Bardn W AvRbigtecigb$ércth @t BiiRzbehibersiey , FreoNatdo ahB iremnoi ECoisemio Reseayily dahect\Gwlohtries,"”

FINANCIAL POLICIES AND
THE PREVENTION OF FINANCIAL CRISES
IN EMERGING MARKET ECONOMIES

by
Frederic S. Mishkin

Graduate School of Business, Columbia University
and
National Bureau of Economic Research

UrisHal 619
Columbia University 2
New York, New York 10627
Phone;212-854-3488, Fax: 212316-9219
E-mail: fsm3@columbiagiu

21, 2000. Any views
d in this paper are tho



Financid Policies and the Prevention of Financid Crises
in Emerging Market Countries
December 2000

ABSTRACT

This paper outlines a set of financid policies that can hedp make financid crises less likely in
emerging market countries. To judtify these policies, the paper firg explains what afinancid crissis, the
factors that promote a financid crisis and the dynamics of afinancid criss. It then examinestwelve basc
areas of financid policiesto prevent financid crises 1) prudentia supervision, 2) accounting and disclosure
requirements, 3) lega andjudicid systems, 4) market- based discipline, 5) entry of foreign banks, 6) capita
controls, 7) Reduction of the role of state-owned financid inditutions, 8) redtrictions on foreign-
denominated debt, 9) dimination of too-big-to-fall in the corporate sector, 10) sequencing financid
liberdization, 11) monetary policy and price gahility, 12) exchange rate regimes and foreign exchange
reserves.

Frederic S. Mishkin

UrisHdl 619

Graduate School of Business
Columbia Universty

New York, New York 10027
and NBER
fsm3@columbia.edu



1.
Introduction

In recent years, financia crises have been a common occurrence in emerging market (and
trangition) countries with devadtating consequences for their economies. For example, the financid crises
that struck Mexico in 1994 and the East Asian countriesin 1997 ledto afal in the growth rate of GDPon
the order of ten percentage points.  The financid crisesin Russiain 1998 and Ecuador in 1999 have had
smilar negetive effects on red output. Not only did these crises lead to sharp increasesin poverty, but to
political instability aswell.

Giventheharmful effectsand increased frequency of financid crisesin emerging market countriesin
recent years, aissuethat isnow high on the agendaof policymakersthroughout the world isthe prevention
of these crises. Specificaly, what financid policies can hep make crises less likely?

Thispaper examinesthisquestion by first devel oping aframework for understanding what afinanciad
crigsisin emerging market countries and the dynamic process through which these crises occur. It then

uses this framework to examine what particular financia policies may help to prevent financid crises.

2.
What isa Financial Crigs?

A financid system performs the essentid function of channeling fundsto thoseindividuas or firms
that have productiveinvesment opportunities. Todo thiswell, participantsin financid marketismust beable
to make accurate judgements about which investment opportunities are more or less creditworthy. Thus, a
financid system mugt confront problems of asymmetricinformetion, in which one party to afinancid contract
has much less accurate information than the other party. For example, borrowers who take out loans

usudly have better information about the potentia returnsand risk associated with the investment projects
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they plan to undertake than lendersdo. Asymmetricinformation leadsto two basic problemsin thefinancid
systemn (and elsewhere): adverse selection and moral hazard.

Adverse sdlection occurs before the financia transaction takes place, when potentia bad credit
risks arethe oneswho most actively seek out aloan. For example, those who want to takeon big risksare
likely to be the most eager to take out a loan, even at a high rate of interest, because they are less
concerned with paying theloan back. Thus, thelender must be concerned that the partieswho arethe most
likely to produce an undesirable or adverse outcome are most likely to be selected as borrowers. Lenders
may thus steer away from making loans a high interest rates, because they know thet they are not fully
informed about the quality of borrowers, and they fear that someonewilling to borrow a ahigh interest rate
ismorelikely to bealow-quality borrower who islesslikely torepay theloan. Lenderswill try to tacklethe
problem of asymmetric information by screening out good from bad credit risks. But this process is
inevitably imperfect, and fear of adverse selection will lead lendersto reduce the quantity of loansthey might
otherwise make.

Mora hazard occurs after the transaction takes place. It occurs because aborrower hasincentives
to invest in projects with high risk in which the borrower does well if the project succeeds, but the lender
bears most of thelossif the project fails. A borrower aso hasincentivesto misallocate fundsfor persona
use, to shirk and not work very hard, and to undertakeinvestment in unprofitable projectsthat serve only to
increase persona power or stature. Thus, alender subjected to the hazard that the borrower hasincentives
to engage in activitiesthat are undesirable from the lender's point of view: that is, activitiesthat makeit less
likely that the loan will be paid back. Lenders do often impose redirictions (restrictive covenants) on
borrowers so that borrowers do not engage in behavior that makesit lesslikely that they can pay back the
loan. However, such restrictions are cogtly to enforce and monitor, and inevitably somewhat limited in their
reach. Thepotentid conflict of interest between the borrower and lender semming from mord hazard again
impliesthat many lenderswill lend lessthan they otherwise would, so thet lending and investment will be at
suboptimal levels.

The asymmetric information problems described above provides a definition of what a financid
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A financial crisisisadisruption tofinancial marketsin which adver se selection and mor al
hazard problems become much wor se, so that financial markets are unableto efficiently

channd fundsto those who have the most productive investment opportunities.

A finandid crigsthusresultsin theinability of financid marketsto function efficiently, which leadsto asharp

contraction in economic activity.

3.
Factors Promoting Financial Crises

Toflesh out how afinancid criss comes about and causes adeclinein economic activity, we need
to examine the factors that promote financia crises and then go on to look at how these factors interact
dynamically to produce financid crises.

There arefour types of factors that can lead to increases in asymmetric information problems and
thusto afinancid crigs: 1) deterioration of financial sector balance sheets, 2) increasesin interest rates, 3)

increases in uncertainty, and 4) deterioration of nonfinancia baance sheets dueto changesin asset prices.
3.1 Deterioration of Financial Sector Balance Sheets

The literature on asymmetric information and financid structure (see Gertler, 1988 and Bernanke,
Gertler and Gilchrigt, 1998 for excedlent surveys), explanswhy financid intermediaries (commercia banks,
thrift indtitutions, finance companies, insurance companies, mutua funds and penson funds), play such an
important role in the financid system. They have both the ability and the economic incentive to address
asymmetricinformation problems. For example, banks have an obvious ability to collect information at the
time they consder making a loan, and this ability is only increased when banks engage in long-term
customer reationships and line of credit arrangements. In addition, their ability to scrutinize the checking

account balances of their borrowers provides banks with an additiond advantage in monitoring the



borrowers behavior. Banks aso have advantages in reducing moral hazard because, as demongtrated 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 sincethey can use
thethreat of cutting off lending in thefutureto improve aborrower'sbehavior. Banks naturd advantagesin
collecting information and reducing mord hazard explain why banks have such animportant rolein financia
markets throughout the world. Indeed, the geater difficulty of acquiring information on private firmsin
emerging market countries explains why banks play a more important role in the financid sysems in
emerging market countries than they do in indudtridized countries (Rojas- Suarez and Weisbrod, 1994).

Banks (and other financid intermediaries) have an incentiveto collect and produce such information
because they make private loans that are not traded, which reduces free rider problems. In markets for
other securities, like stocks, if some investors acquire information that screens out which stocks are
undervalued and then they buy these securities, other investors who have not paid to discover this
information may be ableto buy right dong with thewd-informed invetors. If enough free-riding investors
can do this and the price is bid up, then investors who have collected information will earn less on the
securities they purchase and will thus have less incentive to collect this information. Once investors
recognize that other investorsin securities can monitor and enforce redtrictive covenants, they will aso want
to free ride on the other investors monitoring and enforcement. Asaresult, not enough resources will be
devoted to screening, monitoring and enforcement. But because the loans of banks are private, other
investors cannot buy the loans directly, and free-riding on banks restrictive covenantsismuch trickier than
smply following the buying patterns of others. Asareault, investorsarelessableto freeride off of financial
indtitutionsmaking private loanslike banks, and Snce banksreceive the benefits of screening and monitoring
they have an incentive to carry it out.

Thespecid importance of banksand other financid intermediariesinthefinancid sysemimpliesthat
if their ability tolend isimpaired, overdl lending will decline and the economy will contract. A deterioration
in the balance sheets of financid intermediaries indeed hinders their ability to lend and isthus a key factor
promoting financid crises.

If banks (and other financid intermediaries making loans) suffer a deterioration in their balance
sheets, and so have asubstantia contraction intheir capita, they havetwo choices: either they can cut back
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on their lending; or they can try to raise new capitd. However, when these ingtitutions experience a
deteriorationin their balance sheets, it isvery hard for them to raise new capitd at areasonable cost. Thus,
the typical response of financid ingtitutions with weakened balance sheetsis a cortractionin their lending,
which dows economic activity. Recent research suggests that weak balance sheetsled to acapital crunch
which hindered growth in the U.S. economy during the early 1990s (e.g., see Bernanke and Lown, 1991,
Berger and Uddll, 1994, Hancock, Laing and Wilcox, 1995, and Peek and Rosengren, 1995, and the
symposium published in Federal Reserve Bank of New Y ork, 1993).

If the deterioration in bank balance sheets is savere enough, it can even lead to bank panics, in
which there are multiple, smultaneous falures of banking inditutions.  Indeed, in the absence of a
government safety net, there is some risk that contagion can spread from one bank failure to another,
causing even hedthy bankstofail. The source of the contagionisagain asymmetric information. Inapanic,
depositors, fearing the safety of their deposits and not knowing the qudity of the banks loan portfolios,
withdraw their depositsfrom the banking system, cauising acontraction inloansand amultiple contractionin
deposits, which then causes other banks to fail. In turn, the failure of a bank means the loss of the
information relationships in which that bank participated, and thus a direct loss in the amount of financid
intermediation that can be done by the banking sector. The outcomeisan even sharper declineinlendingto
facilitate productive investments, with an additiond resulting contraction in economic activity.

3.2 Increasesin Interest Rates

Asymmetric information and the resulting adverse selection problem canlead to “credit retioning,” in
which some borrowers are denied loans even when they arewilling to pay ahigher interest rate (Stiglitz and
Weiss, 1981). Thisoccurs because asinterest ratesrise, prudent borrowers are morelikely to decidethat
it would be unwiseto borrow, while borrowerswith theriskiest investment projects are often thosewho are
willing to pay the highest interest rates, since if the high-risk investment succeeds, they will be the main
beneficiaries. Inthis setting, a higher interest rate leadsto even greater adverse selection; thet is, the higher
interest rate increasesthe likeihood that the lender islending to abad credit risk. Thus, higher interest rates
can be one factor that helps precipitate financia ingtability, because lenders recognize that higher interest



raesmean adilutioninthequdlity of potentid borrowers, and arelikely to react by taking astep back from
their busness of financid intermediation and limiting the number of loans they make.

Increasesin interest rates can aso have a negative effect on bank balance sheets. The traditiona
banking business involves "borrowing short and lending long;" that is, taking deposts which can be
withdrawn on demand (or certificates of deposit that can bewithdrawnin amatter of months) and making
loans that will be repaid over periods of years or sometimes even decades. In short, the assets of a bank
typicaly havelonger duration assststhanitsligbilities. Thus, ariseininterest rates directly causesadecline
in net worth, becausein present valueterms, the interest-raterise lowersthe vaue of assetswith their longer

duration more than it raises the value of liabilities with their shorter duration.

3.3 Increasesin Uncertainty

A dramdic increase in uncertainty in financia markets makes it harder for lenders to screen out
good from bad credit risks. The lessened ability of lenders to solve adverse sdection and mora hazard
problems rendersthem lesswilling to lend, leading to adeclinein lending, investment, and aggregete activity.
Thisincrease in uncertainty can sem from afailure of a prominent financid or nonfinancid indtitution, or
from arecesson, but of even more importance in emerging market countriesit can result from uncertainty

about the future direction of government palicies.

3.4 Deterioration of Nonfinancial Balance Sheets

The date of the baance sheet of nonfinancia firms is the most critica factor for the severity of
asymmetric information problemsin the financid system. If thereisawidespread deterioration of balance
sheetsamong borrowers, it worsens both adverse sdection and mora hazard problemsin financia markets,
thus promoting financid ingability. This problem can arise in avariety of ways.

For example, lenders often use collateral asan important way of addressng asymmetricinformation
problems. Collatera reducesthe consequences of adverse salection or mora hazard becauseit reducesthe



lender's losses in the case of adefault. If aborrower defaults on aloan, thelender can sdll the collaterdl to
make up for at least some of the losses on the loan. But if asset pricesin an economy fall, and the vaue of
collaterd fals aswdl, then the problems of asymmetric information suddenly rear their heads.

Net worth can perform a Smilar role to collaterdl. If a firm has high net worth, then even if it
defaults on its debt payments, the lender can take title to the firm's net worth, sdl it off, and use the
proceeds to recoup some of the lossesfrom theloan. High net worth also directly decreasesthe incentives
for borrowersto commit mora hazard because borrowers now have more at stake, and thusmoreto lose,
if they default on their loans. The importance of net worth explains why stock market crashes can cause
financid ingability. A sharp declinein the stock market reduces the market vauation of afirms net worth,
and thus can increase adverse sdlection and mora hazard problems in financid markets (Bernanke and
Gertler, 1989; Calomiris and Hubbard, 1990). Since the stock market decline which reduces net worth
increases incentives for borrowers to engage in mora hazard, and since lenders are now less protected
againg the consequences of adverse sdection because the vaue of net assets is worth less, lending
decreases and economic activity declines.

Increasesin interest rates not only have adirect effect on increasing adverse selection problems, as
described earlier, but they may dso promotefinancia ingtability through bothfirms and households baance
shedts. A riseininterest rateswill increased households and firms interest payments, decrease cash flow
and thus cause a deterioration in their balance sheets, as pointed out in Bernanke and Gertler's (1995)
excdlent survey of the credit view of monetary transmission. Asaresult, adverse selection and mora hazard
problems become more severe for potentia lenders to these firms and households, leading to adeclinein
lending and economic activity. There is thus an additiona reason why sharp increasesininterest ratescan
be an important factor leading to financid ingability.

Unexpected changes in the rate of inflation can aso affect balance sheets of borrowers. In
economiesinwhich inflation has been moderate for along period of time, debt contractswith long duration
haveinterest paymentsfixed in nomind termsfor asubstantia period of time. Wheninflation turnsout to be
less than anticipated, which can occur ether because of an unanticipated disinflation as occurred in the
United States in the early 1980s or by an outright deflation as has occurred in Japan more recently, the
vaue of firms ligbilitiesin redl terms rises, and its net worth in redl terms declines. The reduction in net
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worth then increases the adverse sdlection and mord hazard problems facing lenders, and reduces
investment and economic activity.

In emerging market economies, adecline in unanticipated inflation does not have the unfavorable
direct effect on firms balance sheetsthat it hasin industriaized countries. Debt contracts are of very short
duration in many emerging market countries, and since the terms of debt contracts are continually repriced
to reflect expectations of inflation, unexpected inflation hasllittle red effect. Thus, one mechaniam that has
played arolein indudtrialized countriesto promote financid ingtability hasno rolein many emerging market
countries.

Ontheother hand, emerging market economiesfaceat least onefactor affecting baance sheetsthat
can be extremdy important in precipitating financid ingtability that is not important in most indugtridized
countries: unanticipated exchange rate depreciation or deva uation. Because of uncertainty about the future
value of the domegtic currency, many nonfinancia firms, banks and governments in emerging market
countries find it much easer to issue debt if the debt is denominated in foreign currencies. With debt
contracts denominated in foreign currency, when thereis an unanticipated depreciation or devalugtion of the
domestic currency, the debt burden of domestic firmsincreases. Since assatsaretypicaly denominatedin
domestic currency and so do not increase in vaue, there is a resulting decline in net worth.  This
deterioration in balance sheetsthen increases adverse salection and mora hazard problems, which leadsto

financid ingtability and a sharp dedline in investment and economic activity.

4,
Dynamicsof Financial Crises

Financid crisesin emerging marketsundergo severd stages. Thereisaninitid sageduringwhicha
deterioration in financid and nonfinancia baance sheets occur, and which promotes the second stage, a
currency criss. The third stage is a further deterioration of financid and nonfinancia balance sheets that

occurs as aresult of the currency crigs, and this stage is the one that tips the economy over into a full-



fledged financid crigs with its devastating consequences.

4.1 Initial Stage: Runup to the Currency Crisis

The fird dage leading up to afinancid criss in emerging market countries has typicdly been a
financid liberdization, which involved lifting restrictions on both interest- rate callings and the type of lending
alowed and often privatization of thefinancid sysem. Asareault, lending increased dramaticaly, fed by
inflows of internationd capitd.

Of course, the problem was not that lending expanded, but rather that it expanded so rapidly that
excessive risk-taking was the result which led to an increase in nonperforming loans. For example, In
Mexico and the East Adan crids countries, the estimated percentage of loans that were nonperforming
increased to over ten percent before the financid crisis struck (Mishkin, 1996a, Goldstein, 1998, and
Corsetti, Pesenti and Roubini, 1998), and these estimates were probably grosdy understated. This
excessverisk-taking occurred for two reasons. First, banksand other financia ingtitutionslacked thewell-
trained | oan officers, risk- assessment systems, and other management expertiseto evauate and respond to
risk appropriately. This problem was made even more severe by the rapid credit growth in alending boom
which gretched the resources of the bank supervisors who aso failed to monitor these new loans
appropriately. Second, emerging market countries such as Mexico, Ecuador, the East Asan crisscountries
and Russia were notorious for wesk financid regulation and supervison. (In contrast, the noncrisis
countriesin east Asia, Singapore, Hong Kong and Taiwan had very strong prudentia supervison.) When
financid liberaization yielded new opportunitiesto take on risk, these weak regul atory/supervisory systems
could not limit the mora hazard created by the government safety net, and excessive risk-taking wasone
result. Even as government failed in superviang finendd inditutions, it was effectively offering an implicit
safety net that these indtitutions would not be alowed to go broke, and thus reassuring depositors and
foreign lendersthat they did not need to monitor these ingtitutions, Sncetherewerelikely to be government
bailouts to protect them.

It is important to note that banks were not the only source of excessive risk taking in financia



systemsof crisscountries. In Thailand, finance companies, which were essentialy unregulated, were @ the
forefront of red estate lending and they werethefirst to get into subgtantid difficultiesbeforethe 1997 crids
(Ito, 1998). In Korea, merchant banks, which were primarily owned by the chaebols and were again
virtudly unregulated, expanded their lending far morerapidly than the commercia banksand wereextremely
activein borrowing abroad in foreign currency (Hahm and Mishkin, 2000). Banksin these countriesaso
expanded their lending and engaged in excessive risk taking asaresult of financid liberdization and wesk
prudentia supervison, but the fact that they received more scrutiny did put some redtraints on their
behavior.

A dangerous dynamic emerged. Oncefinancia liberdization was adopted, foreign capita flew into
banks and other financid intermediariesin these emerging market countries becausethey paid highyiddsin
order to atract fundsto rgpidly increasetheir lending, and because such invesmentswere viewed aslikely
to be protected by a government safety net, either from the government of the emerging market country or
from internationdl agencies such as the IMF.  The capitd inflow problem was further simulated by
government policiesof keeping exchangerates pegged to the dollar, which probably gave foreign investors
asenseof lower risk. In Mexico and East Asacapitd inflows averaged was over 5 percent of GDPinthe
three years leading up to the crises. The private capital inflows led to increases in the banking sector,
epecidly in the emerging market countriesinthe AsanPecific region (Folkerts-Landau et d ., 1995). The
capitd inflows fuded alending boom which led to excessive risk-taking on the part of banks, whichinturn
led to huge loan losses and a subsequent deterioration of banks and other financid indtitutions balance
shests.

The inflow of foreign capitd, particularly short-term capitd, was often actively encouraged by
governments. For example, the Korean government alowed chaegbols to convert finance companiesthey
owned into merchant banks which were alowed to borrow fregly abroad as long as the debt was short-
term. A smilar phenomenon occurred in Thailand which alowed finance companies to borrow from
foreigners. The result was subgtantiad increases in foreign indebtednessrel ative to the country's holding of
internationd reserves. Mexico, Thailand, Koreaand Indonesiadl ended up with ratios of short-temfaoragn
debt relative to reserves exceeding 1.5. The high degree of illiquidity in these countries suggeststhat they
were vulnerable to afinancid criss (Raddlet and Sachs, 1998).
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This deterioration in financia sector baance sheets, by itsdf, might have been sufficient to drive
these countries into a financid and economic crises. As explained earlier, a deterioration in the balance
sheets of financia firms can lead them a aminimum to retrict their lending, or can even leed to afull-scale
banking crisswhich forces many banksinto insolvency, thereby nearly removing the ability of the banking
sector to make loans. The resulting credit crunch can stagger an economy.

Another consequence of financid liberdization was a huge increase in leverage in the corporate
sector. For example, in Korea debt relative to equity for the corporate sector as awhole shot up to three
hundred and fifty percent before the crisis, while it was over four hundred percent for the chagbols. The
increasein corporate leverage was a so very draméticin Indonesawhere their corporations often borrowed
directly abroad by issuing bonds, rather than borrowing from banks. Thisincrease in corporate leverage
increased the vulnerability to afinancid criss, because negative shockswould now befar morelikely totip
corporations into financia distress.

Stock market declines and increases in uncertainty were additional factors precipitating the full-
blown crisesin Mexico, Thailand and South Korea. (Thestock market declinesin Maaysia, Indonesaand
the Philippines occurred simultaneoudy with the onset of the criss) The Mexican economy was hit by
political shocksin 1994 that crested uncertainty, specificaly the assassination of Luis Donado Colosio, the
ruling party's presidentia candidate, and an uprisng in the southern state of Chigpas. By the middle of
December 1994, stock prices on the Bolsa (stock exchange) had falen nearly 20 percent from their
September 1994 peak. In January 1997, amgjor Korean chaebol (conglomerate), Hanbo Stedl, collapsed;
it wasthefirst bankruptcy of achaebol in adecade. Shortly thereafter, Sammi Steel and KiaMotorsaso
declared bankruptcy. In Thailand, Samprosong Land, a mgjor red estate developer, defaulted on its
foreign debt in early February 1997, and financid inditutions that had lent heavily in the red estate market
began to encounter serious difficulties, requiring over $8 billion of loansfrom the Thai centra bank to prop
them up. Findly, in June, thefailure of amgor Tha finance company, Finance One, imposed substantia
losses on both domestic and foreign creditors. These eventsincreased generd uncertainty in the financia
marketsof Thailand and South K orea, and both experienced substantia declinesintheir securitiesmarkets.

From peak valuesin early 1996, Korean stock pricesfell by 25 percent and Thai stock pricesfell by 50
percent.

11



As we have seen, an increase in uncertainty and a decrease in net worth as a result of a stock
market declineincrease asymmetric information problems. It became harder to screen out good from bad
borrowers, and the declinein net worth decreased the value of firms collateral and increased their incentives
to make risky investments because there is less equity to lose if the investments are unsuccessful. The
increasein uncertainty and stock market declinesthat occurred beforethe criss, dong with thedeterioration
in banks baance sheets, worsened adverse salection and mora hazard problems and made the economies

ripe for aserious financid crigs.

4.2 Second Stage: Currency Crisis

The deterioration of financid and nonfinancia sector balance sheetsis akey factor leading to the
second stage, acurrency criss. A weak banking system makesit lesslikely that the central bank will take
the steps to defend a domestic currency because if it raises rates, bank baance sheets are likely to
deteriorate further.  In addition, raising rates sharply increases the cost of financing for highly leveraged
corporations, which typicaly borrow short term, making them more likely to experience financid distress.
Once investors recognize that a central bank is less likely to take the steps to successfully defend its
currency, expected profits from sdlling the currency will rise and the incentives to attach the currency have
risen. Also the recognition that the financia sector may collgpse and require abailout that would produce
subgtantia fiscd deficitsin the future dso makesit more likely that the currency will depreciate (Burnside,
Eichenbaum and Rebelo 1998).

The weskened dtate of the financid and nonfinancia baance sheets dong with the high degree of
illiquidity in Mexico and East ASan countries before the crigs, then set the stage for their currency crises.
With these vulnerabilities, speculative atacks on the currency could have been triggered by a variety of
factors. In the Mexican case, the attacks came in the wake of political ingtability in 1994 such as the
assassination of politica candidates and an uprisng in Chigpas. Even though the Mexican central bank
intervened in the foreign exchange market and raised interest rates sharply, it was unable to stem the attack
and wasforced to devd ue the peso on December 20, 1994. In Thailand, the attacksfollowed unsuccessful
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atempts of the government to shore up the financd system, culminating in the fallure of Finance One.
Eventudly, theinability of the central bank to defend the currency because the required measureswould do
too much harm to the weskened financia sector meant thet the attacks could not beresisted. The outcome
wastherefore acollgpseof the Tha baht in early July 1997. Subsequent speculative attackson other Asan
currencies led to devaduations and floats of the Philippine peso and Maaysan ringgit in mid-July, the
Indonesian rupiah in mid-August and the Korean won in October. By early 1998, the currencies of
Thailand, the Philippines, Maaysia and Korea had falen by over 30 percent, with the Indonesian rupiah
falling by over 75 percent.
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4.3 Third Stage: Currency Crisisto Full-Fledged Financial Crisis

Once a full-blown speculative attack occurs and causes a currency depreciation, the ingtitutional
gructure of debt markets in emerging market countries --the short duration of debt contracts and their
denomination in foreign currencies -- now interacts with the currency devauation to propel the economies
intofull-fledged financid crises. Thesefeaturesof debt contracts generate three mechanismsthroughwhich
the currency crisesincreased asymmetric information problemsin credit markets, thereby causing afinancia
crigsto occur.

Thefirst mechanism involvesthe direct effect of currency deva uation on the balance sheetsof firms.
Asdiscussed earlier, the devaluationsin Mexico and East A aincreased the debt burden of domestic firms
which were denominated in foreign currencies. This mechanism was particularly strong in Indonesia, the
worg hit of dl the criss countries, which saw the vaue of its currency decline by over 75 percent, thus
increasng the rupiah value of foreign-denominated debts by afactor of four. Evenahedthy firmislikely to
be driven into insolvency by such ashock if it had a sgnificant amount of foreign-denominated debt.

A second mechanism linking the financid crisis and the currency crisis arises because the
devauation of thedomestic currency led to further deterioration in the balance sheets of thefinancia sector,
provoking a large-scae banking criss. In Mexico and the east Asan countries, banks and many other
financid inditutions had many liabilities denominated in foreign currency which increased sharply in vaue
when adepreciation occurs. On the other hand, the problems of firmsand households meant that they were
unableto pay off their debts, o resulting in loan losses on the assats Sde of financid inditutions balance
sheets. Theresult wasthat banks and other financid ingtitutions balance sheets were squeezed from both
the assetsand liabilitiessde. Moreover, many of theseingitutions foreign-currency denominated debt was
very short-term, so that the sharp increase in the vaue of this debt led to liquidity problems because this
debt needed to be paid back quickly. The result of the further deterioration in banks and other financia
ingtitutions balance sheets and their weskened capital base is that they cut back lending. In the case of
Indonesia, these forceswere severe enough to cause abanking panic in which numerous bankswereforced

to go out of business.
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Thethird mechanism linking currency criseswith financid crisesin emerging market countriesisthet
the deva uation can lead to higher inflation. The centra bank in an emerging market country may havelittle
credibility asan inflation fighter. Thus, a sharp depreciation of the currency after a speculative atack that
leads to immediate upward pressure on import prices, which can lead to adramatic risein both actual and
expected inflation. Thisisexactly what happened in Mexico and Indonesia, whereinflation surgedto over a
50 percent annud rate after the currency crisis. (Thailand, Maaysiaand South Koreaavoided alargerise
in inflation, which partidly explains their better performance rdative to Indonesia) Therise in expected
inflation after the currency crisesin Mexico and Indonesialed to asharp risein nomind interest rateswhich,
given the short-duration of debt, led to huge increasesin interest payments by firms. The outcome was a
weekening of firms cash flow position and further weakening their balance sheets, which then increased
adverse selection and mora hazard problems in credit market.

All three of these mechanismsindicate that the currency crisis caused a sharp deterioration in both
financid and non-financid firm ba ance sheetsin the cris s countries, which then trand ated to acontraction in
lending and a severe economic downturn. Financia markets were then no longer able to channel fundsto
those with productive investment opportunities, which led to devagtating effects on the economies of these
countries.

Note that the 1999 Brazilian criss was not a financid criss of the type described here. Brazil
experienced a classic badance of payments crisis of the type described in Krugman (1979) in which
concerns about unsustainable fisca policy led to a currency crigs. The Brazilian banking system was
actudly quite hedlthy before the crisis because it had undergone substantia reform after abanking crissin
1994 to 1996 (see Caprio and Klingbid, 1999). Furthermore, Brazilian banks were adequately hedged
againg exchangeraterisk beforethedevauationin 1999 (Adams, et a, 1999). Asaresult, thedevauation
did not trigger afinancid crigis, athough the high interest rates after the deva uation did lead to arecession.
The fact that Brazil did not experience afinancid criss explains why Brazil fared so much better after its
deva uation than did Mexico or the East Adan crisis countries.

Russasfinancid crigsin 1998 adso had a strong fisca component, but was actudly a symptom of
widespread breskdown of structurd reform and ingtitution-building efforts (see Internationa Monetary
Fund, 1999). When the delot moratorium/restructuring and ruble deva uation was announced on August 17,
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Russian banks were subject to substantid losses on $27 billion face value of government securities and
increased lighilitiesfrom their foreign debt. The collapse of the banking system and the negative effectson
ba ance sheets on the nonfinancid sector from the collgpse of therublethen led to afinancia crissaong the
lines outlined above.
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5.
Financial Policiesto Prevent Financial Crises

Now that we have developed a framework for understanding why financid crises occur, we can
look a what financid policies can hep prevent these crisesfrom occurring. Weexaminetwevebasic areas
of finandd reform: 1) prudentid supervison, 2) accounting and disclosure requirements, 3) legdl andjudicid
systems, 4) market-based discipline, 5) entry of foreign banks, 6) capita controls, 7) Reduction of therole
of state-owned financid inditutions, 8) restrictionson foreign-denominated debt, 9) elimination of too-big-
to-fal inthe corporate sector, 10) sequencing financid liberdization, 11) monetary policy and price gability,

12) exchange rate regimes and foreign exchange reserves.

5.1 Prudential Supervision

As we have seen, banks play a particularly important role in the financid systems of emerging
mearket countiesand problemsin the banking sector have been animportant factor promoting financia crises
in recent years. Deterioration in banks balance sheets, which can lead to banking crises, increasse
asymmetric information problems which bring on financid crises. Furthermore, problems in the banking
sector makeaforeign exchange crissmorelikdy, which, by harming nonfinancia balance sheets, leadstoa
full blown financid criss.  Because banking panics have such potentidly harmful effects, governments
amog dways provide an extensve safety net for the banking system to prevent banking panics. The
downdgde of the safety net isthat it increasesmora hazard incentivesfor excessve risk-taking on the part of
the banks which makes it more likdy that financid crises will occur. To prevent financia crises,
governments therefore need to pay particular atention to creating and sustaining a strong bank
regul atory/supervisory system to reduce excessive risk-teking in ther financid systems.

Because the government safety net in emerging market countries has invariably been extended to
other financid intermediaries -- for examplethe Thal central bank provided liquidity assstanceto insolvent
finance companies-- theseother financia ingtitutions aso have srong incentivesto engagein excessverisk-
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taking. Indeed, deterioration in the balance sheets of these financia ingtitutionsplayed animportant rolein
thefinancid crisesin East Asa. Effective prudentid supervison of these nonbank finandid inditutionsisaso
critica to promote financid dability.
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Encouraging asirong regulatory/supervisory system for thefinancid sysemtakessevenbascforms

5.1.1. Prompt Corrective Action. Quick action by prudentia supervisorsto stop undesirable activities
by financid inditutions and, even more importantly, to close down inditutions that do not have sufficient
capitd is criticd if financid crises are to be avoided. Regulatory forbearance which leaves insolvent
ingtitutions operating is disastrous because it dramatically increases mord hazard incentives to take on
excessverisk because an operating but insolvent ingtitution hasamost nothing to lose by taking on colossd
risks. If they get lucky and the risky investments pay off, they get out of insolvency. On the other hand, if,
as is likdy, the risky investments don't pay off, insolvent inditutions losses will mount, weskening the
financid system further and leading to higher taxpayer balouts in the future. Indeed, thisis exactly what
occurred inthe savings and loan industry in the United Stateswhen insolvent S& Lsweredlowed to operate
during the 1980s and has been a feature of the Situation in Mexico, East Asa and Japan in the 1990s.

An important way to ensure that bank supervisors do not engage in regulatory forbearance is
through implementation of prompt corrective action provisonswhich require supervisorsto interveneearlier
and more vigoroudy when afinancid indtitution gets into trouble. Prompt corrective action is crucid to
preventing problems in the financid sector because it creates incentives for ingtitutions not to take on too
much risk in the first place, knowing that if they do o, they are more likely to be punished.

The outstanding example of prompt corrective action is the provison in the FDICIA (Federd
Deposit Insurance Corporation Improvement Act) legidation implemented in the United Statesin 1991.
Banksinthe United States are classified into five groups based on bank capitd. Group 1, classfied as“ well
capitaized,” are banks that significantly exceed minimum capital requirements and are alowed privileges
such asinsurance on brokered deposits and the ability to do some securitiesunderwriting. Banksin group 2,
classfied as*adequatdy capitaized,” meet minimum capital requirements and are not subject to corrective
actions but are not dlowed the privileges of the wdl-capitaized banks. Banks in group 3,
“undercapitaized,” fail to meet risk-based capitd and leverageratio requirements. Banksingroups4and 5
are“dgnificantly undercapitaized” and “ criticaly undercapitaized,” respectively, and are not dlowedto pay
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interest on their deposits a rates that are higher than average. Regulators il retain a fair amount of
discretion in their actions to ded with undercapitalized banks and can choose from a smorgasbord of
actions, such as: restrictions on asset growth, requiring the e ection of anew board of directors, prohibiting
acceptance of depositsfrom correspondent depository ingtitutions, prohibiting capita distributionsfrom any
controlling bank holding company, and termination of activities that pose excessiverisk or divestiture of
non-bank subsidiaries that pose excessive risk.*  On the other hand, FDICIA mandates that 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 teke steps to close down criticaly
undercapitalized banks (tangible equity capital less than 2% of assets) by putting them in receivership or
conservatorship within ninety days, unless the appropriate agency and the FDIC concur that other action
would better achieve the purpose of prompt corrective action. If the bank continues to be criticaly
undercapitalized it must be placed in receivership, unless specific statutory requirements are met.

A key element of making prompt corrective action work is that bank supervisors have sufficient
government fundsto close down inditutionswhen they becomeinsolvent. It isvery common that politicians
and regulaory authoritiesengagein wishful thinking when their banking systemsarein trouble, hoping thet a
large injection of public funds into the banking system will be unnecessary.” The result is regulaory
forbearance with insolvent indtitutions alowed to keep operaing which ends up producing disastrous
consequences. The Japanese authorities have engaged in exactly thiskind of behavior, but thiswasadso a
feature of the American response to the S& L crisis up until 1989.

1See Sprong (1994) for an a more detailed discussion of the prompt corrective action provisions in
FDICIA.

?In addition, banking ingtitutions | obby often lobby vigoroudy to prevent the allocation of public fundsto

close down insolvent ingditutions because this dlows them to stay in business and hopefully get out of the
hole. Thisisexactly what hgppened in the United Statesin the 1980s asis described in Mishkin (1998a).
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Not only must weak ingtitutions be closed down, but it must be donein the right way: Funds must
not be supplied to weak or insolvent banking indtitutionsto keep them afloat. To do sowill just bethrowing
away good taxpayer money after bad. In the long-run, injecting public fundsinto weak banks does not
deliver arestoration of the balance sheets of the banking system because these weak banks continueto be
week and have strong mord hazard incentives to take on big risks at the taxpayers expense. Thisisthe
lesson learned from the U.S. experiencein the 1980s aswell as other countries morerecently. Theway to
recapitaize the banking systemisto close down al insolvent and week inditutionsand sdll off their assetsto
hedlthy inditutions with public funds used to make the assets whole. If this is not possble, a public
corporation, like the Resolution Trust Corporation (RTC) in the United Statesor KAMCO in Korea, can
be created which will have the responshbility to sdl 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.

To prevent financia crises, it is also imperative that stockholders, managers and large uninsured
creditors be punished when financid ingtitutions are closed and public funds are injected into the financia
system. Protecting managers, stockholders and large uninsured creditors from the consequences of
excessiverisk-taking increasesthemora hazard problem immensely and isthushighly dangerousathoughit

IS common.

5.1.2 Focus on Risk Management. The traditiona approach to bank supervision has focused on the
quaity of the bank's balance sheet a a point in time and whether the bank complies with capita
requirements. Although thetraditiona focusisimportant for reducing excessve risk-taking by banks,itmay
no longer be adequate. Firgt isthe point that capita may be extremey hard to measure. Furthermore, in
today's world, financid innovation has produced new markets and insruments which make it easy for
finandd inditutions and their employees to make huge bets quickly. Inthis new financid environment, an
inditution thet is quite hedlthy a a particular point in time can be driven into insolvency exiremdly rapidly
from trading losses, as has been forcefully demondtrated by the failure of Baringsin 1995 which, dthough
initialy well capitalized, was brought down by arogue trader in ametter of months.  Thus an examination
which focuses only on abank's or other financid inditutions baance- sheet position a apoint in time may
not be effective in indicating whether a bank will in fact be taking on excessve risk in the near future.
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For example, bank examiners in the United States are now placing far greater emphasis on
evauating the soundness of bank's management processes with regard to contralling risk.  This shift in
thinking was reflected in anew focus on risk management in the Federa Reserve System'’s 1993 guidance
to examiners on trading and derivatives activities. The focus was expanded and formalized in the Trading
Activities Manud issued early in 1994, which provided bank examiners with tools to evauate risk
management systems. In late 1995, the Federal Reserve and the Compitroller of the Currency announced
that they would be assessing risk management processes at the banksthey supervise. Now bank examiners
giveasegparate risk management rating from 1 to 5 which feedsinto the overall management rating as part of
the CAMEL system. Four elements of sound risk management are assessed to come up with the risk
management rating: 1) Thequality of oversight provided by the board of directors and senior management,
2) the adequacy of policiesand limitsfor al activitiesthat present significant risks, 3) the quality of therisk
measurement and monitoring systems, and 4) te adequacy of internd controls to prevent fraud or
unauthorized activities on the part of employees. Bank examiners get to see what best practice for risk
management is like in the banks they examine, and they can then make sure that best practice spreads
throughout the banking industry by giving poor rankings to banks that are not up to speed.

Bank supervison in countries outsde the United States would aso help promote a safer and sounder
financid sector by adopting Smilar measuresto ensure that risk management proceduresin their banksare

equa to the best practice in financid indtitutions e sawhere in the world.

5.1.3 Limiting Too-Big-To-Fail. Becausethefalure of avery large financia inditution makesit more
likely that a mgor, sysemic financid disruption will occur, supervisorsare naturdly reluctant to dlow abig
financid indtitutiontofail and causelossesto depositors. Theresult isthat most countrieseither explicitly or
implicitly have atoo-big-to-fal policy in which al depositorsat abig bank, both insured and uninsured are
fully protected if the bank fals. The problem with the too-big-to-fail palicy is that it reduces market
disciplineon largefinancid inditutionsand thusincreasestheir mora hazard incentivesto take on excessive
risk. This problem is even more severe in emerging market countries because their financid systems are
typicaly smdler than indudridized countries and s0 tend to be dominated by fewer inditutions.
Furthermore, the connections with the government and political power of largefinandd inditutionsisoften
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much greater in emerging market countries, thus making it more likely thet they will be baled out if they
experiencedifficulties. Indeed, not only have uninsured depositors been protected in many emerging market
countries when large indtitutions have been subject to failure, but other creditors and even equity holders
have been aso.

Limiting mord hazard from having financid ingtitutionsthat are too- big or too- paliticaly- connected
tofal isacritica problem for prudential supervison in emerging market countries. Thus, in order to reduce
increased incentivesto take on excessiverisk by large inditutions, prudentia supervisors need to scrutinize
them even more rigoroudy than smdler ones and at a minimum, must impose losses on shareholders and
managerswhen theseingitutions areinsolvent. However, supervisorsstill have to face the quandary of not
wanting to dlow afalure of alarge financid inditution to destabilize thefinancid system, while kegping the
mora hazard problem created by too-big-to-fail under control?

Oneproposa outlined in Mishkin (1999) isfor the supervisory agenciesto announcethat thereisa
strong presumption that when there is a bark falure, uninsured depositors would not be fully protected
unlessthisisthe chegpest way to resolvethefailure. Itisimportant to recognizethat dthough large banking
indtitutions may be too big to liquidate, they can be closed with losses imposed on uninsured creditors.
Indeed thisis exactly what FDICIA suggests should be done by specifying that, except under very unusua
circumstances when the a bank failure poses " serious adverse effects on economic conditions or financia
gability”, a least-cost resolution procedure will be used to close down the bank.  Ambiguity is crested
about the use of this systemic-risk exception to the least-cost-resol ution rule becauseto invokeit requiresa
two-thirdsmgority of both the Board of Governors of the Federal Reserve System and the directors of the
FDIC, aswell asthe approva of the secretary of the Treasury.

An important concern is that the systemic-risk exception to least-cost resolution will dways be
invoked when thefailing bank islarge enough because the government and central bank be afraid to impose
costson depositors and other creditorswhen apotentia financia crissislooming. Thustoo-big-to-fal will
dill bedive, with dl the negative consequencesfor mora- hazard risk-taking by thelargest indtitutions. One
way to cope with this problem is for the authorities to announce that dthough they are concerned about
systemic risk possihilities, there will be a strong presumption that the firg large bank to fal will not be
treated astoo- big-to-fail and costswill beimposed on uninsured depositors and creditorswhenthe bank is

23



closed. Rather than bail out the uninsured creditors a the initid large bank that falls, the authorities will
stand ready to extend the safety net to the rest of the banking system if they perceivethat thereisaserious
systemic risk problem.

The advantage of announcing such astanceisthat uninsured depositors and creditors now haveto
worry that if this bank isthe first oneto fail, they will not be bailed out. Asaresult these depositors and
creditorswill now have an incentive to withdraw their fundsif they worry about the soundness of the bank,
even if it is very large, and this will dter the incentives of the bank away from taking on too much risk.
Clearly, mord hazard ill remainsin the system because the authorities stland reedy to extend the safety net
to the rest of the system after the initid large inditution fallsif its fallure creates the potentia for abanking
criss.  However, the extent of mord hazard is greatly reduced by the use of this form of congtructive
ambiguity. Furthermore, the cogt of this remaining mora hazard must be baanced againgt the benefits of
preventing a banking crigsif theinitid bank falureislikely to snowbdl into a sysemic criss.

5.1.4 Adequate Resour cesand Statutory Authority for Prudential Regulator /Super visor s.Inmary
emerging market countries, prudentia supervisors are not given sufficient resources or statutory authority
(the ability to issue cease and desist orders and to close down insolvent banks) to do their jobs effectively.
For example, in many emerging market countries, including even middleincome countries such as Argentina
and the Philippines, supervisors are subject to lawsuits for their actions and can be held persondly lidble.
Their Aaries are typicaly quite low and are a much smdler rdative to private sector sdaries than in

indudtrialized countries. Without sufficient resources and incentives, not surprisngly supervisors will not
monitor bankssufficiently in order to kegp them from engaging iningppropriately risky activities, to havethe
gppropriate management expertise and controls to managerisk, or to have sufficient capitd so that mora

hazard incentives to take on excessiverisk are kept in check. Indeed, absence of sufficient monitoring of

banking inditutions sufficiently not surprisngly has occurred in many emerging market and trangtion

countries (Mexico, Ecuador and East Ada being recent examples), but it has dso been a very serious
problem in indugtriadized countries. The resistance to providing the savings and loan supervisory agencies
with adequiate resourcesto hire sufficient bank examiners by the U.S. Congresswas akey factor in making
the S& L crissinthe United Statesin the 1980smuch worse. Theinadequacy of bank supervisionin Japan
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and the problemsit has caused arewell-known, with the lack of resourcesfor bank supervison exemplified
by the fact that the number of bank examinersin Japan ison the order of 400 in contrast to around 7,0001in
the United States.

Giving supervisors sufficient resources and statutory authority to do their jobs is thus critica to
promoting asafe and sound financid system that isresstant to financid crises. Ruth Krivoy (2000), an ex-
supervisor from Venezuda during its banking criss, has put it very nicdy by saying that supervisorsin
emerging market countries must be given "respect”. If they are paid poorly, the likelihood that they can be
bribed either directly or through promises of high paying jobs by theinditutions they supervisewill bevery
high. Making them persondly liablefor taking supervisory actionsaso makesit lesslikely that they will take
the appropriate actions. Furthermore, if they do not have sufficient resources, particularly in information
technology, to monitor financid inditutions, then they will be unable to spot excessive risk taking.

5.1.5 Independence of Regulatory/Supervisory Agencies. Because prompt corrective action iSso
important, the bank regulatory/supervisory agency requires sufficient independence from the politica
process so that it isnot encouraged to sweep problems under the rug and engage in regul atory forbearance.
One way to ensure againgt regulatory forbearance is to give the bank supervisory role to a politicaly
independent centra bank. This has desirable dements as pointed out in Mishkin (1991), but some centra
banks might not want to have the supervisory task thrust upon them because they worry thet it might
increasethelikelihood that the centra bank would be paliticized, thereby impinging on theindependence of
the centra bank. Alternatively, bank supervisory activities could be housed in abank regulatory authority
that isindependert of the governmen.
Supervisory agencies will aso not be sufficiently independent if they are starved for resources. If
supervisory agencies have to come hat in hand to the government for resources or funds to close down
insolvent indtitutions, they will be more subject to politica pressure to engage in regulatory forbearance.

Supervisors must have adequate financid resources at their finger tips to prevent this from occurring.

5.1.6 Accountability of Supervisors. Animportant impediment to successful supervison of thefinancid
system isthat the rel ationship between taxpayers on the one hand and the supervisorsonthe other crestesa
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particular type of mora hazard problem, the principd- agent problem. The principa-agent problem occurs
because the agent (the supervisor) does not have the same incentives as the principa (the taxpayer they
ultimately work for) and so act in their own interest rather than in the interest of the principd.

To act in the taxpayer’s interest, regulators have severa tasks, as we have seen. They must set
restrictions on holding assets thet are too risky, impose sufficiently high capitd requirements, and close
down insolvent indtitutions. However, because of the principa-agent problem, supervisors haveincentives
to do the opposite and engage in regulatory forbearance. One important incentive for supervisors that
explains this phenomenon is their desire to escape blame for poor performance by their agency. By
loosening capitd requirements and pursuing regulatory forbearance, supervisors can hidethe problem of an
insolvent bank and hope that the stuation will improve, a behavior that Kane (1989) characterizes as
"bureaucratic gambling”. Another important incentive for supervisorsisthat they may want to protect their
careers by acceding to pressures from the people who strongly influence their careers, the politicians.

Supervisors must be accountable if they engage in regulatory forbearance in order to improve
incentives for them to do their job properly. For example, aspointed out in Mishkin (1997), animportant
but very often overlooked part of FDICIA which has hdped makethislegidation effectiveisthat thereisa
mandatory report that the supervisory agencies must produce if the bank failure imposes cogts on the
Federd Deposit Insurance Corporation (FDIC). The resulting report is made available to any member of
Congress and to the generd public upon request, and the General Accounting Office must do an annud
review of these reports. Opening up the actions of bank supervisorsto public scrutiny makes regulatory
forbearance less atractive to them, thereby reducing the principa-agent problem. In addition, subjecting
the actions of bank supervisorsto public scrutiny reducestheincentivesof paliticiansto lean on supervisors
to relax their supervision of banks.

To get supervisors to do their jobs properly, they must dso be subject to crimina prosecution if
they are caught taking bribes and must aso be subject to censure and pendlties if they take jobswith
ingtitutions that they have supervised recently. This entails a change in culture for supervisors in many
emerging market countries which alows them to get too close to the indtitutions they supervise.
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5.1.7 Restrictions on Connected Lending. A paticular problem in the financiad sector, particularly in
emerging market countries, isconnected lending, lending to thefinancia ingtitutions owners or managersor
their busnessassociates. Financid inditutions clearly have lessincentivesto monitor loansto their owners
or managers, thus increasing the mora hazard incentives for the borrowers to take on excessive risk,
thereby exposing theingtitution to potentid loan losses. 1n addition, connected lending in which large loans
are made to one party can result in alack of diversfication for the ingtitution, thus increasing the risk
exposure of the bank.

Prudential supervision to restrict connected lending are clearly necessary to reduce banks risk
exposure. It can take several forms. One is disclosure of connected lending. Indeed, one prominent
feature of New Zedand's disclosure requirements is that the amount of lending to connected persons is
mandatory. Another are limits on the amount of connected lending as a share of bank capital. Indeed,
athough New Zedland has gotten rid of much of the traditiond regulatory guiddinesit till has chosen to
have prudentid limits on the amount of connected lending. Mot countries have regulaions limiting
connected lending and many emerging market countries have stricter limitsthan in indugtrialized countries.
However, akey problem in emerging market and trangition countries is that connected lending limits are
often not enforced effectively. Folkerts-Landau, et d. (1995) have pointed out that bank examinersin Asa
were often unable to assess the exposure of banks to connected lending because of the use of dummy
accounts or the lack of authority for the examiners to trace where the funds are used. Strong efforts to
increase disclosure and increased authority for bank examinersto examine the books of the banks to root
out connected lending is crucid if this source of mora hazard isto be kept under control.

Having commercid businesses owning large shares of financid inditutions increases the incentives
for connected lending. A prominent feature of the Korean financid crisis was that the chaebols were
alowed large ownership stakesin merchant banks, which werevirtualy unsupervised. Themerchant banks
were then used as a conduit for greatly increasing the chaebols leverage by supplying them with large
amounts of fundsby borrowing abroad and then lending the proceedsto them. The excessverisk taking by
the merchant banks eventudly resulted in most of them becoming insolvent and was an important factor that
led to the Korean financid crisis (Hahm and Mishkin, 2000). Preventing commercia enterprises from
owning financid inditutionsis crucid for promoting financia sability in emerging market countries.
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5.2 Accounting Standards and Disclosure Requirements

Accounting standards and disclosure requirements for financid inditutions, which are often
paticularly lacking in emerging market and trangtion countries but dso in a number of indudtridized
countries (Japan being the most prominent example). Without the gppropriate information, both markets
and supervisorswill not be able to adequately monitor financial ingtitutions to deter excessive risk-taking.
One prominent example is that accounting and supervisory conventionsin many countries alow banksto
make nonperforming loanslook good by lending additional money to the troubled borrower who usesthe
proceeds to make the payments on the nonperforming loan, thus keeping it current, a practice known as
"evergreening”. Theresultistha nonperforming loansare sgnificantly understated which makesit harder for
the marketsto disciplinefinancia ingtitutionsor for supervisorsto decide when banksareinsolvent and need
to be closed down. Many countries also do not require the reporting of key financid data by individud
financid inditutions, including their consolidated financid exposure, which makesit hard to sort out hedthy
from unhedlthy indtitutions. Implementing proper accounting standards and disclosure requirementsis an
important first step in promoting a hedlthy financia system.*

*Theimportance of disclosureisillugtrated in Garber and Lall (1996), which suggests that off-balance-
sheet and off-shore derivatives contracts were used by Mexican banks before the Tequila crisis to get
around regulationsthat wereintended to prevent them from taking on foreign-exchangerisk, and thisplayed
an important role in the Mexican criss.

“See Goldstein and Turner (1996) and Goldstein (1997) for afurther discussion of what stepsneed to
be taken to beef up accounting standards and disclosure requirements.
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Aninteresting example of an attempt to beef up disclosure requirements and raise their prominence
in prudentid supervison is the system put in place in New Zedland in 1996 (see Mortlock, 1996, and
Nicholl, 1996). New Zedand scrapped its previous system of regular bank examinations and replaced it
with one based on disclosure requirements that uses the market to police the behavior of the banks. Every
bank in New Zealand must supply acomprehensive, quarterly financia statement that providesamong other
things, information on the quality of itsassats, capitd adequacy, lending activities, profitability, and itsratings
from private credit-rating agencies and whether it hasone. Thesefinancid statements must be audited twice
ayear, and not only must they be provided to the centra bank, but they must aso be made public, with a
two-page summary posted in al bank branches. In addition, bank directors are required to vaidate these
satements and state publicly that their bank's risk management systems are adequate and being properly
implemented. A most unusud feeture of this sysem isthat bank directors face unlimited liability if they are
found to have made false or mideading Statements.

TheNew Zedand exampleillusratesthat disclosure requirements can be strengthened appreciably.

However, suggesting that relying solely on disclosure requirements to police the banking system is a
workable model for other countriesis going too far. Depositors are unlikely to have the sophidtication to
understand fully the information provided and thus may not impaose the necessary discipline on the banks.
Furthermore, unlimited liability for directors might discourage top people from taking these positions,
thereby wesakening the management of the banks. Although disclosure requirements might be sufficient in
New Zedand because dmost dl New Zed and banks are foreign owned, so that bank supervision hasbeen
in effect outsourced to the supervisors of theforeign banksthat own the New Zedand banks, it isunlikely to
work in countries where most of the banking system is domesticaly owned.

5.3 Legal and Judicial Systems

The legd and judicid systems are very importart for promoting the efficient functioning of the financid

system and theinadequacies of legd systemsin many countries are aserious problem for financid markets.
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If property rights are unclear or hard to enforce, the process of financid intermediation can be severely
hampered. Collaterd can be an effective mechanism to reduce adverse sdection and mord hazard
problemsin credit markets because it reducesthelender'slossesin the case of adefault. However, inmany
developing countries, the legal system prevents the use of certain assets as collateral or makes attaching
collateral a cogtly and time-consuming process, thereby reducing the effectiveness of collaterd to solve
asymmetric information problems (Rojas- Suarez and Weisbrod, 1996). Similarly, bankruptcy procedures
in devel oping countries are frequently very cumbersome (or even nonexistent), resulting in lengthy delaysin
resolving conflicting claims. Resolution of bankruptciesinwhich the books of insolvent firmsare opened up
and assets are redistributed can be viewed as a process to decrease asymmetric information in the
marketplace. Furthermore, dow resolution of bankruptcies can delay recovery from a financid crisis
because only when bankruptcies have been resolved is there enough information in thefinancid sysemto
restore it to a healthy operation.

5.4 Encouraging Market-Based Discipline

There are two problems with relying on supervisors to control risk-taking by financid ingtitutions.
Fird, financd inditutions have incentives to keep information away from bank examiners so thet they are
not restricted in their activities. Thus even if supervisors are conscientious, they may not be able to stop
indtitutions from engaging in risky activities. Second, is that because d the principa-agent problem,
supervisors may engage in regulatory forbearance and not do their jobs properly.

An answer to these problemsisto have the market disciplinefinancid ingtitutionsif they aretaking
ontoo muchrisk. We have dready mentioned that disclosure requirements can help provideinformationto
the marketswhich may help them monitor financid indtitutions and kegp them from taking on too much risk.

Two additiond steps may help increase market discipline. Oneisto require that financid inditutions have
credit ratings. Aspart of the BASIC (which standsfor bonds, auditing, supervision, information and credit
ratings) supervisory system implemented in Argentinain December 1996 isthe requirement that every bank
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have an annud rating provided by arating agency registered with the central bank.> Intitutionswith more
than $50 million in assets are required to have ratings from two rating agencies. Aspart of this scheme, the
Argentinean central bank isresponsiblefor performing an after thefact review of the credit ratingsto check
if therating agenciesare doing areasonablejob. Asof January 1998, these credit ratings must be published
on billboards in the banks and these ratings must also appear on dl deposit certificates and al other
publications related to obtaining funds from the public. Aspart of New Zealand's disclosure requirements,
al banks must prominently display their credit ratings on their long-term senior unsecured liabilities payable
in New Zedland, or dternatively, indicate if they do not have a credit reting. Clearly, the lack of a credit
rating or apoor credit rating is expected to cause depositors and other creditorsto be reluctant to put their
funds in the bank, thus giving the bank incentives to reduce its risk taking and boost its credit rating. This
has a higher likelihood of working in Argentina and New Zedland because both countries do not have
government deposit insurance.

Another way to impose market discipline on banks isto require that they issue subordinated debt
(uninsured debt that isjunior to insured deposits, but senior to equity). Subordinated debt, particularly if it
hasaceiling onitsthe spread betweenitsinterest rate and that on government securities, can be an effective
disciplining device. If the bank isexposed to too much risk, it isunlikely to be ableto sdll its subordinated
debt. Thus, compliancewith the subordinated debt requirement will be adirect 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 canaso provide supplementd information to
bank examiners that can help them in their supervisory activities. In addition, information about whether
banks are successful in issuing subordinated debt and the interest rate on this debt can help the public
evauaewhether supervisorsare being sufficiently tough on aparticular banking indtitution, thusreducing the
scope of the principal-agent problem.

Argentina has implemented a subordinated debt requirement in its BASIC program, dthough

°See Banco Central de la Republica Argentina (1997) and Caomiris (1998) for a description of the
Argentine BASIC system.
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without an interest rate cap, which took effect on January 1998. Asreported in Caomiris (1998), initialy
about half of the banks have been able to comply with thisrequirement. Interestingly, as expected, it isthe
weakest banksthat have had troubleissuing subordinated debt. Furthermore, banksthat complied withthe
requirement had lower deposit ratesand larger growth in deposits. Thus, the subordinated debt requirement
lookslikeit has had theintended effect of promoting discipline on the banks (Calomirisand Powell, 2000).

5.5 Entry of Foreign Banks

Many countries haveredtrictionson theentry of foreign banks. Rather than seeing foreign banksas
athrest, their entry should be seen asan opportunity to srengthen the banking system. Indl but afew large
countries, domestic banks are unableto diversify becausetheir lending is concentrated in the home country.

In contragt, foreign banks have more diversified portfoliosand aso usualy have accessto sources of funds
from dl over the world through their parent company. This diversification means that these foreign banks
areexposed to lessrisk and areless affected by negative shocksto the home country's economy. Because
many emerging market and trangition economies are more volatile than indugtridized countries, having a
large foreign component to the banking sector is epecidly vauable because it helpsinsulate the banking
system from domestic shocks. Encouraging entry of foreign banks is thus likely to lead to a banking and
financid sysem that is substantialy lessfragile and far less prone to crigs.

Another reason for encouraging entry of foreign banks s that this can encourage adoption of best
practice in the banking industry. Foreign banks come with expertise in areas like risk management. As
mentioned earlier, when bank examiners in a country see better practices in risk management, they can
spread these practices throughout their country's banking system by downgrading bankswho do not adopt
these practices. Having foreign banks to demondtrate the latest risk management techniques can thus lead
to improved control of risk in the home country's banking system. Clearly, there are dso benefitsfrom the
increased competition that foreign bank entry brings to the banking industry in the home country. Entry of
foreign banks will dso lead to improved management techniques and a more efficient banking system.

Encouraging entry of foreign banks makes it dso more likely that uninsured depositors and other
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creditorsof bankswill not bebailed out. Governmentsarefar lesslikdly to bail out the banking sector when
it gets into trouble if many of the banks are foreign owned because it will be paliticaly unpopular. Thus
uninsured depositorsand other creditorswill have greater incentivesto monitor the banksand pull out funds
if theseingtitutionstake ontoo muchrisk. Theresulting increasein market disciplineisthereforemorelikey

to encourage more prudent behavior by banking ingtitutions.

5.6 Capital Controls

In the aftermath of the recent financia crisesin Mexico and East ASa, in which the crisis countries
experienced large capitd inflows before the crisis and large capita outflows after the crisis, much attention
has been focused on whether international capita movementsareamajor source of financid ingability. The
asymmetric information analysis of the crisis suggests that internationa capitad movements can have an
important role in producing financid ingability, but as we have seen this is because the presence of a
government safety net with inadequiate supervision of banking ingtitutions encourages capitd inflowswhich
lead to alending boom and excessive risk-taking on the part of banks.® Consistent with this view, Gavin
and Hausman (1996) and Kaminsky and Reinhart (1999) do find that lending booms are a predictor of
banking crises, yet it isby no means clear that capitd inflowswill produce alending boom which causesa
deterioration in bank baance sheets Indeed, Kaminsky and Reinhart (1999) find that financid
liberdization, rather than balance of payments developments inflows, gppears to be a more important
predictor of banking crises.

Capita outflows have aso been pointed to as a source of foreign exchange crises, which as we
have seen, can promote financid ingability in emerging market countries. Inthisview, foreignerspull their
capital out of country and the resulting capitd outflow is what forces a country to devaue its currency.
However, as pointed out earlier, akey factor leading to foreign exchange crisesare problemsin thefinancid
sector which lead to the speculative attack and capitd outflows. With thisview, the capita outflow which
isasociaed with theforeign exchange crissisasymptom of underlying fundamental problemsrather thana

®See Calvo, Leiderman and Reinhart (1994) for amodel of this process.
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cause of the currency crigs. The consensus from many empirical studies [see the excdlent survey in
Kaminsky, Lizondo and Reinhart (1997)] provides support for this view because capitd flow or current
account measures do not have predictive power in forecasting foreign exchange crises, while a deeper
fundamental such as problemsin the banking sector helps predict currency crises.

The analysis here therefore does not provide a case for capitd controls such as the exchange
controls that have recently been adopted in Maaysa. Exchange contrals are like throwing out the baby
with thebath weater. Capital controls havethe undesirable feature that they may block fundsfrom enteringa
country which will be usad for productive investment opportunities. Although these controls may limit the
fud supplied to lending booms through capita flows, over time they produce subgtantia distortions and
misallocation of resources as households and businessestry to get around them. Indeed, there are serious
doubts as to whether capital controls can be effective in today's environment in which trade is open and
where there are many financid instruments that make it easier to get around these controls.

On the other hand, thereisastrong case toimprove bank regulation and supervison so that capita
inflows are less likely to produce a lending boom and excessive risk taking by banking inditutions. For
example, banks might berestricted in how fast their borrowing could grow and this might havetheimpact of
subgtantidly limiting capitd inflows. These prudentid controls could be thought of as a form of capitd
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 controls of thistype can enhancethe efficiency
of the financid system rather than hampering it.

5.7 Reduction of the Role of State-Owned Financial I nstitutions

A feature of many countries financid systems, particdarly in emerging market and trangition
countries, is government interventions to direct credit either to themsdlves or to favored sectors or
individuasin the economy. Governments elther do this by setting interest rates at artificidly low levelsfor
certaintypesof loans, by cresting devel opment financeinditutionsto make specific types of loans, by setting



up state-owned banks that can provide funds to favored entities, or by directing private ingtitutionsto lend
to certain entities. Private inditutions clearly have an incentive to solve adverse sdlection and mord hazard
problems and lend to borrowers who have productive investment opportunities. Governments have less
incentive to do so because they are not driven by the profit motive and so their directed credit programs or
state-owned banksarelesslikely to channel fundsto those borrowerswho will help produce high growth of
the economy. Thistype of government intervention in the credit marketsisthereforelikely to beresult inless
efficient investment and dower growth. Curtailing this government activity is therefore important for
promoting economic growth (Caprio and Honohan, 2000).

The absence of a profit motive also means that state-owned banks are less likely to manage risk
properly and be efficient. Thusit isnot surprising that state-owned banks usualy end up having larger loan
lossratios than private indtitutions, and countries with the highest share of state-owned banks, on average,
are aso the ones with a higher percentage of non-performing loans and higher operating costs (Goldstein
and Turner, 1996, and Caprio and Honohan, 2000). Thus the presence of state-owned banks can
subgtantially weeken the banking sysem. Theinefficiency of sate-owned banksand their higher loanlosses
grongly 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 are likely to engage in excessive
risk taking or even fraud, the possibility that banking problems will arise in the future are high. Also if
purchasers of banks are dlowed to put in very little of their own capitd into the bank, they may dso have
strong incentives to engage in risky activities at the depositors and taxpayers expense. These potential
downsides of privatization do not indicate that privatization be avoided, but rather that the chartering or
licensing process be sufficiently stringent to screen out bad owners, making sure that bank ownership goes

to individuas who will improve bank performance over the previous government managers.

5.8 Restrictions on Foreign-Denominated Debt

The asymmetric information view of financid crises indicates that adebt structure with subgtantial
foreign-denominated debt, asistypica inmany emerging market countries, makesthefinanciad sysemmore
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fragile. Currency crises and devauations do trigger full-fledged financid crisesin countries with foreign-

denominated debt, whilethisis 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
from afinancid crigs. Indudtriaized countries with debt denominated in domestic currency can promote
recovery by pursuing expansionary monetary policy by injecting liquidity (reserves) into thefinancid system.

Injecting reserves, either through open market operations or by lending to the banking sector, causes the
money supply to increase, which in turns leads to a higher price level. Given that debt contracts are
denominated in domestic currency and many debt contracts and are often of fairly long duration, the
reflation of the economy causesthe debt burden of households and firmsto fal, thereby increasing their net
worth. As outlined earlier, higher net worth then leads to reduced adverse sdection and mora hazard
problemsinfinancia markets, undoing theincreasein adverse sdection and mora hazard problemsinduced
by thefinancid crigs. In addition, injecting liquidity into the economy raises asset prices such asland and
stock market vaues, which adso cause animprovement in net worth and areduction in adverse sdection and
mord hazard problems. Also, asdiscussed in Mishkin (1996h), expansionary monetary policy promotes
economic recovery through other mechanismsinvolving the sock market and the foreign exchange market.

A second method for acentral bank to promote recovery from afinancid crissisto pursuethe so-
cdled lender-of-last-resort rolein which the centra bank standsready to lend fredly during afinancid crisis.

By restoring liquidity to thefinancia sector, thelender of |ast resort can help shore up the balance sheets of
financid firms, thereby preventing asystemic shock from spreading and bringing down thefinancid system.
There are many instances of successful lender of |ast resort operationsin industrialized countries (e.g., see
Mishkin, 1991); the Federal Reserve'sintervention on the day after the October 19, 1987 stock market
crashisoneexample. Indeed, what isstriking about this episode isthat the extremey quick intervention of
the Fed resulted not only in anegligible impact on the economy of the stock market crash, but also meant
that the amount of liquidity that the Fed needed to supply to the economy was not very large (see Mishkin
(1991).

However, if thefinancid system hasalarge amount of foreign-denominated debt it may befar more
difficult for the centra bank to promote recovery from afinancia criss. With thisdebt structure, acentra
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bank can no longer use expangonary monetary policy to promote recovery from afinancid crisis. Suppose
that the policy prescription for countrieswith little foreign-denominated debt, that is expang onary monetary
policy and reflation of the economy, were followed in an emerging market country with alarge amount of
foreign-denominated debt. In this case the expansonary monetary policy is likely to cause the domestic
currency to depreciate sharply. Aswe have seen before, the depreci ation of the domestic currency leadsto
adeterioration in firms and banks baance sheets because much of their debt is denominated in foreign
currency, thus raising the burden of indebtedness and lowering banks and firms net worth.

The net result of an expansonary monetary policy in an emerging market country with a large
amount of foreign-denominated debt is that it hurts the balance sheets of households, firms, and banks.
Thus, expansonary monetary policy has the opposite result to that found in industridized countries after a
financid crigs: it causes a deterioration in baance sheets and therefore amplifies adverse sdlection and
mord hazard problemsin financid markets caused by afinancid crigs, rather than amdioratesthemasinthe
indugtridized country case.

For smilar reasons, lender- of- last-resort activities by acentra bank inaemerging markets country
with subgtantia foreign-denominated debt, may not be as successful asinaindudtriaized country. Centra
bank lending to the financia system in the wake of afinancid criss which expands domegtic credit might
lead to a substantial depreciation of the domestic currency, with the result that balance sheets will
deteriorate making recovery fromthefinancia crisslesslikely. Theuseof thelender-of-lagt-resort role by
a centrd bank is therefore much trickier in countries with a large amount of foreign-denominated debt
because centra bank lending is now a two-edged sword.

The above arguments suggest that the economy would befar lesspronetofinancid crisesand could
recover far more eadlly if the issuance of foreign-denominated debt was discouraged. Because much
foreign-denominated debt is intermediated through the banking system, regulations to both restrict bank
lending and borrowing inforeign currencies could grestly enhancefinancia sability. Smilarly, redtrictionson
corporate borrowing in foreign currency or tax policiesto discourage foreign-currency borrowing could hep
meke the economy better able to withstand a currency depreciation without undergoing afinancia crisis.
Krueger (2000) has aso suggested that regtrictions should be placed on financid inditutionsinindustridized

countries to limit lending to emerging market countries using indudtridized country currencies.
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5.9 Elimination of Too-Big-To-Fail in the Cor porate Sector

We have aready discussed why atoo-big-to-fail policy leadsto increased risk taking by financiad
inditutions. The same incentives clearly apply to corporationsif they are considered to be too- big-to-fall
(or too-poaliticaly-influential) by thegovernment. Lenders, knowing that they are unlikely to be subjected to
lossesif the corporation getsinto trouble, will not monitor the corporation and withdraw fundsif it istaking
onexcessverisk. Inmany emerging market countries, governments have propped up large and politicaly-
connected corporations when they suffer financid distress and this has been a source of increased risk
taking by these companies, especialy when they face difficult times. For example, as pointed out in Hahm
and Mishkin (2000), the Korean government was perceived to have a too-big-to-fail policy for the
chaebols whose profitability dropped in the 1990s.  Given the resulting lack of market discipline, they
proceeded to try to grow out of their problems by borrowing, frequently in foreign currency, and
dramaticaly increasing their leverage. Thisincrease in risk taking then was a key factor generating the
financid crissin Korea

To contain incentives for the corporate sector to increase leverage and take on too much risk that
leaves them extremely vulnerable to adverse shocks, it is imperative that too-big-to-fal policies be
eiminated. Thisimpliesagreater separation between the corporate sector and the government, something

that o requires a change in business culture in many emerging market countries.

5.10 Sequencing Financial Liberalization
Deregulaion and liberdization of the financid system have swept through amost dl countriesin
recent years. Although deregulation and liberdization are highly desirable objectives, theandyssof financid

crisesin this paper indicatesthat if this processis not managed properly, it can be disastrous. If the proper
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bank regulatory/supervisory structure, accounting and disclosure requirements, restrictions on connected
lending, and wedl-functioning legd and judicid systems are not in place when liberdization comes, the
appropriate congtraints on risk-taking behavior will be far too weak. The result will be that bad loansare
likely, with potentiadly disastrous consequences for bank baance sheets e some point in the future.

In addition, before liberdization occurs, banks may not have the expertiseto makeloanswisdy, and
S0 opening them up to new lending opportunities may aso lead to poor quality of the loan portfolio. We
have ds0 seen that financid deregulation and liberdization often lead to alending boom, because of both
increased opportunitiestor bank lending and financia degpening in which more fundsflow into the banking
system. Although financid degpening isapostive deve opment for the economy inthelong run, inthe short
run the lending boom may outdrip the available information resources in the financia system, helping to
promote afinancid collgpsein the future.

Thedangersin financid deregulation and liberdization do not imply that countries would be better
off by not pursuing aliberdization srategy. To the contrary, financid liberdizationiscriticd to the efficient
functioning of financid markets so that they can channe fundsto those with the most productiveinvestment
opportunities. Getting fundsto those with the most productiveinvestment opportunitiesisespecidly critica
to emerging market countries because these invesiments can have especidly high returns, thereby simulating
rapid economic growth. However, proper sequencing of financid deregulation and liberdizationiscriticd to
itssuccess. Itisimportant that policymakersput in place the proper indtitutiond structure beforeliberdizing
ther financid systems, especidly if thereare no redtrictions on financid ingtitutions seeking funds abroad or
issuing foreign-denominated debt. Beforefinancid marketsarefully liberdized, it iscruciad thet the precepts
outlined above beimplemented: provision of sufficient resources and statutory authority to bank supervisors,
adoption of prompt corrective action provisions, an gppropriate 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 the legd and judicid systems,
encouragement of market-based discipline, and encouragement of entry of foreign banks.

Because the above measures are not easy to ingall quickly and because of the stressesthat rapid
expangon of thefinancia sector puts on both manageria and supervisory resources, restricting the growth
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of credit whenfinancid liberdizationis put into place makesalot of sense. Thiscan taketheform of putting
upper mits on loan-to-vaue ratios, or for consumer credit, setting maximum repayment periods and
minimum downpayment percentages. Banks could aso be restricted in how fast certain types of their loan
portfolios are dlowed to grow. In addition, at the beginning of the liberdization process, redtrictions on
foreign-denominated debt and prudentia controls that might limit capita inflows may be necessary to
reduce the vulnerability of the financid system. As the appropriate infrastructure is put into place, these
restrictionsthen can bereduced. Thebottom lineisthat, dthough eventudly afull financid liberdizationisa
worthy god, to avoid financid crisesfinancid liberalization needsto proceed at ameasured pace, with some
restrictions imposed adong the way.

5.11 Monetary Policy and Price Stability

Although, only indirectly afinancid policy, it isalsoimportant to recognize that monetary policy can
play an important role in promoting financid gability. Price gability isaworthy god initsownright. Not
only do public opinion surveysindicate thet the public is very hogtile to inflation, but thereis dso mounting
evidence from econometric studies that inflation is harmful to the economy.’

The asymmetric information analyss of inancia crises provides additiona reasons why price
gability issoimportant. Aswasmentioned earlier, when countrieshave apast history of highinflation, debt
contracts are often denominated in foreign currencies. As we have seen, this feature of debt contracts
makes the financia system more fragile because currency depreciation can trigger a financid criss.
Achieving price stability isanecessary condition for having asound currency and with asound currency, itis
far eeser for banks, nonfinancia firms and the government to raise capita with debt denominated in
domedtic currency. Thusanother method for reducing an economy's dependence on foreign-denominated

debt and enhancing financia stability isthe successful pursuit of price stability.

"Inflation, particularly at high levels, isfound to be negatively associated with growth. At lower levels,
inflation is found to lower the level of economic activity, dthough not necessarily the growth rate. See the
survey in Anderson and Gruen (1995) and Fischer (1993), one of the most cited papersin this literature.
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Furthermore, centrd bankswhich have successfully pursued price stability have sufficient credibility
S0 that expansionary monetary policy or alender-of-last-resort operation in the face of afinancid crissis
lesslikely 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 toolsto promote recovery from afinancid crisis.

5.12 Exchange Rate Regimes and Foreign Exchange Reserves

Although we have seen that the pursuit of price stability can enhance financid stability and isthus
desrable, some methods of pursuing price stability can unfortunately promote financia instability. One
commonly used method to achieve price stahility isto peg the value of its currency to that of alarge, low-
inflation country. 1n some cases, this strategy involves pegging the exchange rate a afixed vaueto that of
the other country's currency so that itsinflation rate will eventualy gravitateto that of the other country. In
other cases, a currency the Strategy involves a crawling peg or target in which one country's currency is
allowed to depreciate at a steady rate againg that of another country so that itsinflation rate can be higher
than that of the country to which it is pegged.

Although adhering to a fixed or pegged exchange rate regime can be a successful strategy for
controlling inflation, theandyssof financia crisesin this paper illustrates how dangerousthis strategy canbe
for an emerging market country with a large amount of foreign-denominated debt. Under a pegged
exchange-rate regime, when asuccessful peculative attack occurs, the declinein the vaue of thedomestic
currency isusudly much larger, morerapid and more unanticipated than when adepreciation occursunder a
floating exchange-rateregime. For example, during the Mexican crissof 1994-1995, thevaue of the peso
fdl by hdf in only a few months time, while in the recent Southeast Asan criss, the word-hit country
Indonesia saw seen its currency decline to less than one-quarter of its pre-crissvaue, asoinavery short
period of time. The damage to baance sheets after these deva uations was extremely severe. In Mexico,
there was a several-fold increase in the net debtor postion of business enterprises from before the
deva uation in December 1994 till March 1995, whilein Indonesathe over four-foldincressein theva ueof

foreign debt arising from the currency collapse madeit very difficult for Indonesian firms with gpprecigble
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foreign debt to remain solvent. The deterioration of nonfinanciad firms balance sheets leads to a
deterioration in bank balance sheets because borrowers from the banks are now less likely to be able to
pay off their loans. The result of this collapse in balance sheets were sharp economic contractions. In
Mexico, red GDP growth in the second and third quarters of 1995 fell to rates around - 10 percent, while
I ndonesia experience an even worse rate of decline, with GDP faling by close to fifteen percent in 1998,
and an economy il in shambles.

Another potentia 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 channded into productive investments and thus stimulate growth, they might promote
excessve lending, manifested by alending boom, because domestic financid intermediaries such asbanks
play akey rolein intermediating these capitd inflows [Cavo, Leiderman and Reinhart (1994)].  Indeed,
Folkerts-Landau, et. d (1995) found that emerging market countries in the Asan-Pacific region with the
large net private capitd inflows aso experienced largeincreasesin their banking sectors. Furthermore, if the
bank supervisory process is week, as it often isin emerging market and transition countries, so that the
government safety net for banking ingtitutions createsincentivesfor themto takeonrisk, thelikelihood thet a
capitd inflow will produce alending boom is that much greater.  With inadequate bank supervision, the
likely outcome of alending boomissubgtantial 1oan losses and adeterioration of bank balance sheetsand a
possble finandid crisis®

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

lessnonlinear than in apegged exchangerateregime. Indeed, thedaily fluctuationsintheexchangeraeina

8Gavin and Hausman (1996) and Kaminsky and Reinhart (1999) do find that lending booms are a
predictor of banking crises, yet itislessclear that capitd inflowswill produce alending boom which causes
a deterioration in bank balance sheets. Kaminsky and Reinhart (1996), for example, find that financid
liberdization, rather than balance of payments developments inflows, appears to be a more important
predictor of banking crises.
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flexible exchange rate regime have the advantage of making clear to private firms, banks, and governments
that there is subgtantia risk involved inissuing liabilities denominated in foreign currencies. Furthermore, a
depreciation of the exchange rate may provide an early warning signd to policymakers that their policies
may have to be adjusted in order to limit the potentid for afinancid criss.

The condusionisthat a pegged exchange rate regime may increase financia ingtability inemerging
market countries. However, this concluson does not indicate that fixing or pegging an exchange rate to
contral inflation isawaysingppropriate. Indeed, countrieswith apast history of poor inflation performance
may find that only with a very strong commitment mechanism to an exchange rate peg (as in a currency
board or full dollarization) can inflation be controlled (Mishkin, 1998b, and Mishkin and Savastano, 2000).
However, theandysis does suggest that countries using this strategy to contral inflation must actively pursue
policiesthat will promote ahedthy banking system. Furthermore, if acountry hasan indtitutiond structure of
afragile banking system and substantial debt denominated in foreign currencies, usng an exchangerate peg,
particularly onewith aweak commitment mechaniam, to control inflation can be avery dangerous strategy
indeed.” Thisis one reason why countries like Koreawhich in the past year have de facto pegged their
exchange rate by only dlowing it to fluctuate within very narrow bounds may be leaving themselves more
exposed to future financid crises than they redize.

Anather fegture of recent currency/financid crisesisthat countrieswith low amounts of internationa
reserves rlative to short-term foreign liabilities seemed to be more vulnerableto crises. Thishasled some
researchers (e.g. Raddlet and Sachs, 1998) to advocate increased holdings of international reserves to
inulate countries from financid crises.  Indeed, many emerging market countries have taken this
recommendation to heart by accumulating large amount of reservesafter their financid crises. For example,
Koreacurrently has accumulated internationa reserves near the $100 billion level. Although accumulation
of large amounts of internationa reserves may make emerging market countrieslessvulnerableto currency
crises, they areunlikely to insulate them from afinancid crigsif thefinancid sector issufficiently weskened.

Large accumulation of international reserves has the tentia to lull an emerging market country into

9See Obstfeld and Rogoff (1995) for additional argumentsasto why pegged exchangerateregimes may
be undesirable.
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complacency about taking the steps to ensure a safe and sound financia system and thus could have a
hidden danger.

6.
Concluding Remarks

Thebad newsisthat in recent years, we have seen agrowing number of banking and financid crises
in emerging market countries, with grest cosisto their economies. The good news, however, isthat we now
have amuch better understanding of why banking and financia crises occur in emerging market countries
and so have a better idea of how these crises can be prevented. This paper has outlined aset of financia
policies that can help in make financid crises less likdy. If the politica will to adopt these policies in
emerging market countriesgrows, then we should see hedthier financid systemsin thethese countriesinthe

future, with substantia gains both from higher economic growth and smaler economic fluctuations.
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