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The origins of problems that erupt during financial crises are associated with both 

excessive risk-taking during booms, as reflected in a rapid increase in lending, and with 

the inevitable mix of maturity and currency mismatches that characterize balance sheets 

in developing countries. Inadequate risk analysis by financial agents and weak prudential 

regulation and supervision of domestic financial systems exacerbate this problem. Since 

the Asian crisis, the principle that financial liberalization should take place within a 

suitable institutional setting has been firmly adopted. Experience suggests, in any case, 

that even well regulated systems in industrial countries are subject to periodic episodes of 

euphoria, when risks are underestimated. The recent crisis in Argentina is a specific case 

in which a system of prudential regulations considered to be one of the best in the 

developing world—and with large-scale presence of multinational banks—clearly failed 

to avert the effects of major macroeconomic shocks on the domestic financial system. 

One of the major problems seems to be the focus of prudential on microeconomic 

risks, and the traditional tendency to underestimate risks that have a clear macroeconomic 

origin. The basic problem in this regard is the inability of individual financial 

intermediaries to internalize the collective risks assumed during boom periods. In terms 

of the terminology used in portfolio risk management, whereas microeconomic risk 

management can reduce non-systematic risks (those that depend on individual 

characteristics of each borrower) through diversification, they cannot reduce systematic 

risks (those associated with common factors that market agents face, such as the business 

cycle). 

Moreover, traditional regulatory tools, including both Basle I and Basle II 

standards, have a procyclical bias.1 The basic problem in this regard is the highly 

procyclical nature of a system in which loan-loss provisions are tied to loan delinquency 

                                                 
1 For recent analyses of these issues and policy options for managing them, see BIS (2001, ch. VII; 2005, 
ch. VII); Borio, et al. (2001), Clerc, et al. (2001), and Ocampo and Chiappe (2003). In relation to Basle II, 
see Griffith-Jones, et al. (2003).  



or to short-term expectations of future loan losses. Under this system, the precautionary 

signals may be ineffective in hampering excessive risk-taking during booms, when 

expectations of loan losses are low, thus effectively underestimating risks and the 

counterpart provisions for loan-losses in bank portfolios. On the other hand, the sharp 

increase in loan delinquency during crises reduces financial institutions’ capital and, 

hence, their lending capacity, potentially triggering a “credit squeeze”; this reinforces the 

downswing in economic activity and asset prices and, thus, the quality of the portfolios of 

financial intermediaries. Since credit ratings are also procyclical, basing risk on such 

ratings, as proposed by Basle II, is also a procyclical practice. 

Given the central role that all of these processes play in the business cycles of 

developing countries, and the important influence of banking regulation on credit 

availability in the modern economy, the crucial issue is to introduce a countercyclical 

element into prudential regulation and supervision. In this regard, the major innovation is 

the Spanish system of forward-looking provisions, introduced in December 1999. 

According to this system, provisions are made when loans are disbursed based on the 

expected (“latent”) losses; such “latent” risks are estimated for homogenous categories of 

credit, estimated on the basis of a full business cycle (Poveda, 2000; Fernández de Lis, et 

al., 2001). This system implies that provisioning follows the criteria traditionally used by 

the insurance industry (where provisions are made when the insurance policy is issued), 

rather than by the banking industry (where provisions are made when loans become due). 

Under this system, provisions build up during economic expansions and are 

drawn upon during downturns. They are accumulated in a fund, together with special 

provisions (traditional provisions for non-performing assets or for borrowers under stress) 

and recoveries of non-performing assets. The fund can be used to cover loan losses, thus 

in effect entirely substituting for special provisions if resources are available in adequate 

amounts. Although the accumulation and drawing down of the fund has a countercyclical 

dynamic, this only reflects the cyclical pattern of bank lending. Thus, the system is, 

strictly speaking, “cycle-neutral”, rather than countercyclical, but it is certainly superior 

to the traditional procyclical provisioning for loan losses. Therefore, such a system could 

be complemented by strictly countercyclical prudential provisions, which can be decreed 



by the regulatory authority for the financial system as a whole or for some sectors or 

economic agents, or by the supervisory authority for special financial institutions on the 

basis of the excessive growth of credit (relative to some benchmark), the bias in lending 

to sectors characterized by systematic risks and the growth of foreign-currency 

denominated loans to non-tradable sectors. 

A system of provisions such as this is certainly better than the possible use of 

capital adequacy ratios to manage the effects of business cycles. Capital adequacy 

requirements should focus instead on long-term solvency criteria, and no convincing case 

exists for capital adequacy requirements to be countercyclical. Focusing on provisions 

rather than capital requirements has an additional advantage, in that the quality of the 

capital may be difficult to guarantee in developing countries (Rojas-Suarez, 2004). 

The explicit analysis of the countercyclical elements of prudential regulation and 

supervision should thus become a central concern of the Basle Committee. It is also 

important that adequate attention be given to portfolio diversification in lending to 

developing countries, which was given inadequate recognition in the process leading to 

Basle II (Griffith-Jones and Persaud, 2006). The benefits to developing countries would 

accrue though both a less procyclical supply of credit and a more resilient domestic 

financial system.  

Ensuring a more precise measurement of risk in bank portfolios should also be the 

subject of attention in drafting international accounting standards. Indeed, existing 

standards give no room for concepts such as the “latent risks” in bank portfolios, on 

which the Spanish system is based. However, the principle of “fair value” that is inherent 

to adequate accounting standards is violated in the evaluation of bank portfolios during 

both booms and crises, leading to an overestimation of their value during periods of 

euphoria and underestimation during phases of excessive pessimism. What is essential in 

this regard is to recognize that, although individual assets cannot be evaluated as to their 

“latent risks”, this is possible for portfolios, based on appropriate statistical evaluation of 

average risk. The principle of transparency, also essential to appropriate accounting 

standards, should obviously be respected. The advantage of the Spanish system is 



precisely the transparency of the provisioning system used. For the same reasons, the tax 

system should accept as an appropriate cost the provisions made in such transparent 

manner. 

Obviously, in developing countries these provisions should be supplemented by 

more specific regulations aimed at controlling currency and maturity mismatches 

(including those associated with derivative operations), and at avoiding the overvaluation 

of collateral generated by asset price bubbles. The strict prohibition of currency 

mismatches in the portfolios of financial intermediaries is the best rule in the first of these 

cases, but authorities should also closely monitor the currency risk of non-financial firms 

operating in non-tradable sectors, which may eventually become credit risks for banks. 

Regulations can be used to establish higher provisions and/or risk weighting for these 

operations, or a strict prohibition on lending in foreign currencies to non-financial firms 

without revenues in those currencies. 

Moreover, many regulatory practices aimed at correcting risky practices on the 

part of financial intermediaries shift the underlying risks to non-financial agents, rather 

than eliminate them. This may generate indirect credit risks. Thus, for example, lower 

risk ratings for short-term credit and strong liquidity requirements reduce direct banking 

risks, but they also reinforce the short-term bias in lending. Maturity mismatches are thus 

displaced to non-financial agents and may result in reduced fixed capital investment. 

Also, prudential regulations forbidding banks from holding currency mismatches in their 

portfolios may encourage non-financial agents to borrow directly from abroad. The risks 

assumed by corporations operating in non-tradable sectors will eventually be translated 

into the credit risk of domestic financial institutions that are also their creditors. In all 

these cases, the reduced direct vulnerability of the domestic financial sector will have, as 

a corollary, the maturity and currency mismatches of non-financial agents. This is why, 

as argued elsewhere, capital account regulations aimed at avoiding inadequate maturity 

structure of borrowing in external markets by all domestic agents, and at avoiding 

currency mismatches in the portfolios of those agents operating in non-tradable sectors, 

may be the best available option (Ocampo, 2003). This is also why, as long as there is no 



international lender of last resort, international rules should continue to provide room for 

the use of capital account regulation by developing countries.  

The evaluation of the vulnerability of domestic financial system and the 

development of strong regulatory and supervisory frameworks have become essential 

elements of the financial sector assessments undertaken jointly by the IMF and the World 

Bank in recent years. It is essential that the macroeconomic and, particularly, the 

countercyclical dimensions of prudential regulation and supervision be equally and 

routinely incorporated in such assessments and advice. As it was pointed out previously, 

they should be also mainstreamed into Basle banking and into international accounting 

standards. 


