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Preface 

Many prominent economists, financiers, 
politicians, and other apparent authorities regard globalization and, in 
particular, the international financial system as a potential danger to the 
world's poor. Even some of globalization's exponents speak of it warily. 
Partisans at both ends of the political spectrum have jumped on the anti-
globalization bandwagon. 

Instead of a danger, globalization is an opportunity. The globalization of trade 
and information of the past century has lifted vast numbers of the world's people 
out of extreme poverty. The next great globalization, that of the financial systems 
of emerging economies, can help transform the labors of disadvantaged people 
into greater wealth for them and create greater prosperity and stability for the 
world at large. 

This book explains how the next great globalization can work. It differs from 
other books on globalization because it focuses on financial globalization, the 
opening up of a country's financial system to capital flows and financial firms 
from other countries. For emerging countries to reach the next stage of devel-
opment and get rich, financial globalization must go much further than it already 
has. In particular, the financial systems in emerging economies must be more 
tightly integrated with those in the developed countries in order to partake in 
the benefits of financial investment, the lifeblood of the industrialized world. 

Without successful financial globalization, poor countries will not be able 
to realize their potential, and their continued poverty will engender further insta-
bility and breakdowns in political relations with other nations. But while 
financial globalization is vital in promoting economic growth and reducing 



 

PREFACE x 

poverty, it is not a panacea. It can lead to economic crises that are destructive 
to a country and its citizens. Recent crises in emerging countries illustrate the 
costs and benefits of financial globalization and present some cautionary 
lessons for countries hoping to globalize successfully. Only by taking finan-
cial globalization seriously can we learn to reduce its destructive downside while 
promoting its remarkably productive upside. 

Globalization is not the cause of the economic problems in disadvantaged 
countries. On the contrary, it is the beginning of the solution to these problems. 
To think otherwise is wrongheaded and dangerous. The next great globaliza-
tion needs to be financial and it needs to happen soon. This book demonstrates 
how it can, and should, be done.

One 

The Next Great Globalization: 
A Force for Good? 

Tn 1960 South Korea was one of the poorest 
ii..countries in the world, with an average 

income per person less than that in many countries in sub-Saharan Africa. It 
was only minimally engaged in trading goods and services with the rest of the 
world,' and the flow of capital from abroad into South Korea was minuscule, 
amounting to less than $400 million per year. Today South Korea is a member 
of the rich-countries club, the Organisation for Economic Co-operation and 
Development (OECD), and the booming metropolis of Seoul looks like any pros-
perous, world-class city. International trade is a key feature of the Korean econ-
omy, with over a third of the economy engaged in exporting, and the annual 
net flow of foreign capital into South Korea has increased over twentyfold to 
more than $10 billion.2 

What has happened to South Korea to allow it to grow like this? Globaliza-
tion, the increasing involvement of its economy in world markets.3 

What Is Globalization? 

Globalization is a teen that is often used imprecisely and can mean many things. 
This book focuses on economic globalization, the opening up of economies to flows 
of goods, services, capital, and businesses from other nations that integrate their 
markets with those abroad. 

Economic globalization takes many forms. When a New Yorker orders a Mer-
cedes that is made in Germany, rather than a Cadillac built in America, she is 
taking advantage of the globalization process. When MGM sells a DVD of one

1
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of its hit movies to a teenager in Singapore, this also is a result of globaliza-
tion. When a company based in London makes use of an Indian computer pro-
grammer in Bangalore, globalization is again at work. All of these examples 
of globalization involve international trade, the flow of goods (Mercedes cars 
and DVDs) and services (computer programming). Globalization of trade in 
goods and services has expanded at an extremely rapid pace in the past forty 
to fifty years, growing from a little over $1 trillion (at current prices) in 1960 
to over $15 trillion today.4 

Economic globalization can take another form: the movement of capital and 
financial firms across borders, a process called financial globalization. When a 
Japanese investor buys a U.S. Treasury bill or a share of IBM stock, capital has 
moved from Japan to the United States, and the purchase is an example of finan-
cial globalization. Citibank's loan to a Malaysian shoe manufacturer is also finan-
cial globalization. The opening of a Spanish bank office in Santiago, Chile, is 
a further move toward financial globalization. Financial globalization has 
also expanded dramatically. Since 1975, when the data were first collected, inter-
national capital flows have increased more than eightfold to over $1.4 trillion 
per year today.5 

The globalization process has given a new name to a class of countries that 
have only recently opened up their markets to the flows of goods, services, and 
capital from other nations: emerging market economies. The advent of emerging 
market economies and the huge increases in international trade and interna-
tional capital flows suggest that we have entered a new Age of Globalization. 

The First Age of Globalization, 1870-1914 
The current Age of Globalization is the second great wave of globalization of 
international trade and capital flows. The first occurred from 1870 to 1914,6 
when international trade grew at 4% annually, rising from 10% of global out-
put (measured as gross domestic product or GDP) in 1870 to over 20% in 1914, 
while international flows of capital grew annually at 4.8% and increased 
from 7% of GDP in 1870 to close to 20% in 1914.  John Maynard Keynes cap-
tured the feel of this era with the following famous passage from his The Eco-
nomic Consequences of the Peace, which was published in 1919: 

7

What an extraordinary episode in the economic progress of man that age was which 
came to an end in August 1914! The inhabitant of London could order by tele-
phone, sipping his morning tea in bed, the various products of the whole earth, 
in such quantity as he might see fit, and reasonably expect their delivery upon 
his doorstep; he could at the same moment and by the same means adventure 
his wealth in the natural resources and new enterprises of any quarter of the world, 
and share, without exertion or even trouble, in their prospective fruits and 
advantages; or he could decide to couple the security of his fortunes with the good 
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faith of the townspeople of any substantial municipality in any continent that fancy or 
information might recommend.' 

This first wave of globalization was accompanied by unprecedented pros-
perity. Economic growth was high: from 1870 to 1914, world GDP per person 
grew at an annual rate of 1.3%, while from 1820 to 1870 it grew at the much 
smaller rate of 0.53%.9 

But did this greater economic growth translate into a better deal for the poor 
of the world? If economic growth during this Age of Globalization had been 
associated with growing income inequality, then the poor might not have 
benefited. However, this is not what happened for countries involved in the 
globalization process. The income gap narrowed between wealthy and poor 
nations that actively participated in global markets (although there was little 
effect on income distribution within these countries).") Japan provides an 
extraordinary example. Starting in the seventeenth century, Japan completely 
cut itself off from the rest of the world, allowing only one Dutch ship per year 
to land in Nagasaki to engage in a small amount of trading. When Com-
modore Matthew Perry and his black ships arrived on Japanese shores in 1853 
to force Japan to trade with the United States, Japan began to open up to the 
rest of the world. The resulting shake-up of Japanese society eventually led to 
the Meiji restoration in 1868, as a result of which Japan became fully engaged 
in the global economic system. In 1870, at the start of this period, Japan was 
a backward country with an average income per person that was less than a 
quarter of that in the United Kingdom. From 1870 to 1913, its income was able 
to grow at 1.5% in comparison to a growth rate of 1.0% for the United King-
dom, thereby narrowing the gap. Argentina's growth experience during this 
period was even more extraordinary. From 1870, when its income per person 
was a little over 40% of that in the United Kingdom, its income grew at 2.5% 
through 1913, raising its income per person to over 75% of that in the United 
Kingdom. The Japanese and Argentine examples illustrate how poverty was 
reduced in the countries that were active in the globalization process. 

However, not all countries engaged in that process. Globalizers did well, 
but, as critics of globalization point out, some countries were unable to take 
advantage of globalization. For example, countries like India and China 
actually deindustrialized during this period," with China's income per person 
falling from 24% of the United Kingdom's in 1870 to 13% in 1914.12 However, 
this increase in income inequality between globalizers and non-globalizers 
occurred because non-globalizers did so badly relative to globalizers. For 
countries that were able to take advantage of the globalization process, 
income inequality actually fell because globalizers that were initially so poor 
did so ell relati e to globali ers that started o t rich Increasing income
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the General Agreement on Tariffs and Trade (GA11), headquartered in Geneva. 
Created to regulate the conduct of trade between countries, this organization 
evolved into the World Trade Organization (WTO). 

These new institutions were created to promote globalization, and in this 
they were extremely successful. Once the world economy had returned to 
normal by the end of the 1950s, globalization advanced at a rapid pace. From 
1973 until today, world trade grew at 11% annually, rising from just over 22% of 
world GDP to 42%. Since 7.973 the flows of capital between countries have 
also exploded, rising from 5% to 21% of world GDP)] We are clearly in the 
second wave of globalization. 

16

Have the participants in this new Age of Globalization experienced the good 
economic outcomes and the reduction of poverty associated with the previ-
ous Age of Globalization? Data suggest that they have. World economic 
growth from 1960 to today has been at the highest pace in the history of the 
world: world income per person has been rising at a 2% annual rate.18 Critics 
of globalization point out that income inequality across countries has grown 
and argue that for this reason globalization has not been good for the poor. But 
they have not looked carefully enough at the data. Income inequality across 
countries has risen only because, as in the period before World War I, those 
countries that have been active in global markets have grown very rapidly. Mean-
while those who have not (such as most countries in sub-Saharan Africa) 
have not only seen their position relative to globalizers fall but also experienced 
absolute drops in income per person. As before, the globalizers have won and 
the non-globalizers have lost. In 1960 the income of the average person in 
Somalia was 10% higher than that of his South Korean counterpart. Over the 
next forty-five years, Somalians experienced a drop in their income, so that 
Somalia's income per person is now less than one-tenth that of South 
Korea's: Somalia's income per person decreased by 33% while South Korea's 
increased by more than 1000%.'9 

What we have seen in this new Age of Globalization is a convergence of 
income per person among countries that have been able to take advantage 
of globalization by becoming export oriented. For this set of countries, 
income inequality has decreased; for the non-globalizers, it hasn't.20 
Furthermore, there is little evidence that globalization has increased income 
inequality within developing countries. (There has, however, been an 
increase in income inequality within rich countries in recent years that might 
be related to globalization.) Thus we are led to the same conclusion that we 
reached for the pre—World War I era: this new Age of Globalization has seen 
a reduction of poverty in developing countries that have been willing and able 
to globalize. 

21

22

Another way of looking at the data also suggests that globalization has been 
associated with reductions in poverty. If, instead of looking at inequality 
across countries, where all countries are weighted equally, we instead look at
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rather a consequence of the inability or unwillingness of some countries to enter 
the global economic system. 

The End of the First  Age of Globalization: 
The Great Reversal, 1914-1939 

The first Age of Globalization came to an end with the advent of World War 
I. The war caused a disruption of capital flows and trade between nations that 
continued even after the conflict ended. From 1914 to 1929, the average level 
of international trade fell from 22% of world GDP to 16%, and capital flows 
dried up, falling from close to 20% to 8% of world GDP. And worse was yet 
to come. In 7.929 the Great Depression started in the United States, and it 
quickly spread to the rest of the world. The economic devastation was immense. 
Unemployment reached a peak of 25% in the United States, and the income 
of the average person had fallen by 30% by 1933 and was only slightly above 
1929 levels by 1939. However, the consequences of the Depression were far worse 
elsewhere. The economic collapse in Germany and Italy helped bring the fas-
cists and Nazis into power. The world then entered the worst nightmare 
imaginable: a second world war. From 1939 to 1945, over fifty million people 
died, over half of whom were innocent civilians. The inhumanity of the Holo-
caust resulted in the slaughter of six million Jews and five million people of 
other religious and ethnic backgrounds in concentration camps.

13

14

The collapse of this first Age of Globalization, which has been given the name 
the "Great Reversal" by Raghuram Rajan and Luigi Zingales, provides two 
important lessons: (1) Globalization is not an immutable economic force; it can 

15

be reversed. (2) The economic and political nightmares of the interwar period 
should warn us that a backlash against globalization can be disastrous. 

The Second Age of Globalization, 1960 to the Present 

The aftermath of World War II has been an extraordinary period. Even before 
the war ended, the soon-to-be victorious allies realized that the mistakes of the 
interwar period should not be repeated. They met in Bretton Woods, New 
Hampshire, in 1944 to develop a new international system to promote world 
trade and prosperity after the war. They created two new international finan-
cial institutions (IFIs) both of which were headquartered in Washington, D.C., 
just across the street from each other: the International Monetary Fund (IMF), 
whose job was to oversee the international financial system and ensure that 
it would facilitate trade between countries, and the International Bank for Recon-
struction and Development, which became known as the World Bank, whose 
job was to provide long-term loans to war-torn Europe and to developing 
countries to aid in their economic development. An additional organization
arising out of the Bretton Woods meeting, but not established until 1947, was
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inequality across the world population, where each person is weighted equally, 
we get a very different picture. The great success stories in recent years have 
been in Asia, which has two of the most populous countries in the world, India 
and China. Both countries came to globalization late and have sometimes used 
unorthodox methods to develop their economies, but their embrace of global-
ization has had high payoffs. Rapid growth in India and China has removed 
over a billion people from extreme poverty. When we realize that these billion 
make up a sixth of the world's population, it becomes obvious why research 
that weights every human being equally in computing inequality finds that 
income inequality has actually fallen, not risen, in recent years.  The great suc-
cess stories of India and China in reducing poverty are reflected not just in eco-
nomic data but also in life expectancy. In 1955 life expectancies in India and 
China were thirty-nine and forty-one years, respectively; today they have 
risen to sixty-two years in India and seventy years in China.24 

23

These success stories are not meant to minimize the terrible plight of cer-
tain parts of the world, such as sub-Saharan Africa, where poverty has 
increased and life expectancy has actually fallen to disastrously low levels in 
recent years because of the AIDS epidemic. (Those in poverty, defined as hav-
ing income of less than $2 per day, rose from 73% of the population to over 76% 
today, while life expectancy has dropped from fifty years in 1990 to less than 
forty-six years currently.)  The plight of these countries, however, is due not 
to globalization but rather to the failure to globalize. This observation has been 
cogently expressed by economists Peter Lindert and Jeffrey Williamson: "As 
far as we can tell, there are no anti-global victories to report for the postwar 
Third World."26 

25

A word of caution: The association of the reduction in poverty with countries 
that have globalized could be the result of reverse causality. That is, countries
that had the capability to grow fast were also the ones that could take advan-
tage of globalization. Evidence and analysis presented later in this book, how-
ever, suggest that causality is likely to run from globalization to high economic 
growth and reductions in poverty. 

Financial Globalization in Emerging Market Economies: 
The Next Great Globalization? 

Although economic globalization has come a long way, in one particular 
dimension it is far from complete. As is documented in Maurice Obstfeld 
and Alan Taylor's book, Global Capital Markets, financial globalization is pri-
marily confined to rich countries.  Despite the huge increase in international 
capital flows in recent years, they primarily flow from North to North, that is, 
from rich countries to other rich countries that are mostly in the Northern Hemi-
sphere, rather than from North to South, from rich to poor countries.  Most

27

28

international capital flows are exchanges of assets between rich countries and 
are undertaken primarily for diversification. These flows enable people in rich 
countries to put their eggs into different baskets by holding assets from other 
rich countries. International capital does not generally flow to poor countries 
to enhance their development. 

As Nobel laureate Robert Lucas has pointed out, this feature of inter-
national capital flows is a paradox: Why doesn't capital flow from rich to poor 
countries?  We know that labor is incredibly cheap in poor countries, and so 
we might think that capital would be especially productive there. Just think 
of how hugely profitable a factory might be in a poor country where wages 
are one-tenth of what they are in the United States. We should expect massive 
flows of capital from rich countries (where the returns on capital should be far 
lower) to poor countries (where they should be higher). While there has been 
a big increase in the amount of capital moving to emerging market countries 
in recent years, capital still flows primarily from one rich country to another, 
where the returns on capital are similar.30 

29

The amount of private capital flowing to emerging market countries 
increased dramatically in the 1990s, and its annual rate is now over $300 bil-
lion. That may sound like a lot, but it is only one-fifth of total international 
capital flows from private sources 3  When governments are added into the pic-
ture, recent developments are even more surprising. Emerging market countries 
have actually been sending capital back to rich countries. The United States is 
currently running enormous trade and current account deficits of over $600 

1

billion because Americans are buying more goods and services from other 
countries than they are selling to other countries. These deficits are being 
financed by loans from foreigners, with emerging market countries providing 
the United States with about $200 billion per year. The Chinese government, 
for example, has accumulated almost $800 billion of foreign assets, and it is 
now one of the largest holders of U.S. Treasury securities in the world. 

Also remarkable is the finding that capital flows from North to South rel-
ative to total capital flows are far smaller than they were in the first Age of Global-
ization in the late nineteenth and early twentieth centuries. By 1914 around half 
of the capital in Argentina was supplied by rich foreign countries, particularly 
Great Britain.  Today less than one-tenth of Argentine capital is being supplied 
by foreigners. This change in the pattern of capital flows has not been 
confined to Argentina. In 1913 over 25% of the world stock of foreign capital 
went to countries with income per person less than one-fifth that of the United 
States; by 1997 this figure had fallen to around 5%.34 

32

33

As these numbers show, financial globalization is far from complete. Will 
financial systems in emerging market economies become more integrated 
with those in the rest of the world? Will the next great globalization be finan-
cial? If it is, will further financial globalization benefit poorer countries?
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Even with all these powerful benefits, financial globalization is not neces-
sarily always a force for good: it can go very wrong. As we will see in 
Chapters 4-7, opening up the financial system to foreign capital flows can 
lead, and has led, to disastrous financial crises, which have resulted in great 
pain, suffering, and even violence. (There was widespread ethnic violence 
in Indonesia after its crisis in 1997, and in the wake of Albania's financial 
crisis in 1996-97 there were some 2500 casualties.) This is why financial 
globalization is so controversial. Joseph Stiglitz, a Nobel Prize–winning 
economist, is critical of globalization in his book Globalization and Its 
Discontents; he believes that the opening of financial markets in emerging 
market economies to foreign capital leads to economic collapse. Even 
Jagdish Bhagwati, one of the most 

38

39

40

prominent economists defending 
globalization (his book is titled In Defense of Globalization)  is highly skeptical 
of financial globalization: "the claims of enormous benefits from free capital 
mobility are not persuasive."  George Soros, one of the world's most prominent 
financiers, opens his book On Globalization with an introductory chapter entitled 
"The Deficiencies of Global Capitalism."43 

ll

42

The case studies of financial crises in Latin America and East Asia presented 
in Part Two show that financial globalization is likely to produce financial crises 
in emerging market countries when bad policies in those countries encourage 
excessive risk taking by financial institutions. Unfortunately such policies are 
often promoted by political and business elites in these countries for their own 
aggrandizement. Thus the issue is not whether financial globalization is inher-
ently good or bad; I argue that, when it is done right, financial globalization 
has substantial benefits. But when financial globalization is perverted by poli-
cies that lead to an explosion of the financial system, it can go very badly. 

Another Great Reversal? 

As we have seen, the second Age of Globalization, in which we currently find 
ourselves, has many similarities with the first age, which occurred in the late 
nineteenth and early twentieth centuries. Could there be another Great Rever-
sal, in which globalization again retreats and the world suffers great political, 
social, and economic upheaval and destruction? Could we experience deja vu 
all over again?44 

Unfortunately the answer is yes. The backlash against globalization in 
Latin America is currently very strong. Much of the public in Latin America 
has turned against globalization because they have been disappointed in the 
amount of economic growth since 1990, when they opened up their economies, 
particularly to foreign capital flows. Some countries (such as Mexico, Ecuador, 
and Argentina) have also experienced disastrous crises that have led to depres-
sions. In the immediate aftermath of its economic crisis in 2001-02, for example, 
Argentina experienced an unemployment rate of nearly 20% and an income 
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Is Financial Globalization Always Beneficial? 

The benefits of globalization of trade in goods and services are not a contro-
versial subject among economists. Polls of economists indicate that one of the 
few things they agree on is that the globalization of international trade, in which 
markets are opened to flows of foreign goods and services, is desirable.35 
(Globalization of trade is, however, controversial among the general public and 
more will be said about it in Chapters 8 and 12.) Financial globalization, 
opening markets to flows of foreign capital, is, however, highly controversial 
even among economists. 

The important role of its financial system in a nation's economy is not well 
understood by the average person. Even many economists are shocked by the 
high salaries paid to investment bankers and other financial professionals.36 
After all, what do these financial professionals produce? Nothing concrete comes 
from their highly paid work. 

Even high-level government officials underestimate the importance of the 
financial system. George Bush's first treasury secretary, Paul O'Neill, whose 
job involved designing policies to deal with financial markets, displayed this 
ignorance in an interview shortly after he took office. He belittled the value 
of participants in currency markets: "The people who benefit from roiling the 
world currency markets are speculators, and as far as I'm concerned, they pro-
vide not much useful value."  O'Neill couldn't have been more wrong. 37

Getting the financial system to work well is critical to the success of an econ-
omy To understand why, we need to recognize that the financial system is like 
the brain of the economy: it is a coordinating mechanism that allocates capi-
tal to building factories, houses, and roads. If capital goes to the wrong uses 
or does not flow at all, the economy will operate inefficiently and economic 
growth will be low. Even the strongest work ethic cannot compensate for a mis-
allocation of capital. Working hard will not by itself make a country rich, 
because hard-working workers will not be productive unless they work with 
the right amount and kinds of capital. Brain is more important than brawn, and 
similarly an efficient financial system is more important than hard work to an 
economy's success. 

Financial globalization has several important benefits in emerging market 
economies. First, by bringing in new capital, it lowers the cost of capital, thereby 
encouraging investment; this in turn promotes growth. Second, when foreign 
capital and financial institutions are allowed to enter a country, they improve 
the allocation of capital. Third, globalization of the financial system helps pro-
mote the development of better property rights and institutions, both of which 
make the domestic financial sector work better in putting capital to productive 
uses. To reap these benefits, financial globalization must be extensive enough 
that the entry of foreign capital and foreign institutions increases competition 
in domestic financial markets. (More about this in Chapters 2 and 3.)
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Which way will the remaining countries of Latin America go? Will they 
follow Venezuela and Argentina and retreat from globalization, or will 
they emulate the successes of Chile and embrace it? Recent elections in 
Latin America have seen a further shift to the left with the success of candidates 
espousing anti-globalization rhetoric. Evo Morales, a former coca grower and 
opponent of globalization, was elected president of Bolivia in December 
2005, while 011anta Humala, a left-wing candidate for Peru's presidency who 
opposes free trade, won the first round of the presidential election in April 
2006. 

Similarly, the public in many of the transition countries, former communist 
countries that are a subcategory of emerging market economies, also has 
doubts about the benefits of globalization. This is less of a problem for the tran-
sition countries in. Eastern Europe that are entering or are likely to enter the 
European Union soon; by doing so they will automatically become a part of 
a globalized economy. However, there is a danger that Russia and many of the 
other countries that were part of the former Soviet Union may turn inward and 
reject globalization and economic freedom in general. 

The Asian public seems to be far more supportive of globalization because 
they have experienced rapid growth, but the backlash against globalization 
might reach them too. It would be premature to assume that they will continue 
down the globalization path. 

The backlash against globalization manifests itself in rich countries as well 
as poor. Protectionist measures to restrict the flow of goods from developing 
countries, especially China, have been proposed regularly in the U.S. Congress. 
Protectionist sympathies are also strong in Europe. One French protester 
described his fears of globalization by saying that he was worried that French 
workers would get "eaten with a Chinese sauce." Most extraordinary have 49

been recent government efforts in France, Italy, and Spain to block corporate 
takeovers when the acquiring firm is foreign, even if the acquiring country is 
a member of the European Union. (Protectionist concerns might also have been 
behind congressional pressure that blocked the takeover of six U.S. ports by 
Dubai Ports World in March 2006.)50 

The possibility of another Great Reversal is very real. This book argues that 
turning their backs on globalization would be disastrous for both emerging mar-
ket and rich countries. Developing countries, in particular, must embrace 
globalization so that they can reach their full potential and get rich. 

How Can Poor Countries Get Rich? 

Most people think that the way for poor countries to get rich is to make sure 
their citizens get a good education and are healthy, and it is not surprising that 
so much charitable aid goes into improving health care and education. Pub-
lic health and education are important to economic growth, but increasing pub-

Given its depression, Argentina has been pursuing policies that make it harder 
for it to participate in the global system. This is exactly what happened in the 
aftermath of the Great Depression of the 1930s. Before this period Argentina 
was a full-fledged participant in globalization and was one of the richest 
countries in the world, with income per person that was actually higher than 
the average for countries in Europe.  Indeed, Argentina was one of the most 
desirable destinations for immigrants. At the turn of the century, when poor 
Italians were choosing whether to get on a boat for Buenos Aires or New York, 
it was a coin toss as to which destination was better. The success of Argentina 
before the Great Depression is reflected in the fact that, of twenty-seven 
countries for which data are available, it had the highest growth rate from 1870 
to 1930.  In the aftermath of the Depression and World War II, however, the 
country turned its back on globalization and closed off its economy to the rest 
of the world. Over the next fifty years, Argentina had low economic growth, 
and it has since fallen into genteel poverty, with its income per person falling 
to only one-half that of the average for European countries. The same study 
of twenty-seven countries that found that Argentina had the highest growth 
rate from 1870 to 1930 ranked it last in terms of growth for the period 1930-92. 
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Argentina seems to be going down the same path again. The 2001-02 cri-
sis discredited the policy in the 1990s of opening up the Argentinean economy. 
Given the backlash against globalization, it is not surprising that the Peronist 
government of Nestor Kirschner, harking back to the disastrous policies after 
World War II of the founder of its political party, Juan Peron, has been pursuing 
anti-free market policies that increase the likelihood that Argentina will turn 
its back on the global economic system. One of the most egregious examples 
is a measure implemented by the Argentine government in March 2006 to restrict 
exports of beef for six months in order to increase the domestic supply and lower 
the price, thereby halting most beef shipments abroad for the world's fifth largest 
beef producer.  The country is poised to lose another fifty years of economic 
growth. 
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The backlash against globalization has also manifested itself in countries such 
as Bolivia and Venezuela. Demonstrations against further opening up of the 
economy led to the ouster of the Bolivian president in 2003 and again in 2005, 
while Venezuela's president, Hugo Chavez, has advocated policies that turn 
it away from global markets (as well as democracy). 

Only one Latin American country, Chile, has completely embraced global-
ization. Since 1990 Chile has opened up its economy completely, to both inter-
national trade and capital flows, and it has experienced rapid growth. From 
1990 to 2003 it has had an average growth rate of 5.6% per year, by far the high-
est in Latin America. Indeed, Chile has been given the nickname the "Latin Tiger" 
to compare it to successful Asian countries dubbed the "Asian Tigers." 

However, Chile is a small country, with a population of only 16 million, less 
than one-thirtieth the total population of over 500 million in Latin America.
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The terms "less-developed," "developing," "poor," and "emerging market" 
are often used interchangeably to describe disadvantaged nations, but there 
are subtle differences. Because this book outlines how disadvantaged nations 
can improve their financial system, it applies more to emerging market 
countries. They are the ones at a stage of development where it becomes 
possible to create a well-functioning financial system. Many of the policy pre-
scriptions offered here, however, also apply to a wider group of countries that 
includes not only the emerging market countries but also those at the lowest 
level of development who do not have even basic property rights. When I refer 
to "less-developed," "developing," or "poor" countries, I am referring to the 
entire set of disadvantaged countries, including the poorest. When I use the 
term "emerging market," I am referring to those countries that are ready to 
develop financial systems that can move them up to rich-country status. 

Institutional development (more precisely defined here as measures that pro-
mote effective property rights and an efficient financial system) is the key to eco-
nomic development. Since good institutions exist in rich countries, you might 
think that these institutions could just be exported to disadvantaged nations 
to enable them to get rich. Good institutions, however, need to be home grown; 
institutional frameworks that have been developed in the rich countries frequently 
do not translate well to poorer countries. This is a lesson that many in the 
advanced countries of the world have yet to learn. The development of good 
institutions in the advanced countries took hundreds of years as they grew and 
adapted to local conditions. Poor countries must ultimately develop their own 
institutions, and the citizens of these nations must feel they have ownership of 
those institutions or else the institutions will be ineffective and short-lived. 
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It is also important to recognize that the impediments to developing good 
institutions reside in the less-developed countries themselves. Developing 
good institutions is hard: it takes time and effort for a country to plan, estab-
lish, experiment with, evolve, and adapt its institutions to its historical, cul-
tural, and political circumstances. It takes a long time for any nation to achieve 
strong property rights and an effective financial system. 

It is even harder to develop good institutions in less-developed countries 
because of the political environment. Rich elites and special interests often have 
considerable political clout; they have much to lose from institutional devel-
opment that encourages an efficient financial system and promotes competi-
tion. Globalization, however, can be an important force in promoting the 
development of better institutions: it weakens the profits and power of the rich 
elites and special interests who oppose institutional development, and it can 
even encourage them to support institutional reforms to restore their profits. 
Globalization can therefore help generate the political will for institutional 
reform. We have seen this happen in emerging market economies like Chile, 
China, India, Singapore, South Korea, and Taiwan that have experienced 
rapid growth.
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lic spending in these areas does not always produce higher growth.
Throughout this book, I argue that the only way for poor countries to get rich is 
for them to provide incentives for capital (including capital devoted to health 
care and education) to be supplied to its most productive uses. 
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If allocating capital to productive uses is necessary to promote economic 
growth and development, how do you get it to happen? The short answer is, 
"Develop good institutions that allocate capital efficiently." But what are these 
institutions? 
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The most basic set of growth-promoting institutions are those that promote 
property rights (such as the rule of law, constraints on government 
expropriation, and the absence of corruption, all of which are discussed in the 
next chapter). If you live in a country where it is easy for others to take your 
property away, either at gunpoint or through a corrupt government, you would 
be crazy to make investments there. Without these investments, workers 
in your country will be unable to earn high wages because there won't be 
sufficient capital to provide the machines, buildings, and computers to 
make them highly productive. Poverty will be severe. 

Even if investments are made, if they go to the wrong place they will be use-
less. Thus the second, related set of institutions are ones that make sure that 
those offering the best investment opportunities can actually get external 
funds to make investments. This is the crucial role of the financial system. These 
institutions promote an efficient financial system through financial regulation 
and strong enforcement of financial contracts. 

The problem for many poor countries is not that they can't get money 
for investment but that the investment is counterproductive. In the 1970s, 
for example, the World Bank provided lending to finance a huge shoe factory 
in Tanzania that was to produce four million pairs of shoes a year, three-
quarters of which were to be exported to Europe. However, the factory, with 
its aluminum walls and no ventilation system, was ill suited for Tanzania's cli-
mate, with the result that it never produced more than 4% of its installed capac-
ity and never exported a single shoe.53 

Nations are poor because they are disadvantaged in many important areas: 
their institutions are weak; they are "institutionally challenged." We can 
classify poor countries into two types. The poorest group includes countries 
that do not even have basic property rights, either because they are subject 
to civil strife or because they are run by rapacious governments. Many 
countries in sub-Saharan Africa, where average income per person is less than 
one-twentieth of what the average American earns, are in this group.  The sec-
ond group of poor countries has basic property rights and they are far better 
off and far less poor than countries in the first group. These emerging market 
countries are opening up their markets to the flows of goods, services, and cap-
ital from other nations, but they do not yet have institutions that support a well-
functioning financial system.

54
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Yet globalization, particularly of the financial kind, does not always produce 
good outcomes. Just as rich elites block needed institutional development to 
increase their profits, they often pervert the financial globalization process for 
the same reason, which is why financial globalization often does not work. There 
are those (including prominent economists Joseph Stiglitz and Jagdish Bhag-
wati) who put the primary blame for the failures of financial globalization in 
emerging market countries on outsiders, specifically on the IMF or the Wall 
Street—Treasury Department complex.  The evidence discussed throughout this 56

book has brought me to the conclusion that they are just plain wrong. To be 
sure, institutions like the IMF or the U.S. Treasury Department are not blame-
less; public and private financial institutions active in the international capi-
tal markets have often aided and abetted poorly designed financial globalization, 
although this was not necessarily their intention. (More on this in Chapters 5-7
and 11.) 

What Can the Rich Countries Do? 

How can rich countries help? The key is to provide the right incentives. Cur-
rently the IMF and the World Bank often find it hard to deny loans to gov-
ernments in the less-developed world that misallocate the funds or refuse 
to develop the institutions that are needed to make a nation's economy suc-
cessful. The inability to "just say no" creates the wrong incentives for ill-run 
nations. Money should be used as a carrot to encourage poorer countries to 
develop good institutions. If a government in one of these countries is unwill-
ing to do this, the IMF and the World Bank must use the stick and cut off the 
flow of money. This approach sounds harsh, but it is better to engage in tough 
love than to allow countries to continue down the wrong path. 

International financial institutions such as the IMF and World Bank and other 
governmental organizations in the rich countries (like the Group of Seven or G7) 
have also had a tendency to impose on less-developed countries institutions 
patterned too directly after those that have worked well in advanced countries. 
They have often also pushed standard "one size fits all" prescriptions for less-
developed countries, such as flexible over fixed exchange-rate regimes or 
complete and precipitous abolition of capital controls. The arrogance of 
these institutions and governments is greatly resented in the less-developed 
world. The standard prescriptions often don't work, and they also have a 
strong element of hypocrisy because many of the conditions imposed on the 
less-developed countries are not met by the rich countries themselves. 

The international financial institutions and advanced countries can help in 
several ways. Although less-developed countries need to develop their own 
institutional frameworks to make globalization work, there is considerable exper-
tise in institutions like the IMF and the World Bank on which these countries 
could draw. Technical assistance from these organizations can be of great
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value, and indeed it has been in South Korea and Turkey, both of which asked 
for help after their financial crises. The right incentives from the international 
financial institutions can also help encourage economic and political elements 
in the less-developed countries to overcome blocking of institutional 
development by rich elites. 

What about direct financial aid? Wouldn't more aid from rich countries help 
poor countries to develop? Many people lament the paltry amount of foreign 
aid that rich countries provide to poor countries: U.S. foreign aid as a percentage 
of its gross national income is only a meager 0.04%. Although aid in the form 
of technical assistance has often had important successes, as William Easterly 
has pointed out in his book The Elusive Quest for Growth,  aid has generally not 
worked well in promoting development because it has typically not provided 
the right incentives.  Indeed, Easterly cites the extraordinary exam
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59 ple of 
Zambia: if the $2 billion of aid Zambia has received from the advanced 
countries and international aid organizations since its independence had gone 
into productive investments, the nation would now have an income of over 
$20,000 per person, putting it in the rich-nations club. Instead Zambia has an 
income of $600 per person, one-third lower than its income at independence. 

Just as throwing money at poor countries does not seem to work, simply 
boosting investment and the amount of capital in a country is also not the key 
to economic growth, because putting capital in the wrong place does not pro-
duce a healthier economy. Only when capital is allocated to its most produc-
tive uses does the economy benefit: this is why development of an efficient 
financial sector is key to economic growth. 

What we know does work to promote development is encouraging poorer 
countries to pursue an external orientation and develop a successful export 
sector. This approach not only forces the economy to become more efficient, 
it also creates a demand to improve institutions that encourage financial 
development. Along with technical assistance and incentives for institutional 
development, advanced countries can also help to alleviate poverty in the rest 
of the world by opening up their markets to exports from poorer countries, 
which they often have not done, particularly in agricultural products. Trade, 
not aid, will make the world a better, safer, and more economically and politi-
cally stable place to be. 

Why the Anti-Globalizers Are Wrong 

Anti-globalizers have it completely backwards: globalization is not the enemy. 
Particularly disturbing to me are elements of the left that are against global-
ization. They say they care about poor people, and I believe they do. They are 
correct in saying that the globalization process has often been perverted by rich 
elites and that simplistic solutions like privatization and the establishment of 
free markets often do not work. They are also right that globalization will not
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cure all the ills of poor nations. By itself globalization, in both finance and trade, 
is not enough to ensure economic development. But to be against globaliza-
tion is most assuredly to be against poor people in the rest of the world, and 
this is a morally indefensible position. Less-developed countries cannot get rich 
unless they globalize, and, in particular, they must globalize their financial sec-
tors. Financial globalization is not a choice: it needs to be the focus of the next 
great globalization. 

Those in rich countries who protest against free trade in the name of help-
ing poor people also misunderstand what it takes to promote economic devel-
opment. As I have already argued and will argue later in the book, opening 
up rich-country markets to goods and services from less-developed countries 
is far more important than financial aid in alleviating world poverty, and 
such openness also promotes financial stability in emerging market countries. 
Those who are against opening up our markets—although they often don't real-
ize it—are also against reducing poverty abroad and even at home. True, 
closing off our markets in rich countries may help some workers in the short 
run (although in the long run it will make the average worker worse off because 
it will lower productivity growth). But this help comes at the expense of the 
far poorer worker in the less-developed world. Protesting in advanced countries 
against free trade is the result of ignorance or narrowly defined self-interest. 

This book is meant to challenge those who oppose globalization to rethink 
their objections. As Kofi Annan, the secretary-general of the United Nations, 
has put it, "The main losers in today's very unequal world are not those who 
are too much exposed to globalization. They are those who have been left out."60 
Rather than opposing or limiting globalization, we in the rich countries and 
those in the less-developed countries must, as a moral imperative, work 
together to make globalization work for the general good of people all over 
the world. 

Part One 

Is Financial r-rlob lization 
Beneficial? 



 

Two 

How Poor Countries Can Get Rich: 
Strengthening Property Rights 

and the Financial System 

In America and many other cultures, we 
are taught that the key to success is hard work. Yet, when we look at many 
less-developed countries, we see people who work extremely hard for long hours. 
Their wages are low and so they remain poor, and their countries as a whole 
remain poor. If hard work does not make a country rich, what does? 

The right institutions make a country rich. Nobel laureate Douglass North 
defines institutions as the "rules of the game in a society, or, more formally, 
humanly devised constraints that shape human intervention."' The institutions 
that are most crucial to economic growth enable a country to allocate capital 
to its most productive uses. These institutions establish and perpetuate strong 
property rights, an effective legal system, a stable financial system, and sound 
government regulation of the financial sector.2 

Strong Property Rights and an Effective Legal System 

A country can have a successful economy only if it has strong property rights, 
that is, if it protects a person's property from expropriation by the government 
or other parties. Property rights are the most fundamental institution required 
for economic growth. Without them, people will have little incentive to make 
investments because the fruits of their investments (the returns) can be easily 
taken away. Weak property rights thus lead to low investment, and without 
investment an economy cannot grow. 

10 
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Why Laws and Lawyers Are Not Enough 
to Protect Property Rights 

Having laws on the books and plenty of lawyers to protect property rights and 
enforce contracts is still not enough to encourage the allocation of capital to 
its most productive uses, which is key to economic growth. The legal system 
also needs to be honest and efficient, that is, it must operate quickly and at low 
cost. Douglass North has emphasized the importance of the legal system to 
economic growth: "The inability of societies to develop effective, low-cost 
enforcement of contracts is the most important source of both historical stag-
nation and contemporary underdevelopment in the Third World."5 

4

The inadequacy, by themselves, of a good set of laws and plenty of lawyers 
in promoting growth is illustrated by the poor economic performance of the 
Philippines, once a U.S. territory. The Philippines has a legal system based on 
U.S. law, yet its judiciary is known to be one of the most inefficient in the world. 
In the World Bank publication Doing Business in 2005, the Philippines is ranked 
as having one of the highest costs of recovering a debt, exceeding 50% of the 
debt's face value. (In the United States the average cost of recovering a debt is 
7.5% of face value.)  Given its high cost of contract enforcement, the Philip6 pines 
has not surprisingly enjoyed much lower growth rates than the rest of Asia. 
India has a legal system based on the British model, but lawsuits of all kinds, 
including property rights suits, can take years to settle there because its 
overburdened judicial system has over three million backlogged cases in 
higher courts, over 300,000 of which are ten years old or older.' The German 
airline Lufthansa is still in court in Brazil after almost a quarter of a century 
over a wrongful-termination lawsuit.8 

Corruption, which is endemic in many less-developed countries, is another 
obstacle to a well-functioning property rights system. If judges can be bribed, 
then property rights can be expropriated by the highest bidder for the judge's 
"services." An entrepreneur with a good idea or investment cannot protect 
it from the rich and powerful elites who can use the courts as a weapon to 
take it away and reap any rewards for themselves. If a government official 
has to be bribed to allow you to conduct your business, he has in effect 
appropriated part of the value of your property. Corruption is like a cancer 
in the body of an economy: it weakens and sickens the economy by reduc-
ing the incentives for entrepreneurs to make investments and work hard to 
make profits. Corruption is particularly pernicious because it creates so 
much uncertainty for entrepreneurs: they can never be sure when the bribe 
is enough or whether the corrupt official will keep coming back to them over 
and over again to demand more money. Research finds that both lower 
investment relative to GDP and lower economic growth are associated with 
increases in corruption.i0

9
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Residents of advanced nations like the United States often take property 
rights for granted. The founding fathers of America and their British fore-
bears understood the importance of property rights to the success of the 
economy, and there is a vast body of U.S. law that protects private property. 
The government cannot just take your property when it wants to; people 
who steal property are jailed; and people who make use of our property 
(either physical or intellectual) without our permission can be sued in 
courts of law. 

T h e  R o l e  o f  t h e  L e g a l  S y s t e m:  
Why We Shouldn't Kill All the Lawyers 

Everyone loves to bad-mouth lawyers. Jokes galore make fun of ambulance 
chasers and shifty filers of frivolous lawsuits. Hostility to lawyers is not just a 
recent phenomenon: in Shakespeare's Henry VI, written in the late sixteenth 
century, Dick the Butcher recommends, "The first thing we do, let's kill all the 
lawyers." Is Dick right? 

Most legal work is actually not about ambulance chasing, frivolous lawsuits, 
and criminal law. Instead it involves the writing and enforcement of con-
tracts, which is how property rights are established. When you start thinking 
about the role that lawyers play in establishing and protecting property rights, you 
almost start to feel warm and fuzzy about them. 

A good system of laws, by itself, does not provide incentives to invest, because 
property rights without enforcement are meaningless. This is where lawyers 
come in. When someone encroaches on your land or makes use of your prop-
erty without your permission, you turn to a lawyer to stop them. Without 
lawyers, you would not be able to protect your investments and you would 
be unwilling to invest. With no or limited investment, there would be little of 
the economic growth that is the road to riches. 

The Anglo-Saxon legal system, based on common law, requires more 
legal services than other systems. The United States is alleged to have 
more lawyers per person than any other country in the world. It is also 
among the richest countries in the world, with a financial system that is superb at 
putting capital to new and productive uses, such as in the technology 
sector. Is this just a coincidence? Or could the U.S. legal system actually be 
beneficial to its economy? 

As we will see in the next chapter, recent research suggests that the Anglo-
Saxon legal system is a big plus for the United States. Once we understand 
the important role of property rights in producing wealth, we begin to see that a 
sound legal system, which requires many lawyers, is actually critical to 
eradicating poverty and thus highly beneficial to society. So we shouldn't 
kill all the lawyers.

3
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Property rights will also not exist if the rule of the gun supersedes the rule 
of law. Continual wars and rebellions diminish rights to property because the 
threat of force allows aggressors to take property. We usually think of the cost 
of war in terms of the number of dead and wounded, but the economic cost 
is horrendous as well. Because the threat of war or rebellion makes it hard to 
retain the profits from productive investment, investment will not occur. A con-
tinual state of warfare, in addition to years of kleptocra tic rule, goes a long way 
toward explaining the awful growth experience of many of the countries of sub-
Saharan Africa since they gained independence in the 1960s. 

How Property Rights Evolve 

Developing a strong property rights system is a complicated endeavor. The 
Magna Carta, the thirteenth-century document that protected the rights of nobles 
under King John, was an early step in this development for Anglo-Saxon 
countries, including the United States, but it did not protect the property 
rights of the average citizen. It is only through many twists and turns, over hun-
dreds of years, that property rights have come to their present form.'? 

Property rights also need to evolve to suit local conditions. In The Mystery 
of Capital, De Soto describes how British property rights for land, which were 
based on a long-established title system, were not easily applied in the new lands 
of North America.  As the settlers moved west, good records of titles and accu-
rate surveys were not to be had, so different legal procedures were developed 
to provide ownership to settlers who had improved the land on which they 
settled. Under British law, when someone squatted (lived and worked on land 
owned by someone else without their approval), the squatter was not entitled 
to any of the improvements he had made, even if he had squatted on the land 
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by mistake. If this legal framework had been retained in the colonies and later 
in the United States, there would have been little incentive to invest in improv-
ing the land by clearing fields of trees, putting up fences, building barns, and 
so on. To encourage land improvements, many of the colonies adopted a new 
legal framework, called preemption, under which a squatter was allowed to buy 
the land he had settled on at a price set by a local jury if the rightful owner was 
unwilling to compensate the squatter for the improvements made on the land. 
De Soto's example illustrates how effective protection of property rights evolves 
over time. Indeed, this evolution continues today as courts decide whether a 
new computer program or a new process for genetically modifying a plant is 
patentable. If it is, users of the idea or process must pay a licensing fee to the 
patent holder. This example also demonstrates that a system for defining prop-
erty rights in one country may not work effectively in another. Effective pro-
tection of property rights must reflect local conditions. 

China's recent approach to defining property rights illustrates that the 
evolution of such rights under local conditions also takes place in less- 
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The high cost of setting up a legal business or legally purchasing land is 
another barrier to establishing clear property rights in many developing 
countries. In countries like the United States, opening a legal business is a simple 
procedure that requires filling out a form and paying a nominal licensing fee. 
But, as economist Hernando De Soto has documented in his fascinating book 
The Mystery of Capital, setting up a business in a less-developed country can 
be a nightmare. De Soto's researchers found that to legally register a small gar-
ment workshop with one worker in Peru required 289 days, working six 
hours a day, at a total cost of $1231—a figure thirty-one times the monthly min-
imum wage.'" In contrast, to set up a similar business in the United States takes 
only 5 days at a cost of $210.  Peru may be an extreme example, but this prob-
lem is endemic in less-developed countries. Recent research on a group of devel-
oping countries found that, on average, ten bureaucratic procedures and 
sixty-three days, at a cost of one-third of average annual income per person, 
were required to open a typical business.  The result of these barriers to 
legally registering businesses is that only the rich can operate legal businesses 
that have access to the legal system.  The resulting lack of property rights for 
others in these countries is a serious impediment to development. 

12
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Even having property laws on the books does not guarantee them. Many 
governments or their officials in less-developed countries simply expropriate 
an idea, a business, or an investment because they want to. Robert Mugabe, 
the president of Zimbabwe, has impoverished his country by expropriating land 
and giving it to his cronies. When land can be taken away from a landowner 
without adequate compensation, landowners will stop investing in their land 
and farm production will fall. Zimbabwe, which was once a highly success-
ful producer of farm products and exported over 700,000 tons of corn in 1990, 
now exports less than one-twentieth of this amount. Andrei Schleifer and 
Robert Vishny have coined the term "the grabbing hand" to describe the 
often rapacious behavior of such governments, which have been given the name 
kleptocracies because they steal from their citizens in a variety of ways.'6 
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Kleptocracies have been particularly common in Africa since its colonies 
became independent in the 1960s. This characteristic of many African economies 
explains, in large part, why Africa not only has failed to keep up with other 
regions in its economic growth but has even seen a decline of income per 
person and an increase in poverty in many countries. Haiti, the poorest 
country in the Americas, has suffered a similar fate. The Duvaliers, Papa Doc 
and Baby Doc, dictators from 1957 to 1986, were notorious for stealing on a grand 
scale. Jean-Bertrand Aristide, a democratically elected president of Haiti and 
a former priest, has been viewed by many as not much better. His close ties 
to street gangs such as the Cannibal Army and accusations of corruption and 
election manipulation eventually led to his overthrow by a rebel group in 2004. 
The history of Haiti does not inspire confidence that a new government will 
enforce property rights and help the country develop.
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developed countries.  After the death of Mao Zedong, the Chinese govern-
ment realized that the nation's economy would not grow without some form 
of property rights that would give incentives to invest. However, communist 
doctrine, which objects to private property, was a barrier to establishing prop-
erty rights as we know them in the West. Having such rights would have been 
a tacit acceptance of capitalism. Instead the Chinese government decided to 
allocate property rights in nonstandard ways. 

19

To stimulate agricultural output, which had plummeted under Mao's dis-
astrous policies, the Chinese government developed the Household Respon-
sibility System (HRS), under which local officials assigned land to individual 
households according to their size. Farmers could develop their land, produce 
food, and sell it for their own profit, thus giving them the incentive to increase 
production. This approach was highly successful and led to a huge increase 
in the output of such crops as rice and wheat. 

To increase manufacturing output, the government allowed the establish-
ment of town and village enterprises (TVEs), in which the ownership rights 
to businesses were given to the local government of the township or village 
and not to individuals. Because the TVEs could keep the profits and use them 
to provide goods and services to the community, they had an incentive to make 
good investments and to produce goods and services as efficiently as possible. 
This approach also worked: TVEs were a primary source of growth in China 
until the mid-1990s. With the increase in the scale of manufacturing activity, 
however, firms needed to grow beyond the scale of TVEs: these larger firms 
have now become the primary drivers of Chinese economic growth. 

Although the HRS and TVEs did not confer private property rights as 
Westerners know them, they probably worked far better in China at its early 
stage of development than more standard forms of private property rights. Such 
standard forms would not have been enforceable because a proper legal sys-
tem was not in place and corruption would have been high. Indeed, having 
local governments own the enterprises gave the governments an incentive to make 
sure that the profits could not be appropriated by the central government or its 
officials. 

The experience in China raises an important theme that we will encounter 
throughout this book. Institutions that function well in advanced countries may 
not always work in developing countries; they may have to be adapted to the 
local environment in order to promote investment and growth. ° This was true 
when America was a developing country in the eighteenth and nineteenth 
centuries and the British system of property rights for land had to be modi-
fied to suit local conditions. Even in China, what has worked in the past is less 
likely to work in the future. Their system of property rights will have to 
change because entities like the TVEs are often too small to be long-term 
engines of economic growth. As we will see in later chapters, the Chinese gov-
ernment has recognized the need for changes, although it is not yet clear
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whether it will be successful in developing a system of property rights that can 
take China to the next stage of its economic development. The examples pre-
sented here provide a warning that, as part of the globalization process, 
simply taking institutions from advanced countries and imposing them on devel-
oping countries may not work. 

A Sound Financial System 

Property rights by themselves do not ensure that capital will flow to its most 
productive uses. Secure property rights provide individuals with the incen-
tives to invest if they already have the money to do so and are thus a first step in 
achieving productive investment. However, people who have saved and have 
money to invest in new businesses, products, and ideas are often not the 
same people who have productive investment opportunities. Merely being rich 
does not mean you have good ideas. 

Unless those with surplus funds can channel their money to those who have 
good investment opportunities and need funds, a substantial amount of pro-
ductive investment will never take place. If surplus funds go to the wrong place 
and fund unproductive investments, the funds will be squandered. It is the finan-
cial system, the brain of the economy, that performs the essential coordinat-
ing function of channeling funds from households and firms that have surplus 
funds to those individuals and firms that have a shortage of funds and can make 
productive investments. Developing a well-functioning financial system that 
directs funds where they can do the most good is thus a second, crucial step 
on a nation's path toward producing wealth. 

Getting the financial system to channel funds efficiently is not an easy 
task. To understand the function of the financial system, look at the schematic 
diagram in Figure 2.1. Those who have saved and are lending funds are at the 
left, and those who must finance their spending by borrowing are at the right. 
Most people think that funds move directly from savers to borrowers via 
financial markets: this is the direct finance route shown at the bottom of the fig-
ure. With direct finance, borrowers borrow funds directly from savers by sell-
ing them securities (also called financial instruments), which are claims on the 
borrowers' future income or assets. For example, if a textile company in 
Malaysia needs to borrow funds to pay for a new factory to produce shirts, it 
might borrow the funds from savers in the United States by selling them 
equities, like common stock, or bonds. 

What is less well known is that most funds get to borrowers through the much 
more circuitous indirect finance route shown at the top of the figure. With in-
direct finance, a financial intermediary (a bank, insurance company, finance 
company, mutual fund, or pension fund) obtains funds from savers and then 
uses them to make loans to borrowers. Such financial intermediation is the pri-
mary route for moving funds from lenders to borrowers. This is especially true
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Figure 2.1. Flows of Funds through the Financial System 
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in developing countries, where almost all lending is done by financial inter-
mediaries because securities markets are often tiny or nonexistent. (In devel-
oping countries financial intermediation often occurs in informal credit markets 
through rural moneylenders, pooling of funds in rotating savings and credit 
associations, lending within family groups, or microcredit schemes.) Most 
borrowers in advanced countries also obtain credit through financial inter-
mediation, even in the United States, which has the most active securities mar-
kets in the world. Although the U.S. media focus their attention on securities 
markets, particularly the stock market, most Americans would be surprised 
to learn that financial intermediaries are a far more important source of financ-
ing for businesses than securities markets. They supply close to 60% of the funds 
flowing to nonfinancial businesses.21 This figure even understates the 
importance of financial intermediaries, because around half of all stocks and 
much more than half of all bonds are purchased by financial intermediaries in 
financial markets (the downward arrow in the figure). 

Why can't the financial system get funds directly to those who need them? 
Why do we need financial intent iediaries at all? Why isn't it simpler to get 
funds directly to those who need them the most? 

Why Is It So Hard to Get a Financial System to Work Well? 

What impedes the direct movement of funds to those with the best investment 
opportunities is a problem known as asymmetric information, a situation in which

one party to a transaction has much less accurate information than the other. 
For example, managers of a Russian company know whether they are honest 
and have better information about how well their business is doing than the 
stockholders who own the company or the bondholders who have lent it 
money. This imbalance is particularly strong if the stockholders and bondholders 
are foreigners and do not know the ins and outs of doing business in Russia. 
Similarly, a person seeking a loan to buy a car knows her ability to make monthly 
payments, but a potential lender like a bank may not. And your son may be 
using his allowance to buy lunch—but he could be buying drugs instead. 

In a financial system, asymmetric information creates two types of problems 
that make it hard to get capital to where it belongs: adverse selection and moral 
hazard. 

Adverse selection occurs before a transaction is completed. The party who is 
most eager to engage in a transaction is the one most likely to produce an 
undesirable (adverse) outcome for you. Someone who knows that she is not 
going to pay you back will be the most eager to get a loan from you. If you 
have no way of knowing that this person is a poor credit risk (if information 
in this transaction is asymmetric), then you might make the loan and be very 
sorry afterwards. Because adverse selection makes it more likely that loans 
will be made to bad credit risks (whether someone seeking money to buy a 
car or a foreign company planning to build a new factory), lenders may 
decide not to make any loans at all, even though there are good credit risks in 
the marketplace. 

Moral hazard is the second problem created by asymmetric information, and it 
arises after a transaction occurs. Once you have agreed to give something to 
someone else, there is the risk (hazard) that the other party will engage in 
activities that are undesirable (immoral) from your point of view. For example, if 
you give someone a loan, even if she was initially a good credit risk, once she 
has your money in hand she may go to Las Vegas and gamble, a highly risky 
endeavor that makes it unlikely you will be repaid. 

inancial 
Intermediar 

Fund

Similarly, suppose you, the manager of a bank, decide to make a loan to a 
software company that you know is developing a sure-thing product: an 
accounting program for businesses. The software company might decide 
instead to forgo the safe investment and pursue the development of some-
thing far more risky, but with a high payoff in the unlikely event it succeeds, 
say, a new operating system to replace Microsoft Windows. If the riskier project 
succeeds, the owners of the software company will get incredibly rich. If the 
investment in developing the operating system doesn't work out, as is much more 
likely, you won't get repaid, yet all the company will have lost is its reputation. 
Clearly the software company has an incentive to take the big risk of developing 
the operating system—at your expense. 
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If you knew what the software company was doing, you might be able to 
stop it from engaging in moral hazard and investing your money in the riskier 
project. Instead you would make sure that it put the money into the more con-
servative accounting software project. However, because it is hard to keep track 
of what the company is doing with your money—that is, because information 
is asymmetric—there is a good chance that the company will invest in the get-
rich-quick scheme and you will not get paid back. Therefore, even if you 
were sure that you would be repaid if the company put the money into the con-
servative investment, the risk of moral hazard might keep you from making 
the loan in the first place. 

Solving Asymmetric Inforination Problems: Why Financial 
Intermediaries, Especially Banks, Are So Important 

How do individuals and businesses avoid being burned by the adverse selec-
tion and moral hazard problems that result from asymmetric information? The 
answer is obvious—you need to collect information to eliminate the infonnation 
asymmetry—but its implementation is not. An important impediment to 
information collection is the free-rider problem: private investors who do not spend 
their resources on collecting information can take advantage of (get a free ride 
on) the information that other investors collect. 

To understand the free-rider problem, just imagine that you are Warren Buffett 
and have spent a lot of time and money on gathering information that tells you 
which firms are good investments and which are bad. You believe that the 
resources you have spent are worthwhile because you can make up the cost 
of acquiring this information, and then some, by purchasing the securities of 
good firms that are undervalued. 

Once you have started buying, however, other savvy free-riding investors, 
knowing that you have produced good information—after all, you are War-
ren Buffett—will buy right along with you, even though they have not paid 
for any of the information you have gathered. The increased demand for the 
undervalued good securities will cause their low prices to be bid up immediately 
to reflect their true value, before you have been able to buy all you might want. 

Because of all these free riders, you will not be able to capture most of the 
profits from your information production, and so you will cut back on the 
amount of resources you spend on producing it. Other investors who might 
think about spending resources on gathering information will come to the same 
realization, and they will also cut back on information collection. The inabil-
ity to fully profit from information collection means that not enough information 
will be available in the marketplace, and so asymmetric information problems 
will remain severe. 

Well-functioning financial intermediaries play a key role in solving asym-
metric information problems. Financial intermediaries make it their business
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to collect information to overcome adverse selection and moral hazard prob-
lems, and they can avoid the free-rider problem by primarily making private 
loans. Because private loans are not traded, it is hard for anyone else to ride 
free on the financial intermediary's information collection activities. The 
intermediary making private loans thus receives the benefits of its informa-
tion collection and will therefore find it profitable to continue the activity. The 
ability to profit from information collection explains why indirect finance, which 
involves financial intermediaries, is the most prevalent source of funds for house-
holds and businesses. 

22

Of all the types of financial intermediaries, banks are the most important. 
Their basic business is taking in deposits and using these funds to make 
loans. In the United States, banking institutions (which include commercial 
banks, savings and loan associations, mutual savings banks, and credit unions) 
are the most significant category of financial intermediaries, with over $11 tril-
lion in assets at the end of 2005 as compared to the next largest category, 
mutual funds, with $6 trillion.  The dominance of banks is even more strik-
ing in other countries. While banks supply only 18% of total credit to non-
financial businesses in the United States, they supply 56% in Canada, 76% in 
Germany, and 78% in Japan. In developing countries, banks are even more 
important than in advanced economies.25 

23
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Banks are particularly critical in the financial system because they have unique 
advantages over other financial intermediaries in using several practices to solve 
asymmetric information problems. 

Screening. Collecting information before a transactions occurs, to avoid 
adverse selection problems, is called screening. Lenders check out potential bor-
rowers carefully and ask a lot of personal questions. When a bank is thinking 
about giving you a mortgage loan, it asks you about your income, your 
employment record, your bank accounts, the value of the house, and so on.26 
Banks are particularly good at screening because they develop long-term 
relationships with potential borrowers.  This enables them to know their 
customers well, making it cheaper for them to screen out bad borrowers. 

27

Monitoring. Collecting information after a transaction occurs, to prevent moral 
hazard, is called monitoring. After a financial institution makes a loan, the loan 
officer checks on how the borrower is using the funds lent to him and will call 
him if she sees risky behavior. Banks have a natural advantage in monitoring 
a borrowing firm's behavior because they observe a firm's checking account, 
which yields a great deal of information about the borrower's financial con-
dition. For example, a sustained drop in the borrower's checking account 
balance may signal that the borrower is having financial trouble. Unusual 
account activity may suggest that the borrower is engaging in risky activities. 
A change in suppliers, as indicated by the payees on the firms' checks, may 
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suggest that the borrower is pursuing a new line of business.  Banks' long-
term relationships with their customers also give them an advantage in mon-
itoring borrowers. If the borrower has borrowed from the bank before, the bank 
has already established procedures for monitoring that customer, making it 
cheaper to monitor the new loan. 

28

Banks also try to prevent moral hazard by writing provisions into debt con-
tracts, called restrictive covenants, that restrict borrowers' activities. For example, 
banks often write provisions into their loan contracts that forbid borrowers from 
going into risky businesses. Such a covenant would prevent undesirable 
behavior that would make it less likely they will be repaid. They also write 
covenants that promote desirable behavior. For example, a loan contract might 
require the firm to keep a certain percentage of its assets in cash so that it is 
more likely to be able to pay off the loan. Another type of covenant requires 
the firm to provide information periodically about its activities in the form of 
quarterly accounting and income reports, thereby making it easier for banks 
to monitor the firm. 

But what if a lender does not think through every contingency when it writes 
the restrictive covenants into the loan contract? There will always be risky bor-
rower activities that have not been explicitly ruled out. Banks have an advan-
tage in avoiding this problem because they can use the threat of cutting off 
lending in the future to improve a borrower's behavior.  If a bank doesn't like 
what a borrower is doing even when the borrower isn't actually violating any 
restrictive covenants, the bank can threaten not to give the borrower any new 
loans in the future. Banks thus have an ability to deal with unanticipated moral 
hazard contingencies that is often unavailable to other participants in the 
financial markets. 
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Collateral. Another tool used by financial institutions to solve adverse selec-
tion and moral hazard problems is collateral, property promised in the loan con-
tract to the lender if the borrower defaults on its debt. Most household debt 
is collateralized: a house is collateral for a mortgage and an automobile is col-
lateral for an auto loan. (The only form of noncollateralized loan that house-
holds tend to have is credit card debt.) In the United States, commercial and 
farm mortgages, for which property is pledged as collateral, make up around 
one-quarter of borrowing by nonfinancial businesses; corporate bonds and other 
bank loans also often involve pledges of collateral. 

Collateral is so prevalent in loan contracts because it ameliorates both 
adverse selection and moral hazard problems. Adverse selection interferes with 
the functioning of financial markets only if a lender suffers a loss when a bor-
rower defaults on its loan payments. Collateral reduces the consequences of 
adverse selection because, if a borrower defaults on a loan, the lender can sell 
the collateral and use the proceeds to make up for its losses on the loan. For 
example, if you fail to make your mortgage payments, the lender can take title

to your house, auction it off, and use the receipts to pay off the loan. Lenders 
are thus more willing to make loans secured by collateral, and borrowers are 
willing to supply collateral because the reduced risk for the lender makes it 
more likely they will get the loan, and perhaps at a better interest rate. 

Collateral also reduces moral hazard by decreasing the incentives for bor-
rowers to take on too much risk. When borrowers pledge collateral on their 
loans, they have more to lose if they can't pay them back, and so they are nat-
urally more reluctant to engage in risky activities that make it more likely they 
will default and lose their collateral. If you have a house that you love and the 
bank will take it from you if you default on your mortgage, you will surely be 
less of a risk taker and will thus be less of a credit risk. 

Why (Again) We Shouldn't Kill All the Lawyers 

Once we understand how financial intermediaries solve adverse selection 
and moral hazard problems, we again come to a more favorable view of 
lawyers and the legal system. As we have seen, restrictive covenants are a key 
tool to reduce moral hazard, and they cannot be written effectively without 
lawyers. Restrictive covenants also have to be enforced to reduce moral haz-
ard, and here again smart lawyering comes into play. Collateral only works 
to mitigate the adverse selection problem if the lender can take possession of 
the collateral—and again, good lawyers are needed to do this. Having a large 
legal community is therefore critical to the ability of the financial system to solve 
adverse selection and moral hazard problems; without them the financial 
system would be unable to allocate capital to its most productive uses. Lawyers 
and the legal system are what make the financial system work. 

Why Well-Functioning Banks Are Even More Critical 
to Growth in Developing Countries 

We have seen that information collection in securities markets is hindered by 
the free-rider problem. If the quality of information is poor or if not enough 
information is gathered, asymmetric information problems are severe, and it 
will be harder for firms to issue securities. This is exactly the situation in 
developing countries. Information about private firms is so hard to get because 
these countries' accounting standards and information technology are gener-
ally weak. For these reasons, securities markets in developing countries are typ-
ically underdeveloped and banks therefore play an even more dominant role in 
the financial system. 

If banks do not have the right incentives to solve adverse selection and moral 
hazard problems in these countries, then the financial system will be unable to 
channel capital to its most productive uses, and economic growth will suffer. 
Furthermore, as we will see in later chapters, with the wrong incentives,
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banks can distort the financial globalization process so that it does more harm 
than good. Making sure that banks have the right incentives is crucial to 
development of a sound financial system in developing countries, and this is 
why we focus so much attention on the issue of incentives for banks through-
out the book. 

As financial systems develop, information about firms becomes easier to 
acquire, and so asymmetric information problems will be less severe and it will 
be easier for firms to issue securities. The importance of banks in the financial 
system will then diminish. This is exactly what we have seen in the United States 
in the past twenty years, during which there have been incredible improve-
ments in information technology and banks' share of total lending has fallen.30 
The advances in information technology have led to securitization, the process 
of transforming what were once illiquid, nontraded financial assets (such as 
residential mortgages, automobile loans, small business loans, and credit 
card receivables), once the bread and butter of banking institutions, into 
marketable securities. As Alan Greenspan has put it, a vibrant securities 
market is a big plus for an economy because it can act as a "spare tire" for the 
economy: if there is a "flat" because banks get into trouble, securities markets 
can allow the economy to keep rolling.  Unfortunately, financial information 
in developing countries is so poor that this spare tire is not available. 

31

Sound Government  Regula t ion  and Superv i s ion  o f  the  
Financial Sector: Why Laissez-Faire Is Not the Answer 

Many conservatives lament government interference in the economy and 
believe that, if the government would just let markets do their work, we 
would all be far better off. But the presence of asymmetric information, which 
impedes the functioning of the financial system, indicates that, although this 
might be true for some sectors of the economy, it is not true for the financial 
sector. 

We have seen that the more information that is collected, the less informa-
tion asymmetry there will be, and the better the financial system will work. 
However, we have also seen that the free-rider problem creates a serious 
impediment to information production. Can government intervention in the 
financial system help? 

The government could, for instance, produce information to help investors 
distinguish good firms from bad ones and provide it to the public free of charge. 
This solution, the socialization of information production, has its drawbacks.32 
First, without a profit motive, the government may not have the incentives to 
produce good information. Second, information produced by the govern-
ment is likely to become politicized and thus unreliable. A government might 
find it politically difficult to release negative information about certain firms, 
or it could be influenced by powerful business interests to paint a positive
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picture when it is unjustified. Third, government agencies are unlikely to be 
able to pay market wages to attract the best people and so would be unable 
to produce high-quality information. Given these shortcomings, are there 
other approaches that the government can use to improve the quality of infor-
mation in financial markets? 

Government Regulation to Promote Transparency 

A more sensible approach to decreasing information asymmetry is for the gov-
ernment to directly promote transparency. The government can regulate 
financial markets in a way that encourages firms to reveal honest 
information about themselves so that investors can more easily determine 
the true performance of these firms. In the United States, the Securities and 
Exchange Commission (SEC) requires firms selling their securities in 
public markets to disclose information about their sales, assets, and 
earnings. Governments also have laws to force firms to adhere to standard 
accounting principles that make profit verification easier and to impose stiff 
criminal and civil penalties on individuals who commit fraud by hiding and 
stealing profits. 

Although government regulation to increase transparency is crucial to 
reducing adverse selection and moral hazard problems, bad firms have strong 
incentives to make themselves look like good firms, because they are then able 
to fetch a higher price for their securities. Executives have incentives to make 
their firms look better than they are because, when the firm appears to be doing 
well, they receive higher compensation. Not surprisingly, government regu-
lation does not always solve the problem, as illustrated by the recent collapse 
of Enron and accounting scandals at other corporations like WorldCom in the 
United States and Parmalat and Royal Dutch Shell in Europe. 

Prudential Regulation and Supervision 

We have already seen that banks are particularly well suited to solve adverse 
selection and moral hazard problems because they make private loans that help 
avoid the free-rider problem. However, this solution gives rise to two additional 
problems in the banking system. First, depositors might be reluctant to put their 
money into a bank if they cannot easily tell whether bank managers are engag-
ing in moral hazard and taking on too much risk or are outright crooks. Sec-
ond, depositors' lack of information about the quality of a bank's assets can 
lead to bank panic, the wholesale collapse of many banks at the same time, which 
can have harmful consequences for the economy. 

To see how asymmetric information can lead to bank panics, consider the 
following situation. Suppose that an adverse shock hits the economy, such as 
a default on the government debt that banks are holding, and as a result 5% 
of the banks ha e s ch large losses on their loans that the become insol ent
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Because of asymmetric information, depositors cannot tell whether their bank 
is solid or insolvent. Depositors at bad and good banks recognize that they may 
not get back one hundred cents on the dollar for their deposits and will want 
to withdraw their deposits. Indeed, because banks operate on a first-come, first-
served basis, depositors have a very strong incentive to show up at the bank 
first (leading to a run on the bank) because, if they are last in line, the bank may 
have already given out all its cash and closed its doors. Uncertainty about the 
health of the banking system in general can therefore lead to a run on one bank, 
which then can further increase uncertainty about the health of the banking 
system and hasten the fall of other banks. If nothing is done to restore the pub-
lic's confidence, a snowball effect (also known as a contagion) will set in, and 
multiple banks can fail over a brief period of time. With banks no longer 
around to solve adverse selection and moral hazard problems, lending and 
investment will decline, and the economy will experience a sharp economic 
downturn, such as occurred in the United States during the Great Depression 
in the 1930s and in Indonesia and Argentina more recently. 

The government can intervene in the financial system to short-circuit bank 
runs by creating a safety net for depositors. It may either provide deposit insur-
ance (such as that from the Federal Deposit Insurance Corporation in the 
United States) or else make funds available directly to troubled financial insti-
tutions. This safety net can accomplish two goals. If depositors are protected 
and are sure they won't suffer any losses when a bank fails, they will no 
longer be reluctant to provide the bank with funds at the first sign of trouble, 
even if they are unsure of its ultimate financial health. Depositor protection also 
means that depositors no longer have reasons to run on the bank because they 
know they will get their money back no matter what. Contagion from one bank 
failure, potentially leading to others, will no longer be a possibility, and bank 
panics will no longer occur. 

Although a government safety net provided by deposit insurance is usu-
ally successful in protecting depositors and preventing bank panics, it can have 
negative consequences, particularly in developing countries. It increases the 
moral hazard problem for banks because, with a safety net, depositors have 
less incentive to withdraw their funds if they suspect that the bank is taking 
on too much risk. The discipline of the marketplace is weakened because the 
bank will still be able to acquire funds even if it pursues actions that will make 
it more likely to fail. Consequently, the presence of a government safety net 
increases the incentive for banks to take on greater risk than they otherwise 
would, with taxpayers paying the bill if the bank subsequently fails. 

Given the moral hazard incentives created by a government safety net, there 
is a need for prudential regulation, rules set by the government to prevent 
banks from taking on too much risk. The government can limit banks' risk level 
by adopting regulations to promote disclosure of their activities. With this infor-
mation, the market is more likely to pull funds out of a bank if it is engaging
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in risky activities. The government can also establish regulations to restrict those 
activities and asset categories that it considers too risky for banks, encourage 
banks to diversify, promote accurate disclosure to the markets of banks' 
financial condition, and require that banks hold minimum levels of capital as a 
cushion against bad loans. To make sure that these regulations are enforced, the 
government must also engage in prudential supervision, in which it monitors 
banks by examining them on a regular basis. 

Effective prudential regulation and supervision are needed to make the finan-
cial system work well. But what if, as is often the case in developing countries, 
government officials cannot be trusted and use their regulatory and supervi-
sory powers to line their own pockets? When government regulation and 
supervision are inadequate, the financial system will be unable to channel funds 
to those with productive investment opportunities, and colossal blowups of 
the financial system can occur (such as those discussed in Chapters 4-7). 

We can see that a large amount of institutional development is needed to 
make a financial system work well. Developing all the fundamental institu-
tions to support strong property rights and a sound financial system is a 
daunting task. Is it worth all the effort? How can the goal be accomplished? 
This is the subject to which we now turn.



T h r e e  

F i n a n c i a l  Development, Economic Growth, 

and Poverty 

s we have seen, developing the institu-
tions that allow a financial system 

to overcome the problems created by asymmetric information is 
challenging. Indeed, recent research finds that an important reason why many 
developing countries and transition (i.e., ex-communist) countries like Russia 
experience low rates of growth is that their financial systems are 
underdeveloped, a situation referred to as financial repression.' We can 
understand why this is so by returning to the metaphor of the financial system 
as the brain of an economy: just as repressing the activity of the human brain 
(say, by the use of drugs or alcohol) seriously impairs a person's ability to carry 
out even simple tasks, financial repression is a severe impediment to economic 
growth and the reduction of poverty. 
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sophisticated techniques have confiruied this finding; they indicate that a 
doubling of the size of private credit in an average less-developed country is 
associated with a two-percentage-point annual increase in economic growth.4 
Through the magic of compound interest, a two-percentage-point annual 
increase results in a doubling of national income in thirty-five years. 
Industries and firms that are more dependent on external sources of funds 
will benefit more from financial deepening and will grow faster in countries 
that are better developed financially' Similarly, more new firms are created in 
countries with better-developed financial systems.6 The evidence also 
suggests that financial development stimulates growth more through its 
improvements in the allocation of capital (which raises overall productivity) 
than through its encouragement of higher levels of investment.? These findings 
have led World Bank researcher Patrick Honohan to state that "The 
causal link between finance and growth is one of the most striking empirical 
macroeconomic relationships uncovered in the last decade."8 

Although financial deepening improves an economy's rate of economic 
growth, it is at least theoretically possible that the degree of poverty could remain 
the same or even increase because the resulting growth could lead to greater 
income inequality. However, research finds no evidence of this effect. In 
countries with better financial development, the income of the poorest fifth of 
the population actually grows faster than average GDP per person,9 
indicating clearly that financial development is associated with reductions in 
poverty and even with reductions in the use of child labor." This finding is in 
concert with the predictions of economic theory: financial development 
increases the access of the poor to credit, which previously was accessible 
largely to the rich." 

What Impedes Financial Development? 

Despite its benefits, financial development often doesn't happen in poor 
countries because their financial systems face severe impediments to solving 
asymmetric information problems. 

Are  F inanc i a l  D e v e l o p m e n t  a n d  E c o n o m i c  
Growth Linked? The Evidence 

The evidence that financial development, often called financial deepening, and 
economic growth are linked is quite strong. (I am using the term deepening to 
refer to financial development that includes not only expansion in the finan-
cial sector but also improvement in institutions, so that the financial system 
can allocate capital to its most productive uses more efficiently.)2 A pioneer-
ing study by Robert King and Ross Levine using a sample of eighty countries 
found that those with larger financial sectors back in 1960 experienced greater 
economic growth over the subsequent thirty years.' Later studies using more 

A

The Tyranny of Collateral 

As we have seen, the use of collateral is a crucial tool to help the financial system 
in general, and financial intermediaries like banks in particular, minimize the 
adverse selection problem. However, to use property, such as land or capital, 
as collateral, a person must legally own it. Unfortunately, as Hernando De Soto 
has documented in his fascinating book The Mystery of Capital,'2 it is 
extremely expensive and time consuming for the poor in less-developed 
countries to make their ownership of property legal. Obtaining legal title to a 
dwelling on urban land in the Philippines, for example, involved 168 bureau- 

cratic •   steps and 53 public and private agencies, and the process took thirteen 
gA 



to twenty-five years. For desert land in Egypt, obtaining legal title took 77 steps, 
31 public and private agencies, and five to fourteen years. To legally buy gov-
ernment land in Haiti, an ordinary citizen had to go though 176 steps over nine-
teen years.  These barriers do not mean that the poor do not invest. They still 
build houses and buy equipment even if they don't have legal title to these assets. 
Indeed, the amount of this investment is huge: by De Soto's calculations, the 
"total value of the real estate held but not legally owned by the poor of the Third 
World and former communist nations is at least $9.3 trillion."'4 
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Without legal title, however, none of this property can be used to borrow 
funds. Because lenders usually have little information about the spending and 
savings habits of the poor, the only way they are willing to lend to them is if 
the borrowers have good collateral. But because most of what poor people have is 
not legally theirs, legal contracts cannot be written to permit lenders to take over 
this capital if borrowers default on their loans. 

Even when people have legal title to their property, the legal system in most 
less-developed countries is so inefficient that collateral does not mean much. 
Typically creditors must first sue the defaulting debtor for payment, which takes 
several years, and then, once a favorable judgment has been obtained, the creditor 
has to sue again to obtain title to the collateral. This process often takes in excess 
of five years, and by the time the lender acquires the collateral it is likely to have 
been neglected or stolen and thus has little value. In addition, governments often 
block lenders from foreclosing on borrowers in politically powerful sectors 
of a society, such as agriculture. 

When the financial system is unable to use collateral effectively, the adverse 
selection problem will be worse, because the lender will need even more infor-
mation about the quality of the borrower to distinguish a good loan from a bad 
one. The result is that little lending will take place, especially in transactions 
that involve collateral, such as mortgages. In Peru, for example, the value of mort-
gage loans relative to the size of the economy is less than one-twentieth of that in 
the United States." 

The poor have an even harder time obtaining loans because it is too costly 
for them to get title to their property and they therefore have no collateral to 
offer, resulting in what Raghuram Rajan and Luigi Zingales refer to as the 
"tyranny of collateral."  Even when poor people have a good idea for a busi-
ness and are willing to work hard, they cannot get the funds to finance it, making 
it difficult for them to escape poverty. The tyranny of collateral for the poor is 
one reason why the rags-to-riches story that we talk about so often in Western 
countries is much rarer in developing countries. 
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The Inability of the Legal System to Enforce Restrictive Covenants 

A poorly designed legal system intensifies asymmetric information problems 
by making it more difficult for lenders to enforce restrictive covenants, which 

can reduce moral hazard incentives for borrowers to take on excessive risk. 

Furthermore, if the judiciary is in the pockets of the rich and politically pow-
erful, judges may be unwilling to enforce restrictive covenants for those who 
are less powerful. As a result, creditors may have a severely limited ability to 
reduce borrowers' risk taking and so will be less willing to lend. In countries 
where bankruptcy proceedings are not well developed and where creditors' 
rights are weak, there is strong evidence that less lending to firms takes 
place.  Again, the outcome of not being able to enforce restrictive covenants 
will be less-productive investment and a lower growth rate for the economy. 

17
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The basic design of the legal system also matters to economic growth. The 
common law system, in which the law is continually reinterpreted by judges, 
seems to protect property rights better than other systems and makes it eas-
ier to enforce restrictive covenants. For example, the rights of shareholders (who 
actually own corporations) and of creditors are much stronger in the Anglo-
Saxon legal system than under the Napoleonic code, first developed in France 
and currently used in many other countries. Countries with legal systems 
derived from British common law are found to outperform those with systems 
based on the Napoleonic code in both financial development and economic 
growth (the performance of countries using the German or Swedish legal 
systems lies somewhere in between).18 

Even more important to how well a given type of legal system works is the 
way it was imposed on a country to begin with. Some colonies, for example 
in the Caribbean, in Africa, and on the Indian subcontinent, could not be 
settled by large numbers of Europeans because the death rates from native dis-
eases were so high. In these colonies, legal systems were modified to benefit 
the small number of Europeans that ran the countries and to enable them to 
exploit the countries' resources and local populations.  As a result, legal sys-
tems in these countries were not as effective at protecting the property rights 
of the average person, and as colonies became independent this was a serious 
handicap to their growth. On the other hand, if larger numbers of Europeans 
were able to settle in a colony, as in North America, they were better able to 
resist exploitation by the home country. (The American Revolution was a 
dramatic manifestation of this.) After independence, the legal systems in 
these countries more effectively protected property rights and promoted 
high rates of economic growth. ° Indeed, differences in the quality of legal 
systems resulting from different patterns of European settlement can explain 
three-quarters of the differences in income per person between former colonies.21 
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The variations in how colonies were settled explain why even countries whose 
legal systems were originally based on the British system, with its emphasis 
on protection of property rights, have shown such different economic per-
forma United States, Canada, Australia, and New Zealand, with pre-
domina, tly European populations that could resist exploitation, ended up with 
highly effective legal systems and became rich. On the other hand, former British 



colonies such as Jamaica, India, Pakistan, and Nigeria, where Europeans 
made up only a small fraction of the population, ended up with much less effec-
tive legal systems and have remained poor. 

Government-Directed Credit 

Leaders of governments in developing and transition countries often have pro-
grams to direct credit to themselves, to their cronies, or to favored sectors of 
the economy. Governments can direct the flow of funds by creating so-called 
development financial institutions to make specific types of loans at artificially 
low rates, or by directing existing institutions to lend to certain entities or sec-
tors of the economy. Private institutions have incentives to solve adverse 
selection and moral hazard problems and to lend to those borrowers with the 
most productive investment opportunities: if they do not make wise loans, they 
will not earn any profits. Governments have fewer incentives to make sure their 
loans are going to sound and honest companies because they are driven not 
by the profit motive but by political considerations. Government-directed 
programs are unlikely to channel funds to sectors that will produce high 
growth for the economy; instead they typically result in less efficient invest-
ment and slower growth.22 

Governments can also effectively direct credit by owning banks, and state-
owned banks are very common in many developing and transition countries. 
Again, because of the absence of the profit motive, these state-owned banks 
have little incentive to allocate their capital to the most productive uses.  Indeed, 
the primary loan customer of these state-owned banks is often the government, 
which frequently does not use the funds wisely. Greater state ownership of banks 
is associated with less financial development and lower growth rates, and this 
effect is found to be larger for poorer countries.  State ownership also tends 
to be anticompetitive, resulting in a larger share of credit going to the biggest 
firms, and it is also associated with a higher likelihood of financial instability 
and banking crises.  The negative features of state-owned banks have led a 
major World Bank study to conclude that "whatever its original objectives, state 
ownership of banks tends to stunt financial sector development, thereby con-
tributing to slower growth."26 
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Underdeveloped Regulatory Systems to Promote Transparency 

Government regulation can promote transparency by increasing the amc» n t 
of information available in financial markets. Many developing and transit,ion 
countries have an underdeveloped regulatory apparatus, which limits ti 
provision of adequate information to the marketplace. For example, these 
countries often have weak accounting standards and disclosure requirements, 
making it hard to ascertain the strength of a borrower's financial position. As 

a result, asymmetric information problems are more severe, and the financial 

system is hampered in channeling funds to the most productive uses. 
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Institutional environments characterized by a lack of collateral, inefficient 
legal systems, weak property rights, government intervention through directed 
credit programs and state ownership of banks, and weak government regu-
lation to promote transparency all help explain why many countries stay 
poor while others grow richer. 

Is China a Counterexample? 

There is one possible counterexample to the importance of institutional devel-
opment: China. Despite great strides in improving property rights using the 
Household Responsibility System (FIRS) and town and village enterprises (TVEs) 
after the death of Mao Zedong in 1976, China's property rights, legal system, 
and transparency standards remain weak by the standards of more advanced 
countries. Yet the nation has had one of the highest growth rates in the world 
over the past twenty years. How has China been so successful given its weak 
institutions and a banking sector that is primarily state owned? 

It is important to remember that China is still at an early stage of develop-
ment, with an income per person around one-eighth of that in the United States.27 
But with an extremely high savings rate, averaging 39% over the past two 
decades,  the country has been able to rapidly build up its capital stock and 
shift a massive pool of underutilized labor from the subsistence-agriculture sec-
tor into higher-productivity activities that require capital. Even though avail-
able savings have not been allocated to their most productive uses, the huge 
increase in capital, combined with the gains in productivity from moving 
labor out of low-productivity, subsistence agriculture, has been enough to pro-
duce high growth.29 

28

As China gets richer, however, this strategy is unlikely to continue to 
work.  The former Soviet Union provides a graphic example of why this is 
so. In the 1950s and 1960s, the Soviet Union shared many characteristics with 
modern-day China: a weak legal system and an inefficient financial system 
dominated by state-owned banks. It had high growth fueled by a high sav-
ings rate, a massive buildup of capital, and shifts of a large pool of underutilized 
labor from subsistence agriculture to manufacturing.  During this high-
growth phase, however, the Soviet Union was unable to develop the institu-
tions needed to allocate capital efficiently. Once the pool of subsistence 
laborers was used up, the Soviet Union's growth slowed dramatically, and it 
was unable to keep up with the Western economies. Today no one considers 
the Soviet Union to have been an economic success story, and its inability to 
develop the institutions necessary to sustain growth was an important rea-
son for its demise. 
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Although there are parallels between the former Soviet Union and China, 
we should be careful not to take them too far. In contrast to the Soviet Union, 
China has a vibrant manufacturing export industry and innovative approaches 
to property rights such as the HRS and TVEs. It is far from clear that China will 
face the same problems that the Soviet Union did. The Soviet Union's expe-
rience, however, does suggest that China's economic destiny is by no means 
assured and that some of the enthusiasm for its prospects should be tempered. 

The Chinese example suggests that, in the early stages of development, eco-
nomic growth can be rapid even in the face of weak institutional development. 
To reach the next stage of development and eventually get rich, countries like 
China will need to allocate their capital more efficiently. To do this, these 
countries have to improve their institutional infrastructure and develop finan-
cial systems that direct capital to its most productive uses. The Chinese leader-
ship is well aware of this challenge, as we will see later, but whether they will 
succeed remains an open question. 

Who Causes Financial Repression? 

We have now seen that a severe impediment to economic growth and the reduc-
tion of poverty in poorer countries is the repression of financial systems. Why 
does this occur? After all, if there are such tremendous benefits to financial devel-
opment, why doesn't every country put its financial house in order and head 
down the path to growth and prosperity? 

One answer, as we have seen, is that it is difficult to build the legal and reg-
ulatory institutions that facilitate the flow of information that in turn allows 
financial markets to function smoothly. The development of these institu-
tions took hundreds of years in the advanced countries of the West.32 

Although this answer explains part of the story, it is not completely satis-
factory Since successful legal and regulatory institutions have already been 
developed in the advanced countries, why can't a developing country just imi-
tate them? Indeed, this was what the Japanese did after the Meiji restoration 
in the late nineteenth century, and it has also been a feature of the development 
path taken by economies in East Asia, such as Taiwan, Singapore, and Hong 
Kong. Technical assistance in establishing these institutions is available from 
the developed countries and from institutions like the World Bank and the IMF. 

A further explanation is that the benefits of financial development are 
enjoyed by numerous sectors of the population, while the costs are borne by 
narrower groups (special interests) who are also able to impede the developmerjf 
process. The benefits of an efficient financial system are spread widely: 
the young couple who can now buy a house with the help of a mortgage, 
to the new car owner who is able to finance its purchase with an auto loan, to 
the entrepreneur who can get capital to start her new business, and to the cor-
poration that can finance its investment in a new manufacturing plant. On the 

other side, there are relatively fewer, powerful, concentrated groups who lose 

from financial development and so try to slow its progress. 
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One such group is the government, often the primary source of financial 
repression. Although strong property rights are a crucial element in financial 
development, they severely constrain a government's ability to expropriate prop-
erty and ideas whenever it wants to profit from them. Rapacious govern-
ments whose rulers treat their countries as personal fiefdoms are not 
uncommon—from Saddam Hussein's Iraq to Robert Mugabe's Zimbabwe to 
Suharto's Indonesia. Government officials, even in more democratic 
governments, often use the power of the state to get rich. Not surprisingly then, 
many governments pay lip service to property rights but do not encourage a 
rule of law to protect them. 

Governments have strong incentives to establish and support state-owned 
banks because it is through them that politicians and government officials can 
channel funds to themselves, their families, their cronies, and businesses that 
support their political campaigns. Politicians often explain their support for 
state-owned banks by saying that these institutions will direct funds where they 
can do the most public good. But the reality is that the politicians know that 
state-owned financial institutions primarily enhance their wealth and their 
power. 

The Principal-Agent Problem: A Special Type of Moral Hazard 

To understand why politicians and governments are less likely to act in the pub-
lic interest in poorer countries, we can again use the concept of moral hazard. 
In this situation, the moral hazard problem takes a particular form, called the 
principal-agent problem. In theory, politicians and government officials (the 
agents) are supposed to work on behalf of the public (the principals). However, 
politicians have incentives to act in their own interests, which often differ from, 
and are sometimes in direct opposition to, the public's. The government and 
politicians can get away with this behavior as long as the public cannot tell 
whether the politicians are acting in their own self-interest or in the public inter-
est, that is, as long as there is asymmetric information. In addition, even if the 
public can monitor politicians, so that there is little information asymmetry, 
they may not have the ability to get the politicians to act in their interest if the 
state is too powerful. 

The existence of the principal-agent problem in the political sphere helps 
explain why governments in poorer countries are less likely to act in the 
public interest and more likely to support financial repression. Many of 
these countries have uneducated populations and no tradition of 
institutions to promote the transparent, free flow of information. The free 
press that the United States has enjoyed ever since its inception may cover a 
few too many stories on celebrity lives and scandals, but it also serves an 
essential role in keep- 



ing people informed.33 It was the free press that uncovered the Watergate 
cover-up, which resulted in Richard Nixon's resignation from the presidency, 
and that has helped to constrain the executive branch of the U.S. government 
from overreaching its power and spying inappropriately on its citizens. The 
free press brought to light the inadequacy of armor plating for Humvees 
used by U.S. troops in Iraq and thus stimulated the Pentagon to speed up pro-
duction and installation of improved armor. The free press exposed the cor-
rupt practices of lobbyists such as Jack Abramoff, leading to calls for restrictions 
on their ability to influence members of Congress. 

In countries without a free press—and many emerging, transition, and 
impoverished countries unfortunately fall into this category—the public has 
a hard time monitoring what politicians are up to and thus is less able to con-
strain them from acting in their own interest rather than the public's. The result 
is that politicians are more likely to use a state-owned banking system to 
enhance their own wealth and power and less likely to be strong supporters 
of property rights. 

The principal-agent analysis also explains why corruption is endemic in 
poorer countries. An active free press helps keep corruption in check. As 
Justice Louis Brandeis said, "Sunlight is the best disinfectant." Here in Amer-
ica, the press is always looking for the slightest hint of corruption, because un-
covering it sells newspapers and wins reporters Pulitzer Prizes. Americans love 
to read about the latest scandal and take great pleasure when politicians are 
forced to step down when they are caught with their hands in the cookie jar. 
In poorer countries, the press is more likely to be influenced or even controlled 
by the government and so has little incentive for investigative reporting. 
Since the population is often less literate, fewer newspapers can be sold, 
reducing the potential revenue from exposing corruption. This makes it eas-
ier for those who are enriching themselves through corruption to buy off the 
press and keep their dishonesty hidden.34 

Repressive Incumbents 

As Raghuram Rajan and Luigi Zingales emphasize in their thought-provok-
ing book Saving Capitalism from the Capitalists,  the second special interest group 
that often supports financial repression is the "incumbents," entrenched, rich 
elites who own businesses that are threatened by competitive, free markets.36 
Large, established business firms often finance new investment projects out of 
their previous earnings and so do not need funds from external sources in the 
financial markets. Incumbent financial institutions also have incentives to 
repress the financial system.  Such firms, financial and nonfinancial alike, have 
less to gain from development, and frequently have much to lose. 'they will 
oppose the following policies, which weaken their power but promote a more 
efficient financial system. 
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Increased transparency. Financial development requires increased trans-

parency through better accounting standards and disclosure requirements. How-
ever, increased transparency may make it harder for rich elites to exploit their 
connections and conduct business as usual, and so they will often oppose it. 
Through their connections to established businesses, incumbent financial 
institutions may have the ability to collect information, not available to the pub-
lic, that enables them to distinguish good credit risks from bad. Increasing trans-
parency may not be in their interest because their best customers may then be 
able to bypass their services and go to other financial intermediaries or instead 
resort to direct finance by issuing their own securities. 
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Improved legal systems. Rich elites are also likely to oppose improvements in the 
legal system when these improvements would weaken their ability to sway the 
system to their own interests. If judges can be easily influenced, the incumbent 
elites will be able to get favorable rulings that will increase their power and 
wealth. Financial development would also allow capital to flow to entrepreneurs 
who might now be able to compete with the incumbents. Rich elites thus are 
often perfectly happy to see the financial system remain repressed because 
this subjects them to less competition. Incumbent financial institutions also 
discourage development of the legal system that is intended to enforce financial 
contracts fairly. They already have their own methods of enforcement through 
influence over corrupt judges or outright physical threats. Improving the 
legal system would not help them very much, but it would enable com-
petitors to enter the financial sector and take away their customers. 

Fewer barriers to entry. Incumbent rich elites are also likely to encourage bar-
riers to setting up legal businesses. These barriers can be prohibitive for all but 
the very wealthy in less-developed countries and can discourage or even pre-
vent new businesses from becoming established or growing. After all, new or 
large-scale businesses would eat into the incumbents' monopoly profits. The so-
called "license raj" in India, which existed until the reforms of Rajiv Gandhi 
started to dismantle such regulations in the 1980s, is one notorious example.38 
Under the license raj, new businesses had to obtain hard-to-get licenses before 
opening their doors, and incumbents frequently spent more time lobbying gov-
ernment officials to prevent entrepreneurs from setting up competing businesses 
than on making their own businesses more productive. 

More effective prudential regulation and supervision. Incumbent financial insti-
tutions; ften discourage effective prudential regulation and supervision over 
their ac iv i ties. A government safety net, which insulates these firms from mar-
ket di sc.' 3line, enables them to take on risk, with most of the cost borne by tax-
payers if c e.iit loans go sour. if financial institutions are poorly supervised, they 
can exploit the financial safety net to pursue risky strategies such as rapidly 

t
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expanding high-risk lending—on which they make a lot of money if they bet 
right and lose only a small amount if they bet wrong. Because rigorous pru-
dential regulation and supervision would stop incumbent financial institutions 
from doing this, they naturally oppose it. Indeed, such opposition by finan-
cial institutions occurs in rich as well as poor countries. But because poor 
countries have less transparency, this opposition is far more successful there, 
with the result that the quality of prudential regulation and supervision is typ-
ically low. 

Can Globalization Help Encourage Financial Development? 

How can the obstacles to financial development posed by politicians and rich 
elites be overcome? How can the political will to implement reforms that 
encourage financial deepening be created? One solution, advocated by Rajan 
and Zingales and a World Bank Policy Research Report, Finance for Growth, is 
globalization, the opening up of domestic markets to foreign goods and direct 
investment, as well as to foreign capital and foreign financial institutions.39 
Globalization can encourage financial development indirectly, by changing the 
distribution of economic power and increasing incentives for financial devel-
opment. We will consider the indirect benefits first, but, as we will see, global-
ization has direct benefits, too. 

Indirect Benefits 

Allowing entry of foreign goods and investment produces a more competitive 
environment that will drive down the revenue of incumbent firms and reduce 
their cash flow (revenue minus outlays) so that they will have to seek out exter-
nal sources of finance. Because these sources of finance will be available only 
if the financial system has the wherewithal to solve asymmetric information 
problems, incumbent firms and their rich elite owners will now have incen-
tives to support the necessary institutional reforms to make the financial sys-
tem work better. In turn, the resulting reforms will increase the size of the 
financial sector and will foster economic growth.  Greater openness to trade 
is indeed found to be linked to a larger financial sector, and the increased com-
petition from foreigners stimulates domestic firms to become more productive 
in order to survive. 

40
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Opening up to foreign capital and foreign financial institutions is another 
strong force for institutional reforms that promote financial development.  When 
domestic businesses can borrow from abroad or from foreign financial insti-
tutions that establish affiliates in the less-developed country, domestic finan-
cial institutions will start to lose many of their old customers. To stay in 
business, they will have to seek out new customers and lend to them profitably. 
To accomplish this, they will need the information to screen out good credit 
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risks from bad and to monitor borrowers to make sure they do not take on exces-
sive risk. Domestic financial institutions will thus have incentives to encour-
age politicians to adopt institutional reforms, such as better accounting 
standards and disclosure requirements, that will make it easier for them to 
acquire the information that they need to make profitable loans. The institu-
tions will also see the need to improve the legal system so they can enforce 
restrictive covenants or be able to take title to collateral if a borrower defaults. 
With globalization, domestic financial institutions will support legal reform 
because it will not only help them make profits but also strengthen the 
property rights that directly encourage investment. 

Yet financial globalization will only help promote institutional development 
if opening a country to foreign capital and foreign financial institutions actu-
ally generates more competition. If foreign financial institutions are allowed 
to enter with special privileges, or in such limited numbers that they are able 
to exploit monopolies in the same way that domestic financial firms have, finan-
cial globalization will not generate positive results. Without increased com-
petition, foreigners will operate just like rich domestic elites, and there will be 
no constituency for institutional reform. 

Direct Benefits 

Entry of foreign financial institutions into domestic markets also plays a direct 
role in promoting financial development. When foreign financial institutions 
enter a country, domestic financial institutions have to become more efficient 
in order to survive, and this is exactly what happens.  Foreign financial insti-
tutions bring to domestic financial markets best practices, that is, expertise 
that has been gained from their past experience, and they are also likely to pro-
mote technology transfer to domestic financial institutions.  Entry of foreign 
financial institutions helps improve domestic prudential regulation and super-
vision because supervisors are now able to see the risk management practices 
that have been successfully used in foreign institutions and to insist that they 
be adopted by domestic institutions.  Foreign financial institutions also act 
as a constituency for institutional reform aimed at improving the quality of 
information in financial markets because, as outsiders, they do not have 
access to the same inside information as domestic institutions. 
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Financial globalization has additional direct benefits for domestic financial 
market: Allowing foreign capital to freely enter domestic financial markets 
(a proce called capital account liberalization) increases the availability of funds, 
which in t, rnialcreases liquidity and lowers the cost of capital, which 
stimulates investment and economic growth.  This is what has 
happened as countries have opened up their stock markets to foreign capital: 
on average dividend yields fall by 2.4 percentage points, the growth rate of 
investment increases by 1.1 percentage points, and the growth rate of output per 
worker 
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increases by 2.3 percentage points.  These results have prompted Stanford. Uni-
versity economist Peter Blair Henry to state that "the increasingly popular view 
that capital account liberalization brings no real benefits seems untenable."48 
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Opening up domestic capital markets to foreigners, however, does not 
seem to stimulate financial development when countries are extremely poor 
and have weak property rights 4  The benefits of financial globalization are more 
apparent for emerging market countries, which have attained sufficient insti-
tutional development to take advantage of the process.50 

9

Will Financial Globalization Always Work? 

Given the benefits of financial globalization discussed so far, it seems as 
though opening up domestic financial markets to international capital should 
have an unambiguously positive impact on economic growth and the reduc-
tion of poverty. However, evidence from aggregate data on the benefits of finan-
cial globalization is mixed: there is no clear-cut relationship between international 
financial openness and economic growth." 

Why doesn't opening up financial markets always work? Opening up an 
economy to international capital flows, particularly if the transition is not 
managed to prevent excessive risk taking, can lead to financial blowups that 
are disastrous to the economy.  Although financial globalization can be a 
strong force for good, it can also go very wrong if a country doesn't manage 
the process properly  The next chapter outlines how financial globalization 
can lead to financial crises that can devastate an economy. The chapters that 
follow present three case studies of financial crises in emerging market 
countries. From these chapters, we learn what can go wrong with globaliza-
tion, and we can derive some lessons in how to do it right. 
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When Globalization Goes Wrong: 
The Dynamics of Financial Crises 

AfAvrhen emerging market countries open up 
their markets in an effort to globalize, 

they have high hopes that globalization will stimulate economic growth and even-
tually make them rich. Instead of leading to high economic growth and reduced 
poverty, however, globalization has often led to great depressions, with sharp 
increases in poverty and social unrest.' What has gone wrong? 

In this chapter we see how financial globalization, if improperly managed, 
can lead to the collapse of a nation's financial system and economy. These crises 
are particularly disastrous for the poor in emerging market countries because 
the safety nets that provide assistance to those who lose their jobs (such as un-
employment insurance) are much weaker.  In addition, these crises increase 
income inequality, because the rich are far better able than the poor to take advan-
tage of the financial opportunities that arise during the crisis.3 

2

To help us undo stand how financial globalization gone wrong can lead to 
such devastation, we iscuss -1 framework that can be used to analyze and under-
stand the dynamics of cial crises, which have become more common in 
recent years.  In Part Two, we use this framework to analyze crises that have 
occurred in Mexico, South Korea, and Argentina. In Part Three, we use the frame-
work to analyze how globalization can bring prosperity, stability, and wealth 
to emerging market countries that understand it and that put in place the nec-
essary institutional reforms when liberalizing their financial systems, so that 
they can manage globalization successfully.

4
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increases by 2.3 percentage points 4  These results have prompted Stanford Uni-
versity economist Peter Blair Henry to state that "the increasingly popular view 
that capital account liberalization brings no real benefits seems untenable."48 
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Opening up domestic capital markets to foreigners, however, does not 
seem to stimulate financial development when countries are extremely poor 
and have weak property rights.  The benefits of financial globalization are more 
apparent for emerging market countries, which have attained sufficient insti-
tutional development to take advantage of the process.5° 
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Will Financial Globalization Always Work? 

Given the benefits of financial globalization discussed so far, it seems as 
though opening up domestic financial markets to international capital should 
have an unambiguously positive impact on economic growth and the reduc-
tion of poverty. However, evidence from aggregate data on the benefits of finan-
cial globalization is mixed: there is no clear-cut relationship between international 
financial openness and economic growth." 

Why doesn't opening up financial markets always work? Opening up an 
economy to international capital flows, particularly if the transition is not 
managed to prevent excessive risk taking, can lead to financial blowups that 
are disastrous to the economy.  Although financial globalization can be a 
strong force for good, it can also go very wrong if a country doesn't manage 
the process properly.  The next chapter outlines how financial globalization 
can lead to financial crises that can devastate an economy. The chapters that 
follow present three case studies of financial crises in emerging market 
countries. From these chapters, we learn what can go wrong with globaliza-
tion, and we can derive some lessons in how to do it right.
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When Globalization Goes Wrong: 
The Dynamics of Financial Crises 

When emerging market countries open up 
their markets in an effort to globalize, they have high hopes that 
globalization will stimulate economic growth and eventually make them rich. 
Instead of leading to high economic growth and reduced poverty, however, 
globalization has often led to great depressions, with sharp increases in poverty 
and social unrest.' What has gone wrong? 

In this chapter we see how financial globalization, if improperly managed, 
can lead to the collapse of a nation's financial system and economy. These crises 
are particularly disastrous for the poor in emerging market countries because 
the safety nets that provide assistance to those who lose their jobs (such as un-
employment insurance) are much weaker. In addition, these crises increase 
income inequality, because the rich are far better able than the poor to take advan-
tage of the financial opportunities that arise during the crisis.' 

2

To help us understand how financial globalization gone wrong can lead to 
such devastation, s,, e discuss framework that can be used to analyze and under-
stand the dynamics o. na cial crises, which have become more common in 
recent years.  In Part Two, we use this framework to analyze crises that have 
occurred in Mexico, South Korea, and Argentina. In Part Three, we use the frame-
work to analyze how globalization can bring prosperity, stability, and wealth 
to emerging market countries that understand it and that put in place the nec-
essary institutional reforms when liberalizing their financial systems, so that 
they can manage globalization successfully.

•
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pasts. But the good times often have a dark side. There are two basic routes 
through which emerging market countries can find themselves in a crisis: a finan-
cial liberalization/globalization process gone wrong or a severe fiscal im-
balance. We initially focus on the first of these because it is the most common 
culprit; it is, for example, what precipitated the crises in Mexico in 1994 and 
many East Asian countries in 1997.5 

Stage One: Mismanagement of Financial 
Liberalization/Globalization 

The seeds of a "globalization-gone-wrong" financial crisis are sown when 
countries liberalize their financial systems, usually several years before the 
crisis hits. Financial liberalization can be separated into two components. 
Internal financial liberalization involves lifting regulations that restrict 
domestic financial institutions from lending their funds at market rates or that set 
quantitative limits on the amount of credit they can allocate to particular uses. 
External financial liberalization, more commonly referred to as capital account 
liberalization or financial globalization, occurs when domestic financial markets 
are opened to flows of foreign capital and to foreign financial institutions. Inter-
nal and external financial liberalization usually go together, but they don't have 
to. A country could free up its domestic financial markets but still keep them 
closed off from the outside world. When I want to make it clear that financial 
liberalization includes an external component, I will use the term "financial 
liberalization/globalization." 

Eighteen of twenty-six financial crises in the past twenty years occurred after 
the financial sector had been liberalized, both internally and externally, within 
the preceding five years. Countries hit with this type of crisis often start out 
with solid fiscal policy: in the years before their crises hit, the countries in East 
Asia were running budget surpluses, and Mexico was running a budget 
deficit of only 0.7% of GDP, a number that most advanced countries would be 
thrilled to have today' (By comparison, in 2004, the U.S. budget deficit was 
4.5% of GDP and even Germany, once fiscally conservative, had a deficit of 3.9% 
of GDP.) 

6

L e n d i n g  B o o m  a n d  B u s t :  
The Deterioration of Bank Balance Sheets 

Although the process of financial liberalization has the potential to be highly 
beneficial, it often leads banks to take on excessive risk. With internal restric-
tions lifted, banks go on a lending spree and expand their lending by 15 to 30% 
per year, which is more than double the typical lending growth rate.' Not only 
do banks increase their lending, they give out more loans to firms in indus-
tries about which they have little knowledge. Because the managers of the bank-

What Is a Financial Crisis? 

When a financial system is unable to cope with the problems raised by asym-
metric information, it is unable to fulfill its crucial function of allocating cap-
ital efficiently from savers to those with productive investment opportunities. 
As the system breaks down, asymmetric information problems intensify and 
multiply until there is a full-blown financial crisis in which the financial sys-
tem becomes inoperable and economic activity collapses. 

The dynamics of such financial crises are outlined in Figure 4.1. 
All financial crises originate in the good times that precede the collapse. Dur-

ing the early phases of the globalization process, the economic performance 
of emerging market countries is good: economic growth is high and inflation 
has come down to low levels, particularly by the standards of these countries' 

Figure 4.1. The Dynamics of Financial Crises 

Deterioration in Banks' 
Balance Sheets 

Increase in 
Uncertainty 

Increase in 
Interest Rates 

Decline in 
Asset Prices 

Adverse Selection and Moral 
Hazard Problems Worsen 

Economic Activity 
Declines 

Select. ,3nd Moral  
Hdza; 0 Problems Worsen 

Fore ign  Exchange 
Crisis 

 

 Factors Causing Financial 
Crises 

 

• Adverse Selection Problems 
and 

Worsen Moral Hazard   El Consequences of 
Changes in Factors 

 
Economic Activity 

Declines 



 

52 IS FINANCIAL GLOBALIZATION BENEFICIAL? WHEN GLOBALIZATION GOES WR 3 ONG 5

ing institutions in emerging market countries typically do not have the exper-
tise to manage risk appropriately in these new lines of business and are unable 
to cope with the rapid growth of lending that typically follows a financial lib-
eralization, problems are bound to arise. Even if the required managerial 
expertise is available initially, the rapid lending growth will likely outstrip the 
information resources available to banking institutions. Increased lending to 
industries about which banks know little results in excessive risk taking by the 
banks. 

Because of this lack of expertise in screening and monitoring borrowers, losses 
on the loans begin to mount. These losses mean that banks' balance sheets dete-
riorate because the drop in the value of their loans (on the asset side of the bal-
ance sheet) falls relative to their liabilities, thereby driving down the banks' 
net worth (capital). With less capital, banks become riskier, and so depositors 
and other potential lenders to the banks are less willing to supply them with 
funds. Fewer funds mean fewer loans and less lending. The lending boom will 
turn into a lending crash. 

Banks play a crucial role in financial markets because they are well suited 
to collect infoimation about businesses and industries. This ability in turn enables 
banks to distinguish good loan prospects from bad ones. When banks cut back 
on their lending, no one else can step in to collect this information and make 
these loans, so the ability of the financial system to cope with the asymmetric 
information problems of moral hazard and adverse selection is severely ham-
pered (Figure 4.1, leftmost factor in top row). As loans become scarcer, firms 
are no longer able to fund their attractive investment opportunities; they 
decrease their spending and economic activity contracts. 

If the deterioration in bank balance sheets is severe enough, a bank panic 
may ensue, in which there are simultaneous failures of banking institutions. 
In the absence of a government safety net, one bank failure can cause another, 
and so on. Such a contagion can cause even healthy banks to fail. The failure 
and subsequent closing of a large number of banks in a short period of time 
means that there is a further reduction in information collection in the finan-
cial markets and a direct loss of financial intermediation by the banking sec-
tor. The ultimate outcome of the bank panic is an even greater worsening of 
asymmetric information problems, a sharper decline in lending to facilitate pro-
ductive investments, and a resulting sharp contraction in economic activity.9 

The Government Safety Net to the Rescue? 

Most governments try to prevent bank panics and encourage banks to keep 
on lending during bad times by providing a safety net. If depositors and 
other providers of funds to banks are protected from losses, they will keep on 
supplying banks with funds so banks can continue to lend and will not fail. 

However, as we saw in Chapter 2, there is a catch. The government safety net 
weakens market discipline for the bank because, with a safety net, depositors 
know that they will not lose anything if a bank fails. Thus the bank can still 
acquire funds even if it takes on excessive risk. The government safety net 
increases the moral hazard incentive for banks to take on greater risk than they 
otherwise would, because, if their risky but high-interest loans pay off, the banks 
make a lot of money. If they don't and the banks fail, taxpayers foot most of 
the bill for the safety net that protects depositors. Banks can play the game of 
"heads, I win; tails, the taxpayer loses." 

The moral hazard incentives to take on excessive risk arising from the gov-
ernment safety net are more likely to be the source of bad loans than lack of 
expertise among bank managers. Even in countries with well-developed 
banking sectors, financial liberalization has often led to lending booms and 
banking crises, as the experience in the 1980s and 1990s in Japan and the United 
States suggests. A government safety net has the unintended consequence of 
making it more likely that a lending boom will occur, followed by an economic 
bust.1° 

The Crucial Role of Prudential Regulation and Supervision 

A solution to preventing a lending boom and bust is prudential regulation and 
supervision of the banking system to prevent banks from taking on excessive 
risk. However, financial liberalization is often undertaken with completely in-
adequate regulation and supervision. (In contrast to the East Asian countries 
that suffered crises, for example, Singapore, Hong Kong, and Taiwan all had 
strong prudential regulatory and supervisory systems and did not suffer 
crises from financial globalization.) 

The deterioration in banks' balance sheets and net worth can get even 
worse if regulators and supervisors practice regulatory forbearance, that is, 
knowingly al tow financial institutions that are broke to continue to operate. 
Regulatory forbearance is common in advanced and emerging market 
economies; it dramatically increases moral hazard problems because it creates 
incentives for banks to take on even more risk because they have almost noth-
ing to lose. ' If they get lucky and their risky loans pay off, they become sol-
vent again. If, as is likely, the risky loans don't pay off, the banks' losses 

1

mount further weakening the financial system

Not only do the new lines of business and rapid credit growth stretch the 
managerial resources of banks, they also stretch the resources of the 
government's bank supervisors. After a financial liberalization, bank 
supervisors frequently find themselves without the expertise or the 
additional resources needed to al propriately monitor the banks' new 
lending activities. Without this monitorin exce)sive risk taking by banks 
cannot be prevented. 

g



 

54 IS FINANCIAL GLOBALIZATION BENEFICIAL? WHEN GLOBALIZATION GOES WRONG 55 

Adding Fuel to the Fire: Opening Up to Foreign Capital 

The financial globalization process that allows domestic banks to borrow 
abroad, an important element of financial liberalization, adds fuel to the fire. 
The banks pay high interest rates to attract foreign capital and so can rapidly 
increase their lending. The ability of domestic banks to attract foreign capital 
is enhanced by the belief of foreign creditors that they are likely to be protected 
by a government safety net (either from the government of the emerging 
market country or from international agencies such as the IMF). The capital 
inflow is further stimulated by government policies that keep exchange rates 
pegged to the dollar, which give foreign investors a sense of lower risk. 

12

Capital inflows were high in Mexico and east Asia, averaging from 5 to 14% 
of GDP in the three years leading up to the crisis, and were an important fac-
tor in the expansion of bank lending, especially in the Asian-Pacific region:13 
The capital inflows fueled the lending boom, which led to excessive risk tak-
ing on the part of banks, which in turn led to huge loan losses and a subse-
quent deterioration of the balance sheets of banks and other financial 
institutions. 

Perversion of the Financial 
Liberalization/Globalization Process 

The story that we have told so far suggests that a lending boom and crash are 
inevitable outcomes of financial liberalization and globalization, but this is not 
the case. They occur only when there is an institutional weakness that prevents 
the nation from successfully handling the liberalization/globalization process. 
More specifically, if prudential regulation and supervision to limit excessive 
risk taking were strong, the lending boom and bust would not happen. Why 
is financial liberalization in some emerging market countries undertaken with 
prudential regulatory and supervisory structures that are completely inade-
quate? Why are more resources not devoted to prudential supervision when 
it is clear that the rapid growth in bank lending requires it? 

The answer is that the principal-agent problem encourages powerful 
domestic business interests to pervert the financial liberalization process. Politi-
cians and prudential supervisors are ultimately agents for voters-taxpayers 
(principals): the goal of politicians and prudential supervisors is, or should 
be, to protect the taxpayers' interest, because taxpayers bear the cost of bail-
ing out the banking sector if losses occur. To act in the taxpayer's interest, pru-
dential regulators and supervisors have several tasks: they must restrict 
banks from holding assets that are too risky, impose capital requirements high 
enough to ensure that banks have enough capital to withstand negative 
shocks, and close down insolvent institutions rather than engage in regula-
tory forbearance.

Once financial markets have been liberalized, powerful business interests 
that own banks will want to prevent the supervisors from doing their job prop-
erly. Because these interests contribute heavily to politicians' campaigns, they 
are often able to persuade politicians to weaken regulations that restrict their 
banks from engaging in high-risk/high-payoff strategies. After all, if bank own-
ers can pursue growth and rapidly expand bank lending, they stand to make 
a fortune. But if the bank gets into trouble, the government is likely to bail it 
out, and the taxpayer foots the bill. In addition, these business interests can make 
sure that the supervisory agencies are starved for resources, so that, even in 
the presence of tough regulations, they do not have the capability to effectively 
monitor banking institutions or to close them down. 

I t  Can  Happ en  H er e :  T he  L in co ln  
Savings and Loan Scandal, 1984-1989 

The problem of powerful business interests perverting the financial liberalization 
process does not exist only in emerging market countries. In the United States 
in the 1980s, owners of savings and loans (S&Ls), a type of banking institution, 
lobbied Congress and President Ronald Reagan to pass banking legislation that 
allowed the S&Ls to engage in risky activities, such as making commercial real 
estate loans, purchasing junk bonds, and making direct commercial investu
____________________________________________________________________Len

ts in real estate, common stocks, and service corporations. They were able to get 
their safety net extended in 1980 by persuading Congress to increase the 
amount of bank and S&L deposits covered by federal deposit insurance from 
$40,000 to $100,000. Knowing that the government would cover deposits in the 
event of a failure, depositors were less concerned with keeping the S&Ls in line. 

The most egregious example of the principal-agent problem in action was 
the Lincoln Savings and Loan scandal. Edwin Gray, a former chairman of the 
Federal Home Loan Bank Board, described it as "a story of incredible corruption. I 
can't call it anything else."  Charles Keating Jr. was able to acquire Lincoln 
Savings and Loan of Irvine, California, in early 1984, even though he had been 
accused of securities fraud by the SEC less than five years earlier. Keating had 

16

Lincoln plunge into high risk investments such as currency futures junk bonds

When the resulting lending boom turned sour in subsequent years, the S&L 
industry lobbied to restrict the resources available to its supervisory agency, 
the Federal Home Loan Bank Board, so that it became short-staffed and was 
unable to carry out freque it examinations of the S&Ls it was supposed to mon-
itor.'  The S&Ls even WM. ed to ke0p the Federal Savings and Loan Insurance 
Corporation, the federal depoZt surance agency for S&Ls, from having 
sufficient funds to close down insolvent banks. As a result, many insolvent 
S&Ls (which Edward Kane, a banking expert, dubbed "zombies") now had 
huge incentives to "bet the bank": they had everything to gain and little to lose 
from pursuing high-risk strategies. 
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common stocks, hotels, and vast tracts of desert land in Arizona. When the 
Federal Home Loan Bank Board of San Francisco recommended federal 
seizure of the bank and all its assets because it was violating regulations, Keat-
ing fought the board with every tool at his disposal. He engaged hordes of 
lawyers—eventually numbering seventy-seven law firms—and accused bank 
examiners of bias. He even hired Alan Greenspan, not yet chairman of the Fed-
eral Reserve, to render a favorable opinion on some of his firm's activities. 

Lawyers were not Keating's only tactic for keeping regulators off his 
back. After receiving $1.3 million of campaign contributions from Keating, five 
senators—Dennis De Concini and John McCain of Arizona, Alan Cranston of 
California, John Glenn of Ohio, and Don Riegle of Michigan, subsequently 
named the "Keating Five")—met with Gray and later with four top regulators 
from San Francisco in April 1987. (Remarkably, two of these senators, John Glenn 
and John McCain, have a strong reputation for integrity.) The Keating Five com-
plained that the regulators were being too tough on Lincoln and urged them 
to quit dragging out the investigation. After Gray was replaced by M. Danny 
Wall, Wall took the unprecedented step of removing the San Francisco exam-
iners from the case in September 1987 and transferred the investigation to 
the board's headquarters in Washington. No examiners called on Lincoln for 
the next ten months, and, as one of the San Francisco examiners described it, 
Lincoln dropped into a "regulatory black hole."17 

Lincoln Savings and Loan finally failed in April 1989, and its failure even-
tually cost U.S. taxpayers over $2 billion. Keating was convicted for abuses 
(such as having Lincoln pay him and his family $34 million), but after he had 
served only four and a half years in jail, his conviction was overturned in 1996. 
Wall was forced to resign as the head of the Office of Thrift Supervision 
because of his involvement in the Keating scandal. As a result of their activ-
ities on behalf of Keating, the Keating Five were made the object of a con-
gressional ethics investigation, but they were only given a slap on the wrist 
in the form of minor sanctions. 

The bailout of depositors at Keating's Lincoln Savings and Loan and close 
to a thousand other S&Ls ended up costing U.S. taxpayers $150 billion—not 
a small chunk of change, but still only 3% of GDP. The S&L debacle did not 
develop into a full-blown crisis in the United States because S&Ls were not major 
players in the banking system. Furthermore, the capacity of the U.S. govern-
ment to raise the funds needed to bail out insolvent S&Ls allowed it to con-
tain the crisis before it spun out of contro1.18 

Why Perversion Is Worse in Emerging Market Countries 

As bad as the Lincoln Savings and Loan scandal was, far worse happens on 
a regular basis in emerging market countries, as we will see in the case stud-
ies in the next three chapters. In these economies, business interests are far more

powerful than in advanced economies, where a better-educated public and a 
free press monitor (and punish) politicians and bureaucrats who are not act-
ing in the public interest. Not surprisingly, the cost to society of the principal-
agent problem we have been describing here is much higher in emerging 
market economies. The cost to the taxpayer of the S&L bailout in the United 
States amounted to 3% of GDP, but the cost of banking bailouts in emerging 
market countries is typically up to ten times higher and sometimes in excess 
of 50% of GDP, as it was in Indonesia after that country's 1997 financial crisis.1' 

The principal-agent problem can also exist for regulators, even if they are 
not under pressure from business interests. Supervisors, who act as agents to 
prevent risk taking at the taxpayer/principal's expense, have an incentive to 
sweep problems under the rug to escape blame for a bank's poor perfor-
mance. For example, supervisors need to immediately close down an insolvent 
bank so that it does not take on huge risks to get itself out of the hole. By weak-
ening capital requirements or by not requiring banks to write off losses on their 
loans, supervisors can hide the problem of an insolvent bank and hope that 
the situation will improve, a maneuver called bureaucratic ganibling.  If the 
supervisor plans to leave the job soon, a bureaucratic gamble will almost 
certainly pay off, since the bank failure will not occur on his or her watch. 

20

In emerging market countries, powerful bankers make it even more likely 
that supervisors will sweep things under the rug, because they have made 
sure that supervisors are less protected from personal lawsuits. In many 
emerging market countries, a bank can sue a supervisor personally for actions 
she has taken in carrying out her job. In contrast, in countries like the United 
States, the law allows only the government agency to be sued, not the individual 
supervisor. Given the enorr ous resources of bankers in poorer countries to bring 
suits against supervisors, a upervi or will not want to risk a lawsuit that can 
bankrupt him. Thus, even thou n emerging market country's supervisory 
system looks good on paper, it may not work well in practice. 

Stage  One:  Severe  Fiscal  Imbalances  

In contrast to Mexico and the East Asian countries, Argentina had a well-
supervised banking system, and a lending boom did not occur before the cri-
sis. The banks were in surprisingly good shape before the crisis, even though 
a severe recession had begun in 1998. This recession led to declining tax rev-
enue and a widening gap between expenditures and taxes. The subsequent

The second route through which emerging market countries end up 
experiencing a financial crisis is through government fiscal imbalances caused 
by substantial budget deficits that must be financed. The 2001-02 financial 
crisis in Argentina was of this type, but other recent crises—for example 
those in Russia in 1998, Ecuador in 1999, and Turkey in 2001—have some of the 
same elements.21 
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severe fiscal imbalances (budget deficits) were so large that the government 
had trouble getting both domestic residents and foreigners to buy enough of 
its bonds. It then had to look to other sources to finance its deficits. 

When Willie Sutton, the notorious bank robber, was asked why he robbed 
banks, he answered, "Because that's where the money is." Governments in 
emerging market countries have the same attitude. When they face large fis-
cal imbalances and can't finance their debt, they often cajole or force banks to 
purchase government debt. This is exactly what the Argentine government did 
in the run-up to its financial crisis in 2001. When investors lose confidence in 
the ability of the government to repay its debt, they unload the bonds, and 
this causes their prices to plummet. Now the banks that are holding this debt 
have a big hole on the asset side of their balance sheets, with a huge decline 
in their net worth. The deterioration in bank balance sheets causes a decline in 
bank lending and can even lead to a bank panic, and this is what happened 
in Argentina. Severe fiscal imbalances spill over into and weaken the banking 
system. Adverse selection and moral hazard problems worsen, and these 
cause an economic contraction, as is shown in Figure 4.1. 

Stage Two: Run-up to the Currency Crisis 

The deterioration in bank balance sheets resulting from mishandled financial 
liberalization that occurs with globalization or from large fiscal imbalances sets 
the stage for a full-scale financial crisis. The balance sheet deterioration 
increases the incidence of adverse selection and moral hazard in financial 
markets well before the crisis starts, but other factors (shown at the top of Fig-
ure 4.1) also come into play shortly before the crisis hits. 

Higher interest rates and their effects on cash flow. Another precipitating factor 
in some crises (e.g., the Mexican crisis but not the East Asian crises) is a rise 
in interest rates that comes not from domestic sources but from events abroad, 
such as a tightening of U.S. monetary policy. When interest rates rise, firms that 
are good credit risks (because they are likely to be making more conservative 
investments) cannot make enough to cover the high interest payments. 

While good risks may stop seeking out loans, the poorer risks are all too eager 
to ask for money. For example, firms with speculative investments, such as those 
building mammoth skyscrapers, are more than happy to continue to take out 
loans, because, if they get lucky, they will have more than enough to pay the 
high interest rate and still earn a big profit.22 Banks and other lenders, on the 
other hand, will now be leery of making loans because more of the firms 
seeking loans are likely to be bad credit risks. Therefore, when there is an increase 
in interest rates, there is now more adverse selection in financial markets, and 
lenders will want to make fewer loans. A sharp upward spike in interest rates 

can then lead to a steep decline in the supply of loans, which in turn will lead 
to a substantial decline in investment and aggregate economic activity.23 

If a firm is borrowing, a rise in interest rates also leads to higher interest pay-
ments and a decline in the firm's cash flow, the difference between its cash 
receipts and the cash it must pay out to cover its costs, including its borrow-
ing. If it has sufficient cash flow, a firm can finance its projects internally, and 
there is no asymmetric information because it knows how good its own proj-
ects are. With less cash flow, the firm has fewer internal funds and must raise 
funds from an external source, say a bank, which does not know the firm as 
well as its owners or managers know it. The bank cannot be sure if the firm 
will invest in safe projects or instead take on big risks and then be unlikely to 
pay back the loan. Thus lower cash flow for healthy, low-risk firms increases 
adverse selection (only firms with poor risks will be actively seeking loans) and 
moral hazard (once even a healthy firm gets a loan, it is more likely to take on 
higher-risk, higher-return projects because it will not bear the full costs if the 
projects turn out badly). Because of this increased adverse selection and moral 
hazard, the bank may choose not to lend even firms with good risks the 
money to undertake investments, even though they would have been profitable 
for the firms and the bank. We thus see that, when cash flow drops as a result 
of an increase in interest rates, adverse selection and moral hazard problems 
become more severe, again curtailing lending and investment.24 

Declining asset prices and the decline in net worth. A decline in the prices of assets, 
whether stocks, real estate, or other types, will cause firms' net worth to 
decline. When the stock market crashes, for example, firms' share prices 
decrease. Share prices reflect the valuation of a corporation, so a market crash 
means that the net worth of most corporations has fallen. Net worth plays a 
role similar to collateral because it can be taken by the lender when a firm 
defaults on its loans. Lower net worth indicates to lenders that they will get 
less if the firm's investments go sour. When lenders are less well protected

Increases in uncertainty and the decline in lending. When a prominent firm fails, 
the economy is in a recession, or the political system is in disarray, people become 
uncertain about the returns or investment projects. Uncertainty increased in 
Thailand and South Korea when ajor f aancial and nonfinancial firms failed 
just before those countries' crises. It also increased in Mexico in 1994 when Luis 
Donaldo Colosio, the ruling party's presidential candidate, was assassinated 
and there was an uprising in the southern state of Chiapas. When uncertainty 
increases, it becomes harder for lenders to screen out good credit risks from 
bad and to monitor the activities of firms to which they've loaned money. They 
become less willing to lend, and as lending declines, investment, and then aggre-
gate economic activity, declines as well. 
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against the consequences of adverse selection, they decrease their lending not 
only to risky firms but also to healthy, conservative firms whose net worth has 
declined. As a result, investment, and in turn aggregate output, declines.25 

In addition, because corporate net worth has decreased, firms have less to 
lose and thus may make riskier investments. The resulting increase in moral 
hazard gives lenders another reason not to lend. This is another path by 
which a collapse in asset prices leads to decreased lending and reduced eco-
nomic activity26 

High interest rates, increases in uncertainty, and stock market crashes 
occurred shortly before and contributed to full-blown crises in Mexico, Thai-
land, South Korea, and Argentina. (The stock market crashes in Malaysia, 
Indonesia, and the Philippines occurred simultaneously with the onset of 
those crises.) All these factors increased asymmetric information problems; they 
made it harder for lenders to distinguish bad borrowers from good ones and 
increased the incentives for borrowers to make risky investments because 
they had less to lose if their investments were unsuccessful, given the decline 
in their net worth. High interest rates, increases in uncertainty, and stock 
market declines, along with deterioration in banks' balance sheets, worsened 
adverse selection and moral hazard problems and made these economies ripe 
for serious financial crises. 

Stage Three: Currency Crisis 

As the effects of any or all of the factors at the top of Figure 4.1 build on each 
other, participants in the foreign exchange market start to smell blood: they can 
make huge profits if they bet on a depreciation of the currency. Currencies that 
are fixed against the U.S. dollar now become subject to a speculative attack as 
speculators engage in massive sales of these currencies. As the currencies 
flood the market, supply far outstrips demand, the value of the currencies col-
lapses, and a currency crisis ensues. Although high interest rates abroad, 
increases in uncertainty, and falling asset prices play a role, the deterioration 
in bank balance sheets and severe fiscal imbalances are two key factors that 
trigger the speculative attacks and plunge the economies into the full-scale down-
ward spiral of currency crisis, financial crisis, and meltdown. 

H o w  D e t e r i o r a t i o n  o f  B a n k  B a l a n c e  S h e e t s  
Triggers Currency Crises 

When banks and other financial institutions are in trouble, it is not as easy for 
governments to defend their currencies by raising interest rates and thus 
encouraging capital inflows. If the government raises interest rates, banks must 
pay more to obtain funds. This increase in costs decreases bank profitability, 
which may lead banks to insolvency When the banking system is in trouble,

the government and the central bank face a dilemma: if they raise interest rates 
too much, they will destroy their already weakened banks; if they don't raise 
them, they cannot maintain the value of their currency. 

Once the speculators in the foreign currency market recognize the troubles 
in a country's financial sector and realize that the government's ability to 
defend the currency is limited, they know that they are presented with an almost 
sure thing. The value of the currency has only one way to go: downward. Spec-
ulators engage in a feeding frenzy and sell the currency in anticipation of its 
decline, which will yield them huge profits. These sales rapidly use up the 
country's foreign currency reserves because its central bank has to sell those 
to buy the domestic currency and keep it from falling in value. Once the 
country's central bank has exhausted its holdings of foreign currency reserves, 
it no longer has the resources to intervene in the foreign exchange market and 
must let the value of the domestic currency fall. That is, the government must 
allow a devaluation. 

Even though the Mexican central bank intervened in the foreign exchange 
market and raised interest rates sharply, it was unable to stem the speculators' 
attack and was forced to devalue the peso on December 20, 1994. In Thailand, 
three events culminated in a successful speculative attack that forced the Thai 
central bank to allow the baht to float downward in July 1997: concerns about 
the country's large current account deficit, concerns about weakness in its finan-
cial sector, and the failure of a major finance company Finance One. Soon after 
the baht's devaluation, speculative • ttacks developed against the other 
countries in the region, leading to the cola se of tir Philippine peso, the Indone-
sian rupiah, the Malaysian ringgit, and the Scath Korean won. '

How Severe Fiscal Imbalances Trigger Currency Crises 

We have seen that severe fiscal imbalances, as in Argentina, can lead to a dete-
rioration of bank balance sheets and so can help produce a currency crisis along 
the lines just described. Fiscal imbalances can also directly trigger a currency 
crisis.  When government budget deficits spin out of control, foreign and domes-
tic investors begin to suspect that the country may not be able to pay back its 
government debt and so will start pulling money out of the country and sell-
ing the domestic currency. Recognition that the fiscal situation is out of con-
trol thus results in a speculative attack against the currency, which eventually 
results in its collapse, as occurred in Argentina on January 6, 2002. 
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Currency  Crises  and  A sse t  Pr i ce  F luc tua t ion s  
Can Have a Life of Their Own 

Most currency and financial crises are initiated by poor fundamentals: weak 
regulation and supervision of the banking system or large fiscal imbalances. 
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However, asset prices, such as stock prices and exchange rates, have huge swings 
that are often hard to explain. Speculative attacks that set off currency crises 
can occur spontaneously even in the best-run economies. Speculative bubbles 
in the real estate and stock markets also appear frequently almost every-
where, and when they burst they too can lead to financial instability. Strong 
fundamentals do not completely insulate an economy from financial crises. Yet 
policies to improve prudential regulation and supervision and promote 
responsible fiscal policy can substantially reduce an economy's vulnerability 
to currency and financial crises. (For more on these policies, see Chapter 9.) 

F i n a l  S t a g e :  Cur re ncy  C r i s i s  T r i g g e r s  
Full-Fledged Financial Crisis 

A key characteristic that distinguishes emerging market economies from 
advanced economies is the structure of their debt markets. In advanced 
economies, inflation has tended to be moderate and so debt contracts are typ-
ically of fairly long duration with fixed interest rates. About half of the 
residential mortgages in the United States, for instance, have fixed rates 
and come due in around thirty years, and corporate bonds with 
maturities of thirty years or longer are common. 

In contrast, emerging market countries have experienced very high and 
variable inflation rates in the past, with accompanying wide swings in the 
values of their domestic currencies. One result of their experience is that debt 
contracts are of very short duration in order to minimize inflation risk. In many 
emerging market countries, for example, almost all bank lending is very short-
term, with variable-rate contracts that are adjusted on a monthly, or some-
times even a daily, basis. In addition, because of the likelihood that their 
currency's value will change for the worse, many nonfinancial firms, banks, 
and governments in emerging market countries find it much easier to issue 
debt denominated in foreign currencies, often U.S. dollars. That is, a shoe 
manufacturer in Mexico might need to borrow 100 million pesos, but because 
the bank is unsure what the value of the peso will be next year, it prefers to 
lend the shoe manufacturer the same amount in dollars, say $10 million if 
the exchange rate is 10 pesos per dollar. This phenomenon is called liability 
dollarization.29 
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When debt contracts are denominated in foreign currency (in this example, 
dollars) and there is an unanticipated depreciation or devaluation of the 
domestic currency (pesos), the debt burden of domestic firms increases in terms 
of domestic currency because it takes more pesos to pay back the dollarized 
debt. Since the goods and services produced by most firms are priced in the 
domestic currency, the firms' assets do not rise in value in terms of pesos, while 
the debt does. The depreciation of the domestic currency increases the value 
of debt relative to assets, and the firms' net worth declines. The decline in net
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worth then increases adverse selection and moral hazard problems, which lead 
in turn to a decline in investment and economic activity. 

Although depreciation in an emerging market country under a floating-
exchange-rate regime leads to financial fragility, such a regime is less likely than 
a pegged-exchange-rate regime to cause a full-fledged financial crisis in which 
financial markets seize up and stop performing their role of moving funds to 
those with productive investment opportunities. Under a pegged-exchange-
rate regime, when a successful speculative attack occurs, the decline in the value 
of the domestic currency is usually much larger, more rapid, and less antici-
pated than when a depreciation occurs under a floating-exchange-rate regime.30 
For example, during the Mexican crisis of 1994-95, the value of the peso fell 
by half within only a few months, while in the recent Southeast Asian crisis 
the country worst hit, Indonesia, saw its currency decline by 75% within a short 
period of time. 

In addition, a pegged-exchange-rate regime encourages liability dollariza-
lion, which makes the financial system more vulnerable when a depreciation 
occurs: domestic firms are more likely to borrow in dollars because the gov-
ernment's commitment to preventing a decline in the value of the domestic cur-
rency reduces their risk. With a guarantee that the local currency will remain 
fixed in terms of dollars, the domestic firm does not have to worry that the local 
currency will depreciate, a situation that would require the firm to use more 
of its local currency to pay back dollar debt.31 

For firms that export most of their output (generally priced in foreign cur-
rency), the impact of a depreciation on the balance sheet is far less severe. The 
depreciation leads to a rise in the prices of the goods and services the exporter 
produces, thereby raising the value of its assets in terms of the domestic cur-
rency. The increase in asset values helps to offset the rise in the value of the 
exporter's debt. This outcome suggests that, when the export sector in an emerg-
ing market economy is large, the consequences of a currency collapse for bal-
ance sheets and the overall economy will be less severe, and this is what 
empirical evidence finds.33

To see how a currency crisis destroys balance shec, nr' provokes a finan-
cial crisis, let's look at what happened in Indonesia after its 1997 currency 
crisis. The rupiah's value fell by 75% and dollar-denominated debt became four 
times as expensive in terms of rupiahs. in this situation, almost every 
Indonesian firm with a substantial amount of dollar debt became 
insolvent. The moral hazard and adverse selection problems of lending to 
an insolvent firm were so severe that—even if an Indonesian firm in this 
situation had a good balance sheet, was run well, and presented superb 
investment opportunities —no one would lend to it. Investment and spending 
collapsed, as did the entire economy: output declined by over 10% in 1998 (larger 
than the decline the United States experienced in the first year of the Great 
Depression), and the percentage of the population living in poverty doubled .32 
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We now see how the institutional structure of debt markets in emerging market 
countries interacts with currency devaluations to propel the economies into full-
fledged financial blowups, producing what economists often call the 
"twin crises": concurrent currency and financial crises. Because so many firms 
in these countries had debt denominated in foreign currency, such as the dol-
lar and the yen, depreciation of their currencies resulted in increases in their 
indebtedness in terms of the domestic currency, even though the value of their 
assets remained unchanged. When the Mexican peso lost half its value by March 
1995, and the Thai, Philippine, Malaysian, and South Korean currencies lost 
30 to 50% of their value by the beginning of 1998, firms' balance sheets took 
a big negative hit, causing a dramatic increase in adverse selection and moral 
hazard problems (as shown in the fourth row of Figure 4.1). This negative shock, 
as we have seen, was especially severe for Indonesia, which saw its currency 
fall by over 75%, resulting in insolvency for almost all firms with substantial 
amounts of debt denominated in foreign currencies. 
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If an economy is almost completely dollarized, that is, if most of its debts 
are denominated in dollars, as was true for the Argentine economy before its 
crisis in 2001,  the destruction of balance sheets is almost total and the 
currency collapse is truly devastating. In the aftermath of its crisis, Argentina 
entered the worst depression in its history from 2001 to 2002, with the 
unemployment rate climbing to nearly 20%, a level comparable to what the 
United States experienced during the Great Depression. 
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The collapse of a currency can also lead to higher inflation. The central banks 
in most emerging market countries have little credibility as inflation fighters. 
Thus a sharp depreciation of the currency after a currency crisis leads to 
immediate upward pressure on import prices, which is likely to lead to a dra-
matic rise in both actual and expected inflation. This happened in Mexico and 
Indonesia, where the annual inflation rate surged to over 50% after the cur-
rency crisis. The rise in expected inflation after the currency crises in Mexico 
and Indonesia led to a sharp rise in interest rates, which now had to compensate 
investors for inflation risk. The resulting increase in interest payments caused 
reductions in firms' cash flow, which led to increased asymmetric information 
problems since firms were now more dependent on external funds to finance 
their investment. As the asymmetric information analysis suggests, the result-
ing increase in adverse selection and moral hazard problems made domestic 
and foreign lenders even less willing to lend. 

As shown in Figure 4.1, further deterioration in the economy occurred 
because the collapse in economic activity and the deterioration of cash flow 
and balance sheets of firms and households meant that many of them were no 
longer able to pay off their debts, resulting in substantial losses for banks. Sharp 
rises in interest rates also had a negative effect on banks' profitability and bal-
ance sheets. Even more problematic for the banks was the sharp increase in the 
value of their foreign-currency-denominated liabilities after the devaluation.

Thus bank balance sheets were squeezed from both sides: the value of their 
assets was falling as the value of their liabilities was rising.  Moreover, much 
of the banks' foreign-currency-denominated debt was very short term; the sharp 
increase in the value of the debt led to immediate problems for the banks because 
this debt needed to be paid back quickly. 
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Under these circumstances, the banking system will suffer a bank panic and 
collapse in the absence of a government safety net (as it did in the United States 
during the Great Depression). In many cases, however, the IMF will help 
emerging market nations by providing their governments with loans whose 
proceeds can be used to protect depositors and avoid a bank panic. (Indone-
sia, on the other hand, did experience a banking panic in which numerous banks 
were forced out of business.) However, given the loss of bank capital and the 
need for the government to intervene to prop up the banks, even with the IMF's 
help banks' ability to lend is sharply curtailed. A banking crisis that does not 
develop into a panic still hinders the ability of banks to lend and worsens adverse 
selection and moral hazard problems in financial markets, because banks are 
less capable of playing their role in financial intermediation. The banking cri-
sis and the other factors that increase adverse selection and moral hazard prob-
lems explain the collapse of lending and economic activity in the aftermath of 
the crisis. 

So far we have been looking at shocks to the financial system that originate with 
actions or events inside an individual emerging market economy. But not all 
financial crises are homegrown. A currency or financial crisis in one country 
can spread to another in a process called contagion. Research on contagion sug-
gests that it is particularly virulent when there have been large capital inflows 
that come to a "sudden stop,"  when the crisis in the initiating country was 
a surprise, and when highly leveraged common creditors (banks, mutual 
funds, or hedge funds) have been lending to the countries that experience con-
tagion.  The 1997 East Asian financial crisis, for example, began in Thailand, 
with the devaluation of the Thai baht in July. Once participants in the finan-
cial markets recognized that something was wrong in Thailand's financial sec-
tor, they realized that the rest of East Asia might be in a similarly precarious 
financial state. Speculative attacks began against the currencies of other 
countries in the region. As it became clear that South Korea, Malaysia, the Philip-
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pines, and Indonesia had also experienced lending booms that weakened 
their banking systems, the selling pressure became so great that their curren-
cies collapsed as well. Although the speculative pressure on these other cur-
rencies might have been triggered by the successful speculative attack on the 
Thai baht, the attacks on them were successful because the countries had 
similar problems in their domestic financial sectors. Speculators also began to

Contagion 
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sell the currencies of Singapore, Hong Kong, and Taiwan, but these countries 
were able to survive the attacks because strong prudential regulation and 
supervision had kept their banking systems in good shape. Their govern-
ments were able to successfully defend their currencies and keep them from 
devaluing, and financial crises did not occur. The East Asian financial crises 
were thus primarily homegrown, although the exact timing was probably influ-
enced by contagion from Thailand. 

Contagion from proximity to a crisis country is particularly well illustrated 
by the 2002 financial crisis in Uruguay, which borders Argentina." Up until 
early 2002, Uruguay's government debt had an investment-grade rating, indi-
cating that the credit rating agencies assessed the probability of default on this 
debt as low.  In 2002, however, the financial crisis in Argentina triggered a cri-
sis in Uruguay because its economy and financial system were so highly inte-
grated with Argentina's, and also because its economy was highly doll arized.41 
The depression in Argentina, in the wake of its financial crisis in late 2001 and 
early 2002, caused a sharp fall in Uruguay's exports and led to downward pres-
sure on its exchange rate. In addition, Argentineans began to pull their deposits 
out of Uruguay; the Uruguayan banks experienced a run and saw their deposit 
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base drop by 40%. The speculative attack that followed forced the Uruguayan 
government to abandon the peg of its peso to the U.S. dollar on June 19. The 
ensuing collapse of the peso devastated the balance sheets of nonfinancial firms 
whose liabilities were principally denominated in dollars, and this led to a full-
scale bank panic because these firms could not repay their loans. The damage 
to the banking system and to the balance sheets of nonfinancial firms fed on 
each other to precipitate a collapse in lending and the economy at large. The 
contagion was complete. When Argentina's financial crisis spilled over to 
Uruguay in 2002, it precipitated a great depression in Uruguay as well. 

Why Are Financial Crises So Different 
in Advanced Countries? 

Advanced countries also experience financial crises, although in recent years 
the effects have typically not been as devastating as those in emerging mar-
ket economies. The United States experienced banking and financial crises every 
twenty years or so in the nineteenth and early twentieth centuries, with the 
last major one being the Great Depression of the 1930s. In the 1980s, the S&L 
crisis was a limited banking crisis, but it was contained by the government and 
so did not lead to a full-scale financial crisis. As painful as this episode was 
to the U.S. taxpayer, its impact on the economy was limited. Finland, Norway, 
and Sweden experienced banking crises even larger, relative to GDP, than the
S&L crisis in the United States. In the early 1990s, for example, Finland needed 
to spend over 10% of its GDP to bail out its banks, and it experienced a severe 
depression. Japan's banking crisis lasted from the early 1990s until recently,
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and it has been an important factor in the economic stagnation that has led to 
income per person in Japan falling farther behind that in the United States in 
recent years. 

However, the dynamics of financial crises in advanced economies are very 
different from those in emerging market economies. For example, advanced 
economies are rarely hit with the twin crises (currency and financial) because 
their debt structure is diametrically opposite to that of emerging market 
economies.43 It is denominated in domestic currency and is long term. When 
the currency of an advanced economy depreciates, the depreciation has little 
impact on its firms' balance sheets because their debt is denominated in 
domestic currency. Thus a depreciation does not trigger a financial crisis. 

To see the difference between what happens in advanced versus emerging 
market economies when a currency crisis hits, we can look at the experience 
of British firms after the September 1992 currency crisis there. A speculative 
attack against the British pound led the British to exit the Exchange Rate 
Mechanism (ERM), a precursor to the European Monetary Union under which 
the British pound was pegged to the deutsche mark. After Britain exited the 
ERM, the pound was allowed to depreciate by 10%. Because a British firm would 
have its debt denominated in pounds, the fall in the value of the British cur-
rency had no adverse impact on the firm's balance sheet. Indeed, if the British 
firm was an exporter, it actually benefited from the depreciation, because its 
exports now became cheaper in foreign currency and thus more competitive. 
The speculative attack and the currency crisis increased demand for British 
goods, and this increase helped the British economy to outperform those of other 
European countries (such as France) that did not devalue against the deutsche 
mark. 

My research on financial crises resulted in my proudest moment as a fore-
caster. In August 1997, I was presenting a paper, "The Causes and Propaga-
tion of Financial Instability: Lessons for Policymakers," at the Federal Reserve 
Bank of Kansas City's Jackson Hole Conference. This annual conference is 
attended by the who's who of central bankers throughout the world. The 
paper outlined the analysis of financial crises (the same as that presented in 
this chapter) and applied it to the Mexican crisis of 1994-95. One of the con-
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Although speculators made enormous profits at the expense of the Bank of 
England, which bought pounds that later fell in value while defending its cur-
rency (George Soros, one such speculator, is reported to have made $1 billion 
for his hedge fund), these speculators may have done Britain a favor. Their 
successful attack on the British pound, which caused the pound to 
depreciate, helped make British goods cheaper relative to foreign goods, 
and this increased demand for British goods, which in turn helped the weak 
British economy to recover. Contrast this situation with that in Indonesia in 
1997, where the successful speculative attack devastated the balance sheets 
of Indonesian firms and led to a financial crisis and a great depression. 
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ference participants wondered why the decline in the East Asian countries that 
had started with the devaluation of the Thai baht in early July was such a big 
deal. After all, depreciations of similar magnitudes in industrialized countries 
were common and yet had little negative impact. I replied that this was an 
apples-to-oranges comparison because debt structure was so different in 
emerging market versus advanced economies. I stated that the depreciations 
in East Asia, if they were large enough, would lead to financial crises and to 
a collapse of East Asian economies. Over the next couple of months my pre-
diction came true. (Note that my forecasts aren't always this accurate. When 
Apple Computer was first touting the mouse, I told one of my classes at 
Columbia that it wouldn't be successful because it was too cumbersome to use.) 

These different outcomes from similar events show how emerging market 
countries differ from advanced economies and should remind us that draw-
ing conclusions from the experiences of advanced countries and applying 
them to emerging market countries can be dangerous. Understanding the 
differences between the two types of economies is crucial to developing help-
ful, growth-oriented policy prescriptions, as we will see in Part Three of this 
book.



 

Five 

Mexico, 1994-1995 

The framework described in the previous 
1 chapter presents the bare bones of the 

genesis, buildup, and downward spiral of a generalized financial crisis as it 
occurs in an emerging market economy. To really understand the specifics of why 
financial globalization can go so wrong and what policies are needed to make it 
work, we need to examine specific crises in more detail. We will look at the 
villains, and sometimes the heroes, in these episodes. 

The case studies in this chapter and the two that follow illustrate many key 
themes of this book. First, financial crises are primarily homegrown and can result 
from inadequate prudential regulation and supervision, perversion of the 
financial globalization process by powerful business interests, irresponsible 
fiscal policy, or any combination of these factors. Second, a pegged-exchange-rate 
regime and liability dollarization (in which debt is denominated in foreign 
currency) are a deadly combination that leaves emerging market countries highly 
vulnerable to financial crises. Third, because strategies that work well in advanced 
countries often do not translate to emerging market countries, "one size fits all" 
policies can be dangerous. Fourth, government officials often delay the 
inevitable and sweep difficult problems under the rug shortly before financial 
crises begin, making the crises much worse. Fifth, crises become far worse if 
the response to them is slow and confidence is not restored quickly. 

In this chapter we look at the Mexican crisis of 1994-95, which Michel 
Camdessus, then the managing director of the IMF, described as the "first finan-
cial crisis of the twenty-first century, meaning the first major financial crisis to 
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hit an emerging market economy in the new world of globalized financial mar-
kets."' (Actually, Chile had had a similar, but less well-known, crisis over ten 
years earlier; it had devastating effects on the country's economy, which saw 
a decline in GDP of 14% in 1982 and another 3% in 1983.) The next chapters 
examine the South Korean crisis in 1997 (archetypical of the crises that struck 
East Asia) and the Argentine crisis of 2001-02 (illustrative of how fiscal im-
balances and bad luck can lead to disaster). 

2

Macroeconomic Fundamentals before the Crisis 

In the years preceding the Mexican financial crisis of 1994-95—which has been 
dubbed "the Tequila Crisis" in honor of Mexico's national drink—the macro-
economic fundamentals appeared quite solid. There had been a tremendous 
success on the inflation front, with the annual inflation rate falling from 130% 
in 1987 to 7% by 1994. Right before the crisis began in 1994, the economy was 
growing solidly at an annual rate of 4.4%, while the government budget was 
just slightly in deficit, at 0.7% of GDP as compared to the over-4% numbers 
we have seen in the United States in recent years.3 

The only uncomfortable number was the current account deficit, at 7.2% of 
GDP (as compared to 6% in the United States now). The current account is, in 
effect, a cash flow number for countries: a current account deficit meant, in the 
most general terms, that Mexico had outlays on items such as imports that were 
larger than its receipts from items such as exports. This negative cash flow had 
to be financed by inflows of foreign capital, which increased Mexico's vul-
nerability: if the capital flows reversed, there would be a sharp decline in the 
value of the currency. Although Mexico's current account deficit was large, many 
other countries have had numbers this large and yet have not experienced a 
crisis. The primary source of the Mexican financial crisis does not appear to 
have been macroeconomic problems. Instead, the seeds of the Tequila Crisis 
were planted with the financial liberalization that started in the late 1980s and 
the adherence to a fixed-exchange-rate regime. 

Stage One: Mismanagement of Financial 
Liberalization/Globalization 

To understand how the Tequila Crisis occurred, we have to step back a decade. 
In 1982 the government of Mexico (then headed by President Jose Lopez Por-
tillo) defaulted on its debt. Even though it was the government's policies that 
had led to the default, the banks served as a useful scapegoat. Using the 
excuse that they were to blame, the government took over all the banks in Mex-
ico.  The takeover was labeled a "nationalization," giving the impression that 
the banks had been foreign owned. This was not the case, however: foreign banks
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had been banned from engaging in retail banking in Mexico since the latter part 
of the eighteenth century. 

When Carlos Salinas de Gortari became the president of Mexico in 1988, his 
administration espoused a more probusiness philosophy and immediately pur-
sued a financial liberalization policy under which it removed credit controls 
and lending restrictions and allowed interest rates on loans to be set freely in 
the markets. As part of this process, the Salinas government decided in 1991 
to privatize the banking system by selling the government-owned banks to Mex-
ican citizens. The hope was that a private banking system would be more effi-
cient and help stimulate economic growth, and that the sale of the banks 
would provide needed revenue for the government. 

The U.S. government and the IMF also tried to persuade Mexico to open up 
its financial markets to foreign capital flows, and capital account liberalization 
was further encouraged by Mexico's application to enter the Organisation for 
Economic Co-operation and Development (OECD), which it did in. May 1994, 
and by the North American Free Trade Agreement (NAFTA), which was 
signed by the Salinas and Bush administrations in 1992. With the opening of 
the capital account, foreign portfolio inves _Intent climbed from less than $5 
billion per year in the late 1980s to over $20 billion per year in the early 1990s. 

Opening the Door to Disaster 

The cozy and often corrupt relationship between the Mexican government and 
rich, powerful elites with business interests in the financial sector has been a 
long-standing one. To ensure that it would get a high price for its banks in the 
1991 privatization, the government adopted measures to ensure that they 
would be profitable.  First, the government indicated that competition in the 
industry would be restricted. The largest four banks (which held a combined 
70% of bank assets) were not broken up into smaller pieces for the sale, thus 
leaving the banking system very concentrated. (In comparison, the top four 
banks in the United States held less than 40% of total bank assets in 2003.)  The 
government also signaled that it would restrict entry into the banking indus-
try by requiring that bank charters be obtained only with the permission of the 
secretary of the treasury. In addition, the government would not allow foreign 
banks to enter Mexico, another long-standing tradition.8 
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When it came time to sell the banks, the Salinas government always sold 
to the highest bidder, without taking into account the management capabili-
ties of those to whom it was selling. In addition, under pressure from poten-
tial buyers, the government made it easier for them to employ leverage and 
buy the banks with other people's money.9 As a result, the new owners of the 
banks did not always have much of their own money invested in the banks, 
and with so little to lose there was great incentive for them to make risky loans. 
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If the high-risk/high-payoff loans paid off, the banks would be hugely prof-
itable, and, with their highly leveraged positions, the owners would make a 
ton of money. If the loans went sour, they would lose very little of their own 
money The moral hazard incentives for risk taking were significant. 

To make matters worse, a government safety net left the markets with very 
little incentive to monitor the banks. The government had put in place deposit 
insurance that not only insured small depositors, as in the United States, but 
also provided a blanket guarantee for all deposits. As a result depositors, 
even the most sophisticated, had no incentive to monitor the Mexican banks 
because they would not incur any losses if a bank failed.10 

With market discipline so weak and with the owners of banks potentially 
having little to lose, Mexican bankers had tremendous incentives to engage 
in moral hazard and have their banks take on risk. They were not shy about 
doing so. Particularly egregious was the massive amount of so-called connected 
or insider lending: 20% of all large loans outstanding from 1995 to 1998 went 
to bank directors.  Insider lending is a form of looting, in which insiders make 
a sweetheart deal that makes them rich but increases risk for the institution 
they manage. These insider loans had interest rates 4 percentage points lower 
than those on other loans, a 33% higher default rate, and a 30% lower recov-
ery rate for collateral. Although the insiders were getting a good deal, the banks 
were not. 
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No One to Shut the Door 

This moral hazard problem could have been addressed by effective govern-
ment regulation and supervision of the banks. Since such supervision was not 
in the interests of the bankers, who wanted to pursue their business without 
any constraints, the government put in place a weak regulatory regime. Mex-
ican accounting rules, for example, were much less tight than those generally 
accepted in other countries. One of the most flagrant abuses of good account-
ing practice was that bankers could avoid revealing losses on their loans by 
"evergreening" bad loans: that is, the bank could provide the borrower with 
a new loan that would be used to pay off the principal and past-due interest 
on the loan—which in reality had gone sour. With this practice in place, bank 
supervisors could engage in regulatory forbearance. Banks were not forced to 
write off bad loans, and, even though they had inadequate, or even negative, 
net worth, they were allowed to stay in business. The creation of "zombie" banks 
with nothing to lose gave bankers huge incentives to take excessive risk, just 
as had been the case in the U.S. savings and loan crisis. In addition, the 
National Banking Commission (Comision Nacional Bancaria), the regulator and 
supervisor of the banks, was not given the resources to develop the necessary 
expertise to monitor the banks' loan portfolios and management practices. Thus 

the Commission could not prevent the banks from taking outrageous risks or 
close down banks that were insolvent. 

Stage Two: Run-up to the Currency Crisis 

Clearly the financial liberalization process had been so perverted that a dis-
aster was bound to follow, and that is exactly what happened. 

Deterioration in Bank Balance Sheets 

The huge incentives to take on risk and the flow of foreign capital into Mex-
ico to fund bank lending resulted in extremely rapid growth of bank credit to 
private nonfinancial enterprises, which grew from 10% of GDP in 1988 to over 
40% of GDP in 1994.* Before the bank privatization, the government-owned 
banks, naturally enough, had directed about 50% of their lending business to 
the government. When the banks were privatized in the early 1990s, their exper-
tise in making loans to private firms and individuals was limited because they 
did not have a "credit culture," that is, they had little ability to screen out good 
credit risks from bad or to monitor borrowers to prevent excessive risk taking. 
For example, Mexican banks did not have formal credit departments, nor 
were there credit bureaus (like TRW or Equifax in the United States) to gather 
information on how much households and small businesses had borrowed from 
other sources. If they couldn't find out how many outstanding loans borrowers 
had, the banks could not tell whether the borrowers would be capable of 
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paying them back. Nonetheless, the banks aggressively sought out this loan 
business, setting off a lending boom. 

The inability of the National Banking Commission to effectively supervise 
the banking system became even more pronounced with the rapid growth of 
the banking sector. This lack of supervisors (bank examiners) was exacer-
bated not only by the bank lending boom but also by the tremendous expan-
sion in lending by other financial institutions, such as credit unions, thrifts, and 
leasing companies. With the incentives that were in place and the inability of 
the Commission to restrain excessive risk taking, the banks made many bad 
loans. The official measure of nonperforming loans from the Bank of Mexico, 
expressed as a percentage of total loans, rose steadily, from below 5% at the 
beginning of the 1990s to above 15% after the crisis. With the lax accounting 
principles that the government had put in place for recognizing bad loans, how-
ever, even these numbers are gross underestimates. Later estimates of Mexican 

*Figures that display the data and outline the sequence of events described in this chap-
ter are on pages 76-77. 



 

 

 

Figure 5.1. Sequence of Events in Mexico's Financial Crisis, 1994-1995 Bank 
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nonperforming loans based on generally accepted accounting principles were 
about three times higher, exceeding 50% after the crisis.I3 

Given the incentives created by the perversion of the financial liberalization 
process and the resulting deterioration in bank balance sheets, the financial sys-
tem would surely have collapsed at some point. But the exact timing of the col-
lapse was determined by a set of specific precipitating factors. 

Higher Interest Rates and Their Effects on Cash Flow 

The first precipitating factor was a rise in interest rates abroad. Beginning in 
February 1994, the Federal Reserve began to raise the interbank federal funds 
rate to proactively prevent inflationary pressures from taking hold. Although 
this policy kept inflation in check in the United States, it put upward pressure 
on Mexican interest rates. Interest rates had to be raised so that investors 
would continue to find holding peso-denominated assets attractive at the 
exchange rate of 3.1 pesos per dollar, the floor set by the Mexican government." 

Higher interest rates increased adverse selection problems in the Mexican 
financial markets because, at these higher rates, only poorer credit risks who 
wanted to pursue high-return/high-risk investments were willing to borrow. 
Because most Mexican debt was very short term (much of it had interest rates 
reset on a daily basis), interest payments made by firms and households 
immediately rose and cash flows declined. In turn, reduced cash flow forced 
firms and households to seek funds in external financial markets where 
adverse selection and moral hazard problems were likely to be severe. As asym-
metric information theory suggests, the rise in interest rates and the decline 
in cash flow made lenders reluctant to lend when the crisis hit in late 1994, and 
investment and spending declined. 

Increases in Uncertainty and the Decline in Lending 

The second precipitating factor was an increase in uncertainty in Mexico's finan-
cial markets, much of it on the political front. The first major blow occurred 
when Luis Donaldo Colosio, the presidential candidate of the ruling party, the 
Institutional Revolutionary Party (Partido Revolucionario Institucional; PRI), 
who was almost sure to be elected, was assassinated in March 1994. In Sep-
tember the secretary-general of the PRI was assassinated. In October negoti-
ations to contain a major uprising in the southern state of Chiapas broke 
down, leading to increased violence there just before the new president of Mex-
ico, Ernesto Zedillo, took office. These events increased uncertainty in finan-
cial markets and decreased the quality of information, making it harder to screen 
credit risks or monitor borrowers. The increase in asymmetric information even-
tually made lenders leery, and lending fell further.

Falling Asset Prices and the Decline in Net Worth 

Partially as a result of the increased uncertainty, stock prices on the Bolsa, the 
Mexican stock exchange, fell nearly 20% from the peak in September 1994 to 
the middle of December 1994. The decline in firms' net worth, which acts like 
collateral, meant that lenders were less protected against the consequences of 
adverse selection. Firms also now had more incentives to take on risk because, 
with less net worth, they had less to lose, thus increasing moral hazard prob-
lems. The decline in asset prices, which increased adverse selection and moral 
hazard problems, added to the initial conditions that worsened asymmetric 
information problems and made the Mexican economy ripe for a serious 
financial crisis. It was then that the currency crisis struck. 

Stage Three: Currency Crisis 

As part of an earlier stabilization plan to lower inflation, the Mexican government 
had committed to a high floor for the peso (3.1 pesos per dollar) that overvalued 
the currency. Because it was not allowed to fall below this floor, the peso was 
in effect pegged to the U.S. dollar. 

15

The effective exchange rate peg had three undesirable consequences. First, 
it helped encourage the capital inflows that fueled the lending boom, because 
it gave foreign investors a false sense of security that they would be pro-
tected from currency risk. Second, it encouraged liability dollarization (the 
issuing of domestic debt denominated in U.S. dollars) because, with the gov-
ernment's commitment to keep the peso fixed in terms of dollars, a domestic 
borrower no longer had to worry that the peso would depreciate and that it 
would be forced to come up with more pesos to pay back the dollar debt. Third, 
it made possible a speculative attack on the currency. 

With the Colosio assassination and the political uncertainty from the 
Chiapas uprising, currency traders suspected that a devaluation of the 
Mexican peso might soon occur, and this increased downward pressure on the 
peso. Speculators began to unload their pesos in the foreign exchange 
market, and the currency came under attack. To keep the peso from falling 
through the floor set by the government, the Banco de Mexico intervened in the 
foreign exchange market to purchase pesos, resulting in a substantial loss 
of foreign exchange reserves. To make things worse, the markets became aware 
that the Mexican banking system was in deep trouble and that a rise in interest 
rates that would increase the cost of funds would sink the banks. It then became 
clear that the Banco de Mexico would not be able to prop up the peso by raising 
interest rates enough to attract capital inflows. Selling pressure on the peso 
increased. 

The Mexican government was unwilling to raise interest rates to defend the 
peso, not only because doing so would cause many banks to collapse but also 
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because it did not want to raise interest rates right before a presidential 
election (an action that might cause the ruling party's candidate to lose). When 
presented with an almost impossible situation like this one, politicians 
often gamble, hoping that, if they take measures to delay the problem, it 
might just go away The Salinas government did exactly this by deciding on a 
dangerous, and eventually very costly, gambit to prop up the currency. Instead 
of financing its debt with peso-denominated bonds, it dramatically 
increased its issuance of dollar-denominated bonds, called tesobonos. The 
tesobonos provided foreign exchange reserves, and the government hoped that 
the day of reckoning might be avoided. But this was not to be. 

The government also tried to hide the fact that it was running out of for-
eign exchange reserves: it did not reveal that a substantial amount of its hold-
ings had to be paid back in the near future. Once speculators perceived that 
the government would be unlikely to be able to defend the currency, they were 
given a one-way bet and began to pile on. Furthermore, the huge prospective 
deficits arising from the future bailout of the distressed banks raised questions 
about the solvency of the Mexican government, providing another reason 
why the speculators would sell pesos.' 6 Even though the Mexican central 
bank raised interest rates sharply, the hemorrhaging of foreign exchange 
reserves forced the authorities to devalue the peso on December 20, 1994. 

F i n a l  S t a g e :  C u r r e n c y  C r i s i s  T r i g g e r s  
Full-Fledged Financial Crisis 

The institutional structure of debt markets in Mexico now interacted with the 
peso devaluation to propel the economy into a full-fledged financial crisis. By 
March 1995 the value of the peso had fallen by 50%. Because so many firms 
had debts denominated in dollars, the decline in value led to an immediate sharp 
increase in their indebtedness in pesos, while the value of their assets remained 
unchanged. The depreciation of the peso led to an especially sharp negative 
shock to the net worth of private firms, causing a dramatic increase in adverse 
selection and moral hazard problems. 

The collapse of the Mexican peso also led to a sharp rise in import prices, 
which, because the perceived ability of the Banco de Mexico to control 
inflation was not great, fed immediately into higher actual and expected 
inflation. Higher expected inflation, combined with the desire of the Banco 
de Mexico and the Mexican government to limit the peso's depreciation by 
raising interest rates, meant that interest rates on peso-denominated debt went 
sky high (exceeding 100% at an annual rate), and the Mexican stock market 
crashed, falling a further 30% in peso terms and by over 60% in dollar terms. 
Given the resulting huge increase in interest payments because of the short 
duration of the Mexican debt, households' and firms' cash flow dropped 
dramatically, leading to a greater need for them to obtain external loans. Moral 
hazard and adverse
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selection problems became more severe for both domestic and foreign lenders 
because they had difficulty obtaining information about what was going on 
in the Mexican economy. Foreign lenders were then even more eager to pull 
their funds out of Mexico, and this is exactly what they did. Annual foreign 
portfolio investment inflows to Mexico, which were on the order of $20 billion 
in 1993 and early 1994, reversed course, and the annual outflows exceeded $10 
billion beginning in the fourth quarter of 1994. The sharp decline in lending 
helped lead to a collapse of economic activity: real GDP growth fell from an 
annual rate of 4 to 4.5% in the last half of 1994 to negative growth rates in the 
vicinity of –10% in the second and third quarters of 1995. 

Further deterioration in the economy occurred because the collapse in eco-
nomic activity and the deterioration in the cash flows and balance sheets of firms 
and households led to a worsening banking crisis. Many firms and households 
were no longer able to pay off their debts, and the banks suffered substantial 
loan losses. 

In addition, the depreciation of the peso had a direct negative impact on the 
banks' balance sheets, because Mexican banks were highly exposed to currency 
risk. The balance sheets of Mexican banks had a "matched book" in which the 
amounts of foreign-currency-denominated liabilities and assets were almost 
equal: foreign-currency-denominated liabilities were 116 billion pesos at the 
end of 1993, while foreign-currency-denominated assets amounted to 123 bil-
lion pesos. At first glance, the banks looked as though they were protected from 
a collapse of the peso. When the peso fell from 3.1 to the dollar to 5.3 to the 
dollar immediately after the currency crisis, the value of foreign-denomi-
nated liabilities immediately jumped by 98 billion pesos, but this increase was 
more than offset by the increase in foreign-denominated assets of 103 billion 
pesos. On paper, the banks had made a profit of 5 billion pesos!' In reality, 
however, Mexican banks were highly exposed to currency risk, because a large 
percentage of their foreign-currency loans were made to domestically oriented 
firms whose income was primarily tied to the peso; they were unable to pay 
back loans denominated in (now highly appreciated) dollars.18 

?

Could the international bank regulatory standards adopted in 1988 have 
helped reduce Mexican banks' exposure to currency risks? These standards, 
together known as the Basel Accord, were created by advanced countries 
under the auspices of the Basel Committee on Bank Supervision, operating out 
of the Bank for International Settlements in Basel, Switzerland. The purpose 
of the accord was to standardize and improve bank capital requirements 
worldwide, but it had little to say about currency risk from liability dollarization. 
This is not surprising, because in advanced countries a currency depreciation 
does no damage to firms' balance sheets. Indeed, it can actually improve 
them: a depreciation makes domestic firms more competitive because their goods 
become cheaper relative to foreign goods, while the depreciation does little harm 
to firms' balance sheets because liability dollarization is not widespread. 
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Compliance with these international standards would not have helped 
Mexican banks weather the currency crisis, and they were inadequate to ensure 
the safety and soundness of banks in an emerging market country like 
Mexico.19 

Even more problematic for the Mexican banks were the short terms of many of 
their foreign-currency-denominated liabilities; the sharp increase in the value of 
these liabilities led to liquidity problems for the banks because they had to 
be paid back quickly. The problems of the Mexican banking system would have 
made its collapse inevitable in the absence of a government safety net. Instead 
the Mexican government provided the funds to protect depositors, thereby 
avoiding a bank panic. However, given the banks' loss of capital and the 
need for the government to intervene to prop up the banks, the banks' 
ability and willingness to lend were sharply curtailed. As we have seen, a 
banking crisis that hinders the ability of banks to lend also makes adverse 
selection and moral hazard problems worse in financial markets, because 
banks are no longer as capable of playing their traditional financial inter-
mediation role. 

The issuance of the tesobono dollar-denominated debt also complicated mat-
ters for the Mexicans. The collapse of the currency meant that this debt had 
more than doubled in terms of pesos, creating an additional fiscal burden on 
the government that would have to be paid for by future taxes. The tesobono 
gambit was a bet that did not pay off. With the stock of outstanding tesobonos 
reaching 150 billion pesos before the crisis and the peso falling to about half 
its value after the crisis, the Mexican government had to pay on the order of 
300 billion pesos, an extra 150 billion, or over 10% of GDP, to redeem this 
tesobono debt—a costly mistake indeed. 

The impact of the Tequila Crisis on the Mexican economy was devastating. 
Not only did GDP fall precipitously, but unemployment rose to over 7.5% and 
the poverty rate rose dramatically, to over 35%. The social fabric of Mexican 
society was also shredded. Mexico City became one of the most dangerous cities 
in the world as its crime rate rose by over 50% in the wake of the crisis. One 
of my academic colleagues and his wife were kidnapped there while attend-
ing a conference, while a Mexican central banker told me a harrowing story 
of how home invaders threatened him with a gun and tied him up while they 
robbed his house. Financial crises are not only devastating from an economic 
point of view; they destabilize a society and deprive its citizens of a sense of 
security. 

20

21

Recovery 

Mexico had one big advantage that helped its recovery: location, location, loca-
tion. Given the two countries' long common border, the U.S. government 
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devastated. The U.S. Treasury began discussions with the Mexican government 
about providing a support package of $18 billion, with the U.S. government 
to provide half that amount and the rest corning from international financial 
institutions like the IMF. The debate over the support package in the U.S. Con-
gress, however, became heated, and the negotiations with the Mexican gov-
ernment dragged on. The support package was delayed for close to two 
months, during which time the crisis had become worse. By the time the 
sup

0

port package was finally signed into law on February 21, 1995, the amount 
of funds needed had more than doubled to $50 billion, with $20 billion 
coming from the U.S. government and the other $30 billion from the IMF and 
other sources.  These funds were to be used by the Mexican government to 23

prop up the currency and also to help get the Mexican banking system back on 
its feet. In addition, the U.S. economic recovery and the adoption of NAFTA 
increased demand for Mexico's exports.24 

The Mexican peso stabilized at around 6 pesos per dollar, about half of its 
value before the crisis. The bailout of the banking system continued from 
1994 to 2001. The government—through the Fondo Bancario de ProtecciOn 
al Ahorro, a deposit insurance agency known by its initials as FOBAPROA-
provided funds to build up bank capital to international standards and took 
over banks' nonperforming loans. The Mexican National Banking Commission 
found that fifteen banks were in such bad shape that they had to be closed by 
either liquidation or being sold off to other financial institutions. However, 
because the Mexican government dragged out the cleanup over several years, 
the cost of the bailout, which was ultimately borne by Mexican taxpayers, was 
higher than it had to be, and confidence in the Mexican financial system and 
economy was slow to recover. The estimated cost of the bailout ended up being 
close to 20% of the country's GDP.26 

25

The government eventually successfully recapitalized the banking system 
and beefed up regulation and supervision of the banks to reduce moral haz-
ard problems. Connected (insider) lending was restricted by regulations that 
prevented banks from making loans to their officers or employees (except when 
the loans were part of an employee benefits package). Banks were also required 
to publish consolidated accounts (which included their subsidiaries), so 
connected lending would be more obvious. Capital requirements were 
increased to be in line with international norms, and deposit insurance was no 
longer unlimited. In addition, in order to obtain foreign funds to help recapitalize 
the banking system, the government lifted restrictions on foreign ownership of 
Mexican banks. Today over 80% of the banks in Mexico are foreign 
owned.27 Bringing in foreign expertise, along with the beefing up of accounting 
standards, has returned the Mexican banking system to health: 
nonperforming loans have dropped steadily, falling below 5% by 2001; the 
ratio of capital to total bank assets now exceeds 10%; and banks have returned 
t fit bilit 28
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Financial Reforms Are Only Halfway There 

Although the measures to put the Mexican banking system on a sound foot-
ing have been successful, and indeed are ones recommended for other emerg-
ing market economies (discussed in Part Three of the book), Mexican economic 
growth since the crisis has been disappointing. This is even more troubling given 
the boost that NAFIA was supposed to provide for the Mexican economy. Why 
has the Mexican economy not done better? Six 

One important factor is that the financial and banking systems in Mexico 
still do not work very well. Mexico continues to have an extremely inefficient 
legal system that makes it hard to enforce financial contracts: it does not have 
effective bankruptcy laws, and the adjudication process is notoriously slow.29 
As we noted in Chapter 2, this weakness in property rights make it very dif-
ficult for banks to lend to private parties. Loan rates in Mexico are high rela-
tive to the cost of funds, and the real value of commercial, housing, and 
consumer lending has fallen to a quarter of what it was in 1994.30 

South Korea, 1997-1998 

Thus Mexico still does not have a financial system that is capable of chan-
neling funds to those with the most productive investment opportunities. 
The inefficiency of the financial system is reflected in the low rate of Mexican 
financial development: bank loans are around 15% of GDP, while this num-
ber averages around 100% in advanced countries. Instead of relying on the 
financial system to get funds, most Mexican firms get their financing from their 
suppliers. 

)rior to its crisis in 1997, South Korea was 31
one of the great economic success stories 

in history. In 1960, after the Korean War, the country was extremely poor, with 
an annual income per person of less than $2,000 (in today's dollars).1 During 
the postwar period, South Korea pursued an export-oriented strategy that helped 
it become one of the world's major economies. With an annual growth rate of 
nearly 8% from 1960 to 1997, it became one of the leaders in the "Asian mir-
acle," as what were once desperately poor countries embarked on a period of 
rapid economic growth. By 1997 South Korea's income per person had risen 
by more than a factor of ten, qualifying it in 1996 for membership in the rich-
countries club, the Organisation for Economic Co-operation and Development 
(OECD). 

Although Mexico has recovered from the Tequila Crisis, reforms of its 
financial system have only gone halfway. The country is making progress: the 
Mexican congress has passed laws establishing a new bankruptcy code and 
strengthening the rights of creditors to collect collateral. Without more work, 
however, the Mexican economy will never live up to its potential, leaving the 
United States with a next-door neighbor burdened by poverty and instability

South Korea had embraced globalization, and the process was putting the 
country on the road to wealth. But then globalization went wrong. South 
Korea's story is one of tragedy and triumph. The unfolding of the Korean cri-
sis has many features in common with the story of the Mexican crisis. As in 
Mexico, financial liberalization and globalization were perverted by power-
ful business interests. What distinguishes the Korean crisis from the Mexican 
one is the extremes to which these business interests perverted the process, and 
particularly the bizarre policies that governed how the economy was opened 
up to foreign capital. This perversion led in turn to a banking crisis, a currency 
crisis, and finally a full-fledged financial crisis. 

The Korean crisis has its villains: the family-owned conglomerates called 
chaebols and their allies in the precrisis Korean government. The Korean cri- 
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sis also has heroes. The government of Kim Dae-jung, with technical advice 
from the IMF and the World Bank, adopted financial reforms in the immedi-
ate aftermath of the crisis that quickly put South Korea back on the road to 
prosperity. 

Macroeconomic Fundamentals before the Crisis 

South Korea's macroeconomic fundamentals were strong before the crisis, even 
stronger than Mexico's. In 1996 inflation in South Korea was below 5%, real 
output growth was close to 7%, and the country was expected to grow at a rate 
of more than 6% in 1997. The government budget was in slight surplus, while 
the current account deficit had fallen from 4.4% of GDP in 1996 to less than 2% 
in 1997. From a macroeconomic point of view, the South Korean economy 
seemed well managed, so the financial crisis cannot be attributed to macro-
economic fundamentals. Instead, as in Mexico, the source of the crisis was per-
version of the financial liberalization process, which had some particularly 
strange elements. 

Stage One: Mismanagement of Financial 
Liberalization/Globalization 

Starting in the 1960s, South Korea pursued what became known as the Korean 
model of economic development. This involved a partnership between the gov-
ernment and the business sector, represented by the chaebols. The Korean 
government directed credit to favored industries, especially in the export sec-
tor, through state-owned banks, by issuing government guarantees of repay-
ment for particular loans and by tightly controlling the banking system so 
that in effect it acted as an agent of the government. This state-directed, export-
oriented strategy, with the chaebols playing a central role, was in general 
highly successful. Yet as the South Korean economy grew, the government-
supervised allocation of capital that had worked well during the earlier 
stages of economic development was becoming less viable. Korea needed a well-
functioning financial system. 

2

The Korean government recognized that, in a maturing economy, it would 
be less able to pick winners—the right industries for productive investment. 
It was also aware of its past mistakes in resource allocation, such as the Heavy 
and Chemical Industry policy of the 1970s, under which funds were directed 
to the steel, petrochemical, automobile, machine tool, shipbuilding, and elec-
tronics industries. The government began to consider more market-oriented 
policies, including deregulation and liberalization of the financial system. 
The push to open up Korean financial markets to foreign capital flows and finan-
cial institutions arose in the late 1980s, not only from the desire for more 
market-oriented policies but also in response to pressure from the U.S. gov

ernment, which wanted U.S. financial services firms to have access to Korean 
markets.  South Korea's desire to fulfill the requirements for membership in 
the OECD and encouragement from the IMF also played a role in stimulating 
the Korean government to embark on a financial liberalization and globalization 
process, which accelerated in the mid-1990s. 

3

Opening the Door to Disaster 

The financial liberalization process in South Korea had many features in com-
mon with the process followed in Mexico. The government made it absolutely 
clear that banking institutions would be bailed out in a crisis, as indeed they 
were. As in Mexico, supervision of the banking system was lax, making it easy 
for Korean banks to hide their nonperforming loans through evergreening 
schemes in which new loans were made to borrowers so they could pay off 
the old, nonperforming loans. Just as in Mexico, lax banking regulation and 
supervision were no accident: it was in the interest of both the banks and the 
firms that borrowed from them that they be allowed to do their business 
unfettered by bothersome regulations and inspections. The government safety 
net and weak banking regulation and supervision put in place the moral 
hazard incentives for banks to take excessive risks in their efforts to earn 
high returns. 

Although there are similarities in the ways in which the financial liberalization 
process was perverted in South Korea and Mexico, Korea's situation had 
some extraordinary elements owing to the unique role of the chaebols. Because 
of their massive size (sales of the five largest chaebols accounted for nearly 50% 
of GDP),  the chaebols were politically very powerful. One result of their 
influence was that the government safety net was extended far beyond the finan-
cial system because the government had a long-standing policy of viewing the 
chaebols as "too big to fail": the chaebols would receive direct government assis-
tance or directed credit if they got into trouble. Not surprisingly, given this guar-
antee, the chaebols borrowed like crazy and were highly leveraged, taking on 
huge amounts of debt relative to their equity capital: the debt-to-equity ratio 
for the top thirty chaebols was four (as compared to less than two for the manu-
facturing sector in the United States). This high leverage meant that, if they 
were profitable, the chaebols' profitability per dollar of equity capital (return 
on equity) would be very high. On the other hand, relative to their size, they 
had only a small amount of equity capital to act as a cushion against negative 
shocks. 

4

5

Because of the government safety net for the chaebols, banks had little 
need to develop a credit culture in which they would screen out good credit 
risks from bad and monitor the chaebols to which they were lending. The banks 
knew they would make money from these loans no matter what. Bank man-
agers extended credit based on the size of the borrower, favoring those whose
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large size, it was thought, made them too big to fail. The resulting 
concentration of loans to the chaebols meant that Korean banks were not 
diversifying their lending—a situation that made them vulnerable to any 
unfavorable shocks that might hit the nation's economy. 

By the 1990s the chaebols were in trouble: they weren't making any money. 
From 1993 to 1996, the return on assets for the top thirty chaebols was never 
much more than 3% (a comparable figure for U.S. corporations is 15 to 20%).* 
In 1996, right before the crisis hit, the rate of return on assets had fallen to 0.2%. 
Furthermore, only the top five chaebols had any profits: the sixth- through 
thirtieth-largest chaebols never posted a rate of return on assets much above 
1%, and in many years they actually had negative rates of return. With this kind 
of profitability and their already high leverage, any banker in his right mind 
would have pulled back on lending to the conglomerates—if there were no gov-
ernment safety net. But because the banks knew the government would make 
good on the chaebols' loans if they were in default, the opposite occurred: the 
banks continued to lend to them, evergreened their loans, and, in effect, threw 
good money after bad, knowing that the government would in turn throw its 
money at the chaebols to enable them to pay off their creditors if necessary.6 

Even though the chaebols were getting substantial financing from commercial 
banks, it was not enough to feed their insatiable appetite for credit. They 
decided that the way out of their troubles was to go for growth, and they needed 
massive amounts of funds to do it. Even with the vaunted Korean national sav-
ings rate of over 30%, which is several times the current U.S. rate, there were 
just not enough loanable funds available to finance the chaebols' planned 
expansion. Where could they get the cash? The answer lay in the international 
capital markets. 

To gain access to the funds they needed to grow, the chaebols encouraged 
the Korean government to accelerate the process of opening up Korean finan-
cial markets to foreign capital. In 1993 the government expanded the ability 
of domestic banks to make loans denominated in foreign currency by expand-
ing the types of loans for which this was possible. At the same time, the gov-
ernment effectively allowed unlimited short-term foreign borrowing by 
financial institutions, while maintaining quantity restrictions on long-term bor-
rowing as a means of managing capital flows into the country. Opening up short-
term but not long-term borrowing to foreign capital flows made no economic 
sense. It is short-term capital flows that make an emerging market economy finan-
cially fragile: short-term capital can fly out of the country at the first whiff of 
a crisis. 

Opening up primarily to short-term capital, however, made complete 
political sense: it is much easier to borrow short-term funds at lower inter- 

*Figures that display the data and outline the sequence of events described in this chap-
ter are on pages 90-91. 

est rates in the international market, because long-term lending is much 
riskier for foreign creditors. Keeping restrictions on long-term international 
borrowing, however, allowed the government to say that it was still restrict-
ing foreign capital inflows and to claim that it was opening up to foreign cap-
ital in a prudent manner. In the aftermath of these changes, Korean banks 
opened twenty-eight branches in foreign countries, thus gaining access to for-
eign funds. 

The Basel international standards for banking regulation had the unintended 
consequence of encouraging short-term borrowing from abroad.' Under the 
Basel Accord, loans to non-OECD banks with maturities less than one year had 
one-fifth the capital requirement of loans with maturities over one year. The 
accord thus provided further encouragement for foreign banks to lend short-
term rather than long-term to Korean banks and businesses. (This is an 
example of how policies developed for advanced countries may have perverse 
effects in emerging market countries.) 

Although Korean financial institutions now had access to foreign capital, 
the chaebols still had a problem. They were not allowed to own commercial 
banks and so still might not get all the bank loans they needed. What was the 
answer? The chaebols needed to get their hands on financial institutions that 
they could own, that were allowed to borrow abroad, and that were subject 
to scant regulation. This way the financial institutions could engage in connected 
lending, borrowing foreign funds and then lending them to the conglomerates 
that owned the institutions. 

There is a type of financial institution specific to South Korea that per-
fectly met the chaebols' requirements: the merchant bank. Merchant banking 
corporations are wholesale financial institutions that engage in securities 
underwriting, leasing, and short-term lending to the corporate sector. They 
obtain funds for these loans by issuing bonds and commercial paper and by 
borrowing in interbank and foreign markets. 

At the time of the Korean crisis, merchant banks not only were allowed to 
borrow abroad, they were virtually unregulated. The chaebols saw their 
opportunity. They persuaded government officials, often through bribery and 
kickbacks, to permit many finance companies, which were not allowed to bor-
row abroad, to be converted into merchant banks, which could.8 Some of 
these companies were already owned by the chaebols. In 1990 there were 
only six merchant banks and all of them were foreign affiliated. By 1997, after 
the chaebols had worked their political magic, there were thirty merchant banks; 
of these, sixteen were owned by chaebols, two were foreign owned but had 
chaebols as major stockholders, and twelve were Korean owned but independent 
of the chaebols.9 The conglomerates were now able to exploit connected lend-
ing with a vengeance: the merchant banks channeled massive amounts of funds 
to their chaebol owners, who made unproductive investments in steel, 
automobile production, and chemicals. 



 

 

Figure 6.1. Sequence of Events in South Korea's 
Financial Crisis, 1997-1998 
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The stock market declined as 
uncertainty increased. 
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Adverse selection and moral hazard 
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Key to the ability of Korean financial institutions to be able to borrow 
abroad was an implicit safety net for foreign lenders. Foreign lenders 
assumed—quite rightly as it turned out—that they would suffer only minor 
losses if Korean financial institutions got into trouble. They would be protected 
from losses either by the Korean government or by international institutions 
such as the IMF, which would provide the South Korean government with the 
necessary funds to bail them out. The presence of this safety net meant that 
foreign lenders did not have sufficient incentives to monitor the Korean 
financial institutions and pull their money out if they learned those institu-
tions were taking on too much risk. 

Stage Two: Run-up to the Currency Crisis 

The perversion of the financial liberalization process by the chaebols created 
conditions that eventually led to economic disaster along the lines of the 
Mexican crisis. Thanks to the government safety net and the "too big to fail" 
policy regarding the chaebols, commercial banks had huge moral hazard 
incentives to increase risk taking by rapidly increasing their lending to the 
chaebols. The problem was even worse for the merchant banks and other non-
bank financial institutions that were largely owned by conglomerates (more 
than 30% of total assets in the nonbank financial industry were held by chae-
bols). While the central bank had supervisory authority over commercial 
banks, the supervisory system for these other financial institutions was frag-
mentary and lacked accountability. The opportunities for risk taking were enor-
mous. The percentage of merchant banks' loans going to chaebols was very 
high, so they were not sufficiently diversified. The merchant banks often bor-
rowed over the short terns and so could quickly suffer losses of funding. In addi-
tion they invested in relatively long-term, high-yield assets that were quite risky.

The inadequate monitoring of nonbank financial institutions by supervisors 
sometimes resulted in illegal off-balance-sheet transactions to move funds of 
affiliated financial institutions to ailing subsidiaries. For example, Daehan 
Life Insurance, the third-largest life insurance company in South Korea, 
extended more than 3 trillion won of loans to subsidiaries of its parent com-
pany, in violation of regulations against connected lending. When these loans 
went sour, Daehan had to be bailed out by the government. Similarly, Daehan 
Merchant Bank and Dongseo Securities became insolvent as a result of extend-
ing credit to ailing parent and affiliated companies. 

Given these incentives, as in Mexico, credit issued by financial institutions 
took off, expanding at an extremely rapid annual rate of 20% from 1992 to 1997. 
Real domestic credit more than quadrupled from 1988 to 1997, while domes-
tic credit as a share of GDP rose from around 100% to nearly 200% of GDP (five 
times higher than the comparable number for Mexico just before its crisis)." 
This lending boom was fueled by massive foreign borrowing. From 1993 to 1996,
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gross external liabilities climbed from $67 billion to $165 billion; relative to GDP, 
they rose from 19.4% to 31.6%. That over half of the foreign borrowing was short 
term made the financial system even more vulnerable." 

With the lack of a credit culture and the laxity of prudential supervision, the 
lending boom was surely going to lead to bad loans. Remarkably (and, as it 
turns out, erroneously), official estimates of the ratio of nonperforming loans 
to total loans actually showed a decline from 1993 to 1996, suggesting that loan 
quality was improving up to 1996. Official estimates of the ratio of bank 
capital to total assets, however, did show a decline before the crisis, but the gov-
ernment estimates of the ratio of capital to assets remained above 4% (a 
comparable figure in the United States currently is around 7%). 

Yet even these estimates were too favorable. In research that I conducted with 
Joon-Ho Hahm, we found that more accurately valued bank capital showed 
a deterioration on bank balance sheets, with the ratio of bank capital to total assets 
falling well below 4% by 1996. The rosy picture of nonperforming loans and 
the bank balance sheets painted by bank supervisors provides further evidence 
of the laxity of bank supervision in Korea. Political pressure on bank super-
visors led to regulatory forbearance: the supervisors were not forcing 
banking institutions to reveal their bad loans and were allowing insolvent 
institutions to stay in business. The incentives for these institutions to take on 
even more risk thus increased even further. Troubles in the banking sector 
were also reflected in the stock market: from 1994 onward, the bank stock 
index began to underperform the overall market index by a significant margin. 

12

As in Mexico, considering what was going on in the financial sector, a 
Korean financial crisis was inevitable. But the exact timing of the crisis was 
influenced by when particular shocks occurred. First, the South Korean 
economy was hit by bad luck in its export markets. Depreciation of competing 
countries' currencies, such as the Japanese yen, meant that prices of major export 
goods, especially semiconductor chips, steel, and chemicals, fell significantly 
during this period. For example, the unit price of semiconductor chips fell by 
more than 70%, leading in part to an overall decline of 20% in the relative price of 
exports.13 

The negative shock to export prices (a so-called negative terms-of-trade shock) 
hurt the already-thin profit margins of the chaebols and the small and medium-
size firms that were tied to them, resulting in major corporate bankruptcies in 
1997. The monthly average number of firms defaulting on promissory notes 
rose by nearly 50% in 1997.14 

On January 23, 1997, a second major shock occurred, creating great un-
certainty for the financial system: Hanbo, the fourteenth-largest chaebol, declared 
bankruptcy. This event signaled that the government was no longer able to 
maintain its "too big to fail" policy for chaebols and that the decline in the 
relative price of exports might require a large-scale restructuring of the 
corporate sector. Indeed, the bankruptcy of Hanbo was just the beginning. Five 
more of the thirty largest chaebols declared bankruptcy before the year was
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As a result of the greater uncertainty created by these bankruptcies and the 
deteriorating condition of financial and nonfinancial balance sheets, the stock 
market declined sharply. From a peak value of 980.9 at the end of April 1996, 
the South Korean stock market index (KOSPI) fell to 677.3 by the end of 
March 1997, a decrease of more than 30%. After this drop, the market recov-
ered a little bit, but with the subsequent chaebol bankruptcies throughout 1997, 
the KOSPI continued to decline. Just before the outbreak of the currency cri-
sis, it had dropped to 470.8, more than 50% below its peak a year and a half 
earlier. 

The facts of the run-up to the Korean financial crisis nicely fit the asymmetric 
information story outlined in Chapter 4. The increase in uncertainty, the 
decrease in net worth that resulted from the stock market decline, and the dete-
rioration in corporate balance sheets increased asymmetric information prob-
lems. It became harder to screen out good borrowers from bad; the decline in 
net worth decreased the value of firms' collateral and increased their incen-
tives to make risky investments, because there was less equity to lose if the 
investments were unsuccessful. All of these events worsened adverse selec-
tion and moral hazard problems and made the South Korean economy ripe for 
a serious financial crisis. 

Stage Three: Currency Crisis 

Although South Korea did not officially have a fixed-exchange-rate system, the 
country in effect pegged its exchange rate within narrow bands through the 
Market Average Exchange Rate System, which it had instituted in 1990. As in 
Mexico, the effective exchange rate peg helped stimulate capital inflows, 
which added fuel to the fire of the lending boom, and promoted liability dol-
larization, which left the Korean economy highly vulnerable to a speculative 
attack on its currency. 

capital controls in place in the form of tight regulation on forward contracts. 
Furthermore, there was no currency futures market inside South Korea. Thus 
direct sales of Korean won were restricted. Instead of outright sales in currency 
markets, the attack was driven by a run on Korean financial institutions and 
chaebols by foreigners who were unwilling to roll over their loans and by for-
eign investors who wanted to exit the Korean stock market. 

Just as the Mexican government used the tesobono gambit to delay the 
inevitable and to make its foreign exchange reserves look better than they were, 
the Koreans used their foreign exchange reserves to try to prop up their domes-
tic banks. Because the Korean banks, faced with declining credit standing, 
were finding it increasingly difficult to refinance their foreign debt, the Bank 
of Korea, the central bank, encouraged by the Ministry of Finance, decided to 
prop up the banks by depositing its foreign exchange reserves in their foreign 
branches.16 (The Bank of Korea thus aided and abetted the regulatory for-
bearance committed by the prudential supervisors, by giving the banks the 
funds to stay in business.) Because central bank foreign exchange reserves were 
already pledged to help Korean banks, they could not be used to defend the 
currency. 

The Bank of Korea did not make its actions known. The amount of foreign 
exchange reserves it officially reported appeared to remain high, with little down-
ward trend before the currency crisis. However, if one subtracts the reserves 
that the central bank deposited at foreign branches of domestic banks from the 
officially reported reserves, to obtain the usable amount of foreign exchange 
reserves, a downward trend becomes clear. Once foreign investors got wind 
that the official reserves number was meaningless, devastating rumors circu-
lated about the actual size of usable foreign exchange reserves. Investors real-
ized that the central bank no longer had the resources to defend the won and 
that its devaluation was inevitable. They started selling off their supplies of 
won, putting even more downward pressure on the currency's value. 

(The tendency to hide the bad news of a decline in foreign exchange reserves 
during a currency crisis is not uncommon in emerging market countries. The 
Thai monetary authorities also hid the fact that they were running out of for-
eign exchange reserves to defend the currency by engaging in forward trans-
actions in foreign exchange, which they did not report but which committed 
their foreign exchange reserves to others at a future date.) 

The policy mistake of obscuring the true amount of usable foreign exchange 
reserves was compounded by another. The merchant banks were in particu-
lar trouble when the financial crisis started to unfold, because many of them 
had increased their lending to other East Asian countries (particularly Thai-
land) during 1995 and 1996 and now had substantial losses on this lending. 
Instead of closing these institutions down, the government encouraged com-
mercial banks to lend to the merchant banks, while the Bank of Korea provided 
commercial banks with liquidity.'' This policy had two negative outcomes. First,

The attack differed from those in Mexico and the other East Asian countries 
because at that time South Korea, unlike the other countries, did have some

Given the weakness of balance sheets in the financial sector and the increased 
exposure of the economy to a sudden stop in capital flows because of the large 
amount of short-term, external borrowing, a speculative attack on Korea's cur-
rency was inevitable. With the collapse of the Thai baht in July 1997 and the 
announced closing of forty-two finance companies in Thailand in early August 
1997, contagion began to spread as participants in the market wondered 
whether similar problems existed in other East Asian countries. Soon specu-
lators recognized that the banking sector in South Korea was in trouble. They 
knew that the Korean central bank could no longer defend the currency by rais-
ing interest rates, because this would sink the already weakened banks. Just 
as in the Mexican crisis, speculators were presented with a one-way bet and 
so pulled out of the Korean won, leading to a speculative attack. 
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it signaled to the market that the Korean government was willing to bail out 
financial institutions without providing a serious plan to remedy the fragility 
of the banking sector. Restoring confidence in the financial system is crucial
to promoting recovery, yet this policy did just the opposite: it suggested that 
the government would try to sweep the problems of the financial sector under 
the rug. Second, the expansion of liquidity by the central bank indicated that 
the bank would be unwilling to tighten monetary policy to defend the currency. 
Confidence in the government's willingness to take measures to strengthen the 
currency was weakened, thus making a greater depreciation of the won much 
more likely. And this is exactly what happened: from October until the end of 
1997, the won depreciated by 47%. 

F i n a l  S t a g e :  C u r r e n c y  C r i s i s  T r i g g e r s  
Full-Fledged Financial Crisis 

The sharp depreciation of the won raised import prices, which feed directly 
into inflation, and weakened the credibility of the Bank of Korea as an infla-
tion fighter. As a result, expected inflation rose. Market interest rates soared 
to over 20% by the end of 1997 to compensate for the higher inflation risk. They 
also rose because the Bank of Korea pursued a tight monetary policy in line 
with recommendations from the IMF. High interest rates caused investment 
and spending to fall. In addition, they led to a drop in cash flows, which 
forced firms to obtain external funds and increased adverse selection and 
moral hazard problems in the credit markets. 

Although the depreciation also caused inflation to rise, it peaked at a little 
under 9%, far below the peak seen in Mexico (35%). Because inflation and inter-
est rates came back down quickly the damaging effects of higher interest 
rates on cash flow were much smaller and shorter-lived than in Mexico. These 
more transient effects are an important reason why South Korea's economic 
downturn was less severe. 

As in Mexico, the deterioration in the cash flow and balance sheets of firms 
led to a worsening banking crisis. Bank balance sheets were devastated 
because the banks had to pay off their foreign-currency borrowing with more 
won and yet could not collect on the dollar-denominated loans they had 
made to domestic firms. In addition, the fact that financial institutions had been 
encouraged to make their foreign borrowing short term increased their liquidity 
problems, because they had to pay these loans back so quickly. The govern-
ment stepped in to guarantee all bank deposits and prevent a bank panic, but 
the loss of capital meant that banks had to curtail their lending. The banking 
crisis sent the economy into a deeper, steeper tailspin. 

The financial crisis hit the South Korean economy hard, and it experienced a 
negative growth rate of —5.8% in 1998. But there was a high human cost too. 
The ranks of the poor swelled from 6 million to over 10 million, suicides and 
divorces jumped by nearly 50%, drug addiction climbed by 35%, and the 
crime rate rose by over 15%.20 

19

Recovery 

The downturn in South Korea was actually short-lived, and its recovery, which 
began by the end of 1998, was the strongest among all the emerging market 
countries that have experienced financial crises in recent years. What did 
South Korea do to reverse the situation so quickly? 

South Korea clearly had some advantages going into its crisis, which helped 
the recovery. First, the South Korean economy was very open, with a large export 
sector. Many of the firms that had debts denominated in foreign cunency also 
had the prices of their goods denominated in foreign currency. Thus firms whose 
won indebtedness increased because of the currency depreciation were mostly 
compensated by receiving higher prices in won for their goods. Second, South 
Korea's performance on inflation before the crisis had been quite good: 
inflation had remained below 5% and the country did not have a recent 
history of very high inflation, as did Mexico. As a result, the collapse of the 
won in late 1997 did not lead to a large surge in inflation, and so interest rates 
did not climb nearly as high as they did in Mexico. This meant that the 
negative effects on cash flow were much less than in countries like Mexico. 

While initial conditions helped speed its recovery, the reaction of its gov-
ernment to the crisis was the key to South Korea's success after the crisis. Like 
Mexico, South Korea was the beneficiary of a large support package, on the 
order of $60 billion, arranged in December 1997 by the IMF, the World Bank 
and other development banks, and foreign governments. Given South Korea's 
strategic location and the presence of American troops there, a large U.S. sup-
port package for South Korea is no surprise. Finally, an eleventh-hour deal 
between South Korea and its major bank creditors was brokered, and this kept 
Korea's credit lines open and rescheduled its short-term debt, giving it more

Because both nonfinancial and financial firms had so much foreign-currency 
debt, the nearly 50% depreciation of the won led to a severe erosion of net worth. 
According to estimates from the Korea Stock Exchange, in the last two months 
of 1997 the loss as a result of the exchange rate devaluation amounted to 17.5 
trillion won, nearly 20% of the entire equity capital for listed nonfinancial cor-
porations in South Korea. This loss of net worth led to a severe increase in 
adverse selection and moral hazard problems in Korean financial markets, not 
only for domestic lenders but for foreigners as well. Domestic lending dried 
up while annual foreign portfolio investment inflows into South Korea, which 
had been on the order of $10 billion in 1996 before the crisis, now reversed; the 
annual outflows exceeded $2 billion in 1998.  The steep decline in domestic 
and foreign lending led to a sharp economic contraction: real annual GDP growth 
fell from 5.7% in the first half of 1997 to —5.4% in the second half of 1997.

18
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transparency, accountability, and financial soundness. The government also cam-
paigned to get ordinary Koreans to contribute their personal holdings of gold 
to help cope with the crisis. President Kim conducted televised town hall 
meetings, in which he urged Koreans to work together to overcome the 
national crisis. And, strikingly, he never played the "blame the foreigner" 
card during the crisis. He made it clear that the source of the crisis was not evil 
foreigners but the bad policies of the Korean government and Korean businesses. 
His approach thus contrasted sharply with, for example, that of Dr. Mohamad 
Mahathir, the prime minister of Malaysia, who blamed his country's crisis on 
foreign speculators. Where Mahathir's pronouncements weakened 
confidence that the government would take the proper steps to reform the 
economy, Kim Dae-jung's strengthened it. 

The resulting rapid restoration of confidence had immediate effects on the 
economy. In early 1998 the won stabilized and began to recover, regaining half 
the value it had lost by the end of that year. At the same time, interest rates began 
to decline, and, by the end of 1998, they were actually lower than they had been 
prior to the crisis. The rebound of the won helped repair some of the damage 
done to balance sheets by the prior devaluation, thus reducing asymmetric infor-
mation problems in the credit markets. In addition, lower interest rates directly 
stimulated spending and helped improve firms' cash flows, which diminished 
adverse selection and moral hazard problems. These stimulative forces led to 
a recovery in the economy later in the year, and economic growth resumed. 

Financial Reform: Restructuring and Recapitalizing 

With the political structure to sustain reforms in place, the government got to 
work on restructuring and recapitalizing the financial system. First it assessed 
the problem in the financial sector. Before the crisis, government supervisors 
had been lax in classifying loans as nonperforming, identifying them as such 
only after payments were over six months past due. In March 1998 the gov-
ernment began to follow internationally accepted standards, classifying as non-
performing those loans whose payments were three months overdue; this 
doubled the estimate of nonperforming loans to a face value of 118 trillion won, 
around 28% of GDP. In June 1998 the government closed five insolvent 23

banks; seven others were required to submit plans for restructuring by the end 
of July 1998 (five of these eventually merged into other banks). Between 1997 
and 2001, KAMCO purchased 101 trillion won of nonperforming loans for 39 
trillion won. Eventually the government injected close to 160 trillion won 
($130 billion, about 30% of GDP) into the financial system and closed or merged 
out of existence 617 financial institutions.25 

24

The resulting consolidation of the financial system was enormous. Most strik-
ing is that the infamous merchant banks, which had played so prominent a role 
in the crisis, were almost entirely eliminated. Of the thirty merchant banks that

Political Changes 

The crisis in South Korea discredited powerful business interests and embold-
ened entrepreneurial reformers.  For example, nongovernmental organizations 
(NG0s) such as the People's Solidarity for Participatory Democracy, which had 
advocated reforms to improve corporate governance and had monitored 
progress in financial and corporate restructuring, came to the fore. By fortu-
nate timing, national elections took place in December 1997, and South Kore-
ans voted for change, throwing out the ruling Grand National Party and 
electing a new government headed by President Kim Dae-jung. 

22

The Kim government embarked on a set of widespread reforms, which had 
the additional political benefit of reducing the power of the chaebols, who had 
been strong supporters of the former ruling party. The government was in the 
enviable position of doing good while doing well: its reforms would both 
strengthen the financial system and weaken the political opposition. 

Although the new government coalition of the National Congress for New 
Politics and the United Liberal Democrats did not have a parliamentary major-
ity, the Grand National Party was blamed for the financial crisis and so was 
unable to block the new government's reform initiatives. At the end of Decem-
ber, thirteen financial reform bills were pushed through the National Assembly, 
including an act establishing a new financial supervisory authority, the Finan-
cial Supervisory Commission (FSC). Existing supervisory agencies were con-
solidated into the Financial Supervisory Service (FSS), administered by the FSC. 
The FSC and FSS were given statutory authority to restructure financial insti-
tutions through write-offs of loans, mergers, suspensions, and closures of 
troubled financial institutions. In addition the Korea Asset Management Cor-
poration (KAMCO) was provided with a fund to resolve nonperforming loans 
by purchasing them from financial institutions. The Bank of Korea was also 
given more independence from the government, thus enabling it to take 
stronger measures to control inflation. 

President Kim then used the bully pulpit to get the Korean public to sup-
port financial reform. In January 1998 he conducted a highly publicized meet-
ing with business leaders to argue for corporate restructuring emphasizing

The Korean government then put forth a remarkable effort to institute, 
extremely rapidly, a widespread set of financial reforms to deal with the 
crisis. These reforms promoted solid fundamentals that directly helped 
promote recovery. They also restored confidence and reduced uncertainty, 
thereby encouraging lending and spending. Higher lending and spending 
enabled the economy to begin growing again. How did this rapid reform take 
place? 

time to pay it back.  With this assistance, in early 1998 the Korean government 
was able to negotiate a rollover of $25 billion in short-term debt held by for-
eign banks, thus giving it breathing space to deal with the crisis. 

21
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had existed before the crisis, twenty-two were closed outright and six were 
merged into other institutions. By June 2002, only three merchant banks were 
left, two survivors and one new entry. 

The commercial banking industry also underwent substantial consolidation. 
The number of commercial banks shrank from twenty-six in 1997 to fifteen in 
2001, a decrease of over 40%. The number of employees also shrank by 40%, 
from 114,000 to 68,000. However, this reduction in the number of banks and 
employees was not the result of a contraction in the banking sector. Bank assets 
in 2001, at 641 trillion won, were 6% higher than before the crisis. This slight 
increase in the size of the banking sector, with a 40% reduction in the number 
of workers, signaled a huge increase in bank efficiency and productivity. 

26

The banking system returned to health. By the end of 2001, nonperforming 
loans had fallen to 3.3% of assets, from a peak of 13.6%. Capital in Korean 
banks now exceeds the international standards mandated by the Bank for Inter-
national Settlements by over 2 percentage points, and the banks once again 
became profitable in 2001, with an average return on assets nearing 1% and a 
return on equity of 16%. These numbers not only exceeded those before the 
crisis, they are comparable to returns we see today in the United States. 

27

The recapitalization of the financial sector was rapid indeed. Compare 
how quickly the South Koreans restructured and recapitalized their banking 
system to what the Japanese have done (or not done) in recent years. For over 
ten years after the bursting of the Japanese economic bubble in 1990 (which 
led to a huge number of nonperforming loans), the Japanese government 
was unwilling to pursue policies to restore the banking system to health. It is 
only in the past year or so that the system has begun to recover and has 
begun lending again. Even the United States didn't come to grips with prob-
lems in its banking sector for a long time. The need for restructuring and re-
capitalization of the U.S. banking sector, especially the savings and loans, 
was clear by the mid-1980s, and yet the process did not start in earnest until 
1989 and then took several more years to complete.28 

Other Financial Reforms 

The Korean government did not stop with restructuring and recapitalizing the 
banking system. It also instituted reforms to cope with moral hazard in the finan-
cial and nonfinancial sectors. The government recognized that, to reduce 
incentives for banks to engage in risky lending, it had to introduce a more 
forward-looking approach to classifying loans, one which took into account 
the potential future performance of borrowers. In December 1999 bank regu-
lators made banks adopt forward-looking criteria for assessing risk, including 
managerial competence, future cash flow, and the financial condition of the bor-
rower. Loans had to be classified as substandard when the ability of the bor-
rower to make debt payments was deemed considerably weakened. In March

2000 the forward-looking criteria were further enhanced so that loans could 
be classified as nonperforming when future risks were high, even if no inter-
est payments were overdue. 

Before the crisis, the government had signaled that it would protect all depos-
itors from any losses, and this is exactly what it did after the crisis. As we have 
seen, this policy created incentives for banks to take on excessive risk by 
reducing the incentives for depositors to monitor banks. To reduce these 
incentives, as part of the reform package the government also overhauled the 
deposit insurance system. All deposit insurance was consolidated under the 
Korea Deposit Insurance Corporation (KD1C) in 1998, and, starting in Janu-
ary 2001, the amount of deposits that would be insured by the KDIC was lim-
ited to 50 million won (around $40,000), substantially less than the $100,000 
limit in the United States. 

The goverrunent also made clear that it would no longer guarantee that large 
corporations would not be allowed to fail. By the end of 1999, of the thirty largest 
chaebols that had existed before the crisis, fourteen were allowed to go 
bankrupt or had to be restructured. Through corporate reorganizations (both 
court-ordered and those handled out of court), the managements of many 
chaebols were thrown out, and controlling shareholders saw their equity 
stakes written down or wiped out altogether. 

The government's handling of Daewoo, one of the five largest chaebols, made it 
clear that the business environment had changed. At the onset of the crisis, 
the government indicated that the top five chaebols would be shielded from out-
of-court restructurings, thereby offering these firms an implicit guarantee 
against bankruptcy. Given this guarantee, Daewoo which was in deep trouble 
after the crisis, was still able to issue 17 trillion won of new corporate bonds 
and commercial paper up until September 1998. To constrain Daewoo's expan-
sion of debt, in October of that year the government imposed caps on the amount 
of corporate bonds from any single chaebol that could be held by financial insti-
tutions: 10% of capital for banks and 15% for investment trust companies. Finally, 
in August 1999, the "too big to fail" doctrine for chaebols was laid to rest when 
the government allowed Daewoo to go broke. The government did step in to 
bail out small investors, giving them 95% of the face value of Daewoo's bonds. 
But the fact that those investors still sustained a loss of 5% marked an impor-
tant departure from the past. The failure of Daewoo ended up threatening the 
health of investment trust companies, which held a large number of Daewoo's 
bonds, and the government did bail them out. Thus the government did not 
eliminate oil guarantees against losses from holding debt issued by large cor-
porations, but it did limit the guarantees. 

The demise of the "too big to fail" doctrine has caused a sea change in the 
way investors view Korean corporations. Knowing that they can be subjected 
to losses has increased their incentives to monitor corporations and pull their 
money out if a corporation is taking on too much risk. In addition, in July 2000
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the government required all investment funds to mark the value of their 
assets to market prices, so that they would have to reveal losses at an earlier 
stage. All of these steps have reduced moral hazard incentives in South Korean 
financial markets and are helping to promote a credit culture in which indi-
viduals and financial institutions have the incentives to screen out good credit 
risks from bad and to monitor firms to ensure that they do not take on exces-
sive risk once they have received funds. Not surprisingly, financial institutions 
have been more cautious in lending to large corporations. However, overall 
bank lending has not been scaled back. It has recovered to precrisis levels, but 
it has shifted to include consumer and housing loans, promoting financial deep-
ening in those markets. By the end of 2001, the share of corporate lending in 
the stock of won-denominated bank loans had fallen below 50%, from a high 
of 75% at the end of 1996. 

Corporate Reforms 

The Korean government has also taken measures to strengthen corporate 
governance. These include the compulsory appointment of outside directors, 
regulations on external audits, compliance with international standards of 
accounting, requirements for audit committees and upgrading of internal 
accounting and compliance systems, reform of accounting standards, and 
strengthening of minority shareholders' rights.29 

Increased Globalization 

The government has continued down the path of financial globalization. It has 
liberalized foreign exchange transactions to more fully open its capital mar-
kets and has adopted a floating-exchange-rate regime in which the won is 
allowed to go to its market clearing level. (However, the government still inter-
venes by buying and selling won in the foreign exchange market.) Restrictions 
on mergers and acquisitions of Korean firms by foreigners have been abolished, 
and foreigners are now allowed to invest in the Korean bond and stock mar-
kets. As a result the share of market capitalization in the Korean stock market 
owned by foreign investors doubled from 1997 to 2001, reaching 37%. Restric-
tions on foreign direct investment have been reduced in both the financial and 
nonfinancial sectors. For example, Newbridge Capital, an American investment 
fund, was allowed to purchase Korea First Bank, and the new management made 
radical changes in the operations of the bank, even going so far as to refuse to 
support government initiatives to continue extending credit to troubled firms. 

Opening up the South Korean financial markets to foreigners has helped bring 
best practices to the financial sector and has stimulated a convergence of 
accounting and governance standards with those of advanced countries. The 
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result has been a substantial expansion of Korean capital markets since the cri-
sis. The market capitalization of the Korean stock market more than doubled 
from 146 trillion won at the end of 1998 to 308 trillion won at the end of 2001; 
over the same period the Korean bond market increased from 336 trillion 
won to 483 trillion won.30 

All of these measures have produced a Korean capital market in which there 
is an improved assessment of risk and capital is flowing to more productive 
uses. The Korean financial system is becoming more like its counterpart in the 
United States, in which markets play a more prominent role. Not only has this 
helped restore confidence in the Korean financial system, which has stimulated 
lending and spending, it is leading to a more efficient Korean economy. Both 
of these effects are a key reason why South Korea had the strongest recovery 
among all countries that have experienced financial crises in recent years. 

The Need for Further Reform 

By 2001, with the economy recovered, the South Korean reform process began 
to slow markedly, and there has even been some backsliding, with barriers raised 
to foreign investors and financial institutions. Reform fatigue has set in. South 
Korea cannot afford to be complacent, however, because it still has a long way 
to go to develop financial markets on a par with those in advanced countries. 
It has made substantial progress in improving regulation and supervision of 
the banking sector, but banks still do not have strong enough risk management 
capabilities, and this is especially important given their shift into new businesses. 
The reform process has been less successful in the nonbank financial sector. Insur-
ance companies continue to be weak and undercapitalized, as are securities 
firms and nonbank deposit-taking institutions such as credit unions. Insula-
tion of supervisors from political pressure and from threats of lawsuits by finan-
cial institutions—both of which may induce them not to do their jobs properly 
—is still weak 31 

Although corporate governance has improved dramatically in South Korea, it 
is still far behind what it needs to be. This is manifest in the so-called Korea 
discount, the low valuations of Korean stocks relative to what the valuations 
would be if management were more focused on maximizing shareholder 
value.  Auditing and accounting practices are also not sufficiently 
developed, and corporate disclosure is not strong. 

32

To reach the next stage of development and achieve its dream of becoming 
one of the richest countries in the world, South Korea has to complete its reform 
process. If it does so and develops a financial system that is up to the standard 
of those found in Europe and North America, and in Asian economies like Hong 
Kong, Singapore, Taiwan, and Australia, there will be no stopping South 
Korea. The drive and high educational attainment of its population will then
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have enormous payoffs, and South Korea may even give the United States a 
run for its money. 

cial system, but without the assistance of the IMF and the World Bank the reform 
process would have been far less successful. 

The Role of the IMF and the World Bank Lessons from the Korean Crisis 

The international financial institutions (IFIs) in Washington, D.C., the IMF and 
the World Bank, are often seen as villains who have created great hardship in 
emerging market countries, but in the Korean case they were the unsung 
heroes. Although the Korean government had the will to clean up the country's 
financial system, it did not know how to do it. The IMF and the World Bank 
provided extensive technical assistance. Experts from these organizations 
supplied the South Korean authorities with basic frameworks within which 
the restructuring and recapitalization of the financial sector could be carried 
out effectively. They also recognized that the Korean authorities could bene-
fit from the experience of other countries that had been through major finan-
cial crises, and they chose three of them: Sweden, Chile, and Mexico. They 
brought in consultants from these countries to outline what worked and what 
didn't in their bank restructuring. They asked experts in corporate restructuring 
from Mexico to help the Koreans fix on a strategy for restructuring the failed 
chaebols. They also used the carrot of technical assistance and the stick of threat-
ening to hold back funds to provide incentives for the Korean government to 
make the hard decisions that politicians sometimes find so difficult. 

The story of the Korean crisis drives home many of the themes we encountered 
in the Mexican crisis, which will motivate policy prescriptions in later chap-
ters. First, the financial liberalization process led to a blowup of the South Korean 
economy because there was inadequate prudential regulation and supervision 
to limit risk taking, a perverse approach to opening up to foreign capital 
flows, an effective pegged-exchange-rate regime that encouraged a specula-
tive attack, and extensive liability dollarization, which meant that balance sheets 
would be devastated by a currency crisis. Second, international standards 
for banking regulation designed for advanced countries did not work well in 
the Korean context. Third, a rapid response to the crisis, including reforms, had 
high payoffs because it restored confidence quickly, helping explain why 
South Korea's recovery was so much stronger than those of other countries that 
have experienced similar crises. Finally, successful recovery from a financial 
crisis in an emerging market country can be facilitated by a successful col-
laboration of the country's government with the IMF and the World Bank.

What is also clear from my discussions with staff at the IFIs is that they estab-
lished a partnership with the Korean authorities. They recognized that they 
needed to work together not only at the technical level but also at the politi-
cal level. They understood the need to listen to the political authorities; even 
though they sometimes felt that a given strategy would produce better out-
comes, that strategy might not have been politically feasible. If the right thing 
to do is politically infeasible, it is not likely to work in practice. 

Despite a common criticism that the IMF and the World Bank have been mis-
guided and incompetent in helping countries emerge from crisis, I formed a 
totally different impression when I visited South Korea in September 2000 as 
a member of an international advisory board to the FSS. I was struck by how 
appreciative Korean officials were of the help they received from the ibis. Clearly 
the money had helped, but they indicated that without the technical support 
they would have been far less successful in restructuring and recapitalizing 
the financial sector. They also told me that they often were able to overcome 
political resistance against doing the right thing only because of the stick that 
the IFIs carried. This does not mean that there were no criticisms of IMF poli-
cies. The tight monetary and fiscal policies recommended by the IMF were, and 
still are, controversial, as we will see in later chapters. The success of South Korea 
was primarily due to the willingness of government officials to reform the firtan
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Seven 

Argentina, 2001-2002 

The story of Argentina is the most depress- 
ing of all the case studies in this book. 

Argentina did many things right in developing a financial system that would 
promote economic growth. Unfortunately these efforts were not enough to 
ensure success for this emerging market economy. Structural problems in the 
Argentine economy, a failure to deal with fiscal problems, and some bad luck, 
which weakened macroeconomic fundamentals, led to a financial crisis that 
was far more devastating in a more long-lasting way than the crises in Mex-
ico and South Korea. 

Macroeconomic Fundamentals before the Crisis 

Argentina's sad story begins with the high hopes engendered by a major 
shift in economic policy under the presidential administration of Carlos 
Menem: the adoption of the Convertibility Plan in April 1991.1 

The Convertibility Plan 

After a bout of hyperinflation in which inflation rose above 2000% in 1990, 
Argentina, under its minister of the economy, Domingo Cavallo, embarked on a 
bold plan of reform with the enactment of the Convertibility Law in April 
1991. This law put in place a strong commitment to fixing the exchange rate 
of the Argentine peso, called a currency board. A currency board fixes the 

1 nh 

exchange rate (at one peso to one U.S. dollar in the case of Argentina) and 
requires that the central bank stand ready to exchange the domestic currency 
for the foreign currency (or vice versa) at this rate whenever the public requests it.2 
Convertibility was intended to stop inflation in its tracks, and Cavallo, the plan's 
designer, hoped it would also produce institutional reform in fiscal policy, labor 
markets, and bank regulation to improve the Argentine economy. 

A key feature of the currency board was that discretionary monetary pol-
icy was no longer possible. The monetary authorities could not expand or contract 
the money supply through their own policy decisions because they were bound by 
the Convertibility Law to exchange pesos for dollars at the one-to-one rate. 
Because the monetary authorities were no longer able to conduct an independent 
monetary policy, the labor markets and product markets would need to become 
more flexible in order to deal with shocks to the economy that would otherwise be 
addressed by monetary policy. For example, if aggregate demand fell, an 
expansionary monetary policy was no longer an option, so wages and prices 
would need to be adjusted downward to restore the economy to full 
employment. Thus labor market reform became necessary, to increase the 
flexibility of the economy so it could respond appropriately to negative shocks. 
This provided an impetus for change in the well-known rigidity of Argentine 
labor and product markets. 

Convertibility also meant that the monetary authorities no longer had the 
option to expand the money supply (a practice often referred to as "printing 
money") to buy government bonds to finance deficits, thus limiting the ability 
of the government to pursue irresponsible fiscal policies. If the government could 
no longer finance its spending by having the central bank print money, there 
would be a greater need for the government to get its fiscal house in order. The 
hope was that convertibility would force reforms that would put the government 
on the path to fiscal responsibility. 

Since the monetary authorities could no longer print money, convertibility 
also meant that they would lose the ability to act as the "lender of last resort," 
that is, they could no longer provide liquidity to the banking system to prop it 
up if it got into trouble. Without the backstop of a lender of last resort, there 
would be a greater need to put the financial system on a sounder footing. The 
impetus for banking sector reforms would be strengthened, making banks 
sounder and more efficient, and thus promoting financial deepening. 

Convertibility was a gamble to promote institutional reform that would 
kill four birds with one stone: it would (1) keep inflation under control, (2) pro-
mote banking reform to strengthen the financial system, (3) make labor and prod-
uct markets more flexible, and (4) promote fiscal responsibility. Convertibility 
did, for a time, help kill the first two birds, but it did not even wing the last two. 
Inflexibility and irresponsibility, along with vulnerabilities that the Convertibility 
Plan itself created, led to the downfall of the Argentine economy 
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The Initial Success of the Convertibility Plan: Inflation Control 

In its initial phase, the Convertibility Plan delivered everything that had been 
hoped for on the inflation front. With the peso tied to the U.S. dollar, inflation 
in Argentina rapidly decreased toward U.S. levels. From a high of 2300% in 
1990 it fell to below 5% by 1994.* Economic growth was also rapid: for the four 
years from 1991 to 1994, real output grew at an average of 7.6% per year, 
although some of the growth reflected the economy's rebound from its sorry 
state prior to the introduction of convertibility.  This rate was well above that 
in the rest of Latin America (which averaged 4.3% over the same period) and 
was comparable to the growth rates in Asia. On the macroeconomic front, con-
vertibility was a spectacular success. 

3

The Tequila Crisis 

When the Mexican financial crisis, the so-called Tequila Crisis, started with the 
collapse of the peso in December 1994, there was fear that Argentina's peso might 
also collapse. As the public rushed to exchange Argentine pesos for U.S. dol-
lars, Argentina suffered a run on its currency. The central bank had to buy pesos 
to prop up the value so that the currency board would survive, and the result-
ing decline in the quantity of pesos held by the public led to a sharp drop in 
the money supply. With less liquidity in the economy, interest rates rose. At 
first depositors in Argentine banks just switched their peso deposits into dol-
lar deposits. But when they became concerned about the liquidity of the bank-
ing system, they began to pull their money out of the banks whether the 
deposits were denominated in dollars or in pesos, and a run on the banks began. 
Within a couple of weeks, bank deposits fell by 18%, and both the banking sys-
tem and the currency board looked like they might collapse. At this point the 
IMF came to the rescue with a package of $1.5 billion to help support both the 
peso and the banking system, and both the currency board and the banking 
system survived. 

The Argentine economy did not emerge unscathed, however. The rise in inter-
est rates made financing more expensive, so spending fell. Because firms had 
to pay more to finance their debt, the interest rate increase also reduced firms' 
internal cash flows, forcing more firms to seek funds in external financial 
markets. Adverse selection and moral hazard problems were likely to be 
severe in these external markets because potential lenders did not know the 
firms well. Furthermore, the decline in bank deposits meant that banks had 
fewer resources to lend and so were less able to use their expertise to cope with 
adverse selection and moral hazard problems in the credit markets. The com- 

*Figures that display the data on macroeconomic fundamentals and outline the 
sequence of events before the crisis are on pages 110-11. 

bination of these forces led to a decline in lending and spending, which sent 
the Argentine economy into a recession. From its 1991-94 average of 7.6%, 
Argentina's annual growth fell to —2.8% in 1995.4 

Financial Reform in the Aftermath of the Tequila Crisis 

The close call from the Tequila Crisis made clear to Argentineans that the cen-
tral bank could not shore up the banking system by acting as a lender of last 
resort. Argentinean officials recognized the need to strengthen their financial 
system to make it less vulnerable to contagion. A talented group of techno-
crats at the central bank, led by its president Roque Fernandez, began to 
develop new regulatory frameworks to overhaul the banking system. 

They created one of the most innovative bank regulation and supervisory 
regimes in the world. They called it BASIC: bonos (bonds), auditoria (auditing), 
supervision consolidada (consolidated supervision), informacion (information), and 
calificadoras de riesgo (risk rating).  The BASIC system went further than super-
visory systems in advanced countries by taking an explicit multifaceted 
approach to bank supervision with its five elements: (1) the requirement that 
banks issue subordinated debt, which is paid off after all other debt and so pro-
vides more sensitive price signals about the amount of risk the bank is taking; 
(2) a program to ensure adequate internal and external audits of banks; (3) con-
solidated supervision of financial conglomerates; (4) a program to increase the 
quality and dissemination of information; and (5) the requirement that every 
bank have an annual rating of its credit risk by a rating agency registered with 
the central bank. In addition to the BASIC system, the Argentine bank regu-
latory system instituted capital requirements that were even more stringent 
than the international standards in the Basel Accord. The regulatory system 
also had strict liquidity requirements, which by 1998 required the banks to hold 
20% of short-term deposits (those with maturities under ninety days) in safe 
and liquid international assets or as interest-bearing deposits at the central bank. 

5

In the aftermath of the Tequila Crisis, Argentina also passed a banking 
law that improved the system for closing down banks.6 As a result, between 
1995 and 2000, Argentine regulators were able to close down twenty troubled 
banks, some of them quite large, and the Argentine banking system underwent 
substantial consolidation, going from 166 banks in 1994 to 89 in 2000.7 The gov-
ernment arranged the privatization of sixteen provincial state-owned banks, 
leading to a 50% reduction in the number of state-owned banks. To further 
strengthen the banking system, the Argentine authorities encouraged the 
entry of foreign banks (mostly Spanish), a step that increased their share of total 
bank assets from 15% in 1994 to over 70% in 2000.8 Argentina also enacted a 
new bankruptcy law that provided a better basis for rehabilitation or liquidation 
of corporations, and it instituted reforms to improve the enforcement of cred-
itor rights. 
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As a result of these reforms, by 1998 the World Bank ranked Argentina second 
among emerging market economies for the quality of its regulatory environment 
(behind Singapore, tied with Hong Kong, and ahead of Chile).  In addition, the 
Bank assessed Argentina's compliance with insolvency and creditor rights 
to be consistent with its principles.10 

9

Given these financial reforms it is not surprising that financial deepening 
occurred. The ratio of credit to GDP rose from less than 15% in 1991 to over 
30% by 1999.  The banking system became far sounder and more resilient. The 
BASIC system of prudential supervision made excessive risk taking by banks 
far less likely. It is striking that, even after two years of recession and increased 
loan losses, the balance sheets of Argentine banks were still quite healthy in 
2000. The amount of bank capital relative to assets, even after loan -Write-offs, 
remained in excess of 10% (high by international standards), and bank capi-
tal relative to risk-weighted assets was well in excess of requirements under 
the Basel Accord. Banks also bought insurance against deposit outflows by 
arranging for credit lines from international banks (although this did not pro-
tect them later, because the international banks stopped providing these credit 
lines when times got tough). Argentineans could be proud of the strengthen-
ing and development of their financial system. But convertibility had imposed 
hidden vulnerabilities. 

11

The Seeds of Destruction Sown during Good Times: Dollarization, 
Imprudent Fiscal Policy, and Labor and Product Market Inflexibility 

In 1996 the Argentine economy began to recover, with output growing at an 
annual rate of more than 5% and inflation continuing to fall. Yet, despite the 
extraordinary strides on the inflation and financial development fronts, all was 
not well. 

Dollarization. In the discussion of the Mexican and Korean crises, we saw that 
a pegged exchange rate made their economies more fragile because it encour-
aged liability dollarization, the use of a foreign currency (in this case the U.S. 
dollar) to denominate debt transactions. One consequence of convertibility, 
which provides a strong ("hard") peg for the domestic currency, is that it 
encouraged liability dollarization: the percentage of private credit denominated 
in dollars rose from below 50% in the early 1990s to over 60%; for credit to the 
public sector this percentage rose to over 90%. 

This increase in financial dollarization left the Argentine economy far more 
vulnerable to an exchange rate shock. Argentina was (and still is) a fairly 
closed economy, with a small export sector that prices its goods in foreign cur-
rency. With most debt denominated in dollars, a devaluation of the peso 
would lead to the insolvency of many firms: their debt would increase in terms 
of pesos, but the value of their assets (their products) would not, because they 

were priced in pesos. Particularly problematic was the banks' tendency to lend 
in dollars to firms in the nontradable sector—over 75% of the debt for non-
tradable firms was denominated in dollars.  If the peso fell in value, nontradable 
firms would be unable to pay the banks back, and there would be a sharp decline 
in bank capital. 

12

Although the Argentine regulators had gone beyond the international reg-
ulatory capital standards called for in the Basel Accord, they did not force banks 
to take into account the fact that, if convertibility were abandoned, they would 
be highly exposed to currency risk even if they had matched books with 
equal amounts of dollar-denominated assets and liabilities. As in Mexico and 
South Korea, a depreciation of the domestic currency would devastate bank 
balance sheets, because the banks would now have to pay back their dollar lia-
bilities with more pesos and yet could not be repaid on the dollar-denominated 
loans they had made to domestic firms. 

Argentine regulators were not as likely to attempt to limit currency risk arising 
from liability dollarization because they were following international 
standards that did not focus on currency risk. The Basel standards had been 
developed primarily for banks in advanced countries. These countries do not 
suffer from currency risk arising from liability dollarization because loans there 
are generally denominated in domestic currency. 

Another reason why the regulatory authorities may not have put in place 
prudential regulations to discourage the use of dollarized debt was to avoid 
suggesting that they lacked confidence in the currency board arrangement. After 
all, if they forced banks to hedge against losses that might occur from a col-
lapse of the peso's value, wouldn't this mean that the government doubted 
its ability to stick to convertibility? The government may have issued mostly 
dollar-denominated debt to demonstrate its commitment to the one-for-one 
peg, since abandoning the peg would have left the government with a higher 
debt burden. 

International capital standards as represented by the Basel Accord also 
did not take account of the riskiness of government bonds. The accord had a 
weighting scheme for measuring bank risk according to which government 
bonds were classified as being the least risky of all assets that a bank could hold. 
This classification makes sense for the virtually default-free government bonds 
of advanced countries, but it is inappropriate for emerging market countries, 
whose government debt can be highly risky—as the banks in Argentina later 
found out. Following international capital standards thus did not provide suf-
ficient controls for keeping risk low at Argentine banks. Argentina's predica-
ment again illustrates one of the main lessons in looking at emerging market 
countries: what works in advanced economies may not work in emerging mar-
ket economies. The differences between the economies of advanced and 
emerging market countries must always be kept in mind in designing policies 
in the latter. 
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Imprudent Fiscal Policy. The second vulnerability of the Argentine economy was 
on the fiscal front. In contrast to advanced countries, emerging market countries 
have often defaulted on their sovereign debt (government debt sold in inter-
national markets). As a result, investors are much less forgiving of fiscal 
imbalances: they will pull their money out of sovereign debt issued by emerg-
ing market countries when the ratio of debt to GDP is far lower than in 
advanced countries. This feature of markets for the debt of these countries is 
sometimes referred to as "debt intolerance."  Debt intolerance often leads to 
a default because the emerging country's debt, which is generally very short-
term and so comes due frequently, cannot be rolled over. Thus emerging mar-
ket countries have to be particularly vigilant in controlling their government 
budget deficits so they can avoid investor flight from their sovereign debt. Dur-
ing bad times, when GDP falls and tax revenue declines, deficits naturally rise, 
and the ratio of debt to GDP rises. To provide a cushion against bad times, emerg-
ing market countries must keep a tight lid on fiscal policy during good times 
and reduce or keep their debt-to-GDP ratios under 35%, well below levels often 
reached in advanced countries. Only if the debt-to-GDP ratio is kept low dur-
ing good times will its rise during bad times leave it at a sustainable level. If 
this ratio is kept at a reasonable level, investors won't pull out and a default 
will not occur. 

13

As forcefully argued by Michael Mussa, the former chief economist of the 
IMP, who was in the trenches there from 1991 to 2001, this is not what the Argen-
tine authorities did.'`' From 1993 to 1998, while the Argentine economy had a 
robust average annual growth rate of 4.4%, the ratio of government debt to GDP 
rose from 29.2% to 41.4%. (Also contributing to the growth of government debt 
was a pension reform adopted in 1993-94 that increased fiscal deficits in the 
short run, even though it would put finances on a sounder footing over the long 
term.)  This government debt increase was even more dangerous because most 
of the debt was denominated in dollars, and it and the debt-to-GDP ratio would 
jump dramatically in value if the peso depreciated significantly (as it eventu-
ally did). 

15

There are two reasons why Argentine fiscal policy was profligate. First, fed-
eral government spending increased under President Menem, who wanted to 
continue to be reelected despite constitutional barriers and was successful in 
this endeavor in 1995. (His attempt to run for reelection to a third term in 1999, 
however, was unsuccessful when it was declared unconstitutional, and cor-
ruption accusations against him forced him to leave the country.) 

Second, Argentina has always had difficulty keeping its budgets under 
control because of the fiscal relationship between its provinces (similar to 
states in the United States) and the federal government.  In Argentina the 
provinces have control of a large percentage of public spending, but the 
responsibility for raising the revenue is left primarily to the federal government. 
With this system, the provinces have incentives to spend beyond their meansand 
the federal government is called on periodically to assume responsibility for 

provincial debt. As a result, Argentina is perennially in deficit. Contrast this 
with the system in the United States, in which state and local governments are 
responsible for raising the revenue to pay for their spending, and there is a fed-
eral government policy of not bailing them out. As a result, state and local gov-
ernments typically balance their budgets. 

16

It was hoped that the Convertibility Plan would encourage fiscal respon-
sibility in Argentina, but this did not happen. Instead the plan made the fis-
cal situation worse because it made it easier for the government to borrow 
foreign funds.'' External government debt rose from $52 billion in 1993 to $77 
billion in 1998, an increase of 48%, while nominal GDP during this same 
period increased by only 26%. 

Even during the good times up until 1998, Argentina's government was 
increasing its debt burden, signaling that the country was incapable of fiscal 
discipline. If bad times came, the markets would surely get nervous about the 
ability of Argentina to repay its debt, and a debt crisis would ensue. 

Labor and Product Market Inflexibility. The third vulnerability of the Argentine 
economy was the continuing rigidity of its labor and product markets, given 
the fixed exchange rate under the Convertibility Plan. Labor market rules in 
Argentina, similar to those in Europe, make it hard to fire workers or lower 
their pay if the firm faces reduced demand for its products or encounters finan-
cial difficulties. Despite the hope that convertibility would lead to labor mar-
ket reforms that would make wages and employment policies more flexible, 
such reforms did not occur. Similarly, reforms to promote competition in 
Argentine product markets were not forthcoming, and these markets also 
remained rigid. With the peso fixed to the dollar one for one, if the dollar appre-
ciated relative to the currencies of Argentina's trade partners, the peso would 
appreciate as well, making Argentine industry less competitive. Given the rigid 
labor and product markets, wages and prices in Argentina would not be able 
to adjust downward, leading to declining demand and rising unemployment. 
Alternatively, if Argentina experienced a negative shock to its terms of trade 
(a decline in the demand for Argentina's exports relative to imports), demand 
for Argentine production would fall. Again, rigid wages and product prices 
would lead to a decline in output and higher unemployment. 

Stage One: Severe Fiscal Imbalances 

Toward the end of 1997, bad luck hit Argentina, exposing the vulnerabilities 
of the convertibility system. The economy was hit by four negative shocks. In 
mid-1997, the U.S. dollar began to appreciate, and by early 1999 it had appre-
ciated by 15%.'  With the Argentine peso fixed one for one with the dollar, it 
also had to appreciate, making Argentine goods more expensive relative to those 

$
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of its trading partners.  The second shock was a decline in the terms of trade, 
as demand fell for such Argentine exports as edible oils, wheat, corn, and alu-
minum." The third negative shock hit in the fall of 1998, when the Russian finan-
cial crisis led to a decline in capital inflows. The fourth shock hit in early 1999, 
when Argentina's most important trade partner, Brazil, experienced a foreign 
exchange crisis. By the end of January, the value of the Brazilian real had 
fallen by over a third.  The collapse of the real, which lowered the price of Brazil-
ian goods relative to those from Argentina, made Argentine industry even less 
competitive. The situation only worsened when the U.S. dollar appreciated by 
another 10% in 2000 and 2001, taking the peso with it. By 2000 the peso was 
estimated to be overvalued (above its long-run equilibrium value) by as much 
as 50%.  The Argentine export sector was having trouble selling its goods, while 
the lower price of imports further decreased demand for Argentine products. 

19
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When capital suddenly stopped flowing into Argentina after the Russian 
crisis and the collapse of the Brazilian real, the resulting shortage of loanable 
funds drove interest rates sky high: the rates on Argentine sovereign bonds rose 
from below 500 basis points (5 percentage points) above U.S. Treasuries to well 
over 1000 basis points above them. Although this interest rate spread later 
decreased, it still remained above 500 basis points in 1999 and 2000.* The 
high interest rates arising from the sudden stop of capital inflows and the un-
competitive tradable goods prices due to the peso's appreciation put the econ-
omy into a prolonged recession. Output fell by 3.4% in 1999 and declined by 
about 2% per year in 2000 and 2001. Unemployment rose from near 13% in 1998 
to over 15% in 2000. 

By 2000 the weak economy had made the fiscal situation in Argentina 
unsustainable. The new administration of president Fernando de la Rita tried 
to restore growth and get budget deficits under control, but it was unsuccessful. 
The recession meant that tax revenue was falling, and so budget deficits 
increased. In addition, the decline in GDP meant that the ratio of debt to GDP 
was rising. The Argentine economy had now entered a "growth-debt trap" in 
which low economic growth dramatically reduced the likelihood of the gov-
ernment being able to pay back its debt. 

Given the higher probability of default, investors naturally required a 
higher interest rate on Argentine debt to compensate them for their increased 
risk. The resulting higher interest payments added to government expenditures, 
and deficits rose even higher, as did the ratio of debt to GDP. The higher debt-
to-GDP ratio caused interest rates to rise further, and so on and so on. The 
growth-debt trap meant that the spread between the interest rate on Argen-
tine sovereign debt and U.S. Treasury debt would spiral upward, leading to 
an eventual default. 

*Figures that display the data and outline the sequence of events during the Argentine 
financial crisis are on pages 118-19. 

In December 2000 the IMF stepped in with a bailout package of around $12 

billion in new funds for Argentina (although the announced package was for 
a possible disbursement of up to $40 billion). There was a brief drop in the spread 
between Argentine sovereign debt and U.S. Treasury debt, but the Argentine 
government was still not able to get its fiscal house in order. In March 2001, 
the minister of the economy, Ricardo Lopez Murphy, resigned after only two 
weeks in office because of strong opposition to his fiscal austerity plan. The 
interest rate spread resumed its relentless climb. 

Stage Two: Run-up to the Currency Crisis 

At this point, President de la Rita appointed Domingo Cavallo, the highly 
respected architect of the Convertibility Plan, to take over as his economy min-
ister on March 19, 2001. Most notably, Cavallo was given special powers to enact 
economic measures by presidential decree. Cavallo, who had strong political 
ambitions, decided that he would gamble on radical measures to rescue 
Argentina's economy In doing so, he trod the well-worn route of so many gov-
ernment officials in emerging market countries, by pursuing policies that 
tried to delay the inevitable. As we will see, his gamble made the crisis far worse. 
In the minds of many Argentineans, Cavallo is the arch-villain of the story. He 
became so disliked that, after the Argentine economy blew up, he left the country 
for the United States. 

Upon taking office, Cavallo immediately pursued a number of measures to 
get the economy growing again and to deal with the fiscal crisis. Hoping to 
engineer a devaluation for trade transactions and stimulate demand for 
Argentine products, he imposed a tax on imports and subsidized exports. To 
allow for a change in the peg so that it would stay in line more with the euro 
(the currency used by most of Argentina's trading partners) than with the dollar, 
Cavallo proposed an amendment to the Convertibility Law. The amendment 
would drop the one-peso-to-one-dollar peg and replace it with a peg to a 
basket consisting of euros and dollars with equal weight, once the dollar-
euro exchange rate hit one dollar per euro. 

These measures did not help get the economy growing again but instead 
only made things worse. They fostered doubts about the government's 
support for convertibility, one of the few economic institutions in which Argen-
tineans believed. 

The public also interpreted Cavallo's measures as a weaker commitment 
by the government to maintain the value of the peso. Investors began to think 
that a collapse of the currency board and a sharp decline in the peso were 
likely. This expectation was reflected in the behavior of interest rates on 
bank deposits denominated in pesos, which rose sharply relative to interest 
rates on deposits denominated in dollars. This "currency premium," which 
reflected the risk of a devaluation of the peso, jumped from around 10 basis 
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points j office to 600 basis points in late April. A 
devaluation of the peso meant that the value of the government's dollar-
denominated debt, which accounted for the bulk of its debt, would necessarily 
increase in terms of pesos. The debt-to-GDP ratio would increase, making it 
even more likely that the government would be forced to default on its debt. 
Concerns about a possible devaluation thus made the growth-debt trap even 
worse, and the interest rate spread between Argentine sovereign debt and U.S. 
Treasury debt continued to rise. 

Cavallo then raised the stakes in his bid to be the Great Rescuer. With the 
growth-debt trap spiraling out of control, he needed to take desperate mea-
sures. Although much of the government's debt had been sold to the recently 
created private pension system, government debt was becoming harder to sell, 
as reflected in its higher interest rates. Cavallo needed to find new buyers. He 
realized that he needed to tap the money in Argentine banks, particularly the 
foreign-owned banks that dominated the banking system. Argentine banks 
were already big holders of government bonds before Cavallo came into 
office, with 15% of their assets in these bonds, but Cavallo needed them to buy 
more. How could he achieve this? In the words of Mario Blejer, a former presi-
dent of the Argentine central bank, "What started as a seduction ended up 
as a rape."23 

The answer to getting banks to buy more government bonds was to change 
the banking regulations so they could hold more government bonds. This change 
meant weakening the strong prudential regulatory and supervisory regime 
administered by the central bank. Inconveniently for Cavallo, the bank's 
president, Pedro Pou, a highly regarded official who was seen as a guardian 
of a strong banking system, was unwilling to go along. To clear the way for 
his plan, Cavallo engineered a campaign to get rid of Pou. The bank president 
was accused of failing to prevent money laundering by some Argentine 
branches of foreign-owned banks. He was never brought up on criminal 
charges, but the accusations achieved their objectives: Pou was sacked on 
April 25, and Cavallo was able to replace him with a hand-picked successor, 
Roque Maccarone, who would do Cavallo's bidding. 

The pressure brought to bear on the central bank achieved its intended result. 
Just before Pou was replaced, the central bank approved a measure allowing 
banks to hold short-term government bonds to satisfy their liquidity require-
ments. The government leaned on the banks to buy $2 billion of these bonds, 
and the banks went along because, with their high interest rates, the bonds 
would be very profitable if the government avoided default. (And, even if a 
default did occur, the government might provide a bailout.) Under Mac-
carone, bank regulations were weakened, making it even easier for banks to 
increase their holdings of government bonds, so that, by the end of 2001, the 
banks' holdings of government debt had increased to 20% of their assets, 
from 10% in 1994 and 15% at the end of 2000. 

ARGENTINA, 2001-2002

 12
1 

Despite the barrier to the central bank printing money to finance govern-
ment deficits from the Convertibility Plan, the federal and provincial gov-
ernments were still able to, in effect, print money to finance their deficits. They 
issued small-denomination bonds (lecops for the federal government and pat-
scones for the province of Buenos Aires, for example) that could be used to make 
payments. By the end of 2001, these quasi-monies exceeded 25% of the pesos 
in circulation, and by March 2002 they accounted for nearly 40%.24 The appear-
ance of such quasi-monies further illustrates the inability of the 
Convertibility Plan to enforce fiscal responsibility. 

Cavallo also used his special powers to revise the charter of the central 
bank to remove limits on its ability to inject liquidity into the economy. This fur-
ther weakened the currency board arrangement of convertibility because it 
allowed the central bank, now effectively controlled by the government, to pur-
sue a discretionary expansionary policy, which it eventually did. These actions 
compromised the independence of the central bank and opened the door for 
policies that would bring the currency board down. Confidence in the peso and 
in the ability of the government to pay back its debt was thus dealt another blow. 

Confidence in the health of the banking system was also deteriorating. 
The banks' rising exposure to defaults on their holdings of government debt 
created doubts about their soundness. Because government deposit insurance 
was limited in Argentina, depositors started to pull their deposits out of the 
banks. From December 2000 to March 2001, deposits at Argentine banks fell 
by 2.8%; they fell by another 6% from March to July 2001. What had once been 
considered one of the best-supervised and strongest banking systems among 
emerging market countries was now under attack.25 

Despite the government's announcement in July that it would pursue a "zero 
deficit" policy, the spread between interest rates on Argentine debt and U.S. 
Treasuries remained well above 1000 basis points. The Argentine government 
then sought a fresh infusion of funds from the IMF. Even though there was little 
hope of a successful bailout and even though the action was highly controversial 
internally, the IMF announced another $6 billion loan to Argentina in August. 
It was unable to stem the tide. In October negotiations between the central gov-
ernment and the provinces to improve the fiscal situation broke down, and tax 
revenues continued to fall as the economy declined. Interest rates on Argen-
tine sovereign bonds now climbed to over 2000 basis points above those on U.S. 
Treasuries. Cavallo made a last-ditch effort to arrange a debt restructuring at 
the end of October, but default was now inevitable. As a result, a full-fledged 
bank panic began in November, with deposit outflows running nearly $1 
billion a day. At the beginning of December, the government was forced to 
close the banks temporarily and impose a restriction called the corralito 
(small fence), under which depositors could withdraw only $250 in cash 
per week. The corralito was particularly devastating for the poor, who were 
more dependent on cash to conduct their daily transactions. 
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he social fabric of Argentine society began to unravel. Nearly thirty people 
 in violent riots. On December 19 Cavallo and all other government min-
s resigned, followed the next day by President de la Rim. He was followed 
 series of temporary presidents until Eduardo Duhalde was chosen as the 
president by the legislative assembly on December 30, 2001. 

Stage  Three:  Currency Crisis and the 
Collapse of the Currency Board 

bank panic signaled that the government could no longer allow interest 
 to remain high in order to prop up the value of the peso and preserve the 
ency board, because this would destroy the already weakened banks. 
public now recognized that the peso would have to decline in value in the 
 future, and so they began selling pesos for dollars, thus using up the cen-
ank's foreign currency reserves. In addition, the dire fiscal position of the 
rnment meant that it would not be able to pay back its debt, providing 

her reason for the investors to pull money out of the country, leading to 
er peso sales. 

n December 23 the government announced the inevitable: a suspension 
ernal debt pay

 loss of foreign exchange reserves (which had dropped to $15 billion, 
enough to cover the amount of domestic currency in circulation), the cur-
y board could no longer be maintained. After assuming power on Janu-
2, President Duhalde announced the abandonment of convertibility. The 
 was devalued to 1.4 to the dollar on January 6, 2002; subsequently it was 

wed to float. 

F i n a l  S t a g e :  Currency  Cr i s i s  T r i gge rs  
Full-Fledged Financial Crisis 

peso went into free fall, falling from a value of $1.00 to less than $0.30 by 
June 2002 and then stabilizing at around $0.33 thereafter. As i

ed to a surge of inflation, which at its peak reached an annual rate of 
nd 40%. Because the rise in actual inflation was accompanied by a rise in 
cted inflation, interest rates went to even higher levels. The higher inter-
ayments led to a decline in the cash flow of both households and businesses, 
h now had to seek external funds if they wanted to finance their invest-

ts. Given the uncertainty in financial markets, asymmetric information prob-
 were particularly severe, and this meant that investment could not be 
ed. Households and businesses drastically cut back on their spending. 

ecause Argentina had a higher percentage of debt denominated in dollars 
 any of the other crisis countries, the effects of the peso depreciation on 
nce sheets were even more devastating. Indeed, t
ntina's crisis was so 

tistitu
third of its value before the crisis, all dollar-denominated debt tripled 

so terms. Since Argentina's tradable sector was small, most businesses' 
uction was priced in pesos. If they had to pay back their dollar debt, almost 
irms would become insolvent. In this environment, financial markets 
d not function, because net worth would not be available to mitigate 
rse selection and moral hazard problems. 

ven the losses on the defaulted government debt and the rising loan losses, 
ntine banks found their balance sheets in a precarious state. This, com-

d with the run on the banks, which led to huge de
ey did not have the resources to make new loans and so could no 

er solve adverse selection and moral hazard problems. The government 
 default and conditions in Argentine financial markets also meant that for-

ers not only were unwilling to lend, but were actually pulling their money 
f the country. 
th the financial system on the ropes, financial flows came to a grinding 
and the economy tanked. The corralito may have also played an 
rtant role in weakening the economy. By making it more difficult to get 

 may have caused a sharp slowdown in the underground economy, 
h is large in Argentina and runs primarily on cash. In the first quarter of 
, output was falling at an annual rate of more than 15% and 
ployment shot up to near 20%. The increase in poverty was dramatic: the 

entage of the Argentine population in poverty rose to almost 50% in 2002.26 
ntina was experiencing the worst depression in its history, one every bit as 
as, and maybe even worse than, the one the United States faced in the 
s. 

Destruction of Property Rights 

n the state of households' and firms' balance sheets, the government 
 it had to do something. It chose "pesofication," the forcible conversion 
l domestic dollar debt into peso debt. This was clearly a violation of 
erty rights, because dollar contracts could no longer be enforced by 
ntine individuals and businesses. Despite the ramifications of pesofica-

 the abrogation of contracts may not do a huge amount of harm if it is seen 
 a one-time event in an emergency situation, and if it is seen to be carried 
n a nonarbitrary fashion that treats all creditors equally.27 But this was not 
it was done in Argentina, which pursued a politically motivated, asym-

ic pesofication. 

lar debt was converted into peso debt at a one-to-one rate, but, to curry 
 with the Argentine public, bank deposits were converted at a higher rate 
4 pesos per dollar. This meant that banks got one peso per dollar of loans 
ad to pay 1.4 pesos per dollar of deposits, thus leaving them in the hole 
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s forcefully restructured by an involuntary lengthening. The 
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th a face value of close to $90 billion, agreeing to pay only $.25 
to $.30 on the dollar of the face value of these bonds.28 The lack of respect for 
property ri ith what it 
had done in the past. had a sorry history of 
expropriating assets fro

ening. Prudential regulation and supervision had been brought up to the 

arkets. 

 

dents or foreigners make large investments when they know 

ina had one of the highest standards of living in the world. Then it lost 
sixty years, and fell far behind countries with which it had once been an eco-
nomic equal. Given th na faces the prospect of 
losing another sixty y
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r 0.4 peso. Banks were subjected to huge losses from this asymmetric pesofi-
cation. Their situation was even worse because they had dollar debt obliga-
tions to foreigners, which could not be pesofied with a domestic decree. The
banks thus had obligations to pay the foreign loans back at the even higher 
exchange rate of around 3 pesos per dollar. Given that over 70% of bank 
assets were held by foreign banks, it is not surprising that the po

vernment realized that pesofication was in effect ba
 offered them a "compensation bond." What the governm

nd, it had given back with t
compensation was arbitrary, however, it did not encourage a belief that the gov-
ernment was committed to upholding property rights. 

This destruction of property rights was compounded by additional gov-
ernment policies. Some pesofied loans and deposits, which were indexed to
the consumer price index, were deindexed while others were not, and the cor-
porate bankruptcy code was weakened to assist ailing firms. The deposit 
freeze, an abrogation of property, was made permanent. The maturity of time 
deposits wa

rgentine government broke contracts to grab resources from the recently pri-
vatized utilities, which were generally owned by foreigners. The government 
converted utility rates, denominated in dollars, into the sharply depreciated 
pesos on a one-to-one basis and then froze these rates. The utilities could not 
pass through to their customers their higher costs, which were based on dol-
lar prices for energy in world markets. Although the freezing of rates was orig-
inally an emergency measure, the freeze was kept in place. The Argentine 
government also played hardball with foreign creditors who owned govern-
ment bonds wi

ghts exhibited by the government was not out of line w
The Argentine government has 
m the public. 

standards of advanced countries, which promoted safety and soundness in the 
financial industry. State-owned businesses were privatized, and this drove them 
to be more efficient. Significant steps had been made in opening up Argentine 
markets and the financial system to foreign competition. The result was that, 
from 1991 to 1998, the Argentine economy had average growth rates that 
were among the highest in its history. Argentina had embraced globalization 
and was the darling of both the IMF and the m

Unfortunately all this gold turned to dross when the peso became overvalued 
and fiscal policy spun out of control. Although the growth-debt trap was
driven by a considerable amount of bad luck, other factors played a role. 
When confronted with bad outcomes, Argentina's political institutions made 
it easy for the politicians to destroy their country's carefully built institutions 
without a second thought. 

Today confidence in property rights in Argentina is at a low ebb. Why 
would domestic resi
that their property rights can be violated on a politician's whim? The current 
political climate is depressing. The government has been slow to restructure 
its once proud banking system to get it back on its feet.29 I see little willing-
ness on the part of Argentina's politicians to rebuild the institutions that they 
so blithely destroyed. 

Under these conditions, we should not expect that funds will be chan-
neled to their most productive uses. The willingness to further open up their 
markets internationally to promote competition and to achieve the flexibility 
needed to promote rapid growth does not appear to be strong. Argentina 
may be growing rapidly, but its long-run prospects are not good. Until the 1930s, 
Argent

e current environment, Argenti
ears. 

What Do the Case Studies Tell Us? 
trate how damaging it can be to get financial globalization wrong and why there 
is no clear-cut relationship between financial globalization and economic 
growth. The case studies give us clues as to how financial globalization should 
be managed to make it a force for good, which is the topic to which we turn 
in the next chapter. They suggest that good prudential regulation and super-
vision of the financial system, as well as responsible fiscal policy, are crucial 
to successful financial globalization. The studies also illustrate the dangers of 
pegged-exchang

Recovery 

In 2003 the Argentine economy began to recover, both because of the inevitable 
bounceback after a sharp economic downturn and because there was a fortuitous 
increase in foreign demand for its agricultural products. By the end of the 
year, economic growth was running at an annual rate of around 10% and un-
employment had fallen to below 15%. Were Argentina's problems over? 

In some areas of the economy, Argentina had made great strides in the 1990s. 
The reforms engineered in the early part of President Menem's term h

ught Argentina a long way. Property rights and the infrastructure of the finan-
cial system had been improved dramatically, and this encouraged financial deep- 

The case studies we have looked at in this chapter and the preceding two illus-

hey warn us that merely taking policies that work in advanced countries and 
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 applying them to emerging market countries is often a mistake. They sug
that policies that sweep problems under the rug often promote more disast
financial crises, while policies that focus on establishing a solid institutio
foundation for the economy not only have long-run benefits but also 
restore the confidence that can stimulate a more rapid recovery from a fin
cial crisis. 
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Eight 

Ending Financial Repression: 
The Role of Globalization 

ood investments make people produc-
tive, and greater productivity is the 

road to riches. But good investments can occur only if funds are channeled to 
those with good investment opportunities via an effective financial system. 
To achieve this goal, disadvantaged nations must end financial repression and pro-
mote financial deepening. How exactly can they do this? 

G

The key to ending financial repression is the development of institutions that 
enable the financial system to work well. If the development of such institu-
tions is so important to improving poorer countries' well-being, why doesn't it 
happen? As we have seen, setting up the infrastructure for an efficient 
financial system is by no means easy: it takes time for institutions to evolve 
and adapt to local circumstances, to particular cultural and historical condi-
tions. In addition, powerful elites in disadvantaged countries often oppose the 
necessary reforms because such changes will weaken their power or allow others 
to cut into their profits. How can poorer countries overcome these obstacles? How 
can they redistribute power so there is the political will to promote institutional 
reform? The answer is globalization. 

Developing Institutional Infrastructure 

T
f
r

he basic principles for developing an institutional infrastructure that fosters 
inancial development were developed in detail earlier in the book. Let's 
eview them briefly here. 

129 
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1. Develop strong property rights. Because investments will not be undertaken if 
the fruits of the investment are likely to be taken away by the government or 
others, strong property rights are needed to encourage productive investment. 
Enforceable property rights are also necessary to create collateral. With collateral, 
lenders become confident that they can cope with asymmetric information 
problems (adverse selection and moral hazard) when providing funds to bor-
rowers. In The Mystery of Capital, Hernando De Soto sees the inability of the 
poor in developing countries to acquire property rights as a key reason they 
are unable to gain access to capital and so remain mired in poverty. 

2. Strengthen the legal system. An essential step in supporting strong prop-
erty rights is a legal system that enforces contracts quickly and fairly. Such a 
legal system reduces moral hazard problems and encourages lending. For 
example, lenders write restrictive covenants into loan contracts to prevent bor-
rowers from taking on too much risk, but such covenants have value only if 
they can be legally enforced. An inefficient legal system in which loan contracts 
cannot be enforced will preclude productive lending. If it is too expensive to 
set up legal businesses or to obtain legal title to property, the poor will never 
have access to the legal system and will be cut off from the lending that could 
help them open small businesses and escape poverty. 

3. Reduce corruption. Eliminating corruption is essential to strengthening prop-
erty rights and the legal system. When a corrupt official demands a bribe, she 
reduces the incentives for entrepreneurs to make investments. The ability to 
buy off judges weakens enforcement of the legal contracts that enable the finan-
cial system to function smoothly. 

4. Improve the quality of financial information. High-quality financial information 
is essential to well-functioning financial markets. If lenders cannot figure out 
what is going on in a firm, they will be unable to screen out good credit risks 
from bad or to monitor the firm to ensure that it does not take on too much 
risk at the lender's expense. In other words, if information is too asymmetric, 
the adverse selection and moral hazard problems will prevent profitable lend-
ing, and productive investment will not take place. To make reliable and 
accurate information easier to access, accounting standards must be high 
enough that prospective lenders can make sense of what is in a business's books. 
Setting up standards for credit reporting will encourage the establishment of 
credit registries or bureaus, which gather and share information about the credit 
history of prospective borrowers. These can be especially beneficial in increas-
ing lending to households and small business borrowers, a practice that 
encourages financial deepening.  Rules that require businesses to disclose 
information must be enforced, so that prospective investors can make sen-
sible decisions about whether the business deserves their hard-earned money. 

1

5. Improve corporate governance. The purchase of stocks is another way to chan-

nel funds to business. For people to be willing to buy stocks, there must be rules 
to ensure that corporate managers act in the stockholders' interest. If managers 
find it easy to steal from the company, or to use funds for their own personal 
gain rather than for the benefit of the company, no one will want to invest. 

6. Get the government out of the business of directing credit. Too much govern-
ment involvement in allocating credit hinders the flow of funds to productive 
uses. State-owned financial institutions do not have incentives to make 
profits and so are often willing to make loans to those who are politically 
connected rather than those whose investments will increase productivity. 
Similarly, when governments allocate credit directly, it is likely to go to 
politicians' cronies or to business interests that support their campaigns. 

The Role of Globalization 

One of the most powerful weapons to stimulate institutional development is 
globalization. Poorer countries must let go of the idea that financial infrastructure 
and wealth can be built up when the countries remain closed off to the rest of 
the world. Poorer countries must embrace globalization: they must open up 
their financial markets and their markets for goods and services to other 
nations so that funds, goods, and, often, the ideas that accompany them can 
flow in and help them achieve the reforms that build productivity and wealth. 

Opening Up Financial Markets to Foreigners: 
Externally Oriented Financial Liberalization 

Globalizing the domestic financial system by pursuing externally oriented finan-
cial liberalization encourages financial development and growth in wealth in 
two ways. Opening up to foreign capital directly increases liquidity and low-
ers the cost of capital for those with productive investments to make.2 
Opening up to foreign financial institutions promotes reforms to the 
financial system that make it work better. Allowing foreign financial 
institutions to operate in an emerging market country brings in expertise 
developed abroad. Bringing in best practices from other nations—in such 
areas as screening good from bad credit risks and monitoring borrower 
activities to reduce the amount of risk they take on—directly improves the 
functioning of financial markets.' Because of their familiarity with more 
advanced financial systems, foreign financial firms are also likely to increase 
the pressure on the domestic government to make reforms that will enable the 
financial system to work more effectively. 

As domestic financial institutions start to lose business to better-run and more 
trustworthy foreign institutions, they realize the need for an improved legal 



 

and accounting infrastructure that will make it easier for them to minimize 
adverse selection and moral hazard problems as they seek out new customers. 
They will thus be far more likely to advocate and support the reforms to 
make this happen. 

O p e n i n g  U p  D o m e s t i c  M a r k e t s  t o  F o r e i g n  G o o d s :  
Trade Liberalization 

Although not as immediately obvious, opening up domestic markets to for-
eign goods, known as trade liberalization, can also be a key driver of financial 
development. Trade liberalization can weaken the political power of entrenched 
business interests who might otherwise block institutional reforms, a point made 
emphatically by Raghuram Rajan and Luigi Zingales in their book Saving 
Capitalism from the Capitalists. By promoting a more competitive environment, 
trade liberalization will lower the revenues of entrenched firms so that they 
will need greater access to external sources of capital. They will thus be more 
likely to support reforms that promote a more efficient financial system and 
financial deepening. This is why a deeper financial sector is positively asso-
ciated with greater trade openness.4 

Free trade also promotes financial deepening by reducing corruption. High 
tariffs breed corruption because importers have incentives to pay off customs 
officials to look the other way when the importers avoid tariffs by smuggling 
in goods. Not surprisingly, countries that restrict international trade are found 
to be more corrupt.5 

F o c u s i n g  D o m e s t i c  M a r k e t s  o n  I n t e r n a t i o n a l  T r a d e :  
Export Orientation 

Many developing countries have been unwilling to tear down all their barri-
ers to imports and so have not embraced trade liberalization. Nonetheless, they 
can still generate incentives for institutional reform by encouraging their 
domestic markets to focus on international trade. Encouraging an export ori-
entation in domestic markets creates a greater need for a well-functioning finan-
cial system because, to compete effectively in the international arena, firms need 
better access to capital. If they can't get capital, they won't be able to make the 
investments they need to increase productivity and price their goods com-
petitively. In this way, international trade creates a demand for reforms that 
will make the financial system more efficient. 

We are seeing how the globalization of trade is driving financial reform in 
China. As Chinese enterprises have increasingly entered international markets, 
China's hybrid system, combining communism with semi-capitalist prop-
erty rights (the town and village enterprises), has worked less and less well 
in enabling businesses to grow.  China's exports have grown from $9.7 billion 6

in 1978, when Deng Xiaoping came into power, to $430 billion today.  The 
exploding export sector now needs access to ever-greater amounts of capital, 
and it needs a better financial system to achieve this. Although it has taken time, 
globalization is finally generating the demand for an improved financial sys-
tem, which is driving the reform process in China. 

?

The communist leadership recognizes that the old development model 
has to change. The government has announced that state-owned banks are being 
put on the path to be privatized and has allowed foreign investment in China's 
banking system, amounting to $20 billion in 2005 alone.  In addition the gov-
ernment is instituting legal reforms to make financial contracts more enforce-
able. New bankruptcy laws will give lenders the ability to take over the assets 
of firms that default on their loan contracts.9 

8

Governments Often Discourage Exports 

Given the clear-cut benefits of an export orientation, it is surprising that gov-
ernments in many developing countries not only do not encourage an export 
orientation but actually take active steps to discourage it. This has been an espe-
cially serious problem in Latin America and Africa, and it helps explain why 
their growth performance has been so disappointing. 

The primary way in which governments discourage exports is by impos-
ing large taxes on them. Because high export taxes are one method of obtain-
ing revenue, governments may be attracted to them to solve their budget 
problems. They may also use these taxes to punish their political opponents, 
who are often involved in a particular export industry. The government can 
then distribute the resulting revenue to its supporters. 

The most pernicious export taxes are those that are hidden. The government 
sets an official exchange rate that artificially keeps the domestic currency at a 
value well above what it would be in foreign currency (say, dollars) in a free 
market. It then makes it illegal to sell dollars for the larger amount of 
domestic currency that could be obtained on the black market. (You might have 
experienced this as a tourist in certain poorer countries, when shady individuals 
approach you and offer to give you a much better rate for your local currency 
than you could get from a bank.) 

The difference between the official exchange rate and the freely estab-
lished, black market rate (often called the black market premium) imposes a 
tax on exporters because they are forced to sell the dollars they earn to the gov-
ernment or to the central bank at the official rate, thus yielding them a much 
lower price for their goods in terms of the domestic currency. In some countries 
the tax from the black market premium is confiscatory. In 1982, for example, 
Ghana had a black market premium of over 1000%, so that exporters of cocoa 
(primarily from a different tribe than members of the ruling government 
party) were getting only 6% of the world price. With a tax rate so high, cocoa 
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exports—which accounted for 19% of Ghana's GDP in the 1950s—had fallen 
to 3% by 1982.  During the twenty years when the black market premium was 
so high, the average income of Ghanaians fell by 30%. 

10

High black market premiums also breed corruption, with all its negative 
effects, because there are such strong incentives to bribe officials or to smug-
gle goods to avoid paying the tax. (Indeed, one of the reasons governments 
in poorer countries often use this method of taxation, rather than an explicit 
tax, is that it allows government officials to get rich from the bribes they 
receive.) 

High black market premiums that hurt exports are damaging to economic 
growth. Countries with a black market premium above 40% had average 
annual income growth per person of 0.1% (in contrast to 1.7% for countries with-
out such a premium), while countries with a black market premium above 1000% 
had an annual growth rate of -3.1%." Government policies that discourage 
exports are disastrous and have been a major source of continuing poverty 
throughout the world. 

Trade Globalization Has Other Benefits 

Although we have been focusing on how globalization promotes financial deep-
ening, we should not forget that trade globalization, which involves both 
trade liberalization and an export orientation, is a key driver of economic growth 
for additional reasons. 

Additional Benefits of Trade Liberalization 

The first economics course that college students take always teaches the 
concept of comparative advantage: by trading with another country, you can 
focus your production on what you are really good at, so that your produc-
tivity will be high. This higher productivity then leads to higher economic 
welfare. 

Trade liberalization, more importantly, promotes competition in domestic 
markets, which in turn forces domestic firms to increase productivity and make 
better products, thus driving economic growth. If a foreigner produces a 
superior product that can be imported, domestic firms must make a better 
product at a lower price to remain competitive at home. One graphic example 
of how trade promotes competition occurred in India, which up until 1991 pro-
tected its tool industry with a 100% tariff (a tax on imports). After the Indian 
government cut the tariff sharply, Taiwanese firms initially grabbed a third of 
the Indian market. Over the next decade, however, Indian firms boosted their 
productivity almost to Taiwanese levels, thus winning back the domestic 
market. Eventually Indian tool firms became so efficient that they were able 
to start selling their goods abroad and become substantial exporters.13 

Decreasing trade barriers helps promote exports. Increased competition from 

imports lowers the profits firms can earn by focusing solely on the domestic 
market, and so they naturally concentrate more of their energy on exporting. 
Trade liberalization helps developing countries to access markets in advanced 
countries; as an illustration, the United States, through free trade agreements, 
has been more willing to lower tariffs for countries such as Mexico and Chile 
if they do the same. 

Empirical evidence indicates that trade liberalization has positive effects on 
productivity and economic growth for both importing and exporting countries;14 
it has even been found to be associated with more rapid increases in life 
expectancy and a reduction in infant mortality.  In addition, as a survey pub-
lished in the American Economic Association's Journal of Economic Literature 
concludes, "Concerns that trade liberalization has generally adverse effects on 
the employment or wages of poor people, or on government spending on the 
poor due to falling fiscal revenues, are not well founded, even though specific 
instances of each of these problems can be identified."16 

15

Yet, as is often the case in economics, empirical evidence is never completely 
clear-cut: there is some skepticism as to whether the evidence strongly sup-
ports a positive link between trade liberalization and growth.  Nonetheless 
the logic of the benefits of trade liberalization and the preponderance of the 
evidence supporting its positive effects lead most members of the economics 
profession, including me, to the following conclusion: not only is trade liber-
alization highly beneficial to the overall economy, but the resulting economic 
growth is an important tool for poverty alleviation. 

17

Additional Benefits of an Export Orientation 

But even if trade liberalization is not adopted, encouraging domestic markets 
to sell goods to rich countries is an incredibly important engine for growth in 
poorer countries. Because foreigners don't have a natural predilection to buy 
your goods, you have to be supercompetitive—your goods have to be better 
and cheaper than goods made in the foreign country. Domestic firms have to 
focus even more on being highly productive, and boosting productivity will 
lead to rapid economic growth. 

Japan's postwar experience shows what focusing on exporting can accom-
plish. In the immediate aftermath of World War Japan was a poor country. 
Its economic infrastructure had been destroyed by the war, and Japanese 
goods were considered to be shoddy (I can remember when "made in Japan" 
was a derogatory statement about the quality of a product.) Furthermore, Ameri-
cans had just come out of a war with Japan, and many Americans refused to 
buy Japanese goods, just as many refused to buy German goods. 

To convince Americans to buy their products, Japanese firms had to produce 
goods that were cheaper and better than their American-made counterparts. 



136 DISADVANTAGED NATIONS AND FINANCIAL GLOBALIZATION 

Selling Japanese products such as cars in America meant that Japanese corn-
panics had to produce a superb product at low cost, and this is what they did. 
Eventually, Japanese cars took over a huge percentage of the American mar-
ket; companies like Toyota and Honda grew to be household names, becom-
ing far more profitable than the once-dominant General Motors and Ford. 

The export industries in Japan became enormously productive and super-
competitive. Productivity grew and, three decades after World War II, Japan 
was one of the richest countries in the world. From the 1990s until recently, 
Japan's economy did not fare so well because of mismanagement of the 
domestic economy and the financial sector by the government. The Japanese 
export sector, however, continued to have extremely high productivity growth. 

Some countries have been highly successful without fully embracing trade 
liberalization. South Korea, one of the great Asian success stories even with 
its crisis in the late 1990s, had very high barriers to trade up until the 1990s, 
and its early development strategy did not include opening up its domestic 
market to foreign goods. However, through its export sector South Korea has 
participated fully in global markets, and this participation has been a key to 
its success. South Korea's development strategy focused on promoting its 
export sector, and that sector led the country to high productivity and economic 
growth. Indeed, all successful growth stories in less-developed economies (Chile, 
China, India, Japan, Singapore, South Korea, Taiwan) have been export driven, 
and some of these countries have also pursued trade liberalization. 

Only by embracing global markets can less-developed countries get rich.18 
Trade globalization has a key role to play in economic growth by directly stim-
ulating domestic firms to become more productive. Along with financial glob-
alization, it also encourages emerging market economies to develop the 
institutions that foster financial development and end financial repression. Even 
Dani Rodrik of Harvard University, a prominent skeptic on globalization, 
has admitted that "No country has developed successfully by turning its 
back on international trade and long-term capital flows."19 

Globalization must be one of the highest priorities for developing countries. 
But how can globalization be pursued successfully, avoiding the financial 
crises that often follow it? This is the subject to which we turn next. 

Nine 

Preventing Financial Crises 

Tn a now famous, but initially ignored, 
il..paper published in 1985, "Good-Bye Finan-

cial Repression, Hello Financial Crash," Latin American economist Carlos Diaz-
Alejandro was way ahead of his time in warning of the dangers of financial 
globalization.' As the recent experiences of Mexico, South Korea, Argentina, and 
many other countries have shown, financial globalization does not always work 
for emerging market countries. Without proper implementation and man-
agement, financial liberalization can lead to financial crises with disastrous and 
often long-term consequences for the economy. Can emerging market countries 
avoid these crises and reap all the potential benefits that financial globaliza-
tion has to offer? Our understanding of how globalization can go wrong sug-
gests a number of basic principles for financial reform that can promote 
stability while avoiding crises. 

Prudential Regulation and Supervision 

Banks are the main institutions that gather and process information about the 
financial state of businesses and households and that solve the asymmetric infor-
mation problems (moral hazard and adverse selection) in the financial mar-
kets. Deterioration in banks' balance sheets, caused by the proliferation of 
bad loans and declines in net worth, can lead to banking crises in which 
banks cut back sharply on lending, financial information is not collected, 
and asymmetric information problems intensify. Banking crises, if severe, 
bring on financial crises. Problems in the banking sector also make a foreign
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Nine 

Preventing Financial Crises 

Tn a now famous, but initially ignored, 
1..paper published in 1985, "Good-Bye Finan-

cial Repression, Hello Financial Crash," Latin American economist Carlos Diaz-
Alejandro was way ahead of his time in warning of the dangers of financial 
globalization.' As the recent experiences of Mexico, South Korea, Argentina, and 
many other countries have shown, financial globalization does not always work 
for emerging market countries. Without proper implementation and man-
agement, financial liberalization can lead to financial crises with disastrous and 
often long-term consequences for the economy. Can emerging market countries 
avoid these crises and reap all the potential benefits that financial globaliza-
tion has to offer? Our understanding of how globalization can go wrong sug-
gests a number of basic principles for financial reform that can promote 
stability while avoiding crises. 

Prudential Regulation and Supervision 

Banks are the main institutions that gather and process information about the 
financial state of businesses and households and that solve the asymmetric infor-
mation problems (moral hazard and adverse selection) in the financial mar-
kets. Deterioration in banks' balance sheets, caused by the proliferation of 
bad loans and declines in net worth, can lead to banking crises in which 
banks cut back sharply on lending, financial information is not collected, 
and asymmetric information problems intensify. Banking crises, if severe, 
bring on financial crises. Problems in the banking sector also make a foreign 
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exchange crisis more likely. Through harmful effects on the balance sheets of 
nonfinancial and financial firms, a foreign exchange crisis leads to a full-
blown, downward-spiraling financial crisis. 

Since financial institutions like banks are at the core of what can trigger a 
financial crisis, prevention of financial crises must start with a government pro-
viding effective prudential regulation and supervision of the financial system. 
To do so requires implementation of several types of reforms. In discussing these 
reforms, we draw on the experiences of many countries with prudential 
supervision. We must not forget, however, that reforms in one country do not 
always work well in another. Because the details of the reforms may require 
substantial modification to fit a particular nation's circumstances, the reforms 
discussed here should not be viewed as a checklist to be followed exactly by 
every country. Instead, they point out the overall direction in which emerg-
ing market countries need to move to make financial globalization work for 
them. 

1. Limit Currency Mismatch 

Emerging market countries almost always suffer from currency mismatch: 
many firms have debt denominated in a foreign currency like the U.S. dollar 
(liability dollarization), while the value of their production and assets is denom-
inated in the domestic currency. In countries with a currency mismatch, cur-
rency crises and devaluations will trigger full-fledged financial crises by 
decimating the balance sheets of nonfinancial and financial firms. As an IMF 
study has put it, "almost all recent crisis episodes were marked by currency 
mismatch exposures."  Currency mismatch does not usually happen in indus-
trialized countries, because their debt is generally denominated in the domes-
tic currency. This is why insufficient attention has been paid to risks from liability 
dollarization in the international banking standards developed by advanced 
countries, such as the Basel Accord. 

2

An economy would be far less prone to financial crises if the issuance of 
foreign-denominated debt was discouraged, especially for firms that sell 
their production primarily in domestic markets.  Although reducing foreign-
denominated debt is not an unmixed blessing, because it might prevent 
some firms from borrowing,` there are strong reasons to believe that excessive 
liability dollarization is detrimental to the health of developing economies. Gov-
ernments are more likely to bail out firms and banks when they all fail together, 
and this mass failure is exactly what happens when firms have borrowed heav-
ily in a foreign currency and the currency depreciates. Thus a government safety 
net encourages financial and nonfinancial firms to borrow in foreign curren-
cies, even though this leaves the economy more vulnerable to financial crises.5 

3

Because so much foreign-denominated debt is intermediated through the 
banking system, regulation and supervision to force banks to acknowledge 
andreduce the risk posed by currency mismatches could greatly limit liability 

dollarization and thus enhance financial stability.  Similarly, restrictions on 
corporate borrowing in foreign currency or tax policies to discourage 
such borrowing could help an economy withstand a currency depreciation 
without undergoing a financial crisis. Anne Krueger, the first deputy 
managing director of the IMF, has even suggested that emerging market 
countries should make foreign-currency debt incurred by domestic firms 
unenforceable in domestic courts and that restrictions should be placed on 
lending to emerging market countries by financial institutions in industrialized 
countries.' However, blanket restrictions like these or tax policies to discourage 
borrowing in foreign currencies may be too draconian: firms that price their 
production in a foreign currency should be borrowing in that currency to limit 
their exchange rate risk.8 A more nuanced approach—one that focuses on 
systemic risk to the economy from currency mismatch, rather than on the 
amount of liabilities denominated in foreign currency—makes more sense. 

6

Another reason that residents in emerging market economies denominate 
debt in currencies from industrialized countries is that these currencies have 
more stable purchasing power and therefore less inflation risk than their 
domestic currencies. If domestic residents had access to debt indexed to 
inflation, they would have an alternative way to lower their inflation risk, and 
liability dollarization would be less likely.  With indexation, debt contracts 
would be denominated in an index unit tied to a price level index like the 
Consumer Price Index (CPI), so that, when the price level rose, the nominal 
value of debt would rise one for one. With indexation, the real value of the 
debt in terms of goods and services would remain unchanged. In the 1960s 
Chile developed an indexing unit (the Unidad de Fomento), and indexation 
of debt and other contracts became widespread. As a result Chile was able 
to avoid liability dollarization, despite having high and variable inflation rates 
similar to those in other Latin American countries that had significant liability 
dollarization.10 

9

2. Without Proper Institut ional Backup, 
Be Wary of Adopting Deposit Insurance 

Deposit insurance, which protects depositors from losses when banks go 
broke, originated in the United States. As of 1960 only six countries had emu-
lated the United States and adopted deposit insurance. This began to change 
in the late 1960s, and the trend accelerated in the 1990s, by which time over 
seventy countries had adopted deposit insurance." 

Despite its popularity, deposit insurance is a mixed blessing. The positive 
effect: By decreasing the incentive for depositors to withdraw their money if 
a bank gets into trouble, it can prevent bank panics; depositors will be less likely 
to run on the bank. 
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The negative effect: Deposit insurance increases moral hazard incentives 
for banks to take on excessive risk. Without adequate prudential regulation 
and supervision to reduce banks' incentives to take on too much risk, deposit 
insurance can increase, rather than decrease, the likelihood of a banking cri-
sis. This is exactly what has occurred in many emerging market countries. 
Research done primarily at the World Bank has found that, on average, the 
adoption of explicit government deposit insurance is associated with greater 
instability in the banking sector and a higher incidence of banking crises. 
Furthermore, the adoption of deposit insurance seems to retard financial 
development." However, these negative effects occur only in countries with 
weak institutional environments: an absence of rule of law, ineffective regu-
lation and supervision of the financial sector, and rampant corruption. Thus 
deposit insurance policies that work in advanced countries may not work in 
developing countries, and they may even be counterproductive. 

3. Restrict Connected Lending and Prevent Commercial 
Enterprises from Owning Financial Institutions 

The financial sectors of many developing countries are rife with connected lend-
ing: loans made by financial institutions to their owners or managers, or to their 
business associates, friends, and families." This practice helped lead to the 
1994-95 collapse of Mexico's financial system. Financial institutions have less 
incentive to monitor loans to their owners or managers, a situation that 
increases the moral hazard incentive for the borrowers to take on excessive risk. 
These risky loans expose the institution to potential losses. In addition, con-
nected lending in which large loans are made to one party can result in a lack 
of diversification for the institution, further increasing its risk exposure. 

Restrictions on connected lending can take several forms.  Most countries 
have regulations limiting connected lending, and many developing 
countries have limits on the books that are stricter than those in industrialized 
countries, although these limits are often not enforced effectively. An IMF study 
published in 1995, before the East Asian crisis, found that bank examiners in 
Asia were often unable to assess the amount of connected lending because they 
lacked the authority to trace to whom loans were made and because banks hid 
such loans in dummy accounts.  Strong efforts to increase disclosure of con-
nected lending and to increase the authority of bank examiners to verify the accu-
racy of loan information are essential in controlling this moral hazard. 
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Allowing commercial businesses to own large shares of financial institutions 
also increases the incentives for connected lending. The Korean financial cri-
sis of 1997 was caused in part by the chaebols' ownership of merchant banks, 
which were virtually unsupervised. The merchant banks supplied the chae-
bols with large amounts of money by borrowing abroad and lending the 
proceeds. As a result of the merchant banks' high-risk lending to the chaebols, 
mostof the banks became insolvent, and their insolvency was a key factor in 

the Korean financial crisis. Regulations preventing commercial enterprises from 
owning financial institutions are crucial for promoting financial stability in 
emerging market countries. 

4. Ensure That Banks Have Plenty of Capital 

Requiring that banks have sufficient equity capital (that their assets are greater 
than their liabilities) is another way to encourage them to take on less risk. When 
a bank is forced to hold a large amount of equity capital, it has more to lose if 
it fails and is thus more likely to pursue safer investrnents.16 

Bank capital requirements can take two forms. The simplest type, the lever-
age ratio, is the amount of capital divided by the bank's total assets. To be clas-
sified as well capitalized in the United States, for example, a bank's leverage 
ratio must exceed 5%; a lower leverage ratio, especially one below 3%, triggers 
increased regulatory restrictions. 

A more complicated system of capital requirements is that codified under 
the Basel Accord, which requires banks to hold a certain amount of capital 
depending on the type of assets the bank holds and an assessment of how risky 
they are. These are referred to as risk-based capital requirements. 

Although the Basel Accord does encourage banks to reduce risk by mak-
ing them hold more capital when they hold higher-risk assets, it was designed 
for advanced countries' banking systems and is not as effective for emerging 
market economies. For example, the accord classifies government bonds as hav-
ing the lowest risk of all bank assets. This classification may make sense in the 
United States, where U.S. Treasury bonds are extremely unlikely to ever expe-
rience a default, but it makes little sense for government bonds issued by emerg-
ing market countries. In fact, a major factor in the banking crisis in Argentina 
was the sharp fall in the value of banks' holdings of Argentine government bonds 
when these bonds went into default. In addition, emerging market economies 
are subjected to much greater economic shocks than advanced economies, and 
the increased risk that banks in these countries face suggests that the amount 
of capital they hold should be even larger. Thus bank capital requirements in 
emerging market economies need to be even more stringent than the inter-
national standards adopted by bank supervisors in advanced countries." 

5. Focus on Risk Management 

The traditional approach to bank supervision has focused on the quality of a 
bank's balance sheet at a given point in time and on whether the bank com-
plies with capital requirements. Although this traditional focus is important 
in reducing excessive risk taking, it may no longer be adequate by itself. 
Financial innovation has produced new markets and instruments that make 
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it easy for financial institutions and their employees to quickly take on huge 
amounts of risk. In this new financial environment, an institution that is 
healthy today can be rapidly driven into insolvency from trading losses tomor-
row. This point was forcefully demonstrated by the failure of Barings Bank in 
1995. Although it was initially well capitalized, Barings was brought down in 
a matter of months by the losses incurred by a rogue trader. An auditor's exam-
ination that focuses only on a financial institution's balance sheet position at 
one point in time may not be an effective indicator of whether the bank will 
be taking on excessive risk in the near future. 

Bank examiners in developing countries can help promote a safer and 
sounder financial sector by evaluating how banks manage risk. Such an eval-
uation should look at the following variables: (1) the quality of risk measure-
ment and monitoring systems, (2) the adequacy of policies to limit activities 
that present significant risks, (3) the adequacy of internal controls to prevent 
fraud or unauthorized activities on the part of employees, and (4) the quality 
of oversight of risk management procedures by the board of directors and senior 
management.  Once its assessment is completed, the bank supervisory agency 
should make sure that this information is disclosed to the public. By giving poor 
rankings to banks that are not up to par on risk management, banking super-
visors can make sure that best practices for risk management will spread 
throughout the banking industry in their comitry.19 
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6. Encourage Disclosure and Market-Based Discipline 

There are two problems with relying solely on supervisors to control risk 
taking by financial institutions. First, financial institutions have incentives to 
keep information hidden from bank examiners so that they are not restricted 
in their activities. Even if supervisors are conscientious, they may not be able 
to stop institutions from engaging in risky activities. Second, supervisors may 
give in to political pressure or be corrupt and not do their jobs properly. 

To eliminate these problems, it would be better to allow the impartial mar-
ket to discipline financial institutions when they take on too much risk. Dis-
closure by financial institutions of the state of their balance sheets encourages 
them to hold more capital, because individual depositors and creditors will be 
unwilling to put their money into an institution that is thinly capitalized. 

Disclosure requirements have one important advantage over capital require-
ments. If bank capital requirements are set too low, they will have little impact. 
If they are set too high, banks may try to evade them. Disclosure of a bank's 
true balance sheet position can help the market discipline the bank by with-
holding funds if it does not have an adequate amount of capital. Similarly, dis-
closure of the extent of a bank's lending in foreign currency can help limit the 
degree of currency mismatch. Depositors and other creditors will be more wary 
of putting their money into a bank if it is has lent extensively in dollars to firms 

that have their products denominated in the domestic currency, so that a cur-
rency depreciation will result in a surge in bad loans. In addition, disclosure 
about the risk level of banks' other activities allows individual depositors or 
other creditors to monitor the institutions and withdraw their money if the insti-
tutions take on too much risk. 

Because financial institutions are able to take on more risk than many con-
ventional businesses and because they are typically provided with a govern-
ment safety net, disclosure requirements must go beyond the simple public 
issuance of conventional balance sheet and income statements. Governments 
need to hold bank directors and managers responsible for timely and accurate 
disclosure of a wide range of information on the quality of their assets, the 
amount of risk they are exposed to, and the procedures they use to manage 
risk. Recent evidence indicates that disclosures of this type are the most 
effective tool in promoting a sound banking system.20 

Insisting that financial institutions have credit ratings is another useful 
measure to help increase market discipline. Part of the supervisory system imple-
mented in Argentina in December 1996 was the requirement that every bank 
have an annual rating provided by an agency registered with the central 
bank.21 Institutions with more than $50 million in assets were required to 
have ratings from two agencies. As part of this scheme, the Argentinean cen-
tral bank was responsible for performing an after-the-fact review of the credit 
ratings to confirm that the rating agencies were doing a proper job. In 
addition, banks were required to post these credit ratings in their branches, on 
all deposit certificates, and on all other publications intended to solicit funds 
from the public.22 The lack of a credit rating or a poor rating would make 
depositors and other creditors reluctant to put their funds into a bank, thus 
giving the bank incentives to reduce its risk taking and boost its credit rating.23 
The elements of the Argentine regulatory system that focused on disclosure 
worked extremely well in promoting a healthy banking system; it was the failure 
of the regulatory system to deal effectively with currency mismatch and the 
large holdings of government bonds that led to the destruction of the 
country's banking system.24 

Making Prudential Supervision Work 

We would like to think that politicians and government officials (the agents) 
work on behalf of the public (the principals), but this view doesn't take human 
nature into account. The principal-agent problem occurs because agents have 
incentives to act in their own interest rather than in the principals' interest. 

To act in the public's interest, prudential regulators and supervisors have 
to limit currency mismatch, restrict connected lending, ensure that banks 
have enough capital, make sure that banks don't take on too much risk, and 
encourage disclosure. They also must not engage in regulatory forbearance by 
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allowing financial institutions that are broke to continue to operate, because 
such an approach creates enormous incentives for banks with almost nothing 
to lose to take on even more risk. Because of the principal-agent problem, how-
ever, prudential supervisors have incentives to do just the opposite. Bankers 
in developing countries may bribe these government officials to allow banks 
to skirt prudential regulations, or persuade politicians to pressure the super-
visors to weaken regulations or look the other way when banks are not com-
plying with them. The principal-agent problem, and the inadequate prudential 
supervision that results, has been the source of financial crises in emerging mar-
ket countries (such as Mexico and South Korea), and it has also has led to bank-
ing crises in most advanced countries, including the United States.25 

What reforms can limit the principal-agent problem and ensure that pru-
dential supervision will work? 

1. Implement Prompt Corrective Action 

To avoid financial crises, it is essential for prudential supervisors to quickly 
stop undesirable activities by financial institutions and, even more importantly, 
to avoid regulatory forbearance and close down institutions that do not have 
sufficient capital. An important way to ensure that bank supervisors do not 
engage in regulatory forbearance is to implement prompt corrective action pro-
visions which require supervisors to intervene earlier and more vigorously either 
to force financial institutions to make necessary changes or to close them 
down if they are near insolvency.  Prompt corrective action is crucial to pre-
venting problems in the financial sector because it creates incentives for insti-
tutions to take on less risk in the first place: they know that, if they assume too 
much risk, they will be closed down quickly when they get into trouble. 

26

For corrective action to be effective, supervisors must have an accurate assess-
ment of banks' condition. Such accuracy is achieved by examining banks fre-
quently and ensuring that they recognize their bad loans, so that they are 
subtracted from the amount of capital on hand. It is particularly important to 
prohibit banks from evergreening, a practice common in developing countries 
in which banks extend new loans to troubled borrowers, who then use the new 
loans to pay back the old loans plus interest.  In this way the banks take the 
old loans, which would otherwise be classified as nonperforming, off their books 
and so do not have to record the loss and lower the value of their capital. 

27

Not only must weak institutions be closed down, but such closures must 
be done properly. Funds must not be supplied to weak or insolvent institutions 
to keep them afloat. The correct way to recapitalize a banking system is to close 
down all insolvent and weak institutions and sell off their assets to healthy insti-
tutions. If healthy institutions cannot be persuaded to buy these assets, a 
public corporation—like the Resolution Trust Corporation in the United States 
or the Korea Asset Management Corporation in South Korea—can be created 

which will have the responsibility of selling off the assets of the defunct 
banks. In order to put these assets quickly into productive use by the private 
sector, and so limit the losses, they must be sold off as promptly as possible, 
as was the case in both the United States and South Korea. 

The government must also make clear that stockholders, managers, and large 
creditors will suffer significant losses when financial institutions are closed and 
public funds are injected into the financial system. If these entities expect to 
be bailed out by the government (and this is often the case in developing 
countries), they will have tremendous moral hazard incentives to take on 
risk. If their bets pay off, they win big; if the bets fail, the government will cover 
(at least partially) their losses. 

Punishing the managers and owners of insolvent financial institutions is nec-
essary to generate public support for committing sufficient funds to clean up 
the financial sector. In the United States, for example, owners of insolvent bank-
ing institutions such as savings and loans did incur substantial financial losses 
when they failed; some were even jailed. Such actions helped provide 
political support for the full cleanup of the savings and loan and banking 
industries in the late 1980s and early 1990s. Such a thorough housecleaning is 
rare in developing countries, and even in certain advanced countries, like 
Japan. As a result the public is often unwilling to support the injection of public 
funds into the banking system to get it back on its feet. In Japan the public 
was outraged that owners of failed banking institutions (some of whom 
were criminal figures) got off free. The lack of political support for cleaning up 
its banking mess has been disastrous for Japan, and it was an important cause of 
the country's economic stagnation.28 

2. Limit "Too Big to Fail" Policies 

Because the failure of a large financial institution makes it more likely that a 
major, systemic financial disruption will occur, banking supervisors are nat-
urally reluctant to allow such an institution to fail and cause losses to depos-
itors. As a result most countries either explicitly or implicitly have a "too big 
to fail" policy under which all depositors (insured and uninsured) at a big 
bank are fully protected if the bank fails.  The problem with such a policy is 
that it increases the moral hazard incentives for big banks to take on excessive 
risk. Once large depositors know that a financial institution is too big to fail, 
they have no incentive to monitor the bank or pull out their deposits when it 
takes on too much risk. No matter what the bank does, large depositors will 
not suffer any losses. And as monitoring of banks by depositors declines, 
banks are more likely to take on even bigger risks, making failures all the more 
likely.30 

29

This problem is even more severe in emerging market countries, because 
their financial systems are typically smaller than those in developed countries. 
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These systems tend to be dominated by fewer institutions, which are large rel-
ative to the overall size of the economy, increasing the likelihood that they will 
be considered too big to fail. 

Government officials, particularly in less-developed countries, are also 
reluctant to close banks that are "too politically connected to fail." In Indone-
sia before its financial crisis in 1997, it was widely expected that the govern-
ment of President Suharto would bail out the banks owned by his children and 
cronies, and this is exactly what happened, despite the protests of the IMF. The 
government connections and political power of large financial institutions are 
typically much greater in emerging market countries, making it more likely 
that they will be bailed out if they experience difficulties. Indeed, in many such 
countries, other creditors, stockholders, and uninsured depositors have been 
protected when large institutions have been subject to failure. 

Limiting the moral hazard that arises when financial institutions are too big 
or too politically connected to fail is a critical part of prudential supervision 
in emerging market countries. To discourage large institutions from taking on 
excessive risk, supervisors need to scrutinize them even more rigorously and 
allow large depositors, and especially shareholders and managers, to suffer losses 
when these institutions are insolvent.3' 

The same incentives clearly apply to nonfinancial companies if they are con-
sidered by the government to be too big or too politically connected to fail. 
Lenders, knowing that they are unlikely to be subjected to losses if a company 
gets into trouble, will not monitor the company and call in its loans if it is tak-
ing on excessive risk. In many emerging market countries, governments have 
propped up large and politically connected companies when they suffered finan-
cial distress; this support has only led to increased risk taking by these com-
panies, especially when they faced difficult times. As we have seen, the "too 
big to fail" policy for the chaebols was a key factor behind the South Korean 
financial crisis. 

To eliminate incentives for the corporate sector to take on too much risk, "too 
big to fail" policies must be eliminated, as in the financial sector. This reform 
implies a greater separation between the corporate sector and the government, 
necessitating a change in the business cultures of many emerging market 
countries. 

3 .  G i v e  A d e q u a t e  R e s o u r c e s  t o  P r u d e n t i a l  
Regulators and Supervisors 

In many emerging market countries, prudential regulators and supervisors are 
not given sufficient resources to do their jobs effectively. In close to 40% of devel-
oping countries, supervisors can be held personally liable for their actions in 
civil lawsuits.  In addition their salaries are generally low relative to those paid 
in the private sector. In India, for example, bank supervisors in the late 1990s 
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typically had an annual salary of $3000 (plus housing benefits), while a com-

parable assistant vice president position in a private sector bank was paying 
$75,000.  While the problem of low public sector pay relative to the private 
sector also exists in rich countries, it is far less severe. When I was an 
executive at the Federal Reserve Bank of New York, I worried that employees 
could often double or triple their salaries by moving to the private 
sector—not increase their income by a factor of twenty-five! 
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Without sufficient resources and incentives, supervisors will not adequately 
monitor the activities of banks and their managers. Indeed, proper monitor-
ing of banking institutions has been absent in both emerging market countries 
and industrialized countries. For example, the U.S. Congress's resistance to pro-
viding the savings and loan supervisory agencies with the resources to hire an 
adequate number of bank examiners was a key factor in worsening the sav-
ings and loan crisis in the 1980s. 

Giving supervisors the resources to do their jobs is critical to promoting 
a financial system that is resistant to financial crises. Ruth de Krivoy, who was 
the president of Venezuela's central bank during that country's banking cri-
sis in 1994 and witnessed the supervisory process from the inside, has put it 
nicely: supervisors in emerging market countries must be given not merely 
adequate compensation but also respect.  If they are paid poorly, they will 
be more easily bribed, either directly or through promises of high-paying jobs, 
by the institutions they supervise. Allowing supervisors to be held person-
ally liable in legal suits for carrying out their responsibilities makes it less likely 
that they will take the appropriate actions, for fear of such suits. And if they 
do not have sufficient resources to monitor financial institutions, particularly 
in terms of information technology, they will be unable to spot excessive risk 
taking. 

34

Adequate government funding to enable supervisors to close down in-
solvent institutions is also essential if prompt corrective action is to work. When 
a banking system is in trouble, politicians and regulatory authorities often engage 
in wishful thinking, hoping to avoid a large injection of public funds to save 
the system. Such regulatory forbearance only allows insolvent institutions to 
keep operating and invites even more disastrous consequences. 

4. Give Independence to Regulatory 
and Supervisory Agencies 

Because politicians often pressure prudential supervisors to discourage them 
from doing their jobs, the bank regulatory or supervisory agency must be suf-
ficiently independent from the political process that it will not be encouraged 
to sweep problems under the rug.  Providing supervisory agencies with ade-
quate resources will help promote their independence. If supervisory agencies 
must come hat in hand to the government for the funds to close down in- 

35
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solvent institutions, they will be subject to political pressure to engage in reg-
ulatory forbearance. 

5. Mahe Supervisors Accountable 

Giving independence to prudential supervisors is not an unmixed blessing. 
The principal-agent problem shows that they will not always act in the pub-
lic's interest. They have incentives not only to do the bidding of bankers and 
politicians in not enforcing regulations to restrain bank risk taking, but also 
to engage in regulatory forbearance, hiding the problems of insolvent banks 
and hoping the situation will improve—a behavior that Edward J. Kane, an 
expert on banking, has characterized as "bureaucratic gambling."36 

To improve incentives for them to do their jobs properly, supervisors must 
be held accountable if they engage in regulatory forbearance." Opening up the 
actions of bank supervisors to public scrutiny makes this course less attractive 
to them, thereby reducing the principal-agent problem. In addition, politicians 
will be less likely to influence supervisors to relax their supervision of banks 
when the reasons for supervisory actions are visible to the public. To 
encourage supervisors to do their jobs, they must also be subject to criminal 
prosecution (but not civil lawsuits) if they are caught taking bribes, and they 
must be subject to censure and penalties if they take jobs with institutions that 
they have recently supervised. In many emerging market countries, supervisors 
are allowed to get too close to the institutions they supervise and go to work 
for them almost immediately after leaving the public sector. 

6. Strong Discretionary Supervisory Powers May Backfire 

The new Basel Accord for bank supervision (known as Basel II), which is to 
go into effect in 2007 and 2008, has strengthening of official supervision as one 
of its three pillars. (The other two are institution of minimum capital require-
ments and strengthening of market discipline.) Basel II suggests that super-
visors be given stronger statutory, discretionary powers such as the legal 
ability to issue cease and desist orders to force a bank to change its internal orga-
nizational structure, suspend dividends, stop bonuses, decrease management 
fees, remove and replace managers and directors, and so on. These powers pro-
vide supervisors with a stick to force banks to comply with regulations and 
to restrain them from engaging in risky behavior. 

However, giving supervisors these powers is beneficial only if they are act-
ing in the public interest, that is, only if the principal-agent problem is not severe. 
In countries with a strong rule of law, an active free press that holds supervi-
sors accountable for their actions, and relatively high wages for supervisors, 
supervisory powers are far more likely to be used in the public interest. What 
works well in rich countries with strong institutional environments, how-ever, 
may not work in the weaker institutional environments of developing countries. 

Instead of acting in the public interest as a helping hand, supervisors may 
instead act in their own interest as a grabbing hand. An important new 
book, Rethinking Bank Regulation and Supervision: Till Angels Govern, uses a 
unique database on bank supervisory practices throughout the world com-
piled by the World Bank 

ank to see whether supervisors act as a helping hand or a 
grabbing hand.38 In rich countries supervisors generally help; in developing 
countries they generally grab. The statistical evidence suggests that strength-
ening the discretionary powers of supervisors in developing countries has led 
to lower levels of bank development, greater corruption in lending, and banks 
that are less sound. 

The possibility that supervisors in developing countries will act as a grab-
bing hand suggests that giving them strong statutory authority to implement 
prudential measures like prompt corrective action, limiting connected lend-
ing, focusing on risk management, and limiting "too big to fail" policies may 
not work well. This is one reason why making supervisors accountable by 
increasing the transparency of their actions is so important: it makes it less likely 
that they will grab and more likely that they will help. If institutional devel-
opment is so weak in a country that this cannot be done, then following the 
Basel II recommendation of strengthening supervisory powers may do more 
harm than good. 

Should we just throw up our hands and give up on prudential supervision 
in developing countries with weak institutional environments? Clearly not. 
Measures to make prudential supervision effective should be high on policy-
makers' agendas. But since instituting effective and accountable prudential super-
vision takes time, stronger statutory powers for supervisors may have to be 
phased in. For countries with weak institutional development, prudential 
supervision may need to focus less on telling banks what to do and more on 
encouraging market discipline by making sure banks comply with disclosure 
requirements, that is, making sure that information provided by financial 
institutions is both accurate and sufficient. Only when the institutional envi-
ronment has improved to the point that supervisors are accountable for doing 
their jobs properly should they be given discretionary statutory powers. 

7. Get the Government Out of the Banking Business 

Governments in developing countries often set up banking systems dominated 
by state-owned banks which do not have the incentives to allocate credit to pro-
ductive uses. The resulting poor allocation of capital leads to less efficient invest-
ment and slower growth.  State-owned banks also weaken the banking 
system. The absence of a profit motive means that they are less likely to man-
age risk properly and operate efficiently. State-owned banks typically have larger 
loan losses than private institutions, and the countries with the largest share 

39
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of state-owned banks, on average, are also the ones with a higher percentage 
of nonperforming loans and higher operating costs.49 

The inefficiency of state-owned banks and their higher loan losses strongly 
argue for privatization of the banking sector. However, even privatization must 
be managed properly or it can lead to disaster. If purchasers of banks are those 
who are likely to engage in excessive risk taking or even fraud, banking prob-
lems will arise. If purchasers are allowed to put very little of their own capi-
tal into the bank (as in Mexico), they may also have strong incentives to 
engage in risky activities at the depositors' and taxpayers' expense. If corpo-
rations are allowed to purchase banking institutions (as in South Korea), they 
are more likely to make connected loans, which in turn are more likely to end 
in default. The potential downsides of privatization do not suggest that it should 
be avoided altogether, but rather that the chartering or licensing process be suf-
ficiently stringent to screen out bad owners and ensure that bank ownership 
goes to individuals who will improve bank performance relative to that under 
the previous government managers. 

Opening Up the Financial System to Foreigners 

Opening up the financial system to foreigners, a key element of financial 
globalization, encourages financial and economic development by lowering 
the cost of capital directly and by increasing the support for domestic reforms 
that will make the system operate more efficiently. It also has the potential ben-
efit of making financial crises less likely. 

1. Allow Entry of Foreign Banks 

Many developing countries have laws that prevent foreign banks from estab-
lishing branches or affiliates in the country. Instead of seeing foreign banks as 
a threat, developing countries should see their entry as an opportunity to increase 
the stability of the financial system in general and the efficiency of the bank-
ing system in particular.44 

Foreign banks have more diversified portfolios and often have access to 
sources of funds from all over the world through their parent companies. This 
diversification means that these foreign banks are exposed to less risk and are 
less affected by negative shocks to the home country's economy. Because 
many emerging market and transition economies are more volatile than indus-
trialized countries, having a large foreign component to the banking sector is 
especially valuable because it can help insulate the banking system from 
domestic shocks. Encouraging the entry of foreign banks is thus likely to lead 
to a banking and financial system that is substantially less fragile and far less 
prone to crisis. In fact, data show that countries that allow foreign bank entry 
have more stable financial systems and fewer episodes of financial crisis.42 
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The entry of foreign banks can also encourage adoption of best management 
and prudential supervisory practices. Foreign banks come with expertise in 
areas like risk management and are typically more efficient than domestic 
banks.  For example, when bank examiners see better practices in risk man-
agement, they can encourage the spread of these practices throughout their 
country's banking system by downgrading banks that do not adopt them. Hav-
ing foreign banks demonstrate the latest risk management techniques can 
thus lead to improved control of risk in the home country's banking system.44 

43

Foreign bank entry can redistribute economic power to encourage institu-
tional reforms. Foreign banks know firsthand of the benefits of screening and 
monitoring credit risks from the institutional frameworks in the advanced 
countries where they originate; therefore they have incentives to encourage the 
domestic government to take steps to improve the quality of the financial sys-
tem. As domestic financial institutions lose business to foreign banks, they too 
will recognize the need for reforms to improve the legal system and the qual-
ity of information in financial markets, so that they can make profitable loans 
to new customers. Foreign bank entry can have the added benefit of turning 
domestic financial institutions into supporters of institutional reform. 

Encouraging the entry of foreign banks makes it more likely that a failed 
bank's uninsured depositors and creditors will not be bailed out 45 Governments 
are far less likely to bail out the banking sector if a large number of banks are 
foreign owned because such a move will be politically unpopular.46 Thus 
uninsured depositors and other creditors will have greater incentives to mon-
itor a bank's practices and performance and will withdraw their funds if it takes 
on too much risk. The resulting increase in market discipline is likely to 
encourage more prudent behavior by banking institutions: foreign banks 
have higher amounts of funds set aside to cover potential loan losses (loan loss 
provisions) and have higher recovery rates for loans that go into default.47 

Are there disadvantages to foreign bank entry? Two concerns about the entry of 
foreign banks seem unfounded. The first is that the entry of foreign banks might 
hurt small customers because it may cause the demise of the small domestic 
banks that specialize in lending to small businesses and individuals. A simi-
lar concern was expressed in rich countries like the United States when large 
banks from one state were allowed to open branches in other states, and the 
fear that small businesses would suffer from interstate branching was gener-
ally unfounded.  When domestic banks in Argentina were first acquired by 
foreign banks, they did not initially focus on consumer, mortgage, or property 
lending, but over time they began to enter these businesses aggressively, 
thereby lowering interest rates for consumers.49 

48

A second concern is that foreign banks may be more likely to cut and run 
(close their branches and stop lending) during a crisis and thus could exacer-
bate the crisis. However, the opposite seems to be the case in emerging mar- 
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ket countries like Argentina and Mexico, where the presence of foreign banks 
has stabilized credit flows during crises." 

In recent years, the benefits of foreign entry of banking institutions have been 
more widely recognized in emerging market countries, with the result that the 
foreign share of emerging market banking markets has grown. Today in 
Argentina, Chile, Mexico, and Peru, more than 50% of the assets in the bank-
ing system are in foreign banks, compared with less than 30% in 1995. A major 
study done by the Inter-American Development Bank, Unlocking Credit: The 
Quest for Deep and Stable Bank Lending, concludes that the benefits of foreign 
bank entry greatly outweigh its potential costs." 
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However, there are possible downsides to allowing foreign bank entry. Entry 
of foreign banks will only generate benefits if it increases competition in the 
financial system. If foreign banks are allowed to create monopolies, they 
may not have the incentives to be efficient and to bring in best practices. If 
they earn monopoly profits, they are also less likely to support institutional 
reform. Ensuring that foreign bank entry will in fact make the banking sys-
tem more competitive may require rules—along the lines of the antitrust 
regulations that we see in many advanced countries like the United States—
that make it difficult for foreign banks and domestic banks to unfairly squeeze 
out their competition. 

Foreign bank entry may have another downside if it leads to a banking sys-
tem with too large a share of foreign banks. Because foreign banks arc unlikely 
to have a domestic political constituency, if a banking crisis occurs they can 
be a convenient scapegoat for the government. The government may blame 
them for causing the crisis and expropriate some of their resources. This hap-
pened in Argentina just after its currency board collapsed in 2002: banks, 
because they were mostly foreign, were required to pay their depositors a larger 
number of pesos per dollar than they were allowed to collect on their loans; 
they suffered large losses." The lack of political protection for foreign banks 
is both good and bad. They are less likely to be bailed out and so have less incen-
tive to take on too much risk. On the other hand, they are more likely to be sub-
jected to large losses if a country experiences a crisis—and this may deter them 
from entering an emerging market country in the first place. 

2. Only Use Capital Controls as Part of Prudential Supervision 

In the aftermath of recent financial crises in which countries experienced 
large capital inflows before the crisis and large capital outflows afterward, much 
attention has been focused on whether international capital movements are a 
major source of financial instability and should therefore be controlled. 

The case for capital controls. The pattern of financial crises suggests that inter-
national capital movements play an important role in producing financial 

instability when a government safety net and inadequate supervision of bank-

ing institutions encourage capital inflows which lead to a lending boom and 
excessive risk taking by banks.  Controls on capital inflows of the type imple-
mented in Chile in the early 1990s have received support from prominent 
policymakers, economists, and media sources—including Robert Rubin, former 
secretary of the U.S. Treasury Stanley Fischer, former first deputy managing direc-
tor of the IMF, and the Economist magazine—because they are seen as a way to 
cut off the fuel for a lending boom that can trigger a financial crisis.55 
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Capital outflows have also been cited as a cause of the foreign exchange crises 
that have promoted financial instability in emerging market countries: foreigners 
pull their capital out of a country, and the resulting capital outflow forces the 
country to devalue its currency. Controls on capital outflows may thus lessen 
the severity of the crisis, and this strategy has been endorsed by such 
economists as Paul Krugman, Dani Rodrik, and Joseph Stiglitz." 

The case against capital controls, Capital controls that interfere with the free oper-
ation of financial markets also have many undesirable consequences. Controls 
on capital inflows may block the entrance of funds that could be used for pro-
ductive investments." In addition, opening up the financial sector to foreign 
capital can promote beneficial reforms, and capital controls on inflows inter-
fere with this process. Although these controls may limit the fuel supplied to 
lending booms, over time they produce substantial distortions and misallocation 
of resources, as households and businesses try to get around them.  Controls 
on capital inflows can lead to corruption, with government officials getting paid 
off to look the other way when firms are trying to bring capital into the 
country. There are serious doubts about whether capital controls can be effec-
tive in today's environment, in which trade is open and so many financial instru-
ments make it easier to circumvent these controls. There is little evidence 
that controls on capital inflows actually make crises less likely: to the contrary, 
the evidence suggests that capital controls probably make financial crises 
more likely." 
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This analysis of why financial crises occur certainly does not make a case 
for control of capital outflows as a solution to financial crises. We have seen 
that a key factor in foreign exchange crises is problems in the domestic econ-
omy (such as weak banks or irresponsible fiscal policy) that lead to specula-
tive attacks and subsequent capital outflows. In this view, the capital outflow 
associated with the foreign exchange crisis is a symptom of underlying fun-
damental domestic problems rather than the cause of the crisis. This observation 
is borne out by empirical evidence that the first people to pull their money out 
of a country are not foreigners but domestic residents." The consensus from 
many empirical studies provides support for this view: changes in capital flows 
or the current account do not predict foreign exchange crises, but fundamen-
tals, such as problems in the banking sector, do.61 
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Capital controls on outflows of the type put in place by Malaysia in the imme-
diate aftermath of the 1997 crisis suffer from several serious deficiencies. First, 
empirical evidence indicates that controls on capital outflows are seldom 
effective during a crisis, because the private sector eventually finds ingenious 
ways to evade them and ultimately has little difficulty moving funds out of 
the country.  This is a key reason why Malaysia instituted its controls for only 
a brief, temporary period. Second, the evidence suggests that capital flight may 
even increase after controls are put into place, because confidence in the gov-
ernment is weakened.  Third, controls on capital outflows are even more likely 
to lead to corruption than controls on capital inflows, because domestic resi-
dents will be desperate to get their funds out of the country during a crisis and 
so will pay even greater bribes. Fourth, controls on capital outflows may lull 
governments into thinking they do not have to take steps to reform their 
financial systems to deal with the crisis, with the result that opportunities are 
lost to improve the economy.  Fifth, putting controls on capital outflows, 
even temporarily, may discourage capital from flowing into the country by sug-
gesting that it may be difficult to take out the proceeds from investments in 
the future.65 
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Paul Krugman, Dani Rodrik, and Joseph Stiglitz have taken the position that 
Malaysia performed better than other East Asian countries after the crisis, sug-
gesting that Malaysia's capital controls did help lessen the severity of the cri-
sis.  I take a different position, one that i believe is more consistent with the 
facts.  That Malaysia was in a far better position than other East Asian 
countries at the onset of its troubles explains why its crisis was less severe. Before 
the crisis, Malaysia had a smaller lending boom and a smaller problem with 
nonperforming loans because its central bank did a much better job of super-
vising the banking system than did the central banks in the other crisis 
countries.  Instead, it was the anti-market policies and statements of the 
Mahathir government that caused the Malaysian crisis to be as severe as it was. 
The primary impact of the Malaysian capital controls was to give the government 
greater scope to assist politically connected firms and to engage in cronyism. 
The fact that politically connected firms saw a relative rise in their stock mar-
ket value when the capital controls were imposed supports the negative 
impact of these controls.69 
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The case for prudential controls. There is a strong case for improving bank reg-
ulation and supervision so that capital inflows are less likely to produce a lend-
ing boom and excessive risk taking by banking institutions. For example, if banks 
were restricted in how fast their foreign borrowing could grow, the impact of 
capital inflows might be dampened. These prudential controls could be 
thought of as a form of capital control, but they are different from the typical 
controls because they focus on the sources of financial fragility rather than the 

symptoms. Supervisory controls of this type can enhance the efficiency of the 

financial system rather than hamper it. 
The controls on capital inflows implemented in Chile, so often cited by pro-

ponents of capital controls as a success, were not designed to restrict the over-
all inflow of capital but were instead intended to restrict only short-term capital 
inflows ("hot money") that might destabilize the financial system. The controls 
were not set up as an outright ban but as a tax on capital inflows that would 
only be in effect for a short time. They look less like restrictions on capital flows 
and more like a form of prudential control. indeed, the evidence is strong that 
the overall flow of capital into Chile was unaffected by the controls, but that 
the composition of the flows was snore long term than short term.  Chile even-
tually decided that these controls were unproductive, and in April 2001 Chile's 
capital account was completely liberalized with the elimination of all restric-
tions on capital flows. 
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Managing the Overall Economy 

So far I have outlined reforms that focus on the details of how to develop a finan-
cial system that is less prone to crises. But there is a bigger picture: the over-
all economy must be managed to prevent financial crises. 

1. Financial Liberalization Should Be Sequenced 

Although deregulation and liberalization are highly desirable objectives, the 
analysis of financial crises indicates that, if this process is not managed prop-
erly, it can be disastrous. A crash program of immediate deregulation and lib-
eralization can have negative consequences that may be difficult to predict. If 
the proper bank regulatory/supervisory structure, accounting and disclo-
sure requirements, restrictions on connected lending, and well-functioning legal 
and judicial systems are not in place when liberalization occurs, the appropriate 
constraints on risk-taking behavior will be far too weak. Bad loans will be likely, 
with potentially disastrous consequences for bank balance sheets in the future. 

In addition, before liberalization occurs, banks may not have the expertise 
to make loans wisely, and so opening them up to new lending opportunities 
may also lead to loan portfolios of poor quality. Opening up to foreign capi-
tal inflows often leads to a lending boom, because of increased opportunities 
for bank lending and because of financial deepening in which more funds flow 
into the banking system. Although financial deepening is a positive develop-
ment for an economy in the long run, in the short run the lending boom may 
outstrip the available information resources and promote a financial collapse. 

The dangers of financial deregulation and liberalization do not imply that 
countries would be better off by rejecting liberalization. To the contrary, finan- 
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cial liberalization and globalization are critical to the efficient functioning of 
financial markets. Getting funds to those with the most productive investment 
opportunities is especially critical in emerging market countries, because 
these investments can have especially high returns, thereby stimulating rapid 
economic growth. 

To avoid financial crises, policymakers need to put in place the proper 
institutional structure before liberalizing their financial systems, especially if 
there are no restrictions on financial institutions seeking funds abroad or issu-
ing foreign-denominated debt.  Crucial to avoiding financial crises is imple-
mentation of the policies outlined earlier: limits on currency mismatch, 
restrictions on connected lending and ownership by commercial enterprises, 
requirements for adequate bank capital, an appropriate focus on risk 
management, adequate disclosure and encouragement of market-based 
discipline, adoption of prompt corrective action, limits on "too big to fail" 
policies, provision of adequate resources to bank supervisors, shielding of bank 
regulators and supervisors from short-run political pressure, increased 
accountability of bank supervisors, elimination of state-owned banks, and 
encouragement of the entry of foreign banks. 
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There is an important counterargument to the view that these reform mea-
sures must be fully in place before financial liberalization can take place.72 
Because, as we have seen, powerful elites in emerging market countries often 
oppose reforms intended to improve the working of the financial system, 
many countries do not pursue reforms before they undertake financial liber-
alization. Instead, the opening up of the financial system itself provides an impor-
tant impetus for reform. Indeed, in one study of financial liberalizations, the 
rule of law improved before financial liberalization in only 18% of countries, 
while it improved after liberalization in 64%.  This same study also found that 
financial liberalization is followed by greater volatility in business cycles but 
leads to more stability in the long run.74 
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Because financial liberalization may still be worth pursuing even if the 
necessary reforms are not already in place and because of the stresses that rapid 
expansion of the financial sector puts on both managerial and supervisory 
resources, restricting the growth of credit when financial liberalization is put 
into place makes a lot of sense. Such restrictions can take the form of putting 
upper limits on loan-to-value ratios or, for consumer credit, setting maxi-
mum repayment periods and minimum downpayment percentages. 
Restrictions can also be placed on how fast certain types of loans in banks' 
portfolios are allowed to grow. In addition, at the beginning of the liberalization 
process, restrictions on foreign-denominated debt and prudential controls 
that might limit capital inflows may be necessary to reduce the vulnerability of 
the newly liberalized financial system. As the appropriate infrastructure is 
put into place, these restrictions can be reduced. 

Although a complete financial liberalization is a worthy goal, it may have 

to be phased in over time, with some restrictions imposed along the way. 
The arguments for phasing in financial liberalization have important lessons 

for China. The Chinese authorities have recognized that the development of 
an efficient financial system is a high priority. However, they are still a long 
way from this goal. Many of the recommendations listed earlier have not yet 
been implemented. Prudential regulation of the banking system is still in a prim-
itive state, while the state-owned banking sector, which dominates Chinese finan-
cial markets, has a huge problem with bad loans. Although the government 
is making some progress on dealing with these problems (for example, it has 
pumped nearly $250 billion into recapitalizing the largest four banks and has 
allowed over sixty foreign banks to set up shop in China),  pushing financial 
liberalization and globalization too quickly would almost surely lead to dis-
aster. Indeed, Chinese officials have been very concerned recently about the 
continued rapid growth of lending and have been trying to rein it in.  At this 
juncture, full-scale financial liberalization and opening up completely to for-
eign capital flows would further fuel the lending boom, sharply increase the 
percentage of nonperforming loans, and eventually lead to a financial crisis. 
Nevertheless, officials from the advanced countries, and particularly the 
United States, have been pressuring the Chinese to rapidly liberalize their cap-
ital markets and fully integrate them with the world market.  This pressure 
may be ill advised, and the Chinese have wisely not caved in to it. They do need 
to pursue a process of financial liberalization and globalization, but they must 
do it at a measured pace. 
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2. Fiscal Policy Should Be Reformed 
to Prevent Excessive Budget Deficits 

Although most financial crises in recent years have been triggered by deficiencies 
in the financial system, the Argentine crisis of 2001-02 demonstrates that 
even a prudential regulatory and supervisory system that effectively restricts 
risk taking may not be enough to prevent devastating crises if fiscal policy spins 
out of control. Fiscal reform is thus another key to preventing financial crises 
in emerging market countries, and it takes several forms. 

First, provincial or state governments must not be bailed out by the central 
government when they cannot pay their bills. Knowing that the central gov-
ernment will come to the rescue, the provinces or states have every incentive 
to overspend, because they can put the burden onto the taxpayers in other 
provinces. This is just another manifestation of moral hazard and the free-rider 
problem, but in this case it applies to governments and not the private sector. 
When provinces spend far more than they take in and turn to the central 
government to fund their deficits, the government will print money to pay the 
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bills. This practice leads to high inflation or to a default on the government debt, 
which triggers a financial crisis. Both outcomes occurred in Argentina. 

Americans take it for granted that state budgets have little impact on what 
happens to federal government debt. Indeed, no one worries that profligate 
spending by any state or local government will lead to a ballooning federal 
deficit. Instead Americans focus on what the federal government spends rel-
ative to its revenue, and they realize that state and local governments must sink 
or swim on their own. 

As a native New Yorker, I will never forget the full-page headline in the New 
York Daily News on October 30, 1975: "Ford to City: Drop Dead." This quintes-
sential New York-style banner ran when President Gerald Ford turned down 
a request from local politicians to bail out the city when it was facing a budget 
crisis. Without the bailout, New York was forced to restructure its debt and cut 
spending, actions that sent the city into a downward spiral from which it has 
recovered only in recent years. Although I (along with millions of other New 
Yorkers) was pained by the consequences for the city President Ford did exactly 
the right thing. If the federal government had bailed out New York, then state 
and local governments would have realized they had license to be fiscally irre-
sponsible, and the United States might have ended up a bit more like Argentina. 

Think of what would have happened in California during its recent bud-
get crisis if New York had been bailed out in the 1970s. California would also 
have expected a federal bailout, and its spending would have spun out of con-
trol, with a huge impact on the federal deficit. 

A "no bailout" rule for state and local governments is a critical reform for 
any country, but especially for emerging market countries in which significant 
government fiscal imbalances can trigger a financial crisis. Alternatively, bud-
get rules can be set up for state and local governments that prevent them from 
running large deficits. The members of the European Monetary Union have 
followed this approach with their Stability and Growth Pact, which limits mem-
ber states to maximum budget deficits of 3% of GDP. However—as has become 
clear recently when France and Germany violated this limit—enforcing bud-
get rules of this type may not be easy. 

Another reform necessary to keep fiscal imbalances from triggering crises 
is the establishment of budget rules that increase transparency Fiscal policy 
gets out of control in emerging market countries because the government's fis-
cal accounts are nontransparent. If the public has no idea what the government 
is spending—a clear-cut information asymmetry—then it is hard for them to 
restrain politicians from spending money on projects that reward their fami-
lies and friends or the constituents who will fill their campaign coffers. Such 
pork barrel spending is not restricted to emerging market countries; it occurs 
in advanced countries as well. There is typically far less transparency in 
emerging market countries, however, and this is why their fiscal problems are 
generally far worse. 
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Increasing transparency by eliminating special accounts and consolidating 
all fiscal activities under one bottom-line measure that summarizes the total 
government budget situation is one step in this direction. Giving more power 
to chief executives or finance ministers to control spending can constrain the 
tendencies of different parts of the government to push their pet spending proj-
ects, which might lead to large budget deficits.  In addition, measures requir-
ing balanced budgets can be put in place to ensure fiscal responsibility. 
However, rules of this type can be manipulated and thus require a high degree 
of budget transparency to work. 
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3 .  T h e  M o n e t a r y  P o l i c y  F r a m e w o r k  
Should Promote Price Stability 

Monetary policy can play an important role in promoting financial stability. 
Price stability, which entails a low inflation rate, is a worthy goal in its own 
right. Not only do public opinion surveys indicate that the public is hostile to 
inflation, but there is also strong evidence that inflation is harmful to the 
economy. Inflation, particularly at high levels, is found to be negatively asso-
ciated with growth, while at lower levels it decreases the level of economic activ-
ity, although not necessarily the growth rate?' Empirical evidence also indicates 
that price stability helps promote financial deepening, with all the benefits it 
brings, such as a lower cost of capital, a higher rate of economic growth, and 
reduction of poverty.85 

Our understanding of the causes of financial crises provides additional rea-
sons why price stability is so important. We have seen that, when countries have 
a past history of high inflation, debt contracts are often denominated in 
foreign currencies, ' and this liability dollarization makes the financial system 
more fragile because currency depreciation can trigger a financial crisis. 
Achieving price stability is a necessary condition for having a sound 
currency, and with a sound currency it is far easier for banks, nonfinancial 
firms, and the government to raise capital with debt denominated in 
domestic currency. Israel, for example, went from over 50% dollarization of its 
bank deposits in the mid-1980s to less than 10% by the mid-1990s after a decade 
of achieving low and stable inflation and fiscal consolidation. The successful 
pursuit of price stability is another way to reduce an economy's dependence 
on foreign-denominated debt, reduce currency mismatches, and enhance 
financial stability.82 

8

What reforms can help emerging market countries achieve price stability? 
Examining this topic could fill a book, so I will only touch on it here. The fis-
cal reforms mentioned earlier are key; if fiscal imbalances become too large, 
governments resort to printing money to finance their deficits, and inflation 
will take off. Indeed, the primary reason that emerging market countries 
often have such a bad historical experience with inflation is that they have so 
often pursued irresponsible fiscal policy. Central banks also need to be insu- 
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lated from the political process, because politicians typically focus on the short-
run creation of jobs and often push central banks to pursue an expansionary 
policy to create them. When this happens, inflation rises, which harms the econ-
omy in the long run and thus eventually hurts workers rather than helping 
them.  Granting the central bank independence so that it can set monetary 
policy without political interference can help it to focus on the longer-term goal 
of containing inflation. In addition, giving the central bank a mandate to 
pursue price stability as its overriding goal can provide more political sup-
port for measures to control inflation. As I have advocated in a number of 
articles and in my book Inflation Targeting: Lessons from the International Expe-
rience, which I wrote with Ben Bernanke (now the chairman of the Federal 
Reserve), Thomas Laubach, and Adam Posen, having the government and the 
central bank commit to achieving an explicit numerical goal for inflation (an 
inflation target) can help anchor inflation expectations and increase the prob-
ability that the central bank will seriously pursue the goal of price stability.84 
The resulting improved control of inflation and reduction of liability dollar-
ization will promote financial stability. 
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4. Pegging the Exchange Rate Can Be Dangerous 

Pegged-exchange-rate regimes, in which the domestic currency is pegged to a 
foreign currency like the U.S. dollar, have often been used by emerging market 
countries to promote price stability. Although often successful in bringing infla-
tion down, such regimes have also been a common element in financial crises in 
emerging market countries. A pegged-exchange-rate regime appears to encour-
age liability dollarization, which makes the economy highly vulnerable to harm-
ful effects from depreciation of the domestic currency.  By providing a more stable 
value for the currency, an exchange rate peg can lower the perceived risk for 
foreign investors and thus encourage capital inflows. Although these capital inflows 
might be channeled into productive investments and stimulate growth, the 
presence of a government safety net and weak bank supervision can lead instead 
to excessive lending. The capital inflow is then likely to lead to a lending boom, 
an explosion of nonperforming loans, and an eventual financial crisis. 
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A pegged-exchange-rate regime can also make it easier for a country to tap 
foreign markets for credit and, with access to additional markets for its debt, for 
the government to engage in irresponsible fiscal policy. Argentina again provides 
a graphic example of this problem: when its fiscal policy became unsustain-
able, it provoked a disastrous crisis that pushed it into a serious depression. 

Pegged-exchange-rate regimes are subject to speculative attacks, and if 
these attacks are successful the collapse of the domestic currency is usually much 
larger, more rapid, and less anticipated than when a depreciation occurs 
under a floating-exchange-rate regime.  The pegged regime makes an emerg-
ing market economy especially vulnerable to twin crises, in which the 
currencycollapse destroys firms' and households' balance sheets, thus provoking 

a financial crisis and a sharp economic contraction. 
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The hazards of pegged-exchange-rate regimes are evident in the case stud-
ies of financial crises in Chapters 5-7, and additional research confirms their 
dangers. Countries exiting from such regimes experience more serious finan-
cial crises and larger declines in output the longer the exchange rate peg has 
been in place.87 

These hazards are so clear that most emerging market countries would be 
far better off avoiding exchange rate pegs and instead adopting a flexible 
regime in which the exchange rate is allowed to float on a daily basis. As Stan-
ley Fischer, former first deputy managing director of the IMF, put it: "The adop-
tion of flexible exchange rate systems by most emerging market countries is 
by far the most important emerging market crisis prevention measure."88 
Under a floating regime, exchange rate movements are much less nonlinear 
than in a pegged-exchange-rate regime. Indeed, the daily fluctuations in the 
exchange rate in a floating regime make clear to private firms, banks, and gov-
ernments that there is substantial risk involved in issuing liabilities denomi-
nated in foreign currencies. Furthermore, a depreciation in the exchange rate 
may provide an early warning signal to policymakers to enable them to adjust 
their policies to limit the potential for a financial crisis.89 

Floating-exchange-rate regimes do not avoid the negative consequences of 
exchange rate volatility, because liability dollarization does not disappear 
entirely and a currency depreciation can still damage balance sheets and 
harm the economy. Nevertheless, scorched fingers are better than death by fire.9° 

Thus a pegged-exchange-rate regime, which is backed only by a government's 
announcement of the peg and not by a firmer institutional commitment, is likely 
to increase financial instability in emerging market countries. This is why in 
my academic writings I have advocated the adoption of a floating-exchange-
rate regime for most emerging market countries, but with a strong commitment 
to controlling inflation by means of an inflation target.91 

Pegged exchange rates are not always inappropriate, however, and advo-
cacy of floating-exchange-rate regimes can be taken too far. As Paul Volcker, 
a former chairman of the Federal Reserve, has put it, " We still hear the siren 
song that somehow floating exchange rates will solve the problem. That seems 
to me a strange and sad refrain."92 

In emerging market countries whose political and monetary institutions are 
particularly weak and which therefore have a history of high inflation, fixing 
the exchange rate relative to a sound currency may be the only way to break 
inflationary psychology and stabilize the economy. This consideration has 
driven some economists to suggest that there are times when a strong commit-
ment to a fixed exchange rate (either through a currency board or through full 
dollarization, in which the country abandons its currency and adopts a foreign 
currency like the dollar as its money) might be necessary.93 
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However, as I have argued earlier in this book and in a study I wrote with 
Guillermo Calvo, the chief economist of the Inter-American Development 
Bank, the choice of exchange rate regime, whether a fixed or a floating one, is 
likely to be of secondary importance compared with the development of 
sound financial, fiscal, and monetary institutions in producing economic suc-
cess in emerging market countries.  When countries have placed their hopes 
for institutional development on adoption of a particular exchange rate 
regime—as the Argentineans did when they adopted the Convertibility Plan—
they have been sorely disappointed. Placing too much emphasis on a partic-
ular choice of exchange rate regime can actually be harmful because it may 
reduce the focus on institutional reforms that is so critical to successful finan-
cial globalization—reforms such as improved bank and financial sector reg-
ulation, fiscal restraint, building consensus for a sustainable and predictable 
monetary policy, and increasing openness to trade. 

94

5. Open Up to International Trade 

Opening up to foreign trade is another measure that can make financial crises 
not only less likely but also, when they do occur, less severe. When a country 
experiences a sudden cessation of capital inflows, it can no longer finance its 
net purchases of foreign goods and services and so must increase its net exports 
(the difference between its exports and imports). The value of the currency must 
then fall to increase the domestic demand for exports by making them cheaper 
and decrease the demand for imports by making them more expensive. In this 
way net exports increase. When a country is more open to trade, exports and 
imports account for a larger percentage of GDP, and net exports can more 
easily adjust for a given change in the exchange rate. When there is a sudden 
stop in capital flows, a country that is more open to international trade will 
experience less downward pressure on its currency and will be more likely to 
avoid a currency crisis. In addition, an economy open to trade has more 
firms exporting goods and services that are priced in foreign currency. When 
a depreciation occurs, even if firms have debt denominated in foreign cur-
rency, the price of the goods and services they produce rises in terms of the domes-
tic currency. When the currency depreciates, the resulting rise in the domestic-
currency-denominated value of firms' assets offsets the increase in the foreign-
currency-denominated value of their debt, and the depreciation has less 
impact on their balance sheets. 

Trade openness therefore reduces the likelihood of a currency crisis and also 
makes it less likely that a currency crisis will trigger a severe financial crisis. 
Empirical research bears this out. Countries that are more open to trade are less 
likely to experience currency crises, and, when they experience sudden stops 
in capital flows, the size of the output contraction is smaller.  We have already 
seen that trade openness promotes financial development, which is so neces 
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sary for economic growth. The fact that trade openness also makes financial 
crises less likely and less severe should make achieving such openness a top 
priority for developing countries. 

Building Support for Financial Globalization 
The benefits of preventing financial crises are self-evident, but there is another 
compelling reason to institute reforms that make them less likely: building sup-
port for financial globalization. Although financial globalization can generate 
huge benefits for emerging market countries by encouraging development of 
the financial system, it also has a dark side. Because it has not always been man- 
aged well, it has often led to financial crises, which leave economic devasta- 
tion in their wake, hitting hardest the poorest and most vulnerable in a society. 
Not surprisingly, financial crises give financial globalization a bad name and 
provide powerful ammunition to anti-globalizers. Reforms to prevent finan-
cial crises are an imperative. Without these reforms, support for financial 
globalization will erode and emerging market countries will never achieve the 
financial systems they need and deserve, and they will never reach their full 
potential. 

b 

The reforms outlined here are challenging to implement, and strong forces often 
block reform efforts. Business elites in emerging market countries benefit 
from such practices as connected lending, which provides their businesses with 
cheap sources of finance. They also want weak prudential regulation and 
supervision of the banks they own. 

But, as we have seen, globalization can help overcome these opposition forces. 
It increases competition, which weakens domestic elites. It also promotes 
domestic industries that require more capital and thus have an interest in reform-
ing the financial sector. The next chapters show how international organiza-
tions and those of us in the rich countries can create incentives to promote the 
reforms discussed here. The reforms needed to prevent financial crises are not 
easy to implement, but they must be given the highest priority if emerging mar-
ket countries are ever to get rich.
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begin. Procrastination only allows the financial crisis to drive the economy further 
downward and makes it even harder to recover. 

The aftermath of the South Korean crisis of 1997 (described in Chapter 6) 
provides a near-textbook example of how a recovery should be managed. The 
South Korean economy bounced back quickly (GDP had climbed to above its 
previous peak value by 1999) because the new government worked strenuously to 
restore confidence by pushing forward necessary financial reforms. In 
December 1997, just one month after the crisis reached its peak, thirteen financial 
reform bills were pushed through the South Korean National Assembly, including 
an act establishing a new financial supervisory authority. In addition, the 
government provided substantial resources to resolve nonperforming loans by 
purchasing them from troubled financial institutions. The central bank was given 
more independence from the government, and this made it easier for it to 
pursue price stability. And the government did not try to blame foreigners for its 
problems: it made clear that the crisis was a Korean problem that had to be fixed 
by Koreans. These policies bore fruit almost immediately. By early 1998 the 
Korean won had stabilized and interest rates began to decline, restoring the 
balance sheets of financial institutions and corporations and paving the way to a 
rapid recovery. 

Ten 

Recovering from Financial Crises 

The previous chapter identified the reforms 
needed to realize the benefits of financial 

globalization while avoiding the devastation brought on by financial crises. To 
make financial globalization work, emerging market countries must have 
institutions and policies in place that can not only help prevent financial 
crises but also help them recover quickly and at minimal cost if such crises do 
occur. 

What steps can emerging market countries take to recover quickly from crises? 

Restoring Confidence 

The key to a rapid recovery is restoration of confidence. Only when confidence 
in the system returns will participants return to the financial markets so that 
the system will again be able to channel funds to those with productive invest-
ment opportunities. When the problems in the financial system are home-
grown, the government must demonstrate that it is serious about reform, to 
restore the confidence of its own citizens and of foreign partners. It must take 
immediate steps to fully recapitalize the financial system,' and it must allow 
the creditors and owners of banks to suffer large losses? Furthermore, the gov-
ernment must quickly make a commitment to increase and strengthen prudential 
regulation and supervision to promote a healthy financial system. 

Speed is of the essence in recapitalizing the financial system and imple-
menting financial sector reforms. The faster the government gets the reforms 
under way, the quicker confidence will be restored and the recovery can 
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What Won't Work in Promoting a Recovery 

Another approach to stimulating recovery after emerging market countries expe-
rience a financial crisis has been proposed by Joseph Stiglitz.3 Stiglitz argues 
that these countries should pursue traditional expansionary monetary and fis-
cal policies. He (along with Jeffrey Sachs and Paul Krugman) has been 
extremely critical of the IMF, which advocated tight monetary and fiscal poli-
cies for Mexico and the East Asian countries when they were hit by their 
financial crises.4 Who is right? 

Recovery in Advanced Market Economies 

At first blush, Stiglitz's call for expansionary policy in the face of a crisis 
makes sense, because it is exactly what advanced countries like the United States 
should do when they are faced with a possible financial crisis, and it is fairly 
easy for advanced countries to pursue such policies.5 Traditional monetary and 
fiscal policies, however, only work in advanced economies, because they have 
institutional features very different from those of emerging market economies. 

First, in contrast to emerging market countries, advanced countries do not 
have a history of defaulting on their debt, because the expansionary fiscal policy 
undertaken to stimulate economic activity is typically reversed at some point in the 
future so that the debt can be paid back. In an advanced economy, increases in 
government spending when the economy is depressed do not produce 
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fears of default. Because people do not believe the government spending will 
lead to a default, the increase in demand for goods and services that spend-
ing creates will help stimulate the economy and promote recovery from 
depressed conditions. 

Second, the structure of debt markets in advanced economies is entirely dif-
ferent from that in emerging market countries: debt contracts are almost solely 
denominated in domestic currency and, because inflation has tended to be 
moderate, many debt contracts are of fairly long duration. This debt structure is 
crucial to the efficacy of an expansionary monetary policy. When a central 
bank pursues such a policy by injecting liquidity into the financial system, more 
money chases goods and the price level rises. The higher price level, often 
referred to as reflation of the economy, causes the real debt burden of 
households and films to fall, because they can pay back the debt with a 
smaller amount of labor or goods and services. Reflation induced by 
monetary policy thus increases the net worth of firms and households. 
Borrowers now have more collateral to offer lenders, and borrowers have 
incentives to take on less risk because they have more to lose. Reflation 
undoes some of the increase in adverse selection and moral hazard 
problems induced by a financial crisis and helps stimulate recovery. In 
addition, injecting liquidity into the economy raises the prices of assets, 
such as land and stocks, thus improving net worth and reducing adverse 
selection and moral hazard problems. 

Expansionary monetary policy works through improving the ability of the 
financial system to fund investments by reducing asymmetric information 
problems. But it also operates through more conventional policy transmission 
mechanisms, which have been the subject of extensive research.  Injecting 
liquidity into the financial system leads to a reduction in interest rates, which, 
by lowering the cost of financing, stimulates both consumer spending and 
business investment. The higher asset prices that arise from expansionary 
monetary policy increase household and firm net worth and directly stimulate 
spending. 

6

A second method by which a central bank can promote recovery from a finan-
cial crisis is to pursue the lender-of-last-resort role defined by Walter Bagehot 
in his famous book Lombard Street, in which he advocated that the central bank 
should stand ready to lend freely during a financial crisis? Bagehot's prescription 
was intended as advice to the Bank of England in the nineteenth century, but 
it is equally valid today in advanced countries. For example, when faced with 
a possible banking panic, a central bank can provide liquidity to banks to prop 
them up, giving the government time to close them down in an orderly fash-
ion. Indeed, this is exactly what the Federal Reserve did in 1984 when it lent 
$5 billion to Continental Illinois, one of the ten largest banks in the United States 
at the time. The loan gave the Federal Deposit Insurance Corporation time to 
take over Continental Illinois, thereby making sure that depositors did not suf-
fer any losses.  No further runs on other banks occurred, and a bank and finan-

cial panic was avoided. The Fed took such action again in the late 1980s 
andearly 1990s, when it extended credit to troubled banks during the 
banking crisis of that period. 

8

Not only can a central bank in an advanced country act as a lender of last 
resort to banks, it can also play the same role for the financial system as a whole. 
Again the United States offers two recent examples: the Federal Reserve 
provided liquidity in the aftermath of the stock market crash of October 19, 
1987, in which stock prices fell by over 20% in one day, and following the 
September 11, 2001, attack on the World Trade Center.9 

After the 1987 crash, securities firms needed to extend massive amounts of 
credit (nearly $2 billion) on behalf of their customers to cover their margin calls, 
in order to keep the stock market and the related index futures market func-
tioning in an orderly fashion. Understandably enough, banks were growing 
nervous about the financial health of securities firms and were reluctant to lend 
to them at the time when they most needed the funds. A spreading collapse 
of securities firms and a further market meltdown were real possibilities. To 
prevent this collapse, Alan Greenspan, who had been appointed Fed chairman 
only a few months before, announced before the opening of the market on Tues-
day, October 20, the Federal Reserve's "readiness to serve as a source of 
liquidity to support the economic and financial system."  In addition, the 
Fed made clear that it would provide liquidity to any bank that would 
make loans to the securities industry, although this step did not prove 
necessary. As a result of the Fed's extremely quick intervention, the impact of 
the stock market crash on the economy was negligible, and the amount of 
liquidity that the Fed actually needed to supply to the economy was not very 
large.11 

io

An even more dramatic lender-of-last-resort operation was carried out in 
the aftermath of the destruction of the World Trade Center on September 11, 
2001. The collapse of the twin towers destroyed much of the infrastructure that 
banks and other financial institutions relied on to transfer funds to one another. 
As a result, the liquidity needs of the financial system skyrocketed. To satisfy 
these needs and to keep the financial system from seizing up, within a few hours 
of the incident the Fed made an announcement similar to the one it had made 
after the crash of 1987: "The discount window [the Fed's lending facility] is avail-
able to meet liquidity needs."  The Fed then proceeded to provide $45 billion 
to banks through its discount window, a two-hundred-fold increase over the 
lending activity during the previous week. As a result of this action, along with 
the injection of $80 billion of reserves through open-market purchases of gov-
ernment bonds, the financial system kept functioning. 

12

What's Right for Advanced Countries 
Is Wrong for Most Emerging Market Countries 

All three of these incidents demonstrate the effectiveness of lender-of-last 



resort operations in an advanced country like the United States in extricating 
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an economy from a financial crisis. The injection of liquidity under an expan-
sionary monetary policy stimulates recovery. That fears of default on government 
debt are less prevalent in advanced countries makes it more likely that such 
a policy will stimulate recovery. Thus Joseph Stiglitz's recommendation for pro-
moting recovery from a financial crisis is exactly right for advanced economies. 

But Stiglitz's prescription is exactly wrong for most emerging market 
economies, because their institutional features are so different. 

Emerging market economies differ from advanced economies in several basic 
ways: much of their debt is denominated in foreign currency; most debt con-
tracts are of very short duration because of the countries' past histories of very 
high inflation; and expansionary monetary policy is likely to cause expected 
inflation to rise dramatically. In an economy with these characteristics, a cen-
tral bank cannot use expansionary monetary policy to promote recovery from 
a financial crisis. 

Think what would happen if expansionary monetary policy and reflation 
of the economy were pursued in an emerging market country with a large 
amount of foreign-denominated debt. Given the past record on inflation, the 
policy would likely arouse a loss of confidence in the central bank and inspire 
fears that inflation would spiral out of control. In this case, the policy would 
likely cause the domestic currency to depreciate sharply. This depreciation would 
raise the burden of firms' indebtedness and lower banks' and firms' net worth: 
because much of their debt was denominated in foreign currency, balance sheets 
would deteriorate. In addition, the jump in expected inflation would be likely 
to cause interest rates to rise because lenders must be protected from the loss 
of purchasing power when they lend. The resulting rise in interest rates would 
cause interest payments to soar and the cash flow of households and firms to 
decline. Household and firm balance sheets would further deteriorate, and bank-
ing institutions would potentially suffer greater loan losses. In addition, 
because debt contracts were of very short duration, the rise in the price level 
would not appreciably affect the value of households' and firms' debts, so the 
balance sheet benefit seen in advanced countries would not be seen. 

For similar reasons, lender-of-last-resort activities by a central bank in an 
emerging market country with substantial foreign-denominated debt would 
be likely to do more harm than good and would not be as beneficial as in 
advanced countries. In the wake of a financial crisis, central bank lending to 
the financial system (which expands domestic credit) would be likely to 
arouse fears that inflation would spiral out of control and cause a substantial 
depreciation of the domestic currency. This is what happened to South Korea 
during its crisis in 1997: after financial market participants found out that the 
Korean central bank was extending credit to troubled financial institutions, the 
currency collapsed and the financial system imploded. 

The net result of injecting liquidity to conduct a lender-of-last operation or to 
pursue expansionary monetary policy in an emerging market country witha 
large amount of foreign-denominated debt is damage to the balance sheets of 

households, firms, and banks. Thus its effect is just the opposite of that found in 
industrialized countries: it causes a deterioration in balance sheets and 
amplifies the adverse selection and moral hazard problems in financial mar-
kets, rather than dampening them. 

If expansionary monetary policy cannot be used in emerging market 
countries in crisis, can they turn to expansionary fiscal policy to promote 
recovery? Again the different structure of emerging market economies means 
that expansionary fiscal policy will work in the wrong direction. Because of 
past defaults on government debt, expanding government spending during 
a financial crisis will almost surely make markets more nervous about the abil-
ity of the government to pay back its debt. Interest rates on government debt 
will then shoot through the roof, as happened in Argentina, and interest rates 
on private debt will rise with them. The resulting rise in interest payments will 
cause a sharp decline in cash flow, which will exacerbate adverse selection and 
moral hazard problems in the financial markets. In addition, fears of govern-
ment default will cause a collapse of the currency, which will destroy balance 
sheets and make the financial crisis even worse. 

What works for advanced countries when they are embroiled in a financial 
crisis—the pursuit of expansionary monetary and fiscal policies—just won't 
work in emerging market countries. In these countries, expansionary policies 
destroy confidence and exacerbate the crisis; they do not offer an easy way out. 
On the other hand, the tight monetary and fiscal policies recommended by the 
IMF may not by themselves boost confidence during a crisis, because of the 
weakened state of the econorny.  The only way to restore confidence and recover 
rapidly from a financial crisis is the hard way. The government has to convince 
the markets that it will pursue serious financial reforms and recapitalize the 
financial system. This is the route that South Korea took, and its success in recov-
ering from its crisis (even though its reform process has recently stalled) 
points the way for emerging market countries. 

13

Why the Polic ies  Needed to  S t imulate  Recovery 
Are Often Not Implemented 

Unfortunately South Korea's response to its financial crisis is the exception rather 
than the rule. Why have so many countries found it hard to pursue policies 
that would help their economies recover faster? 

One possibility is simple ignorance. Policymakers don't know what to do 
to facilitate recovery. Yet my experience in the policy world tells me that this 
is only a small part of the problem. When I began my career as a professor 
in 1976, I was very idealistic; I believed that understanding the "right" poli-
cies would be the key to solving many of the world's problems. Of course this 
view was extremely naive, and as I became older and wiser I realized that 
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the world was more complicated. Just how complicated arriving at the right 
policies can be became even clearer to me when I visited Ecuador at the request 
of the Banco Central del Ecuador in March 1999, shortly after a major finan-
cial crisis had begun there. In my meetings with the top officials of the cen-
tral bank and the ministry of finance, they expressed their fears that the crisis 
might destabilize the country, an outcome that truly scared them. At the time, 
Colombia and Peru, their immediate neighbors, had active and dangerous 
guerilla movements, which might have turned any weakness in Ecuador to 
their advantage. When we discussed what policy measures were needed to 
restore confidence, there seemed to be general agreement that reforms along 
the lines I have presented here were needed. When I asked them what they 
were going to do, however, the officials indicated that they were unwilling 
to push hard for the reforms because powerful interests would oppose them. 
Even in a time of national crisis that could destabilize their society, the offi-
cials were telling me that the country would not pull together to solve the 
problem. 

This behavior is, of course, exactly what we might expect, given that 
reforms to promote recovery from a crisis have benefits that are dispersed 
widely across a country's citizenry, while the costs are often borne by narrower 
interests—interests that will fight bitterly to block the reforms.  This 
phenomenon is not restricted to emerging market countries. As we saw in 
Chapter 4, by the end of 1986, the crisis in the U.S. savings and loan (S&L) 
industry had reached epidemic proportions. The Federal Home Loan Bank 
Board, the federal government's deposit insurance agency for the savings and 
loans, did not have enough funds to close down insolvent S&Ls. President 
Reagan and the U.S. Congress, faced with intense lobbying by the S&L 
industry, were unwilling to provide adequate funds, and the crisis was 
worsening. Only after the new administration of George H. W. Bush took 
office at the beginning of 1989 was a serious attempt made to clean up the 
S&L mess. Legislation enacted in 1989 (the Financial Institutions 
Reform, Recovery and Enforcement Act) and 1991 (the Federal Deposit 
Insurance Corporation Improvement Act) finally recapitalized the S&Ls and 
put prudential regulation and supervision of them and commercial banks on a 
sounder footing. If insolvent institutions had been closed down more 
promptly, the cost of the bailout would have been "only" $50 billion instead 
of the more than $150 billion, or 3% of GDP, eventually required.15 

14

The Japanese government was even slower to deal with the banking crisis 
in its country, which started in the mid-1990s. Active lobbying by the banking 
industry kept the Japanese government from closing down insolvent banks, 
and it is only recently that the banking industry has begun to return to health. 
The cost of the crisis to the Japanese taxpayer dwarfs the cost borne by U.S. 
taxpayers; it is estimated to be 20% of GDP.16 

If advanced countries like the United States and Japan are unwilling to quickly 
take the measures necessary to put their financial systems on a solid footing, 
this problem is likely to be far worse in emerging market countries with lower 
levels of transparency and a less educated public. But there is hope, as the 
example of South Korea suggests. Furthermore, international financial insti-
tutions like the IMF and the World Bank might be able to help, as we will see 
in the next chapter. 
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Eleven 

W h a t  S h o u l d  t h e  I n t e r n a t i o n a l  
Monetary Fund Do? 

n overriding theme in previous chapters 
is that the blame for the failure of glob-

alization usually rests with the emerging market countries themselves. Indeed, 
taking responsibility for policy failures, as South Korea did in the late 1990s, is 
a crucial step in putting in place the reforms that can set a country on the 
path to wealth. Often international institutions such as the IMF step in to help 
countries in crisis. As often as not, however, the IMF doesn't help matters as 
much as it could—and sometimes it makes bad situations even worse. Have some 
IMF policies contributed to globalization failures? Can these policies be 
reoriented to help emerging market countries make globalization work? 

The role of the IMF in coping with financial crises in emerging market 
countries in recent years has been highly controversial. Indeed, it has come under 
attack, sometimes quite viciously, by those in both developing and advanced 
countries. Does the world economy need an IMF?1 If so, what should be its mis-
sion and how should it operate? How can the IMF promote successful finan-
cial globalization? 

This chapter is not intended to provide an exhaustive examination of the 
IMF, a topic well beyond the scope of this book.2 However, the financial cri-
sis framework developed in earlier chapters does have something to say 
about what the IMF should do and how it should do it. 
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What Is the International Monetary Fund? 

As their victory in World War II was becoming certain in 1944, the Allies met 
in Bretton Woods, New Hampshire, to develop a new international monetary 
system to promote world trade and prosperity after the war. The Bretton 
Woods agreement created two institutions headquartered in Washington, 
D.C.: the International Monetary Fund, which had 30 original member countries 
in 1945 and currently has over 180, and the World Bank, whose member 
countries are the same. The IMF and the World Bank are headquartered just 
across the street from each other in Washington, and their buildings are in fact 
connected by underground passageways. 

The IMF was given the task of promoting the growth of world trade by setting 
rules for the maintenance of pegged exchange rates (under the Bretton 
Woods agreement, countries had their exchange rates pegged to the U.S. dol-
lar) and by making loans to countries that were experiencing balance-of-
payments difficulties. IMF lending is funded by contributions (called quotas) 
from the member countries. The World Bank (its more formal name is the Inter-
national Bank for Reconstruction and Development) was given the role of pro-
viding long-term loans that would contribute to economic development 
and help eradicate poverty. These loans are primarily funded by issuing 
World Bank bonds, which are sold principally in the capital markets of the devel-
oped countries. 

As part of its role in monitoring the compliance of member countries with 
its rules (a function referred to as surveillance, although it has nothing to do with 
spying), the IMF took on the job of collecting and standardizing international 
economic data. Since the collapse of the Bretton Woods system of pegged 
exchange rates in 1971, the IMF has assumed new roles. It continues to collect 
data, and it also provides technical assistance to its member countries and mon-
itors their exchange rate policies. Its role as an international lender to gov-
ernments increased in importance during the third world debt crisis in the 1980s, 
when the IMF assisted developing countries, particularly in Latin America, in 
repaying their loans. This role expanded further during the financial crises in 
Mexico in 1994-95, East Asia in 1997-98, and Argentina in 2001-02, when the 
IMF made huge loans to these and other affected countries to help them 
recover and to prevent the crises from spreading to other countries. This role, 
in which the IMF acts as an international lender to help governments cope with 
financial instability, is highly controversial.' 

D o  W e  N e e d  t h e  I M F  a s  a n  I n t e r n a t i o n a l  
Lender of Last Resort? 

When a financial crisis occurs, the seizing up of information gathering in the 
financial system leads to disastrous consequences for a nation and its economy. 
The country's financial system must be restarted so that it can resume its job 

of channeling funds to those with productive investment opportunities. Gov-
ernment can intervene to help put the financial system back on its feet and pre-
vent a financial crisis from spinning out of control through its role as a lender 
of last resort. This role involves emergency lending by the government or a gov-
ernment agency to companies or financial institutions facing a liquidity 
squeeze. 

In advanced economies, domestic central banks have the ability to prevent 
financial crises by acting as a lender of last resort to troubled domestic banks 
and financial institutions. In the United States, as we saw in Chapter 10, the 
Federal Reserve has acted successfully to prevent two possibly devastating finan-
cial seizures over the past twenty years: after the stock market crash of Octo-
ber 19,1987, and after the terrorist attacks of September 11,2001. 

The necessity for a lender of last resort is just as strong, and arguably 
stronger, in emerging market countries, because they are especially vulner-
able to financial instability. Despite the greater need for a lender of last resort, 
central banks in these countries often cannot undertake this role because of the 
nature of their financial systems: the injection of liquidity into the financial sys-
tem that comes with a lender-of-last-resort action will actually make the finan-
cial crisis worse. Why? Because such an injection will cause the domestic 
currency to depreciate. With a debt structure characterized by short-term 
debt denominated in foreign currency, this depreciation causes a deterioration 
of balance sheets and pushes the economy further down in the financial death 
spiral. 

If a domestic central bank cannot conduct a lender-of-last-resort operation 
to stop a financial crisis or promote a recovery when one occurs, is there 
someone else who can come to the rescue? The answer comes not from within, 
but from without: liquidity provided by foreign sources can help emerging mar-
ket countries cope with financial crises, yet it does not lead to any of the 
undesirable consequences that result from the provision of liquidity by the 
domestic central bank. Foreign liquidity assistance does not lead to increased 
inflation, higher interest rates, and a depreciation of the domestic currency, 
because it gives the government international reserves which can then be 
used to stabilize the value of the domestic currency. Indeed, foreign liquidity 
assistance helps lower interest rates (which improves firms' cash flow) and 
increase the value of the domestic currency. The resulting strengthening of 
domestic balance sheets helps undo the asymmetric information problems cre-
ated by a financial crisis. 

Because emerging market countries need help to manage a financial crisis 
in the absence of a domestic lender of last resort, there is a strong argument 
for having an international organization serve as that lender.  Another possible 
rationale for having an international lender of last resort exists if there is con-
tagion from one emerging market country to another during a financial crisis.5 

4
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An international lender of last resort has the ability to stop contagion by pro-
viding international reserves to emerging market countries threatened by 
speculative attacks. This assistance can keep currencies from plummeting 
and therefore prevent financial crises from spreading. 

That there is a need for an international lender of last resort is clear. But what 
institution is best suited to perform this role? 

Traditionally national central banks have acted as lenders of last resort 
because they can create the necessary liquidity at will and have successfully 
performed this role. These facts would argue for the creation of a world cen-
tral bank to act as an international lender of last resort.  But creation of such 
a bank is pie in the sky It is highly unlikely that nations would give up con-
trol of their domestic monetary policy to an international organization.7 

6

The only international organization that can currently perform the inter-
national lender-of-last-resort role is the IMF.' It has plenty of money and a staff 
of over 2500 economists. It has assumed the role by default, by lending to emerg-
ing market governments during recent crises. 

One objection to the IMF's performing a lender-of-last-resort role is that it 
cannot create unlimited liquidity by printing money as can a central bank.  But, 
as persuasively argued by Stanley Fischer, former first deputy managing 
director of the IMF, it is not necessary that an international lender of last 
resort have unlimited resources to create liquidity. It needs just enough to do 
the job at hand . ° The IMF's resources might limit its abilities to manage cer-
tain crises, but in recent situations they were probably sufficient. Further-
more, if the IMF requires greater resources to adequately deal with financial 
crises, member nations' quotas could be raised to increase its funds (although 
the question of whether the IMF should have access to more resources is 
highly controversial)." 

9

1

The IMF's role as an international lender of last resort does, however, suf-
fer from a major disadvantage relative to the lender-of-last-resort role of a 
national central bank. The IMF does not provide funds directly to financial mar-
kets or institutions to avert financial crises because it does not supervise these 
institutions; it does not know them well enough to decide whether it makes 
sense to lend to them. Instead, it lends to domestic governments, who can then 
use the funds to provide assistance to financial institutions or to meet inter-
national financial obligations.'  The IMF therefore has less control of how the 
liquidity it provides is used when it conducts a lender-of-last-resort operation 
than would a central bank. 

2

How Should the IMF Operate as an 
International Lender of Last Resort? 

Although there is a strong need for the IMF to be ready to act as an interna-
tional lender of last resort so that the benefits of financial globalization can be 

realized, getting it to do this well will not be easy. And the IMF does have other 

important duties, derived from its original mandate, that are unrelated to its 
lender-of-last-resort role, such as making sure that countries maintain exchange 
rate arrangements that promote international trade. Yet because these other 
duties are so far removed from the IMF's lending operations, measures to 
improve the IMF's performance as an international lender of last resort would 
not interfere with the performance of those duties. 

Our understanding of why financial crises occur immediately suggests 
three general principles for how the IMF can operate effectively as an inter-
national lender of last resort. 

1. Restore Confidence to the Financial System 
by Quickly Providing Liquidity 

When a financial crisis occurs, the lender of last resort's most crucial task is to 
restore confidence in the financial system. Without confidence, participants will 
pull out of the financial markets and the system will not be able to channel funds 
to those with productive investment opportunities. Confidence is essential to 
an efficiently operating financial system, and it is key to promoting recovery 
from or forestalling a financial crisis. Promoting and restoring confidence are 
easier said than done, however, and they require several measures. 

The first measure is to provide ample liquidity so that markets can operate 
effectively. It is critical that this liquidity be provided as quickly as possible. 
Experience shows that the faster the lending, the lower the amount that actu-
ally must be lent.13 

The Federal Reserve's lender-of-last-resort operation in the aftermath of the 
stock market crash in October 1987 illustrates the benefits of acting quickly. What 
is remarkable about this episode is that the Fed did not need to lend directly 
to the banks to encourage them to lend to the securities firms who needed funds 
to clear their customers' accounts. Because the Fed acted so quickly (within a 
day) and reassured banks that the financial system would not seize up, banks 
knew that lending to securities firms would be profitable. They saw that it was 
in their interest to make these loans immediately, even without borrowing from 
the Fed. Banks thus began lending freely to securities firms, with the result that 
confidence was restored and the fear of crisis diminished almost immediately 
The Fed did not have to increase its lending to the banking system by one penny 
and the actual amount of liquidity that the Fed injected into the banking sys-
tem through open-market operations in the immediate aftermath of the crash 
was less than $2 billion—a small amount relative to IMF bailouts, which typ-
ically run into many billions of dollars. Furthermore, the Fed was able to 
remove this liquidity almost immediately, within weeks after the crash. 

The resolution of and recovery from a financial crisis require a restoration 
of the balance sheets of financial and nonfinancial firms. Restoration of balance 
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sheets requires several measures: the closing down of insolvent financial insti-
tutions, the injection of public funds so that healthy financial institutions can 
buy up the assets of insolvent institutions, and a well-functioning bankruptcy 
law that enables the balance sheets of nonfinancial firms to be cleaned up quickly 
so they can regain access to the credit markets. 

Crucial to the successful resolution of a financial crisis is that a nation commit 
to necessary reforms and not go only halfway. Allowing weak financial insti-
tutions to continue to operate may encourage them to take on excessive risk 
because they have little to lose. Because the continued presence of excessive 
risk diminishes confidence in the future health of the financial system, in-
solvent financial institutions must be put out of their misery. 

The IMF and other international financial institutions can help restore con-
fidence in a crisis country's financial system by providing liquidity quickly, but 
also by sharing their expertise and encouraging the government to take steps 
to create a better resolution process for failed financial institutions (as it did 
in South Korea). 

2 .  L i m i t  M o r a l  H a z a r d  b y  E n c o u r a g i n g  
Adequate  Prudent ia l  Supervis ion and by  

Acting as a Lender of Last Resort Infrequently 

When the IMF acts as an international lender of last resort, the funds it pro-
vides to governments are often used indirectly to protect depositors and other 
creditors of banking institutions from losses. This safety net means that depos-
itors and other creditors have little incentive to monitor these banking insti-
tutions and withdraw their deposits if the institutions are taking on too much 
risk. As a result these institutions are encouraged to take on excessive risks, 
which make financial crises more likely. 

To limit the moral hazard problem created by its acting as a lender of last 
resort, the IMF needs to adopt several additional measures. First, it must 
encourage governments to punish the owners, if not also the managers, of in-
solvent institutions. In emerging market countries (and often in advanced 
countries, Japan being a prominent example), governments frequently provide 
insolvent institutions with funds to keep them from failing, and they leave the 
existing owners and managers in charge. Bailing out the owners and managers 
in this way leads to an even larger moral hazard problem. Knowing that a bailout 
will occur, they have incentives to take on huge risks because they haye so little 
to lose. Furthermore, the owners and managers of these institutions often 
take the rescue funds for their own personal gain and send them out of the 
country before the institution fails. 

Because a lack of consequences for the owners of poorly run financial insti-
tutions makes a financial crisis more likely, the IMF and other international orga-

nizations must limit this moral hazard by insisting that the governments towhom 
they lend punish owners and managers of insolvent institutions. They must 
not be allowed to keep their institutions operating, and, when the insti-
tutions are closed down, the owners must suffer substantial losses and the man-
agers must lose their jobs. Allowing large creditors of risk-taking financial 
institutions to incur losses will further reduce moral hazard incentives, because 
the creditors will have strong incentives to monitor the institutions and pull 
out their funds if they are taking on excessive risk. 

The moral hazard problem created by the existence of a safety net for finan-
cial institutions can also be limited by the usual elements of a well-functioning 
prudential regulatory and supervisory system: adequate disclosure and capi-
tal requirements, limits on currency mismatch and connected lending, prompt 
corrective action, careful monitoring of an institution's risk management pro-
cedures, close supervision of financial institutions to enforce compliance with 
the regulations, and sufficient resources and accountability for supervisors so 
they are likely to act as a helping hand rather than a grabbing hand. Often, how-
ever, strong political forces resist putting these kinds of measures into place. This 
resistance has been a problem in industrialized countries (it was, for example, 
an important factor in the U.S. savings and loan debacle of the 1980s),  but the 
problem is far worse in many emerging market countries, where the political 
will to adequately regulate and supervise financial institutions has been espe-
cially weak because powerful special interests act to prevent it. 

14

Because it has so much leverage over the emerging market countries to whom 
it lends or who might want to borrow from it in the future, the IMF is partic-
ularly well suited to encourage adoption of prudential regulatory and super-
visory measures to limit moral hazard.  Only with this kind of pressure can 
the moral hazard problem arising from lender-of-last-resort operations be 
contained. 
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Because there is a tradeoff between the benefits of a lender-of-last-resort role 
in preventing financial crises and the moral hazard that it creates, such a role 
is best undertaken only when absolutely necessary. The IMF should not pro-
vide funds to countries not in crisis or ones that are truly insolvent because they 
have an unsustainable amount of debt.  Furthermore, once a crisis is over, the 
liquidity that has been injected into the financial system must be removed so 
that financial markets do not become dependent on it. In other words, the IMF 
will be more successful as a guardian of the international financial system if 
it provides funds infrequently and for short periods of time. 
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3. Just Say No: Act as a Lender of Last Resort 
Only for  Countr ies  That Are Ser ious  

about Implementing Necessary Reforms 



The MT knows that, if it doesn't come to the rescue, an emerging market country 
in a financial crisis will suffer extreme hardship and possible political insta- 



bility. Politicians in the crisis country may exploit these concerns and engage 
in a game of chicken with the IMF, resisting necessary reforms in the hope that 
the IMF will cave in. Elements of this game were present in the Mexico crisis 
of 1994-95 and in the Indonesia crisis of 1997. 

The IMF will produce better outcomes if it makes it clear that it will not play 
this game. It will be more successful if it does not give in to short-run human-
itarian concerns and let emerging market countries avoid necessary reforms. 
It will improve its performance by being willing to walk away from a country 
that is not willing to help itself. Indeed, if the IMF caves in to one country's 
government during a financial crisis, politicians in other countries will see that 
they can get away with not implementing needed reforms, and it will become 
difficult if not impossible for the IMF to encourage governments in emerging 
market countries to develop effective financial systems as well as limit moral 
hazard. 

Where Has the IMF Gone Wrong? 

The IMF has become an organization that many people love to hate. It is 
often portrayed by critics as incompetent or as an agent for greedy capitalists 
in the advanced countries. In 2000 I had the opportunity to see the workings 
of the IMF up close when I was appointed by its executive board to chair a corn-
mittee of independent experts charged with evaluating the IMF's research activ-
ities.  For close to six months I spent two days a week visiting the IMF, 
interviewing its staff and reading a slew of its internal and external documents. 
Because the IMF's research activities are spread throughout almost all depart-
ments of the institution, I not only saw how research was conducted but was 
also privileged to get an inside look into how the IMF operated. Despite some 
critics' portrayal of it as an "evil" organization, I found the IMF's staff to be 
dedicated, incredibly hard working, and very smart. 

i7

Yet even with a large and experienced staff, the IMF does not operate effec-
tively. Keeping in mind the principles outlined in the previous section, we can 
better understand where things have gone wrong at the IMF and can evalu-
ate some of the more prominent proposals for its reform. 

The IMF's Agenda and Lending Policies 

Although the IMF was originally set up in 1944 to provide short-term liquid-
ity to cope with balance-of-payments imbalances after the Latin American debt 
crisis of 1982 it began to broaden its policy agenda, a trend that has continued. 
Going beyond its primary role as an emergency lender, the IMF has now 
been given an explicit policy goal of reducing poverty, which it does by lend-
ing to poor countries.'  The role of providing long-term loans to poor countries 
to help alleviate poverty was traditionally assigned to the World Bank. How- 

8

ever, after sixty years and billions of dollars in loans, the World Bank has not 

made effective headway in achieving its main goal. The IMF has stepped in 
to fill this perceived void. It has also begun to venture into labor and envi-
ronmental issues. With this change in its agenda, the nature of the IMF's lend-
ing has expanded, and it now regularly engages in frequent, longer-term 
lending to poor countries.  Even the IMF's "emergency" lending has become 
astoundingly frequent. Seventy countries have received "emergency" credit 
under IMF programs for twenty or more years.  As of May 31,2005, sixty-two 
countries had outstanding long-term loans for poverty reduction of over $60 
billion, and the amount of these loans accounted for 73% of all IMF lending 
as of that date.'1 
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W hy  t h e  Broad en ing  o f  t h e  I MF ' s  Ag enda  and  I t s  
Long-Term and Frequent Lending Policies Are a Problem 

The broadening of the IMF's agenda, which some have referred to as "nefar-
ious mission creep,"  and the expansion of the IMF's lending activities beyond 
emergency lending have interfered with its ability to act as an effective inter-
national lender of last resort. They are at odds with all three principles for the 
success of a lender of last resort. They make it harder to inject liquidity quickly 
into the financial system, violate the principle that lending shoidd be performed 
infrequently and only for short periods of time, and make it harder for the IMF 
to just say no. If the IMF is to serve as an effective lender of last resort, it must 
make funds available quickly and then take them away just as quickly after 
the crisis is over. Having long-term, poverty alleviation loans outstanding greatly 
hampers the IMF. 

n

Why It's Hard for the IMF to Inject Liquidity Quickly 

Because the IMF lends only to governments, it has a disadvantage relative to 
central banks in its ability to inject liquidity quickly: it can do so only at the 
request of a goverrunent. When the IMF engages in long-term and continuous 
lending, it necessarily takes on the mindset of a commercial bank, rather than 
a lender of last resort. Commercial banks impose restrictive covenants (con-
ditions) on their loans to reduce risk taking on the part of borrowers. Similarly, 
when the IMF makes a long-term loan or makes frequent loans as part of its 
lending program, it has to impose conditionality, a set of wide-ranging limits 
on the financial behavior of the country to whom it is lending. By incorporating 
conditionality into its loans, the IMF tries to ensure that its funds are used for 
the appropriate purposes. Unfortunately, designing conditionality takes time, 
and yet, as the first principle indicates, the success of a lender-of-last-resort oper-
ation depends on providing liquidity as fast as possible. 
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For example, it took up to two months to put together the rescue packages 
during the recent financial crises in Mexico and East Asia. During those 
months the crises worsened, and much larger sums (over $100 billion) were 
ultimately needed to shore up the financial systems. If funds could have been 
made available more quickly, a much smaller amount would have been needed 
to turn things around, as was the case in the lender-of-last-resort operation per-
formed by the Federal Reserve in the aftermath of the 1987 stock market 
crash. 

The broader IMF agenda and the wide-ranging insistence on conditional-
ity result in a lack of focus in IMF programs. Conditionality was extreme 
during the Indonesian crisis, in which the IMF imposed 140 separate condi-
tions on its lending program, effectively micromanaging the Indonesian econ-
omy For example, the IMF insisted that Indonesia end government-granted 
monopolies in cloves and plywood, which were unrelated to the causes of the 
crisis.  As the analysis of financial crises in this book indicates, microeconomic 
factors in goods markets have not been a fundamental driving factor behind 
most of the recent crises, although microeconomic problems in the financial sec-
tor have been. For this reason, the IMF should focus on encouraging reforms 
that will ensure a safe and sound financial system. Because high and variable 
inflation encourages liability dollarization that makes the financial system more 
fragile and because fiscal imbalances can trigger financial crises, the IMF 
should also encourage fiscal and monetary policy reforms to reduce the like-
lihood of financial crises. 
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IMF programs for crisis countries often have conditions that require finan-
cial sector, fiscal, arid monetary policy reforms, but, with so many other micro-
conditions imposed, politicians in crisis countries may pick and choose the 
conditions they wish to follow. They are then likely to drag their feet on 
reforms which could run contrary to their interests and those of their cronies. 
In the 1997 Indonesian crisis, for example, Suharto was willing to accede to some 
BAY conditions but balked at others, such as closing a number of insolvent banks, 
some of which were owned by his friends and family members. In one noto-
rious case, a bank owned by Suharto's son Bambang was closed and then 
allowed to reopen three weeks later under a different name. 

Furthermore, wide-ranging conditionality frequently imposes conditions that 
no government in an advanced country would tolerate, such as ending sub-
sides for agricultural products. The IMF's conditions for the loan to Indone-
sia, for example, included the elimination of subsidies on sugar, wheat flour, 
corn, soybean meal, and fish meal. Many of these reforms may be beneficial, 
and the IMF (and technocrats in these countries) may see a window of oppor-
tunity, but pushing for them during a crisis is likely to backfire. Such condi-
tions smack of hypocrisy and enable governments in emerging market countries 
to claim violation of their sovereignty to garner political support for avoiding 
the necessary reforms of the financial sector. 

Another problem with wide-ranging conditionality has been raised by 
Martin Feldstein, an eminent Harvard economist and the president of the 
National Bureau of Economic Research.  Because these conditions are often 
considered onerous, their possible imposition may discourage countries from 
coming to the IMF in the early stages of a financial crisis. Thus it becomes more 
likely that IMF lending will be slow in coming, and the financial crisis will 
worsen and require an even larger amount of funds. 
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To deal with the problem of delays, the IMF established a Contingent 
Credit Line (CCL) facility in 1999, which allowed preapproved countries that 
had adopted policies to promote safety and soundness in their financial 
systems to receive credit immediately without having to negotiate the 
conditions for the loans. However, no countries applied, and the facility was 
allowed to expire at the end of November 2003. Qualified countries were no 
doubt concerned that applying for this facility would be interpreted as a 
source of weakness rather than strength. In addition, they were worried 
that being dropped from the preapproved list would send strong negative 
signals that would cause sharp capital outflows, possibly precipitating the 
very financial crises they were trying to avoid. 

Why IMF Lending Increases Moral Hazard 

Long-term lending is obviously inconsistent with the principle that loans 
should be made for short periods of time, while continuous lending to the same 
countries over and over again is inconsistent with the principle that lenderof-
last-resort operations should be infrequent. The habit of frequent, contin-
uous lending makes it more likely that the IMF will engage in "crisis" lending 
when it might not be absolutely necessary, thereby increasing the expectation 
by countries and financial institutions that they will be bailed out. This, as we 
have seen, increases the moral hazard problem and makes it more likely that 
financial crises will occur. 

How much moral hazard is created directly by IMF lending is the subject 
of much debate. Some argue that the loans do not create moral hazard for gov-
ernments borrowing from the IMF because governments pay a high penalty 
when they approach the IMF for loans to avert crises: they frequently find them-
selves thrown out of office shortly afterwards because they have had to agree 
to politically unpopular policy measures. IMF loans also do not involve sub-
sidies to the countries that receive them, even if they carry below-market 
interest rates, because they have seniority over other debt (that is, they are paid 
back first) and actually pose a low risk for the lender, the IMF.  Because IMF 
loans are almost always paid back, borrowing countries, especially their tax-
payers, eventually bear the full cost of the loans, but this does not mean that 
the government does. IMF loans often enable governments to gamble on 
resurrection and pursue risky policies that postpone the inevitable but have 
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high costs later. We saw exactly this kind of moral hazard at work in 
Argentina, when IMF loans allowed Domingo Cavallo to adopt 
disastrous policies which weakened fundamental institutions and 

made the eventual financial crisis far worse. 
Moral hazard can also be a potentially serious problem for foreign 

creditors, because IMF loans might make it more likely that they will be paid 
back even when countries have pursued inappropriate policies. The 

empirical evidence on whether foreign creditor moral hazard is a 
significant factor is far from clearcut,  but there are suggestions that 

it could be minimized if the IMF were to engage in not only bailouts but also 
"bail- ins," that is, if it would encourage foreign creditors to provide funds 
to crisis countries along with the IMF.27 
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Most importantly, IMF loans create moral hazard by giving the 
governments of emerging market countries the resources to bail out 

their financial sectors. Knowing that they are more likely to be bailed 
out makes it easier for banking institutions to get funds even if they are 
taking on excessive risk. This makes banking crises and a bailout of the 
banking system more likely. Even if the IMF does not lose any money, the 

taxpayers of the country receiving the loans do. IMF bailouts are at 
the expense of these countries' taxpayers, not the international 

taxpayers who ultimately provide the funding for the IME  Making 
bank bailouts easier can also encourage foreign lending to banks, because 
they are more likely to be protected by a government safety net. 
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Why Continuous IMF Lending Makes It Hard to Say No Why Continuous IMF Lending Makes It Hard to Say No 

Continuous lending produces a culture of "pushing money out 
the door" and creates incentives within the IMF to lend. (These 

incentives to push money out the door are just as strong, if not 
stronger, at the World Bank.) As a result the IMF finds it hard to resist 
lending to countries that are not sufficiently committed to financial, 
fiscal, and monetary reform. After all, continuing lending implies an 
ongoing, close relationship with a country's authorities, making it harder to 
cut them off. In addition, when a new government (or even a new finance 

minister) enters office, the new officials argue that it was pre-
vious officials who pursued the policies that got the country into 
trouble and that they should be given a clean slate in requesting loans.  
The willingness to give new governments a clean slate and close 

relationships with a country's authorities explain why the IMF (and 
the World Bank) often provides new loans to countries that have not 

complied with conditions in previous agreements and continue to 
pursue bad policies. Ecuador and Pakistan received one IMF loan after 
another for over two decades, even though they did not meet the conditions 
specified in past loans. (They have, however, recently complied with the 

conditions for the loans for the first time.) ° Furthermore, none of the 
twenty countries receiving repeated lending during the period 1980-99 
achieved higher economic growth or succeeded in controlling their macro- 
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economic imbalances.31 Continuous lending lowers the likelihood that a 
country will pursue reforms to make financial crises less likely, and it also results 
in less encouragement for the reforms that will eventually make the financial 
system work efficiently, and which are so critical to rapid economic growth. 

economic imbalances.

A particularly egregious case of the IMF's inability to say no to lending 
occurred during the Argentinean crisis in 2001-02, discussed in Chapter 7. In 
the run-up to the crisis, Domingo Cavallo, the economy minister, engineered 
the resignation of Pedro Pou, the president of the central bank, to weaken pru-
dential regulations so that the government could sell more of its debt to the 
banks. At this point, it was clear that the government's commitment to sound 
financial institutions was diminishing. In addition, Argentina's fiscal im-
balances were spinning out of control. 

Michael Mussa, the former chief economist of the IMF, argues that by 
August 2001 it was clear that the IMF would be throwing good money after 
bad if it gave another loan to Argentina's government—yet it did.32 The 
Argentine government was in the process of dismantling whatever sound insti-
tutions it still had, and by giving it a loan at this juncture the IMF was condoning 
the government's behavior. This provided misguided incentives for the 
Argentine authorities and created a bad precedent: other governments in 
emerging market countries saw that the IMF would continue to give them 
funds even if they were not pursuing the policies necessary to avoid or get 
out of a financial crisis. Finally, in December 2001 the IMF recognized that there 
was no hope for Argentina and refused to supply another requested loan. This 
refusal to lend was, however, the exception that proves the rule: it demonstrated 
that the IMF would stop lending only when the situation had 
deteriorated to such an extent that nothing could be done to save a country. 

Michael Mussa, the former chief economist of the IMF, argues that by 
August 2001 it was clear that the IMF would be throwing good money after 
bad if it gave another loan to Argentina's government—yet it did.

In the aftermath of its crisis, the Argentine government kept looking for quick 
fixes and did not implement the fundamental reforms needed to get the econ-
omy back on a sound footing. The government has also been accused of act-
ing in bad faith in settling with its international creditors. 

In September 2003 Argentina had an IMF loan coming due. It could not repay 
the loan unless the IMF provided it with a new loan to pay off the old one. Even 
though Argentina was not complying with IMF conditions calling for a primary 
budget surplus of at least 4.5% and an increase in the prices that utilities 
could charge for energy, the IMF gave in and made the new loan.  This 
sequence of events looked just like "evergreening," the making of new loans 
to hide older, nonperforming loans. As part of its recommendations to emerg-
ing market countries, the IMF has stipulated that evergreening should be 
prohibited—and yet it was engaging in the practice itself! (Argentina was able 
to pay back all its IMF loans at the beginning of 2006. It did so, however, only 
with some help, both from Venezuela's Hugo Chavez, whose government 
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high costs later. We saw exactly this kind of moral hazard at work in 
Argentina, when IMF loans allowed Domingo Cavallo to adopt 
disastrous policies which weakened fundamental institutions and 

made the eventual financial crisis far worse. 
Moral hazard can also be a potentially serious problem for foreign 

creditors, because IMF loans might make it more likely that they will be paid 
back even when countries have pursued inappropriate policies. The 

empirical evidence on whether foreign creditor moral hazard is a 
significant factor is far from clearcut,26 but there are suggestions that 

it could be minimized if the IMF were to engage in not only bailouts but also 
"bail- ins," that is, if it would encourage foreign creditors to provide funds 
to crisis countries along with the IMF.27 

Most importantly, IMF loans create moral hazard by giving the 
governments of emerging market countries the resources to bail out 

their financial sectors. Knowing that they are more likely to be bailed 
out makes it easier for banking institutions to get funds even if they are 
taking on excessive risk. This makes banking crises and a bailout of the 
banking system more likely. Even if the IMF does not lose any money, the 

taxpayers of the country receiving the loans do. IMF bailouts are at 
the expense of these countries' taxpayers, not the international 

taxpayers who ultimately provide the funding for the IME28 Making 
bank bailouts easier can also encourage foreign lending to banks, because 
they are more likely to be protected by a government safety net. 

Continuous lending produces a culture of "pushing money out 
the door" and creates incentives within the IMF to lend. (These 

incentives to push money out the door are just as strong, if not 
stronger, at the World Bank.) As a result the IMF finds it hard to resist 
lending to countries that are not sufficiently committed to financial, 
fiscal, and monetary reform. After all, continuing lending implies an 
ongoing, close relationship with a country's authorities, making it harder to 
cut them off. In addition, when a new government (or even a new finance 

minister) enters office, the new officials argue that it was pre-
vious officials who pursued the policies that got the country into 
trouble and that they should be given a clean slate in requesting loans.29 
The willingness to give new governments a clean slate and close 

relationships with a country's authorities explain why the IMF (and 
the World Bank) often provides new loans to countries that have not 

complied with conditions in previous agreements and continue to 
pursue bad policies. Ecuador and Pakistan received one IMF loan after 
another for over two decades, even though they did not meet the conditions 
specified in past loans. (They have, however, recently complied with the 

conditions for the loans for the first time.)3° Furthermore, none of the 
twenty countries receiving repeated lending during the period 1980-99 
achieved higher economic growth or succeeded in controlling their macro- 

31 Continuous lending lowers the likelihood that a 
country will pursue reforms to make financial crises less likely, and it also results 
in less encouragement for the reforms that will eventually make the financial 
system work efficiently, and which are so critical to rapid economic growth. 

A particularly egregious case of the IMF's inability to say no to lending 
occurred during the Argentinean crisis in 2001-02, discussed in Chapter 7. In 
the run-up to the crisis, Domingo Cavallo, the economy minister, engineered 
the resignation of Pedro Pou, the president of the central bank, to weaken pru-
dential regulations so that the government could sell more of its debt to the 
banks. At this point, it was clear that the government's commitment to sound 
financial institutions was diminishing. In addition, Argentina's fiscal im-
balances were spinning out of control. 

32 The 
Argentine government was in the process of dismantling whatever sound insti-
tutions it still had, and by giving it a loan at this juncture the IMF was condoning 
the government's behavior. This provided misguided incentives for the 
Argentine authorities and created a bad precedent: other governments in 
emerging market countries saw that the IMF would continue to give them 
funds even if they were not pursuing the policies necessary to avoid or get 
out of a financial crisis. Finally, in December 2001 the IMF recognized that there 
was no hope for Argentina and refused to supply another requested loan. This 
refusal to lend was, however, the exception that proves the rule: it demonstrated 
that the IMF would stop lending only when the situation had 
deteriorated to such an extent that nothing could be done to save a country. 

In the aftermath of its crisis, the Argentine government kept looking for quick 
fixes and did not implement the fundamental reforms needed to get the econ-
omy back on a sound footing. The government has also been accused of act-
ing in bad faith in settling with its international creditors. 

In September 2003 Argentina had an IMF loan coming due. It could not repay 
the loan unless the IMF provided it with a new loan to pay off the old one. Even 
though Argentina was not complying with IMF conditions calling for a primary 
budget surplus of at least 4.5% and an increase in the prices that utilities 
could charge for energy, the IMF gave in and made the new loan.33 This 
sequence of events looked just like "evergreening," the making of new loans 
to hide older, nonperforming loans. As part of its recommendations to emerg-
ing market countries, the IMF has stipulated that evergreening should be 
prohibited—and yet it was engaging in the practice itself! (Argentina was able 
to pay back all its IMF loans at the beginning of 2006. It did so, however, only 
with some help, both from Venezuela's Hugo Chavez, whose government 
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bought $1 billion in Argentine bonds, and from high commodity prices, which 
increased the value of the country's exports.)34 
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Because the IMF has given in to Argentina, emerging market countries 
now believe it is likely to give in again. Thus this episode creates bad incen-
tives for Argentina, sends exactly the wrong signal to other emerging market 
countries, and flies in the face of the third principle enunciated earlier: that 
the IMF should make loans only to countries that are willing to implement 
reforms. 

Why the IMF Has Gone Wrong 

To understand why the IMF has broadened its agenda and expanded its lend-
ing in directions that make it less effective, we need to look at how it is gov-
erned and how its hierarchy works. 

IMF Governance 

At the very top of the IMF sit the managing director, the first deputy manag-
ing director, and two other deputy managing directors (who together are 
referred to as the management). The IMF's staff reports to the management. 
The overall authority for overseeing the IMF resides in its board of governors, 
which consists of the finance ministers and the heads of the central banks of 
the over 180 countries that are members of the IMF. More direct oversight of 
the IMF is provided by the International Monetary and Financial Committee, 
which meets twice a year and is made up of the finance ministers or heads of 
central banks from twenty-four countries. Ongoing decisions are made by the 
executive board, which consists of twenty-four executive directors: eight exec-
utive directors each represent a single country (China, France, Germany, 
Japan, Russia, Saudi Arabia, the United Kingdom, and the United States) and 
the remaining sixteen each represent several countries. Votes by the executive 
board are not determined by a one man–one vote rule but are proportional to 
the importance of a country in the world's economy, with the United States' 
vote having the largest weight (17.1%). Particularly important is that key 
decisions of the executive board require an 85% vote, effectively giving veto 
power to the United States. 

The expansion of the IMF's lending activities and its frequent unwillingness to 
deny loans to governments unwilling to pursue serious reforms may be the 
result of its governance structure. Decisions at the IMF are frequently driven 
by political considerations within the governments of the member countries, 
particularly the United States. One often-cited example occurred when the IMF 
continued to provide funds to Russia until shortly before that country entered 
its financial crisis in August 1998, even though there was strong evidence that 
the Russian government was not adopting the necessary economic and finan-
cial reforms. Boris Fedorov, a former Russian deputy prime minister and min-
ister of finance, even felt compelled to write, in an open letter dated July 9, 1999, 

to Michel Camdessus, then the managing director of the IMF: 

In August 1993, as Deputy Prime Minister and Minister of Finance, I wrote a let-
ter to you refusing to take the second tranche of the STF [Systemic Transforma-
tion Facility, an IMF loan program for transition countries] since Russia was not 
on track with reform. Still, the IMF in 1994-98 provided billions of dollars and 
this helped to stall and compromise reforms. Not a single agreement with Russia 
was ever implemented. . . I strongly believe that IMF money injections in 1994-1998 
were detrimental to the Russian economy and interests of Russian people. Instead 
of speeding up reforms they slowed them.35 

Reports on this episode suggest that the U.S. government (at the urging of 
the State Department) pushed for the Russian bailout because it wanted to prop 
up the government of President Boris Yeltsin and was concerned that an eco-
nomic collapse might destabilize Russia, possibly putting nuclear weapons into 
the hands of extremists.  Russia was "too strategic to fail." The IMF did say 
no to further lending when the financial crisis eventually hit, and Russia was 
not bailed out. But it was too late: the damage had already been done. Politi-
cal pressures may explain the IMF's reluctance to say no to lending to a 
country that has the support of powerful member countries like the United 
States, and they may also have led to the expansion of the IMF's policy agenda 
to engage in longer-term lending to poor countries. 

36

The decisionmaking process at the IMF also has flaws. Meetings of the exec-
utive board normally take place three times a week, with the agenda set by the 
management. These meetings revolve around reports and papers prepared by 
the staff, most of whom are Ph.D. economists. Executive directors complain 
that they are overwhelmed by the massive amount of detailed information and 
find it hard to hold the management and staff accountable to them or to the 
member countries.  I experienced this firsthand: Although my committee's 
report on the IMF's research activities (a document of over 40,000 words) had 
been ready a month earlier, it was circulated by the management only days 
before the meeting in which it was to be discussed. Many executive directors 
at the meeting expressed their frustration about the short time they had had 
to digest the report, and I and the other members of my committee felt that 
the discussion was severely hampered as a result.38 

37

,The Hierarchical Structure of the IMF 

The IMF is a hierarchical organization. When I was interviewing IMF staff as 
part of my committee's work, many of the staffers compared the IMF to the 
Catholic Church. Each department was a fiefdom, with the most important one, 
the Policy Development and Review Department (PDR), being the Vatican. The 
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PDR reviews all documents produced by the staff and imposes coherence on 
the positions adopted by the staff. It is the keeper of the faith. 

The IMF's hierarchical structure has some important advantages. It helps 
establish common positions, which in turn enable different parts of the IMF 
to coordinate their actions and move relatively quickly for a large bureaucracy. 
Like an army, the IMF gets things done. 

Its sister institution, the World Bank, is completely different organization-
ally. It is far more decentralized, and strikingly different views are often held 
in different parts of the organization. When I spent the academic year 2000-01 
at the World Bank, the openness of debate about ideas was indeed refreshing. 
But its decentralization does have a major drawback. The World Bank has no 
internal agreement on what needs to be done to accomplish its core mission 
of eliminating poverty. Should the priority be on eradicating debilitating dis-
eases, boosting education, promoting efficient financial systems, or achieving 
a sustainable environment? This disagreement on priorities makes it difficult 
for the World Bank to move quickly or have coherent policies. When I asked 
a high official at the IMF, who had also worked at the World Bank, why the 
IMF had gotten into poverty reduction lending (which I have argued is a 
bad idea), he responded that the IMF had to do so because the World Bank just 
couldn't get anything done. Morris Goldstein, a former deputy director of the 
research department at the IMF, points out that, because of the IMF's reputa-
tion in official circles for being able to act quickly, it is continually asked to expand 
its mission—and it has rarely said no to those requests.39 

T h e  "One  S i z e  Fi t s  Al l"  S yn dro me  and  th e  
Mexican and East Asian Crises 

The downside of the IMF's hierarchical structure is that it frequently fixates 
on one way of thinking about policy problems. While I was investigating 
IMF research activities in 2000, many of the staff told me that there was far too 
great a focus on fiscal issues and not enough on the financial sector. Indeed, 
the in-joke was that the organization's initials stood for "It's Mostly Fiscal." 
As pointed out by Edwin Truman, who was a high official in both the Federal 
Reserve System and the U.S. Treasury, this excessive focus on fiscal issues stems 
in part from the fact that the "culture and work of the IMF is dominated by 
macroeconomists."40 

The Latin American debt crisis of the early 1980s—in which capital flew out 
of the region, currencies collapsed, and severe economic contractions occurred—
was the direct result of irresponsible fiscal policies that led to a default on gov-
ernment debt. After the crisis, the IMF became committed to the view that poor 
fiscal management was the trigger for capital flight and hence the source of 
currency crises. However, many crises originate in the financial sector, not in 
government fiscal policies. For example, the Mexican crisis of 1994-95 was due 
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to problems in the banking sector, not fiscal irresponsibility: the government's 
budget deficit was very small before the crisis. Yet, despite the facts, the IMF 
was unable to change its "one size fits all" view that all crises were fiscal in 
origin. This inflexibility led to serious policy mistakes when the East Asian crises 
hit in 1997. The IMF recommended that the goverrunents of the crisis countries 
pursue the austerity policy of balancing their budgets, which my colleague 
Joseph Stiglitz has criticized as being the wrong medicine at the wrong time.41 
Asking the government to cut spending or raise taxes is a contractionary pol-
icy that could make the economic downturn resulting from a financial crisis 
even worse. The IMF did reverse this policy quickly, and the damage from con-
tractionary fiscal policy was not a major source of the economic contraction 
in those countries.  The IMF has also subsequently acknowledged that rec-
ommending a balanced government budget was a mistake." 

42

The fact that the IMF's pursuit of balanced budgets was the wrong policy 
choice in East Asia does not necessarily mean that Stiglitz's recommendation 
is the right one: expansionary policy, particularly monetary policy, destroys con-
fidence that the central bank will be able to control inflation. Uncontrolled infla-
tion (or expectations of uncontrolled inflation) makes currency depreciation 
more likely. In turn, currency depreciation makes firms' balance sheets worse, 
thereby exacerbating the financial crisis. 

The "one size fits all" mentality according to which the IMF focused too nar-
rowly on fiscal issues made it harder for its officials to learn from the 
Mexican crisis and to understand the key role that weakness in the financial 
sector would be likely to play in future crises. When the East Asian crisis began, 
this lack of understanding led the IMF to neglect the important principle that 
the key to recovering from a financial crisis is restoring confidence in the 
financial system. Joseph Stiglitz and Jeffrey Sachs have bitterly criticized the 
IMF's policy of insisting on the closure of sixteen banks in Indonesia without 
setting up an adequate safety net for the rest of the banking system, and I 
strongly agree with them.  These closures led to a weakening of confidence in 
the banking system, which led to a full-fledged bank panic and a further collapse 
of the Indonesian rupiah. The panic and collapse of the rupiah, through the 
mechanisms described earlier, further exacerbated the financial crisis. 

44

There are other examples of mistakes made by the IMF because of its "one 
size fits all" thinking, recommending policies that made sense for advanced 
countries with solid financial institutions but which backfired in countries with 
weaker institutional environments. There is a general impression that the IMF 
strongly advocated capital account liberalization (opening up domestic finan-
cial markets to international capital flows) for emerging market countries with-
out considering the quality of their regulatory and supervisory frameworks." 
The outcome of the capital account liberalizations was the financial crises in, 
for example, Mexico, East Asia, and Russia. The IMF also advised transition 
countries to pursue privatization without paying sufficient attention to 
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whether there were constraints on competition or to standards of corporate 
governance. This lack of attention left many countries with botched privati-
zation programs and oligarchs that have been holding back economic growth.46 
In 2000 the IMF acknowledged its mistakes in these cases in its World Economic 
Outlook/47 

The hierarchical nature of the IMF is not the only source of the "one size fits 
all" mentality. Another is the expansion of IMF activities. The IMF staff is 
stretched so thin that it has become less capable of acquiring the information 
and knowledge that would enable it to be more open minded. One finding of 
my research evaluation committee was that the IMF's research staff was so over-
burdened that the organization did not have the time to step back and do the 
necessary thinking to achieve a better understanding of the nature of the 
crises it was facing.43 

Another organizational problem is that the IMF has a mobility requirement 
for its staff: to advance within the organization, a staffer must move from depart-
ment to department. This jack-of-all-trades policy means that many staffers do 
not have time to become sufficiently expert in the countries they analyze, 
making it more likely that they will rely on "one size fits all" advice. 

The Dangers of "One Size Fits All" Thinking 

Unfortunately, the "one size fits all" syndrome lives on at the IMF. Stanley Fis-
cher, the first deputy managing director from September 1994 to August 2001, 
was enormously influential owing to his brilliance, integrity, prodigious work 
ethic, and genuine kindness. (I am somewhat prejudiced: Stan was the primary 
advisor on my Ph.D. thesis at MIT and was incredibly helpful to me. But I can 
attest that my views are representative of those I heard from members of the 
IMF staff.) After the East Asian crisis, Fischer made it clear that he was highly 
skeptical of exchange rate regimes in which the value of the domestic currency 
was pegged at a fixed rate to a major currency like the U.S. dollar: "Each of the 
major international capital market–related crises since 1994—Mexico in 1994, 
Thailand, Indonesia and Korea in 1997, Russia and Brazil in 1998, and Argentina 
and Turkey in 2000—has in some way involved a fixed or pegged exchange 
rate regime. At the same time, countries that did not have pegged rates—among 
them South Africa, Israel in 1998, Mexico in 1998—avoided crises of the type 
that afflicted emerging market countries with pegged rates."  Fischer even went 
so far as to declare that adoption of a floating-exchange-rate system is the most 
important preventive measure that an emerging market country can take 
against crises.50 

49

Given Fischer's influence, the view that pegged exchange rates are dangerous 
and that countries would be better off allowing their exchange rates to float 
has had a huge impact on IMF policies. It has survived even after his depar-
ture, despite the fact that there are opposing views within the organization 
aboutthe desirability of various exchange rate regimes.  Fischer is not alone in 

his view; it is also held by such prominent organizations as the Council on 
Foreign Relations, which has made the following recommendation: "The IMF 
and the Group of Seven (G-7) should advise emerging economies against 
adopting pegged exchange rates and should not provide funds to 
support unsustainable pegs."52 

51

In general I agree with this view. I pointed out in Chapter 9 the dangers of 
a pegged-exchange-rate regime and concluded that such a regime, which is 
backed only by a government announcement of the peg, is likely to increase 
financial instability in emerging market countries. Indeed, this is why in my 
writings I have advocated adoption of a floating-exchange-rate regime in 
most cases, but with a strong commitment to controlling inflation with an infla-
tion target.53 However, even if an emerging market country might be better 
served in the long run by adopting a floating-exchange-rate regime, abandoning 
a peg in the middle of a currency crisis can have disastrous consequences. When 
a speculative attack on the currency is in progress, the move to a float will lead 
to a sharp fall in the value of the domestic currency, which will raise the 
value of debt denominated in foreign currency The resulting widespread 
destruction of corporate and household balance sheets will send the economy 
into a devastating downward spiral, triggering a financial crisis. 

The "one size fits all" view on the benefits of floating exchange rates has led 
the IMF to commit policy mistakes. In 2002 Uruguay was hit by contagion from 
Argentina, and by June it was experiencing a bank panic and a run on its pub-
lic debt. However, although Uruguay was losing international reserves at a rapid 
rate, it was able to maintain its exchange rate peg. Given its view on exchange 
rate regimes, the IMF told the Uruguayans that they would be able to receive 
loans only if they allowed their exchange rate to float. In an economy with as 
much liability dollarization as Uruguay had, the subsequent depreciation of 
the exchange rate would lead to a devastation of balance sheets and a full-fledged 
banking and financial crisis. 

I have been told by Uruguayan officials that they pleaded with the IMF to 
let them maintain the peg, to give them time to set up a backstop for the 
banking system. On June 18, the day before the peg was abandoned, the central 
bank of Uruguay still held a substantial amount of international reserves, $1.3 
billion, which was three times the amount of the monetary base and more than 
two times the monetary aggregate, M2.  Thus, while the peg could not have 
been maintained indefinitely, because the Uruguayans had $2 billion of debt 
service coming due within the next two years, it is possible that the commitment 
to the peg could have been maintained in the short run, particularly with IMF 
assistance. This might have allowed the Uruguayans to shore up their banking 
system, which would in turn have made the subsequent crisis far less severe.55 

54

Even though there was dissent within the IMF on whether abandoning the 
peg was the right thing to do because of its implications for the financial sys- 
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tern, the IMF forced Uruguay to abandon the peg. As Uruguayan officials had 
feared, a disastrous financial crisis followed; they are still bitter about the episode. 
Their economy has suffered a great depression: it contracted at an annual rate 
of 11% from 2002 to 2003, and the unemployment rate soared to 17%. Most 
demoralizing is the fact that Uruguay's financial crisis has forced many young, 
highly educated people to leave the country; one out of every twenty-five urban 
households in the period from March to December 2002 had at least one fam-
ily member going abroad.  The "one size fits all" syndrome can indeed be very 
costly. 

56

Reforming the IMF 

The need for the IMF to operate as an international lender of last resort is so 
great that, if we didn't have an IMF, we would have to invent it. But what can 
be done to reform the IMF so that its lending activities help promote a safer 
and healthier world economy? 

Narrow the IMF's Focus 

The expansion of the IMF's agenda and lending activities over time has led to 
calls for reform to narrow the organization's focus and put more emphasis on 
issues related to macroeconomic and financial stabili ty.  Recent proposals for 
reform have come from many different sources, including the U.S. Treasury/58 
the Council on Foreign Relations Task Force,  the Overseas Development 
Council Task Force," and the International Financial Institution Advisory 
Commission set up by the U.S. Congress and chaired by Allan Meltzer, a pro-
fessor at Carnegie Mellon University." What is striking is that all of them call 
for narrowing the IMF's focus and putting more emphasis on crisis manage-
ment." Furthermore, the U.S. Treasury, the Overseas Development Council Task 
Force, and the Meltzer Commission have all recommend that the IMF get out 
of the long-term lending business. The Meltzer Commission took a particularly 
extreme position: that liquidity loans should have a short maturity of 120 days 
with only one renewal allowed, be made at penalty (above-market) rates, 
and be collateralized by a clear priority claim on borrowers' assets. In addi-
tion, these loans would be made only to countries that met stringent pre-
conditions, including soundness of their financial systems. 

57
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Although reforms intended to narrow the 1MF's focus appear to have 
widespread support, the IMF itself has not been receptive to them. The report 
of the external evaluation committee for IMF surveillance, chaired by John Crow, 
the former governor of the Bank of Canada—which was produced at the 
same time that my committee was reporting on research 
activities—recommended a narrowing of focus for surveillance activities. Yet 
thisprescription was opposed by the IMF's staff and was not supported by the 

IMF's executive board." 

Although I have been critical of the IMF here, it has been making some 
progress. It has admitted that wide-ranging conditionality was a mistake. In 
2000 the then-new managing director, Horst Kohler, stated that the organiza-
tion "has been overstretched in the past and needs to refocus" and expressed 
his concerns about "mission creep" and the need to streamline conditionality.64 
The number two official at the time, Stanley Fischer, stated in 2001 that the IMF 
"has adopted the view that structural conditions should be included only if 
they are essential to achieving the macroeconomic goals of the program."  In 
2002 the IMF adopted revised conditionality guidelines that emphasized the 
need for fewer conditions." Nevertheless, recent IMF lending programs have 
still had an average of twenty conditions (over thirty for some), which is far 
more than the two to three they had on average during the period 1987-89.67 

65

Improve IMF Surveillance 

To better its ability to function as an international lender of last resort, the IMF 
needs to be able to operate more in line with the principles outlined earlier: 
provide liquidity faster, limit moral hazard, and be able to say no when gov-
ernments are following policies that are likely to lead to a crisis. To satisfy these 
three principles, improving IMF surveillance is crucial.68 

IMF surveillance involves monitoring the economic and financial policies 
and performance of the member countries. Surveillance of member countries 
is conducted under Article IV of the IMF's statutes (the practice is known as 
Article IV consultations) and usually involves a visit (called a mission) to the 
country, usually on an annual basis. The mission is undertaken by a team of 
IMF economists, who meet with government and central bank officials and 
increasingly with representatives of the private sector. The IMF team analyzes 
the country's monetary, fiscal, financial, and exchange rate policies, as well as 
other policies, and then prepares a staff report that is reviewed by the IMF's exec-
utive board. The views of the executive board are recorded in a summing up 
of the Article IV consultation, which is transmitted to the country's 
government officials. 

In recent years the IMF has made progress in improving its surveillance. It 
has increased its focus on financial sector issues by greatly expanding the staff 
of the Monetary and Financial Systems Department, which focuses on that sec-
tor. It has also implemented two joint IMF-World Bank programs, the Finan-
cial Sector Assessment Program (FSAP) and the Reports on the Observance of 
Standards and Codes (ROSCs).  Both produce reports on individual member 
countries using teams of experts from the IMF, the World Bank, and national 
authorities to evaluate the quality of financial regulation and supervision and 
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the health of the financial sector. (ROSCs also examine standards and codes in 
other areas, including data dissemination, monetary and fiscal transparency, and 
money laundering and terrorist financing.) The FSAP and ROSCs not only 
provide incentives for countries to improve prudential supervision and reg-
ulation, they also supply the IMF with better information to help it determine 
whether a country is deserving of a loan and what conditions should be 
attached to that loan. 

The IMF has also recognized the importance of institutions to economic 
growth, and these are a prominent focus of Article IV consultations. A staff paper 
presented to the IMF executive board in March 2003 notes that "There is accu-
mulating evidence of the benefits of robust legal and supervisory frame-
works, low levels of corruption, a high degree of transparency and good 
corporate governance." ° Narrowing the IMF's focus to financial, monetary, and 
fiscal policy issues and deemphasizing social, labor, and environmental issues 
would help improve IMF surveillance. (Issues like legal and supervisory 
frameworks, corruption, transparency, and corporate governance fit with an 
emphasis on financial sector surveillance.) And eliminating mobility requirements, 
which require regular rotation of IMF staff to different departments, could help 
them to become more expert on the countries they analyze. Shifting more 
staff into surveillance of emerging market countries, those most vulnerable to 
currency and financial crises, would make the best use of the IMF's scarce 
resources.7' 

7

Because surveillance is conducted on a regular basis, it can provide the IMF 
with the information it needs to recognize if a government's policies will hurt 
the economy and enable it to make faster decisions about whether the country 
deserves a loan. Improved surveillance can help the IMF to operate "less as a 
fireman, and more as a policeman."  Instead of limiting moral hazard by imposing 
a large number of ex post conditions on an IMF lending program—which makes 
it extremely difficult for the IMF to act quickly as an international lender of 
last resort—IMF surveillance can be used to encourage countries to pursue policies 
that limit moral hazard before it provides loans.73 
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One way of limiting moral hazard on the part of both governments and 
domestic financial institutions is to publish FSAPs and staff reports for Article IV 
consultations and public information notices that include the summings up of the 
executive board discussion. Publication is in fact already the noun in most cases, 
but it remains at the discretion of the member country's government. Increased 
transparency of IMF surveillance provides incentives for governments to clean up 
their acts and pursue better policies to limit moral hazard. Transparency will 
subject those policies to outside scrutiny and ultimately enhance the ability of 
the country to borrow in international financial markets. The IMF has been moving 
toward increased transparency of its surveillance: in 2003 the executive board 
changed its policy from voluntary publication of Article IV staff 
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reports to one of "presumed publication."  The IMF could go further in this 
direction and make all its surveillance documents public.75 

74

The IMF can also limit moral hazard and strengthen the incentives for 
countries to pursue appropriate reforms by giving countries greater access 
to its lending programs when they have previously pursued appropriate poli-
cies.  The IMF's CCL facility was to provide such an incentive, but it was 
not a success. Using surveillance to decide whether a country qualifies for 
a loan overcomes the two objections that led potential applicants to shun 
the CCL: concern that applying for the facility would be seen as a sign of weak-
ness and that being dropped from the facility would immediately precipi-
tate a crisis. Because surveillance is applied to all member countries, there is 
no stigma attached to it, and no danger that a country will be dropped from 
surveillance.77 
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Using surveillance to decide whether countries qualify for IMF lending 
requires some flexibility, however. This kind of flexibility is already a feature 
of lender-of-last-resort operations by central banks, which decide on a case-
by-case basis if such lending is justified. If a country were automatically 
ruled out from a lending program, this action could in and of itself precipi-
tate a crisis. Setting firm rules for prequalification also requires that econo-
mists know for sure which policies are the most important in preventing crises. 
But our knowledge of what causes crises is continually evolving: we may simply 
not know enough.  Nonetheless, some guidelines for when a country would 
be entitled to emergency IMF lending would help contain moral hazard, 
and a requirement that the IMF report on whether a country had complied 
with these guidelines would help limit lending when countries pursue in-
appropriate policies.79 
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Improve IMF Governance 

The IMF will be able to limit moral hazard on the part of governments and finan-
cial institutions only if it is able to refuse to provide loans. Unfortunately the 
IMF's current system of governance has led to politically motivated lending 
and the frequent inability to deny loans to countries that are pursuing in-
appropriate policies. To prevent this lending, the IMF could be made more in-
dependent, along the lines of what has happened in central banks in recent years: 
executive directors would be appointed for long terms and would not be 
allowed to take orders directly from their national governments.80 

The central bank model of independence may not, however, work as well 
for an organization like the IMF. Unlike central banks, it does not have clearly 
defined objectives, such as the pursuit of price stability, and it is an inherently 
political organization, driven by the interests of its member countries.81 
Increased independence without adequate accountability could be dangerous; 
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executive directors might pursue their own private interests or the narrow inter-
ests of their countries rather than the public good. To prevent this, steps 
would be needed to increase the transparency of decisionmaking at the IMF 
by publishing detailed minutes of the executive board meetings and the votes 
by the executive directors. 

Many developing countries feel that the IMF is overly influenced by the rich 
countries, particularly the United States, and that it is often used by them to 
further their own strategic ends. Not only was this a concern when Russia 
received IMF loans in the 1990s, but there are currently suspicions that the United 
States may encourage funds to be directed to those countries that help it pur-
sue the war on terror. To regain the trust and respect of its member countries, 
the IMF must address the allocation of specific countries' voting power and 
their representation on the executive board.82 

Promote a More Open Dialogue 

Another major disadvantage of "one size fits all" thinking is that it causes great 
resentment in the emerging market world. The public and officials in emerg-
ing market countries know that their circumstances and institutional devel-
opment are often very different from those in other countries. As we have seen, 
policies that are successful in other countries may not work well in their 
countries. In Uruguay the dollarization of almost all debt meant that a float 
during the crisis led to disaster: during a less turbulent period (or in a more 
advanced country), a float would not have caused a problem. The capital 
requirements set forth in the Basel Accord are inadequate for many emerging 
market countries because they do not take account of the special risks that emerg-
ing financial systems face. Putting into place standard advanced-country legal 
protections of property rights during the early development of the market econ-
omy in communist China in the 1980s would have resulted in corruption and 
an intractable and unsettling inconsistency with communist ideology. 

When the IMF or other international financial institutions impose a standard 
reform program that ignores emerging market countries' special circum-
stances, and then ignore the views of the countries themselves, it smacks of 
arrogance, and the countries in crisis rightfully resent it. This resentment in turn 
makes the IMF's job far more difficult. Even when the conditions for IMF loan 
programs in an emerging market country are completely appropriate, politi-
cians in the pocket of powerful interests can still play to the public's dislike 
of the IMF, promoting either active or passive resistance. We have seen this ploy 
time and time again in the emerging market world, and it is one reason why 
so many countries with IMF programs do not comply with IMF conditions in 
either letter or spirit. 

How can this dynamic change? The IMF needs to become more open and to 
engage in a dialogue with its member countries. It needs to learn to listen. It 
needs to admit that it doesn't know all the answers. 
This change in IMF attitude would have enormous benefits. If IMF programs 

for emerging market countries were designed after greater consultation with 
both officials and segments of the public in these countries, resentment of the 
IMF would decrease, the quality of IMF surveillance would likely improve, the 
countries would feel a greater sense of ownership of these programs, and they 
would be much more likely to try to live up to the programs' conditions. And 
there are success stories. My conversations with officials involved in design-
ing the financial sector reforms that South Korea adopted in the aftermath of 
its crisis made clear that there was an open dialogue with the IMF and that the 
Koreans felt that they had ownership of the program. This made it easier for 
them to buy into it, a key reason for its success. 

An open dialogue does not mean that the IMF or other international finan-
cial institutions like the World Bank should give in to whatever officials in emerg-
ing market countries want. We have already seen that officials in these countries 
are often influenced by business interests who resist necessary institutional 
reform because of its likely effect on their pocketbooks. Indeed, the key role 
of the IMF and other institutions should be to provide incentives that will help 
overcome the influence of special interests and put needed reforms into place. 
Often the institutions will have to veto policies put forward by officials in these 
countries if they think such policies are not in the public's interest. Nor should 
they completely ignore these officials. The key to an effective dialogue is give-
and-take. 

As Dani Rodrik has emphasized, "There is no unique correspondence 
between the functions that good institutions perform and the form that such 
institutions take. Reformers have substantial room for creatively packaging these 
principles into institutional designs that are sensitive to local constraints and 
take advantage of local opportunities."83 

Organizations like the IMF and the World Bank have tremendous expertise in 
their staffs and can provide valuable technical assistance to emerging market 
countries. Despite their critics, they can be an important force for good. They can 
help emerging market countries design and implement more effective insti-
tutions that would make globalization work for them, but they need to culti-
vate a more open attitude, one that shuns "one size fits all" solutions to these 
countries' problems.
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Twelve 

What Can the Advanced Countries Do? 

utlining the reforms that poor countries 
must take to harness the power of glob-

alization and achieve rapid economic growth is easy---all it takes is ink and 
paper. Implementing these reforms, however, is very, very difficult. Not impos-
sible, but difficult. As success stories like Singapore, Hong Kong, Taiwan, 
and Chile suggest, it can be done. International financial institutions like the 
IMF can help (particularly if it narrows its focus, improves its governance, and 
promotes a more open dialogue with developing countries), but the rich 
nations of the world also have a role to play. We in the affluent nations have 
a moral responsibility to help make globalization a force for good in the 
poorer countries. Yet it is not just altruism that should motivate us to help poorer 
countries. Helping them to develop economically and to grow will promote 
world stability and make our lives safer. 

But what can we do? How can citizens in rich countries help poorer 
countries to get rich? 

Is International Financial Architecture the Answer? 

The financial crises in emerging market countries in recent years have sent econ-
omists and policymakers scrambling to discover a magic bullet to prevent them 
from occurring or to lessen their devastating impact. This search has led to calls 
for reform of the international financial architecture, that is, the institutions and 
rules that govern the flow of capital between countries. The amount of ink spilled 
on this topic is immense, and numerous proposals for reform by academics and 
government leaders have appeared. These proposals include suggestions for 

the development of codes of practice for prudential regulation and supervi-
sion, accounting principles, corporate governance, and information disclosure;1 
changes in the rules governing international debt contracts;  and the creation 
of an international bankruptcy court or an international lender of last resort.3 
The hope of all the authors of these proposals is that, if the international 
financial architecture can be fixed properly, devastating financial crises in 
emerging market countries may become a thing of the pasta 
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Many of these proposals are highly controversial,  and evaluating them would 
be the subject of another book.  Adopting some of them may help international 
financial markets work better. In this book, however, I have argued strongly 
that the financial-sector problems of emerging market countries arise primar-
ily from within the countries themselves and not from outside agents such as 
other countries or international institutions. Thus, while shocks from outside 
emerging market countries can trigger financial crises in those countries; 
their vulnerability to financial crises from these shocks results from the flawed 
policies of the countries themselves. The only way to make financial crises less 
likely in emerging market economies and for those countries to enjoy the full 
benefits of financial globalization is for them to adopt fundamental reforms. 
The reform of international financial architecture, no matter how worthwhile, 
is not the answer to helping these countries harness the power of globaliza-
tion to help them grow. 

5

6

Establishing institutions to make the financial globalization process bene-
ficial for emerging market countries is hard work. It requires overcoming 
vested interests and corruption, and it is fraught with technical difficulties. After 
all, it took hundreds of years for advanced countries to develop the success-
ful institutions that govern their financial systems and to make them work effi-
ciently and effectively. There is a danger that the focus on international 
architecture may diminish the efforts of international organizations (such as 
the IMF and the World Bank) to establish incentives and provide the techni-
cal assistance that will help emerging market countries develop the institutions 
they need. Economists, policymakers, and citizens of developed and developing 
nations must realize that reform of the international financial architecture 
alone will not solve the problem. 

Aid or Trade? 

Another popular, widely disseminated view on how to make poorer countries 
rich is that rich countries should increase the amount of aid they direct to poorer 
countries. After all, the percentage of GDP that rich countries currently give 
to foreign countries in aid for economic development is paltry: foreign aid as 
a percentage of gross national income is 0.04% in the United States, 0.04% in 
Japan, 0.07% in Canada, 0.10% in Germany, 0.12% in the United Kingdom, and 
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0.16% in France.  Prominent economists like Jeffrey Sachs and his colleagues 
at the UN Millennium Project have argued that a "big push" in public invest-
ments funded by a doubling of foreign aid would enable African countries to 
escape their poverty trap.  In his book The End of Poverty, Sachs even argues 
that, if rich countries would increase their foreign aid budgets to between $135 
and $195 billion over the next decade, they could eliminate extreme global 
poverty (defined as income of less than $1 per day).' (Sachs, along with rock 
stars like Bono, has also campaigned for aid in the form of debt relief for the 
poorest countries, arguing that only when they escape from their debt burden 
will these countries be able to put resources into the areas that will stimulate 
development. This campaign by Sachs, Bono, and many others culminated in 
the June 2005 agreement to let eighteen impoverished countries stop making 
payments on over $50 billion of debt owed to the World Bank, the African Devel-
opment Bank, and the International Monetary Fund.) Is increased foreign aid 
the answer to lifting nations out of poverty? 

8
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The Problem with  Aid:  Why Giving More 
Money to Poor Countries Won't Work 

The answer is no." Despite its good (and grandiose) intentions, Sachs's plan 
to end poverty by increasing aid is almost surely doomed to failure. From 1960 
to 2003, over $500 billion of aid (in today's dollars) was poured into Africa with 
little to show for it." In his superb analysis of why economic development often 
doesn't occur, The Elusive Quest for Grozvtli,  William Easterly explains that for-
eign aid usually doesn't work because it does not provide the right incentives.14 
Aid is almost always given to governments in poor countries, and, as we have 
seen repeatedly throughout this book, these governments often do not have 
incentives to act in the interest of their people. Instead the political elites use 
the funds to line their own or their friends' pockets, or to cement their power. 
Indeed, aid to poor countries may even make things worse. A particularly noto-
rious case is that of Zaire (Congo) under the rule of President Mobutu Sese Seko. 
For twenty-five years Zaire received one loan after another from several inter-
national institutions—eleven (totaling nearly $2 billion) from the IMF alone. 
Zaire received $20 billion in foreign aid during Mobutu's rule, while he looted 
the country, leaving a resource-rich nation one of the poorest in the world.15 
With access to increased resources, bad governments are even more likely to 
stay in power. 

13

We see this over and over again when governments in poor countries 
receive windfalls from their oil exports. Would Saddam Hussein have survived 
as long as he did without his country's oil wealth? Would Hugo Chavez con-
tinue to stay in power without the recent rise in oil prices, which has propped 
up the Venezuelan economy despite his disastrous policies? Both Saddam and 
Chavez have bankrupted their countries, and the considerable resourcesplaced at 
their disposal by oil exports have allowed them to do so. Economic analysis 

shows that foreign aid can have the same negative impact, and more formal 
empirical evidence finds that kleptocratic policies are more likely when 
foreign aid and natural resources provide rulers with the means to buy off 
their opponents and reward their allies.16 

Even if it is not stolen outright, giving aid to governments may not be the 
answer because they can divert it from productive uses; sadly this has often 
been the case in developing countries.'' This outcome also provides an argu-
ment against doling out aid in the form of loans, which is the way develop-
ment banks like the World Bank work. In many cases loans necessarily have 
to go to governments because many nongoverrunental organizations (NGOs), 
charitable organizations, and private agencies with worthwhile programs do 
not have credit ratings and so could not qualify for these loans. An alternative 
would be to give foreign aid in the form of outright grants, which could go to 
NGOs; this is one recommendation of the report of the International Financial 
Institutions Advisory Commission (the Meltzer Commission).18 

This is not to say that all foreign aid is counterproductive. Foreign aid to stop 
the spread of diseases like AIDS or malaria is likely to have high returns.  Stud-
ies suggest that, if a poor country has good governance, foreign aid does help 
alleviate poverty—although other studies dispute this conclusion.  One of the 
most successful instances of foreign aid was the Marshall Plan, which helped 
achieve the reconstruction of Europe after World War II. The plan worked not 
because it handed over large amounts of money to Europe but because it cre-
ated incentives for the European countries to eliminate price controls, pursue 
fiscal consolidation, and liberalize trade." (The example of the Marshall Plan 
may not be completely applicable to today's foreign aid climate. The plan was 
aimed at reconstructing economies that were already advanced and had good 
institutional frameworks, whereas foreign aid is today directed at countries with 
poor institutional frameworks.) 
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The  Bene f i t s  o f  Trade:  Why  Opening  Up Advanced  
Countries' Markets to Poor Countries' Goods Will Help 

Although foreign aid can be made more effective, getting it to provide the right 
incentives to help poor countries get rich is no easy matter. Rich countries need 
to take an alternative approach that will help poor countries help themselves, 
and this alternative approach is trade. By opening up their markets to goods 
and services from emerging market countries, rich countries can provide 
exactly the right incentives for poorer countries to put their financial houses 
in order and get rich. If firms in emerging market countries have access to for-
eign markets, the profit motive will provide them with the incentives to 
become more productive. The resulting push for higher productivity then 
becomes an engine for growth. 
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These firms will also have stronger incentives to promote institutional 
reforms that will improve the functioning of their countries' financial markets. 
Their increased need for capital will lead them to demand that the legal sys-
tem enforce property rights and the financial contracts that will enable them 
to borrow. These growing export firms will also want to see improvements in 
the availability and quality of information, because the fewer are the problems 
with asymmetric information, the easier it will be for them to get loans. They 
will also be more supportive of improvements in prudential regulation and 
supervision because a more efficient banking system can be a rich source of 
credit. Opening up the markets in advanced countries to emerging market 
countries can be a powerful stimulus to encourage these countries to reform 
their financial systems. In turn, financial reforms can increase financial deep-
ening and help allocate capital to its most productive uses. 

More open trade with emerging market firms can also help reduce the 
likelihood and severity of financial crises by increasing the size of the export 
sector in emerging market countries.  Having debt denominated in foreign 
currency makes firms more vulnerable to currency depreciations if the goods 
they produce are sold primarily in domestic markets and are priced in the local 
currency. Under these circumstances, a domestic currency depreciation increases 
the value of their foreign-currency-denominated debt in terms of the local cur-
rency, while the domestic currency value of their output remains unchanged. 
The discrepancy between the increase in what they have to pay on their debt 
(liabilities) and what their product sales will bring in (which determines the 
value of their assets) destroys their balance sheets. However, if firms are sell-
ing their goods abroad, when there is a depreciation the demand for the 
goods they produce rises in terms of local currency, so that the value of their 
production goes up, thus compensating for the increased value of the debt. When 
an emerging market country's export sector is larger, it is less vulnerable to a 
financial crisis because a currency depreciation will do less damage to the firms' 
balance sheets. Indeed, one of the reasons why Argentina was hit so hard by 
the collapse of its currency in 2001 was that it had such a small export sector. 
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As we have seen throughout our analysis, opening up advanced countries' 
markets to goods and services from emerging markets is a powerful force to 
help poorer countries get rich and to insulate them from devastating financial 
crises. 

The Hypocrisy of Rich Countries 

If we in the advanced countries really care about poverty in the rest of the world, 
we must be in favor of encouraging poor countries to send us their goods. But 
we often do the opposite. 

Advanced countries, including the United States, impose higher barriers to 
imports from poor countries than to those from rich ones. While rich 
countriesimpose average tariffs on all manufactured goods of 3%, tariffs 

on labor-intensive manufactured imports from poor countries are far higher at 
8%, while tariffs on agricultural products from poor countries average 14%.  
The fact that rich countries make it hard for poor countries to sell goods to 
them has lei: Oxfam, a prominent international charitable organization, to 
hand out awards for double standards in trade policy, with first prize going 
to the European Union, second prize to the United States, third prize to Canada, 
and fourth prize to Japan.24 
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The political left in most rich countries, including the United States, has often 
been against trade liberalization, even as it claims to care deeply about elim-
inating poverty in the rest of the world. Those who hold these opposing posi-
tions must recognize their inconsistency. Trade liberalization by advanced 
countries is one of the most effective ways of eradicating poverty in the less-
developed world. If supporters of the left really do care about the poor, they 
must encourage the opening of our markets to those who are less fortunate. 

Why Doing Good Is Also Doing Well 
The standard argument for trade liberalization is that it improves economic 
efficiency. By trading with another country you can focus your production 
on what you are really good at, so that your productivity will increase. Esti-
mates of gains from trade are indeed high. A recent study for the Institute for 
International Economics estimates that further trade liberalization could 
raise GDP in the United States by as much as $1 trillion, or $10,000 per U.S. 
household.25 

These benefits come not only with trade in goods but also with trade in ser-
vices. One type of trade in services that has become controversial lately is out-
sourcing, in which domestic firms have services done for them abroad. For 
example, you can buy a Linksys wireless network router that costs less than 
$100 and enables you to have a wireless network in your house. When the router 
goes on the blink, you call up Linksys customer service and talk to a techni-
cian who may be in New Delhi or Manila. Linksys uses Indians and Filipinos 
to provide this service cheaply because their wages are lower than those of sim-
ilar workers in advanced nations, such as the United States, Canada, or the 
United Kingdom. If Linksys could use only residents of rich countries, where 
most of their routers are sold, to provide this service, it would be too expen-
sive. With outsourcing, Linksys can provide this technical service to you for 
free and still make a profit on selling their routers. Indeed, if Linksys did not 
provide this technical support, the wireless router might be worthless because 
you might not be able to get it to work on your own. The outcome of this trade 
in a service, technical support, allows you to be far more efficient, and it ben-
efits India and the Philippines because they now have workers who hold 
more productive jobs with higher-than-average rates of pay 
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Because it makes advanced countries more productive, outsourcing can actu-
ally create more jobs than it sends abroad.  The outcry over the outsourcing 
of white-collar jobs is unfounded.  In fact, foreign companies outsource more 
office and white-collar work to the United States than American companies send 
abroad. The Commerce Department reported that the value of U.S. exports of 
legal work, computer programming, telecommunications, banking, engi-
neering, management consulting, and other private services was $131 billion 
in 2003 while imports of private services (outsourcing) were far smaller at $77 
billion.23 
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If open trade is such a good idea, why are so many people against it, not 
only in industrialized countries like the United States but also in many emerg-
ing market countries? The answer is that the benefits of open trade are spread 
widely, while the costs are often concentrated: individual firms lose prof-
itable business or individual people lose their jobs because of trade, and so they 
lobby hard against it. For example, when Linksys outsources its technical 
support to India, computer technicians in the United States lose their jobs. When 
Americans buy steel made in Korea, American steelworkers may also find them-
selves out of well-paying jobs. On the other hand, the benefits of having bet-
ter services for computers or cheaper steel are more subtle: Americans as a whole 
can buy these goods and services more cheaply, and they will have access to 
goods and services that will help them be more productive. Even if the soci-
ety as a whole benefits by being more efficient in the long run, does this mean 
that that efficiency should be paid for by American computer technicians and 
steelworkers? Is this fair? 

One response to this dilemma is to restrict trade through protectionism: 
imports can be reduced by adding an additional tax (a tariff) to their cost or 
can be prevented altogether by setting a quota that fixes the maximum amount 
of a good that can be brought in. In the case of outsourcing, protectionism could 
be achieved by passing laws against companies having services done for 
them overseas or by taxing them if they do. Clearly protectionism has a cost: 
it will make Americans on average less efficient and productive. But perhaps 
we should be willing to pay this cost if the cost to particular workers who lose 
as a result of free trade would be too high. 

Even if you believe that it is worth helping these workers, protectionism is 
not the way to do it. Instead of using protectionism to prevent imports or out-
sourcing, we can devise schemes to compensate displaced workers who lose 
directly from trade, either with direct payments or with programs to help them 
retrain themselves to get better jobs.  This strategy can be described as 
protecting people, not firms. Protecting businesses by restricting imports 
is a costly way to protect workers who are hurt by imports because it leads to 
higher prices for all Americans. The tariff on luggage in the United States, for 
example, was found to protect only 226 jobs at a cost to consumers of $211 
million, for a cost of $934,000 per job. If, instead of the tariff, each one of those 
workers had 
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been compensated with a Rolls Royce or its cash equivalent, the U.S. govern-
ment would still have saved a lot of money.3° 

Providing displaced workers with a social safety net if they are hurt by trade, 
but still allowing the trade to continue, helps deal with the fairness issue but 
also enables firms and workers in both advanced and developing countries to 
concentrate on engaging in the most productive activities. Even if compensation 
schemes or retraining programs for displaced workers are not completely 
efficient, it still may be worthwhile to put them in place because they encour-
age political support for trade liberalization, which in the end strengthens the 
economy. 

Trade liberalization is important in all countries because it promotes com-
petition, which, in turn, raises productivity and improves the quality of 
domestically produced products. This is just as true for rich countries like the 
United States as for poor countries. When I bought my first car thirty years ago, 
I bought a new Toyota because it was far more reliable at a lower price than 
equivalent American cars. For fifteen years I bought only Japanese cars because 
their reliability and price remained so much better than those of American cars, 
but this eventually changed. Competition from Japan had a huge impact on 
American car makers, who were forced to improve their cars or go out of busi-
ness. Now American cars have better reliability ratings at lower prices than Ger-
man cars and are not far behind Japanese cars in reliability. 

The bottom line is that opening up markets to products from developing 
countries improves not only life and the economy in those countries but also 
life and the economy in rich countries. It is not just the right thing to do; it actu-
ally improves the quality of our lives as well.



 

Thirteen 

Getting Financial Globalization Right 

promoting economic growth and allevi- 
ating poverty in so many disadvantaged 

countries is one of the greatest challenges the world faces today. How can these 
countries safely get on the path to riches? 

What Have We Learned? 

The chapters in this book contain a lot of information, a lot of data, a lot of eco-
nomic reasoning, and a lot of advice. Here are six lessons we can draw from it 
all. 

1. Financial Globalization Is  Not the Answer,  
but It Is an Important Part of the Answer 

An economy's ability to allocate capital to its most productive uses enables it 
'A) reach its full potential in terms of growth, high income per person, and all 
he benefits that come with achieving these goals. Developing this ability 
takes dedication, hard work, commitment, and time. It also takes the devel-
opment of institutions that promote strong property rights and a well-
functioning financial system that moves funds to support productive invest-
ments. Institutional development is a complex process, and the "one size fits 
all" approach of taking institutions from advanced countries and plopping them 
down in poor countries has not worked.' Institutional frameworks must be 
homegrown. 
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the view that a lack of money flowing to investments is often not the problem 
in emerging market countries, and it demonstrates that randomly throwing 
money at investments does not work. Indeed, as the recent financial crises indi-
cate, too much money flowing into emerging market countries often resulted 
in bad loans and investments, which led to disastrous financial crises. The argu-
ment for the importance of financial development is not that it increases invest-
ment, but that it promotes the allocation of investment funds to where they can 
do the most good for the economy. Research finds that financial development 
primarily increases growth not by increasing the amount of investment, but by 
ensuring that investment is allocated to uses that increase productivity.3 

Throwing money at countries through foreign aid also does not work. 
William Easterly, in his The Elusive Quest for Growth and The White Man's Bur-
den: Why the West's Efforts to Aid the Rest Have Done So Much Ill and So Little Good, 
documents numerous instances of why foreign aid has failed to aid economic 
development.  Throwing money at poor countries can actually make them worse 
off. Foreign aid often props up corrupt regimes and makes it easier for gov-
ernments to avoid undertaking the institutional reforms so necessary to eco-
nomic growth. 
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3 .  D i s a d v a n t a g e d  C o u n t r i e s  M u s t  T a k e  
Responsibility for Their Own Fates 

The ultimate responsibility for the success or failure of poor countries is theirs. 
Emerging market countries need to build the political will to promote insti-
tutional development. This is not the view that is heard when anti-
globalization protestors rally in the streets. They see a cabal of sinister 
institutions —particularly those based in Washington, D.C.: the International 
Monetary Fund (IMF), the World Bank, and the U.S. Treasury Department—
as the source of the poor countries' woes. 

And this view is held not only in the streets but also by some leading aca-
demics. The most prominent critic of the IMF is Nobel Prize winner Joseph 
Stiglitz, who titled one of the chapters in his book Globalization and Its Discontents 
"The East Asia Crisis: How IMF Policies Brought the World to the Verge of a 
Global Meltdown."  Those who believe that Washington-5 based institutions are 
the reason why the developing countries stay mired in poverty are just plain 
wrong. Developing countries are poor because they have not developed the 
institutions needed to foster economic growth. 

4. International Financial Institutions and Citizens 
in Advanced Countries Can Make a Difference 

International financial institutions, like the IMF and the World Bank, and 
government agencies in advanced countries, like the U.S. Treasury Department, 

Strong forces, however, are often lined up against financial development. 
By keeping property rights and the financial system underdeveloped, powerful, 
entrenched business and political interests are able to restrict competition 
and prevent entrepreneurs in poor countries from accessing the funds they need 
to put their ideas into practice. The special interests thus keep the markets 
to themselves and continue to earn high profits. The economy remains un-
productive, and, no matter how hard the average person in the society is will-
ing to work, the country remains poor. 

What is the solution? There are no easy answers, but the key is incentives. 
As it opens the economy up to foreign capital and financial institutions, finan-

cial globalization creates incentives for institutional development by increas-
ing demands within a country for the institutional reforms that promote 
financial development. When domestic firms can borrow from abroad or from 
foreign financial institutions, domestic financial institutions will start to lose busi-
ness. They will need to seek out new customers to whom they can profitably 
lend. To do this they will require high-quality information to screen out good 
credit risks from bad and to monitor new borrowers to make sure they don't 
take on excessive risk. They will now have incentives to encourage the insti-
tutional reforms that will make it easier for them to acquire the information they
need to make profitable loans. Instead of blocking financial development, they 
will become supporters of it; they will begin to push for institutional reforms 
to improve accounting standards and disclosure of financial information. To make 
loans less risky, they will support reforms of the legal system to enhance the 
enforcement of contracts that protect property rights, thereby snaking it easier 
to establish title to assets and avoid the "tyranny of collateral." 

Opening up financial markets to the outside world does not magically or 
automatically make a country rich. Financial globalization will help promote 
institutional development only if it is managed to promote greater 
competition in financial markets. Financial globalization will promote 
growth only if the process is not perverted and does not lead to destructive 
blowups of the financial system.  Financial crises in the aftermath of financial 
liberalization and globalization have, unfortunately, been a fact of life for many 
emerging market countries, and they have led to depressions that have 
increased poverty and have stressed the social fabric. Successful financial 
globalization, which avoids these crises, requires effective prudential regulation 
and supervision, responsible fiscal policy, and strong monetary policy 
institutions. 

2

2. Throwing Money at the Problem Won't Work 

One objection to focusing on financial development and globalization as key 
factors in economic growth is that it is far from clear that emerging market 
countries are finance constrained. In other words, they often do not have 
trouble getting money for investments The discussion in this book supports
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have made mistakes in the past, but they can create incentives to promote insti-
tutional development in poor countries. The IMF, the World Bank, and the U.S. 
Treasury Department can admit that they don't know all the answers and can 
recognize that the answers to promoting institutional development often 
reside within the emerging market countries themselves. They can give greater 
ownership of policies to these countries by designing them jointly through a 
process of give-and-take. They can also provide the right incentives for insti-
tutional development by providing funds to countries only when they are seri-
ous about putting in place the kinds of reforms needed to establish strong 
property rights and an efficient and effective financial system. If special inter-
ests block these reforms, then institutions like the IMF and the World Bank have 
to pull back their funds and just say no, thereby providing incentives to over-
come the powerful forces that oppose the reforms needed for successful finan-
cial globalization. 

Can we as individuals in the advanced countries help? Yes—by supporting 
the opening of our markets to goods and services from emerging market 
countries. By encouraging these countries to expand their export sectors, we 
create exactly the right incentives for them to implement the hard measures 
that will enable them to grow rich. Exporters have strong incentives to be pro-
ductive so that they can take advantage of access to our markets, and they will 
thus make the investments needed for growth. They will also push for the insti-
tutional reforms to make financial markets more efficient and promote finan-
cial deepening. By getting financial markets to work well, exporters will 
have access to the capital they need to expand their businesses. A larger 
export sector in emerging market countries also helps make financial crises less 
likely and less severe. Firms that sell their goods in foreign markets find that 
declines in the value of the domestic currency help raise the demand for their 
goods, and this outcome compensates for the higher value of their liabilities 
denominated in foreign currency. 

Opening up markets to emerging market countries is an important way that 
we in the advanced countries can help them become successful. Although pro-
viding more aid to poor countries seems like a good way to eradicate poverty, 
it rarely works, because it usually does not create the right incentives to pro-
mote economic growth. A handout is almost never as effective as a hand up. 
Do you really care about world poverty? If you do, you need to support free 
entry of goods and services from poor countries to our shores. Economists and 
celebrities who gallivant around the world advocating an end to poverty 
should campaign for free trade, not more aid. Americans used to say, "Give 
me your tired, your poor."  Now they need to say "Give me your goods and 
services." 

6

Arguing that we need to keep jobs in rich countries like the United States, 
and that we therefore have to bar imports or limit outsourcing, is just another 
way of saying that we want to keep workers in less fortunate countries

poor. Should we care only about the poor in Detroit and not the even poorer 
in the favelas of Rio de Janeiro? This doesn't mean that those who lose 
their jobs in advanced countries don't deserve our sympathy and our 
support in finding new jobs. But displaced workers can be taken care of in 
ways other than imposing trade restrictions. In the long run, free trade raises 
productivity in advanced countries like the United States and so 
eventually provides better jobs. 

7

5. It's the Politics, Stupid 

It is not easy to make financial globalization work for emerging market 
countries. It requires the development of institutions, a process that takes 
considerable time and effort. Furthermore it requires building the political will 
in poor countries to support institutional reform. This is a difficult task, but 
it is not an insurmountable one—as the successes of Chile, Hong Kong, Sin-
gapore, South Korea, and Taiwan have all demonstrated. 

The example of South Korea, which opened this book, is particularly 
instructive. South Korea has over the years pursued many different 
strategies to promote growth. When it started to focus on economic 
development after the Korean War, the South Korean government did 
not implement reforms to develop an efficient financial system. The 
government was heavily involved in allocating capital, financial markets were 
highly regulated, and the domestic financial system was completely closed 
off from the rest of the world. Then, when the government liberalized its 
financial system and opened the economy to flows of foreign capital, it did so 
in a particularly perverse way that culminated in a financial crisis of 
massive proportions. The Korean government, however, learned from its 
mistakes. After the financial crisis, it actively pushed for reforms to make 
the country's financial system work better and leave it less prone to 
crises. South Korea was rewarded with a far stronger recovery than the 
other countries in the region that suffered crises. 

South Korea still has a long way to go in the reform process, which slowed 
and sometimes even reversed once the economy recovered. Yet I believe that 
Korean policymakers understand that, if their country is to reach the next stage 
of development, it must develop a first-class financial system. If it does, South 
Korea will surely reach its goal and take its rightful place as one of the 
richest countries in the world. 

6. There Is No Simple Answer 

This book argues that institutional development that promotes strong prop-
erty rights and a financial system that directs capital to its most productive 
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ing banks to engage in new types of lending without controls on the interest 
rates they could charge. Unfortunately this financial liberalization was carried 
out without putting into place the necessary prudential regulatory and super-
visory safeguards. The result was a lending boom from the mid-1970s until the 
early 1980s, just like those in Mexico and South Korea, an increase in non-
performing loans, and then a currency collapse and financial crisis that were 
actually far worse than Mexico's or South Korea's. Output in the economy 
declined almost 14% in 1982 and another 3% in 1983, with inflation increas-
ing to above 20%.10 The cost to the Chilean taxpayer for bailing out the 
country's banking system was over 40% of GDP, as compared with around 20% 
for Mexico and 30% for South Korea.11 

Recovery and Triumph 

In the aftermath of the crisis, the Chileans recognized that they had made seri-
ous policy mistakes; they were determined not to make them again. After 
rapidly recapitalizing the banking system using taxpayers' money (with 
some assistance from the IMF), the Chilean government completely overhauled 
its prudential regulation and supervision of the financial system with a new 

12

banking law in 1986 (very much along the lines suggested in Chapter 12). The 
law increased the role of the supervisory agency in rating banks' risk using 
loan classifications, required more disclosure of information to the public, and 
imposed strict enforcement of restrictions on connected lending. These efforts 
have resulted in bank regulatory and supervisory practices that a World 
Bank study cites as among the best in the emerging market world and that 
are comparable to those in advanced countries. As a result, even during the 
Mexican crisis of 1995, the Russian meltdown of 1998, and the current diffi-
culties in Latin America, the soundness of Chile's financial system has never 
faltered. The controls on short-term capital inflows adopted by the govern-
ment have also been cited as an important factor behind the Chilean success 
story, but they were more an element of prudential regulation than capital con-
trols, and research suggests they were not important to Chile's subsequent eco-
nomic success.14 

13

Chile pursued a series of major fiscal reforms: giving enhanced power to 
the executive branch to manage spending and tax decisions, introducing a value-
added tax (in effect a national sales tax), closing tax loopholes, and privatiz-
ing public companies. This process culminated in an administrative decision 
by the new government in 2000 to implement a flexible, balanced-budget 
rule (Regla del Balance Estructural or Structural Balance Rule for the Central 
Government), which has strong elements of transparency, including provision 
for committees of outside experts to set the key parameters of the budget rule.'5 
As a result of these reforms, during the period 1991-2003 Chile's budget was 

uses are crucial to achieving high economic growth and the eradication of 
poverty. This does not mean that other factors, such as health, education, and 
income equality, are not important to economic growth.8 I have simply 
pointed out that the importance of developing a well-functioning financial 
system has not received sufficient attention in discussions about economic 
growth. 

This book does not offer ten easy ways to get financial globalization right. 
Globalization requires hard work on the part of emerging market countries. 
All that advanced nations can do is provide incentives that encourage policy-
makers, politicians, and citizens to support the kind of institutional develop-
ment that will promote economic growth in poor countries. Getting govern-
ments to work in the interest of the public, so that the right kind of reform occurs, 
is one of the toughest problems facing development economists and political 
scientists today' 

Epilogue: Harnessing Globalization—Chile, 1980-2006 

Putting in place the institutional reforms to make financial globalization work 
is a daunting task. Are these reforms unrealistic? Is it possible for emerging 
market countries to develop them? 

The answer is yes. Hong Kong, Singapore, and Taiwan have completely 
embraced globalization and have developed the institutions to make it work. 
They have established efficient and healthy financial systems that are well reg-
ulated and well supervised, they have responsible fiscal policies, and they have 
monetary policy institutions that have achieved price stability. Since its 1997 
crisis, South Korea has also made huge progress in its reform process, although 
it needs to go further. Can emerging market countries elsewhere in the world 
make globalization work for them? 

Chile has shown that it can be done, even in Latin America, a region which 
in general has had a disappointing experience with globalization over the past 
twenty years. 

Globalization and the Chilean 
Financial Crisis of 1982-1983 

From the end of World War II until the 1980s, Chile seemed to have all the prob-
lems of other Latin American countries. It had an inward-looking economy with 
extensive barriers to free trade, was substantially poorer than neighboring 
countries like Argentina, had a low growth rate, and had experienced high and 
variable inflation rates, reaching an annual rate of over 600% in 1973. After the 
government of Augusto Pinochet took power in 1973, it pursued an ambitious 
policy of financial liberalization, opening up markets to foreign capital and 
allow



 
  

218 WHERE DO WE GO FROM HERE? GETTING FINANCIAL GLOBALIZATION RIGHT 219

actually in surplus by some 1% of GDP. This is a record that most advanced 
countries would love to have. 

The government has worked on developing strong monetary institutions. 
In 1989 it passed new central bank legislation (which took effect in 1990) that 
gave independence to the central bank and mandated price stability as its pri-
mary objective. In 1991 the Chilean central bank adopted an inflation-targeting 
regime; at first the announced inflation objectives were interpreted more as 
official inflation projections rather than formal or "hard" targets.' Only after 
the central bank had some success with disinflation, bringing inflation down 
from over 20% to under 12% by 1994, did the inflation projections become hard 
targets, with the central bank held accountable for meeting them. In May 
2000 Chile finally adopted a full-fledged inflation-targeting regime, including 
most of the features seen in advanced countries like the United Kingdom." Since 
2001 inflation in Chile has been close to 3%, a figure at the center of the cen-
tral bank's target range. 

6

Chile also pursued trade liberalization. From one of the most closed 
economies in the world in the 1970s, Chile has transformed itself into one of 
the most open: average tariff rates fell from 105% in 1973 to 6% today. In 
addition, there are no tariffs on products from countries that have signed 
free-trade agreements with Chile, so that the average actual tariff rate on 
Chilean imports is close to 2.5%. The country has also dropped all restrictions 
on the entry of foreign capital. 

All of these institutional reforms paid off. From 1991 to the present, Chile 
has been able to lower inflation rates from above 20% to around 3%, the cen-
tral bank's stated goal. Over the same period, output growth has been high, 
averaging over 5% per year since 1991. Chile's success has gained it the nick-
name the "Latin Tiger," putting it on equal footing with the fast-growing 
"Asian Tigers." 

The Future 

Chile is not without its problems. It still has unequal income distribution. 
Reforms have so far been largely unable to raise the educational attainment 
of the general population to levels closer to those in industrialized countries. 
Because Chile is in a bad neighborhood (Argentina, Bolivia, and Peru sit on 
its borders), it is subject to the shocks that periodically hit the region, such as 
the withdrawal of foreign capital that occurred after the East Asian crisis and 
the Russian meltdown in 1997-98. However, Chile's performance continues 
to be outstanding compared with that of other Latin American nations, with 
a growth rate that is the envy of the region. And Chile's vibrant democracy is 
fully committed to the globalization process, because the public rightfully sees 
globalization as the way for them to get rich.

Not every emerging market country has the political will of Chile, Hong 
Kong, Singapore, and Taiwan to adopt the reforms needed to make financial 
globalization work. But globalization will work when a country's political and 
business leadership is committed to improving the lot of its citizens. These 
countries prove that the next great globalization should be financial. I hope this 
book provides some guidance on how it can be done right.
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Reports 160 (February 2003). 

32. A. Suryahadi et al., "The Evolution of Poverty in Indonesia, 1996-99," World Bank 
mimeo (September 2000), find that the poverty rate climbed from 7-8% just before the 
crisis to 18-20% in September 1998. 

33. See Guillermo A. Calvo et al., "Sudden Stops, the Real Exchange Rate, and Fis-
cal Sustainability: Argentina's Lessons," NBER Working Paper 9828 (July 2003), which 
documents that countries are more vulnerable to sudden stops if they have (1) a low 
degree of openness, (2) a high degree of liability dollarization, or (3) high debt levels. 
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are unlikely to be paid off in full because of the worsening business conditions and the 
negative effect that these increases in the domestic-currency value of these foreign-
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As a result, severe barriers to competition were created, and bankers were provided 
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bank's risk had no impact on its deposit growth from 1991 to 1995; Maria Soledad Mar-
tinez Peria and Sergio L. Schmukler, "Do Depositors Punish Banks for Bad Behavior? 
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12. See the discussion in Stephen Haber, "Mexico's Experiment with Bank Privati-
zation and Liberalization." Mexico did not even have a law allowing credit bureaus until 
1993. Mexican banks did not have credit departments because they made very few loans 
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Korea would provide emergency liquidity (a total of 4 trillion won) to Korea First Bank 
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An important concern is that the systemic-risk exception will always be invoked when 
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banking crisis. However, the extent of moral hazard is greatly reduced by adopting 
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35. As I have argued in "An Evaluation of the Treasury Plan for Banking Reform," 
Journal of Economic Perspectives 6, no. 1 (1992): 133-53, one way to ensure against reg-
ulatory forbearance is to give the bank supervisory role to a politically independent cen-
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dependence. Alternatively, bank supervisory activities could be housed in a bank reg-
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36. Edward J. Kane, The S&L Insurance Mess. 
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islation that has helped make it effective is the mandatory report that the supervisory 
agencies must produce if the bank failure imposes costs on the FDIC. See Frederic S. 
Mishkin, "Evaluating FDICIA." The mandatory report is made available to any mem-
ber of Congress and to the general public upon request, and the General Accounting 
Office must do an annual review of these reports. 
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