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Thailand: Path ofFinancial
Restructuring

Amaret Sila-On

With the world's interest clearly focused on the events in East and
Southeast Asia, I would like to update you on the recent policy initiatives
and ongoing activities on financial reform and restructuring in my country.
Given that the currency turmoil started in Thailand, we certainly hope
that the principle of "first-in first-out" will apply and bring us out of this
situation soon. I would like to start with a short background of events lead
ing to the crisis, followed by Thailand's subsequent adoption of the IMF
programme. 1 will then conclude with a note on the future prospects for
financial sector restructuring and development in Thailand.

I Events Leading to the Crisis

During the late 1980s and early 1990s, Thailand's rapid economic growth
was hailed as one of the great success stories of Southeast Asia. This
extended period of growth was propelled by buoyant export performance
following the decoupling of the exchange rate from a single peg to a basket
peg system in 1984; and a dynamic investment outlook, especially from
Japan's booming domestic economy. In 1993, the establishment of the
Bangkok International Banking Facility (BIBF) - a special vehicle to pro
vide offshore banking services - became an important channel for foreign
funds to accommodate the growing domestic needs for investment, asset
acquisition and industrial expansion. Following double digit growth during
1988 to 1990, the country's growth rate stabilised at around 8-9% in the
early 1990s.

By the mid 1990s, a number of factors, both external and internal, com
bined to bring about a sharp economic downturn, which culminated in one
of the most painful chapters of Thailand's recent economic history. The
widening current account deficit to around 8% of GDP in 1995 sent out
red alert worldwide, which was apparent to everyone but ourselves. Yet it
was the sharp drop in exports, from some 24% annual growth in 1995 to a
0.2% contraction in 1996 that finally sent out distressed signals. This phe
nomenon may have an origin rooted since the 1994 devaluation of the
Chinese currency, which along with the delayed adjustment of Thai export
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competItIveness, the strengthening of the US dollar, and an inflexible
exchange rate mechanism, resulted in a crisis of confidence. On the inter
nal front, the intensification of the financial sector problem stemming
from inadequate measures to cope with the influx of foreign funds through
the BIBF, and the 12-month income recognition rule of financial institu
tions non-performing loans, heightened the atmosphere of cynicism and
subsequently brought on a series of speculative attacks on the currency.
Business cycles are recurring events worldwide, and as such were no
strange phenomena in Thailand. Yet the financial sector's inherent weak
ness of maturity mismatching, reckless lending and mis-allocation of for
eign funds, proved to be non-resistant to this particular downturn. On 2nd
July 1997, the authorities announced a change in the exchange rate regime,
and one month later Thailand entered the IMF programme.

II ~FProgranrrnne

The discipline and austerity programme imposed on the country during
this IMF programme period has seen a lower output growth, indeed the
first negative GDP growth in Thailand's modern economic history.
Higher inflation, and a narrowing current account deficit ensued, as the
process of consolidation takes place. Nevertheless, the economy's strong
underlying fundamentals - high savings rate, an abundance of agricultural,
natural and human resources, diversified economy and export base 
remain important assets during the restructuring process.

Financial Sector Restructuring

The cornerstone of the present government programme, with the IMF
concurrence, is the determined efforts to restore confidence through strict
fiscal and monetary disciplines, and a comprehensive financial restructur
ing programme. In this connection, a wide-ranging programme has been
mapped out encompassing sweeping changes in the supervisory and regu
latory practices, as well as the legal infrastructure and operational proce
dures. In August 1997, the authorities took decisive steps to segregate
unviable and insolvent finance companies from the rest of the system
through the temporary suspension of their operation. Companies wishing
to resume business are required to submit rehabilitation plans to the newly
established Financial Sector Restructuring Authority (FRA) of which I am
now Chairman. Those whose plans are considered unviable would undergo
an orderly liquidation process. Following the decision to close all but 2 of
the 58 suspended finance companies in early December 1997, the disposal
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of asset began in February 1998, in a most transparent and strictly market
determined process. This is set to be completed by December 1998 as stip
ulated in the third Letter of Intent with the IMF.

To assure reasonable bids for the assets of the closed finance companies,
two new government-owned institutions, the Radhanasin Bank (RAB) and
the Asset Management Corporation (AMC), were set up with a mandate to
participate in the auction process along with other private bidders. The
RAB is expected to bid for the highest quality assets and be guided by the
strictest commercial principles. The AMC is charged with the responsibil
ity of managing the assets and maximising asset recovery and to aim for the
lowest quality assets.

With regard to the legal and regulatory infrastructure, on March 4,
Parliament approved the new Bankruptcy Law, while work is ongoing to
expedite the procedures of foreclosure with a view to facilitating the order
ly winding down or rehabilitation of insolvent companies.

Strengthening the Core Financial System

As Chairman of the Financial Sector Restructuring Authority, I have been
entrusted to oversee the process of asset disposal for the closed finance.
companies. I should like to point out, however, that the size of the assets of
the 56 closed finance companies - some 860 billion baht or $20 billion 
represents a mere 11 % of the total size of the country's financial system of
some 8 trillion baht or $190 billion. The remaining part which is the core
of the financial system comprising 15 operating Thai banks, 35 finance
companies and a number of BIBF of both domestic and foreign banks, is
indeed the most crucial and whose strength and viability will provide the
foundation for the growth and development of the country's economic
system. This is where most of the work and attention is focused on, in par
ticular on the determination process and reclassification of asset quality.

On asset classification, the Bank of Thailand, as the responsible super
visory agency, has progressively tightened rules and regulation concerning
asset classification and provisioning requirements, as well as income recog
nition of banks and finance companies. Effective 31st December 1997,
loans which are 6 months in arrears will be classified as substandard, an
adjustment from the old rule of 12 months with collateral, and banks must
provide 15% reserve against it, while the rate applicable to finance compa
nies is 20%. This loan loss provision is fully tax deductible. In addition,
accrued interest will be recognised as income up to 6 months compared to
the old 12 months rule. Commercial banks have to use this definition when
disclosing non-performing loans. Furthermore, the Bank of Thailand will
adopt a package of new regulations covering loan classification and provi-
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sioning that is consistent with the best international practices. The package
will be gradually phased in and fully implemented by the year 2000.

With regard to the recapitalisation process, local financial institutions
are actively seeking foreign strategic partners. Early this year, the
Government intervened in 4 medium-sized banks which were unable to
raise capital, and replaced its management and ordered a capital write
down. Recapitalisation was subsequently undertaken through a debt-equity
conversion by the Financial Institutions Development Fund - a separate
juristic entity from the Bank of Thailand - entrusted to provide liquidity
support during the deposit run on the financial institutions. Further inter
ventions are not anticipated as the remaining institutions are undertaking
recapitalisation plans, while the reprivatisation of the intervened banks will
be made as soon as possible.

Encouraging Foreign Private Investment

To ensure that new investment in local financial institutions lead to the
development of a sounder banking system, an additional guideline on the
"fit and proper" qu,alifications of executives and management, as well as
licensing requirements have been announced. Given the limited availability
of domestic capital, the restriction on foreign participation in Thai finan
cial institutions was amended accordingly to encourage new capital from
abroad and ensure the successful implementation of the recapitalisation.
Foreign investors are allowed to take majority shareholding in local finan
cial institutions for up to ten years, following which the amount of shares
so acquired would be grand fathered. For other types of financial institu
tions such as securities companies, the relevant laws governing the limit on
foreign equity participation, namely the Alien Business Law, will soon be
amended to permit 100% foreign ownership.

Strengthening the Supervisory Role ofRelated Government Agencies

An important corollary from the current financial institutions crisis has
been the issue of supervisory oversight. In this connection, the government
will form a task force including eminent international financial experts to
develop specific proposals regarding the independence and institutional
strengthening of the central bank. This is expected to result in revisions to
the Bank of Thailand Act by 1998. In addition, the government will under
take a comprehensive review of the roles of various financial institutions as
well as the supervisory and regulatory framework. It is expected that these
efforts will result in a modern and efficient supervisory regime that can
support the development of a sound and competitive financial system.

226
From: Regulatory and Supervisory Challenges in a New Era of Global Finance 
                    FONDAD, The Hague, 1998, www.fondad.org



III Future Prospect

In looking ahead, this episode of crisis will bring about significant changes
to the existing supervisory and operational landscape of the country's
financial system. Thailand's financial system has largely been dominated by
commercial banks accounting for almost 70% of the share of the financial
sector, of which more than half is accounted for by the four largest banks.
The recent financial distress have drained funds from the smaller banks
and other financial institutions to the larger banks, thereby re-enforcing
this highly skewed structure. Recognising this, the authorities are aiming
to improve the structure of the market towards a more balanced develop
ment of the equity, bond and credit markets. As Chairman of the Stock
Exchange of Thailand, I am also actively involved in the modernisation of
the country's capital market to provide an alternative for fund mobilisa
tion, thereby lessening reliance on commercial banks credit allocation
decisions. International standards will progressively be adopted as regard
transparency and accounting practices as well as financial auditing and dis
closure. A new departure in the present credit appraisal system based on
cash flows rather than asset-based is also evolving. General resource alloca
tion will be improved through market-oriented signals, while capital ade
quacy standard will continue to be strengthened further.

Amidst this painful process of adjustment, signs of improvement have
emerged on the macroeconomic front. The current account deficit, the
initial trigger of uncertainty over its sustainability, has narrowed by almost
80% in 1997 compared to 1996, representing an improvement following
the flotation of the baht. Inflation, on the other hand, has been kept at a
manageable level of below 12 %. Since September 1997, when the econo
my turned in a current account surplus - the first in 34 months - the coun
try has been able to generate more foreign exchanges to service its external
obligations. This is a positive sign leading to the restoration of confidence
in the gradual recovery of the economy.

The present economic and financial difficulties are by no means unique
to Asia or Thailand. Although the transition phase will be painful to all
those affected, it should be viewed as a sign of correction and adjustment
towards a more mature and developed system. On the political front, the
country has made significant strides with the enactment of the new consti
tution which will pave the way for the evolution of cleaner politics and
good governance, which should benefit the country at large, as well as our
trading partners.

Let me assure you that after these painful events, we shall not be com
placent. We recognise that in the upcoming years, there are hard work and
tough decisions that require strong political will. This is especially crucial
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during the next six months. As the current trend in Thailand is showing
progressive improvement, this has given hope and encouragement to all of
us in Thailand to face up to the challenges ahead. With the support and
understanding of the international community, as well as the culture flex
ibility and work ethics of the Thai people, the economy should be able to
recover and regain its sustainable growth path, within the next two years.
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Some Financial Issues in Transition
Economies: The Case ofHungary

Gyijrgy Szapary

As the last speaker at the end of a two-day conference and having been
invited to speak at this conference just a few days ago, I am afraid that I
will not be able to add any innovative thoughts to the discussion. I propose
to talk briefly about three issues: first, about bank regulation and supervi
sion issues faced by Hungary and, I believe, by all the other transition
countries; I propose then to say a few words about the impact of the Asian
financial crisis on Hungary; and, finally, I will touch upon some of the
issues concerning exchange rate and monetary policies in transition econo
mies, as seen through the experience of Hungary. These topics have been
addressed by the previous speakers and I propose to now add some of my
own thoughts to these issues.

I Bank Regulation and Supervision

One of the characteristics of the transforming economies has been that,
compressed into a few short years, these economies have encountered,
since the start of the reforms, all the difficulties and problems of the finan
cial system that other countries have had to deal with at some time during
the last five decades. Weak risk assessment practices, insufficient internal
controls within the banks, inadequate accounting standards, weak super
vision and, last but not least, an unprecedented economic recession have
led to the accumulation of large bad loan portfolios by financial institu
tions, often followed by bankruptcies. At the start of the reforms, when the
mono-bank system was abolished and a two-tier banking system was estab
lished, with a separate central bank and separate commercial banks, the lat
ter started their lending activities immediately, although supervision and
regulation of the banks were not yet fully in place. In Hungary, as in other
transition countries, the authorities had to create laws and regulations, and
had to develop their supervisory skills while the commercial banks were
already operating. One of the main weaknesses of the financial system, in
the early years of the reforms, was that most credit institutions were state
owned. Lacking a truly profit-oriented ownership, the banks were ill placed
to resist political pressure or to undertake the needed internal reforms.
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With banks accumulating a large amount of bad loans, it had become
increasingly evident to the Hungarian authorities that privatisation could
not take place without bank consolidation. Therefore, Hungary undertook
a bank consolidation programme at the end of 1992 which took about two
years to complete. Consolidation basically took the form of providing the
banks with market interest rate-bearing government bonds equal to the
amount of bad loans. The bad loan portfolio was for the most part left to
be worked out by the commercial banks. The total amount of the consoli
dation reached about 7.5% of GDP at the end of 1994, and the cost to the
government budget in the form of interest paid on the consolidation bonds
was 1.6% of GDP in 1995. This ratio has been declining since then as
inflation and nominal interest rates have fallen and the GDP has grown.
Following the consolidation, the capital adequacy ratio of all the consoli
dated banks was brought up to 8%. Thus, the road toward bank privatisa
tion was paved.

Bank privatisation has brought many benefits: technological upgrading,
improved bank management, increased competition, and new, faster ser
vices. Hungary, with a population of 10 million, has already over two mil
lion credit cards and several banks have opened so-called direct banking
services, where all services can be obtained via telephone. It is interesting
to note that people in Hungary seem to be very receptive to technological
change. This may be due to the fact that the services provided before were
very poor. To give an example, previously people often had to take off sev
eral hours from their work in order ,to withdraw money from a bank.
Therefore, when automatic teller machines and credit cards came around,
people were eager to seize this opportunity of getting faster service.

Undertaking a comprehensive programme of strengthening bank super
vision early on in the reform process is a very important issue in transition
economies, as there is no time for the sequencing of institutional develop
ment. Indeed, one cannot first establish the supervisory agency, then train
the supervisors, and only then allow commercial banks to operate. The
authorities of the transition countries have had no other choice than doing
everything simultaneously. As a result, supervision is still lagging behind
the rapid development of the commercial banking activity in these coun
tries. Great efforts need to be made to improve regulation and supervision.
In Hungary, we have passed the necessary laws and regulations, but as we
gain experience, we realise that further work is needed in this area.
Hungary will start accession negotiations with the ED this year and thus
will have to adopt all of the EU directives. We have already adopted many
of them as we were going along, but there is still more to be done.
Training of supervisors is also a very important element in the task ahead.

I would like to single out four of the Basle core principles that, in my
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view, particularly apply to transition economies. First, banks must establish
adequate internal procedures and practices for evaluating risks. Risk assess
ment was not a real issue under the socialist system, because credit was
directed and expertise of evaluating credit risks was not developed. Second,
it is necessary to establish adequate management information systems
within the banks, an area also particularly weak at the start of the transi
tion. Third, strict rules to prevent abuse of connected lending need to be
formulated. For instance, there were some Hungarian banks established
whose owners clearly did not see banking in the way it should be seen.
They considered banking as a way of channelling credit into their own
businesses, a practice which naturally resulted in bankruptcies. Fourth, it is
essential to secure capital adequacy ratios that are high enough to cope
with the uncertainties inherent to the transition. This may mean a higher
ratio than the Cook ratio of 8%. Hungary has 36 commercial banks, and
for a country of 10 million people, this clearly seems to be too many. One
can, therefore, expect that there will be mergers and acquisitions. It is
going to be an interesting case to watch, because all but seven of the com
mercial banks are foreign owned. The bank mergers in Hungary will prob
ably follow the mergers of their mother-banks abroad. One such merger
has already taken place.

II The Impact of the Asian Crisis

The effects of the Asian financial crisis on Hungary were limited. We expe
rienced no significant capital flight and, as a result, the exchange rate
depreciated very little. Hungary has a pre-announced crawling band system
and the exchange rate moved away from the most appreciated edge of the
band only for a few weeks - at the most by 1% - but most of the time fol
lowing the Asian crisis the move away from the strong edge of the band was
below 0.5%. There was, however, a temporary fall in the equity prices on
the Budapest Stock Exchange. This fall was quite sharp and it was caused
mostly by a sell-off by domestic investors. \Vhy did foreign investors stay
put and not withdraw from the Hungarian capital markets in the wake of
the Asian financial crisis? It could be just luck, but I believe that it certainly
helped that Hungary had good economic fundamentals and that the coun
try was seen as going in the right direction. Indeed, there has been a sub
stantial reduction in the fiscal and current account deficits, as well as in the
country's net external indebtedness. At the same time growth has accelerat
ed, while inflation has declined. Although there is no guarantee that strong
economic fundamentals will protect a country from contagion, they will
help the country to better cope with its effects (see below).
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III Exchange Rate and Monetary Policyl

In a small, open economy like Hungary's, the exchange rate plays a dual
role: it can protect external competitiveness and it can provide a nominal
anchor for domestic price stability. In the short run, these two objectives
can be conflicting and policymakers must decide on the relative weights to
be assigned to each of these objectives. We in Hungary considered that it
was important to protect our competitiveness, since the balance of pay
ments remained a binding constraint as Hungary also inherited a high level
of foreign indebtedness. It was considered that the higher rate of inflation
in Hungary - relative to its main trading partners - was due to the inflation
forces inherent to the reforms. These include changes in relative prices
and wages, ingrained inflation expectations, and fiscal pressures emanating
from systemic reforms (e.g. bank consolidation, pension reforms, closing of
unviable firms). Since it takes time for these inflationary forces to fade
away, the nominal exchange rate has to be depreciated in order to maintain
competitiveness. Given these circumstances, in March 1995 the Hungarian
authorities adopted a pre-announced crawling peg system with a band of ±

2.25% on either side of the central rate. The National Bank of Hungary
(NBH) has only committed itself to intervene at the upper and lower edges
of the intervention band, though it has reserved the right to intervene also
within the band. The rate of crawl was originally set at 1.9% per month
and was gradually reduced to 0.7% per month starting in October 1998 (
announced in August 1998).

The rate of crawl has been set by the authorities in light of the develop
ments in the balance of payments and inflation, also taking into account the
improvement in productivity. Considering that the average level of produc
tivity in Hungary falls well below that of the more advanced countries, the
potential for productivity growth is relatively high in Hungary. During the
five years ending in June 1997, the productivity of labour in the manufac
turing industry rose by an average of 14% per year. Taking into account the
faster productivity growth in Hungary, as compared to its trading partners,
the rate of crawl has been set somewhat. below the anticipated inflation rate,
allowing the exchange rate to contribute towards 'a reduction of inflation
while maintaining competitiveness. On a CPI basis, the real effective
exchange rate has appreciated by about 9% between March 1995 and June
1998. However, on a unit labour cost basis, the real effective rate has depre
ciated by approximately 23% during the same period.

Chart 1 shows the movements of the exchange rate within the interven-

1 These remarks have been updated to reflect the impact of the financial crisis currently
taking place in Russia.
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tion band. As can be seen, the exchange rate remained at the upper edge of
the band throughout almost the entire period since the introduction of the
crawling peg, reflecting the confidence of the markets. Following the out
break of the financial crisis in Russia, however, the exchange rate depre
ciated to the lower edge of the band and, in order to prevent the exchange
rate to depreciate beyond the band, the NBH had to intervene. The pres
sure on the forint remained modest though and the amounts of the inter
vention were limited. The weakening of the forint principally reflected the
liquidation of foreign portfolio investments as foreign investors tended to
withdraw from the emerging markets in general. No attack on the forint
and no domestic capital flight could be observed, which I believe is a
reflection of market confidence in the good fundamentals of the
Hungarian economy.

Chart 1 Hungary - Position of the Forint within the Intervention Band, 1995-1998
(value of the basket in forints)
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The interest rate policy pursued by the NBH since the adoption of the
crawling peg has had a double objective: to maintain positive real interest
rates high enough to provide adequate incentive for saving in domestic
currency, while at the salne time limiting the inflow of capital induced by
interest rate differential. The pursuit of these admittedly conflicting objec
tives has required a careful assessment of the sources of inflation, the
nature of the capital inflows (there are inflows which are not induced by
interest rate differential, such as foreign direct investment or portfolio

233
From: Regulatory and Supervisory Challenges in a New Era of Global Finance 
                    FONDAD, The Hague, 1998, www.fondad.org



investment in equity), and the cost of sterilisation. The interest rate policy
pursued by the authorities led to the maintenance of a premium on domes
tic interest rates, although that premium has substantially declined over
time as the borrowing requirement of the government has shrunk and
inflation has fallen.

When the exchange rate is fixed, as it is in fact in the Hungarian pre
announced crawling system, and markets have confidence in the sustain
ability of the crawl, the existence of the premium on domestic interest
rates leads to capital inflows which have to be sterilised in order to prevent
the emergence of excess liquidity. In fact, Hungary did experience capital
inflows which needed to be sterilised. However, the cost of sterilisation
was not excessively high, representing an average 0.16% of GDP per year
over the three-year period 1995-97. I do not want to minimise that cost,
but if I compare it to the benefits of the crawling peg - that is, mainte
nance of external competitiveness, moderation of inflation and establish
ment of credibility - I would argue that the benefits have far exceeded the
costs. The crawling peg could, of course, not have been successful without
the support of other policies. The substantial reduction of the fiscal deficit,
coupled with the marked downsizing of the state budget, so that consoli
dated government primary expenditures as a ratio of GDP shrank from
about 55% in 1993 to 39% in 1997, have helped the disinflation process
and created room for the private sector to expand. The speeding-up of
structural reforms, in particular privatisation, has contributed to the
growth of foreign direct investment and productivity. Finally, the reduc
tion in real wages during the first two years of the crawling peg regime also
helped to improve productivity and the balance of payments. If there is a
lesson to draw from the Hungarian experience, it is that the crawling peg
can be a helpful tool of macroeconomic management, as it combines the
flexibility and credibility needed during the inherently uncertain period of
reforms, provided it is part of a comprehensive policy mix aimed at ensur
ing macroeconomic balance.2

2 A more detailed analysis of the Hungarian experience with the crawling peg is available
in Gyorgy Szapary and Zoltan M. Jakab, "Exchange Rate Policy in Transition Economies: the
Case of Hungary," to be published in the Journal ofComparative Econ07nics.

234
From: Regulatory and Supervisory Challenges in a New Era of Global Finance 
                    FONDAD, The Hague, 1998, www.fondad.org



Banking Supervision in Developing
Economies*

Christian Larrain1

I Introduction

Any thought given to the problems of s·upervising the banking industry in
developing economies leads to the question of whether there are specific
aspects of those economies that result in the need for an ad hoc regulatory
and supervisory framework. The response to this query is less than evident,
particularly since banking crises are not restricted to the developing world.
In fact, they have hit hard and often in developed nations as well, as dem
onstrated by the Savings and Loan scandals in the US in the 1980s and a
protracted period of financial instability associated with real estate loans in
Japan that refuses to fade away. To one extent or another, the problems
associated with credit exposure are a disconcerting common denominator
in all of the world's banking crises. Furthermore, one may ask whether a
paradigm exists to classify a developing economy. In fact, the economic
and financial literature has coined the concept of the "emerging economy"
to refer to a group of some 20 to 30 economies that in the recent past have
experienced strong, consistent processes of economic reform combined
with high, sustained rates of growth. These include such economies as
Brazil, Chile, China, India, Taiwan, Korea, etc. In this context, it is diffi
cult to compare the features of the financial systems in emerging econo
mies such as Hong Kong and Singapore - with their well-consolidated,
highly-competitive structures - with those of such developing economies
as Honduras, Paraguay or Nigeria.

The author's view is that, at the level of "stylised events", a series of fac
tors exists at the level of both market operations and public institutions
that tend to be present to a varying extent in non-developed economies

* This paper has been prepared under the Project of Technical Support to the
Intergovernmental Group of Twenty-four on International Monetary and Financial Affairs,
with financial support from the Government of Denmark. It is also published in UNCTAD,
International Monetary and Financial Issues for the 1990s, Vol. X (New York and Geneva, United
Nations Publications, forthcoming).

1 The author thanks Gerry Helleiner and Guillermo Ramirez for helpful comments on
an earlier draft.
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(emerging and developing) and that are unique to them. Abundant special
ised literature exists to describe the features that characterise the problems
of supervision in those economies, including the volatility of their markets,
errors in the design of financialliberalisation programmes that have led to
lending booms, institutional weaknesses, inappropriate accounting stand
ards, etc.

This paper seeks to assess the primary factors behind financial instability
and banking supervision in developing economies.2 While recognising the
macroeconomic origin of many of the problems that affect the banking
system in developing economies, this study focuses on the microeconomic
elements associated with both the quality of institutional management and
the deficiencies in monitoring effected by the market itself, as well as on
the institutional weaknesses of regulation and supervision in these econo
mIes.

In addition to this introduction, the paper consists of three sections.
The first describes the financial markets and the weaknesses in supervision
in developing economies, understood in the broadest sense. The second
section makes policy recommendations designed to strengthen supervision
in those economies and distinguishes between first and second-generation
reforms. The former are primarily applied in recently privatised financial
systems that are unsophisticated and where supervision is extremely pre
carious. Second-generation reforms are to be implemented in more devel
oped and consolidated banking systems which have already benefited from
the learning curve in the operation of financial markets in both the public
and private sectors. The third section suggests what positions developing
countries should take in international forums with respect to issues such as
capital adequacy, operation of financial conglomerates, and consolidated
supervision.

II Problems of Supervision in Developing Economies

There are six key characteristics that determine the primary weaknesses of
developing economies' financial systems. They are:
(a) precarious public institutions;
(b) a lack of tradition in market operations and an excessive weight of pub

lic ownership in financial institutions;

2 Unless otherwise noted, "developing economies" should be understood, in the context
of this paper, to mean relatively less-developed econoll1ies, as well as emerging economies.
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(c) inappropriate accounting and portfolio classification systems;
(d) a high concentration of ownership in financial and goods markets;
(e) an expensive and inefficient financial system;
(f) a lack of international diversification in banking portfolios.

These elements give rise to a series of problems that affect the stability
of markets and weaken the quality of the supervision provided in develop
ing economies. These include high credit risks, continuous operations
among related parties, a lack of market support for institutional monitor
ing, inappropriate criteria for the entry and exit of financial institutions,
etc.

Obviously, in applying these stylised facts to specific economies, the rel
ative bearing of each element will be different. For example, one can
expect that in the most backward economies, the most pressing problems
will relate to basic asset supervision and related-party lending. In emerging
economies, with better consolidated financial systems, it is likely that one
of the most significant challenges will be posed by the lack of international
diversification in the portfolio. For the more backward economies, on the
other hand, given the precariousness of regulatory agencies, it is likely that
the internationalisation of their loans would bring more costs than bene
fits. These distinctions are significant when recommending policy. Despite
their importance, these aspects are very often overlooked during analysis.

a. Precarious Public Institutions

Perhaps one of the most decisive features of the weaknesses in supervision
in the developing economies is the precariousness of their institutions.
This problem is manifest at three levels: insufficient qualifications among
the staff of regulatory agencies to identify the risks taken by private institu
tions; insufficient authority to take corrective action once problems have
been identified; incorrect incentives for the supervisory authorities that
often cause them to hesitate when taking measures in cases of potential
bank insolvency (Larrain, 1994).

As noted by Corrigan (1996), the essential component of the process of
banking supervision is the inspection that takes place on site with a sample
of individual loans. This helps determine the current and future status of
those loans and thus their potential for timely repayment. This type of
review requires a high level of sophistication on the part of banking inspec
tors. This task is perhaps the weakest link in the supervision chain in devel
oping economies, since without clarity on the future perspectives of a loan
it is impossible to correctly assess a bank's condition.

Interestingly, these insufficiencies tend not to be concentrated at the
level of senior officials at these institutions, but rather among those
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charged with field inspections and/or desk supervision. The causes for this
phenomenon are varied, yet it is important to highlight the big gap in
income between supervisory agency staff and equivalent positions in pri
vate industry. This leads to a high turnover at these agencies. As a result, it
is often quite difficult to acquire and retain the necessary staff experience
and qualifications.

Furthermore, supervisory agencies' ability to identify losses is of limited
use unless they have sufficient power to enforce corrective action.
Supervisors should have enough authority to impose sanctions if compli
ance with prudential regulations wanes. Depending on the institutions
being supervised, such sanctions can include: fines, dismissal from manage
ment posts in cases of imprudent practices, restrictions on the activities
banks may undertake, proceeding in the extreme to liquidation (BlS,
1997). The problem is, however, that even when supervisory agencies have
formal authority to take corrective measures, the administrative require
ments as to the evidence they must gather are so exacting that it is
extremely difficult for them to compel a bank to increase its capital
reserves or apply more prudent policies in specific areas.

The third requirement for prudential supervision is for supervisory
agencies to act decisively. However, the political and legal context often
encourages banking supervisors to delay the liquidation of an insolvent
institution or the application of corrective measures (Kane, 1989; Benston
and Kaufman, 1988). The costs of failing to take timely measures can be
high. When exit policies are weak and unstable banks are allowed to com
pete with solid ones, the former have an incentive to survive in the short
term by competing aggressively. Clearly, this can debilitate financially
se~ure banks and increase the cost of the solutions eventually required
(Lindgren, 1996). Another weakness in many developing economies is that,
given the greater involvement of the government in such economies and
the scope of banking ties with industrial conglomerates, the pressure
applied to banking supervisors to forestall corrective measures may be
greater than in most developed economies. The liquidation or penalty on a
banking operation may generate not only illegitimate protests from power
ful lobbies but may also lead to a suit being filed against the supervisor
(Goldstein and Turner, 1996).

b. Lack ofTradition in the Operations ofFinancial Markets

Quite clearly the solvency of the banking system does not depend solely
on the role played by public regulatory agencies. Rather, it needs to be
supplemented by responsible actions by bank management itself, as well as
by monitoring by those institutions' shareholders and depositors. In other
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words, market discipline is a must.
Despite the processes of financial liberalisation that commenced some

years ago, in many developing economies the financial systems have not
had the benefit of a learning curve3 that allows them to perform their risk
assessment role properly. This is compounded by a traditionally strong
presence of the public sector in the system's operation, and a lack of moni
toring by depositors themselves to help discipline bank management.

The initial conditions for financial systems have been identified in the
literature as a determinant factor in the success of liberalisation processes
(Caprio et al., 1993). A bank's net worth, the initial composition of is assets
and liabilities, its available information, human capital, and incentives
system, all reflect pre-existing controls that condition banks' response to
reforms. When the system is devoid of qualified bankers and the incentives
guiding banking operations revolve around governmental directives, an
abrupt shift toward liberalisation could generate significant losses (ibid.).

Liberalisation policies have typically been associated with excessive
expansion in lending. In fact, increased confidence stemming from the
reforms can engender overly optimistic expectations about the future. Free
of lending restrictions, banks respond to new potential demands from sec
tors previously subject to controls (most often consumer loans, real estate,
etc.). Their experience in establishing prudent lending limits is limited
since the restrictions previously in place barred them from the newly
attainable levels. If all the banks attempt to do the same thing, price bub
bles will emerge for assets. The deterioration in the quality of the loans
will only become apparent when the bubble bursts as a result of a domestic
or foreign shock (BIS, 1996).

Where the tradition of bank monitoring by depositors and shareholders
is weak, managers have little incentive to temper their behaviour. Bad
management of pre-crisis situations aggravates these negative incentives,
since bank stockholders and large holders of bank liabilities have not
always been forced to pay for their risk-taking practices. Government
intervention can harm incentives for disciplined management, for example,
by creating expectations of rescues among owners and creditors of financial
institutions. Such face-saving measures include weak exit policies for trou
bled institutions and overly generous last-resort lender policies. Rojas
Suarez and Weisbrod (1996) conclude that the failure to punish sharehold
ers is a key factor in explaining the weaknesses of banking restructuring
processes in Latin America in the 1980s.

The real problem is that governmental support has been de facto rather

3 The benefits of competition emerge over time and are the result of a learning curve.
For an application to the financial system, see Arrau (1996).
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than de jure, and has normally exceeded the explicit insurance involved. In
fact, most developing economies offer only partial and limited formal
coverage of banking deposits. In this vein, as Goldstein and Turner (1996)
indicate, the problem lies in the discretionary nature of governmental sup
port in coming to the aid of large creditors and/or bank owners to an
extent far beyond the previously agreed levels. This generates higher moral
hazard in the banking sector.

c. Accounting Standards and Asset Classification Systems

Independent of the level of development attained by an economy, a realis
tic review of bank assets and an appropriate estimate of income and expen
ditures constitute fundamental aspects in determining those institutions'
financial soundness. If most of the assets are in fact loans, an evaluation of
the quality of the portfolio is crucial to ascertaining a bank's financial stat
us. Typically, when the loan classification system fails, profits are overval
ued and realistic provisions cannot be established to confront current or
future losses. Furthermore, accrual of interest on non-performing assets
cannot be suspended since very often bank managers are anxious to conceal
their portfolio's real condition (Folkerts-Landau and Lindgren, 1997).
This is one of the most problematic aspects of banking system operations
in developing economies. Paradoxically, a large number of countries do
have "formal" asset classification systems. Obviously, the catch is to be
found in the implementation of such regulations.

The first problem lies in the poor quality of the information available.
De Juan (1996) suggests that in situ supervision is essential in Latin
America, given the lack of reliable financial bank statements. To systemati
cally and efficiently review the portfolio classification prepared by a finan
cial institution, a key element lies in computer-based informational support
on which a sampling mechanism can be based (Ramirez, 1991). However,
developing economies frequently lack historical databases containing
financial statements, borrower databases, risk controls, and computer
systems to apply and cross-check this information. All of these are vital in
terms of guiding the in situ supervision process and focusing on those
aspects presenting the greatest potential weakness and risk.

These problems are compounded by the practice of "evergreening", also
a recurring problem in developing economies. In many countries, account
ing standards for classifying uncertain or non-recoverable assets are not
strict enough to prevent the banks that make bad loans from making them
selves look good by lending more money to troubled borrowers. Where
loan classification depends solely on the status of prior payments - more
than on an evaluation of the debtor's exposure and the value of the colIat-
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eral - it will be easier for bankers an9 their clients to collude in disguising
losses through a series of restructurings and interest capitalisations
(Goldstein and Turner, 1996). Studies by a variety of authors (Gavin and
Hausmann, 1996; Rojas-Suarez and Weisbrod, 1996) show that informa
tion on bad loans reported publicly in bank financial statements was a poor
indicator of the real financial condition of banks in Latin America in pre
crisis periods.

A final important aspect has to do with the problem of the mismatch of
currency that often affects banking systems in emerging economies.
Normally, significant differences in interest rates exist, with the domestic
rates in the developing economies being more attractive. As a consequence,
there is a strong temptation for financial institutions to borrow in foreign
currency and lend in domestic currency (Goldstein and Turner, 1996).
The incentive to borrow in hard currency abroad is also present for non
financial-sector debtors, although this option is usually only open to the
largest borrowers. In this context, an abrupt devaluation can generate sig
nificant losses for financial institutions and others, as witnessed in Mexico
in early 1995.

Nonetheless, the problem is not resolved solely by having banks main
tain balanced positions in foreign currency. As many borrowers who lack
the ability to' generate hard currency go into debt in dollars, a devaluation
can make them insolvent. From the bank's perspective, the devaluation can
create a serious problem in terms of credit exposure. This was a significant
factor in the financial crisis that affected the Chilean economy during the
early 1980s. Also in Thailand financial institutions were recently weakened
by the impact of currency depreciation on customers with foreign currency
liabilities (IMF, 1997).

d. Loans to Related Parties and Conglomerates

In developing economies, there tends to be a high concentration in owner
ship of property and distribution of income. The presence of large finan
cial conglomerates with assets in both the real and financial sectors of the
economy is a typical feature of those economies. As a result, executives
rarely oppose concealed transfers of resources from the bank to a related
company in which a bank partner participates because this would be seen
as contrary to the interests of the other owners and endanger their individ
ual reputations (in 1996).

Loans to related parties have been ,a source of severe problems in bank
insolvency in Chile, Argentina, Indonesia and Thailand, among others
(Morris and Goldstein, 1996; IMF, 1997). The problem, however, does
not lie in a lack of limitations and legal statutes to regulate those limits. In
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Latin America in particular, legislation has moved forward to establish caps
on this type of lending. Studies by the BIS show that in developing econo
mies, legal limits are often more stringent than in developed economies
(BIS, 1996). The real problem lies not in a need to modify the legal limits
but, once again, in the arena of practical implementation.

Problems of implementation tend to emerge at two levels. The most
obvious is regulators' inability to identify or "map" the economic groups
that own the banks. Although this is an essential element in enforcing the
limits, the supervisory agencies in most developing economies are unable
to comply with this basic requirement. Furthermore, banks tend to "dis
guise" the presence of connected loans by reaching agreements with other
banks to create cross loans. In other words, bank X lends funds to the com
panies related to bank Y and bank Y lends to the companies related to bank
X. Another traditional mechanism for concealing operations with related
parties is through branches in tax havens which in turn provide loans to
related companies in the domestic economy.

Another typical problem in emerging markets is that the approach used
in the law to define related parties seeks to precisely define which company
controls the conglomerate and, through exacting definitions and external
indications, to determine what types of companies can be deemed to
belong to that conglomerate. This system, apparently more legal and per
fect, has proven to be disingenuous in practice. When the precise compo
nents for determining affiliation are known, it is not difficult to imagine
ways to elude the law. Unlike the experience in other spheres, the evidence
shows that discretionary power here is preferable to strict rules.

The problems associated with these conglomerates, nonetheless, do not
end here. In developing economies there are numerous "de facto financial
conglomerates" with a presence both in the banking industry and in such
financial activities as stock brokerage, insurance brokering and investment
funds. This situation poses a threat to the bank since the bankruptcy or
insolvency of one of the financial companies associated with it can be
passed along to the bank itself. The risk of contagion stems from the pres
ence of common, controlling elements in the banks and other financial
institutions belonging to the conglomerate and/or the fact that they share a
corporate image, use a common infrastructure, share client bases, etc. In
other words, a system of financial conglomerates appears to be in opera
tion, even though the scope of the "fire walls" or consolidated supervision
mechanisms have yet to be defined.

Similarly, the presence of a non-regulated parent company that controls
banks makes it possible to acquire financial institutions abroad - even in
poorly regulated locations - thereby generating a grey area for effective
consolidated supervision by the regulator in keeping with the Basle para-
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meters (Larrafn, 1997). In fact, several Latin American conglomerates have
internationalised across the region through their shareholders. This gener
ates a non-covered risk of contagion for the domestic financial system
should those institutions have problems in their international activities.
Similarly, investments have been made by these conglomerates in tax
havens, such as the Cayman Islands, where supervision is practically non
existent.

e. Expensive, Inefficient Intermediation Margins

In today's increasingly globalised world of financial market operations,
banks' long-term viability and stability require that they remain competi
tive on the international level. This in turn requires efficient banking
systems capable of evolving within a framework of "reasonable" margins of
intermediation. In this sense, a bank sustained on the basis of oligopolistic
revenues inherent to protected environments, becomes more vulnerable to
losses and potential insolvencies when confronted by unexpected financial
events or increased international competition (Lindgren, 1996).

In the current Asian crises, inefficiencies in financial systems, stemming
partly from constraints on competition, may also have contributed to the
scale of capital inflows because the spreads between lending and deposit
rates in domestic financial institutions, wide by the standards of the indus
trial countries, contributed to relatively high lending rates that, together
with exchange rate policies, encouraged borrowers to seek funds abroad
(IMF, 1997).

A series of studies shows that intermediation margins in developing and
emerging economies tend to be considerably higher than in developed
nations. This is particularly true in Latin America. According to a BIS
(1996) study, net interest margins were above 5% in the nations of Latin
America (1990-94 average), significantly higher than the norm in more
consolidated financial markets where the rate rarely runs at over 3%. The
same study suggests that higher margins do not necessarily respond to a
higher exposure and/or an inflationary context, but are more closely linked
to high operating costs. It is not unusual to find that those costs come in at
over 5% of assets in Latin America, as compared to levels below 2% in
more consolidated markets such as Germany, Singapore or Hong Kong. In
any case, the differences in intermediation margins often reflect different
levels of banking efficiency rather than different risk conditions.

The main explanation for that inefficiency is that banks in developing
economies operate in contexts that do not favour competition. The rates of
concentration and oligopolisation tend to be very high - in most cases as a
result of inappropriate criteria regulating entry rather than as a response to
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any structural conditions in the market that favour concentration.
According to data from the BIS (1996), banking concentration - measured
as the percentage market share of the five largest banks - was over 55% in
Mexico, Chile, Venezuela and Brazil, as compared to figures of under 40%
in Hong Kong and Singapore, and under 15% in Germany and the US.
Entrance regulations have often been used in a discretionary manner to
discourage competition from· foreign institutions. This has had a negative
impact on the transfer of technology and know-how to those markets.

Another factor contributing to a lack of competition and efficiency in
these financial systems is the continuing role of government ownership.
The same BIS (1996) study indicates that the percentage of private owner
ship in the financial system in 1994 was just 58% in Argentina, 52% in
Brazil, 77% in Colombia, and 13% in India, compared to 100% in all of
the consolidated, competitive financial systems. Normally, the policies in
place at publicly-funded banks result in an emphasis on targeted loans.
This keeps banks from evaluating their exposure properly and causes them
to operate with the strong implicit backing of the state. These factors gen
erate unfair competition in the system and serve as an incentive for ineffi
CIency.

f Lack ofPortfolio Diversification

A series of studies associated with the BIS, indicate that one of the impor
tant weaknesses in developing economies' banking systems is the absence
of international diversification in their portfolios (BIS, 1996; Goldstein
and Turner, 1996). Specifically, emphasis is placed on the case of small
economies with exports concentrated in a few commodities that offer
banks limited options for diversification. In these circumstances, the finan
cial system can only be isolated from shocks in the domestic economy
through international diversification. However, the presence of interna
tionallending in developing economy bank portfolios continues to be very
low. In those cases where international diversification is present, it is usual
ly due more to direct investment by foreign banks than to cross-border
lending.

In addition to a lack of expertise in evaluating cross-border loans, inter
national diversification has been hampered by the scarcity of international
currencies and/or restrictions on the free flow of capital. Moreover, these
loans constitute new challenges for supervisors, particularly in terms of
country risk. This risk is naturally different from the exposure associated
with the individual borrower and includes both sovereign and transfer risk
(Dale, 1984). If a bank is unable to recover its cross-border loans, the result
may be a direct, negative impact on its capital. This can lead to insolvency
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unless proper reserves or diversification are in place. This thinking sug
gests that if minimum experience or expertise does not exist in a given
country, the cost of international diversification may be higher than the
benefits to be reaped from it.

III Policy Recommendations for Reinforcing Prudential Supervision
in Developing Economies

This section presents the reforms necessary to strengthen the stability and
enhance the quality of supervision in developing economies distinguishing
between first and second-generation reforms. First-generation reforms are
essentially: the opening of the financial system to foreign institutions; the
strengthening of prudential supervision; and, the strengthening of the role
of the market in monitoring banking institutions as a necessary comple
ment to public sector supervision. This "packet" of reforms is most appli
cable in less developed economies. Second-generation reforms include:
international diversification of the banking portfolio; regulation of finan
cial conglomerates; and, evaluation of the quality of bank management.
Clearly, this type of reform is most justified among more complex markets
- typically emerging economies - where supervisory agencies have the
needed expertise. As such, they will be better poised to implement new
supervisory instruments to cover the new risks. It does not make much
sense for economies that have yet to resolve their basic problems of super
vision, such as having a good portfolio classification system or controlling
limits on lending among related parties, to implement this type of reform.

First and second-generation financial reforms should not necessarily be
interpreted as being mechanical or strictly sequential; that is, finishing the
first round is not a prerequisite to beginning the second. It is perfectly pos
sible that second-generation reforms may be implemented alongside first
generation changes, depending on the characteristics of each specific mar
ket. For example, a supervisory law on consolidated financial conglomerates
- a second-generation modification - can contribute to strengthening
supervision and enforcement mechanisms for operations among related
parties, a first-generation reform. Nor should second-generation reforms
be interpreted as necessarily belonging to more developed economies.
There may well be cases of less developed economies that have consolidat
ed an institutional strength that will enable them to take additional steps,
such as internationalising their banks. Similarly, it is also quite likely that
some basic problems in supervision will remain in emerging markets, as
demonstrated by events in South Korea, Thailand and Indonesia.
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FIRST GENERATION REFORMS

A. Improving tbe Efficacy ofPrudent Supervision

Strengthening Institutions

One of the first tasks in improving the effectiveness of supervision in
developing economies is institutional strengthening. This means taking
action to improve supervisory agencies' ability to identify problems, rein
forcing their power to take corrective action, and establishing clear rules
that reduce stonewalling in implementing necessary measures.

Firstly, such change requires an improvement to the qualifications and
experience of the staff working for the supervisory agencies. Supervisors
will need resources to train their staff in both in situ supervision and in
analytical capabilities for desk-based reviews. Staff members must also be
open to understanding new developments in the marketplace. They need
to be sufficiently familiar with bank operations to know where to look and
how to identify weaknesses below the surface. Supervision teams need to
be skilled in evaluating lending systems, borrowers' ability to pay, the ade
quacy of provisioning, etc. (Folkerts-Landau and Lindgren, 1997). Given
that a significant portion of the qualifications for these positions are not to
be found in the formal educational system, it is essential that the super
visory agencies themselves be capable of training their staffs. This means
proyiding the opportunity for a professional career, where meeting certain
goals will lead to better job descriptions and pay. In this context, it is cru
cial that salaries at these agencies run not too far below pay for similar
work in the private sector.

Secondly, supervisors need to be granted real power to take corrective
action in problematic situations. Usually, when a bank's financial standing
begins to deteriorate, supervisory agencies have a range of options to
choose from in order to remedy the problem. For example, following each
inspection, a bank's examiners may meet with inanagement, including the
board of directors, to discuss the bank's operations. These informal discus
sions are often enough to rectify the less serious sorts of problems. In more
serious cases, regulators may have recourse to recapitalisation plans, or
they may block outward transfers of funds, limit the bank's exposure in
certain types of operations, restrict the payment of dividends, limit growth,
make staff changes at management levels or impose a freeze on-bank oper
ations (Larrain, 1994). To limit banks' questioning of decisions made by
the supervisor, these agencies must keep an updated log of the results of
previous visits to each bank, as well as a copy of the commitments achieved
in conversations with bank management. This way, corrective decisions by
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the authorities will be perceived to be less arbitrary. Banking supervision
can significantly affect the progress of the industry and the property rights
of bank owners. While it should be possible for interested parties to appeal
rulings by supervisory agencies, the process is more effective if the super
visors themselves are not personally liable for damages caused by any
actions legitimately performed in the course of their duties.

Thirdly, banking legislation should establish clear rules that limit stone
walling by the supervisor in insolvent situations. This should not be con
strued to mean a mechanical law that seeks to cover each and every poten
tial situation and defines regulators' responsibilities down to the very last
detail. Rather, the idea is that the law should define clear, objective meas
ures to be taken by the regulator with regard to banks confronting prob
lems of solvency. How drastic those measures will be depends on the
financial institutions' degree of under-capitalisation. Two good examples
of banking legislation that includes the concepts expressed in the preceding
paragraphs are the Chilean and US laws.

In the US, Prompt Corrective Action has been applied since 1993. This
approach seeks to link supervision more directly to equity. For example,
banks in Zone 3 with sub-minimum capital on hand are subject to penalties
such as restrictions on the payment of dividends and risk-intensive activ
ities, possible removal of management, etc. Banks in Zone 4 can be subject
to more serious measures such as intervention or closure. The Chilean
banking law of 1996 contains a similar approach. For banks failing to
achieve required minimum capital adjustments (corrected for non-provi
sioned losses), an automatic mechanism has been established to adjust
equity by requiring shareholders to provide fresh resources without delay.
For banks with severe problems of insolvency, defined as a Cook Index
below or equal to 5%, the law requires the board to call a "creditors' con
vention" as an alternative to straightforward intervention and/or liquida
tion.

Improving Asset Supervision Capabilities

The ability to identify problematic situations of banking insolvency in
developing economies requires overcoming one of their primary weakness
es: the ability to supervise assets. This means placing greater emphasis on
in situ supervision than desk-based reviews. The poor quality of informa
tion in developing economies calls for supervisors to reinforce on-site
inspections as a tool in identifying problematic situations early on (De
Juan, 1996). Thus, if a bank has initially been classified simply as a "trou
bled" or "problem" bank and then fails within six months, it may be that it
was not audited with sufficient frequency. Inspections should be conducted
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at least annually, although the larger banks - with greater systemic expo
sure - should be reviewed biannually, at the minimum.

A second requirement for improving the ability to supervise assets is
improvement in sources of information. No information should be kept
from the supervisor that influences an inspectors' ability to prioritise the
components of an on-site review. Inspection information support systems
must select the loan samples to be reviewed in the field. For that purpose,
at least a bare-bones system must be devised to provide data on the status
of borrowers in the financial system as well as a historical file of borrowers
and their ratings. That file will grow as experience is gained in classifying
assets (Ramirez, 1991).

To correct the problem of "evergreening", De Juan (1996) suggests that
a loan should be classified as uncertain or non-recoverable whenever the
borrowers' repayment ability is weak, even if he or she is up to date in the
payments. In this case, banks should be required to provision up to the
amount of the expected loss, the accrual of interest should be suspended
and, most importantly, the bank should not be allowed to refinance loans
to those borrowers.

In terms of the problem of mismatches, a comparison should also be
made of the borrower's ability to generate hard currency and the denomi
nation of the debt, and the result must be incorporated into the portfolio
classification and evaluation systems. In any case, sufficiently detailed
supervision should be maintained to ensure that bank mismatches stay
within reasonable limits as a percentage of equity.

Problems in Lending to Related Parties

In addition to clearly limiting the operations eligible for transactions with
related parties and establishing drastic penalties for those who break those
limits, regulators also need some leeway in defining and establishing addi
tional presumptions of wrongdoing as market operations become increas
ingly sophisticated in finding ways to dodge the law. In this sense, discre
tionary powers seem to have several advantages over firmly-set rules.
Supervisory agencies also need to create divisions capable of clearly identi
fying the composition of the primary conglomerates and their member
companies. Without this ability, enforcing the limits contained in the law
is impractical. One of the most serious shortcomings among Latin
American supervisory agencies is precisely their tremendous ignorance of
the morphology of these groups. This lack of familiarity with the composi
tion of the business community permits private enterprise to continually
overstep the limits established by law. In addition, supervisors should

248
From: Regulatory and Supervisory Challenges in a New Era of Global Finance 
                    FONDAD, The Hague, 1998, www.fondad.org



ideally have a separate file or database on borrowers related by ownership
or management to each financial institution.

B. Strengthening Market Discipline

Having a stable, solid financial system also calls for a strengthening of mar
ket discipline as a complement to adequate supervision. The primary com
ponents of that added strength are: limited insurance for deposits, greater
market transparency, and a credible mechanism for allocating losses among
the private sector. Market monitoring as a complement to supervisory
activities requires that depositors and investors perceive that they may lose
their funds and savings should a bank become insolvent. In developing
economies, the state has traditionally stepped in when problems have
occurred. This behaviour serves as a disincentive to market-imposed moni
toring.

The first rule of market discipline is limited deposit insurance. The pur
pose of such insurance should be to protect only the small depositors,
those who have neither the expertise nor the incentives to monitor the
status of financial institutions (Folkerts-Landau and Lindgren, 1997).
However, as noted earlier, the primary problem is the perception of
implicit insurance that debilitates the credibility of this mechanism. In
addition to limited deposit insurance, it is essential that in problematic
cases the cost of insolvency be assumed by the banks' owners and, if neces
sary, by the non-guaranteed creditors. Unless the market has experienced
this situation, incentives for disciplining activities by banking institutions
are unlikely.

As part of a regulatory system that allows troubled institutions to nor
malise their situation early on - thereby reducing the potential of destabil
ising effects on financial markets - it is important to have a private mecha
nism that can serve as an alternative to state support. In this vein, special
supervisory measures, provisional administration and liquidation, and
intervention of guarantee funds have the common denominator of involv
ing the state and leading to potential moral hazard. Furthermore, they
tend to bring about strong noise or turbulence in the financial market. The
experience in Latin America shows that, in practice, the problem of disor
derly bankruptcy has typically been addressed by discretionary intervention
in the troubled bank by the state, which nationalises it, either temporarily
or permanently, and absorbs the resulting losses.

An example of a private mechanism to resolve insolvency can be found
in Chile's banking legislation. When there are severe problems of insol
vency or ongoing lack of liquidity that have not been resolved through the
markets' usual means (capital repositioning, sale of loan portfolios or mer-
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gers), the law allows creditors or depositors holding non-liquid liabilities
(liquid assets are 100% guaranteed) to reach an agreement with the trou
bled institutions that will allow them to swap the debt for equity in the
institution. This safeguards the institution's continuing operation and
serves as an alternative to straight liquidation. Under the agreement, sub
ordinate bonds are automatically capitalised up to an amount that enables
them to reestablish a Cook ratio of 12 %.

Furthermore, market discipline requires fostering transparency about
the status of the institutions. For the market to operate in a framework of
rewards and punishments, it needs to be able to distinguish between solid
and potentially problematic banks, as well as to demand appropriate risk
premiums. Transparent information should permit a careful evaluation of
the banks' exposure profile, its profitability and the capital available to
cover those risks. This can be accomplished through annual and quarterly
financial statements, with certain information contingent upon certain
events, such as an increase in provisions, expectation of significant losses or
an increase in bad loans.

Nevertheless, the public disclosure of information on the financial insti
tutions should not involve a classification or rating by the authorities, since
this may bring more costs than benefits. In other words, if the supervisor
rates a given institution well and that bank subsequently has trouble, the
public may seek to blame the supervisor. Similarly, a bad rating could, at
some point, generate instability for a given institution. These arguments,
of a general nature, can be particularly relevant in developing nations given
their strong dependence upon these institutions and the tradition of
authorities stepping in to save banks.

c. Opening to Foreign Investment and Access Standards

One of the important challenges in modernising financial systems in devel
oping nations is the need for greater openness to foreign investment. As
financial institutions from more developed nations physically move into
developing economies, growing competition will emerge. Under oligopo
listic conditions, this will generate an increase in the supply of financial
resources at a lower cost, to the direct benefit of credit users and deposi
tors in the receiving nation. Perhaps more importantly, their physical pres
ence results in the transfer of technology and know-how. This will help to
develop new skills in more backward nations. Since foreign bank portfolios
are less concentrated in lending to companies in the host nation, and
because they usually have access to external sources of liquidity and hard
currency (from their headquarters on out), they will be capable of con
fronting a shock in the local economy better than the domestic banks. In
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addition, they will be less vulnerable to governmental pressure (Goldstein
and Turner, 1996).

Despite allegations that discretion in access criteria has been intended to
ensure the solvency of the system and protect local depositors, in practice
it has been used in many developing nations to protect the domestic bank
ing industry. However, there have also been cases in which indiscriminate
access to the industry has generated destabilising competition. The chal
lenge, then, is to generate access standards with clear and objective rules
that serve to filter out not competition but rather unscrupulous business
men. Although access rules alone cannot guarantee that a bank will be well
managed once it has been granted access to the industry, they can be an
effective method for reducing the number of at-risk institutions that
endanger the system's stability.

The essential criteria that must form the basis for the regulation of
access to the financial industry are, we believe: the financial strength of the
major shareholders; capital contributed by the financial institution; the
presence of a critical mass of technical qualifications and experience; the
honesty and integrity of the shareholders, board members and manager;
and, in the case of foreign banks or foreign bank groups, the capacity of
regulators in the country of origin to engage in effective supervision. With
some differences, a similar set of criteria for the regulation of entry of
financial institutions is described in detail in the BIS' "Core Principles for
Effective Banking Supervision" (Basle, 1997). As the recommendations of
the Basle Committee indicate, the presence of clear and objective criteria
reduces the potential for political interference in the granting of licenses,
and ensures that strictly technical criteria prevail. The regulatory author
ities should have the power to deny licenses to those who do not meet the
requirements established by law.

SECOND GENERATION REFORMS

A. International Diversification ofthe Banking Portfolio

Country-risk provisioning is a common instrument in developing countries
because it allows banks to reduce the impact of potentially negative exter
nal events which can arise in the process of cross-border lending. This
form of provision should be done parallel to the granting of credit to a
given country, independent of the particular characteristics of each credit
situation (Larrain, 1995). Different models exist for country-risk provi
sioning schemes - e.g. that of the United States, which is highly dependent
on the discretion of regulatory bodies; that of Britain, which is based on
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matrixes; that of Spain, which emphasises private classification. It is crucial
for developing countries to have such country-risk provisioning to comple
ment individual loan assessments and classifications. For banks and for reg
ulators, however, the aforementioned schemes represent a great challenge
in terms of evaluating risk.

When authorising cross-border lending, individual financial institutions
should be the ones who compile pertinent information on their borrowers
and the country context for the lending, in such a way that a bank super
visor could go back and evaluate risk situations. If a loan, for example, does
not comply with required criteria, it should be given a poor rating.
Likewise, international lending situations should be consistent with the
banks' general international development strategy. This requires a strong
system of internal controls and information gathering to ensure adequate
management. These criteria, which can also be applied in the case of
domestic investments, are of fundamental importance to cross-border
lending because regulators typically have much less access to information
internationally than domestically. In many cases, developing economies
receiving such loans do not have adequate regulations on providing reliable
information. The recent banking law in Chile (1997) is a clear example of
legislation intended to cover various risks that are associated with and orig
inate from international banking.

B. Supervision ofFinancial Conglomerates

The operations of financial conglomerates are a significant part of the eco
nomic landscape in developing countries. As indicated above, their pres
ence generates complications both domestically and internationally. The
Basle Committee has proposed a series of minimum standards for the
supervision of international banking conglomerates. Those worth high
lighting include: the responsibility of the supervisor in charge of the home
office, the need for simultaneous authorisation by officials in the host
country and the country of origin, and the need for continual exchanges of
information among regulators.

Although these recommendations seem like steps to an "ideal" regula
tory scheme, it can be difficult to actually implement them in developing
countries. One problem originates in the atmosphere within which bank
shareholders make investments. That is, there are controlling groups in
banks that on their own have diversified their investments in financial
institutions in other countries, often through parent company ventures,
rather than working through domestically-regulated ones. In such cases,
regulators in investment-receiving countries have not had the proper
resources to apply or enforce the Basle recommendations, since in effect
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this procedure is not real internationalisation based on foreign banks.
Similarly, thorny complications arise when countries make accords on

supervisory cooperation and information exchange which do not comply
fully with bank secrecy laws or other accords. In these cases, discrepancies
not only affect shareholder investments but also bank lending. The few
countries that do have pertinent legislation regarding supervision agree
ments authorising the participation of their banks in the international mar
ket confront the problem that if these accords and agreements do not func
tion properly, banks will be unable to invest internationally, and the
incentive will rise for their shareholders to invest on their own in the inter
national market.

Evidently, banks' participation in the international market through
unregulated pathways brings with it clear risks for domestic banks. These
risks originate in market perceptions that such activity will set off a chain
reaction of collapse that spreads to local banks. In other words, although
shareholders believe they are internationalising their investments and their
exposure, in practice they are putting the financial systems of their own
country in jeopardy. Moreover, the precarious situation of supervision
makes it difficult for many nations to comply with the Basle consolidated
supervision system. To think that countries that have not even been able to
supervise adequately their domestic operations can be responsible for the
international operations of a conglomerate is wishful thinking.

The obvious recommendation is that it is necessary for all nations to
accept the Basle standards and in particular for home countries to block
their poorly supervised banking groups from investing in international
markets. A second-best recommendation is that when it is inevitable that
non-regulated international investments will be made - either because the
host country permits it or because it is not possible to prohibit such activ
ity - a drastic "fire wall" should be erected, to totally separate financial,
commercial or any other kind of domestic banking from the bank operat
ing in international markets. Doing so will define the boundaries of
responsibility of the various bank actors.4 This policy will also push coun
tries to protect their markets against unregulated banking groups.

Many times developed countries are reluctant to sign banking or finan
cial accords with developing countries. In these cases, one possibility is to
exempt from a given accord those investments in countries that, in accor
dance with protocols defined by regulators, are consistent with acceptable

4 In many developing nations, constitutional regulations make it difficult to prohibit
international investing through bank owners. Chile and EI Salvador are two examples, among
many, of such cases.
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supervIsIon and risk standards. For example, the recent Chilean law
exempts those countries which international risk classifiers have approved
as acceptable for investment from such stipulations.

Domestically, the operation of conglomerates also presents significant
challenges. More complicated than just dealing with their different opera
tional structures - either the Anglo-Saxon, or holding, or the more
European banking type - having a consolidated supervision system, is chal
lenging. Perhaps the most complex part deals with those conglomerate
operational structures that have less than transparent control systems,
through either domestically or internationally unregulated parent compa
nies, that make applying law difficult. Banking law requires the definition
of a control threshold and/or minimum holding so that a financial group is
forced to submit to consolidated supervision. In practice, however, con
glomerates can avoid regulation by changing control thresholds or by con
trolling conglomerate activity indirectly. Dealing with this problem, which
is similar to regulating related parties, represents an enormous challenge
for supervisory agencies.

There is no universally applicable formula for the supervision of con
glomerates. One scheme that can be applied to mixed investment groups
typically operating in developing countries - controlling both financial and
industrial activities through relatively "murky" ownership ties - is the
holding model. This model relies on regulated parent companies to sepa
rate out all the financial arms of the conglomerate giving rise to an
umbrella-type coverage with which it is possible to apply consolidated
supervision. This regulated parent should be barred from investing in
industrial sector activity, in which shareholders can invest directly, erecting
a "fire wall" that separates the activities of the financial conglomerate from
the rest of the economy.

Another issue that needs to be dealt with in developing countries is the
absence of supervisory infrastructure that regulates companies taking
advantage of synergies between different arms of a financial group. For
example, such groups share names or corporate images, thereby increasing
the risk of contamination for the bank, because there are no regulatory
authorities with the resources to prohibit the use of a corporate image
while that group is not under standard consolidated supervision, Likewise,
clear regulations that permit the utilisation of a network of bank branches
by other businesses within the conglomerate, like insurance companies, do
not exist. It is crucial to make progress in regulating such operations, in
order to avoid subsidies that can skew the level playing field of the financial
system.

Developing countries have many gaps to fill to overcome the lack of
legal institutions to regulate the structure and supervision of financial con-
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glomerates. With the exception of Mexico, which has a comprehensive
legal framework, and Chile and EI Salvador, which are in the process of
developing appropriate legislation, Latin A1nerica's system of financial
supervision and law lags well behind that of more advanced parts of the
world (Larrain, 1997).

c. Evaluation ofManagement Quality

The first line of defense against problems of bankruptcy is administrative
competence (Folkerts-Landau and Lindgren, 1997). This notion has been
included in recommendations by the BIS (1997), in the "Core Principles"
quoted above, and in recent work by the IMF (1997). One of the weakest
areas in bank supervision in developing countries is the aforementioned
evaluation of management, despite the fact that it is one of the crucial
mechanisms that permit banks to make future projections. In effect, more
than just figurative snapshots obtained by reviewing quantitative financial
indicators, management evaluation is the determining variable in predict
ing a bank's future, particularly during times of economic turbulence. A
solid internal auditing system, effective use of all management information
systems, strategic development plans and continuing development of
human resources are key essentials to good management. In many develop
ing countries, putting these essentials into practice can be difficult.

To endow bank examiners with the skills they need, the focus should be
on preparing them to conduct evaluations in the following areas: capital,
assets, market risks, profits, and management. Flexible examiners who can
see the big picture are preferable to specialists who analyse isolated trends
within the bank.5 Such preparations and skills tend to clash with institu
tional norms in the majority of developing countries, which lack the
resources to employ inspectors who have the capacity to look past mere
risk-maJ?-agement analyses. These policies are also fundamentally based on
the idea that there can be compromise and cooperation between a bank's
Board of Directors and its management. An examiner should identify
problems and reveal them to the board with all available evidence, recom
mend changes, and then leave the bank to choose the best route to over
come the problems.

This is especially complex when a bank's financial indicators show a per
fectly healthy outlook, but the bank has management problems. For exam
ple, a bank could be fulfilling minimum capital standards and showing high
profits. However, a more thorough inspection could reveal that many of

5 Nonetheless, examination teams specialising in highly complex subjects, like financial
exposure or computer systems, can be useful.
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these positive indicators are the result of irregular profits and/or aggressive
lending policies that do not comply with acceptable standards. If this were
the case, the bank would be. undercapitalised. Given that management is
responsible for defining appropriate policies for the bank's operation and
establishing the necessary capital, this bank would receive negative marks
for capital reserves, investment quality and management, even though it
had apparently complied with all minimum banking rules. In all of this, the
attitude of the inspector is essential since the idea is not to interfere in the
bank's decisions.

Likewise, in those countries that have a shortage of high-quality, profes
sional boards of directors, it is crucial for banks to reinforce a sense of
commitment within the institution and avoid working solely for control
ling groups or their interests. A better link between examiners and board
members, including ensuring that the latter have access to the conclusions
of inspections even when serious problems are not detected, permits more
input "from above" and can help boards in many cases become better
supervisors. Such cooperation can also improve basic management, which
can be discussed in periodic meetings between examiners and boards.

The application of a strategy emphasising good management requires
regulatory authorities to hire highly skilled and experienced personnel,
who are provided with access to the necessary resources. These resources
are not always readily available in developing countries, especially when we
consider that boards of directors in such countries do not have a tradition
of commitment or precedents for allowing supervisory authorities to inter
fere in the general operations of their banks.

IV Developing Countries and International Regimes for Prudential
Supervision

The increasing international activity of banks from developed countries
and the risks that have emerged in this practice have given rise to a series
of agreements among these countries involving recommendations for their
national regulatory authorities. The most active forum for discussion of
such issues is the "Basle Committee" formed by the member countries of
the Group of Ten (G-IO). The Basle Committee has reached agreements
on appropriate capital adequacy ratios for banks, consolidated supervision
of international financial conglomerates, and the so-called "Core
Principles for Effective Banking Supervision".6

6 Given its importance and international legitimacy, this document is the central
reference for this paper and it should be the base from which the developing countries
continue to work.
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This last one constitutes a document that synthesises the principal areas
around which the Basle Committee has worked in the sphere of banking
supervision, including such aspects as licensing, mechanisms for prudential
supervision, responsibilities of regulatory bodies and supervision of inter
national conglomerates. The document was prepared by representatives of
the G-IO countries, consulting with some non-member countries such as
Chile, China and the Czech Republic, among others. This consultation
was a new and positive development permitting the broadening of its sphere
of influence concerning minimum standards for banking to a wider range
of countries.

The recommendations in the Basle document on core principles are
useful as an ideal framework for banking supervision, within the context of
well-established and independent public institutions in economies where
market discipline plays an important role. However, this context is not that
of developing economies today. Some of the problems dealt with in the
Basle document have little relevance for the majority of developing econo
mies, e.g. market risks and value at risk, while the recommended approach
to some other issues is difficult to implement in their context, e.g. evalua
tion of the quality of management. Furthermore, as has been seen, there is
great heterogeneity in the needs for reform among the developing coun
tries, and it must somehow be incorporated into the discussions.

This section aims to contribute to the development of a position, for the
developing and emerging countries, on the principal matters at issue in
international banking supervision. Such a position should be based on a
solid understanding of the specificity of the problems of supervision in
developing economies and the most important courses of action to follow
in matters of international policy. Taking the "Core Principles" document
as representative of the kind of approach now being taken in international
forums, the position of the developing countries should aim to: (i) establish
certain priorities that better reflect the needs of developing economies; (ii)
deal in greater depth with certain areas, now touched upon only superfi
cially but of great relevance to developing economies; (iii) incorporate
other subjects pertinent to developing economies but absent in current
debates.

Below we discuss the principal areas around which the position of the
developing economies about matters of banking supervision should be
shaped, and some of its essential components, without entering into details
of proposals already elaborated in previous sections of this paper.

Capital Adequacy

One of the most important and widely implemented advances in matters of
I
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international standards for banking is the 8% capital requirement. Some
point to the need for developing countries to establish capital requirements
greater than the 8% minimum, given the higher idiosyncratic risk of their
economies relative to those of the G-IO countries. Likewise, there are pro
posals to increase capital requirements to compensate for the weaknesses in
matters of portfolio classification and provisioning requirements frequently
found in the developing economies.

It is evident that, in the short term, raising capital requirements can
increase systemic stability. In the long term, however, the international
competitiveness of the financial systems of developing countries can be
damaged, as long as the developed countries keep the 8%, and that may
also deteriorate the long-term stability of the system. A better solution was
incorporated into the recently approved Chilean legislation: it establishes a
minimum requirement of 8% but also gives incentives to the banks that
have lO%,.giving them greater opportunity to open new international and
domestic business. This approach provides a better balance between the
social and private benefits of capital requirements. In any case, indiscrimi
nately raising the capital requirements for all developing economies does
not seem appropriate.

Financial Conglomerates

Up until now, clear recommendations exist in matters of minimum stan
dards in the realm of international activities of conglomerates, but far more
ambiguous standards are applied to the operation of conglomerates in the
domestic field. The reality in the majority of developing economies is that
the central problem exists with purely domestic conglomerates. There are
few developing economies that have banking conglomerates whose main
activity is internationally oriented (Chile is one such example). The big
problem is the existence of de facto conglomerates created by investments
by bank owners in other financial businesses, generating the risk of'''con
tamination". The central problem generated by this type of conglomerate
is that it is produced by structures of concentrated ownership in which it is
not the bank itself that diversifies, making it very difficult for regulatory
bodies to intervene and supervise in a consolidated manner. Lack of trans
parency in respect of locating the centre of power of such conglomerates
faces the regulatory body with a "grey area" that hampers supervisory
work. The elaboration of specific proposals for dealing with this problem
should be raised by developing country authorities.
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Consolidated Supervision

In the supervision of international conglomerates, among the key agreed
principles are the responsibility of the regulator in the country of origin
for the consolidated supervision of the group and the need for information
exchange between the parent and the host countries. The central idea is to
ensure that no part of the conglomerate is left outside the ambit of super
vision.

Even if it is not a widespread phenomenon, there are a few emerging
economies in which banks have internationalised. In these cases the appli
cation of the principle of consolidated supervision faces several complica
tions. First, in countries with weak supervision capacity, to cede super
visory responsibility to the regulator of the head office may involve more
costs than benefits. In many economies that have shown weak supervision
capacity at the domestic level, it is difficult to imagine that their authorities
may provide adequate supervision at the international level. The principle
of consolidated supervision can thus generate a problem of moral hazard
that, if not somehow offset, may eliminate the net benefits of banking
internationalisation.

An obvious solution in these cases would be to prohibit the internation
alisation of the bank. Once again, however, the problem may arise from
foreign investments undertaken by the owners of the domestic bank. Faced
with the impossibility of forcing such internationalisation to be done
through the bank, the second-best solution is to give wide powers for the
local regulator to impose a "fire wall" that totally isolates the local bank
from all kinds of direct or indirect financial or commercial ties with
owners' investments abroad.

The need for information exchange between regulatory bodies is faced,
in numerous cases, with national regulations on banking secrecy that pro
hibit such an exchange. These and other problems are almost absent from
documents elaborated in current international forums. The idea would be
for the principles of consolidated supervision to incorporate more options
than they actually do now.

Internationalisation

Recently, in organisations such as the World Bank, the Inter-American
Development Bank and the International Monetary Fund, the recommen
dation of internationalisation as a tool for risk diversification in developing
countries is acquiring growing strength. Such internationalisation usually
involves foreign direct investment as well as international portfolio diver
sification.
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However, for this internationalisation to have more benefits than costs, it
must be backed by an adequate capacity for supervision, particularly in
spheres that imply competencies different from those required in the cor
responding domestic field, such as those relating to the analysis of country
risk. These elements are often omitted from the debates among developed
countries, where internationalisation processes rely strongly on the self
regulation mechanisms of the banks themselves.

One obvious recommendation in this field is to design an adequate legal
framework that gives powers to the regulator to appropriately cover the
new risks of international operations. This framework must deal with mat
ters such as appropriate provisioning for country-risk limits for diversifica
tion by project and by country, requirements for internal controls within
the banks themselves, limits to their maximum exposure as a percentage of
capital, etc., all of which would facilitate a process of solid internationalisa
tion. Without an appropriate legal framework and the capacity for imple
mentation on the part of regulatory bodies, internationalisation may bring
more costs than benefits to individual developing countries. In general this
set of issues is insufficiently dealt with in international forums.

Management Evaluation

The quality of management is a central element in financial system perfor
mance. But institutional weaknesses, inspectors' lack of expertise, and
absence of professionalism in boards of directors which are often under the
influence of economic groups and their interests make recomlnendations
relating to its improvement particularly difficult in developing countries.
To ensure that management evaluation becomes effective, these problems
must be addressed in international discussions of supervision.

CrelJits to Related Parties

Although most developing copntries have legislation that imposes severe
limits on financial sector operations with related parties, there are very few
countries that have managed to establish an effective regime to control this
type of operation in practice. This is a central problem for developing
economies, which are characterised by a high degree of concentration in
ownership of assets. It is essential that developing countries set forth their
problems in this sphere at the pertinen~ international forums. They may be
able to benefit from existing relevant expertise in developed countries so as
to better translate principles into effective practice.
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Entry Requirements

The "Core Principles" adequately describe the central criteria that must
govern the regulation of access of new institutions to the banking industry.
This constitutes a useful tool for those countries that have not yet estab
lished such criteria within their domestic legislation. One of the frequent
problems in the implementation of developing country legislation in this
sphere, however, is the considerable discretion left to regulators. The
absence of objective criteria is often used to restrict the access of foreign
institutions to the market, as a result of pressure from domestic interest
groups that enjoy great influence in many developing economies. In the
same manner, on occasion, this discretion has allowed indiscriminate
access of banking institutions to the system, under the aegis of the applica
tion of liberal principles, and consequent potential weakening of the stabil
ity of the system. Greater effort to develop objective requirements for
access to the industry would be welcomed by many developing countries.

Exit Mechanisms

Although it is one of the key issues for the long-term stability of any finan
cial system, there are no internationally accepted standards concerning
exit. The continued presence of precarious institutions that do not resolve
their problems - whether through liquidation, intervention, merger or
some other mechanism - weakens the financial system. This constitutes a
prominent problem in developing economies, where regulatory bodies are
very susceptible to pressures from interest groups which seek to avoid ade
quate correction measures. The establishment of clear exit rules - includ
ing automatic mechanisms for patrimonial adjustment, solutions permit
ting continuation of banking activity on the basis of private arrangements
or liquidation -- would represent a tremendous advance for the stability of
financial systems in developing economies.

Supervision ofAssets

A good system of asset supervision, including appropriate classification of
portfolio and provisioning requirements, is a high-priority objective that
has not been achieved in many emerging economies. This objective, of
crucial importance to developing economies, is insufficiently dealt with in
current discussion of international standards. The main problem typically
rests with implementation, including the absence of adequate systems of
information, more than formal legislation. Unlike the situation in devel
oped countries, where the process works mainly on the basis of self regula-
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tion, the role played by regulatory bodies in this area, emphasising in situ
supervision, is a key element. This issue should be strongly emphasised by
developing country representatives in international discussions.

Market Risks

Recognising the weaknesses of the capital adequacy ratio of 8%, and the
explosion of derivative instruments in developed countries, the Basle
Committee has made great efforts to develop better measures of what is
required to cover market risks. Its concept of "value at risk" aims at a com
mon measurement standard so that institutions themselves can estimate
the maximum loss of the value of a financial position in a given period of
time. This new approach also comprises a series of qualitative standards
that private institutions must face, such as an independent unit of risk con
trol, etc.

Though the "value at risk" approach represents an important advance to
complement the capital adequacy ratio of 8%, its pertinence in developing
economies is debatable. In general, the exposure of developing country
banks to market risks emanating- from derivatives markets and other new
instruments is far lower than that of developed countries' banks, given the
insufficient development of derivative markets and other coverage instru
ments. Moreover, some of the suggested methodologies are too sophisti
cated to guide coverage of financial risks in developing economies. Of
much higher priority in developing economies is the development of sim
ple techniques to limit the exposure of banks to exchange risks and the
incorporation of the exposure of debtors to the risk of devaluation in the
evaluation of credit risks and the classification of assets.

V Conclusions

There are six key characteristics that suggest weaknesses in developing
countries' financial systems: (i) weak public institutions; (ii) lack of experi
ence in the operation of financial markets and excessive emphasis on public
ownership of financial institutions; (iii) inadequate accounting and risk
assessment standards; (iv) high concentration of ownership in financial
institutions; (v) expensive or inefficient financial intermediation; and (vi)
lack of an internationally diversified banking portfolio. These characteris
tics give rise to a series of problems that can affect market stability and
weaken the quality of supervision in developing economies. They can also
contribute to increased credit risk, a lack of market support in institutional
monitoring, and inadequate standards for the entrance and exit of financial
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institutions.
Although idiosyncratic events within financial markets generate specific

obstacles to supervision in developing economies, the challenges of finan
cial reforms are generally determined by the level of complexity and devel
opment in the financial market, and the ability and expertise of the super
visors. First-generation reforms are best applied to low and middle-income
developing economies, in order to overcome the deficiencies that typify
their financial systems. Second-generation reforms are better suited to
more complex markets - typically emerging markets - in which regulatory
agencies have the expertise necessary to create new methods of supervision
to cover new and changing risk situations. It is illogical to think that devel
oping countries that have not created fundamental regulatory mechanisms,
such as basic systems of investment classification or loan controls, will be
capable of implementing these types of reform, which require expert per
sonnel to implement and oversee them. First and second-generation finan
cial reforms should not necessarily be implemented in a mechanical or
strictly sequential fashion, in which finishing the first round is a prerequi
site to beginning the second. It is perfectly possible that second-generation
reforms may be implemented alongside first-generation changes, depend
ing on the characteristics of each specific market.

The position of developing and emerging countries in international fo
rums should be based on a solid understanding of the specific problems of
supervision and the principal required courses of policy action in those
countries. The recommendations in the Basle documents constitute gener
al principles, useful as reference to what makes an ideal framework for
banking supervision, within a context of well-established markets and inde
pendent public institutions with the required authority and expertise.
However, the reality of the majority of developing and emerging countries
is far removed from such a context. Its supervisory weaknesses lie more in
the implementation of· agreed principles than in the definition of legal
frameworks. The main issues on which the developing countries should
concentrate as they develop their own positions in international forums
are: capital adequacy, financial conglomerates, consolidated supervision,
internationalisation, management evaluation, credits to related parties,
entry requirements, exit mechanisms, supervision of assets and market
risks.
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