-1980s played a pioneering role here. Those statutory provisions caught the imagination not only of multilateral institutions like the World Bank and the IDB but
also of academics and policy-makers, with the result that
Draconian schemes (like Chile's) for closing down nonviable banks spread rapidly, instituted through legal reforms
in the other countries of the region. The healthy objective
of these reforms was to avoid, at all costs, exposing Central
Banks or Treasuries to the potential losses involved. A key
difference, however, was that Chile introduced its legislation after having restructured its banking system, while
many of the countries that imported it did so before
restructuring their systems and while still prey to the consequences of weak supervision, deficiencies in accounting
and disclosure standards, absence of established capital
markets for bank securities, etc.
Despite the laudable intent behind such reforms, they
seem in practice to have provoked delays in closing banks
that should have been closed. This result, not anticipated
at the time the reforms were being drafted, is tremendously significant, since it erodes the quality of the incentives, discipline, and "governability" of the banking sysrem. Why do delays tend to occur in closing non-viable
banks under the type of scheme we have labeled "Draconian"? There are many reasons, but a major one is that the
authorities feel, with very good reason, that traditional liquidation, characterized by slow, cumbersome, and inefficient processes, and usually associated with extensive litigation, tends not only to cause excessive erosion of the
assets of the failed bank, but also to destabilize and erode
confidence in the banking system itself. Consequently, they
see a high risk of contagion if either a large bank or various
mid-size banks are put into automatic liquidation as a
result of enforcement of the existing prudential
regulations.
It is consistently noted that traditional liquidation
works well in the case of small banks whose importance to
the payment system is not significant. The authorities who
regulate and supervise the banking systems in our region
have generally not shied away from the liquidation of small
banks, even in countries without effective small-depositor
insurance systems. Not surprisingly, such liquidations have
proved not to be traumatic and could be said to have added
discipline to the banking systems. However, there is a
marked contrast at the other end of the spectrum. When
the insolvent banks are large, or when structural problems
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banks, it is very controversial to make pronouncements
about what constitutes best practice in this field.
The third chapter of the recently published work
Guillermo Perry mentioned earlier, Beyondthe Washington
Consensus:
InstitutionsMatter, outlines institutional arrangements that would make it possible to manage the problem
of the elimination of non-viable banks more effectively.
This work serves as the inspiration for some suggestions I
would like to put forward briefly in concluding.
First, if the many small depositors cannot be appeased
immediately when a bank, particularly a mid-sized or large
bank, closes its doors, their resistance to remaining silent
increases exponentially. It is thus no coincidence that in
Latin America, where explicit and limited deposit insurance systems were virtually nonexistent 15 years ago,
interest in them has blossomed mightily.
Second,as I indicated earlier, a regulatory framework for
the termination of non-viable banks that is limited solely
to crude and inefficient liquidation is counterproductive. It
is necessary to establish, even through legal reforms, alternative mechanisms that facilitate their closure without
needless destabilization of the banking system as a whole
or excessive erosion of the value of their assets. With this
in mind, it seems very useful to provide clear criteria for
application of the so-called "GOOD BANK/BAD BANK
technique," whereby "good" assets and deposits are cleared
from the balance sheet of the non-viable bank so they can
be quickly transferred to another healthy bank or banks,
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thus leaving only a "residual" or "bad" bank as the focus of
the liquidation process.
Third, the legal instruments governing bank closings
must provide incontrovertible means of extinguishing the
property rights of an insolvent bank's shareholders, with
no room left for discretionary action that could lead to
abuse on the part of the regulatory authority. Banking
laws in Latin America typically empower the regulatory
authority to adjust the book value of a bank's assets, a
process that can result in a negative equity position. However, the transition from such a position to extinction of
the shareholders' property rights tends to be very complicated in many of our countries. This should be corrected,
although any legal reform that seeks to strengthen the
hand of the authorities in this area must expect to meet
with resistance from certain powerful segments of the
banking industry.
Fourth and last, the design of a regulatory framework to
govern the closing out of insolvent banks inevitably runs
into a trade-off between moral hazard and risk of contagion: The greater the priority given to reducing the risk of
contagion, the less successful the effort to reduce moral
hazard. It would be naive to think that an easy formula
exists for finding the perfect balance, and it is clear that any
optimum state of balance, if there is one, would not be
independent of the circumstances in which the banking
system finds itself in the first place.
Thank you.
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IRSTOFALL,THANKYOUVERYMUCHFORGIVINGMETHE OPPORTUNITYTO COMEALLTHE
way here to talk about these issues. A few of the other speakers have pointed out there is a difference between economists and practitioners. I am both an economist and a practitioner, but
what I am saying comes out of my head, not out of books; I have done what I am talking
about.
Actually, it takes several years to learn the tools of this strange trade, and I could talk for
hours about most of the issues that Arist6bulo touched on in his paper, but given the time constraints, and
since everybody wants to get out and have coffee, I have to be very brief.
I am going to do two things. First, I am going to comment on some of the issues that are listed in the
paper, and second, I am going to add a few issues that I also think are important, although they have not
been mentioned in the paper. When I am talking about these things, I am not talking about small disasters. I am talking about major disasters, and that is important to keep in mind. I am not dealing with one
or two small savings banks. I am talking about when the whole system is in deep trouble. When that happens, whether we like it or not, we have to deal with it, and it doesn't really help to start talking about
bank reform. Bank reform you can talk about during calmer periods. At this stage it is too late. We need
to deal with bank restructuring,although as is mentioned
in the paper,this is somethingthat peoplemost of the time
do not reallydeal with a lot.
We must, firstof all, comeup with viewson what to do
and what not to do, and second,think about what machinery to put in place to deal with these issues.This can be
dealt with basically in two ways. One alternative is to
muddle through, don't say a thing, and use plenty of regulatory forbearance.However, this does not work well,
particularlyif you havea lot of foreignborrowing.It does
not work at all sometimes, because then everybody is
heading for the door and wants to get out of that market
immediately.Nowadays,with international capital flows
and an increasingdemand for information,whether you
Stefan Ingves is the Deputy Governor of SverigesRiksbank of Sweden.
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like it or not you usuallyend up having to deal with these
issues up front. Dealing with these issues up front in a
transparent and immediate way is basicallywhat is suggested in the paper, and this is a method that I strongly
support.
What we are talking about is how to deal with this situation oncedisaster has happened,how to get out of the
mess.Who doeswhat, whenand why,and who is going to
pay?One conclusionthat othershavementioned and that
I alsostrongly supportis that you needa legal and a regulatory infrastructureto deal with these issues,and it helps
a lot to put it in placebeforedisasterstrikes.It is verydifficult to write up the rules while you are playingthis difficult game; I have done that, and I know how hard it is.

BANKS

AND

CAPITAL

MARKETS:

SOUND

FINANCIAL

SYSTEMS

FOR

There is a lot to be gained if you can think about these
things a little bit in advance.
Second, whether you like it or not, governments tend to
get involved in these issues. You can talk a lot about the
private sector, but when disaster has struck, there is going
to be a severe lack of equity capital in the financial sector,
and you are probably not going to find anybody around
wanting to come up with the cash when you really need it.
In that sense, whether you like it or not, governments tend
to be involved in these processes.One way of looking at the
government route is to say that the government ends up
being the insurer of last resort. This happens when a disaster has struck of such a magnitude that there is a noninsurable risk in the private sector.
When you have to deal with these issues, it is very
important to keep in mind that we are talking about two
stages. One way of putting it is to say the following: A
banking crisis is an event,one in which everybody wants to
get the cash out of the bank. Bank restructuring is aprocess,
and using the insurance- company comparison, you can say
that a banking crisis is the accident, and bank restructuring is the damage control. This is often very ill-understood
in the market.
It is very important when you deal with these issues to
keep in mind that in most cases it takes several years to get
out of the mess. If you want to make a proper due-diligence
of a major bank, it takes more than six months to make a
loan-by-loan, bottom-up analysis. For this reason, it is
never going to be easy and often almost impossible to get
out of a mess in a couple of weeks, although sometimes it
is described in the papers as if it were possible to do it that
way. In reality, there are serious physical constraints to
doing it, since literally hundreds of people have to deal
with this technical work.
Once you start dealing with bank restructuring, it is
also important to keep in mind, as has already been
pointed out here, that the loss is already in the system.
Bank restructuring deals with how to distribute that loss
and see whether it is possible to get some of the money
back. But the loss is already there, and it is not going to
disappear even if you decide to sit under the table with
your fingers in your ears and don't want to hear about it.
The loss does not disappear once disaster has struck.
When you start dealing with these issues, I strongly
agree with what has been said earlier about who is to pay,
because when things have gone wrong, it is very natural to
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make sure the shareholders are the first to take the hit. It is
very simple. Then, you change the management, and the
board, because ownership gives control. If you don't do
that, you are not going to be in charge, and you don't have
a clue about what is going on. Don't kill the value of the
franchise, because if you kill the value of the franchise, you
lose the upside completely.
If there is a major crisis, it is probably impossible to
make only the shareholders pay. Depositors and taxpayers
usually end up paying part of the whole package, too, and
this can be handled in many different ways. First, you can
lose your deposits, but if there is a systemic problem, it is
usually not advisable to use that solution, because you will
end up with a total run on the system, and you will lose the
payment system as well.
What is left is to have the government pick up part of
the bill, and ultimately, at the end of the day, this is going
to lead to increased government borrowing and, sooner or
later, higher taxes. But in the end, there is no other way
around it. If you don't want to do it that way, you will have
to print money, and for other reasons, that is not very
advisable, because that is going to create inflation, which is
not a good thing.
When you are dealing with these issues, once you have
decided that something has to be done, basically you have
to deal with three types of flow processes, as I have chosen
to call them. First, you have the financial flows that the
government has to deal with. Second, you have a whole set
of different corporate flows. And third, you have to have
different skill sets depending on what stage of the restructuring process you happen to be in.
When it comes to the financial flows,what do I have in
mind? Usually, the Central Bank starts with some sort of
liquidity support. Very soon you realize that it was not liquidity support. Basically,we are talking about insolvency,
and very serious insolvency. I am not talking about zero net
worth; I am talking about how many times over-four,
five, six times-you have used up all the equity capital in
a bank. In the end, the government ends up holding
equity. Once you hold the equity, you have to think about
how to make that equity as liquid as possible, and in the
end you sell the bank in order to get the cash.
Once you start dealing with these flows,you also end up
holding a whole set of different corporations. First, you
start with the bank. If it is a major disaster, it is highly
likely that you end up holding an asset-management com-
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pany, which in the early stages is a finance company. Then

During a crisis, there is a high premium on proper infor-

you own a lot of companies, just general corporations pro-

mation. For what reason? Well, you can argue that infor-

ducing goods and services in various parts of the world.

mation is a sort of second-best. If you cannot get your

You need to restructure these companies, and, finally, you

money back immediately, at least you would like to know

try to sell them as quickly as possible in order to get the

when you are likely to get it back later, and for that reason

cash. So you have a whole flow of various types of corpora-

there is always going to be a very heavy demand for proper

tions that you end up having to deal with.

information.

If you refuse to inform, particularly

in the

Finally, when it comes to the skills, in the early stages

international capital markets, you are going to end up pay-

of the process you need bankers, then auditors, then what I

ing a high premium or even end up being unable to bor-

call "loan transformers"-people

row at all.

who go out there and

seize the collateral. Bankers usually want to keep their cus-

I know, because I went to New York, and I went to

tomers. Loan transformers don't need customers; they need

Boston, Frankfurt, and other financial centers. It is a hard

the collateral as quickly as possible. Consequently you need

thing to stand in front of several hundred people and say,

people with very different minds to do these things. After

"We made a mess, but this is how we are going to fix it."

this you need corporate specialists to restructure the corpo-

But if you stay at home, it is going to be even more diffi-

rations you end up owning, and finally you need invest-

cult. If you refuse to inform, you are actually going to cre-

ment bankers who can deal with the sales process.

ate more problems. When you start informing, make sure

If you don't have these skills, make sure you get them

you have a credible story, because if you do not have a cred-

from somewhere, because otherwise you are going to make

ible story, and you are not able to deliver later, it is going

some terrible mistakes in the process. These skills need to

to be even more of a problem, and people in the end are

change continuously, and that is what makes bank restruc-

going to be even more suspicious.
In addition to what has been said in the paper-and

turing a difficult process. At the same time, you define suc-

in it-I

I

think it is

cess as "closing shop." So if you employ somebody, you tell

actually support almost everything

them you are very successful if you lose your job as quickly

important to stress that once you are active in the interna-

as possible, and that also creates some very special incentive

tional capital market, you must not forget to inform, and

problems. If you don't think about these flows, it is likely

you must not forget to think about what sort of a story you

you will end up creating a mess, because you are going to

are talking about, and make sure you come up with a cred-

use the wrong skills at the different stages in the process.

ible story. Otherwise, it is going to be very difficult, and it

One point that hasn't been touched on very much in the
paper, which I think is very important,

is probably going to take years before you get out of the

is information.

mess.
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Institutional Investors and
Securities Markets:
Which Comes First?

I

DIMITRI

VITTAS

NSTITUTIONALINVESTORSINCLUDEPENSIONFUNDS, INSURANCECOMPANIES,AND MUTUAL
funds. Of the three, pension funds have traditionally been the most important component, with
resources exceeding 50 percent of GDP in a score of countries around the world. Insurance company
assets, especially life insurance assets but excluding any pension fund assets managed by insurance
companies, rarely exceed 30 percent of GDP, while mutual fund assets have until recently been well
below 20 percent of GDP in most countries.
Recently, mutual fund assets have grown at a very fast rate in the United States and many other countries. In fact, assets of U.S. mutual funds now exceed 50 percent of GDP, although some of these represent
investments by company pension funds. Moreover, with the recent growth of personal pension plans, the
traditional distinction between pension and mutual funds has been blurred considerably. In 1996, retirement plans of all kinds accounted for 35 percent of total mutual fund assets in the United States, while
retirement plans invested in mutual funds accounted for 19 percent of all retirement assets (Investment
Company Institute 1998).
Although retirement-linked mutual funds have a longer horizon than ordinary mutual funds, the
ability of savers to switch across funds and the increasing use of commingled funds for both retirement and
other purposessuggests that pension funds and mutual
funds increasinglyhave the same policy implicationsfor
securities markets irrespectiveof the purpose for which
they are held. Historically,however, company pension
funds had differentstructuresand objectivesand their policy implicationsmay have differedfrom those of mutual
funds.

TheSequencing
Issue
Implicit in the title of this paper lies an importantpolicy
question:Shoulda country promote the creationof private
pension funds, insurancecompanies,and mutual funds in
the absence of well-developedsecurities markets?' The

answerto this questionvariesfor eachtype of institutional
investor.
With regard to pensionfunds, the policy question can
take two forms.The first and strongerform askswhether a
country should undertake systemicpension reformwith a
compulsoryfully funded pillar in the absence of welldeveloped securities markets.2 The weaker version asks
whether a country should offer tax incentivesfor the voluntary creationof funded pension schemes.
To addressthe stronger form first, consideran imaginary country that lacks all the fundamentalelementsof a
well-functioningfinancial system: no solvent banks and
insurancecompanies;no mutual funds and securitiesmar-

Dimitri Vittas is Lead Economist at the World Bank. The author is grateful to Tom Glaessner,FernandoSolis-Soberon,Alfred Steinherr, and
SalvadorValdes-Prieto,discussantsof the paper, for their comments and insights.
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kets for bonds and equities; no long-term financial instruments and annuity products; no experienced regulators and
supervisors; no bankers and actuaries; no accountants and
lawyers; and no rating agencies. Should such a country
reform its pension system and introduce a mandatory
retirement savings scheme? Normally, my answer would be
a firm no. Such a country should not even have a traditional
unfunded social security system, and if it happens to have
one, it is virtually certain that it will be malfunctioning,
suffering from evasion, incomplete records, administrative
inefficiencies, and strategic manipulation.
There are, however, three preconditions whose fulfillment would allow even a country lacking all the essential
elements of a well-developed financial system to consider
undertaking systemic pension reform: a strong, long-term,
and persistent government commitment to implement a
successfulpension reform; introduction of effectivearrangements for the safe custody of pension fund assets (to prevent
theft and misuse of assets); and free access to foreign expertise. These preconditions are not easy to fulfill. The first
implies a holistic approach to economic reforms and a willingness to proceed with banking, insurance, and capital
market as well as macroeconomic and fiscal reforms. It also
implies that successive governments, even if they come
from different political parties, would be committed to the
success of pension reform. Openness to foreign expertise
implies a willingness to see large foreign financial institutions play a leading part in the funded pillar, ideally in joint
ventures with large local groups, and by extension in the
domestic financial system. Ensuring safecustody of pension
assets also implies reliance on institutions with the large
financial resources and advanced technical capabilities that
are required for providing an effective custodial service.
Very few, if any, countries satisfy these unlikely sets of
conditions. Countries that lack all the essential elements of
well-functioning financial systems would also be unlikely
to show the strong commitment to holistic reform, effective safe custody, and free access to foreign expertise. For
the majority of countries that are characterized by somewhat weaker commitments and somewhat better-developed financial systems, the important financial preconditions for systemic pension reform would include
commitment to macroeconomicstability and presence of at
least a small number of sound and well-functioning banks
and insurance companies. Prior development of securities
markets would not be necessary, although willingness to
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implement capital market reforms and openness to foreign
expertise would be essential for the long-term success of
pension reform.
Thus, to determine a country's readiness to implement
systemic pension reform, it is more important to assess the
commitment of the authorities to a holistic reform program than to evaluate the state of development of its securities markets. A basic reason for this is that the creation of
private pension funds involves a gradual accumulation of
long-term financial resources. This provides sufficient time
to a reforming government to take all necessary steps for
establishing robust and well-regulated securities markets.
In fact, in cases of systemic pension reform involving a
gradual accumulation of assets, the most pressing issue in
implementing the reform program may well be ensuring a
sufficient technical capability for collecting contributions
and keeping records rather than an adequate supply of longterm financial instruments. Initially, at least, the relatively
small resourcesof pension funds can be invested in treasury
bills and bank deposits. As pension fund assets increase, a
growing proportion can be allocated to longer-term government bonds and corporatesecurities. Technical constraints as
well as political opposition and the burden of the transition
cost are usually greater obstacles to systemic pension reform
than the state of development of securities markets. This is
in some sense ironic, becauseamong the main benefits of systemic pension reform are the positive externalities associated
with the development of securities markets.
If the answer is affirmative to the stronger form of the
question, it will also be affirmative to its weaker version. In
the absence of well-developed securities markets, voluntary
employer-sponsored pension funds will invest in book
reserves, effectively non-marketable equity of the sponsoring employers. This was widespread practice in all countries, including Anglo-American ones, prior to the 1950s,
but has persisted into the present in Germany and some
other European countries. Book reserves can be combined
with holdings of government bonds and bank deposits.
Over time book reserves have been replaced, especially in
Anglo-American countries, with marketable government
and corporate securities.
The argument in favor of private pension funds counters
a long-standing criticism of traditional social security
experts against funded pension schemes. The criticism was
that in the absence of well-developed capital markets,
funded pension schemes would fail because they would be
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used as captive sourcesfor financing large budget deficits at
negative real rates of interest. The traditional criticism of
funded pension schemes was probably valid before the
1970s, when government policies in most developing countries were inflationary and financial market development
was not an important objective of government policy. But
it overlooked the dynamic interaction that could develop
between pension funds and capital markets once government policies focusedon maintaining financial stability and
on removing obstacles that inhibited the development of
markets. The experience of several OECD and, more
recently, Latin American countries shows that both private
pension funds and capital markets can thrive under the
right macroeconomic policies, meaning low inflation (or
moderate inflation with indexed instruments), small budget
deficits, and positive long-term real rates of interest.3
Insurance reform is also sought primarily for its own
sake, as insurance business is underdeveloped in most lowand middle-income countries. In addition to achieving
macroeconomic stability, reforming the insurance sector
implies the removal of repressive regulations that impede
competition, innovation, and efficiency.Insurance sectors in
developing countries are often dominated by state-owned
entities with limited participation by private or foreign
companies and are characterized by inadequate capital; high
operating costs; limited product innovation; low investment returns; lax control over brokers; high levels of receivables; extensivefraud; unduly large claims by some insured
but otherwise low claims and settlements for the majority
of customers; protracted disputes and long delays in settlement; and generally widespread mutual mistrust between
insurance companies and the insured.
Improving financial returns is only one of many actions
that can be taken to enhance the performance of the insurance sector. Because insurance companies have a smaller
accumulation of financial assets than pension funds, the
impact of insurance reform on capital market development
is also less extensive. In contrast, improving financial
returns is more central for pension funds, which specialize
in offering long-term capital accumulation accounts. Nevertheless, insurance reform may be an essential element of
systemic pension reform because of the derived demand for
term life and disability insurance by active workers and of
annuity products by retiring workers.
The situation of mutual funds is different. Passing
mutual fund legislation and creating an enabling environ-
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ment for their establishment is usually an integral part of
measures to promote capital market development. But
mutual funds specializing in particular instruments are
unlikely to thrive unless the markets for those instruments
are also well-developed. In many developing countries, the
mutual fund industry is dominated by funds investing in
government bonds or bank deposits, with only a small part
accounted for by equity funds. In most cases, this is probably explained by the usually high level of real interest
rates on debt instruments and the continuing lack of confidence in equity markets. Whatever the reasons, this experience suggests that mutual funds follow the development
of securities markets-unlike pension funds, which often
predate them, and insurance companies, whose development is often unrelated to the development of securities
markets.

DynamicInteraction
The sequencing issue-namely, whether different types of
institutional investors lead or follow the development of
securities markets-is an interesting question, but it is less
important than the interactive issue. Experience from
Anglo-American countries suggests large potential benefits from the interactive process between institutional
investors and securities markets. Institutional investors can
act as a countervailing force to the dominant position of
commercial banks and thus promote competition and efficiency in the financial system. They can also stimulate
financial innovation, modernize capital markets, enhance
transparency and information disclosure, and strengthen
corporate governance. The efficiencygains from these qualitative changes in the functioning of financial systems may
far exceed the growth effects from the quantitative development of banks and securities markets that have been
documented in recent years (Levine and Zervos 1996).
Although empirical quantification of these efficiencygains
remains to be done, there is considerable evidence attesting
to the enhanced efficiencyof the financial system.
The efficiency gains from the development of institutional investors are not automatic. They are less likely to
materialize if institutional investors are required to invest
only in non-marketable government securities, as has long
been the case with the national provident funds of Singapore and Malaysia. Although these funds have avoided the
fate of provident funds in African countries, where high
negative real rates of return have eroded the real value of
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fund balances, they have failed to provide a direct stimulus
to the development of domestic securities markets. In similar vein, although to a much lesser extent, institutional
investors in continental European countries have been constrained by quantitative investment limits and by conservative investment policies from exerting a beneficial effect
on capital market development. In contrast, in AngloAmerican countries institutional investors have made a
stronger contribution to capital market development.
Operating under the "prudent person" rule, they have also
been able to earn higher rates of return than in countries
with quantitative investment limits (Davis 1997).
The emergence of institutional investors as large financial institutions is new to developing countries. The
remainder of this paper examines the impact of institutional investors on the U.S. financial system, with occasional references to the experience of other Anglo-American countries as well as Chile and Argentina, two
reforming countries where institutional investors have
started to have an impact on financial market structures
and practices. It is important to remember, however, that
the interactive process between markets and institutions
that is emphasized in this paper takes considerable time to
come to fruition. Patience and persistence are strongly recommended.
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the century. Life insurance companies controlled 11 percent of the total assets of U.S. financial institutions in
1900, against 66 percent for commercial banks. This rose
to 17 percent by 1929 and to 25 percent by 1940, when
commercial bank assets had declined to 55 percent (Krooss
and Blyn 1971). In the 1940s and 1950s insurance companies substantially lowered their holdings of government
bonds and agricultural mortgages and increased their holdings of non-farm mortgages and especially of privately
placed corporate debt (Calomiris and Raff 1995). Private
placements were favored by borrowers who had limited
access to the public bond market and for whom the total
issue costs of private placements were lower than those of
public placements (Calomiris and Raff 1995; Carey, et al.,
1993). The growth of insurance-company lending to
industrial and commercial companies increased competition to bank loans.
The development of institutional investors also contributed to the advent of competitive bidding for corporate
issues of securities. Historically, new-issue business was
highly rigid and hierarchical. Investment banks were jealous of their syndicate positions and their ranking in particular issues. The large investment banks cultivated close
relations with large corporate issuers, acted as sole managers for new issues, and organized large syndicates for
underwriting and distributing them. Relative positions in
these syndicated issues were rigidly respected (Chernow
1990). Although the SEC promoted the use of competitive
bidding through regulatory means in the 1930s and
194 0s, the market impact was limited. The SEC first
required sealed bids for new issues of corporate securities in
the 1930s and then implemented Rule 50 on competitive
bidding in 1940. But because of strong opposition from
investment banks, this was only applied on bond issues by
large utility companies and railroads. Issues by industrial
and commercial corporations as well as private placements,
which had the largest issue spreads, were exempted
(Carosso 1970).
But what was not achieved by regulatory fiat was
brought about by the growth of institutional investors, the
resources of which reached critically large levels in the
1970s. While traditional investment banks maintained
unrivaled close relations with large corporations, new
investment banks that specialized in trading rather than
issuing and underwriting securities developed close relations with institutional investors. The greater availability

Countervailing
Force
One of the main benefits of the growth of institutional
investors is the intensification of competition in the financial system. The development of new sources of finance,
whether from new entry of foreign banks, access to foreign
markets, or the growth of institutional and other non-bank
financial intermediaries (such as leasing and factoring companies), forces dominant commercial banks to become
more competitive and to start seeking out their customers
rather than waiting for prospective borrowers to visit
them. In the United States this change in bank behavior
seems to have taken place in the 194 0s and 1950s, followed within a decade or so by other Anglo-American
countries, and in subsequent years by most developed and
developing countries.
In the United States the process was stimulated not only
by the growth of institutional investors but also by a
notable change in the investment policies of life insurance
companies, a group of institutions that commanded a significant share of U.S. financial assets since the beginning of
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of financial resources encouraged corporations to place new
issues directly with institutional investors, to replace sole
management of their public issues with several joint lead
managers, and to set up "Dutch auctions" for their new
issues and invite competing syndicates of underwriters.
In the 1980s and 1990s, institutional money fueled the
operations of corporate raiders, the use of leveraged buyouts, and the growth of high-yield securities, all of which
contributed to greater competition in financial markets
and facilitated the corporate restructuring that took place
in the 1980s and 1990s. Institutional investors have also
supported the growth of venture capital funds and the provision of private equity, both of which help finance new
and expanding smaller firms.
Another benefit of the growth of institutional investors
was the decline in both new issue and trading costs. The
first was not just a result of the countervailing force of
institutional investors, but it also reflected lower marketing and monitoring costs of issues targeted at institutional
investors. Studies report narrower spreads for new issues by
companies in which institutional investors are large shareholders (Hansen and Torregrosa 1992; Hansen and Pinkerton 1982). The fall in trading commissions was associated
with the rise of bloc trading that was prompted by the
growing importance of institutional investors. Trading
commissions for large trades fell by 40 percent after the
abolition of minimum commissions in New York in 1975
(Chernow 1990). Large trade commissions also fell in London after the stock exchange reform in 1986 and in many
other stock markets, which have followed in the steps of
New York and London.
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enacted in 1974 codified the liabilities of U.S. private pension funds and imposed minimum funding requirements.
This created a strong demand for long-duration fixedincome securities by pension funds and contributed to the
emergence and growth of both zero-coupon bonds and
mortgage-backed securities.
It is interesting to note that mortgage securitization did
not take off until another unrelated and ill-advised regulatory change provided a strong incentive for the supply of
securitized mortgages. This regulation allowed thrift institutions to sell their low fixed-rate mortgage loans in the
early 1980s, when market interest rates were very high,
and to amortize the losses over a longer period (Barth
1991). Mortgage securitization also facilitated the regional
diversification of mortgage portfolios of U.S. commercial
banks and thrift deposit institutions. Securitized mortgages, and especially collateralized mortgage obligations
with their successivematurity tranches, provided an attractive outlet for the long-term resources of institutional
investors, who now hold about one-third of all outstanding
agency securities in the U.S. financial system.
The immunization strategies of pension funds also promoted the use of derivative products, such as index options
and futures contracts, while pension funds also spurred
innovations in the equity markets. The first indexed (or
index-tracking) mutual fund was created for pension funds
in 1971, in response to the growing realization that active
investment management failed on average to achieve
higher net returns than a fund that was passively invested
in a market index. The first index-tracking fund for retail
investors was established in 1976 (Bogle 1994). Since then
there have been several additional innovations with indextracking funds for bonds, mid-cap and small-cap equities,
value and growth equities, and international equities.
More recently, in response to the growing popularity of
defined-contribution retirement plans and the demand for
a more effective management of investment risk, new synthetic investment products have been developed. These
minimize the downside risk of equity investments (by providing a floor on the value of investments over some period
of time), while allowing some participation in the upside
potential of the equity market (Bodie and Crane 1998).
Financial innovation in developing countries that have
implemented systemic pension reform has been faster and
more directly linked to the creation of private pension
funds. In Chile, which reformed its pension system in

FinancialInnovation
The past three decades witnessed major new financial innovations as well as a large expansion of the financial services
industry. Most of the innovations in the 1970s were
prompted by the increase in the level and volatility of
interest rates, but institutional investors, and especially
pension funds, were major forces stimulating this innovative process (Bodie 1990). Financial innovation was also
influenced by regulatory changes.
The response of most lenders and borrowers to the high
and unpredictable interest rates of the early 1970s was a
move to the use of floating rate debt, including adjustablerate mortgages, a process that had already taken place in
Britain during the 1960s. However, pension legislation
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1981, pension funds supported the development of both
mortgage and corporate bond markets (Diamond and
Valdes-Prieto 1994). The outstanding volumes of mortgage and corporate bonds grew from negligible levels in
1981 to 9 percent and 4 percent of GDP, respectively, by
1993, while government bonds and central bank securities
amounted to 28 percent of GDP in 1993. Pension funds
and insurance companies (which benefited directly from
the pension reform program) held more than 95 percent of
each category of these bonds.
In Argentina, which reformed its pension system in
1994, financial innovation has allowed pension funds to
invest in synthetic products with a more attractive
risk/return trade-off than either bank deposits or marketable securities. For example, the vast majority of bank
deposits (covering 23 percent of total assets) were placed in
December 1997 in certificates of deposit with a variable
return linked to an underlying bond or stock-market
index. Although these innovations involve products with
embedded options that are difficult to price, they benefit
pension funds by limiting their downside risk, while
allowing them to share in the upside potential of the
underlying index. Nevertheless, they expose them to counterparty risks, which can be very large if the financial institutions offering such instruments are not consistently and
at all times properly hedged. However, the banks offering
such synthetic products to the Argentine pension funds are
large international banks that have the expertise and internal control systems to ensure their ability to honor these
contracts. Argentine pension funds also invested in securitized instruments based on credit card and other receivables. In both Chile and Argentina, the private pension
funds have also been able to invest in the securities of privatized enterprises.
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Investor-protection rules cover prohibition and penalties on insider trading and reporting of insider positions as
well as rules on self-dealing, takeovers and changes in corporate controls, asset valuation, prospectuses for new
issues, and disclosure of audited consolidated statements
on public companies. Investor-protection rules are better
developed in countries where large institutional investors
hold diversified minority positions in a large number of
companies than in countries where institutional investors
are either underdeveloped (e.g., Germany) or tend to hold
large controlling positions in a small number of companies
(e.g., South Africa). At the same time, a stronger legal protection of minority shareholder rights may have contributed to the earlier and larger-scale diversification into
equities of institutional investors in Anglo-American
countries compared with continental European countries.
Mindful of the need to protect the long-term interests of
workers affiliated with the new private pension funds, the
authorities in Chile, Argentina, and other reforming countries have taken measures to strengthen investor protection,
especially in the areas of insider trading, self-dealing, and
takeover rules. The publication of consolidated statements
following internationally accepted accounting and auditing
standards is not yet fully implemented, although pressures
for the disclosure of timely and meaningful information on
corporate performance are mounting.
Pension reform led to the development of an effective
risk-classification system in Chile under a committee comprising public officials and representatives of the private
pension funds. This committee rates various instruments
for their suitability as pension fund investments. They
screen ratings prepared by private rating agencies and thus
avoid to some extent the problems caused by an alleged
low quality of private ratings. The quality of private ratings is also Laisingconcerns in Argentina. In both countries
competition among a large number of rating agencies
seems to have resulted in a lowering of standards. This
may, however, be a temporary setback. The quality of ratings is likely to improve once a consolidation of rating
agencies takes place and higher quality standards are
adopted.

Market Integrity
Most investors are concerned about market integrity and
fair prices, which depend on the timely disclosure of meaningful information and the protection of minority shareholders from market manipulation and other exploitation
by controlling groups of shareholders. Institutional
investors, which are managed by trained professionals, are
usually more aware than ordinary investors of the potential
conflicts of interest and agency problems facing corporate
management and are better able to insist on investor-protection legislation that will ensure market integrity.

Modernization
of MarketTrading
Institutional investors also exert pressures for modern and
efficient trading facilities. This covers not only the trading
activity per se but also clearing and settlement facilities, as
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The initial and amply justified "buy and hold" strate-

trading systems are characterized by low transaction costs,

gies delay the beneficial impact of institutional

high transparency, high liquidity, and low volatility. There

on market liquidity. However, they do not justify the con-

is often a trade-off between these characteristics and espe-

clusion that the development of a fully funded pension sys-

cially between high liquidity and low volatility on the one

tem is unlikely

hand, and low transaction costs and high transparency on

(Reisen 1997). Over time, pension funds and their asset

the other.

managers are likely to adopt more active trading policies,

Although there are several different ways in which trading systems can be organized, institutional
contributed

investors

to develop local stock markets per se

enhancing the liquidity of markets and leading to higher

investors have

efficiency and lower transaction costs.

to the development of more efficient trading

systems. As already noted, the use of bloc trading led to the

Corporate
Governance

abolition of minimum

The role of institutional

commissions and the restructuring

investors in corporate governance

of stock markets in many countries around the world. Insti-

has evolved in line with their growing importance as cor-

tutional investors have also played an important

porate owners. As long as their equity holdings were small

part in

promoting more efficient clearing facilities and establishing

and diversified in a large number of companies, and as long

central depositary agencies that facilitate the move to book-

as they represented a small fraction of market capitalization,

entry systems and provide safekeeping services. And they

institutional investors adopted a passive approach to corpo-

have exerted pressure for modern efficient and reliable back-

rate governance. They tended to vote with management,

office operations that have suffered in all countries with

and if they were unhappy with corporate performance, they

emerging securities markets as existing facilities could not

could sell without suffering a big fall in market price.

cope with fast growing trading volumes.
The impact of institutional

But with continuing

investors on trading and

growth

in their accumulated

assets, institutional investors became collectively dominant

market liquidity depends on their investment policies and

shareholders of many non-financial

the extent to which they actively trade their portfolios.

large U.S. corporations,

Newly established private pension funds tend to adopt a

owned 86 percent of the equity of Amoco, 82 percent of

policy of "buy and hold." This is often explained by the

General Motors, 74 percent of Mobil, and 70 percent of

gradual but steady increase in their financial resources at

Citicorp (Coffee 1991). With

the start of their operations.

of their

they could no longer exercise the "exit" option without dis-

investment portfolios can easily be effected by redirecting

rupting the market and suffering big falls in market prices.

Any rebalancing

corporations. Among

in 1988 institutional

such dominant

investors

positions,

new inflows of funds, without requiring large sales of exist-

Recent attempts to develop effective means for exercis-

ing holdings. The limited supply of suitable securities is

ing "voice" in corporate affairs are a response to the decline

also another reason behind such "buy and hold" strategies.

of the "exit" option. In addition,

In this respect, it is instructive

to note that a similar

have been adopting investment

institutional

investors

policies based on passive

pattern was followed in the United States and the United

indexation as an effective strategy for achieving diversifica-

Kingdom when corporate pension funds started to place

tion with market returns and low transaction costs. Passive

their reserves in corporate equities. For instance, the trust

indexation policies have limited their ability to divest from

department

advocated a "buy and

poorly performing companies and have increased pressures

hold" strategy in the early 1960s (Chernow 1990). Morgan

of Morgan Guaranty

for more effective monitoring of corporate performance and

Guaranty had the largest trust department

for increasing the accountability

among com-

mercial banks and was one of the designated managers of

of corporate managers.

Faced with the persistence of poorly performing corpo-

the pension fund of General Motors, which had decided in

rations, some institutional

the early 1950s to allocate up to 50 percent of its pension

criticism of overambitious expansion plans, excessive man-

reserves into equities. Similarly the Imperial Tobacco Pen-

agerial compensation,

4

investors increased their public

and anti-takeover

that

sion Fund diversified into equities in the late 19 0s and

entrenched

followed a 'buy and hold" strategy while it was building

expense of shareholders. Open public criticism has been

its equity portfolio.

instrumental
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tled shareholders and in raising the threat of regulation and
legislation to prohibit the alleged abuse and misbehavior.
In the United States, public criticism of poor corporate
performance has been led by public pension funds, such as
the California Public Employees Retirement System
(CALPERS)and the New York State Common Retirement
Fund, which were independent of corporate management.
But another effective way of voicing public criticism has
been the use of formal associations of institutional investors
(such as the Association of British Insurers and the
National Association of Pension Funds in the United
Kingdom) or ad hoc groupings of interested institutional
investors (such as the Institutional Shareholders Committee in the United Kingdom or the Council of Institutional
Investors in the United States). The last-named group was
created 14 years ago and is a forum for big institutional
shareholders to discuss corporate problems. It regularly
publishes a list of the 50 least-performing companies and
thus exerts pressure on the offending corporate managers
without exposing any individual shareholder or pension
fund manager to the threat of corporate retaliation.
Institutional investors have also emphasized the importance of strengthening corporate-governance structures
and especially of increasing the accountability of managers,
a process that is ongoing. In the United Kingdom three
high-level committees have published reports recommending various measures to strengthen corporate governance,
while in the United States two codes of corporate governance were issued recently, one by CALPERS and the other
by the Council of Institutional Investors.
The measures that are contemplated to strengthen corporate-governance structures and improve the effectiveness
of corporate boards include the following: separating the
functions of chairman and chief executive officer and
appointing non-executive chairmen in all companies above
a certain size; electing independent external directors;
using cumulative voting for board elections; opening the
proxy process to allow greater communication among
shareholders; using confidential voting at board meetings;
expanding the role of board committees that are independent of executive directors; disclosing the amount and
rationale of managerial compensation; and opposing antitakeover defenses that are designed to protect incumbent
managers at the expense of shareholders.
Of these measures, the use of cumulative voting for
board elections seems to be the most powerful tool for
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allowing institutional shareholders to elect directors who
are truly independent of corporate managers and play an
active part in protecting the interests of shareholders. Also
of major importance is the increasing use of board committees consisting of non-executive directors to select and
appoint chief executive officers(to avert the perpetuation of
the business policies of incumbent management); vet managerial compensation (to prevent excessive packages unrelated to performance); approve major expansion plans (to
check managerial tendencies for empire-building); and
evaluate and respond to friendly and hostile bids (to ensure
that shareholders receive maximum value from takeovers).
It is, however, too early to assess the long-term effectiveness of recent initiatives. Non-executive directors and
collective bodies may over time be captured by corporate
management. Institutional investors are not interested in
second-guessing management, and they may well have a
preference for liquidity rather than control. But their
involvement in corporate governance may facilitate the
forced replacement of underperforming managers. Over
the past decade or so, several large U.S. corporations,
including American Express, General Motors, and IBM,
replaced their managements in response to pressure from
large institutional shareholders (Monks and Minow 1995).

FinancialRegulation
The development of securities markets and the growth of
institutional investors require robust and effective regulation. Most developing countries lack a robust regulatory
framework, although copying laws and rules prevailing in
more advanced countries is not a major exercise. The real
challenge is the shortage of experienced supervisors and the
absence of a strong tradition favoring compliance with the
rules and discouraging regulatory forbearance.
The complex issues encountered in designing an effective regulatory framework are not addressed in this paper.
However, three important points may be made. First, the
gradual increase in the assets of institutional investors
allows time for intensive training of regulators and for
developing a more sophisticated regulatory regime as the
needs of institutional investors and securities markets
evolve and become more complex. Since its pension reform
of 1981, Chile has considerably strengthened the regulation and supervision of both financial institutions and markets, and other reforming countries in Latin America and
Eastern Europe have engaged in long-term programs of
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upgrading their regulatory systems. Second, given the
absence of long traditions in institutional investing, developing countries may start by adopting a strict regulatory
framework and then proceed to relax it as the supply of
financial instruments evolves and the case for adopting the
more flexible "prudent person" rule becomes more credible
(Vittas 1998). Third, involving foreign institutions in the
operation of institutional investors lowers the importance
of strict regulations and effective supervision, because large
foreign institutions have both the resources and the expertise to operate prudently and effectively.And large foreign
institutions also have their reputations at stake.
One regulatory policy that has caused considerable controversy is the imposition of investment limits on the portfolios of institutional investors in newly reforming developing countries, and especially the prohibition or very low
limits applied on holdings of overseas assets. In the long
run, all types of financial institutions should be encouraged
to hold diversified portfolios, which for institutional
investors, especially pension funds and insurance companies, should include equities and overseas assets. In the
short run, imposing some investment limits may be advisable given the small volume of accumulated resources and
the need to develop asset-management expertise, although
the latter constraint may be overcome by encouraging use
of internationally diversified local or foreign mutual funds.
Any investment limits are unlikely to be binding, given
the strong "home bias" of institutional investors (Brennan
and Cao 1997). In the long run, regulatory policy should
move toward adoption of the "prudent person" rule with an
implicit or explicit requirement for adequate portfolio
diversification and an emphasis on the fiduciary duty of
asset managers to serve the interests of investors.
One final point before concluding this paper concerns
the role of asset managers of institutional funds that are
part of large financial conglomerates. If asset managers
belong to the same group as large commercial banks (as is
often the case in both developed and developing countries),
why would they act as a countervailing force to their affiliated companies? There is clearly the possibility that group
policies may steer asset managers away from undermining
the competitive position of commercial banks. However,
experience has shown that asset managers promote the
development of new products and practices that weaken
the relative role of traditional banks. This may be attributed to different objectives and constraints facing asset
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managers, especially the fiduciary duty imposed on them,
or to differences in the relative importance of asset managers and banks in particular financial groups, or to the
existence of some independent asset managers. But it may
also be explained by the complementary nature of bank and
non-bank types of financial services, which would imply
that both banks and asset managers (as well as other parts
of financial groups) benefit from the development of new
products and services. However, given the recent nature of
these developments and the continuing trend toward consolidation and conglomeration, the long-term impact of
institutional investors on the behavior and performance of
financial groups is an open question.

Concluding
Remarks
This paper argues that the promotion of private pension
funds and insurance companies should be pursued for their
own sake and their potential economic, fiscal, and financial
benefits and should not be dependent on the prior development of securities markets. The situation of mutual
funds is different since mutual funds are unlikely to thrive
unless the markets for the instruments in which they specialize are themselves well-developed.
The limited supply of suitable financial instruments
should not be a major obstacle for the creation of pension
funds and insurance companies. These institutions will
accumulate their long-term financial resourceson a gradual
but steady basis, providing ample time to reforming governments to develop their securities markets. A far more
important factor than the state of development of securities
markets would normally be the existence of strong political commitment to a holistic reform program that would
need to cover not only pension and insurance reform but
also broader macroeconomic, fiscal, banking, and capital
market reforms.
Given this commitment, institutional investors can
provide a strong stimulus to the development of securities
markets. They can act as a countervailing force to the dominant position of commercial banks, stimulate financial
innovation, modernize capital markets, enhance transparency and information disclosure, and strengthen corporate governance.
The second half of this paper examines the impact of
institutional investors on the U.S. securities markets, noting the advent of competitive bidding for corporate securities, the development of mortgage securitization and deriv-
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Comment
TOM

GLAESSNER

AMGOINGTO MAKEMYREMARKS
IN ENGLISHIN KEEPINGWITHTHE NOTIONTHATWE HAVETO
do this quickly.
It is a great pleasure to be here. As I start out, let me quickly note that the program suggests
that I am with the "Foundation." We have a foundation. I am not part of the foundation. I have gotten a lot of calls from people due to the fact that this was on the Internet, and I just want to correct
that. I have to try to make the money; others in our organization, including our chairman, try to be
very philanthropic. Having said that, I am beginning to wish I were part of the foundation, given where
emerging markets are today.
With that introduction, let me say that few people providing public policy advice today combine the
practical with what economic theory and economic history teach us. I believe Dimitri has always been very
capable of this, and the paper obviously reflects his abilities in that area.
In considering the role of institutional investors, I want to offer some comments on each of the major
headings in Dimitri's paper, and because time is limited, I am going to try to focus briefly on the sequencing question, with a couple of additional comments, although much of what is said in there I have to say
I wouldn't tremendously object to.
Second,I want to talk a little bit about the dynamic
interactionand efficiencygains, a little bit from the perspectiveof my new job. As you know,I wasbeforeon one
sideof the fenceand nowhaveto think a little more about
howto makemoneyand how to evaluateinvestmentsthat
wemay undertake.
And finally,I want to say very,very quicklysomething
about financial regulation and its design, an area that is
popular these days,but still, practiceand theoryneedto be
better combined.
On sequencing,I have reallygot two points to make:
First, I think the points that Dimitri makes about infrastructureare important-about custodysystemsand, actually,about the needfor politicalwill in the caseof pension

reform.However,I think that one point he does not make
is-and it is somethingthat I wrote about two yearsago
with one of the people on the panel, Mr. Valdes-is that
whenyou comeright down to it, thereare four interesting
aspectsto this, and I think maybe they are worth mentioning,sincea lot has beenmadeof the fact that the institutional infrastructurehas to be so developed.
Point number one, we felt that the infrastructure
neededto supportpensionservicescan be radicallyreduced
by permitting what we have thought of as competitive
importationof certainservicesthat canallowa smallcountry to rely more on the financialsector laws and financial
supervisionframeworkof an offshore-providingcountry.
That is somethingwe can talk a bit more about.

Torn Glaessneris Senior Strategic Analyst for the SorosFoundation (U.S.A.).
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Second, we felt that the greater tendency for lack of
competition in small countries due to a small contribution
base and a lack of sufficient independent interest in asset
management can be mitigated by greater international
trade in such essential components of pension services as
data processing, investment management, and what we
call longevity insurance.
Third, allowing for investments in foreign currencies as
part of pension investments raises the issue of convertibility guarantees over very long-term horizons. This is an
issue that people don't focus enough attention on, and it is
one where actually, the multilateral institutions could
think deeply about the question, even in the context of
perhaps thinking about how their guarantee product
might be used in this context.
The last area is that given the lack of independent interest in many emerging markets of small size, there can be the
need to mandate, in our view, offshore investments for some
funds in addition to permitting greater foreign competition
in the provision of investment management services.
Let me come to the second point on sequencing, which
I think is a little bit more fundamental, and maybe it is an
area where I wouldn't completely agree with the way the
question is phrased in the paper. It has to do with how we
think about the industrial organization through which
financial services are provided. And actually, Dimitri
hinted at this in the last part of his presentation when he
talked about conglomerates. In a wide variety of countries,
financial-industrial conglomerates or groups provide a
bundle of financial services that are being cross-sold via
branches as well as through outlets or stores in the socalled non-financial entity.
Hence, given this increasing conglomeration in the provision of financial services,the question I would ask is, Are
we really focusing on the right public policy question
when we talk about institutional investors in a kind of vacuum? I think the question we really ought to be asking is
whether public policy-makers should be taking stock of
how existing regulations, laws, and conventions-and the
organizations through which financial services are provided-can be made more efficient and contestable acrossa
whole array of banking and non-banking services provided
by a conglomerate.
Now, what am I really saying here? It is a very simple
concept, really. If you think about the improvements in
technology that are occurring today, it will be difficult to
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go back to a situation where you develop "capital markets"
by thinking about totally separate "institutional investors"
per se-that is, there is a separate legal demarcation. I
think you want to allow for scope for both types of structures, and certainly in the world today in terms of our
doing our evaluations on lots of financial institutions, we
really look at them as groups inclusive of industrial and
financial entities, so that you get a sense for why I am raising this question.
Hence, I think that before pension reforms are designed,
people have to come to grips with thinking about the
actual industrial organization through which they want
services to be provided. The fact that they ignore looking
at the legal and regulatory framework in its own way creates what amounts to a situation where people then design
their organizations to either deal with tax loopholes or, in
some cases, escape adequate regulatory supervision. So I
think that a lot can be said for sitting down systematically
and looking at the entire legal and regulatory framework
before you design a pension reform. The Chilean case is a
fine example of where in fact that was done, both prior and
during the implementation of the reforms.
Let me quickly go into a few comments on dynamic
interaction effects. Here, the point is made that, basically,
institutional investors act as a countervailing force; they create more competition for banks and other financial-service
providers. My only point on this would be that we should
think about institutional investors more broadly. What I
mean by that is that they are not simply local investors, and
increasingly,the line between local and international emerging-market investing is becoming grayer. The point is simply that this countervailing force may be just as easily in
place via the existence of offshore markets. Today,nondeliverable forwards are actively traded in New York between different parties. These are basically bets on the same price variables that we see in the domestic economies. Therefore, that
is also an important consideration.
Second, as I noted earlier, the very structure through
which financial services are provided suggests that there
need to be sufficient pressures upon financial industrial
groups to develop these non-banking services in ways that
create more competition. I think that is a very interesting
area to consider for more research, because the reality is
that the actual measurement of efficiencygains in terms of
the actual cost savings is something that is done in a very
casual way. We heard the analysis of spreads, and I can't say
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enough about my concurrence with the remarks by Mr.
Carstens in his comments on that paper.
Let me quickly say one thing about market integrity. It
is our view that one of the most important things that
would improve the integrity of the market and would
allow us to go into countries and more quickly do what we
call outside evaluations of a particular financial services
entity would be for there to be much better processes for
consolidation.
Now, having said this, what we are finding is that in
almost all emerging markets and in many developed countries, the practices that are currently carried out to actually
present consolidated accounts are still far from where they
need to be. I think this is an area that deserves a lot more
work and attention.
Finally, on the issue of liquidity, which is of great concern to us, the paper that Dimitri has written touches on
this, but only very briefly,and I have just one last comment
to make on that. As an open-ended fund, for us liquidity is
of paramount importance, and I'd like to define that concept as the ability to sell a significant amount of a security

INVESTORS

AND

SECURITIES

MARKETS

without triggering large movements in the price of the
security.
Today, the class of equities and debt instruments in
emerging markets that really have this property, although
expanding, is still not large. In fact, there can often be an
inherent conflict in design to contain risks of market participants in the market-short sale restrictions, prohibitions on borrowing and lending securities, leveragerequirements, and even, in some cases, forced investments that are
required of these institutional investors. These things basically hinder the liquidity in the domestic market.
I am not suggesting that you ought to relax this in one
afternoon, but I am saying that as part of the maturation
process, it will be extremely important that these types of
regulations be examined, and that, as Dimitri has properly
pointed out, a gradual approach to the relaxation of these
restrictions would be extremely important so that the local
markets become more liquid and act as a more important
shock absorber when there are important macroeconomic
shocks.
Thank you.
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WANTTO THANK THE WORLDBANKFOR INVITINGME TO THIS CONFERENCE.
I FIRSTCAMETO
El Salvador in 1988 with professor Arnold Harberger. I must report that this country has progressed
enormously during this decade, achieving both peace and economic progress at very fast rates,
improving the lives of millions. It is a pleasure to be here.
The paper by Dimitri Vittas poses a very important question for economic policy: Should a country promote the creation of privately managed pension funds in the absence of well developed securities markets? As Dimitri explains, traditional social security experts argued that funded pensions would
fail because they would be abused by governments that would use them as captive sources of finance at negative real interest rates.
This is indeed what happened in El Salvador and other Central American countries, where the real
return on pension funds of the two main social security institutes in El Salvador, ISSS and INPEP, fluctuated between minus 10 percent and 0 percent in real terms for decades.
So, has anything changed? Dimitri gives us a hint: if the government has a strong, long-term, and persistent commitment to successfil pension reform, and also focuses on maintaining macroeconomic stability, then
a process of dynamic interaction will develop, in which both pension funds and capital markets will thrive.
I wish to add anothercomplementaryanswer:that privatization of pension markets alters the political equilibrium and makes it likely that successivegovernments

crucial in determining the level of benefits, means
that the media focusesits attention on the rate of
return.Any governmentthat attempts to use pension

remain committed to both pension reform and to improv-

funds as a captive source of finance is likely to see its

ing securitiesmarkets.
Privatizationof pensionchoicesand servicesupplymatter politicallybecauseof at least three facts:
1. Because hundreds of thousands of voters chose to
switch to the new system,as has happenedin El Salvador during the past two months, democraticparties from all politicalstripeswill avoid being blamed
for damaging the new pensionsystem.
2. The fact that the new pension system is of the
defined-contributiontype,wherethe rate of return is

re-electionchancesseriouslydamaged.
3. Last but not least, the private companiesthat manage the pension funds are a serious political actor
prepared to lobby each and every parliamentarian,
and to offer campaignfinancingif needed,to obtain
a persistent commitment to the successof pension
reform.
A major difference between these new lobbies-the
Administradorade Fondosde Pensiones(AFP)-and the
old lobbiesthat supported traditionalstate-managedpen-

SalvadorValdes-Prietois a researchprofessorat Catholic University in Chile.
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sions, such as labor unions and political parties, is that the
old lobbies were too powerful.
* They could rely on future taxes to be levied on future
generations to finance any extravagant policies. For
example, El Salvador's ISSS offered a pension with 80
percent replacement for 35 years of service (i.e., at age
55), in exchange for a contribution of 3.5 percent of
declared salary. The AFP cannot do this.
* They supervised themselves. When a political party
tried to attract more votes by offering to reduce the
pension age for teachers to 42 (as in Costa Rica), it
did not have to pass the test of an independent
authority, because the parties approved the law themselves and public opinion was not well-informed and
alert. The AFP cannot raise commissions without
provoking an outcry in the media, in Congress, and
in the Superintendency.
One conclusion from this line of argument is that a
requirement for the success of pension reform is the presence of democratic politics, free media, and a lively public
opinion. Let me connect this with the development of
securities markets. Using an example from El Salvador, I
will show how its pension reform will force the authorities
to widen and deepen the securities markets.
In the new AFP system in El Salvador, AFP's costs
include the insurance premium for disability and death,
which is an average of 1.32 percent of wages (the average
excludes AFP PORVENIR, which pays a variable premium). However these premiums are just 0.7 percent of
wages in Argentina, Chile, and Uruguay. I will argue that

21ST CENTURY

any government that develops the market for CPI-indexed
long-term bonds in El Salvador will reduce this cost to the
lower amount (0.7 percent). This cost reduction adds to
US$26 a year per worker, or US$10.9 million a year in
total for the expected number of contributors to the new
system.
Article 134 of El Salvador's new pension law says that
the disabled member and survivors have the right to obtain
an annuity equal to the replacement rate promised by law
from the life insurance company that insured disability and
death. This article also required this pension to be indexed
to the local CPI, or to be set in U.S. dollars.
As survivors and invalids may live for decades, this creates a long-term liability to the life insurer. However, the
local financial market does not include long-term CPI
indexed bonds, and it remains to be seen whether the
authorities will allow Salvadoranlife insurance companies to
invest abroad in the new long-term CPI indexed debt issued
by the U.S. Treasury.The impossibility of hedging this risk
explains most of the extra cost of insurance in El Salvador.
My point is that the authorities have a strong political
incentive to develop the market for long-term CPI-indexed
bonds, either at home or abroad, because this could save
voters millions of dollars. In the old, state-managed system, the authorities could solve this problem by simply
legislating the benefit structure they wanted. In the new
privatized systems, the authorities must develop the securities markets. This helps to explain why the old ISSSand
INPEP of El Salvador did not generate capital market
externalities, and why the new AFP system will do so.
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HIS PAPER BY DIMITRI VITTAS HAS AN EXTREMELY IMPORTANT MESSAGE, AND I FULLY

concur with it and with the analysis he has proposed to us. It flies a little bit against perceived wisdom that one may beneficially start with the reforms of institutions such as pension funds and insurance companies before financial markets are already sufficiently developed. But I think the arguments that he presents are very convincing. In addition, there is

~~the

additional support provided by Ricardo Hausmann this mnorning,
saying that, on a con-

tinent like this one, institutional investors could create a virtuous cycle: By making the wealth of a large
and growing part of the population dependent on political liberation and market support, governments will
find it difficult to adopt anti-market policies, thereby making investments more attractive, thereby drawing even more people into the pool of investors, and so on.
Dimitri is, of course, careful to list three very important preconditions, and I just wish to underline
that they are perhaps more demanding than the paper suggests. First, he says that what one really needs is
a government that is deeply committed on a long-term basis to a liberal financial market in order to provide confidence for the operations of such institutions. That is, of course, easier said than done, and, if we
look around in the world, we cannot see more than a handful of such governments. I do not think it is an
accidenr of history. The very simple reason why other
developed economies,such as the European economies,
havenot beenable to createefficientcapitalmarketsis only
partly related to their size, although size is importantthink only of liquidity-but in Europe,as in Latin America, there has beena historyof politicalchangefrom rightwing to left-wingparties, andparties along the ideological
spectrumhad differentviewsof what markets,institutions,
and distributionof incomeare supposedto be.
In a way, to create credibility for sustained market
development,it is not sufficientto havea governmentthat
speaksa differentlanguagefrom its predecessors.What is
required is a governmentthat reallydemonstratesit is serious about financialreforms.Ultimately,the real test is a

change in governmentwith differentparties forming the
majority to demonstratethat these commitmentssurvive
the particular government that has launchedthem. So I
think that this first condition is an extremelydemanding
one, and I am not so sure that it can easily be met. Of
course,it could well be that history is treacherous.With
freemarketsnowvirtually universallyacceptedas an unassailableparadigm,things havebecomepossibleall overthe
world that were not possible in the past. Perhaps in this
sense, one should give lesser weight to history. On the
other hand,it is usefulto rememberthat paradigmsare not
forever.
The secondpoint he makesis that one needsthe necessaryinstitutional reforms.Institutions, again, are not just

Alfred Si:einherris the SeniorVice President and Chief Economist of the European Investment Bank in Belgium.
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the product of a particular political will at a certain
moment in time. I would argue that countries have the
institutions they are able to produce and maintain. Institutions are not exogenous to a society, so that the feasibility of more efficient institutions depends on other societal
changes.
The third point is openness. Dimitri has said there are
two dimensions to openness. One is to allow foreign institutions to operate in the country, because they provide the
transfer of knowledge and the necessary competition,
which may be very important, particularly at the beginning, when such institutions are being developed domestically. But, of course, it is difficult politically to accept that
a country's pension funds are being managed by Citibank.
There will always be important and even reasonable political resistance to such ideas.
The second dimension of openness is equally difficult
but perhaps even more important, and that is to allow
domestic institutions to invest abroad. That is the point
rhat Dimitri has already made. Small countries, very open
to the rest of the world, with an economic structure that is
not very widely diversified, need diversification and, as
long as the capital market is not developed, they cannot
diversify internationally by investing in domestic firms
that operate abroad. So they have to put part of their assets
abroad.
We see now in Asia, for instance, how nice it would
have been if savers in Asian countries had diversified. But
they didn't, partly because regulations prevented them
from diversification, but mainly because times were so
good. For the last 30 years, a Thai investor didn't think of
investing money in the United States because Thai growth
performance was so superior and, above all, it was to last
forever. The point here is that it is extremely important to
make sure from the beginning that risks are diversified. To
be able to diversify risk is the greatest gain from internationalization. But, again, it is probably not easy to push
that through politically.
Let me now focus on a few queries. We are living
through times that make us all extremely optimistic. We
have seen more than 10 marvelous years on Wall Street, so
it is easy to be for a market solution, it is easy to be in favor
of investing money or pension funds in the stock market. I
just want to remind you that perhaps such glorious times
should not be extrapolated too far out into the future. Even
in the United States, with its highly developed capital
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market, the market stumbled for 15 years not too long ago;
it didn't reach its 1972 level in real terms until 1987. Just
imagine: If you had invested your pension money in 1971,
you would have had to wait for 15 years for any real
returns. I think most people would probably lose a bit of
confidence. And this is, of course, not a single, exceptional
story. Think of those Japanese that had invested at the end
of the 1980s on Japan's stock exchanges, or think of those
Asians who had entered their stock markets a few years
ago, before markets collapsed.
One associated question is about basic strategy of institutional investors. Another question, not mentioned in the
paper, is to what extent institutional investors contribute
to market volatility and how regulations could dampen
volatility. There is some evidence that as these institutions
are being regularly funded, and because they have to invest
their money somewhere-in the bond market, in the stock
market-they generate a continuous flow that supports the
growth of the market. Unfortunately, that may easily contribute to overshooting. Conversely, when sentiments
reverse, there may be a mutually reinforcing tendency
where everybody is doing essentially the same-that is,
getting out of the market and moving into another market
segment, or, if there is international openness, going
abroad.
Several studies suggest that specific institutional
investors such as hedge funds, while in general operating
in such a way that equilibrium will be established more
quickly, do, however, increase market volatility tremendously. Similar evidence is available for other specialized
types of funds, such as funds that provide portfolio
insurance.1
Although volatility is of concern even in highly developed markets, this is even more the case in little-developed
markets. Dimitri avoided the issue by comparing no markets with efficient markets. In between these extreme cases
is the normal case for any Latin American country: a
nascent market that is neither perfect nor illiquid, in
which institutional investors will have a much greater
influence on market volatility than they could possibly
have in developed markets, and this could be quite a source
of concern.
A last point that was perhaps not sufficiently stressed in
the paper: I think it is very important that the regulatory
framework include measures to ensure consumer protection. At another conference an observer compared mutual
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available that shows that about 80 percent of mutual funds

prospectus of a mutual fund, I always see the Royal Suite,

underperform any reasonable performance indicators. Now,

but not the room they will really give me, and I always see

for 80 percent to underperform is not easy, but that is a fact.

pictures with splendid sunshine. What I really get, how-

So I think there are a number of things that one should

ever, is often a great disappointment."

be a little bit concerned about before launching wide-rang-

So I think that what needs to command priority is a

ing private pension schemes.

framework that ensures better information and comparabil-

Endnote

ity and legal responsibility of those funds that underperform any reasonable (or self-chosen and announced) benchmark.

I say that because there is substantial

1. See, for example, A. Steinherr, Derivatives: The Wild Beast of

research

Finance. London: Wiley, 1998.
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IRSTI WOULDLIKETO THANK THE ORGANIZERSFOR THEIR INVITATION.IT IS A GREAT
privilege for me to share ideas with such distinguished personalities. On this occasion, I was
asked to comment on Dimitri Vittas' paper, which starts by asking what should come first,
well-developed financial markets or institutional investors promoting good operations in stilldeveloping markets?
What Dimitri examines in his paper is the possible impact of financial markets on three
major institutional investors: insurance companies, mutual funds, and pension funds. From their perspective, a developed capital market is not a necessary prerequisite to carry out reforms in regard to pension
funds or insurance companies. In fact, he concludes, these two institutional investors promote the development of capital markets, and only mutual funds would result from these markets. Subsequently, from a
historical point of view, based on facts mainly in the United States and referring to the cases of Chile and
Argentina, we find that institutional investors have indeed had a significant impact.
As expressed by Dimitri in his discussions, when competition is increased in the financial system, particularly in the banking sector, there is a reduction in brokerage costs in the primary and secondary markets,
new investment instruments are created, and there is increased integration in financial markets. All this is
translatedinto a premium that is fairer in relation to the
inherent risks of financinginvestmentprojectsby providing the appropriate environment to protect minority
equity shareholdersfrom market manipulations.
Institutional investors,becauseof the large amounts of
resources that they manage, affect financial instrument
rates in primary and secondarymarkets, and, therefore,
their objectiveis to have corporationsact in their shareholders' best interests.
I find it difficult not to agreewith what Dimitri Vittas
points to in his article in regardto how positiveexternalities of the economyresult fromthe emergenceor strengthening of institutional investors becausecapital markets
would developand savingsto investmentfinancingwould

be channeledmore efficiently.But the paper states reasons
why in some countries there is greater institutionalinvestordevelopmentthan in others. I believethat several
significantfactorsexplaining the emergenceand development of these investorsare left out-the macroeconomic
environment, the legal and judicial framework,and the
regulationof financialactivities.
Undoubtedly,what may help to explainthe low levelof
development of institutional investors and issuers are
unstablemacroeconomicenvironments.If economicconditions are not right to fostersavingsand investments,there
will be no saversdemandinginstrumentsor issuersrequiring funds to loan.This way,irrespectiveof reformsto the
pension system, regulation for the insuranceindustry, or

Fernando Solisis President of the Comisi6n Nacional del Sistemade Ahorro para el Retiro (Mexico).
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Funds in individual pension plans at present amount to
$7.2 billion, $3.7 billion of which, as mentioned by Salvador Valdes-Prieto, are managed by administrators, with
the rest managed by housing funds. Thirteen insurance
companies were established since the reform came into
effect, selling term insurance policies that produced $500
million to present. Funds deposited in individual accounts
and in the insurance companies' technical reserves represent enormous money inflows to the financial markets.
I would like to point out that earnings paid out by pension plans last year were 200 points above base of the traditional investment funds, taking the average account holding of about $300 for a typical worker as an indicator and
comparing it with an average account holding $30,000 in a
mutual fund with similar characteristics. I insist that under
the new system workers were paid 200 points baseplus.
Finally, I must mention that in my opinion, Dimitri is
correct when he states that there is no need to wait for
reforms and favorable conditions to create and develop
institutional investors in order to observe significant transactions in capital markets showing a specific level of development. However, in the specific case of Mexico, future
impact on developing our capital markets will be a consequence of the new pension system's depending not only on
our doing a good job vis-a-vis regulatory matters, but also
in a very sensitive way, it will depend on the adequate
implementation of the judicial system requiring deep
changes in Mexico. As I was saying, it will also be necessary for public financesto set the course toward savings and
investments.
All this said, I believe it is very important to reiterate
that I fully agree with what the author said: It is not
important to have sound determined capitals for reforms to
occur on their own. I believe that perhaps what led Dimitri to write this article is that in the case of many countries, excuses are found not to do what we need to do. I
believe the message conveyed is that, irrespective of the
country's environment, we must stop looking for excuses
and get down to do the job.

legislation to determine mutual funds' performance, it
would be crucial to consider fiscal sustainability as support
so that future conditions would be right to offer financial
instruments under convenient terms and rates.
Another basic element entails an appropriate legal
framework and a judicial system ensuring compliance with
laws. For example, in order to channel savings adequately,
it is important that investors do not face too many difficulties during a recoveryperiod. If it takes two days in one
country and two years in another to recover a guarantee for
a car loan, there will be more credit to consumers in the
first country than in the second one. An area of economic
activity particularly affected by the ease to recover guarantees is the construction industry, because if a debtor does
not make payments on a mortgage, the creditor must
invest a great deal of time and resources to recover the
funds. This causes loan costs to be higher, and most people
would face credit restrictions.
In addition to the macroeconomic environment and the
legal framework, regulation of financial activities has an
impact on the development of financial markets and institutional investors. For example, if regulation inhibits
product development by imposing express bans or other
measures such as price controls, it will diminish the financial markets' abilities to meet savers' needs and to adequately meet their risk-to-yield preferences. This in turn
would also limit the issuers' abilities to obtain financing.
Adequate regulations are important in allowing financial
markets to develop-i.e., for institutional investors to be
sources of lending funds.
I believe that one of the reasons I was invited to this
event is to speak about some of the reforms that took place
in the Mexican pension system. The law that gave life to
the pension system came into effect July 1, 1997. Under
this reform, 17 administrators exclusively manage institutions' accounts and workers' resources funds. In the formal
labor market there are a total of 14.8 million active and
inactive workers in Mexico. Of these, 12.6 million are currently subscribed or affiliated to a management institution.
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tions between different types of financial activity, the globalization of financial markets, and
increasing emphasis on systemic stability as a regulatory objective-have prompted policymakers to search for an "optimum ,regulatory structure that is adapted to the new market environment. The radical overhaul of regulatory structures, along quite different lines in Australia,
the United Kingdom, and Japan, and the ongoing deliberations within the U.S. Congress over
structural financial reform have added impetus to this discussion.1
This paper examines alternative ways of organizing the regulatory function in the context of the new
financial market environment. The first section reviews the objectives, targets, and techniques of regulation; the second section describes the new market environment and the restructuring of the financial services industry; the third section assesses the implications of this new environment for the structure of regulation; the fourth section addresses the international dimension; and the final section provides a summary
and conclusion.

I. Objectives,
Targets,andTechniques
of

Regulation

other rules aimed at preventing insolvency;and (3) conduct-of-business or market-practice rules intended to
ensurethat usersof financialservicesare treatedfairly.This

Objectives of Regulation

last type of regulation reflects market imperfections arising

The casefor regulating financialinstitutions can be made
on three broad grounds.First, there is the consumer-protection argument,which is based on the view that depositors and investorscannotbe expectedto assessthe riskiness
of financialinstitutionsthey placetheir moneywith, nor to
monitor effectivelythe standard of service provided by
such institutions. The consumer-protectionrationalegives
rise to three categories of regulation: (1) compensation
schemesdesignedto reimburseall or part of lossessuffered
through the insolvencyof financialinstitutions;(2) regulation in the form of capital adequacy requirements and

from, among other things, asymmetricinformation,principal-agentproblems,and the fact that the valueof a financial product or servicemay only be determinablewell after
the point in time at which it is purchased.
The consumer-protectionrationale for regulation is
closely related to a second concern: If depositors or
investorsare to be reimbursedfor lossesincurred through
the insolvencyof financialinstitutions, then there will be
little or no incentiveto exercisecare in the choiceof depository or investment institution. This in turn means that
risky institutions will be able to attract businesswith the

Richard Dale is Professorof International Banking and Financial Institutions, and Simon Wolfe is Lecturer in Finance,at the University of
Southampton (U.K.).
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same ease and on the same terms as more prudently run
firms, thereby undermining financial market discipline and
increasing the incidence of insolvencies. The ensuing losses
must be borne by the deposit-insurance scheme, investor
protection fund, or, ultimately, the taxpayer. Prudential
constraints on financial institutions' risk-taking then
become necessaryin order to limit such lossesand to offset
the regulatory incentives in favor of excessive risk-taking.
A third objective of financial regulation is to ensure the
integrity of markets, embracing such diverse matters as
money-laundering, market manipulation, price discovery,
fairness (for instance, in terms of access to information),
and, above all, transparency. Market integrity focuses on
the organization of the market as a whole rather than on
the bilateral relationships between financial institutions
and their customers (i.e., conduct of business).
Among supervisors themselves the rationale for financial regulation that gives most cause for concern is systemic
risk-that is, the risk that the failure of one or more troubled financial institutions could trigger a contagious collapse of otherwise healthy firms. It is, above all, their
alleged susceptibility to contagious disturbances that distinguishes financial institutions from non-financial firms.
In the words of a member of the Board of Governors of the
U.S. Federal Reserve System:
It is systematic risk that fails to be controlled and
stopped at the inception that is a nightmare condition.... The only analogy that I can think of for the
failure of a major international institution of great
size is a meltdown of a nuclear generating plant like
Chernobyl. The ramifications of that kind of failure
are so broad and happen with such lightning speed
that you cannot after the fact control them. It runs
the risk of bringing down other banks, corporations,
disrupting markets, bringing down investment
banks along with it.... We are talking about the failure that could disrupt the whole system (LaWare
1991, p. 34).
These, then, are the main considerations behind the regulation of financial institutions: consumer protection,
moral hazard (a consequence of consumer protection), market integrity, and systemic risk. In addition it should be
noted that a further major regulatory objective is to achieve
competitive equality-between financial institutions from
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different countries, between functionally distinct financial
firms (banks, securities firms, and insurance companies)
that carry on the same kinds of business, and between rival
financial centers. Concerns about competitive equality do
not provide an independent justification for financial regulation, but they do often provide an important impetus to
international regulatory coordination initiatives. For
instance, the European financial market directives have
been framed with the explicit objective of achieving a
"level playing field," and the original motivation behind
the Basle Accord on minimum capital standards was the
perceived need to avoid competitive distortions associated
with uneven national capital requirements.
Targets of Regulation
Within a financial market regime characterized by specialized financial institutions conducting distinct financial
activities, the main targetsof financial regulation are banks,
investment firms, insurance companies, fund management
companies, and exchanges (incorporating clearing and settlement arrangements). The various rationales for financial
regulation described above apply in different ways to these
separate segments of the financial services industry, as
described below.
Banks are characterized by short-term and unsecured
value-certain liabilities (deposits) and illiquid value-uncertain assets (commercial loans). Banks are subject to deposit
insurance and other forms of consumer protection, in part
because banks' balance sheets are opaque and depositors are
therefore not in a position to assess the riskiness of their
deposits. Depositor protection, in turn, gives rise to moral
hazard. But the case for bank regulation also rests heavily
on systemic risk-that is, the alleged potential for destructive bank runs that can endanger not only individual institutions, but the stability of the banking system as a whole.
According to this view, bank runs are caused by depositors
seeking to withdraw their funds in response to the fear of
bank asset losses that could lead to insolvency. Given the
nature of the deposit contract (that is, a fixed nominal
claim) those who run first can expect to be repaid in full,
while those who delay withdrawals risk losing some or all
of their deposit balances. Therefore, depositors have a
(rational) propensity to run at the first sign of trouble.
Recent academic literature does not rely on any loss in
the value of a bank's underlying assets to explain the occurrence of bank runs (see Diamond and Dybvig 1983, 1986).
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that it is difficult for consumers to assess an insurer's finan-

specifically the conversion of illiquid assets (bank loans)

cial strength in relation to its prices and quality of service.

into liquid claims (bank deposits)-and

In addition,

the fact that a

insurers may increase their risk after policy-

bank's loan portfolio is worth significantly less in liquida-

holders have purchased

tion than as a going concern. All that is required to make

Therefore,

a run possible-and

rational-is

a policy and paid premiums.

in the absence of regulation,

imperfect con-

that the liquidation value

sumer information and agency problems may result in a

of the loan portfolio is less than the value of the liquid

socially excessive level of insolvencies. For similar reasons,

deposits. This approach explains how runs can occur even

conduct-of-business

in the case of healthy banks, since the victim institution

of the regulatory framework for insurance companies.

will be forced to dispose of its assets at liquidation prices,

Fund-management

thereby threatening insolvency.
Investment

but (generally) secured liabilities

liquid assets whose value is transparent,
fluctuations.

For investment

has traditionally

companies invest not on their own

account but on behalf of their customers. This agency role

firms, in contrast to banks, are character-

ized by short-term

regulation is also an important aspect

means that investors are protected

and

albeit subject to

are segregated from the latter's own assets. Regulation

firms the case for regulation

rested on consumer protection-the

fund-management

idea

of

companies accordingly focuses on con-

duct of business (advertising, disclosure, charges, etc.). Sys-

that investors should bear the market risk associated with

temic risk is not generally a consideration here.

their investments but should not be fully exposed to the
risk of default by the intermediary

from a management

company's insolvency so long as funds under management

Securities exchanges, as distinct from exchange mem-

through whom they

bers, are regulated to ensure market integrity. In general,

transact.

exchanges have not been viewed as a potential source of

On the other hand investment

firm failures are much

systemic risk, although,

in respect of securities clearing

less likely to have systemic consequences than bank fail-

and settlement, this perception is changing. On the other

ures. The assets of a non-bank

firm consist

hand, wholesale interbank payment systems, as the linch-

largely of marketable securities, so there will be little dif-

investment

pin of the banking system, have traditionally been subject

ference between their value as a going concern and in liq-

to rigorous central bank scrutiny to minimize systemic risk

uidation,

(see, generally, Dale 1997).

in marked contrast to banking

as I have noted, are worth considerably
tion. This means that a troubled

assets-which,

In summary, systemic concerns have in the past tended

less in liquida-

investment

firm will

to focus exclusively on banks and payment systems. Con-

generally be able to wind down its business in an orderly

sumer-protection

manner, meeting its obligations by prompt asset dispos-

ble to all categories of financial institutions.

als at close to book value. On the liabilities

protection (and hence moral hazard) has been a particular

side, too,

regulation, on the other hand, is applicaWhile deposit

investment firms are generally less vulnerable than banks,

feature of banking, all institutions

because much of their funding is secured and in any case

cial services have been subject to conduct-of-business

cannot be immediately

ulation. Finally, market integrity is the primary regulatory

deposits.

To the extent

withdrawn,

as can bank sight

that funding

is curtailed,

an

providing retail finan-

objective for securities exchanges.

investment firm will generally be able to contract its way

It may be noted that so long as the financial activities

out of trouble. In short, investment

firms are much less

above are distinct and separate, regulation

vulnerable

and solvency crises

tional and institutional.

to contagious

liquidity

is both func-

This follows from the fact that

particular functions are carried on within specialized finan-

than are banks.
Insurance companies are characterized by long-term liabilities of uncertain value and liquid value-certain

cial entities: regulation of the function is tantamount

to

regulation of the associated entities and vice versa.

assets.
this

It is also worth noting that within the above framework,

structure is least likely to give rise to sys-

issues of regulatory neutrality between different categories

Among the major categories of financial institutions,
balance-sheet

reg-

temic risk, liquidity transformation

being in the reverse

of financial firms are de minimis. This is because there is

direction to that of banks. Regulation of insurance compa-

relatively

nies is based on consumer protection,

gories of specialist financial firms.

reflecting the fact

213

little business overlap between different cate-

BANKS

AND

CAPITAL

MARKETS:

SOUND

FINANCIAL

SYSTEMS

FOR

Techniques of Regulation
While techniques of conduct-of-business regulation do not
vary significantly across different categories of institutions,
when it comes to prudential regulation there are important
differences that reflect the different risk characteristics of
banks, investment firms, and insurance companies.
Because bank failures can have systemic consequences,
there is traditionally a strong emphasis on protectivebank
regulation in the form of lender-of-last-resort facilities and
deposit protection (which in turn gives rise to moral hazard). In this context the extent of deposit protection may
be well in excessof the protection offered by deposit-insurance schemes, reflecting policy-makers' preference for safeguarding banking institutions and not merely depositors.
Also reflecting the regulatory goal of sustaining banks
as going concerns, preventiveregulation, aimed at curbing
excessive risk-taking, has tended to focus on capital adequacy requirements with assets, for this purpose, valued on
a going-concern basis.
In contrast to the above, investment firms are regulated
with a view to ensuring that they can wind down their business rapidly when they run into trouble. Accordingly,
investment firms' assets are required to be liquid and
marked to market. In addition, regulators typically require
that customer assets be segregated from those of the firm.
These key instruments of regulation-asset contraction and
insulation of customers-sharply differentiate the traditional regulatory approach of securities and bank regulators.
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Insurance companies are different still. Prudential regulation here focuses on long-term solvency based on actuarial principles, taking account of the uncertain value of
long-term liabilities. In other words, solvency requirements have to address not only asset risk but also liability/underwriting risk.
Fund-management companies are not subject to extensive prudential regulation, and exchanges are typically selfregulated on the basis of membership capital requirements.
Assessment
In the traditional financial framework described above,
the financial services industry is divided into separate
pillars (banks, investment firms, insurance companies,
etc.), each with its own distinct regulatory regime,
reflecting differing regulatory objectives and techniques
(see Table 1). Regulation is both functional and institutional because institutions are coextensive with particular activities. At the same time regulatory neutrality is
not a major issue because the separate pillars within the
industry do not compete directly with one another. This
may be viewed as a dream world for regulators in which
regulatory objectives, targets, and techniques are neatly
compartmentalized and problems of regulatory interface
do not arise. However, in the new financial market environment described in the following section, issues of regulatory structure and coordination become much more
problematic.

TABLE I

Targets
of Regulation
OBJECTIVE

ASSETS

BANKS

LIABILITIES

illiquid value uncertain

short-term, value certain unsecured

(book values)
INVESTMENT

INSURANCE

FIRMS

COMPANIES

FUND MANAGEMENT
COMPANIES

(deposits)

liquid, marked-to-market

liquid, value certain

REGUL.ATORY
OBJECTIVE
moral hazard, depositor protection,

systemicrisk

short-term, secured

investor protection

long-term, uncertain values

consumer protection

agency role

investor protection

EXCHANGES

counterparty risk

market integrity

PAYMENT SYSTEMS

counterparty risk

systemic risk
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may be associated with different levels of efficiency gains.
The first stage of integration is based on ownership linkages between financial firms conducting different types of
business (see Tables 2 and 3).
The second stage of integration involves exploitation of
economies of scale through, for instance, cross-selling
financial services. Such efficiencygains may be significant
where banks' branch networks are used to sell fund-management, insurance, and securities products, possibly
under a single brand name.
A third, and crucial, stage of integration occurs when
financial conglomerates adopt a centralized approach to
risk management. The rationale for such a policy is based,
first, on potential economies of scale and scope related to
advanced computer technology and highly specialized
skills in quantitative risk measurement, and second, on the
ability to unbundle discrete categories of risk within different parts of an organization and then to monitor and
manage those exposures on a consolidated basis for the
group as a whole. In the words of Andrew Large, former
Chairman of the U.K. Securities and Investments Board:

The compartmentalized model of the financial services
industry and its regulatory framework has over the past
decade or so been transformed by market developments,
The traditional pillars of banking, securities business,
insurance, and fund management are being displaced by a
different industry structure in which hitherto discrete
activities are conducted within the same financial services
group. 2
Functional Integration
The process of functional integration reflects the perceived
benefits of the efficiency of combining financial services
under one corporate roof. Such benefits are of two kinds:
Firms may realize internaleconomies of scope through joint
production and marketing of diversified financial services;
and users of financial services may realize external
economies of scale because they can more conveniently purchase several financial services at a single location or from
a single firm (see Litan 1987, pp. 60-98).
There are various degrees of functional integration that
TABLE 2

RecentEuropean
Cross-Functional
Mergers
1997/8
NATIONALITY

INSTITUTIONS

TYPE

SIZE

Dutch/Belgian
Belgian
Swiss
U.S/U.K.
Belgian
German
Italian

ING/Banque Bruxelles Lambert
Fortis Group/ Generale de Banque
Credit Suisse/Winterthur
Merrill Lynch/ MAM
Kredietbank/ABB Insurance
Dresdner Bank/Allianz
Banca Nazionale del Lavoro/Banco di Napoli/INA

Bancassurance/Bank
Bancassurance/Bank
Bank/Insurance
Investment Bank/Fund Management
Bank/Insurance
Bank/Insurance
Bank/BankWInsurance

$4.5bn
$13bn
$10bn
$5bn

Source:
Based on White (1998).

TABLE 3

RecentU.S.Cross-Functional
Mergers
1997/8
INSTITUTIDNS

TYPE

SIZE

BankBoston / Robertson Stephens
Travelers Group / Citicorp
U.S. Bancorp / Piper Jaffray Companies
Fleet. Financial / Quick & Reilly
First Union / Wheat First Butcher Singer
NationsBank / Montgomery Securities
ING Barings / Furman Selz
Swiss Bank Corporation / Dillon Read
CIBC Wood Gundy i Oppenheimer
BankAmerica / Robertson Stephens
Bankers Trust/ Alex Brown

Bank / Securities
Insurance / Banking
Bank / Securities
Bank / Securities
'
'1.2bn

$800m
$83 bn
$730m
$1.6bn
4
71m
8500m

'600m
$525m
4
$5 0m
$1.7bn

Soarce:Shearlock
(1998),p. 17.
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... over the past 5-10 years, the institutional deregulation initiatives in different countries have combined with huge advances in computer power and
communications technology, to create a totally new
breed of financial intermediary. {They) have
embraced the theory of financial risk management
which applies portfolio theory to the range of risks
associated with the securities business.... The key
characteristic of this approach is that it seeks out the
common elements of risk wherever they may lie in a
portfolio and manages them centrally. These firms no
longer respect the traditional boundaries between
markets or the old institutional boundaries between
banking, securities and insurance. They are in the
risk-management business pure and simple, and they
operate on a large scale and on a truly global basis
(Large 1994, p.1).
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the businessof banking and other financial activities is gradually being eroded. For instance, on the liabilities side of
the balance sheet, internationally active banks have been
increasing their secured funding-a form of financing traditionally associated with investment firms.3 On the assets
side of the balance sheet there is also convergence, with the
proportion of loans to non-banks in total bank assets (a
measure of banks' illiquid assets) tending to decline. For
instance, the Bank of England has calculated that for large,
internationally active U.K. banks, the share of such loans is
currently around 50 percent, having fallen from 65-70
percent five years previously, a decline attributable to the
expansion of these institutions' investment banking operations (see George 1997, p. 10). Furthermore, there is a
trend toward increased secondary-market trading of bank
loans, thereby blurring the traditional distinction between
bank loans and securities. Finally, balance-sheet data
understate banks' securities activities to the extent that
banks sell down their loans in the form of securitized
assets; for instance, U.S. bank holding companies are estimated to have removed some $200 billion from their balance sheets through the sale of securitized assets (George
1997, p. 10).
Finally, with the advent of new complex financial
instruments, it is not possible to determine a priori
whether these are banking, securities, or insurance products: for instance, derivative instruments may be categorized in different ways in different jurisdictions.
The above developments, involving financial conglomeration, centralized risk management, and the blurring of
traditional distinctions between banking and other types
of financial activity, have prompted regulators to adapt
their approach to supervision. Alan Greenspan, chairman
of the U.S. Federal Reserve Board, put it this way:

The final stage of functional integration is reached if
diversified financial activities are conducted within the
same legal entity and on the same balance sheet. This is the
pure version of the "universal banking" model. However,
in practice financial conglomerates generally have corporate structures that reflect broad product lines, although
such subdivisions may be compatible with a centralized
management structure.
Deregulation and Erosion of Boundaries
For the purposes of the present discussion, the key development is the integration of hitherto discrete segments of
the financial services industry through a combination of
ownership linkages and centralized risk management.
However, there are other important considerations.
First, the commercial impetus toward financial conglomeration has coincided with a change of regulatory philosophy. The new thinking rejects activity constraints on
banks and other financial firms as being inefficient and
heavy-handed, and instead focuses on capital adequacy
requirements to cover the risks associated with whatever
financial activities a group chooses to undertake. The
recent dismantling of Japan's statutory separation of banks,
securities firms, and trust banks, and U.S. regulatory relaxation of Glass-Steagall restrictions on banks' securities
activities, are examples of the new regulatory approach.
Second, quite apart from ownership linkages between
different categories of financial firms, the distinctiveness of

Most large institutions in recent years have moved
toward consolidated risk management across all their
bank and non-bank activities.... it is likely that [new
non-banking activities by banking organizations)
would be managed on a consolidated basis from the
point of view of risk-taking, pricing, and profitability analysis. Our regulators' position must adjust
accordingly, to focus on the decision-making process
for the total organization. Especially as supervisors
focus more on the measurement and management of
market, credit, and operating risks, supervisory
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become the appropriate
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fied financial groups have tended to adopt a centralized

our

approach

assessment of an organization's safety and soundness

to risk management

that ignores traditional

boundaries between different financial activities.

(Greenspan 1997, p. 8).

In the new financial environment it is no longer possible to identify separate sets of regulatory objectives, tar-

Consolidated Supervision

gets, and techniques covering banking, securities business,

Consolidated supervision is one key ingredient of the new

insurance, and fund management.

regulatory approach. Under this regime the various entities

"special" in the sense of being uniquely exposed to sys-

within a financial conglomerate are supervised on a group

temic risk because their activities and risk exposures have

basis, and capital requirements,

become intermingled

actual capital, and risk

Banks are no longer

with non-bank

financial business.

exposures are subject to group-wide supervisory assessment.

The regulatory objective of systemic stability now extends

The Joint Forum on Financial Conglomerates, representing

to investments firms, to securities and derivatives clearing

bank, insurance, and securities supervisors, has described

and settlement

consolidated capital adequacy assessment as follows:

management
recent

systems, and even to insurance 4 and fundentities,

debacle

dramatically

underlined

over Long Term Capital

by the

Management

[S}ubsidiaries are usually consolidated in full.... For

(LTCM), a $100 billion U.S. hedge fund. 5 The need to curb

prudential

moral hazard through regulatory action similarly embraces

purposes, regulatory

capital in excess of

such a subsidiary's own regulatory

capital require-

all those activities undertaken within a conglomerate

that

ments, and which can be regarded as in principle

may benefit, directly or indirectly, from the availability of

available to support risks in the parent company or

lender-of-last-resort

other entities in the group should a shortfall arise,
can be recognized in a group-wide capital adequacy

The targets of regulation are no longer distinct because
corporate entities and groupings are no longer coextensive

assessment (Bank of International

with identifiable lines of business. At the same time, the

Settlements 1998,

p. 11, paragraph 32).

consolidated

support.

supervision

of financial conglomerates,

as

described above, explicitly recognizes the interdependence
In other

words,

under

a consolidated

supervision

of risks and capital resources within diversified financial

regime, both risk exposures and capital available to back

groups. Furthermore,

those exposures are viewed as accruing to the group as a

longer business-specific. Reflecting recent developments in

whole. Risks are no longer assessed on a legal-entity

financial technology and risk measurement,

regulators are

or on the basis of the category of financial activity being

moving

balance-sheet

undertaken.

This holistic approach is consistent with the

analysis and focusing instead on the processof risk manage-

trend toward centralized risk management within financial

ment. This entails an assessment both of management's

conglomerates

risk

risk models and internal control procedures. Since the new

appraisal into line with financial firms' own risk manage-

approach to regulatory risk assessment applies across dif-

ment practices.

ferent categories of financial activity-banking,

noted

above and brings

regulatory

basis

the techniques of regulation are no

away from static, point-in-time

and insurance businesses-there
Assessment

fication

for separate regulation

securities,

is no longer a clear justiof these activities

on

In recent years there has been a progressive erosion of the

grounds of regulatory specialism. On the contrary, a con-

traditional

vergent approach to regulation across functions, together

demarcation lines that have separated banking

from non-bank financial activities. This development
reflects cross-functional ownership linkages between differ-

with the observed trend toward centralized risk management, points in the opposite direction. To quote Alan

ent categories of financial firm, the blurring of distinctions

Greenspan again:

between

banking

' securitization"

and

non-banking

business

through

and other forms of financial innovation,

and the dismantling

One could argue ... that regulators

of legal constraints previously applied

to banking organizations.

interested

At the same time large diversi-

should only be

in the entities they regulate and, hence,

review the risk-evaluation process only as it relates to
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their regulated entity. Presumably, each regulator of
each entity-the bank regulator, the SEC, the state
insurance and finance company authorities-would
look only at how the risk management process
affected their units. It is our belief that this simply
will not be adequate. Risks managed on a consolidated basis cannot be reviewed on an individual legal
entity basis by different supervisors (Greenspan
1998, p. 10).
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field'), and (in respect of prudential regulation) what might
loosely be termed "prudential logic." Prudential logic
refers in particular to the importance of aligning the remit
of the regulator with the risk management function of the
regulated organization, so that in the case of centralized
risk management of diversified activities, the regulator's
perspective is the same as that of management. A mismatch between the regulator's unit of assessment on the
one hand, and management's on the other, is likely to lead
to trouble (as suggested in Section II above).
In the traditional segmented financial structure
described in Section I a regime of functionally specialized
prudential regulators makes sense because different sets of
regulatory objectives, techniques, and targets are associated
with different financial activities. For instance, a traditional-style regulatory framework covering the main areas
of activity is summarized in Table 4 below:
Within this segmented industry structure there are no
obvious economies of scope to be gained, nor is there any
prudential logic, in combining specialized prudential regulatory functions within a single regulatory agency. Furthermore, regulatory parity is not a serious issue. On the
other hand, conduct-of-business regulation is concerned
primarily with fair treatment of retail depositors, investors,
and savers. Because in this case regulatory objectives and
techniques are similar across different categories of financial activity there is an arguable case for a single conductof-business regulator in terms both of efficiencyand regulatory neutrality-regardless
of the structure of the
financial services industry.

It may also be noted that the new market environment
creates a mismatch between functional and institutional
regulation-since previously distinct functions now flow
over institutional boundaries. In other words a purely
institutional approach to regulation would inevitably have
to combine different types of financial activity under one
regulatory agency; while a purely functional approach
would require regulatory agencies to cut across institutional demarcation lines.
Finally, whereas under the segmented financial structure
described in Section I competitive equality is not a primary
concern, within the more fluid competitive environment of
overlapping financial activities (e.g., banks competing
with investment firms in derivatives markets) regulatory
parity becomes a major issue.

Ill. Implicationsfor Regulatory
Structure
In considering institutional structures for financial regulation it is necessary to assess alternative models in terms of
economies of scope, regulatory parity (the "level playing
TABLE 4

Traditional
StyleRegulatory
Framework
TARGETS

OBJECTIVES

BANKS

INVESTMENT FIRMS

INSURANCE COMPANIES

systemicstability

investorprotection

consumer protection

neutralize moral hazard
depositor protection
TECHNIQUES

LLR/deposit insurance
capital requirements
(going concern basis)
on-site examinations

liquid capital
mark-to-market valuation
(liquidation basis)

actuarial solvency

REGULATOR

central bank/bank regulator

securities regulator

insurance regulator
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Within the new market environment described in Section II above very different considerations apply. Regulation may in this context be divided up in a number of
ways, the most important alternative models being as follows:6
1. Functional regulation
2. Institutional regulation
3. Systemic versus non-systemic institutions
4. Regulation by objective
5. Wholesale versus retail
Under a functional regulation regime specialist regulators focus on the type of business undertaken irrespective
of which institutions are involved in that business. Individual institutions might then be subject to several regulatory agencies; there would very likely be a mismatch
between regulators' disaggregated approach to risk assessment and the centralized risk management adopted by
financial firms; and consolidated supervision becomes
problematical.
A more effective form of functional regulation might be
envisaged, however, if regulators were to mandate a corporate structure for diversified firms that seeks to segregate
risks associated with different financial activities. Financial
conglomerates could be required to operate through a
financial services holding company that would conduct its
business through specialized operating subsidiaries separated by "firewalls." Those subsidiaries could then be subject to functional regulation by specialized regulatory
agencies. An element of institutional regulation could then
be superimposed in the form of consolidated supervision of
the holding company. This model has in the recent past
been incorporated into U.S. legislative initiatives to repeal
the Glass-Steagall Act. However, the main drawback to
such an approach-apart from inefficiencies arising from
the mandated corporate structure-is that attempts to segregate risks within specialized entities may well prove ineffective and are in direct conflict with the observed trend
toward centralized risk management.7
Institutional regulation, in contrast to functional regulation, demands that regulation be directed at financial
institutions irrespective of the mix of business they undertake. It has been argued that under this regime "each institutional regulator would need to apply the business rules
appropriate for every function-which would be hugely
inefficient in terms of regulatory resources."8 However, this
view may be overstated: in the context of a single mega-
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MARKETS

regulator (such as the U.K. now has-see Appendix 3) all
regulation is institutional in the sense that the diversified
activities of each institution/group fall within the regulatory remit of a single agency that is also responsible for
consolidated supervision. On the other hand, in a regime of
multiple regulatory agencies specialized by function,
"pure" institutional regulation becomes impossible for the
simple reason that institutions are no longer synonymous
with functions (although an element of institutional regularion may be introduced through the appointment of a
"lead regulator" for diversified groups).
A third possible regulatory divide is between institutions that give rise to systemic risk and those that do not.
Since banks are generally viewed as systemically sensitive
this might involve a simple distinction between banks and
non-banks. However, as explained in Section II, changes in
the market environment have blurred the risk characteristics of banks and non-banks. An alternative approach
would be to identify those institutions, whether banks or
non-banks, which are of such a size that their default
would pose a systemic threat. The difficulty here is that the
failure of even small institutions can in some circumstances
have systemic consequences. More generally, given the
complexity and fluidity of the present market environment
it is impractical to identify systemic risk with some specified subset of financial institutions. On the contrary, the
interconnectivity between both institutions and markets
means that a systemic threat may originate almost anywhere and be transmitted through a variety of institutional
channels.
Another way of dividing up the regulatory function is
according to regulatory objective. As noted in Section I,
the relevant prudential objectives in this context are systemic risk, moral hazard, and consumer protection while to
these must be added consumer protection in the conductof-business sense as well as market integrity. In assessing
the merits of this structural model it is important to stress
that there has been a convergence both of prudential regulatory objectives
(in that systemic risk and moral hazard have
become a feature of financial activities other than banking)
as well as a convergence of prudential regulatory techniques
(reflecting the new supervisory emphasis on value at risk
models and internal management controls for all types of
financial business). Therefore there is much greater congruence than previously in the prudential regulatory function as it is applied to banks, investment firms, insurance
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companies, etc. The implication is that there are important

structure

potential economies of scope to be gained from combining

described above."0 However, the Reserve Bank of Australia

the prudential

retains responsibility for systemic stability and is specifi-

regulatory

function under one regulatory

that closely resembles

the Twin Peaks model

agency. Furthermore, a single prudential regulator embrac-

cally responsible for safeguarding

ing all financial business is consistent with centralized risk

Similarly, following the establishment

management practiced by diversified firms and the match-

gle mega-regulator,

ing principle of consolidated supervision. Prudential logic

bility for systemic stability.

therefore points to the desirability

of a single prudential

the payments system.
in the U.K. of a sin-

the Bank of England retains responsi-

A key question that arises in this context is whether a

regulator that would also be in a position to apply consis-

central bank that is deprived of prudential regulatory pow-

tent rules across institutions

ers (except, perhaps, in respect of the domestic payments

and activities, thereby ensur-

ing regulatory neutrality.

system) can meaningfully

The above is, broadly

speaking,

the

"Twin Peaks"

bility-other

be responsible for systemic sta-

than in the narrow sense of crisis manage-

approach advocated by Taylor that would divide regulatory

ment. In any event, the supervisory interface between the

responsibilities

central bank and the prudential regulatory authority under

between

a single prudential

regulator

(Financial Stability Commission) and a single conduct-ofbusiness regulator (Consumer Protection Commission).
may be objected that a single prudential

9

such a regime assumes great importance (see Memorandum

It

of Understanding

regulator would

between the FSA and the Bank, summa-

rized in Appendix 4).

be dealing with three different objectives, namely systemic

Finally, regulatory responsibilities may be divided accord-

stability, which calls for a higher degree of risk restraint

ing to whether the financial activity concerned is wholesale or

than the market would provide even without an official

retail, on the grounds that retail users of financial services are

safety net; moral hazard, which requires regulators to sim-

in greater need of regulatory protection. The differentiation

ulate the self-regulatory constraints that would exist in the

is particularly relevant for conduct-of-business regulation but

absence of an official safety net; and consumer protection,

since this distinction, too, relates more to the intensity of reg-

which is one of the causes of moral hazard. However, since

ulation than to differences in regulatory technique, there

these objectives imply different intensities

would appear to be efficiency gains in combining wholesale

of prudential

regulation, rather than different regulatory techniques, and

and retail business under one regulatory roof.

since systemic risk and moral hazard permeate many areas
of financial activity, it would seem neither

efficient nor

Assessment

practicable to allocate the objectives to separate regulatory

It has been suggested that the convergence of prudential

agencies.

regulatory objectives and techniques relating to previously

It may also be objected that a single prudential regula-

distinct financial activities has created potential economies

tory agency would not offer efficiency gains because as a

of scope in the regulation of such activities. Furthermore, a

matter of practical necessity there would have to be spe-

single prudential

cialist divisions within the unified agency. Such internal

conduct consolidated supervision that matches the consol-

divisions (see for instance the FSA's "functional" divisions

idated risk management

in Appendix 3) might involve internal transactions

firms. Finally, regulatory neutrality and consistency is best

costs

equivalent to those incurred by separate agencies. While

single authority
managerial

function

The

responsibility lies clearly with a

the regulatory

practiced by diversified financial

assured under a unified prudential regulator.

there is no doubt some force in this argument the key point
is that where prudential

regulatory agency is better equipped to

integrity

function and the group

housing

of conduct-of-business

regulation

and

market

within a single conduct-of-business

regulatory agency similarly offers efficiency benefits. How-

are much more closely aligned. In

ever, there is no obvious case for combining the prudential

other words the scope of these two functions is precisely

and conduct-of-business

matched,

gle all-purpose regulatory agency given that the techniques

even though

the

regulatory

and managerial

objectives may diverge.
Following publication

regulatory functions within a sin-

and skills required for those functions are very different.
of the findings of the Wallis

Whether the central bank should be the single prudential

Committee of Inquiry, Australia has adopted a regulatory

regulatory agency for all financial activities is a different issue
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altogether."' There have been various inconclusiveanalysesof
2
the appropriaterole of central banks in the regulatoryprocess.1
However,if, as is increasinglythe case,the monetary authority
is divested of its prudential regulatory role yet retains responsibilityfor systemicstability,the ability to exercisethat responsibility depends very heavily on the central bank's working
relationshipwith the prudential regulatoryauthority.
The argument in favor of a single prudential regulator
must be modified to the extent that some financial systems,
typically in emerging markets, retain the traditional institutional and functional distinctions between banking,
securities business, insurance, etc.'3 Furthermore in those
systems where regulators seek to separate and subsidiarize
TABLE
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such activities carried on within diversified financial
groups, there may be a case for preserving the traditional
structure of regulation based on specialized agencies. Nevertheless, the predominance of the specialized regulatory
agency model (see Table 5) does suggest that regulatory
structures have yet to adapt to recent and on-going changes
in financial markets.

IV. The InternationalDimension
The globalization of financial markets has been well
documented. There are various dimensions to this process
involving the growth of cross-borderbanking and securities
transactions, the rapid expansion of the "borderless" Euro-

5

TheStructure
of Financial
Regulatory
Agencies
REGULATORY

STRUCTURE

1. Mega Regulator
Comrbined banking, securities, and
insurance regulator

2. Combined
Banking and Securities Regulator

TYPE

COUNTRIES

Commission

Denmark, Japan, Korea, Malta, Norway,
Sweden, Taiwan, United Kingdom.

Central Bank or Ministry of Finance

Austria, Singapore.

Banking and Securities Commission
Central Bank

Belgium, Finland, Mexico, Switzerland.
Bermuda, Cyprus, Dominican Republic, Ireland,
Luxembourg, Uruguay.

3. Combined
Banking and Insurance Regulator

Australia, Canada, Colombia, Ecuador, Macau,
Malaysia, Paraguay.

4. Combined

Chile, Czech Republic, South Africa.

Securities and Insurance Regulator
5. Individual
BANKING

Specialist Regulator
Agency

Chile, France, Germany, Guatemala, Hungary, United States.

Central Bank / Monetary Agency

Algeria, Barbados, Botswana, Brazil, Bulgaria, China, Costa
Rica, Czech Republic, Egypt, Greece, Hong Kong, India,
Indonesia, Israel, Italy, Jamaica, Jordan, Kenya, Netherlands,
New Zealand, Nigeria, Pakistan, Philippines, Poland,
Portugal, Russia, South Africa, Spain, Taiwan, Thailand,
Turkey, United States.

SECURITIES

Agency

Argentina, Australia, Bolivia, Brazil, Canada, China, Columbia, Ecuador, Egypt, France, Germany, Greece, Hong Kong,
Hungary, India, Indonesia, Israel, Italy, Ivory Coast, Jamaica,
Jordan, Kenya, Malaysia, Netherlands, New Zealand,
Nigeria, Pakistan, Paraguay, Philippines, Poland, Portugal,
Russia, Slovenia, Spain, Sri Lanka, Taiwan, Thailand, Turkey,
United States, Venezuela, Zambia.

INSURANCE

Agency

Argentina, Belgium, Bermuda, Bolivia, Brazil, Egypt,
France, Germany, Hong Kong, Hungary, Italy, Luxembourg,
Mexico, Netherlands, Philippines, Poland, Portugal, Russia,
Spain, Switzerland, United States.

Sorcre:Taylor (1998), Goodhart et al. (1998) and Directory of Fitancial Regulatory Agencies (1996).
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As in the domestic context, some would argue that the

and, most recently, a

lender of last resort function

should be combined with

surge in cross-functional and cross-border financial mergers

responsibility for prudential standards. Under the pressure

between banks, investment firms, insurance companies and

of recent events things seem to be moving in this direction,

fund management groups (see Tables 2 and 3).

but there is a need to sort out the respective roles of Basle

The globalization of financial markets calls for interna-

and the IMF.

tional regulatory coordination for two reasons. 14 First there

Finally, there may be a need for a new supernational

are "externalities" in that financial disorders can no longer

industry body representing the financial sector's own inter-

be confined to the jurisdiction in which they originate-as

est and expertise in risk control. The Group of Thirty has,

amply demonstrated

for instance, suggested that "core institutions"-embrac-

ond, regulatory

by the East Asian financial crisis. Sec-

neutrality

between competing

centers as well as between
nationality

financial

financial firms of differing

has become a major issue in the new global

marketplace.

ing large internationally

active banks as well as the largest

securities firms-should

establish a standing committee to

work with supervisors

in promulgating

and reviewing

global principles for managing risk. This proposal is based

These concerns about systemic risk and regulatory par-

on the increasing scale, speed, complexity, and intercon-

ity have been reflected in the evolution of the Basle Com-

nectivity of financial transactions and the observation that

mittee on Banking Supervision, the International

"the global operations of major financial institutions

zation

of Securities

Commissions

(IOSCO)

Organi-

and, more

and

markets have outpaced the national accounting, legal and

recently, the emergence of an embryonic cross-functional

supervisory systems on which the safety and soundness of

coordinating

individual institutions and the financial system rely."

group in the form of the Joint Forum on

Financial Conglomerates embracing the Basle Committee,
IOSCO, and the International

In summary, the combination of globalization and func-

Association of Insurance

tional integration

Supervisors.15

of financial markets creates a dangerous

potential for both cross-border and cross-functional

finan-

Arguments about the institutional architecture of inter-

cial contagion. This has been a painful lesson learned from

national regulatory coordination follow closely those relat-

the East Asian crisis where the channels for contagious dis-

ing to national regulatory structures. The dangers of hav-

ruption

ing two separate international agencies covering banks and

(banking, securities, and foreign exchange). The implica-

investment firms has, for instance, been illustrated by well

tion is that international

publicized tensions in the recent past between Basle and

lation should, like domestic regulation, be organized on a

IOSCO. 16 In the area of prudential regulation, economies

multi-functional

of scope, prudential

tory agency. Arguably,

logic, and concerns about regulatory

have been both geographic

and inter-market

coordination of prudential

basis through a single prudential
that

single

reguregula-

agency should

be

neutrality again point to the need for an over-arching coor-

responsible for standard-setting,

dinating body to oversee the full spectrum of cross-border

ment. Whether

monitoring, and enforce-

financial activity.

national lender of last resort is, however, a moot question.

the same agency should also be the inter-

There is a particular problem here in connection with
emerging

financial markets,

as underlined

V.Summary
andConclusion

by the East

Asian crisis. In the banking sector Basle sets the minimum

The main considerations behind the regulation of financial

prudential standards, but the International

Monetary Fund

institutions are: consumer protection, moral hazard (a con-

is increasingly being drawn into a monitoring and enforce-

sequence of consumer protection), market integrity, and sys-

ment role, both as part of its Article 4 surveillance process

temic risk. In addition, regulatory neutrality is an impor-

and in the conditionality

tant element in the design of any regulatory framework.

associated with its stabilization

programs. The question here arises as to whether the standard-setting

and enforcement

In what has loosely been described as the traditional

roles can be effectively dis-

charged by separate international

model, the financial services industry is divided into sepa-

agencies.

rate pillars (banks, investment firms, insurance companies,

Similarly, the IMF has de facto become the lender of last

and fund management

resort to countries experiencing acute liquidity problems.

companies) each with its own dis-

tinct regulatory regime. Since functions and institutions
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are synornymous, regulation is both functional and institu-

Finally, arguments relevant to the design of the domes-

tional; regulatory neutrality is not a major issue; regulatory

tic financial regulatory structure apply with equal force at

objectives, targets, and techniques are neatly compartmen-

the international level. Indeed, it has been pointed out that

talized; and problems of regulatory interface do not arise.

the combination

Over the past decade or so the traditional
lines between banking

and non-bank

demarcation

of globalization

and functional integra-

tion of financial markets creates a dangerous potential for

financial activities

both cross-border and cross-functional financial contagion,

have been eroded. Ownership linkages between banks and

as evidenced by the East Asian crisis. This in turn calls for

non-banks,

cross-functional international

the blurring

of distinctions

between banking

and securities business due to "securitization"

and other

forms of financial innovation, and the dismantling

regulatory coordination.

In terms of the present loose international federation of

of legal

banking, securities, and insurance supervisory authorities,

activity constraints previously applied to financial institu-

there is a strong case for a more integrated

tions, have together transformed the financial landscape. In

coordinating body whose remit is to oversee the full spec-

the new market environment banks are no longer uniquely

trum of cross-border

susceptible

place of the present divided responsibility for international

to systemic risk and moral hazard; it is no

over-arching

financial activity. Furthermore,

(Basle) and enforcement

in

longer possible to identify separate sets of regulatory objec-

standard-setting

(IMF) a single

tives, targets, and techniques covering the main categories

agency should arguably be responsible for both functions.

of financial activity; and there is an inevitable mismatch
between the regulation of functions and the regulation of
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UNEDIO

APRA: Australian Prudential Regulation Authority
ASIC: Australian Securities and Investment Commission

225

MARKETS

BANKS

AND

APPENDIX

CAPITAL

MARKETS:

SOUND

FINANCIAL

SYSTEMS

FOR

THE

21ST

CENTURY

2

Japanese
NewFinancialRegulatory
Structure

Prime Minister's Office

Ministry of Finance

Financial Supervisory

Financial Planning Bureau*

Securities and

Bank ofJapan

Exchange Surveillance
Commission

Inenational Bueu

Agency

inspection
Department*

Supervisory
Department*

Liquidity Assistance
LqiiyAssac

Deposit
1.
FINANCIAL
MARKETS

2.
INVESTMENT
BUSINESS

3.
HOLDING
COMPANIES

4.
INSURANCE
COMPANIES

BANKS

-__

Insurance
Corporation
Depositor

Protection

Function
Securities
Dealers
Associations

Securities
SEcurities

Retail
Financial
Intermediaries

I
Exchange I

Shinkin Banks

Investment
Inetn
Fund Management
Companies

Financial
Futures
Exchanges

FSA: Financial Supervisory Agency. Responsibilities: Prudential Supervision / Conduct of Business / Consumer Protection / Authorization / Enforcement
MoF: Responsible for legislation for the whole financial system (banks, securities and insurance companies) and international representation (IMF and G7).
*Denotes a tentative name.
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U.K.Regulatory
Structure
HM TREASURY

Financial Services Authority
Financial Supervision
Prudential Supervision / Conduct of
Business / Consumer Protection

Bank of England
Systemic Stability &
Liquidity Assistance

Authorization
Enforcement
Consumer Relations

-1
COMPLEX
GROUPS

2

~

INSURANCE

PENSIONS

~

LCOMPANIES

~

~~3.
INVESTMENT
BUSINESS

5.
FINANCIAL
MARKETS

4

----------------------; ;

1…

6.
|
BANKS
SOCIETIES

Securities and
Market
odLife

Friendly
Societies

Assurance

Derivative
Dealers

Retail
Financial
Intermediaries

C

l

Hose

L…------------------------------------

Exchanges

Investment
Fund Management
Companies

FSA: Financial Services Authority
1. Complex Groups regulation will follow the "lead Supervisor Model."
2. Insurance Companies: The FSA will have extensive powers over Lloyds.
3. Pensions: Includes life assurance companies, pension funds, unit trusts.
4. Investment Business: Covers all current SFA firms, PIA firms, and IMRO firms.
5. Financial Markets: Exchanges include LIFFE, London Metals Exchange, International Petroleum Exchange, OMLX, London Stock Exchange, Tradepoint,
OTC Markets.
6. Banks: Following the new BoEBill in 1998, the supervision of banks falls under the FSA and once the Financial Regulatory Reform Bill is enacted
supervision will include B Societies, Mutual Societies, Credit Unions, Industrial, and Provident Societies.
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4

Memorandum
of Understanding
betweenthe U.K.Treasury,
the Bankof England,andthe FinancialServicesAuthority:
Summary
of
issuesaddressed.
1. Bank of England's

Responsibilities

instance,

changing

capital

The Bank will be responsible for the overall stability of the

requirements

financial system, involving:

firms by third parties.

(i)

Stability of the monetary system.

(ii)

Financial system infrastructure,

the
3. The Treasury's

on implications

of domestic

for financial

and international

stability

Responsibilities

The Treasury is responsible for the institutional

financial market

structure

of regulation and the legislation that governs it. It has no

developments.

operational responsibility for the activities of the Bank or

(iv) Role as lender of last resort.
(v)

regulatory

(iv) Regulatory policy in the above areas.
in particular

payments system.
(iii) Advice

or other

and capital injections into troubled

Efficiency and international

the FSA but it is to be kept informed of problem situations
competitiveness

of the

so that the Chancellor may be given the opportunity

financial sector.

of

refusing support action.

2. FSA's Responsibilities

4. Co-operation

The FSA will be responsible for:

The Bank's Deputy Governor will be a member of the

(i)

(ii)

The authorisation

and prudential

supervision

of

between

the Bank and the FSA

FSA's board and the FSA Chairman will sit on the Court of

banks, building societies, investment firms, insur-

the Bank. The FSA and the Bank will establish informa-

ance companies and friendly societies.

tion sharing arrangements.

The supervision of financial markets and clearing

mittee of representatives

and settlement

which will discuss financial stability issues on a monthly

(iii) The conduct
lender

systems.
of support

operations,

of last resort assistance,

other than

involving,

There will be a standing comof the Treasury, Bank and SFA

basis (and at other times as needed).

for
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U.S. Regulatory
Structure

SEC

FEDERAL

CFTC

OCC

RESERVE

STATE
INSURANCE

STATE

BANKING

Commissions

1.
FUTURES
FIRMS

1

2
SECURITIES
BROKER/

DEALERS

5.
FUTURES
EXCHANGES

3a.

3b.

BANKS

BANKS

3c.
BANKS

(National

State Member

State Non-Member

Charter)

Banks

Banks

Investment
Advisers

Regulators

4
INSURANCE

COMPANIES

3d.
BANK
HOLDING
COMPANIES

6.
SECURITIES
EXCHANGES

CFTC: Commodity Futures Trading Commission.
SEC: Securities and Exchange Commission.
OCC: Office of the Comptroller of the Currency.
1. Futures Firms are regulated by the CFTC and subject to the self-regulatory bodies National Futures Association, and Futures Exchanges.
2. Securities Broker/Dealers are regulated by the SEC and srate securities regulators, and also by the following self-regulatory bodies: National Association
of Securities Dealers (NASD) and Stock Exchanges.
3. a, b, c, d.: Banks: See appendix 5b.
4. Insurance Companies are regulated by the state insurance regulators.
5. Futures Exchanges and future exchanges' Clearing Houses are regulated by the CFTC.
6. Securities Exchanges are regulated by the SEC.
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APPENDIX 5B

U.S. Depository
Regulatory
Structure
TREASURY
FEDERAL

lOCCi
IC-C
I

OTS

STATE

RESERVE

BANKING
Commissions

FDIC
.

|

(National
Charter)

State Member
Banks

4.

5.

THRIFTS

BANK
HOLDING
COMPANIES

BANKS

Liquidity AssistaDce

State Non-Member
Banks

Supervision

OCC: Office of the Comptroller of the Currency
OTS: Officer of Thrift Supervision
FDIC: Federal Deposit Insurance Corporation
1. Banks with a national chareer are regulated and supervised by the OCC.
2. State-chartered banks that are members of the Federal Reserve System (State Member Banks) are regulated and supervised by the FederaL Reserve and their stare agency.
3. State-chartered banks that are not members of the Federal Reserve System (State Non-Member Banks) are regulated and supervised by their state agency, and supervised by the
FDIC if federally insured.
4. Thrifts are regulated and supervised bh the OTS. State chartered thrifts are also regulated by the states.
5. Bank Holding Companies are regulated and supervised by the Federal Reserve, even though in most cases it does nor regulate or supervise the subsidiary bank.
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Glass-Steagall
ReformPossibleRegulatory
Structure

Financial

Commercial

Services

Holding Company

Company
Oversight

by Primary

Bank Regulator

Insured

Bank

Insurance Underwriting
Securities

Regulated by Primary
Bank Regulator

Regulated

Affiliate

Affiliate

by SEC

Regulated by State
Insurance Commission

r--------------Funding Firewalls
L-J

Source:
U.S. Treasury(1991), p. 56.
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ROFESSOR DALE'S PAPER PROVIDES A LUCID AND VERY FULL PRESENTATION OF THE ELE-

ments that each country has to take into account in order to define the optimum structure for
supervising the broad spectrum of activities represented nowadays by capital market opera-

It is a distinctly successfulinitial attempt to determine the basic featuresof the various

groups of institutions and the objectives, activities, and safeguards needed within markets. As
a common denominator of all these features, we should emphasize protection of the interests
of consumers, depositors, and investors, on the one hand, and, on the other, the need for a clear demarcation of the exposure to possible systemic risks and possible contagions in each activity.
We share the view that the first priority in the banking system is the protection of depositors, and also
the stability necessary for protecting the payments system and the explicit and implicit security provided
by the state and the Central Banks, the former as guarantor of that stability and the latter as lenders of last
resort. That priority distinguishes the banking system very significantly from the other institutions and
activities in the capital market.
The other institutions are to some degree protected by their very nature (since holding assets and liabilities forms the basis of their structures), and by their methods of operation.
Securitiesor investmentinstitutions, unlike banks, are
generallyprotectedby assetsof a liquid nature that are frequentlythe objectof transactionsin the market.Their reliability and profitabilitycan be verifiedbecausetransparent
informationis available,and their investorsare sensitiveto
the volatilityof prices.The operationsof insurancecompanies are subjectto actuariallyproven statisticsand reserve
requirements that serve to reconcile the liquidity and
maturity of their investments with their obligations to
meet claims.Companiesspecializingin funds management
act purely as intermediaries,without any merging or mingling of capital,and investmentsare protectedin the same
way as waspreviouslyindicated in the caseof investment
companies.Similarly,securitiesagencies,including agen-

cies specializing in exchange, clearing, and payments,
operate under technical rules that safeguardthe instruments they manageand reducerisk exposure.
Each of these capital-market institutions operates in
accordancewith rules, legal structures,procedures,information technologyfacilitiesand controls,types of instrument, definitions of specialization,risk coverages,and
requirementsgoverningcapital adequacy,the separationof
capitalfromdifferentsources,and the specificityof the servicestheyprovidedthat togethermakeup a highlysophisticated variety of elementsthat cannot readilybe grouped
into commondenominators.
To this sophisticatedmix of activitiesand specializations must be addedthe very relevantissue(in the context

Jose Florencio Guzman is Superintendent of the Superintendencyof Banks and Financial Institutions in Chile.
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of this commentary) of whether or not a particular country
presents a systemic risk that could severely compromise its
overall financial and economic position.
In my opinion, these two items (differentiation among
activities and exposure to systemic risks) are key elements
in determining the best ways to organize regulation and
supervision in the relevant areas of the capital market.
In light of the very short time allowed for commenting
on the keynote paper, one can put forward only the following basic ideas regarding the organization of supervision:
It is difficult not to agree that the new environment in
which capital markets operate has undergone substantive
change as a result of globalization, competition, technology, and the ways in which the consumers' many simultaneous needs are met. It is also hard not to agree that the
above environment renders it essential to seek economies of
scale and scope on the part of both the providers and the
requesters of those services, and this leads to the integration of ownership and management that Professor Dale's
paper emphasizes. We also agree that the various entities
making up the capital market-and more especially the
financial conglomerates that now cover broad-ranging
interconnected activities-have blurred the clear dividing
lines that used to exist in the past. This explains why the
Tripartite Group of the G-10 has been assigned the task of
establishing a more comprehensive view of these activities
and devising ways of harmonizing the regulation and
supervision of these conglomerates. However, it is a very
different thing to expect that this situation should necessarily bring about the sort of integration in which regulation, and therefore supervision, are organized through a
single agency, as in the systems recently introduced in the
United Kingdom, Japan, Korea, and Taiwan.
The wide range of systems of supervision that already
exist or are now being implemented around the world are
the result of qualitative considerations and a concern for
efficiency;these will be analyzed later. For the moment, it
should just be noted that a recent survey based on the
Directory of Financial Regulatory Agencies and cited in a
paper on "Assessing the Case for an Integrated Financial
Commission" (presented by ProfessorMichael Taylor of the
ISMA Centre, University of Reading, at a seminar in
Madrid on May 29, 1998) concludes that the prevailing
form of regulatory structure consists of separate specialized
agencies for the regulation and supervision of each of the
different activities in the capital market.

21ST CENTURY

None of this is surprising, especially in the case of the
emerging economies, for the following reasons.
* In considering this issue, we should avoid grouping
together, in one and the same analysis and set of proposed solutions, those countries that have developed
capital markets and ones whose markets are only
incipient. Deep capital markets offering information
that is transparent in both frequency and quality, a
diversity of institutions and instruments, a broad volume of transactions, solidly established valuation systems, and complete globalization are more open to the
adoption of a single regulatory and supervisory agency
than are other markets not possessing such features.
* If we accept the principle that the control and reduction of systemic risk must be made a priority for the
financial and banking sector, then that sector must be
isolated from possible contagions, stricter rules
involving prudential controls must be established,
and the market must identify a specialized agency to
be devoted exclusively to the supervision of the sector,
thereby contributing to its strength.
* That strength will be increased if the market also
plans for the supervisory agency to be more independent and does not require that it be made part of-or
subject to-other policy-making, decision-making,
or coordinating bodies that will slow down or
obstruct the process and hinder the agency's capacity
for adopting timely decisions. In this respect, the
bureaucracies operated by the mega-institutions constitute a serious constraint. The results of any
attempts to further such independence through the
creation of internal divisions or departments based on
specialized objectives or activities tend to be purely
theoretical.
* An equally important point (one that I have not found
in the literature, but have myself encountered in practice) is the contagion effect that can be produced
when problems affecting a sector other than banking
and characterized by a high degree of public conflict
become the concern of the single agency, as a consequence of its supervisory mandate. If a scandal occurs
in an investment company or in a company with publicly offered stock that is registered, authorized, or
monitored by the agency responsible for banking
supervision, that one circumstance alone weakens
trust in the market and in the agency's capacity to
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control it, and this has repercussions for financial and
banking systems that are most sensitive to systemic
risk.
Competition among regulatory and supervisory institutions has proved to be useful for improving their
efficiency in terms of recruitment of suitable human
resources, training plans for them, their degree of
public recognition, the credibility of their policies,
their independence and decision-making capacity, and
the degree of stability and success they achieve in
their respective systems.
One phenomenon that has significantly increased as a
result of the development of capital markets and the consequent integration and formation of financial conglomerates is the emergence of conflicts of interest among different activities in the financial sphere. This phenomenon
complicates the task of the regulators, given that it is detrimental to the public interest, the safeguarding of which is
the very raison d'ere of regulation.
In a context like this, it will be readily understood that
the sector that is being regulated will not itself deal with
such conflicts of interest, since they arise as a natural consequence of the integration of activities, and impose no
special costs on the parties involved. These conflicts of
interest are passed along to the various areas subject to
financial regulation, and this, combined with the differences among the emphases and specific objectives of the
various regulators, means that the public interest is maximized as a result of the interplay among the conflicting
interests. This would suggest that there is a need for bodies that can coordinate the tasks of the regulatory agencies,
so as to avoid impairing the social objectives associated
with each individual financial activity.
We are also aware that the main drawback of having a
multiplicity of regulatory and supervisory agencies is that
there will be no single body responsible for overseeing the
solvency of all the holding companies or groups concerned.

ularly important in the case of financial conglomerates
with international ramifications, as is emphasized in Paragraphs 23-25 of the "Core Principles for an Effective
Banking Supervision" recently issued by the Basle Committee. In some countries, such coordinating bodies are
constituted by capital market committees made up of the
various specialized supervisors.
To conclude, I want to express my full support for the
following paragraphs taken from the paper by Professor
Michael Taylor and already referred to:

This problem can be solvedby havinga lead supervisoror

1. Michael Taylor,"Assessingthe Casefor an Integrated Financial
Commission."ISMA Centre, University of Reading. Mimeo. May
29, 1998.

an effective coordination body, such as that suggested
above, for dealing with conflicts of interest. This is partic-

The decision whether or not to create an Integrated
Financial Commission therefore depends on a matrix
of factors, in which potential gains must be balanced
by other considerations, which can only be fully
assessedon a case-by-casebasis.
Thus we can conclude that there is no one right
model for structuring financial regulation in a particular country. Integrated Financial Commissions
may be growing in popularity, but it would be a mistake to see them as a universal solution to the administrative problems of financial regulation. There
would appear to be only two universal truths in this
area. The first is that the design of the institutional
structure of regulation must reflect the structure of
the underlying industry. Hence, regulatory structures ought to be as varied as those of the industry
that is regulated. Second, regulation continues to
have different objectives, notwithstanding the integration of the financial services sector that has
occurred in Britain and the United States. Hence,
there is no necessary connection between the integration of financial services and the assumption that
an IFC is the appropriate policy response.'

Endnote
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HE DOCUMENT PRESENTED BY MESSRS. DALE AND WOLFE OFFERS SOME VERY PERSUASIVE

arguments about the need for a coordinated and comprehensiveapproachto the supervision

of banking and non-banking financial markets, both domestically and abroad. The essential
characteristic of these markets is that the people running them, whether they are bankers,
insurers, pension fund managers, stock brokers, or managers of exchanges and clearing
houses, are all in a position of public trust. For this reason, there is a public interest in supervising their entry into the market, assessing their behavior, and, if necessary, demanding their removal from
the market.
Thinking in terms of the public interest, then, who are the people that financial market regulators should
be seeking to protect? In the first place, they are the depositors who have placed their money with banks,
finance companies, savings and loan cooperatives, and other deposit-taking financial intermediaries, and who
more than anything else seek security and a reasonable return on the savings they have built up over time.
In the second place, there are people who have contributed to private pension plans and who have spent their
entire working lives systematically accumulating a body of forced savings, so that when they are old they can
count on a company to look after their family's security and to substitute for any productive assets they may
have lost for one reason or another. Finally, there are people

for financial institutions to make sound decisions. On the

who invest in securitiesand investmentfunds,peoplewho
are willing to run a greater risk with their savingsin the

other hand, in many developingcountriesthe use of corporate accountingand financialstatementsas a means of

expectation of obtaining a higher yield on them and who

ensuring transparency about a company's situation is still

haveconfidencein the transparencyof informationand the
good faith and professionalismof their advisersand their
investmentmanagers.
One of the primaryobjectivesof regulationis to ensure
the transparencyof the market-in other words,to seethat
the informationprovided about the financialsituation of
banks and non-banks is reliable. While there has been
much progressin this regard,the fact remainsthat in most
emergingmarketsthe informationthat companiesput out
is not alwaysvery transparent, and this makesit difficult

in its early stages. This situation not only contributesto
low corporatecapitalization,it also increasesthe systemic
risk representedby the huge amounts of unsecuredcredit
that the banking system tends to provide to its major
clientsand businessgroups.
With respectto coordinatingand harmonizinginternational rules on regulationas a way of supportingthe competitivenessand integrity of world markets,there is still a
degree of unfair competitionin the form of financialand
tax havens that are far from complying with common

Jacques Trigo Loubiere is the Superintendent of Banks and Financial Entities in Bolivia.
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international standards. Moreover, we must not overlook
the fact that, regardless how comprehensive our regulatory
approach, there are some risks that supervisors in many
Latin American countries are simply not empowered to
inspect. The most glaring example is the "offshore" banks
that many financial groups maintain, which may provide
not only a fiscal or monetary shield but also can hide solvency and risk-diversification problems.
With respect to market integrity, it is important to note
that, thanks to financial globalization, companies are
increasingly resorting to direct financing through the
international banking system, without necessarily having
any link to a domestic bank. Financing activities of this
kind are not subject to supervision by regulatory bodies,
and they may not even show up on the company books, so
that national financial intermediaries cannot take them
into account in assessing a firm's debt-carrying capacity,
and this can lead to over-indebtedness and increased risk.
Consumer protection as a regulatory objective, and
compensating depositors in the case of bank failure, should
be reserved for small depositors only, because the larger
ones should be in a position to assess a financial entity's
health and solvency on their own.
When there is a major run on deposits, the contagion
can spread to create a systemic risk. In such a case, the
return of savings to depositors can go beyond the amount
set by the deposit insurance fund, since it is in the public
and state interest to preserve the confidence of savers, the
stability of the financial system, and that of the payments
system in particular.
The capitalization of financial institutions should be
related to a comprehensive assessment of the risks, using
new statistical techniques of risk assessment such as portfolio theories, and not merely relying on a portfolio evaluation in line with the current Basle standards. At present,
the level of bank capitalization required is too low and
should be increased to ensure that the shareholders have a
greater stake in the sound management of their banks.
There is an inherent moral hazard, too, when banks are
undercapitalized. Moreover, their owners may enjoy access
to non-arm's-length credit.
In light of the organizational structure and the business
strategies that are coming to prevail on national and international financial markets, there is no doubt in my mind
that the arguments set out in this paper in favor of a coordinated and coherent approach to supervising such markets
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are pointing in the right direction. Financial conglomerates are a reality in nearly every country. They may be formal where legislation so permits, or "de facto" where it
does not; indeed, regulatory barriers can be easily overcome
by setting up a company that is legally independent but
that answers to the same group of shareholders and has the
same corporate strategy and, even more importantly, is
seen by the public as having common backing.
We understand that any modern regulatory approach
must focus on financial conglomerates or the so-called
financial supermarkets that offer a broad range of products
and financial services. In particular, supervision must
ensure that their risk-management procedures and models
are appropriate. This task poses a difficult challenge for
regulatory bodies in our region, in light of the following
considerations:
* Capital markets in most Latin American countries are
still underdeveloped.
* Savings are mobilized for the most part through the
banking system.
* The form taken by financial conglomerates varies
from country to country, and there are sharp differences between countries with developed financial
markets and those where the banks still constitute the
core of the financial system and the major, if not the
only, source of funds for the real sector.
The ability to coordinate the various supervisory activities (banks, securities, insurance, and pensions) into one
consolidated activity may be limited by the inherent institutional weakness in our countries. Some countries, such as
New Zealand, have increasingly been leaving supervisory
responsibility to the market itself and have stopped conducting in situ inspections. Up to what point should we
press our supervision of the riskier financial activities-for
example, by conducting in situ bank inspections?
The regulatory bodies of Latin America have taken full
account of the changes that have occurred in the financial
environment, through the internationalization of markets
and the technological progress that has been made in
telecommunications and computers. They are also aware of
how ownership can become concentrated in a single conglomerate of entities that used to provide separate financial
services (banks, securities, insurance, mutual funds). For
this reason, discussions in the Association of Regulators in
recent years has focused on the issue of consolidated
supervision.
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There is also a pronounced trend toward self-regulation,
preventive supervision that takes account of the risks associated with a lack of internal policies, and procedures for
risk evaluation or management. On the other hand, there
will always be an interest in analyzing and assessing internal controls, the role of the internal auditor, and his
responsibilities vis-a-vis management, the board of directors, the shareholders, and the regulatory agency.
Allow me in this context to describe the recent changes
that have been made in Bolivia's financial legislation.
Although it does not go so far as to create a single regulatory body, the purpose has been, as the paper advises, to
establish regulatory symmetry in financial markets and to
ensure comprehensive supervision of the different risks
assumed by financial conglomerates. In this respect, the
Bolivian model has several significant features:
The existing four superintendents overthe financialsector
are being reduced to two-the Superintendent of Banks and
Financial Entities, and the Superintendent of Pensions, Securities, and Insurance. These superintendentsare appointed for
a period of six years and enjoy functional stability.
A Committee on Prudential Financial Standards has
been created, comprising the senior authorities of the Central Bank of Bolivia, the two superintendents, and a viceminister of the Ministry of Finance, as the body is charged
with approving prudential standards for the financial system and is the coordinating body for the supervisory activities of the superintendents.
A Superintendencia
de RecursosJera'rquicos,
a kind of senior
appeals tribunal, has been created, under a superintendent
who is to be appointed by the president of the republic, on
the nomination of the Senate, for a period of eight years,
and who, like the other superintendents, will have quasijudicial powers. This official is empowered to hear and
decide appeals against the decisions of the other two superintendents (except in the case of forced bankruptcy) and to
resolve any jurisdictional conflicts and disputes that may
arise between the superintendents and the central bank.
We believe that this model is an appropriate one in
light of the current status of our national financial markets,
where bank lending is still the predominant form of financ-
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ing, and where the insurance, securities, and pension fund
markets are as yet in their early stages.
This brings me to a point that I think is important in
this discussion: the new market environment, characterized in some cases by financial conglomerates with common corporate strategies, and in other cases by universal
banks or financial supermarkets. It finds its justification (to
quote the paper by Dale and Wolfe) in "the centralization
of risk management within diversified financial firms,
using advanced statistical techniques that 'unbundle' different types of risk at the individual entity level and reaggregate them (again by type of risk) for the purpose of centralized management at the group level." This means that
an important element of the conglomerate's solidity lies in
the diversification and overall assessment of the different
risks that it takes on. In effect, the greater its diversification, the greater its security.
From the consumer's viewpoint, however, the advent of
these financial groupings may be creating the opposite
effect. The concept of the "financial supermarket" implies
that the user will be able to obtain all his financial services,
and hence to concentrate all of his risks, in one single
entity or financial group. Does this mean that if a financial
group goes broke, a person might lose at one stroke all of
his financial assets-his deposits, his pension fund, his life
and accident insurance, and his mutual funds, and other
investments? The answer would seem to be, and should be,
no. Most of the existing legislative frameworks seem to
have safety valves that require, for example, that pension
funds, mutual funds, and employment-related investments
be treated as separate accounts by the financial group, and
that they be given special protection.
In any case, this issue deserves continued attention by
financial market regulators and supervisors. While we need
to adopt comprehensive or "optimal" strategies for overseeing financial groups or entities engaged in multiple financial activities (today's preferred solution), we must not forget that by doing so we may be inadvertently giving the
green light to the users of financial services to concentrate
their risks, and that this could turn out to be a problem for
tomorrow.
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APPRECIATE THE INVITATION FROM THE CONFERENCE ORGANIZERS TO COMMENT ON

Richard Dale's interesting paper, which contains very thought-provoking
ideas on the modifications
that international regulatory and supervisory machinery must undergo to adapt to ongoing changes
in the banking industry as activities are consolidated. When I say "activities," I mean the financial
intermediation services provided up to now by specialized entities.
Conceptually, it is difficult to object to a centralized mechanism for regulating and supervising
financial intermediation activities under which supervised companies reach their decisions within a centralized risk-management structure. Accordingly, I will review Mr. Dale's proposals in the light of experience gained in Latin America and the Caribbean and the restrictions this experience suggests should apply
to the relevant institutional machinery.
To begin with, I want to make a general comment concerning the objectives and purposes of regulation. The author states that one justification for state intervention in this area is the inability of depositors
and investors to assess the risk faced by depository institutions or to monitor the frequent changes that such
risk engenders.
When addressing this issue, it is important to bear in mind

government provides to creditors diminishes creditors'

that we are dealing here with an increasingly more sophis-

ability to discriminate

ticated group

of both institutional

among institutions with differing

and large investors

solvency profiles, because in the final analysis they all pre-

entirely competent to carry out direct or indirect monitor-

sent the same risk, namely that which falls on the govern-

ing. This is of no small importance when we recall the neg-

ment. Financial intermediaries,

ative impact on macroeconomic stability of burden-sharing

to engage in high-risk lending operations and to operate on

measures implemented

as slim a capital margin as possible, since any losses will be

in a number of countries in the

region in order to distribute the costs incurred by economic

for their part, are tempted

absorbed by the guarantor government.

agents whose investment decisions have proved mistaken.

When it comes to Latin America and the Caribbean,
the question of which regulatory and

In such situations, regulatory objectives create a conflict

before broaching

between the stability and efficiency of the financial system,

supervisory institutional

because provisions

try is best suited to dealing with overlapping

simultaneously
intermediation

designed

to mitigate

tend to accentuate

systemic

risk

inefficiencies in the
or implicit-which

financial

markets, it is necessary to clarify the role that the state

process, whether or not it is of a specialized

character. The protection-explicit

structure for the banking indus-

should play in this arena. Conceptually, there is agreement

the

that the supervisory role of the state should complement

Luis Alberto Giorgio is Assistant Director-Generalof the Center for Latin American Monetary Studies in Mexico.
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market-imposed discipline. The corollary of this complementarity, in public policy terms, is the precept that state
regulation and supervision should focus on minimizing the
number of bankruptcies of individual financial intermediaries likely to pose systemic risks, and on fostering the
orderly exit from the system of insolvent and bankruptcyprone entities so that they do not threaten the stability of
the financial system as a whole.
In practice, however, it is difficult if not impossible to
differentiate, simply on the face of things, between entities
whose operations entail systemic risk and those where this
is not the case, since such risk cannot be determined solely
on the basis of a firm's size or whether it operates in the
wholesale or retail segment of the market. This situation
has resulted in indiscriminate bailouts of financial firms
(such as occurred in Venezuela in 1994). Consequently, the
criterion of interchangeability has often replaced that of
complementarity between the state and the market. This
in turn has created the obviously mistaken perception
among banking system creditors that because the government enjoys a monopoly on information concerning the
quality of financial intermediaries and has the power to
impose penalties, it should also assume responsibility for
the liabilities of the institutions supervised.
The thorniest problems of moral hazard arise from these
expectations, which are in fact highly specificwhen it comes
to financial markets. The very same economic agents insisting on government guarantees act otherwise with respect to
other servicessupplied by the private sector,where payment
comes first and the contractual consideration comes later,
and where confidencein the provider is a factor in the consumer's decision-making process. One example is the relationship among airlines, government regulatory bodies, and
passengers. Everyone is aware that airlines must be licensed
in order to operate, that they must comply with certain regulations, and that some of their operations are under direct
government control. Nevertheless, when problems arise
between creditors and airlines, the former do not ascribe to
the state the dual role of regulator and guarantor, which is
something the creditors of a bank facing insolvency without
the threat of systemic risk would do.
Given this lack of clarity regarding the basis of state
regulation and supervision, it could prove counterproductive to create a mega-regulator. The existence of such an
entity may encourage the above-mentioned economic
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agents to extend their expectations to include highly
volatile financial markets, where the line between risk and
uncertainty is extremely fine, and the rewards and punishments meted out are functionally more meaningful.
Mr. Dale also refers in his paper to the institutional
structure resulting when regulatory and supervisory functions are centralized in the entity responsible for ensuring
the macroeconomic stability of the financial system-i.e.,
the Central Bank. He places particular emphasis on the
coordination problems arising from segmentation. In this
regard, I believe that the region's financial instability is less
a function of information coordination problems encountered by the various regulatory entities than of the inability of these agencies, from a political standpoint, to enforce
the rules of the game. Accordingly, the optimum institutional supervisory machinery must take into account the
existing restrictions in each country that prevent technical
supervisory criteria from prevailing over politically motivated decisions. The most effective system will be one
under which the regulation and supervision of financial
intermediaries are autonomous functions. In other words,
when determining the ideal institutional structure, the
importance of ensuring the independence of the supervisory function should receive greater weight than the question of where in the state bureaucracy the institution exercising this function should fit.
With regard to the operations of a mega-regulator, such
a body would find it easier to achieve its objectives if the
same rules-including tax rules-were applied to banks,
securities firms, and insurance companies. However, this is
a tall order, because they conduct discrete activities with
different risk profiles. In the absence of homogeneous rules,
the mega-regulator will be a segmented institution lacking
many of the touted advantages of such a structure; in effect,
it will be three institutions in one, not one institution
supervising three activities. This point is also relevant
when it comes to preparing consolidated balance sheets of
the group.
Finally, it is essential not to underestimate the concentration of power a mega-regulator represents. Legal instruments are therefore needed to minimize the discretionary
element in decision-making to the fullest extent possible-a matter that has posed serious practical problems in
the region.
Thank you for your attention.
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HE FIVE ASIAN COUNTRIES THAT SUCCUMBED TO FOREIGN EXCHANGE AND FINANCIAL

crisis during 1997-Thailand, Indonesia, Malaysia, the Philippines, and Korea-shared

common elements of financial vulnerability, although in varying degrees. We define financial
vulnerability as the probability of a successful speculative attack against the currency.
The first element of financial vulnerability (Table 1) is a risk of external sustainability. The
majority of these countries were stricken with a significant appreciation of the real exchange
rate; they had a drag in the growth rate of exports, most notably in the cases of Thailand and Korea; and
some of them had high levels or increases in the current account deficit. Nevertheless, the level of appreciation of the real exchange rate was not greater (on July first of last year, when Thailand was compelled to float
its currency) than those of some Latin American countries. Likewise, the current account deficits, with the
exception of Thailand and Malaysia, did not exceed levels of Latin American nations. None of the countries
in Latin America experienced a slackening in export growth rates, as occurred in Asia. Two reasons explain
this difference, in spite of the severe appreciation of the real exchange rate in Latin America: The recession in
Asia's principal export market, Japan, coupled with the Asian economies' relative greater openness and manufacture-led export base, have rendered these markets more vulnerable to exchange rate appreciation.
In contrast with the above, the Asian countries experi-

On the one hand, they endured severe liquidity risks.

enced higher levels of exposure than their Latin American

On the first of July of 1997, the short-term external debt

counterparts

reached at least one and a half times that of international

in the other three elements of financial vul-

nerability exhibited in Table 1.

reserves (see Table 2). This situation gravely shook investor

TABLE 1

Symptoms
of Financial
Vulnerability
* Risk of External Sustainability:

Real exchangerate appreciation,fall in export growth, high/increasing current accountdeficit

o

Liquidity Risk:

High short-term debt as a proportion to reserves

o

Exchange Risk:

Exchange risk without coverage

* Interest rate risk:

High debt and poor quality loan portfolio after prolonged credit "booms"and assetprices

Guillermo Perry is the Chief Economist for Latin America and the Caribbean for the World Bank.
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TABLE 2

LiquidityRisk:Short-Term
Debt/Reserves
DEBT TO MATURITY

RESERVES

MATURITY

UP TO AND
TOTAL

INCLUDING

OVER A YEAR

A YEAR

AND UP TO 2 YEARS

OVER TWO YEARS

OTHERS

Asian Countries
in Crisis
Indonesia

2.9

1.7

0.2

0.8

0.2

Korea

3.0

2.1

0.1

0.5

0.4

Thailand

2.2

1.5

0.1

0.5

0.1

Latin America
Argentina

2.2

1.2*

0.1

0.8

0.2

Brazil

1.3

0.8

0.0

0.4

0.1

Mexico

2.6

1.2

0.1

0.1

0.3

Soeurce.Bank for International Settlements (1998). FMI Reserves for the end of June 1997. Data come from banks solely reporting to BIS.
* In the case of Argentina, this number is reduced approximately to US$13 billion if one excludes local assets in foreign currency.

confidence as it became more likely that once banks

some cases, the financial sector itself underwent

decided against the renewal of credit, all others would fol-

adjustments,

low in kind, seeing that reserves would prove insufficient

companies secured foreign currency to further extend loans

to offset a run of this kind. This reaction was in fact

in local currency to such activities as construction.

observed in all cases.

1 and 2 suggest the low coverage existing at the macro

On the other hand, they exhibited massive exchange

where financial
Graphs

level against these private risks.
Finally, the private sector sustained acute financial risks,

risks in the private sector, which had secured short-term,
external debt to finance activities in the non-tradable

as in the case of Thailand

sweeping

ser-

born out of high corporate debt and severe bank exposure.

vice sector, which earns revenue in local currency. Also, in

All these countries were emerging from prolonged credit
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"booms" (Graph 3), and companies were having unusually

sequent recession. These differences explain why certain

high debt-to-capital

policies have proved useful in Latin America to prevent or

levels.'

In summation, the major difference between these crises

treat crises, and not so successful in Asia.

and previous ones is that the risks leading to the severe level

Now then, the four factors of financial vulnerability

of financial vulnerability were ultimately absorbed by the

exhibited in Table 1 will be named "symptoms of vulnera-

private sector. At first glance, the direct responsibility of

bility." Some analysts of the Asian crises maintain

poor public policy (macroeconomic or debt management)

therein lies the explanation, but we believe one must delve

was confined to a set of countries and did not play a central

further. The deeper question for economic policy is what

role.

created this situation: Why did things escalate to a state of

These facts are related to an argument put forth by Joe

that

massive risks? Our answer is this: perverse incentives (that

Stiglitz the first day of this conference, regarding the ade-

is, an institutional

quacy of the policy responses to these crises. In Latin

North),

America, the symptoms of crisis have been met with either

rather strange sequence. First, the perverse incentives:

preventive

devaluations

by

countries

with

flexible

deficiency, as defined by Douglass

a relatively quick financial liberalization,

* Drawn-out

periods of fixed rates prompted

and a
the pri-

exchange rates, or by defending the exchange rate via strict

vate sector to falsely assume that there were no for-

monetary policy that severely raises interest rates in the

eign exchange risks combined with generalized
"moral hazards" (the common belief was that the

short and long term, as successfully implemented

by Brazil

in 1997. Neither of these two options was viable in the case

state would prevent bankruptcy

of Asia, given its massive exchange rate risks and high cor-

corporation) induced excessive risk-taking by the pri-

porate debt levels. Any one of these policies could have

vate sector.

instantly bankrupted a great portion of the private sector,

* The lack of transparency

of any bank or vital

in the management

of cor-

as well as shaken investor confidence, rather than regain it,

porate and economic group activities and financial

as occurred in the long run with the devaluation and sub-

transactions
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Allow me now to turn to the subject of spillover effects

of high

risks, or simply turned the other way.
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ON
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have installed controls or disincentives against short-term

regulation and, above all, lax supervision

failed to call attention
But
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has liberated

by companies.
* Prudential

ON
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perverse

incentives

and contagion.

(these

institutional

Graph 4 presents the real and financial

spillover effects and contagion.

Three types of financial

weaknesses) had already existed for a long time and yet

effects are displayed on the top side: (1) A demonstration

failed to generate a crisis. Their contribution

effect-when

financial

liberalization

granted

came when

access, to corporations

and banks alike, to enormous external, short-term
flows, which permitted

the massive accumulation

risks. In sum, the crises were produced
financial liberalization,

the massive accumulation
thus subjecting
cial vulnerability

credit

lems. (2) An increase in risk aversion leading to a "flight

of these

to safety"-a

when a rapid

havens-in

founded upon a structure of per-

verse incentives and inappropriate

institutions,

crisis erupts in a country, investors check to

see whether there are other countries with similar probdiversion of funds to more secure investment
the presence of great uncertainty

as to what

may transpire. And (3) the need to liquidate investments

permitted

in healthy countries in order to cover losses or withdrawals

of risks in the private sector,

in other locations.

these economies to a grave level of finan-

These three financial spillovers lead to the deflation of

vis-a-vis foreign investors' changes in

asset "booms" in third countries, which in turn puts pres-

attitude.

sure on their exchange rates and international

When I suggest that the sequence of financial liberalization was very strange, I am referring to the fact that in

Moreover, they increase the costs of foreign borrowing and
impede the access to new credit.

Asia there was a total liberalization

of short-term

capital

reserves.

The bottom of the graph shows the spillover effects

flows, and not conversely, foreign direct investment in the

through

financial sector. Some went even further to limit the accumulation of long-term debt. Latin America, in contrast,

tries that entered into crisis had solid commercial integration: Intra-regional exports in Asia account for 50 percent
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of total exports, when Japan is included; therefore, a slump

Asia's expansion in the onset of the '90s, and later spear-

in one country greatly affects the others. Moreover, they

headed its export deceleration and credit contraction. Con-

have highly competitive export structures, so that a severe

sequently, the regional character of the crisis, and the prob-

devaluation in one nation immediately altered the funda-

lems plaguing Japan in particular, are greatly to blame for

mentals of the other countries, causing a strain in exchange

its development and difficult resolution. This is why it has

rates in all these nations amidst a spiral of competitive

not been easy to overcome the crisis through

devaluation.

exports, as Mexico and Argentina

In effect, beginning

in July of 1997, one observes a

increased

succeeded in doing in

1995 and 1996.

simultaneous decline in the stock markets of all the coun-

In contrast, Latin American countries

enjoyed a low

tries, followed by a modest recovery and then another

commercial exposure to Asia. Only Chile, Peru, and Brazil

decline (in July of 1998). There is only one exception-

had a significant share of exports to Asia. The major trade

Indonesia-where

the crisis

ultimately

became

more

effect was indirect-due

to a fall in commodity prices.

aggravated than anywhere else in the region. The same

Asian countries are major consumers of commodities and,

occurred (as has been said) with exchange rates.

given their dynamism,

One

critical aspect of the regional environment

in

represent a significant share of its

demand growth. The Asian crisis, combined with other

which this crisis evolved, as well as its respective solutions,

factors, precipitated

a severe fall in commodity

prices,

can be traced to Japan's difficulties (Graph 5). Japanese
imports, after rapidly growing in the early '90s, began to

which in turn gravely affected many countries
region.

in the

severely wane as of mid-1995.

One can observe in Graphs 6 and 7 how, between July

The graph also shows the

devaluation of the yen as of 1995, after a prolonged appre-

10 and October 21, 1997, the Latin American stock mar-

ciation. In addition, 35 percent of loans to these five coun-

kets that begin to fall (albeit modestly) are precisely those
three nations most directly

tries came from (troubled) Japanese banks that, even before

of Chile, Peru, and Brazil-the

the crisis, had begun to withdraw

exposed to trade with Asia. As of October 21, after the

their financing after

flooding East Asia with liquidity in the beginning of the

attack on Hong

'90s. In other words, the evolution of the Japanese econ-

became universal

omy first prepared the way for the credit "boom" and East

world stock markets for several weeks. Subsequently, as of
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December, major declines corresponded to those countries

adjustment

largely dependent

of the adjustment on economic growth.

on exports of commodities.

(Subse-

quently, the Russian crisis produced a new episode of financial contagion,

The new lesson of the Asian crises for Latin America is

more severe than its predecessor, which

once again affected all countries

in exchange rates, which cushioned the effects

that institutions

of the region and the

are vital in preventing

bility. Institutions,

world.)

understood

financial vulnera-

as rules of the game in

which the financial and private sector operate, are crucial in

The LAC region grew 5.6 percent in 1997 and 2.0 per-

maintaining stability in a world of vast financial integration

cent in 1998. This difference should not be entirely, but

and volatile capital flows. In fact, Latin America avoided a

rather largely, attributed

to the direct and indirect effects

major contagion this time around precisely because past

of the Asian crises, including as an indirect effect the pru-

financial crises led it to perfect or improve its financial insti-

dential reaction of economic authorities. In effect, officials,

tutions-and

seeing that trade shocks tended to increase current account

particular. Nevertheless, there is still much to be done in

deficits at a moment when it was likely to be difficult or

this area. Moreover, Latin America has yet to take full heed

more costly to finance them, correctly opted for fiscal and

of the environment in which the corporate sector operates:

monetary contractionary policies with the intent of reduc-

rules of competition, disclosure, management

ing external vulnerability. (Despite these measures, which

shareholder responsibility, minority shareholder protection,

aggravated the effects on economic growth, they were not

bankruptcy, etc. This topic has received little attention in

able to elude the grave contagion of the Russian episode.)

Latin America and, as the Asian crises demonstrated,

Countries with flexible exchange regimes permitted

foreseeably carry major repercussions.

an
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ally and carefully), above all of the capital account, accompanied by institutional strengthening.
With respect to the last point, countries do not seem to
be misguided when they choose, as an arsenal of prudential
policies, to install disincentives against short-term capital
inflows; at least not until there is an improvement in international financial regulation, providing greater stability to
short-term capital flows. In conclusion, the countries that
fared better during 1997 were those with flexible exchange
systems.,A,ystemoffiedexchang
rates is discerbly
systms.f fied sysem
echane

rtes

21ST CENTURY

ciently strong to sustain it. Argentina has demonstrated
that, with proper institutions, one can successfully maintain fixed exchange rates. The Monetary Union is, of
course, another type of fixed rate, shouldered by the appropriate institutions.

Endnote
1. An earlierstudy exhibits severalgraphs containingvarious
indicatorsthat comparethese four types of risk betweenthe five
countriesencounteringcrisisand the Asiancountriesthat evadedit,

s dicernbly

along with the seven largest countries

of Latin America. See

risky when it induces the private sector to incur high lev-

guier Pe
edemnFinancial
Lin Vmera.iSet
Guillermo
Perryan
and Daniel
DanielLLederman,
Vulnserability,

els of foreign currency exposure, as occurred in East Asiaunless one is willing to cover all the foreign exposure with
international reserves and construct institutions suffi-

SpilloverEffectsand Contagion:Lessons
from theAsian Crisesfor Latin

America.
WorldBankLatinAmericanand CaribbeanStudiesViewpoints,1998(Washington,DC:The WorldBank).
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'D LIKETO TALKTO YOU A LITTLEBIT ABOUTTHE EASTASIACRISISAND WHATTHE LESSONS
might be for Latin America, starting with the point that there are a number of features that made
the crisis unique-obviously, its size and the rapidity with which it moved; the fact that it happened
in the best-managed region, supposedly, in the world; the fact that it was private sector in origin
and that it had micro fundamentals at its root causes; and that governance was particularly important, at least in the three countries most affected, which were Thailand, Korea, and Indonesia.
This leads to some interesting questions. One, for example, is whether or not these kinds of crises will
be more common in the future, and I think the answer is yes. I think we are used to dealing with more
macro-induced crises, and these certainly had some different features, and I'll get to them.
The second is whether or not the East Asia miracle was really a mirage, and the World Bank and others were misleading the world in publishing books about it. I think that if we look at the three decades of
growth, poverty reduction, total factor productivity, and other indicators, it is pretty clear that it wasn't a
mirage, but the region has been dealt a serious shock.
The third question that comes to mind is whether all this is the fault of capital market liberalization. Here,
I think there are some legitimate points that need to be addressed-not that capital market liberalization or

capital accountopening is a mistake, but rather that certain institutionalprerequisitesprobablyneed to existfor it
to be most beneficial.
So let me try to addressa few of the lessonsthat appear
to comeout of it. My assumptionsare the following:First,
that globalization is irreversible;second, that mediumand long-term capitalis overwhelminglya positivefeature,
but short-term capital might or might not be; and third,
that the costsof bankingcrisesare enormous(the systemic
ones,at least)in terms of the budgetaryburden, lost confidence,lowergrowth rates, and the downsideovershooting
that is taking place.Clearly,these are things to be avoided,
and the questionthen is how to avoid them.

I would like to talk about ways to reducevulnerability,
and I think Guillermostarted on this tack. Let me address
fiveissuesthat involvevulnerability.
The first has to do with governance,and as I said, the
three countries most affectedall had political weaknesses
that markets and investors saw and exploited. Thailand
had unstable governments for many years; Korea had
corruption scandals and a new presidential election;
Indonesiahad obviousdifficulties, as you know.Corruption was a problem in all the countries,not only in terms
of reducing the efficiencyof resourceallocation but also
in reducing the preparednessof the countries for crisis
management.

Danny Leipziger is the Director of Finance, Private Sector,and Infrastructure at the World Bank.
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The second vulnerability was really massive supervision
failures. You heard in the previous session quite a bit about
supervision. The merchant banks in Thailand and their
equivalent in Korea engaged in short-term offshore borrowing in dollars to lend long-term in domestic currency
for speculative, real estate, or other purposes, obviously an
asset-liability strategy that no one should employ.
In addition, much of the lending that went on in East
Asia was lending to groups, and there was no consolidation
of balance sheets. There was a large prevalence of inter-firm
guarantees, inter-firm lending, and basically a failure to
acknowledge the covariance of risk between a lot of the different lending that went on. Some lawsuits have emerged
due to disputes about who the actual borrower of record
really was!
This was also complicated in some countries by the separation of supervision in different agencies, and there was a
discussion in the previous session as to whether a mega
agency is better or worse, but in any event, you need to
have exchanges of information and coordination. This was
not the case, for example, in Korea or in Thailand.
The most severe case to look at really was the case of
Korea, because this is a country that had a GNP of $450
billion, was in the top 10 in terms of global trade, had a
per capita income of $10,000, and had just joined the
OECD. I guess the two predictive features for banking
crises based on Korea and Mexico are that, one, you should
not join the OECD, and second, you should be very careful
in the month of December. November and December are
bad months. It could be that that's the end of the financial
accounting year, and banks want to cut their losses and not
report terrible things, but I just throw that out for those of
you who want to do further econometric work and are finding that your regressions don't work. I suggest two dummy
variables-OECD and fourth quarter.
Well, in Korea, the conglomerates as they are known,
chaebols,the top 30 of them control the economy, and the
major preoccupation of all chaebolsowners in Korea is to
make it into the top 10. So the major preoccupation is to
be the most profitable; it is to grow. And presumably, the
idea among conglomerates is the same as among banks,
that you want to be so big that you can't fail.
It is perhaps surprising to point out that of the top 30 conglomerates in Korea in 1996, half of them lost money. Only
one earned more than 2 percent rate of return, and the average for the top 30 was .2 percent rate of return on turnover.

THE

21ST

CENTURY

So then you ask why were people so happy to lend to
these conglomerates when these are obviously not profitmaking firms. Not only that, the average leverage ratio,
the debt-equity ratio, in 1996 before the crisis was 363
percent debt to equity for the 30 largest firms. Now it is
above 500 percent, and the interest rates are sky-high. The
average large conglomerate owned 20 subsidiaries and was
involved in 18 three-digit Standard Industrial Trade Classification (SITC) industries.
Obviously, we have some problems of banking due diligence; we also have some problems in the competition
agencies. But the main point is that the kind of cozy relationship that existed in Korea, that exists in Russia with
the financial industrial groups-and that exists in some
countries in this region-this close relationship between
banks and firms is not a healthy one and does not lead to
the proper allocation of resources, particularly if supervision is politicized as it was in a number of these countries.
The third area of vulnerability was that there were very
weak bankruptcy procedures. The incentives to acknowledge insolvency were not strong, and I don't have the time
to go through the evidence of how bankruptcies were handled in Korea or Malaysia or other countries in the region.
Needless to say they did not follow the Adam Smith type
of parable, and the old saying that "capitalism without
bankruptcy is like Christianity without sin" certainly was
not taken to heart in the region.
The net result was that not only were firms not going
bankrupt when they should have, but banks themselves
were not failing when they should have. And I think there
is probably an inverse correlation between individual bank
failures and systemic bank failures, but I leave that again
for further econometric work. Suffice it to say that one
must have a bank failure resolution mechanism that
works.
In a number of countries, governments intervened
either to protect firms or to protect banks. In Thailand, it
had long been a practice every five or 10 years-not the
biblical 50 years, as Ricardo Hausmann said-but there
were banking crises every 10 years, and at the end of the
day the government would in one way or the other bail out
the banks. In fact, they bailed them out so frequently that
it had a name in Thailand-"the lifeboat policy." In Korea,
there were similar arrangements with the government's
playing the role of the work-out agent. So as long as the
government plays this role, the private sector never learns
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how to handle bankruptcy. It is a lot easier in a way to call
the MinListryof Finance, and they would arrange it.
So there was a failure in the bankruptcy process, and I
think that that was problematic.
The fourth vulnerability really has to do with this issue
of moral hazard. Moral hazard refers to economic agents
taking on more economic risk than they should because
they feel they can offload some of that risk, so it is the
equivalent of socializing risk. Domestic lenders felt comfortable avoiding due diligence because ties to business and
government made bailouts likely.
This phenomenon is also seen in external borrowing
where foreign lenders felt at the end of the day that the
government would stand behind the obligations that were
undertaken by the private sector. So the domestic lenders
failed to do their due diligence in countries like Korea, and
the foreign lenders didn't do their due diligence either,
because they felt at the end of the day that all the debt was
going to be sovereign debt anyway. And in the midst of
this crisis, which began in Thailand and ran north through
Asia, the Korean Government, for example, announced in
August 1997, a few months after the Thai crisis, that it
stood behind all the obligations of its firms and banks. The
trouble with this announcement was that they didn't know
what the real debt obligations of all the firms were, and
they certainly did not have the reserves to cover them.
This announcement made in the midst of a crisis, before
a presidential election, validated all the moral hazard
behavior that had gone on. So, whereas Domingo Carvallo
may have had a choice in 1995 of either saving the banks
or the Currency Board, the Koreans had no such choice
because they had purposely blurred the distinction
between what was private risk and what was public risk,
and in so doing, they took a liability of unknown size.
In the end, it turned out that private debts were in the
neighborhood of $200 billion, of which at least $100 billion was short-term, $20 billion coming due in December,
and reserveswere basically close to zero. I have written elsewhere about the Korea financial crisis of December 1997,
but needless to say,moral hazard was at the heart of it.
The last vulnerability that existed in Asia, which I commend to you in case there are any parallels in this region,
was the existence of very weak institutions and the politicization of those institutions, and in many countries the
failure to create independent regulation in supervision
agencies.
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In brief, the implications are that if you have an open
capital account, and you are not going to reverse globalization, you need to inoculate yourself, you need to reduce
your vulnerability. You probably also need to look at the
relationship between the government and firms. There are
models out there that we have known about. There is the
Japan-Korea-Malaysia model, which might apply to France
and perhaps to China, where the corporations and the government are very close and there is a risk-sharing. Well,
this has proven not to work very well, and we have this crisis to demonstrate it.
There is the corporate banking model-Germany, Euro
Germany, maybe Singapore, potentially in the future,
Chile-which is a corporate financial model that requires a
lot of social consensus, where again, there is a certain sharing of risk, but it is done corporately, with some financial
governance and equity-sharing.
Then, you have the U.S./UK/New Zealand modelmarkets imperfect but regulated-and it seems to me that
Latin America is more in that tradition, although the institutional requirements of that model, as Joe Stiglitz and
others have pointed out, are very high. That may well be
the area where further work is needed, and the recent document that you have available by Guillermo Perry and
Shahid Burki talks about the institutional weaknesses and
how to cope with them.
So to conclude and finish exactly on time, you cannot
create the institutions that you need in the midst of a crisis, but the institutions that you create before may reduce
the probability of that crisis. Institutions tend to be
national, but the impacts these days tend to be regional or
even international, so that peer pressure is very important.
I found very interesting the camaraderie and discussion
among the regulators before, among the bank supervisors,
because contacts among the supervisors, the auditors general, anti-corruption fighters, and Ministers of Finance can
serve to lower risk because it is in everyone's interest to do
so-it is really an economic decision here-that if your
neighbor is going to have a crisis, and you know that contagion is very virulent, you should do everything in your
power to make sure that your neighbor behaves, and that is
certainly something that I think the region can do more
with.
To sum up, I think the evidence is very clear that there
are great benefits to liberalization and globalization, and
they are irreversible in any event, so the major preoccupa-
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and the East Asia crisis shows you that some of these mos-

not go into malaria zones without taking the malaria pill,

quitoes can be very large.
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the surge of capital flows into Asia in the years leading up to the region's crisis.
Since most commentators emphasize the extent of these problems in the capitalw./
\
/
importing economies, it is important to recall that they existed in the lending
countries as well. The diversification of Continental European banks into middleincome Asia was the vehicle for the "carry trade" that sustained this flow of funds
through 1996 and into 1997. Those European banks saw their business depressed by the slow growth of
domestic economies weighed down by fiscal consolidation and had their margins squeezed by the intensification of cross-border competition. European banks enjoying implicit guarantees, including state savings
banks in Germany and institutions like Credit Lyonnais in France, moved most aggressively into high-risk,
high-yielding Asian loans. Bank for International Settlements (BIS) data suggest that these European banks
were late to the party: Even while American banks were winding down their exposure in Asia, European
banks were continuing to build up theirs. And Japanese banks, for their part, invested in high-yielding
Asian securities as a way of gambling for redemption.
Meanwhile, of course, Asian banks, enjoying their own

In principle, the solution to this problem is again the

implicit guarantees, had an incentive to fund themselves

same: stricter

abroad and invest in high-yielding

banking

securities. Hence there

are the well-known

stories of Korean banks' obtaining

funds from Japanese

banks and investing in Indonesian

corporate

paper, Russian GKOs,

bonds. And Asian governments,

and Brazilian

nomic development

strategies,

supervision

and regulation

systems in both lending and borrowing

tries.' The ingredients

of

coun-

of this recipe could not be more

familiar. Supervisors should monitor the adequacy of inter-

Brady

nal controls, external audits, loan and investment policies,

having long regarded

their financial systems as central to their national

prudential

and risk-management

eco-

techniques. They should verify that

banks have adequate management

were loath to let their

information systems in

place to identify loan and investment

concentrations

in

banks fail. Aware of the tendency for governments in this

their portfolios. They should discourage abuses associated

position to guarantee the liabilities of distressed domestic

with connected lending and require banks to lend on an

financial institutions,

arm's-length basis. Supervisors should require realistic val-

international

investors

were not

deterred by the riskiness of the banks' assets. So there was

uation of bank assets while imposing appropriate

moral hazard and lax supervision on both sides. It takes

adequacy, liquidity, credit diversification, foreign exchange

two to tango.

exposure, and non-bank activity requirements and limits.

Barry Eichengreenis a professorof economicsand political scienceat the University of California,Berkeley.
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ted to invest their liquid liabilities only in liquid assets.3
Eligible assets could be limited to deposits with other
banks and to interest-bearing assets like short-term government securities, the market in which is deep and broad.
Since narrow banks are still exposed to interest-rate risk
and small depositors will still have difficulty in evaluating
banks' portfolios, there may remain a case for deposit
insurance. Nonetheless, narrow banks would have relatively little scope for taking on additional risk in response
to any consequent decline in market discipline.4
The problem with this approach is that the demand for
other banking services would not disappear. Firms seeking
external finance would supply increasing amounts of commercial paper and junk bonds, the demand for which would
be provided by mutual funds, pension finds, hedge funds,
and insurance companies. But only relatively creditworthy
borrowers are able to issue the kind of publicly traded securities attractive to these investment vehicles. The demand
for commercial, industrial, real estate, and consumer loans
on the part of less creditworthy borrowers would thus shift
to uninsured finance companies and finance-company-like
organizations that were not offered deposit insurance. The
latter would then have an incentive to offer deposit-like liabilities (unless detailed and rigorously enforced regulations
prevented it). In the end, many of the risks to the banking
system would simply shift to other organizations, which
might themselves have a tendency to affiliate with narrow
banks (through, inter alia, holding companies).
The question would then become whether the authorities' commitment not to apply too-big-to-fail arguments
to these entities would be politically sustainable ex post.
Insofar as financial distress in these entities gave rise to
bank-like externality problems, this might not be the case.
The hope of some narrow-banking proponents is that the
authorities could head off threats to systemic stability by
undertaking lender-of-last-resort operations (following
sound central bank practice, lending only at penalty rates
against acceptable collateral), but not necessarily compensating investors for their losses, enhancing the incentive for
the latter to exert market discipline against unsound lending practices. But in a sense, the proponents of narrow
banking who argue along these lines are simply assuming
an answer to the question; were it so simple for governments to limit support operations in this way, they could
equally well limit their extension to existing financial
institutions, obviating the need to create narrow banks.

Supervisory oversight should be strengthened by giving
bank supervisors political independence, financial autonomy, legal immunity, and the right to conduct on-site
inspections. Banks for their part should be required to provide accurate information to their supervisors, who should
have the power to impose remedial and punitive measures,
including revocation of the license to operate in the event
of noncompliance. Other desirable elements include limiting public sector distortions (by eliminating public sector
guarantees, restricting deposit insurance to small deposits,
and establishing a credible exit policy) and raising the
quality of public disclosure as a way of strengthening market discipline.
All this is easier said than done. Political pressure for
regulatory forbearance is intense. The expertise required to
evaluate bank balance sheets is in short supply, nowhere
more so than in emerging markets.2 Efforts to eliminate
this bottleneck through the provision of technical assistance
by the World Bank and the IMF run up against personnel
and expertise constraints of their own. (It does not help for
the IMF to "borrow" regulators from the relevant national
supervisory agencies.) The problem grows more intense as
banks branch into new lines of business and exotic, thinly
traded derivative financial instruments proliferate.
The alternative is to rely on simple rules-for example,
limiting banks' foreign-currency exposures as a way of conraining risk. Unfortunately, simple rules can have complex
consequences and unintended ones. As Thailand's experience illustrates, restricting the open foreign exchange positions of banks, for instance, may simply cause the latter to
pass that exposure on to their domestic customers, who are
even less able to handle it.
Similarly, capital requirements higher than the Basle
standards are a deterrent to excessive risk taking only if
bank capital is ultimately written down, which is all too
infrequently the case in developing countries. Political
pressure may lead the authorities to repeatedly recapitalize
an otherwise insolvent bank on concessionary terms or to
establish a special public facility that takes non-performing
loans off the banks' books in return for government bonds
in excess of those loans' marked-to-market value, in which
case higher capital requirements may have little effect.
These dilemmas have motivated the search for additional options for enhancing the stability of the banking
sector. One of the more radical options is narrow banking,
under which banks, or at least insured banks, are permit-
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A second option, which I associate with Ricardo Hausmann and Alan Meltzer (strange bedfellows these!), is to
internationalize the banking system. A banking system
with an internationally diversifiedasset base is less likely to
be destabilized by a domestic economic crisis and to in
turn worsen those crisis conditions. Domestic branches of
foreign banks effectively possess their own private lenders
of last resort in the foreign head office.The institution as a
whole can count on last-resort lending by the central bank
of the country in which the home office resides. And where
competent management is in short supply, allowing entry
by foreign banks can be a way of importing the relevant
expertise. Parent banks with hard-earned reputations for
financial probity have an incentive to apply state-of-the-art
internal controls and accounting standards to their foreign
branches.
These familiar arguments for internationalizing
national banking systems have already received extensive
airing at this conference. This makes it important to
emphasize that the elimination of statutory barriers to the
establishment of foreign branches and subsidiaries will not
produce an integrated global banking system overnight.
Domestic banks have an advantage when seeking to defend
their market share as a result of having invested in proprierary sources of information. And however invigorating the
chill winds of international competition, abruptly exposing domestic banking to foreign competition can be a
sharp shock to previously sheltered financial institutions.
In the absence of an orderly exit policy, the sudden intensification of competition may encourage gambling for
redemption and other perverse short-run responses. This
argument for phasing in the internationalization of the
banking market suggests that this solution will take time
to implement.
A final option is to place taxes or quantitative limits on
banks' short-term foreign-currency borrowing. Banks, it
has been argued, are a special source of vulnerability to the
stability of the financial system. Knowing that the importance the authoriries attach to the maintenance of confidence will ultimately induce them to make good on the
banks' liabilities, international investors attracted by high
domestic interest rates will be inclined to provide shortterm foreign-currency funding in the expectation of being
able to get their money out. At the same time, allowing
the banks to fund themselves in foreign currency heightens
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print the foreign exchange needed by a lender of last resort
seeking to make good on these liabilities and can only pay
off the banks' creditors by putting the economy through a
wrenching internal and external adjustment.
Given these rationales for limiting the banks' shortterm foreign-currency borrowing, each bank could be
restricted to borrowing no more than a certain percentage
of its liabilities. Alternatively, the total short-term foreigncurrency borrowing of the banks could be limited to a certain percentage of total banking-sector liabilities, and
banks could trade licenses to borrow among themselves.
Simply limiting the ability of banks to borrow abroad
would, however, encourage non-banks to do the borrowing
for them. Corporates could borrow offshore in foreign currency and deposit the proceeds with domestic banks,
which-their accessto external funding restricted-would
offer relatively attractive deposit rates; the banks could
then lend the proceeds to their domestic customers. If corporates hedged their exposure by making foreign-currency
denominated deposits, the banks would end up with the
same short-term foreign-currency exposure as when no
limits existed on their ability to fund themselves abroad.
Assuming no change in the pressure on the authorities to
provide the banks with guarantees, foreigners would have
the same incentive to supply short-term foreign-currency
funding, since there would still be little question about
their ability to get their money back. The vulnerabilities to
which the financial system was subject would be essentially
unchanged.'
The logical consequence of starting down this road is
therefore a tax or tax equivalent on all foreign capital
inflows, not merely on foreign inflowsinto the banking system. If it were intended to target short-term capital inflows,
it could be structured as a holding period tax, for example
like the Chilean measure that requires all non-equity foreign investment to be accompanied by a one year, noninterest-bearing deposit (whose tax equivalent therefore
declines with the duration of the investment). There is an
irony for those of us attracted to these measures to see the
Chilean authorities reducing these deposit requirements
from 30 to 10 percent only days before this conference.
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ARE ABOUT TO CLOSE THIS FOURTH WORLD BANK CONFERENCE ON DEVEL-

opment in Latin America and the Caribbean. The papers presented and the
exchanges of views have taught us much. For our part, we hope that you have had
a pleasant stay in El Salvador, which thanks the World Bank for having honored
it with the responsibility for organizing this important event.
Six years ago, our country embarked upon a momentous change in its history
with the signature of the peace accords, which have been carried out thanks to the will and effort of all Salvadorans. However, there have also been changes in the economic sphere, with the ending of the era of state
intervention, which grew out of the nationalization of foreign trade, the financial system, and land ownership. This had had the consequences that were to be expected: The country sank into economic stagnation,
with high inflation rates, capital flight, and an active black market.
By means of a planned process of structural adjustment, the free market was restored, and the economy
was opened up. In these new conditions, creativity and entrepreneurship, combined with the hard work and
diligence of our workers, enabled the Salvadoran economy to post average growth in excess of 5 percent
between 1990 and 1997, with single-digit inflation in the last two years. In short, we have achieved growth
with stability.
The opening up of trade facilitated an increase in
exports from US$576 million in 1989 to US$2,420 million in 1997. The privatizationof the financialsystem has
brought about pronounced deepening, stimulated by a
rapid expansionof services,diversificationof products, and
brisk competition,with the number of institutionsgrowing from 11 in 1990to 21 in 1998. Overthe same period,
depositsrose from 34 percent of GDP in 1990 to 45 percent, while credit increasedfrom 25 percent to 40 percent.
Investments to heighten competitivenessand concentrate effortsin order to participate activelyin the globalization of world trade are alsopriorities in this processof
change.This climateof opennesswith stability has madeit

possiblefor foreigninvestmentto take root in El Salvador.
Exportsof maquilagoods (i.e., those processedin bond in
El Salvador),whichstood at US$60 million in 1990, will
reachabout US$1billion this year.Variousinvestmentsin
pensionadministrationorganizations,banks,pharmaceutical enterprises,telephonesystems,services,and electricity
distribution havebecomea reality.
However,the progressachievedhas not beenwithout its
ups and downs.We wereadverselyaffectedby the Mexican
crisisin 1996,as a consequenceof the links existingamong
the variousLatinAmericaneconomies.Becauseof that, and
despitethe fact that Asia is geographicallyremotefrom us,
we havebeeninterestedin findingout about the causesand

Archie Baldocchiis President of ABANSA, the Salvadoranbanking association.
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* Respect

sures and policies that are being applied to resolve it.
Although

THE

for property

rights,

including

intellectual

property, has been established as one of the basic rules

Fund's assess-

of the game.

ments, as published in the World Economic Outlook of

* Social investment

is being assigned steadily increas-

May of this year, give one to understand that the crisis has

ing importance,

and greater funding is being allo-

already been brought under control, we are concerned that

cated to education and health.

it may not yet have bottomed out and that key countries

* We are consolidating

patory

expected. Similarly, the Southern Cone countries are suf-

adequate level of governability

fering a severer effect than anticipated,

uncertainty.

because the correc-

tive policies put into effect as of the end of 1997 have not
in the event proven sufficient, so their governments
having to make greater adjustments.

democratic

a broadly based and partici-

such as Japan are mired in a deeper recession than was

system,

in order to ensure an
and lessen political

* The media enjoy full freedom, as a result of which

are

they can play an important role in stimulating

We hope that these

public

opinion and acting as social watchdogs.

setbacks will not have a more serious impact on our trad-

All of these features make this country an attractive

ing partners, because that would place us in a difficult sit-

place for investment,

uation, as a country and as a region.

grade" rating assigned to us by a number of sources.

Our position does not allow us to remain unconcerned

as is reflected in the "investment-

In this context, I would like you to return home carry-

about these happenings. However, we are confident that we

ing the message that El Salvador has its doors open to all

will be able to minimize the risk of contagion from the

investors, that it offers an advantageous geographic

Asian crisis, because we believe El Salvador has made a

tion, and that it genuinely recognizes the value of foreign

good job of immunizing

investment. The picture is rounded out by a financial sys-

itself:

loca-

* The economy is stable.

tem that is undergoing

* The exchange rate is freely determined by the market

and already participates actively in the globalized financial

and is kept stable by the steady inflow of foreign

market, plus a labor force and a pool of professional skills

exchange.

in which we can take great pride.

* The monetary base is more than 100 percent dollar-

a rapid process of modernization

The chances of preventing

supported.

throughout

the crisis from spreading

the world and causing the sort of painful situ-

* External debt does not exceed 19 percent of GDP.

ation experienced in the early 1980s will depend on the

* Property

up to

political will of the industrial countries and on the finan-

1996, have already adjusted to market realities, and

values, which had risen markedly

cial abilities of the affected countries as they seek to make

the financial institutions

the necessary economic corrections.

are aware-that

any overfi-

nancing in this area could be inadvisable.

In the midst of so many uncertainties,

* The legal and regulatory framework of the financial
system is being strengthened

El Salvador is

making efforts to offer you a favorable economic environ-

to ensure the greatest

ment, together with a friendly people who want to work in

possible degree of solvency, even beyond international

order to progress and be part of this new market in which

standards.

there are no boundaries, and which is characterized by free-

* We are working diligently to expand and improve our

dom and competition.

financial information systems.

Thank you very much.
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