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1.
I ntroduction

Financia market reform hasrisen to theforefront of public policy debatesin recent years. The
burgeoning literature on economic growth has come to recognize the crucia role that well-operating
financial markets play in promoting rapid economic growth.* Indeed, it is now well recognized that the
structure of financial marketshel psexplain why many countriesremain poor while othersgrow richer.
Financia market reform to produce an efficient financid system isthus now seen asakey dement inraising
countries out of poverty.

Thebanking and financial crisesof recent yearsin emerging market and transition countries (and
even inindustrialized countries like Japan) have also demonstrated that when things go wrong with the
financia system, severe economic contractionscan betheresult. Thusanother impetusbehind the recent
interest in financia market reform isthe desire to prevent banking and financia crises so that the worst
business cycle contractions can be avoided. Furthermore, banking crises impose substantial costs on
taxpayers, oftenin excess of 10% of GDP.? Financial reform to avoid these costs has thus also become
acentral issue for public policy.

Thispaper examinesfinancid market reform by first outlining anasymmetricinformation framework
that provides arationdefor government intervention in thefinancia system. Thisframework isthen used

to outline what direction governments should take in financial market reform.

2.
Asymmetric Information and the Rationale for Gover nment
| ntervention in Financial Markets

'See Levine (1997) for arecent survey of thisliterature.

?See Caprio and Klingebiel (1996).



In order to understand why thereisa specia need for the government to play aprominent rolein
financia markets, we must first examine how asymmetric information can interfere with the efficient
functioning of the financial system. Then we can explore the two basic rationales for government

intervention in the financial system: promoting economic efficiency and preventing financial crises.

2,1 The Role of Asymmetric Information in the Financial System

Financid marketsand ingtitutionsare critical to thehealth of the economy because they perform
the essentia functionin an economy of channeling fundsto thoseindividuasor firmsthat have productive
investment opportunities. If thefinancia system does not perform thisrole well, then the economy cannot
operate efficiently and economic growth will be severdly hampered. A crucia impediment to the efficient
functioning of thefinancia system isasymmetricinformation, astuation in which one party to afinancid
contract has much less accurate information than the other party. For example, borrowers who take out
loans usually have much better information about the potential returns and risk associated with the
investment projectsthey plan to undertake than lendersdo. Asymmetricinformation leadsto two basic
problemsin the financial system: adverse selection and moral hazard.

Adverse sdlection isan asymmetric information problem that occurs before the transaction occurs
when potentia bad credit risksare the oneswho most actively seek out aloan. Thus, the partieswho are
themost likely to produce an undesirable (adverse) outcome are most likely to be selected. For example,
those who want to take on big risks are likely to be the most eager to take out aloan because they know
that they are unlikely to pay it back. Sinceadverse sdlection makesit morelikdy that |oans might be made
to bad credit risks, lenders may decide not to make any loans even though there are good credit risksin
the marketplace. Thisoutcomeisafeature of the classic "lemons problem™” analysisfirst described by
Akerlof (1970). Clearly, minimizing the adverse sel ection problem requiresthat lenders must screen out
good from bad credit risks.

Mord hazard occurs after the transaction takes place because the lender is subjected to the hazard



that the borrower hasincentivesto engage in activitiesthat are undesirable from the lender's point of view:
i.e, activitiesthat makeit lesslikely that the loan will be paid back. Moral hazard occurs because a
borrower hasincentivesto invest in projectswith high risk in which the borrower doeswell if the project
succeeds but the lender bears most of thelossiif the project fails. Also the borrower hasincentivesto
misallocate funds for her own personal use, to shirk and just not work very hard, or to undertake
investment in unprofitable projects that increase her power or stature. The conflict of interest between the
borrower and lender stemming from moral hazard impliesthat many lenderswill decide that they would
rather not makeloans, so that lending and investment will beat suboptimal levels.® Inorder to minimize
themora hazard problem, lenders must impose restrictions (restrictive covenants) on borrowers so that
borrowers do not engage in behavior that makesit lesslikely that they can pay back the loan; then lenders

must monitor theborrowers activitiesand enforcetherestrictive covenantsif theborrower violatesthem.

Another concept that is very important in understanding the impediments to awell-functioning
financia systemisthe so-called free-rider problem. Thefree-rider problem occurs because people who
do not spend resources on collecting information can Hill take advantage of (free ride off) the information
that other people have collected. Thefree-rider problem is particularly important in securities markets.
If someinvestorsacquireinformation that tellsthem which securitiesare underval ued and then buy these
securities, other investorswho have not paid for thisinformation may be able to buy right along with the
well-informed investors. If enough free-riding investors can do this, the increased demand for the
undervalued securitieswill causetheir low priceto bebid up to reflect the securities full net present value
giventhisinformation. Asaresult of dl thesefreeriders, investorswho have acquired information will no
longer beableto earn the entireincreasein thevaue of the security arising from thisadditiona information.
Theweakened ability of privatefirmsto profit from producing informationwill mean that lessinformation

isproduced in securities markets, S0 that the adverse sdection problem, in which overvaued securitiesare

*Asymmetricinformationis clearly not the only source of the mora hazard problem. Mora hazard can
a so occur because high enforcement costs might make it too costly for the lender to prevent mora hazard
even when the lender is fully informed about the borrower's activities.
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the those most often offered for sale, ismorelikely to be an impediment to awell-functioning securities
market.

Moreimportantly, the free-rider problem makesit lesslikely that securities marketswill act to
reduce incentivesto commit mora hazard. Aswe have seen, monitoring and enforcement of restrictive
covenants are necessary to reduce moral hazard incentivesfor borrowersto take onrisk at the lenders
expense. However, because monitoring and enforcement of restrictive covenants are costly, the free-rider
problem discourages thiskind of activity in securities markets. Once some investors know that other
securities holders are monitoring and enforcing the restrictive covenants, they can free ride on the other
securitiesholders monitoring and enforcement. \When these other securitiesholdersredlizethat they can
do the samething, they also may stop their monitoring and enforcement activities, with theresult that not
enough resources are devoted to monitoring and enforcement. Theoutcomeisthat mora hazardislikely
to be a severe problem for marketabl e securities.

Oneimportant festure of financia systemsexplained by the asymmetric information framework is
the prominent role played by banking institutionsand other financid intermediariesthat make privateloans.
Thesefinancia intermediariesplay such animportant role becausethey arewell suited to reduce adverse
selection and moral hazard problemsin financia markets. They arenot as subject to thefree-rider problem
and profit from the information they produce becausethey make privateloansthat are not traded. Because
theloansof financid intermediariesare private, other investors cannot buy them. Asaresult, investorsare
lessableto freeride off financia intermediaries and bid up the prices of the loanswhich would prevent the
intermediary from profiting fromitsinformation production activities. Similarly, itishardtofreeride off
thesefinancia intermediaries monitoring activitieswhen they make privateloans. Financid ingtitutions
making private loansthus receive the benefits of monitoring and so are better equipped to prevent mora
hazard on the part of borrowers.

Banks have particular advantages over other financial intermediaries in solving asymmetric
information problems. For example, banks advantagesin information collection activities are enhanced
by their ability to engage in long-term customer relationships and issue loans using lines of credit

arrangements. In addition their ability to scrutinize the checking account balances of their borrowers may



provide banks with an additional advantage in monitoring the borrowers behavior. Banks aso have
advantagesin reducing mora hazard because, as demonstrated by Diamond (1984), they can engagein
lower cost monitoring than individua s, and because, as pointed out by Stiglitz and Weiss (1983), they have
advantagesin preventing risk taking by borrowers since they can usethethreet of cutting off lendinginthe
futureto improve aborrower'sbehavior. Banks natura advantagesin collecting information and reducing
moral hazard explain why banks have such an important role in financial markets throughout the world.
Theasymmetricinformation framework explainswhy banksplay an even moreimportant rolein
the financial systems of emerging market and transition countries because of the greater difficulty of
acquiring information on private firmsin these countries.* When the qudity of information about firmsis
worse, asymmetric information problems will be more severe, and it will be harder for firmsto issue
securities. Thusthesmaller role of securitiesmarketsin emerging market and transition countries|leaves

agreater role for financial intermediaries such as banks.”

2.2 Promoting Economic Efficiency

Aswe have seen, minimizing adverse selection and mora hazard problems requires production of
information through screening and monitoring, and yet not enoughinformation will be produced because
of the free-rider problem. Thus the existence of asymmetric information problems provides a strong
rationa efor the government to both regul ate and supervisethefinancia syssem. By imposing regulations

onthefinancial systemwhich encourageinformation production, the government can reduce asymmetric

*Rojas-Suarez and Weisbrod (1994) document that banks play a more important rolein the financia
systems in emerging market countries than they do in industrialized countries.

*As pointed out in Edwards and Mishkin (1995), thetraditiond financid intermediation role of banking
has been in decline in both the United States and other industrialized countries because of improved
information technology which makesit easer to issue securities. Although this suggeststhat the declining
role of traditiona banking which hasbeen occurring in theindustrialized countriesmay eventualy occur in
the devel oping countries aswell, the barriersto information collection in devel oping countries are So great
that the dominance of banks in these countries will continue for the foreseeable future.
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information and improvethe efficiency of financial markets and thus overal economic efficiency. For the
securitiesmarkets, these regul ations can take the form of requiring firmsissuing securitiesto adhereto
standard accounting principlesand to publicly discloseinformation about their sales, assetsand earnings.

Inaddition, the presence of asymmetric information providesarationalefor the government to
directly engagein ensuring the safety and soundness of financid inditutions, particularly banks. Aswe have
seen, financid indtitutionsthat make privateloans such asbankshaveaspecid rolein promoting efficiency
of thefinancia system becausethey are especialy well suited to minimize adverse selection and mora
hazard problems. If thereisalarge number of bank failures, then the information capitad residing in these

institutions disappears and asymmetric information problemsin the financial system become worse.

Oneway for the government to promote safety and soundness of these indtitutionsisto require that
they discloseawiderangeof informationthat hel psthe market assessthequality of thefinancid indtitution's
portfolio and the amount of theinstitution'sexposureto risk. More public information about the risks
incurred by financid indtitutionsand the qudity of their portfolios can better enable stockholders, creditors,
policyholdersand depositorsto monitor theseingtitutions, and so act asadeterrent to their engaging inrisky
activities that might lead to failure.

Although disclosure requirements of thistype help increase market discipline of theseingtitutions,
the free-rider problem will result in insufficient monitoring of financial ingtitutions by theindividualswho
providethemwith funds. Thus, governments can play aroleinimposing restrictions on the asset holdings
of these institutions to prevent them from taking on too much risk. One such restriction is capital
requirements, particularly for bankinginstitutions, which canreducetheincentivesof theseingtitutionsto
takeon risk. When afinancid indtitution isforced to have alarge amount of equity capitd, it has moreto
loseif it falsand isthuslesslikely to engagein risky activities. In addition, equity capitd initsalf reduces
the probability of failure becauseit provides a cushion to withstand adverse effects on theinstitution's
balance-sheet.

In addition, governments need to guard againgt the adverse selection problem arising from the fact

that people who areinclined to take on risks or engagein fraud at the depositors expense are the most



eager to get their hands on abanking franchise. Chartering (licensing) banksis one method for preventing
this adverse salection problem; through chartering, individualswho want to buy or set up abank can be
screened to prevent undesirables from controlling banks.

However, even these measures my be insufficient to prevent excessive failures of financial
ingtitutions, thusrequiring the government to provide asafety net. Thisisespecidly important for banking
ingtitutionsthat have demandable depositsand privateloanswhich aredifficult for depositorsto monitor.
Without a safety net, abad shock to the economy can cause depositors to withdraw funds not only from
insolvent banksbut a so from hedlthy ingtituti onsbecause asymmetricinformation preventsdepositorsfrom
sorting out the good from the bad banks. Indeed, because banks operate on afirst-come-firs-served basis
(the so-called sequentid service congtraint), depositors haveavery strong incentive to show up a the bank
first becauseif they arelast on line, the bank may run out of funds and they will get nothing. Therefore,
uncertainty about the health of the banking system in genera in the face of an economy-wide shock can
lead to "runs' on banks, both good and bad, and the failure of one bank can hasten the failure of others,
leading to acontagion effect. If nothing isdoneto restore the public's confidence, abank panic can ensue
in which both solvent and insolvent banks go out of business.

A government safety net for depositors can short circuit runs on banks and bank panics. Deposit
insuranceisoneform of the safety net in which depositors, sometimeswith alimit to amount and sometimes
not, areinsured against losses dueto abank failure. With fully insured deposits, depositorsdon't need to
runto the bank to make withdrawals-- even if they are worried about the bank's health -- becausetheir
depositswill beworth 100 cents on the dollar no matter what. Even with lessthan full insurance, the
incentive for depositors to run to withdraw deposits when they are unsure about the bank's health is
decreased.

Deposit insuranceis not the only way in which governments provide asafety net to depositors.
Governments often stand ready to provide support to domestic banks when banks face runs even in the
absenceof explicit degpositinsurance. Thissupport issometimes provided by lending from the centra bank
to troubled indtitutions, and is often referred to as the lender-of -last-resort role of the central bank. In other
cases, funds are provided directly by the government to troubled indtitutions, or theseindtitutions are taken



over by thegovernment and the government then guaranteesthat depositorswill receivetheir money infull.

Although agovernment safety net can be quite successful at protecting depositorsand preventing
bank panics, it isamixed blessing. The most serious drawback of a safety net stemsfrom mora hazard
which arises because depositors expect that they will not suffer lossesif abank fails. Thus, depositorsare
lesslikely toimposethe discipline of the marketplace on banks by withdrawing depositswhen they suspect
that thebank istaking on too much risk. Consequently, banksthat are provided with asafety net have
incentivesto take on greater risksthan they otherwise would. The existence of agovernment safety net
thus creates an additiona impetusfor governmentsto impose regulationsto restrict risk taking by financid
institutions.

Therefore, not only are government regul ations needed to restrict risk taking, but supervisonis
required aswell. Regular bank examinations, which alow regulatory authoritiesto monitor whether the
bank iscomplying with capita requirements and restrictions on asset holdings, also function to limit moral
hazard. Inaddition, bank examiners can assesswhether the bank hasthe proper management controlsin
place to prevent fraud or excessive risk taking. With thisinformation about a bank's activities, bank
examiners can enforce capita requirements and force abank to revise its management practicesif these
practices are jeopardizing the safety and soundness of the bank. Not only must supervisors enforce
regulations, but they must bereedy to close down insolvent ingtitutions promptly because theincentivesfor
insolvent ingtitutionsto take hugerisksin order to get themsel ves out of the hole become extremely high.

An important impediment to successful government regulation and supervision of the financia
system isexplained by recognizing that the rel ationship between voters-taxpayers on the one hand and the
regulatorsand politicianson the other createsaparticular type of mora hazard problem, the principa-agent
problem. The principal-agent problem occurs because the agent (apolitician or regulator) doesnot have
the sameincentives asthe principd (the taxpayer they work for) and so act in their own interest rather than
in the interest of the principal.

To actinthetaxpayer’ sinterest, regulators have several tasks, aswe have seen. They must set
restrictions on holding assetsthat aretoo risky, impose sufficiently high capital requirements, and close

down insolvent indtitutions. However, because of the principa-agent problem, regulators have incentives



to do the opposite and engage in regulatory forbearance. One important incentive for regulators that
explains this phenomenon istheir desire to escape blame for poor performance by their agency. By
loosening capital requirements and pursuing regulatory forbearance, regulators can hide the problem of an
insolvent bank and hope that the situation will improve, abehavior that Kane (1989) characterizes as
"bureaucratic gambling”. Another important incentive for regulatorsisthat they may want to protect their

careers by acceding to pressures from the people who strongly influence their careers, the politicians.

2.3 Preventing Financial Crises

Not only isthere aneed for the government to improve the efficiency of financial markets by
intervening to promoteinformation production and to restrict financid ingtitutionsfrom taking ontoo much
risk, but thereisaso aneed for government intervention to prevent financia crises. To understand what
rolethe government can play in preventing financia crises, wemust first understand what afinancid criss
isand why itisso damaging to theeconomy. Inrecent years, an asymmetric information theory of financid
criseshas devel oped which providesadefinition of afinancial crisis[Bernanke (1983), Calomirisand
Gorton (1991), and Mishkin (1991 and 1996a).] A financid crisisisanonlinear disruption to financid
marketsin which asymmetric information problems of adverse sdection and mora hazard become so much
worsethat financia markets are unableto efficiently channd fundsto economic agents who have the most
productive investment opportunities. A financid crissthus prevents the efficient functioning of financia
markets, which therefore leads to a sharp contraction in economic activity.

Inmost financia crises, and particularly in the recent Mexican and East A an crises, thekey factor
that caused asymmetricinformation problemsto worsen and launch afinancia crissisadeteriorationin
balance sheets, particularly thosein thefinancia sector. Animportant precipitating factor in these crises
hasbeen financial liberalization that resulted in the lending boom. Oncerestrictionsarelifted on both
interest-rate cellings and the type of lending allowed, lending increasesrapidly. The problemisnot that
lending expands, but that it expands so rapidly that excessiverisk-taking istheresult, with largelosseson



loans in the future.

There are two reasonsthat excessive risk-taking takes place after financid liberdization. Thefirst
isthat managers of banking institutions often lack the expertise to manage risk appropriately when new
lending opportunitiesopen up after financid liberdization. Inaddition, with rgpid growth of lending, banking
institutions can not add the necessary managerial capital (well-trained |oan officers, risk-assessment
gystems, etc.) fast enough to enable theseingtitutions to screen and monitor these new |oans gppropriately.
The second reason isthat the rapid credit growth in the lending boom stretches the resources of bank
supervisors. Bank supervisory agencies are also unable to add to their supervisory capital (well-trained
examiners and information systems) fast enough to enable them to keep up with their increased
responsibilities both because they have to monitor new activities of the banks, but also because these
activitiesareexpanding at arapid pace. Theinadequacy of bank supervision both because of therapid
credit growth and a so because of the principa -agent problem discussed above, exacerbatestheloan loss
problem. With inadequate bank supervision, banks have increased incentives to take on greater risk
becausethey know that the government safety net makesit unlikely that depositors and other creditors
would sufficiently monitor the banks to prevent them from excessive risk taking.

The outcome of the lending boom arising after financid liberalization are hugeloan lossesand a
subsequent deterioration of banks balance sheets. Inthe case of Mexico, the share of nonperforming loans
to total loansrosefrom lessthan 5 percent in 1990 to over 15% by 1996, whilein the East Asian crisis
countries, thisratio has risen recently to between 15 and 35 percent.® The deterioration in bank balance
sheetsisthe key fundamentd that has driven emerging market countriesinto their financial crises, and this
was particularly truefor both Mexico and East Asiarecently. Oneway thisdeterioration in bank balance
promotes afinancia crissisthat it leads banksto restrict their lending in order to improve their capita
ratiosor it can evenlead to afull-scale banking crisis which forces many banksinto insolvency, thereby
directly removing the ability of the banking sector to make loans.

Although Japan has not yet experienced afull-fledged financia crisis, the story leading up to the
financia ingtability that country hasbeen experiencinginthe 1990sisasimilar one. Withtheliberdization

®See Mishkin (1996a) and Goldstein (1998).
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of Japanese financial markets in the 1980s, Japanese banks suddenly found themselves in a more
competitiveenvironment. Inan attempt to maintain adequate profit levels, anatural responsewasto take
onriskier loanswith high profit margins, such asthoseinthered estate sector.” Theincentivesto do this
were a so enhanced by the presence of agovernment safety net which protected depositors and even large
creditorsif these risky loans turned sour and led to bank insolvencies.

The second way that the deterioration in bank balance sheets can lead to afinancial crissisthat
it can promote acurrency crisis because the deterioration in bank baance sheets makesit very difficult for
the central bank to defend its currency against aspeculative attack. Any riseininterest ratesto keep the
domestic currency from depreciating has the additiona effect of weakening the banking system further
becausetheriseininterest rates causes additional damage to banks balance sheets. This negative effect
of ariseininterest rates on banks balance sheets occurs because of their maturity mismatch and their
exposuretoincreased credit risk when the economy deteriorates. Thus, when a speculative attack on the
currency occursinan emerging market country, if the central bank raisesinterest rates sufficiently to defend
the currency, the banking system may collapse. Once investors recognize that acountry'swesk banking
system makesit lesslikely that the central bank will take the stepsto successfully defend the domestic
currency, they have even greater incentivesto attack the currency because expected profitsfrom selling
the currency have now risen. Thus, with aweakened banking sector, asuccessful speculative attack is
likely to materidize and can betriggered by any of many factors, alarge current account deficit being just
one of them. Inthisview, the deterioration in the banking sector isthe key fundamentd that causesthe
currency crisis to occur.

In emerging market countries, adeva uation in the aftermath of acurrency crisiscan help trigger
afinancid criss because of two specid indtitutiond features of credit marketsin these countries. Because
of past experiencewith high and variableinflation ratesthese countries havelittle inflation-fighting credibility
and debt contracts are therefore of very short duration and are often denominated in foreign currencies.

Thisgtructure of debt contactsis very different from that in most industridized countries, which have dmost

A similar phenomenon has occurred in the United States and in other countries. See Edwards and
Mishkin (1995).

11



al of their debt denominated in domestic currency, with much of it long-term, and it explainswhy thereis
such adifferent response to a devaluation in emerging market countries than thereisinindustrialized
countries. While adevauation in emerging market countries can be disastrous becauseit triggersafinancia
crigis, in industrialized countries a devaluation often benefits the economy as occurred in the United
Kingdom after the September 1992 foreign exchangecrisis. Thus, the debt structurein emerging market
countries leaves them far more vulnerable to financial crises.

There are three mechanisms through which the currency crisis causes afinancia crisisto occur in
emerging market countries. Thefirst involvesthedirect effect of currency deva uation on the balance sheet
of firms. With debt contracts denominated in foreign currency, when thereisadeva uation of thedomestic
currency, the debt burden of domestic firmsincreases. On the other hand, since assets are typically
denominated in domestic currency, thereisno s multaneousincreaseinthevaueof firms assets. Theresult
isathat adevauation leadsto asubstantia deterioration infirms balance sheetsand adeclinein net worth,
which, inturn, worsensthe adverse sel ection problem because effective collatera has shrunk, thereby
providing less protection to lenders. Furthermore, the decline in net worth increases moral hazard
incentivesfor firmsto take on greater risk becausethey havelessto loseif theloansgo sour. Because
lendersare now subject to much higher risksof losses, thereisnow adeclineinlending and henceadecline
in investment and economic activity.

The damage to balance sheetsfrom deva uation in the aftermath of the foreign exchange crisishas
been amaor source of the contraction of the economiesin East ASa, asit wasin Mexicoin 1995. This
mechanism has been particularly strong in Indonesiawhich has seenthe value of its currency decline by
over saventy-five percent, thusincreasing the rupiah vaue of foreign-denominated debtsby afactor greater
than four. Even ahedthy firminitidly with astrong balance sheet islikely to be driven into insolvency by
such ashock if it has a significant amount of foreign-denominated debt.

Anadditiona mechanismlinking currency criseswithfinancia crisesin emerging market countries
occurs because the deval uation can lead to higher inflation. Because many emerging market countrieshave
previoudy experienced both high and variableinflation, their central banksareunlikely to have deep-rooted
credibility asinflation fighters. Thus, asharp depreciation of the currency after a peculative attack that

12



leads to immediate upward pressure on prices can lead to adramatic rise in both actual and expected
inflation. Indeed Mexican inflation surged to 50% in 1995 after theforeign exchange crisisin 1994 and we
areseeing asimilar phenomenon in Indonesia, the hardest hit of the East Adan crisiscountries. A risein
expected inflation after the currency crisis exacerbatesthe financia crisis becauseit leadsto asharp rise
ininterest rates. Theinteraction of the short duration of debt contracts and the interest rate rise leads to
huge increasesin interest payments by firms, thereby weakening firms cash flow position and further
weakening their balance sheets. Then, aswe have seen, both lending and economic activity arelikely to
undergo a sharp decline.

A third mechanism linking thefinancia crisisand the currency crisisarisesbecausethe devauation
of the domestic currency can lead to further deterioration in the balance sheets of the banking sector,
provoking alarge-scale banking crisis. In emerging market countries, banks have many liabilities
denominated in foreign currency whichincrease sharply invauewhen adepreciation occurs. On the other
hand, the problems of firms and households mean that they are unableto pay off their debts, aso resulting
inloan losses on the assets side of the banks balance sheets® Theresult isthat banks balance sheetsare
sgueezed from both the assets and liabilities side and the net worth of banks therefore declines. An
additional problemfor thebanksisthat many of their foreign-currency denominated debt isvery short-term,
so that the sharp increaseinthevaue of thisdebt leadsto liquidity problemsfor the banks becausethis debt
needs to be paid back quickly. Theresult of the further deterioration in bank balance sheets and their
weekened capita baseisthat they cut back lending. In the extreme casein which the deterioration of bank

8Animportant point isthat evenif banks have amatched portfolio of foreign-currency denominated
assetsand liabilities and so appear to avoid foreign-exchange market risk, adeval uation can nonethel ess
cause substantial harmto bank balance sheets. Thereasonisthat when adeval uation occurs, the offsetting
foreign-currency denominated assetsare unlikely to be paid off in full because of the worsening business
conditions and the negative effect that theseincreasesin the valuein domestic currency terms of these
foreign-currency denominated loans have on the balance sheet of the borrowing firms. Another way of
saying thisisthat when there is adeva uation, the mismatch between foreign-currency denominated assets
and liabilities on borrowers baance sheets can lead to defaults on their loans, thereby converting amarket
risk for borrowersto acredit risk for the banks that have made the foreign-currency denominated loans.
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bal ance sheets|eads to abanking crigsthat forces many banksto closetheir door, thereby directly limiting
the ability of the banking sector to make loans, the affect on the economy is even more severe.

Theasymmetricinformation anaysisof financia crisesalso providesarationalefor government
intervention in the financial system. Asargued above, a key factor leading to financial crisesisthe
deterioration of baance sheetsinthefinancid sector, particularly in banks. Emerging market countriesare
particularly proneto financid crisesif there banking sectors are weak because, as we have seen, abanking
crisscan provokeacurrency crisswhichtipsthe economy into afull-fledged financid criss. Thefact that
the deterioration of bank balance sheets can promote afinancia criss provides an even stronger rationae
for thegovernment to provide adequate regul ation and prudential supervisonto limit therisksthat banks
and other financial institutions take, especially in emerging market countries.

Theasymmetric information analysisof financid crisesaso provides an additiond rationdefor why
the government should provide asafety net to the banking system. A government safety net whether itis
provided by deposit insurance or by alender-of-last-resort operation by the central bank or government
can help stop afinancial crisis by preventing arun on financial institutions.

Although it seesan important role for bank panics, an asymmetric information view of financia
crises, doeshot seebank panicsastheonly financia disturbancesthat can have seriousadverse effectson
theaggregate economy. Financid ingability can have negative effects over and abovethoseresulting from
banking panics, and analysis of such episodes as the Penn Central bankruptcy in 1970 and the stock
market crash in October 1987 suggest that afinancial crisisthat has serious adverse consequencesfor the
economy can develop evenif thereisno threat to the banking system (Mishkin (1991)). Theasymmetric
information andyss thus suggests that alender-of-last-resort role may be necessary to provide liquidity to
nonbanking sectors of the financial system in which asymmetric information problems have devel oped.

Although agovernment safety net or acentral bank standing ready to exerciseitsrole asalender
of last resort has the benefit of preventing financial crises, it does create the moral hazard problem
described earlier. If abank'sdepositorsexpect that the government or the central bank will cometoits
rescue, then they havelessincentive to monitor the bank and withdraw their depositsif bankstake ontoo

much risk, thus providing bankswith incentivesto take on excessiverisk. Thismoral hazard problemis
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most severefor large banksif they are the beneficiaries of asomewhat misnamed "too big tofail” policy
in which depositors at alarge bank in trouble are protected from any losses by alender-of-last-resort
policy. (The"toobigtofail” policy issomewhat misnamed because, although depositors are completely
protected from losses, the bank isin fact allowed to fail with losses to the equity holders.)®
Similarly, thelender-of-last-resort roleto prevent afinancial crisisarising outside of the banking
sector may encourage other financia institutions and borrowers from them to take on too much risk.
Knowing that the central bank will prevent afinancid crisisif it gppearsimminent will encourage themto
protect themselveslessagainst systemicrisks, i.e., thosethat occur system-widethat will trigger alender-
of-last-resort response. Thereisthusatradeoff between themora hazard cost of the lender-of-last-resort

role and the benefits of alender-of-last-resort role in preventing financial crises.

3.

Recommendationsfor Financial Market Reform

Now that we have developed aframework for understanding why government role government
intervention should take in financia marketswe can look at what direction governments should takein
financia market reform. We examine eleven basic areas of financia reform: 1) banking supervision, 2)
accounting and disclosure requirements, 3) restrictions on connected lending, 4) legd and judicid systems,
5) market-based discipline, 6) entry of foreign banks, 7) capital controls, 8) inappropriate government
interventionsin financia markets, 9) restrictions on foreign-denominated debt, 10) financid liberaization,

11) monetary policy, 11) and choice of exchange rate regimes.

3.1 Banking Supervision

Thereis evidence which suggests that the cost of the "too big to fail" policy hasindeed been quite high
inthe United States after it was put into forcewith thefailure of Continenta 11lincisin1984. See Boyd and
Gertler (1993).

15



As we have seen, banks play a particularly important role in the financia systems of both
indudtridized and particularly emerging market and trangtion countries financid systems, and thus problems
in the banking sector are a particularly important source of financid ingtability. Indeed, we have seen that
deterioration in banks balance sheets are an important precursor of financia crises, especidly in emerging
market countries. There, problemsin the banking sector can make aforeign exchange crissmorelikely,
whichinturnleadsto afull blown financid crigs. Our asymmetric information framework suggests that
thereisan important need for agovernment safety net for the banking system in order to prevent bank
panics. However, asafety net nonethel essincreasesthe moral hazard incentivesfor excessiverisk-taking
on the part of the banks. All governments therefore need to pay particular attention to creating and
sustaining a strong bank regul atory/supervisory system to reduce excessive risk-taking in their financia
systems.

Encouraging a strong bank regulatory/supervisory system takes six basic forms.

1. Adegquate Resources and Statutory Authority for Bank Regulators/Supervisors. Bank
regul atory/supervisory agencies need to be provided with adequate resources and the Satutory authority
(theability toissue cease and desi st orders and to close down insolvent banks) to do their job effectively.
Without theseresources, the bank supervisory agency will not beableto monitor bankssufficiently in order
to keep them from engaging in inappropriately risky activities, to have the appropriate management
expertiseand controlsto managerisk, or to have sufficient capita so that moral hazard incentivesto take
on excessiverisk arekept in check. Indeed, thisinability to monitor banking institutions sufficiently not
surprisingly hasoccurred in many emerging market and transition countries(Mexico and East Asabeing
recent examples), but it has aso been avery serious problem inindustridized countries. Theresstanceto
providing the savings and |oan supervisory agencies with adequate resources to hire sufficient bank
examiners by theU.S. Congresswas akey factor in making the S& L crisisin the United Statesin the
1980smuchworse. Theinadequacy of bank supervision in Jgpan and the problemsit has caused are well-
known, with the lack of resourcesfor bank supervision exemplified by the fact that the number of bank
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examinersin Japan is on the order of 400 in contrast to around 7,000 in the United States.

2. Prompt Corrective Action.  Quick action by bank supervisorsto stop undesirable bank activitiesand,
even moreimportantly, to close downinstitutionsthat do not have sufficient capital iscritical if banking
crisesand financid crisessareto be avoided. Regulatory forbearance which leavesinsolvent ingtitutionsis
disastrous becauseit dramatically increasesmoral hazard incentivesto take on excessiverisk becausean
operating but insolvent bank has amost nothing to lose by taking on colossal risks and "betting the bank™.
If they get lucky and the risky investments pay off, they get out of insolvency. Ontheother hand, if, asis
likely, therisky investments don't pay off, insolvent ingtitutions losseswill mount, weskening the banking
system further and leading to higher taxpayer bailoutsinthefuture. Indeed, thisisexactly what occurred
inthe savings and loan industry in the United States when insolvent S& L swere allowed to operate during
the 1980s and has been a feature of the situation in East Asia and Japan recently.

Animportant way to ensure that bank supervisors do not engage in regulatory forbearanceis
throughimplementation of prompt correctiveaction provis onswhich requirebank supervisorstointervene
earlier and morevigoroudy when abank getsinto trouble. Prompt correctiveactioniscrucia to preventing
problemsin the banking sector becauseit createsincentivesfor banks not to take on too much risk inthe
first place, knowing that if they do so, they are more likely to be punished.

The outstanding example of prompt corrective action isthe provision in the FDICIA (Federa
Deposit Insurance Corporation Improvement Act) legidation implemented in the United Statesin 1991.
Banksinthe United States are classfied into five groups based on bank capitd. Group 1, classfied as* well
capitdized,” are banksthat sgnificantly exceed minimum capita requirements and are alowed privileges
such asinsurance on brokered deposits and the ability to do some securities underwriting. Banksin group
2, classified as* adequately capitalized,” meet minimum capital requirements and are not subject to
corrective actions but are not alowed the privileges of the well-capitalized banks. Banksin group 3,
“undercapitalized,” fail to meet risk-based capital and leverage ratio requirements. Banksin groups4 and
5are”dgnificantly undercapitdized” and*“ criticaly undercapitdized,” respectively, and arenot allowed to
pay interest on their deposits at ratesthat are higher than average. Regulators still retain afair amount of

17



discretion in their actions to deal with undercapitalized banks and can choose from a smorgasbord of
actions, such as: redtrictions on asset growth, requiring thedection of anew board of directors, prohibiting
acceptanceof depostsfrom correspondent depository ingtitutions, prohibiting capital distributionsfromany
controlling bank holding company, and termination of activitiesthat pose excessiverisk or divestiture of
non-bank subsidiariesthat pose excessiverisk.®® Onthe other hand, FDICIA mandatesthat regulators
must require undercapitalized banks to submit an acceptable capital restoration plan within 45 days and
implement the plan. In addition, the regulatory agencies must take steps to close down critically
undercapitalized banks (tangible equity capital lessthan 2% of assets) by putting them in receivership or
conservatorship within ninety days, unlessthe gppropriate agency andthe FDIC concur that other action
would better achieve the purpose of prompt corrective action. If the bank continues to be critically
undercapitalized it must be placed in receivership, unless specific statutory requirements are met.

A key dement of making prompt corrective action work isthat bank supervisorshavethefinancia
resourcesto close down ingtitutionswhen they becomeinsolvent. Itisvery common that politiciansand
regulatory authoritiesengagein wishful thinking whentheir banking systemsarein trouble, hoping that a
large injection of public fundsinto the banking system will be unnecessary.™ Theresult isregulatory
forbearance with insolvent institutions allowed to keep operating which ends up producing disastrous
consegquences. The Japanese authorities have engaged in exactly thiskind of behavior, but thiswasaso
afeature of the American response to the S& L crisis up until 1989.

Not only must week ingtitutions be closed down, but it must be donein theright way: Funds must
not be supplied to week or insolvent banking inditutionsto keep them afloat. To do sowill just bethrowing
away good taxpayer money after bad. Inthelong-run, injecting public fundsinto weak banks does not
deliver arestoration of the ba ance sheets of the banking system because these weak banks continueto be

19See Sprong (1994) for an amore detailed discussion of the prompt corrective action provisionsin
FDICIA.

"n addition, banking ingtitutions lobby often lobby vigoroudy to prevent the dlocation of public funds
to close down insolvent institutions because thisallowsthem to stay in business and hopefully get out of
the hole. Thisisexactly what happened in the United Statesin the 1980s asis described in Mishkin
(1998).
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weak and have strong mora hazard incentivesto take on big risks at the taxpayers expense. Thisisthe
lesson learned fromthe U.S. experienceinthe 1980s. Theway to recapitalizethe banking systemisto
closedowndl insolvent and week ingtitutionsand sdll off their assetsto hedthy inditutionswith public funds
used to make the assetswhole. If thisisnot possible, a public corporation, like the Resolution Trust
Corporation (RTC) inthe United States, needsto be created which will havethe responsibility to sell off
the assets of these closed banks as promptly as possible, so that the assets can be quickly put to productive
uses by the private sector.

Itisalsoimperativethat stockholders, managersand large uninsured creditors be punished when
banks are closed and public funds areinjected into the banking system. Protecting managers, stockholders
and largeuninsured creditors from the consequences of excessiverisk-taking increasesthe moral hazard
problem immensdly and isthus highly dangerousathough it iscommon. TheFDICIA legidation aso has
addressed thisissue by
providing new legidativeguiddinesfor theresolution of bank failuresto minimize coststo thetaxpayer and
to impose costs on large uninsured creditors, aswell as on stockholders and managers. FDICIA generdly
requiresthat the FDI C resolve bank failures using methods which produce the least cost to the deposit
insurance agency. Initsreport to the Comptroller General, it must document the assumptionsusedin
evaduatingthedifferent dternativesfor resol ution of thefailureand show that it chosetheleast-cost method.
Thishasresulted in substantia changesin the resolution methods pursued by the FDIC. Aspointed out
in Kaufman (1995), in 1991 the FDIC impaosed | osses on uninsured depositors of only 17 percent of failed
banks undergoing costly resolutions (which held only 3 percent of total assetsin failed banks). By 1993,
the percentage of failed bankswith costly resolutionsin which uninsured depositors suffered |osses had
climbed to 88 percent (with the percentage of total assets of failed banks equaling 95 percent). 1n 1990,
uninsured depositorsat al large banks that failed were fully protected, whilein 1993 all of uninsured
depositors at the largest of the banksthat failed -- none were particularly large -- were subject to losses.

These changesin resol ution methods do gppear to dter the incentivesfor uninsured depositors (with
over $100,000 in an account) to monitor banks because they are now subject tolosses. Thismay in part
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help explain why U.S. banks haveincreased their capital in recent years and appearsto be asuccessful
feature of FDICIA. Ontheother hand, the FDIC did not have lower losses as a percentage of failed
bank assetsin 1992 and 1993, possibly because of lossesincurred by the banks before the establishment
of these new procedures. Thus, the jury is not completely out on whether the least-cost-resolution

provisions substantially reduce moral hazard incentives substantially in the future.

3. Focuson Risk Management. Thetraditional approach to bank supervision hasfocused on the quaity
of the bank's balance sheet at apoint in time and whether the bank complieswith capital requirements.
Although thetraditiona focusisimportant for reducing excessiverisk-taking by banks, it may nolonger be
adequate. Firgt isthe point that capitd may beextremey hard to measure. Furthermore, in today'sworld,
financia innovation has produced new markets and instruments which make it easy for banks and their
employeesto make huge betsquickly. Inthisnew financia environment, abank that isquite hedlthy at a
particular point in time can be driven into insolvency extremely rapidly from trading losses, as has been
forcefully demonstrated by the failure of Baringsin 1995 which, athough initialy well capitalized, was
brought down by arogue trader in amatter of months.  Thus an examination which focusesonly ona
bank's pogition at apoint in time may not be effectivein indicating whether abank will in fact betaking on
excessive risk in the near future.

For example, bank examinersin the United States are now placing far greater emphasis on
eval uating the soundness of bank's management processeswith regard to controlling risk. Thisshiftin
thinking was reflected in anew focus on risk management in the Federal Reserve System's 1993 guidance
to examinerson trading and derivatives activities. Thefocuswas expanded and formalizedin the Trading
Activities Manual issued early in 1994, which provided bank examiners with tools to evaluate risk
management systems. Inlate 1995, the Federal Reserve and the Compitroller of the Currency announced
that they would be assessing risk management processesat the banksthey supervise. Now bank examiners
give asgparate risk management rating from 1 to 5 which feedsinto the overall management reting as part
of the CAMEL system. Four elements of sound risk management are assessed to come up with the risk
management rating: 1) The quaity of oversight provided by the board of directorsand senior management,
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2) theadequacy of policiesand limitsfor al activitiesthat present Sgnificant risks, 3) the qudity of therisk
measurement and monitoring systems, and 4) the adequacy of internal controls to prevent fraud or
unauthorized activities on the part of employees. Bank examinersget to seewhat best practicefor risk
management islike in the banks they examine, and they can then make surethat best practice spreads
throughout the banking industry by giving poor rankings to banks that are not up to speed.
Thisshift toward focus ng on management processesis aso reflected in recent guiddines adopted
by the U.S. bank regulatory authoritiesto deal with interest-rate risk. Asrequired by FDICIA, U.S.
regulatorswere contempl ating requiring banksto use astandard model to cal cul ate the amount of capita
abank would need to dlow for theinterest-raterisk it bears. Although bank examinerswill continue to
consder interest-rate risk in deciding on the bank's capita adequacy, the regulatory agencies decided to
adopt guidelinesfor how banks manage interest-rate risk, rather than aone-size-fits-adl formula. These
guiddlinesrequirethe bank'sboard of directorsto establishinterest-raterisk limits, to appoint officials of
the bank to manage thisrisk and to monitor the bank'srisk exposure. The guideines also require senior
management of abank to develop formal risk management policies and procedures, to ensure that the
board of director'srisk limitsarenot violated and to implement internal controlsto monitor interest-raterisk
and compliance with the board'sdirectives. Clearly, bank supervisionin countries outside the United
States need to adopt similar measuresto ensure that risk management proceduresin their banksareequa

to the best practice in banking institutions elsewhere in the world.

4. Independence of Bank Regulatory/Supervisory Agency. Because prompt corrective action is so
important, the bank regulatory/supervisory agency needs sufficient independence from the politica process
so that it isnot encouraged to sweep problems under the rug and engage in regulatory forbearance. One
way to ensure against regulatory forbearance is to give the bank supervisory role to a politically
independent central bank. This has desirable e ements as pointed out in Mishkin (1991), but some centra
banks might not want to have the supervisory task thrust upon them because they worry that it might
increasethelikelihood that the centra bank would be politicized, thereby impinging on theindependence

of the central bank. Alternatively, bank supervisory activities could be housed in a bank regulatory
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authority that isindependent of the government.

5. Accountability of Bank Supervisors. Itisalsoimportant to make bank supervisors accountable if they
engage in regulatory forbearance in order to improve incentivesfor them to do their job properly. For
example, aspointed out in Mishkin (1997a), animportant but very often overlooked part of FDICIA which
has hel ped makethislegidation effectiveisthat thereisamandatory report that the supervisory agencies
must produceif the bank failureimposes costs on the Federa Deposit Insurance Corporation (FDIC). The
resulting report ismade availableto any member of Congressand to the general public upon request, and
the Genera Accounting Office must do an annud review of these reports. Opening up the actions of bank
supervisorsto public scrutiny makes regulatory forbearance less attractive to them, thereby reducing the
principa-agent problem. In addition, subjecting the actions of bank supervisorsto public scrutiny reduces

the incentives of politicians to lean on supervisors to relax their supervision of banks.

6. Limiting Too-Big-To-Fail. Becausethefallure of avery large bank makesit morelikely that amgor,
systemic financid disruption will occur, bank supervisorsare naturaly reluctant to alow abig bank to fail
and causelossesto depositors. Theresult isthat most countrieseither explicitly or implicitly haveatoo-
big-to-fail policy inwhich al depositorsat abig bank, both insured and uninsured are fully protected if the
bank fails. Aswehave seen, the problem with the too-big-to-fail policy isthat it reduces market discipline
on big banks and thusincreasestheir moral hazard incentivesto take on excessiverisk. How can bank
supervisorsdea with thequandary of not wanting to allow alarge bank failureto destabilizethefinancia
system, while keeping the moral hazard problem created by too-big-to-fail under control?

One proposal outlined in Mishkin (1998b) isfor the supervisory agenciesto announce that there
isastrong presumption that when thereisabank failure, uninsured depositorswould not befully protected
unlessthisisthe cheapest way to resolvethefailure. 1tisimportant to recognizethat although large banking
institutions may betoo big to liquidate, they can be closed with lossesimposed on uninsured creditors.
Indeed thisisexactly what FDICIA suggests should be done by specifying that, except under very unusud

circumstanceswhen theabank failure poses” serious adverse effects on economic conditionsor financia
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stability", aleast-cost resolution procedure will be used to close down the bank. Ambiguity iscreated
about the use of this systemic-risk exception to theleast-cost-resol ution rule becauseto invokeit requires
atwo-thirds mgority of boththe Board of Governors of the Federal Reserve System and the directors of
the FDIC, as well as the approval of the secretary of the Treasury.

Animportant concernisthat the systemic-risk exception to least-cost resolution will waysbe
invoked when thefailing bank islarge enough because the Fed, the FDIC and the secretary of the Treasury
will be afraid to impose costs on depositors and other creditorswhen apotentia financia crissislooming.
Thustoo-big-to-fail will still bealive, with al the negative consequencesfor mora-hazard risk-taking by
thelargest ingtitutions. Oneway to cope with this problem isfor the authorities to announce that athough
they are concerned about systemic risk possibilities, therewill beastrong presumptionthat thefirst large
bank to fail will not be treated as too-big-to-fail and costswill be imposed on uninsured depositors and
creditorswhen the bank isclosed. Rather than bail out the uninsured creditors at theinitia large bank that
fails, the authorities will stand ready to extend the safety net to the rest of the banking system if they
perceive that there is a serious systemic risk problem.

The advantage of announcing such astanceisthat it creates constructive ambiguity for thelarge
banks becausetheir uninsured depositors and creditors now haveto worry that if thisbank isthefirst one
tofail, they will not be bailed out. (The phrase"constructive ambiguity” may have asomewhat negative
connotation because it seems to imply advocacy of randomness in the supervision process. The
constructive ambiguity advocated hereis closer to acontingent rule, but onein which somejudgement
needsto beapplied by supervisors.) Asaresult these depositorsand creditorswill now have anincentive
to withdraw their fundsif they worry about the soundness of the bank, evenif itisvery large, and thiswill
alter theincentivesof the bank away from taking ontoo muchrisk. Clearly, mord hazard till remainsin
the system because the authorities stand ready to extend the safety net to the rest of the system after the
initid largeindtitution failsif itsfailure createsthe potentia for abanking criss. However, the extent of
mora hazard isgresatly reduced by the use of thisform of constructive ambiguity. Furthermore, the cost
of thisremaining mora hazard must be bal anced against the benefits of preventing abanking crisisif the

initial bank failureislikely to snowball into a systemic crisis.
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Onepotentid criticism of apresumption towardsalowing thefirst large bank to fail isthat there
isasubstantia risk of contagion through the payments system.” The payments system relieson substantial
extensonsof intraday, overnight and longer-term credit between banks. Failure of alarge bank or onethat
isintimately involved inthe large-dollar payments system could then lead to a systemic shock that could
causethe payments system to freeze up or, at aminimum, lead to substantial losses at other banks. Thus
attention needs to be paid to reduction of potential payment system and contagion problems.

Indeed, the FDICI A legidation of 1991 has done exactly thisby taking important stepsto dedl with
these problems through severa provisions. FDICIA directed the Board of Governors of the Federal
Reserveto devel op aregulation which would limit interbank credit exposure, and the Board of Governors
responded with Regulation F, which restricts the interday exposure to a not adequately capitalized
correspondent to less than 25% of the bank's capital. To prevent a systemic liquidity problem from
devel oping because other financial ingtitutions might not have immediate accesstotheir fundsat afailed
bank, FDICIA aso authorizes the FDIC to make afinal settlement with creditors when it assumes
receivership of afailed bank. The settlement rate isbased on the FDIC's average recovery experience.
Inaddition, FDICIA explicitly recognizescontractua netting agreementsand holdsthemlegdly binding,
thereby reducing short-term credit exposure and making the clean up after abank failure substantially
easier.

Not only dothese FDICIA provisionsto limit interbank risk makeit morelikely that alarge bank
falurewill not produceasystemic problem, but they a soimprovetheincentivesfor theregulatory agencies

toalow thefirgt large bank tofail becausethefailure hasless potentia to do damageto the banking system.

Another potentia criticism of apresumption that only thefirst large bank to fail will impose costson
uninsured depositors and creditorsisthat creditors have incentivesto pump capital into afailing ingtitution
to propit up justlong enough so that it will not bethefirst onetofail. Thereare severd reasonsto discount
thiscriticism. Firgtisthat the free-rider problem strongly mitigatesthe incentivefor creditorsto prop up
the bank: each creditor individualy is quite happy to let the other creditors pump fundsinto the bank in
order to delay the failure, and so the incentive of creditors to prop up the bank is greatly weakened.
Second, isthat constructive ambiguity does not guaranteethat del aying thefailure of the bank will do any
good. If theregulatory authorities decidethat failure of asecond bank does not present thefinancia system
with systemic risk, they may not decide to protect the creditors. Thusthe incentivefor creditorsto prop
up the bank temporarily will be further weakened.
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Thus, provisonsof thistypeincreasethe credibility of the presumption thet thefirst big bank will be dlowed

to fail and incur costs on the depositors and creditors, an essential feature of constructive ambiguity.

3.2 Accounting Standar ds and Disclosure Requirements

Accounting standards and disclosure requirements for financial ingtitutions, which are often
particularly lacking in emerging market and transition countries but also in anumber of industrialized
countries (Japan being the most prominent example), need to be beefed up considerably. Without the
appropriateinformation, both markets and bank supervisorswill not be able to adequately monitor the
banks to deter excessive risk-taking.®* One prominent example is that accounting and supervisory
conventionsin many countries, Japan being an example, alow banksto make nonperforming loans|ook
good by lending additional money to the troubled borrower who usesthe proceedsto makethe payments
on the nonperforming loan, thuskeeping it current, a practiceknown as"evergreening".* Theresult isthat
nonperforming loansaresgnificantly understated which makesit harder for the marketsto discipline banks
or for supervisorsto decide when banks are insolvent and need to be closed down. Many countries also
do not require the reporting of key financia data by individua financial institutions, including their
consolidated financial exposure, which makes it hard to sort out healthy from unhealthy banks.
Implementing proper accounting standards and disclosure requirementsis an important first step in

promoting a healthy financial system.®

BTheimportance of disclosureisillustrated in arecent paper, Garber and Lall (1996), which suggests
that off-balance-sheet and off-shore derivatives contracts were used by Mexican banks before the Tequila
crisgsto get around regul ationsthat wereintended to prevent them from taking on foreign-exchangerisk,
and this played an important role in the Mexican crisis.

“Poor accounting and supervisory conventionsin Japan are one reason that nonperforming loanshave
been grosdy understated: currently, officid estimatesof nonperforming loansin Japan are between $500
and $600 billion, while private estimates range as high as $1 trillion.

5See Goldstein and Turner (1996) and Goldstein (1997) for afurther discussion of what steps need
to be taken to beef up accounting standards and disclosure requirements.
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Aninteresting exampleof an attempt to beef up disclosurerequirementsand raisetheir prominence
in prudential supervisionisthesystem put in placein New Zealand in 1996.*° New Zedand scrapped its
previous system of regular bank examinationsand replaced it with one based on discl osure requirements
that uses the market to police the behavior of the banks. Every bank in New Zealand must supply a
comprehensive, quarterly financia statement that provides among other things, information on the quality
of itsassets, capital adequacy, lending activities, profitability, and itsratingsfrom private credit-rating
agencies and whether it hasone. These financia statements must be audited twice ayear, and not only
must they be provided to the central bank, but they must aso be made public, with atwo-page summary
postedinall bank branches. Inaddition, bank directorsarerequired to vaidate these satements and state
publicly that their bank's risk management systems are adequate and being properly implemented. A most
unusual feature of this system isthat bank directorsface unlimited liahility if they are found to have made
false or misleading statements.

TheNew Zedand exampleillustratesthat discl osurerequirements can be strengthened appreciably.
However, suggesting that relying solely on disclosure requirements to police the banking systemisa
workable model for other countriesisgoingtoo far. Depositorsare unlikely to have the sophistication to
understand fully the information provided and thus may not impose the necessary discipline on the banks.
Furthermore, unlimited liability for directors might discourage top people from taking these positions,
thereby weakening the management of the banks. Although disclosure requirements might be sufficient in
New Zedand because dmost dl New Zedand banks are foreign owned, so that bank supervision hasbeen
in effect outsourced to the supervisors of the foreign banks that own the New Zedland banks, it isunlikely

to work in countries where most of the banking system is domestically owned.

3.3 Restrictions on Connected Lending

A particular probleminthebanking sector, particularly inemerging market and transition countries,

isconnected lending, lending to banks owners or managersor their businessassociates. Banksclearly

%See Mortlock (1996) and Nicholl (1996) for amore extensive discussion of the New Zedand system.
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have less incentives to monitor |oans to their owners or managers, thus increasing the moral hazard
incentivesfor the borrowersto take on excessiverisk, thereby exposing the bank to potential loan losses.
In addition, connected lending in which large loans are made to one party can result in a lack of
diversification for the bank, thusincreasing the risk exposure of the bank.

Regulations againgt connected lending are clearly necessary to reduce banksrisk exposure. These
cantake severa forms. Oneisthat there needsto be necessary disclosure of connected lending. Indeed,
one prominent feature of New Zed and'sdiscl osurerequirementsisthat theamount of lending to connected
personsismandatory. Inaddition, there need to be limits put on the amount of connected lending asa
share of bank capital. Indeed, athough New Zealand has gotten rid of much of thetraditional regulatory
guidelinesit till has chosen to have prudentid limits on the amount of connected lending. Most countries
have regulationslimiting connected lending and many emerging market countries have gricter limitsthanin
industrialized countries. However, akey problem in emerging market and transition countriesisthat
connected lending limits are often not enforced effectively. Folkerts-Landau, et d. (1995) have pointed
out that bank examinersin Asiahave often not been able to assess the exposure of banksto connected
lending because of the use of dummy accounts or the lack of authority for the examinersto trace wherethe
fundsareused. Strong effortstoincreasedisclosureand increased authority for bank examinersto examine
the books of the banksto root out connected lending iscrucid if thissource of mora hazard isto be kept

under control.

3.4 Legal and Judicial Systems

Thelegd andjudicid systemsare very important for promoting the efficient functioning of thefinancia
system and theinadequacies of legal systemsin many countriesareaseriousproblem for financia markets.
If property rights are unclear or hard to enforce, the process of financia intermediation can be severely
hampered. Collatera can be an effective mechanism to reduce adverse selection and moral hazard
problemsin credit markets because it reduces the lender'slossesin the case of adefault. However, in

many developing countries, the legal system prevents the use of certain assets as collateral or makes
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attaching collateral acostly and time-consuming process, thereby reducing the effectiveness of collatera
to solve asymmetric information problems.” Similarly, bankruptcy proceduresin devel oping countriesare
frequently very cumbersome (or even nonexistent), resultinginlengthy delaysin resolving conflicting dams.
Resolution of bankruptciesin which the books of insolvent firmsare opened up and assetsare redistributed
can be viewed as a process to decrease asymmetric information in the marketplace. Furthermore, sow
resolution of bankruptcies can delay recovery from afinancid criss because only when bankruptcies have

been resolved is there enough information in the financial system to restore it to a healthy operation.

3.5 Market-Based Discipline

There aretwo problemswith relying on bank examinersto control risk-taking by banks. First,
banks haveincentivesto keep information away from bank examiners so that they are not restricted in their
activities. Thusevenif bank examiners are conscientious they may not be able to stop the banksfrom
engaging in risky activities. Second, isthat because of the principal-agent problem, bank supervisors may
engage in regulatory forbearance and not do their jobs properly.

Ananswer to these problemsisto havethe market disciplinefinancid ingtitutionsif they aretaking
ontoo muchrisk. Wehavea ready mentioned that disclosure requirements can help provideinformation
to the marketswhich may help them monitor financia ingtitutions and keep them from taking on too much
risk. Two additional stepsmay help increase market discipline. Oneisto requirethat banks have credit
ratings. Aspart of the BASIC (which stands for bonds, auditing, supervision, information and credit
ratings) supervisory systemimplementedin Argentinain December 1996 istherequirement that every bank
have an annua rating provided by arating agency registered with the central bank.”® Ingtitutionswith more
than $50 million in assets are required to have ratings from two rating agencies. Aspart of thisscheme,
the Argentinean central bank isresponsblefor performing an after thefact review of the credit ratingsto

For example, see Rojas-Suarez and Weisbrod (1996)

8See Banco Centra delaRepublica Argentina(1997) and Calomiris (1998) for adescription of the
Argentine BASIC system.
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check if therating agencies are doing areasonable job. Asof January 1998, these credit ratings must be
published on billboardsin the banks and these ratings must also appear on al deposit certificatesand all
other publications related to obtaining funds from the public. As part of New Zealand's disclosure
requirements, al banksmust prominently display their credit ratings on their long-term senior unsecured
ligbilities payablein New Zedand, or dternatively, indicateif they do not haveacredit rating. Clearly, the
lack of acredit rating or apoor credit rating is expected to cause depositors and other creditors to be
reluctant to put their fundsin the bank, thus giving the bank incentivesto reduceitsrisk taking and boost
itscredit rating. Thishasahigher likelihood of working in Argentinaand New Zealand because both
countries do not have government deposit insurance.

Another way to impose market discipline on banksisto require that they issue subordinated debt
(uninsured debt that isjunior to insured deposits, but senior to equity). Subordinated debt, particularly if
it hasacelling on its the spread between its interest rate and that on government securities, can be an
effectivedisciplining device. If the bank isexposed to too muchrisk, itisunlikely to be ableto sall its
subordinated debt. Thus, compliancewith the subordinated debt requirement will beadirect way for the
market to force banksto limit their risk exposure. Alternatively, deposit insurance premiums could be
charged according to the interest rate on the subordinated debt. Not only would the issuance of
subordinated debt directly help reduceincentivesfor banksto engagein risky activities, but it can also
provide supplemental information to bank examinersthat can help them in their supervisory activities. In
addition, information about whether banks are successful inissuing subordinated debt and the interest rate
on thisdebt can help the public eva uate whether supervisors are being sufficiently tough on a particular
banking institution, thus reducing the scope of the principal-agent problem.

Argentina has implemented a subordinated debt requirement in itsBASIC program, athough
without an interest rate cap, which took effect on January 1998. Asreported in Caomiris (1998), initidly
about half of the banks have been ableto comply with thisrequirement. Interestingly, asexpected, itisthe
weakest banksthat have had troubleissuing subordinated debt. Thus, the subordinated debt requirement
lookslikeit will have theintended effect of promoting discipline onthebanks. However, it fill remainsto

be seen how the Argentinean authoritieswill respond to thefact that many banksare not in compliancewith

29



thisregulation. Thusit istoo early to tell how successful the subordinated debt requirement will be.

3.6 Entry of Foreign Banks

Many countries haverestrictionson theentry of foreign banks. Rather than seeing foreign banks
asathreat, their entry should be seen asan opportunity to strengthen the banking system. Indl but afew
large countries, domestic banks are unableto diversify becausetheir lending is concentrated in the home
country. In contrast, foreign banks have more diversified portfoliosand a so usually have accessto sources
of fundsfrom al over theworld through their parent company. Thisdiversfication meansthat theseforeign
banks are exposed to lessrisk and are less affected by negative shocksto the home country's economy.
Because many emerging market and transition economiesaremorevol atilethan industrialized countries,
having alarge foreign component to the banking sector is especiadly vauable because it hdpsinsulate the
banking system from domestic shocks. Encouraging entry of foreign banksisthuslikely to lead to a
banking and financial system that is substantially less fragile and far less prone to crisis.

Another reason for encouraging entry of foreign banksisthat this can encourage adoption of best
practice in the banking industry. Foreign banks come with expertisein areaslikerisk management. As
mentioned earlier, when bank examinersin acountry seebetter practicesin risk management, they can
spread these practi ces throughout their country's banking system by downgrading banks who do not adopt
these practices. Having foreign banksto demondtrate the latest risk management techniques can thus lead
to improved control of risk inthe home country'sbanking system. Clearly, there are dso benefitsfrom the
increased competition that foreign bank entry bringsto the banking industry in the home country. Entry of
foreign banks should thus be encouraged becauseit will lead to improved management techniquesanda

more efficient banking system.

3.7 Capital Controls
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In the aftermath of the recent financia crisesinMexico and East ASa, inwhich thecrisiscountries
experienced large capitd inflows beforethe crissand large capita outflows after the crisis, much attention
has been focused on whether international capital movements are amajor source of financial instability.
Theasymmetricinformationanaysisof the cris ssuggeststhat international capital movementscan havean
important rolein producing financial instability, but aswe have seen thisis because the presence of a
government safety net withinadequate supervision of bankingingtitutionsencouragescapitd inflowswhich
lead to alending boom and excessiverisk-taking on the part of banks.”® Consistent with thisview, Gavin
and Hausman (1996) and Kaminsky and Reinhart (1996) do find that lending booms are apredictor of
banking crises, yet it isby no meansclear that capital inflowswill produce alending boom which causes
a deterioration in bank balance sheets. Indeed, Kaminsky and Reinhart (1996) find that financia
liberaization, rather than balance of payments developments inflows, appearsto be amore important
predictor of banking crises.

Capital outflows have a so been pointed to asasource of foreign exchange crises, which aswe
have seen, can promotefinancia ingtability in emerging market countries. Inthisview, foreignerspull their
capital out of country and the resulting capital outflow iswhat forcesacountry to devalueits currency.
However, as pointed out earlier, akey factor leading to foreign exchange crises are problemsin the
financia sector which lead to the specul ative attack and capital outflows. With thisview, the capitd
outflow which is associated with the foreign exchange crisisis asymptom of underlying fundamenta
problemsrather than acause of the currency criss.  The consensusfrom many empirica studies[seethe
excdlent survey in Kaminsky, Lizondo and Reinhart (1997)] providessupport for thisview because capita
flow or current account measures do not have predictive power in forecasting foreign exchange crises,
while a deeper fundamental such as problems in the banking sector helps predict currency crises.

The analysis here therefore does not provide a case for capital controls such as the exchange
controlsthat have recently been adopted in Maaysia. Exchange controlsare like throwing out the baby
with the bath water. Capital controls have the undesirable festure that they may block fundsfrom entering
acountry which will be used for productive investment opportunities. Although these controls may limit

9See Calvo, Leiderman and Reinhart (1994) for amodel of this process.
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thefue supplied tolending boomsthrough capital flows, over timethey produce substantia distortionsand
misallocation of resources as househol ds and businessestry to get around them. Indeed, thereare serious
doubts asto whether capital controls can be effective in today's environment in which trade is open and
where there are many financial instruments that make it easier to get around these controls.

On the other hand, thereisastrong caseto improve bank regulation and supervision so that capita
inflows arelesslikely to produce alending boom and excessive risk taking by banking ingtitutions. For
example, banks might be restricted in how fast their borrowing could grow and this might havethe impact
of substantidly limiting capital inflows. These prudentia controls could be thought of asaform of capita
controls, but they are quite different than the typical exchange controls. They focus on the sources of
financid fragility, rather than the symptoms, and supervisory controlsof thistype can enhancetheefficiency
of the financial system rather than hampering it.

3.8 Reducing Inappropriate Government I nterventionsin Financial Markets

A feature of many countries financia systems, particularly in emerging market and transition
countries, is government interventions to direct credit either to themselves or to favored sectors or
individuasintheeconomy. Governmentseither do thisby setting interest ratesat artificidly low levelsfor
certain types of loans, by creating devel opment financeinstitutions to make specific types of loans, by
Setting up state-owned banks that can provide funds to favored entities, or by directing private ingtitutions
tolendto certainentities. Privateingitutionsclearly have anincentiveto solve adverse sdection and morad
hazard problemsand lend to borrowerswho have productiveinvestment opportunities. Governmentshave
lessincentive to do so because they are not driven by the profit motive and so their directed credit
programsor state-owned banksarelesslikey to channel fundsto those borrowerswho will hel p produce
high growth of theeconomy. Thistype of government interventionin the credit marketsisthereforelikely
to be result in less efficient investment and slower growth and should be curtailed.

The absence of aprofit motive also meansthat state-owned banks are lesslikely to manage risk
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properly and beefficient. Thusitisnot surprising that state-owned banksusudly end up having larger loan
lossratios than private ingtitutions, and countries with the highest share of state-owned banks, on average,
are also the ones with a higher percentage of non-performing loans and higher operating costs® Thusthe
presence of state-owned banks can substantially weaken the banking system. The inefficiency of state-
owned banks and their higher loan losses strongly argue for privatization of the banking sector. However,
even privatization must be managed properly or it can lead to disaster. If purchasers of banks are those
who arelikely to engagein excessiverisk taking or even fraud, the possibility that banking problemswill
aiseinthefutureare high. Alsoif purchasersof banksare alowed to putin very little of their own capita
into the bank, they may aso have strong incentives to engage in risky activities at the depositors and
taxpayersexpense. These potentia downsides of privatization do not indicate that privatization should be
avoided, but rather that the chartering or licensing process should be sufficiently stringent to screen out bad
owners, making surethat bank ownership goesto individua swhowill improve bank performance over the

previous government managers.

3.9 Restrictions on Foreign-Denominated Debt

Theasymmetricinformation view of financia crisesindicatesthat adebt structure with substantid
foreign-denominated debt, asistypicad in many emerging market countries, makesthefinancid sysem more
fragile. Currency crises and devaluations do trigger full-fledged financia crisesin countrieswith foreign-

denominated debt, while thisis not the case for countrieswhose debt is denominated in domestic currency.

The presence of foreign-denominated debt also makesif far more difficult for acountry to recover
fromafinancial crisis. Industrialized countrieswith debt denominated in domestic currency can promote
recovery by pursuing expansonary monetary policy by injecting liquidity (reserves) into thefinancid system.
Injecting reserves, either through open market operations or by lending to the banking sector, causesthe

money supply to increase, which in turnsleads to a higher pricelevel. Given that debt contracts are

“See Goldstein and Turner (1996).
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denominated in domestic currency and many debt contracts and are often of fairly long duration, the
reflation of the economy causesthe debt burden of householdsand firmstofal, thereby increasing their net
worth. Asoutlined earlier, higher net worth then leads to reduced adverse sel ection and mora hazard
problemsin financia markets, undoing the increasein adverse sdection and mora hazard problemsinduced
by thefinancid crigs. Inaddition, injecting liquidity into the economy raises asset pricessuch asland and
stock market values, which also causean improvement in net worth and areduction in adverse selection
and moral hazard problems. Also, as discussed in Mishkin (1996b), expansionary monetary policy
promotes economic recovery through other mechanisms involving the stock market and the foreign
exchange market.

A second method for acentral bank to promote recovery from afinancia crisisisto pursuethe so-
called lender-of-last-resort rolein which the central bank standsready tolend fredy during afinancid criss.
By restoring liquidity to thefinancial sector, thelender of last resort can hel p shore up the bal ance sheets
of financia firms, thereby preventing a systemic shock from spreading and bringing down the financia
sysem. Therearemany instancesof successful lender of last resort operationsinindustrialized countries
(e.g., seeMishkin, 1991); the Federal Reserve'sintervention on the day after the October 19, 1987 stock
market crash isone example. Indeed, what is striking about this episode is that the extremely quick
intervention of the Fed resulted not only in anegligibleimpact on the economy of the stock market crash,
but aso meant that the amount of liquidity that theFed needed to supply to the economy wasnot very large
(see Mishkin (1991).

However, if thefinancid system has alarge amount of foreign-denominated debt it may befar more
difficult for the central bank to promote recovery from afinancid criss. With thisdebt structure, acentra
bank can nolonger use expans onary monetary policy to promoterecovery fromafinancid criss. Suppose
that the policy prescriptionfor countrieswith littleforeign-denominated debt, that isexpans onary monetary
policy and reflation of the economy, were followed in acountry with alarge amount of foreign-denominated
debt. Inthiscasetheexpansonary monetary policy islikely to causethe domestic currency to depreciate
sharply. Aswe have seen before, the depreciation of the domestic currency leadsto adeteriorationin

firms and banks ba ance sheetsbecause much of their debt isdenominated in foreign currency, thusraising



the burden of indebtedness and lowering banks and firms net worth.

Thenet result of an expansionary monetary policy in acountry with alarge amount of foreign-
denominated debt isthat it hurtsthe balance sheets of households, firms, and banks. Thus, expansionary
monetary policy hasthe opposite result to that found in industrialized countries after afinancia crisis: it
causes a deterioration in balance sheets and therefore amplifies adverse selection and moral hazard
problems in financial markets caused by afinancia crisis, rather than ameliorates them as in the
industrialized country case.

For smilar reasons, lender-of-|ast-resort activitiesby acentral bank in aemerging markets country
with substantia foreign-denominated debt, may not be as successful asinaindustridized country. Centrd
bank lending to thefinancid system in the wake of afinancid crisswhich expands domestic credit might
lead to a substantial depreciation of the domestic currency, with the result that balance sheets will
deteriorate making recovery from thefinancid crisslesslikely. Theuse of the lender-of-last-resort role
by acentral bank istherefore much trickier in countrieswith alarge amount of foreign-denominated debt
because central bank lending is now atwo-edged sword.

The above arguments suggest that the economy would be far less proneto financid crisesand could
recover far more easily if the issuance of foreign-denominated debt was discouraged. Because much
foreign-denominated debt isintermediated through the banking system, regulationsto both restrict bank
lending and borrowinginforeign currenciescould greetly enhancefinancia stability. Smilarly, restrictions
on corporate borrowingin foreign currency or tax policiesto discourage foreign-currency borrowing could
hel p make the economy better able to withstand a currency depreciation without undergoing afinancia

crisis.
3.10 Financial Liberalization

Deregulationand liberalization of thefinancia system have swept through almost all countriesin
recent years. Although deregulation and liberalization are highly desirabl e objectives, the asymmetric

information framework in this paper indicates that if this process is not managed properly, it can be
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disastrous. If the proper bank regulatory/supervisory structure, accounting and disclosure requirements,
restrictions on connected lending, and well-functioning legal and judicia systemsare not in place when
liberalization comes, the appropriate constrai nts on risk-taking behavior will befar too weak. Theresult
will bethat bad loans are likely, with potentialy disastrous consequences for bank balance sheets a some
point in the future.

In addition, before liberali zation occurs, banksmay not have the expertise to make loanswisely,
and so opening them up to new lending opportunitiesmay aso lead to poor quality of theloan portfolio.
We havea so seenthat financia deregulation and liberalization often lead to alending boom, because of
both increased opportunitiesfor bank lending and financia degpening in which morefundsflow into the
banking system. Although financia deepening isapostive development for the economy in the long run,
inthe short run the lending boom may outstrip the available information resourcesin the financia system,
helping to promote a financial collapse in the future.

Thedangersinfinancia deregulation and liberaization do not mean that countries should not pursue
aliberdization strategy. To the contrary, financid liberdizationiscritica to theefficient functioning of
financia marketssothat they can channe fundsto thosewith themost productiveinvestment opportunities.
Getting funds to those with the most productive investment opportunitiesis especidly critical to emerging
market countries because theseinvestments can have especially high returns, thereby stimulating rapid
economic growth. However, proper sequencing of financid deregulation and liberdizationiscriticd toits
success. Itisimportant that policymakers put in place the proper ingtitutional structure before liberalizing
their financid systems, especidly if there are no restrictions on financia ingtitutions seeking funds abroad
or issuing foreilgn-denominated debt. Before financial marketsare fully liberalized, it is crucial that the
preceptsoutlined above beimplemented: provision of sufficient resourcesand statutory authority to bank
supervisors, adoption of prompt corrective action provisions, an appropriate focus on risk management,
independence of bank regulators/supervisors from short-run political pressure, increased accountability of
bank supervisors, limitations on too-big-to-fail, adoption of adequate accounting standards and disclosure
requirements, sufficient restrictions on connected lending, improvementsin thelega and judicia systems,

encouragement of market-based discipline, and encouragement of entry of foreign banks.
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Because the above measures arenot easy to ingtal quickly and because of the stressesthat rapid
expang on of thefinancia sector putson both manageria and supervisory resources, policymakersprobably
need to restrict the growth of credit when financial liberalization isput into place. Thiscan taketheform
of putting upper limitson loan-to-vaueratios, or for consumer credit, Setting maximum repayment periods
and minimum downpayment percentages. Banks could also be restricted in how fast certain types of their
loan portfoliosare dlowed to grow. In addition, a the beginning of the liberdization process, restrictions
on foreign-denominated debt and prudentia controlsthat might limit capital inflows may be necessary to
reduce the vulnerability of thefinancia system. Asthe appropriateinfrastructureis put into place, these
restrictions could and should be reduced. The bottom lineisthat, athough eventualy afull financia
liberalization should bethe god, financid liberalization needsto proceed at ameasured pace, with some
restrictions imposed along the way.

3.11 Monetary Policy

Although, thispaper'sfocusisonfinancia reform, it isaso important to recognizethat monetary
policy can play animportant rolein promoting financid stability. Indeed, | have argued esewhere (Mishkin,
1997D) that central bankersneed to focusasmuch on financial stability ason price sability. Price stability
isaworth god initsown right. Not only do public opinion surveysindicate that the public is very hogtile
toinflation, but thereis also mounting evidence from econometric studiesthat inflation is harmful to the
economy.*

Theasymmetricinformation analysis of financial crises provides additional reasonswhy price
dability issoimportant. Aswas mentioned earlier, when countries have apagt history of high inflation, debt
contracts are often denominated in foreign currencies. Aswe have seen, thisfeature of debt contracts

makes the financial system more fragile because currency depreciation can trigger afinancial crisis.

AInflation, particularly a high levels, isfound to be negatively associated with growth. At lower levels,
inflation isfound to lower thelevel of economic activity, dthough not necessarily the growth rate. Seethe
survey in Anderson and Gruen (1995) and Fischer (1993), one of the most cited papersin thisliterature.
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Achieving price stability isanecessary condition for having asound currency and with asound currency,
itisfar easier for banks, nonfinancia firmsand the government to rai se capital with debt denominatedin
domestic currency. Thusanother method for reducing an economy's dependence on foreign-denominated
debt and enhancing financial stability isthe successful pursuit of price stability.

Furthermore, centra bankswhich have successfully pursued price sability have sufficient credibility
so that expang onary monetary policy or alender-of-last-resort operationinthefaceof afinancia crisisis
lesslikdy to result in arisein inflation expectations and a sharp depreciation of the currency which would
harm balance sheets. Thus countries which have successfully pursued price stability have an enhanced

ability to use monetary policy tools to promote recovery from afinancial crisis.

3.12 Choice of Exchange Rate Regimes

Although we have seen that the pursuit of price stability can enhance financia stability and isthus
desirable, some methods of pursuing price stability can unfortunately promote financia instability. One
commonly used method to achieve price stability isto peg thevalue of itscurrency to that of alarge, low-
inflation country. 1nsome cases, thisstrategy involves pegging the exchangerate at afixed vaueto that
of the other country's currency so that itsinflation ratewill eventualy gravitate to that of the other country.
In other cases, acurrency the strategy involves a crawling peg or target in which one country's currency
isalowed to depreciate at asteady rate against that of another country so that its inflation rate can be
higher than that of the country to which it is pegged.

Although adhering to afixed or pegged exchange rate regime can be a successful strategy for
controlling inflation, the asymmetric information framework in this paper illustrates how dangerousthis
strategy can befor an emerging market country with alarge amount of foreign-denominated debt. Under
apegged exchange-rate regime, when asuccessful speculative attack occurs, the declinein the vaue of the
domestic currency is usudly much larger, more rapid and more unanticipated than when a depreciation
occursunder afloating exchange-rateregime. For example, during the Mexican crisisof 1994-1995, the

vaue of the peso fell by haf in only afew monthstime, whilein the recent Southeast Asan crigs, theword-

38



hit country Indonesiasaw seenits currency declineto lessthan one-quarter of itspre-crissvaue, dsoin
avery short period of time. The damage to balance sheets after these deva uations has thus been extremely
severe. InMexico, therewasaseverd-fold increasein the net debtor position of business enterprisesfrom
before the devaluation in December 1994 till March 1995, whilein Indonesiathe over four-fold increase
inthevaueof foreign debt arising from thecurrency collapsehasmadeit very difficult for Indonesanfirms
with appreciableforeign debt to remain solvent. The deterioration of nonfinancia firms balance sheets
leadsto adeteriorationin bank bal ance sheets because borrowersfrom the banks are now lesslikely to
be able to pay off their loans. The result of this collapse in balance sheets were sharp economic
contractions. InMexico, real GDP growth in the second and third quartersof 1995 fell to ratesaround
-10 percent, while current forecasts predict smilar rates of decline for Indonesia over the coming year.

Another potential danger from an exchange-rate peg isthat by providing amore stable vaue of the
currency, it might lower risk for foreign investors and thus encourage capitd inflows. Although these capita
inflows might be channeled into productive investments and thus stimul ate growth, they might promote
excessvelending, manifested by alending boom, because domestic financid intermediaries such asbanks
play akey roleinintermediating these capital inflows[Calvo, Leiderman and Reinhart (1994)]. Indeed,
Folkerts-Landau, et. d (1995) found that emerging market countriesin the Asian-Pecific region with the
largenet private capita inflowsalso experienced largeincreasesintheir banking sectors. Furthermore, if
the bank supervisory processiswesk, asit often isin emerging market and trangition countries, so that the
government safety net for banking ingtitutions crestesincentivesfor themto takeon risk, thelikelihood that
acapitd inflow will produce alending boom isthat much greater. With inadequate bank supervision, the
likely outcome of alending boom is substantial |oan losses and a deterioration of bank balance sheetsand
apossible financial crisis.?

A flexible exchange rate regime has the advantage that movementsin the exchange rate are much

ZGavin and Hausman (1996) and Kaminsky and Reinhart (1996) do find that lending booms are a
predictor of banking crises, yet it islessclear that capitd inflowswill producealending boomwhich causes
adeteriorationin bank balance sheets. Kaminsky and Reinhart (1996), for example, find that financia
liberaization, rather than balance of payments developments inflows, appearsto be amore important
predictor of banking crises.
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less nonlinear than in apegged exchangerate regime. Indeed, the daily fluctuationsin the exchangerate
in aflexible exchange rate regime have the advantage of making clear to private firms, banks, and
governmentsthat thereis substantia risk involved inissuing liabilities denominated in foreign currencies.
Furthermore, adepreciation of the exchangerate may provide an early warning sgna to policymakersthat
their policies may have to be adjusted in order to limit the potential for afinancial crisis.
Theconclusionisthat apegged exchangerateregimemay increasefinancid ingtability inemerging
market and transition countries. However, this conclusion does not indicate that fixing or pegging an
exchange rate should never be used to control inflation. Indeed, countries with a past history of poor
inflation performance may find that only with avery strong commitment mechanism to an exchangerate peg
(asinacurrency board) caninflation be controlled.” However, the analysis does suggest that countries
using this strategy to control inflation must actively pursue policiesthat will promote a healthy banking
system. Furthermore, if acountry hasaninstitutiona structureof afragile banking system and substantia
debt denominated in foreign currencies, using an exchange rate peg to control inflation can be avery

dangerous strategy indeed.*

4.
Conclusions and Directions for Future Resear ch

Getting thefinancia system to do itsjob properly of channeling funds to those with productive
investment opportunitiesis crucia to the well-being of the economy. This paper has outlined alarge
number of financial market reformsthat can help achievethisgod. Clearly, thereismuch further research
to be done on additiona reformsthat can help make the financia system more efficient and stable. An

extremely active area of research ison how to improve bank supervision. A particular challenge hereis

2See Mishkin (1998h).

#See Obstfeld and Rogoff (1995) for additional arguments asto why pegged exchange rate regimes
may be undesirable.
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that the traditiona forms of bank supervision that have focused on bank capitd may belessrdevant inthe
future because of the speed with which banks canlose capital intoday'sworld with financia instruments
that makeit easy for financia indtitutionsto make huge betsquickly. Researchistherefore needed to refine
risk management procedures and to help supervisors assess whether appropriate risk management
procedures arein place. In addition, research on how to make greater use of the market to discipline
financia ingtitutions so that they do not take on excessiverisk isalso needed. The use of subordinated debt
isoneway to provide market discipline, and research on how subordinated debt requirements might work
to deter excessverisk taking will bevery vauable. Indeed, subordinated debt requirements are being tried
out in Argentina, and important research will almost surely result to see whether this experiment will
succeed or fail.

Although the basic outline of what reforms are needed in emerging market countriesis reasonably
clear,itisstriking how difficult itisto get these countriesto adopt them. Indeed, no matter what regulations
arewritten down on paper, they are unlikely to succeed if politicd ingtitutions do not support their working
effectively. We have seen that the principal-agent problem created by the political process has often
resulted in inadequate bank supervisonthat hasledto disaster. Thusan extremely important direction for
future research isto focus on the political economy of financial sector reform to see which ingtitutional
setups are likely to promote and sustain reforms that promote financial stability.

Thispaper hastried to demonstrate that implementing theright set of financial market reformsis
crucial to the health of the economy. Recent eventsdemonstratethat not implementing thesefinancia
market reforms at aminimum can retard growth, but can also |eave theeconomy susceptibleto financia
disastersthat canimpose extreme hardship onthepublic. Therefore, athough implementing thesereforms

successfully isfar from atrivial task, governments must put the highest priority on doing so.
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