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Financial Reform and Banking Crisis in Emerging Economies 

 
 
The purpose of this paper is to (i) demonstrate the urgency to reform financial systems in 
emerging markets by showing the high cost of their banking crisis; (ii) briefly review the 
background and reforms pushed by the second wave of globalization and capital flows that began 
in the early 80’s and 90’s; (iii) discuss the causes of the financial crisis that ensued in emerging 
nations in the last two decades; and, (iv) present the latest policy options regarding bank 
supervision and management. 
 
There is an abundance of economic studies linking a nation’s financial development to its 
economic growth. For example, a recent paper published by Beck, Demirguc-Kunt, and Ross 
Levine1 stated that financial development in a poor country induces the income of its poorest 
people to grow faster than its average gross domestic product per capita. Therefore, the 
development of financial markets is essential in enhancing equitable growth in emerging 
economies.  
 
In addition, the urgency for financial reform is supported by the high economic cost the countries 
had to pay for the crisis. In Latin America the biggest drop in GDP was in Chile -13% (1982), 
Argentina  -11% (2002), Ecuador -7% (1999) and in Asia, it was in Indonesia  -13.1%(1998) and 
Thailand 10.8% (1998). If we look at asset prices2as reflected in the drop of real stock market 
index, the losses were 54.7% for Argentina and 78.5% in Indonesia.  For a detailed view of 
several variables see table 1.  In the case of Argentina over 20% of the population became idle3  
and the Gini coefficient rose from 52 to 54.7.4 In the case of Ecuador the number of people 
living below the poverty line rose from 33% to over 52%.5  In summary the countries paid a 
heavy price in terms of the recessions the crisis produced and in the process the nations became 
even more unequal societies.  
 
 
 
 
 
 
 

                                                 
1 Beck,Asli Demirguc-Kunt and Ross Levine Finance, Inequality an Poverty: Cross Country Evidence (NBER 
working paper No. 10979 
2 Barbar Stallings with ‘Roggerio Studart. Finance for Development.  ECLA 2006, Pag. 47 
3 Paul Blustein.  And the Money keop rolling in (and out) 
4 World Bank. Inequelity in Latin America: Braking with History. 2004 
5 IMF. Country Report 2000. 
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Latin America and East Asia: Cost of Financial Crisis   
Percent             

Region and  Crisis Fiscal GDP Interest Asset    
Country yeara costb lossc rated Pricese Inflationf

Latin Americag   26.4 -10.2 38.4 -54 41.6 
  Argentina 2002 n.a -11.0 44.6 -54.7 40.3 
  Chile 1982 33.5 -13.4 46 n.a. 31.2 
  Mexico 1995 19.3 -6.2 24.7 -53.3 53.3 
East Asiag   28.6 -9.5 11.9 -70.4 47.2 
  Indonesia 1998 52.3 -13.1 3.3 -78.5 79.4 
  Korea  1998 23.1 -6.7 21.6 -45.9 7.2 
  Malaysia 1998 4.0 -7.4 5.3 -79.9 5.0 
  Thailand 1998 34.8 -10.8 17.2 -77.4 10.7 
Sources: Hoelscher and Quintyn (2003); Collyns and Kinkaid (2003);    
Claessens, Klingebiel and Laeven; IMF; International Financial Statistics Yearbook 
n.a. Not available             
a. Peak year of crisis           
b. Net fiscal cost as share of GDP         
c. Decline in GDP in first year of crisis         
d. Decline in GDP in first year of crisis         
e. Largest monthly drop in real stock market index during crisis year relative   
to January of previous year           
f. Cumulative consumer price index for 12 months beginning 1 month prior to crisis 
g. Unweighted average of countries shown in 
table       

 
During the last two decades, banking sector crises have become not only costlier in terms of their 
impact on GDP, but they have also become more numerous. Professor Calomiris6 found that 
from 1870 to 1913 there were only seven events when banking sector insolvency negatively 
impacted GDP by more than one percent. Only three of those events became twin crisis of 
currency and banking failures.  However, Professor Calomiris sites more than a hundred cases of 
banking system insolvency over the last two decades, which have impacted GDP in excess of 
one percent. 
 
Background  
In the post war period until the last two decades, the financial system was tightly controlled by 
the economic authorities.  First, interest rates on both deposit and loans were set by governments 
and real rates were often negative with inflation exceeding nominal interest rates.  Second, 
reserve requirements imposed by central banks were very high, so commercial banks had little 
freedom to expand their loan portfolios. Third, governments issued administrative directives for 
the allocation of a substantial share of commercial bank credit. Fourth, governments either 
prohibited banks form engaging in international lending and borrowing or limited the volume 
and uses of such funds. Finally, government banks were responsible for a large amount of the 
lending that took place. All of these conditions were known as ‘financial repression’.  
 
Proponents of reform saw financial repression leading to (a) low savings rates; (b) low 
monetization of the economies; (c) limited access to credit, especially for small and medium 
firms, and (d) an allocation of credit that was misdirected to those borrowers that had political 

                                                 
6 Charles W. Calomiris. Capital   Flows, Financial Crisis and Public Policies in Globalization What is New. 
Columbia p Press . Pag 38 



 3

connections rather than viable projects. They believed that financial liberalization would result in 
a savings expansion and an efficient allocation of credit, accelerating investment productivity 
and growth7.  However, it should be noted that there also existed critical reviews of these 
theories proposed by neo-structuralist or by those that warned of existence of  market failures 
such as the one described by Professor Stiglitz in this work on asymmetric information and 
transaction costs. 
 
Together with the push for financial liberalization, there was strong pressure in the late 80’s for 
countries to implement open trade policies, privatize industries, get the price right, open their 
capital accounts and follow “sound” economic management based on conservative fiscal and 
monetary policies that controlled inflation.  These ideas became collectively known as the 
“Washington Consensus” and were incorporated and implemented through many stabilization 
programs developed by multilateral agencies for emerging countries. 
 
As part of the financial liberalization, there has been a reduction of government-controlled 
institutions and an increase in private sector banking operations.  There has also been a 
significant increase in the participation of foreign banks in local economies.  For example, 
Mexico’s banking institutions, which were practically all in the hands of the government, were 
privatized in the early 90’s and subsequently acquired by foreign banks.   
 

Ownership Structure of Banking Systems in Emerging Markets, 1990 and 2002 (%) 
Region    1990       2002   
an country Government Private Foreign   Government Private Foreign 
Asia               
China 100 0 0   98* 2 
Hong Kong 0 11 89   28* 72 
Indonesia 96* 4   51 37 13 
India 91 4 5   80 12 8 
Korea 21 75 4   30 62 8 
Malaysia n.a. n.a. n.a.   72* 18 
Philippines 7 84 9   12 70 18 
Singapore 0 11 89   0 24 76 
Thailand 13 82 5   31 51 18 
Latin America             
Argentina 36 54 10   33 19 48 
Brazil 64 30 6   46 19 27 
Chile 19 62 19   13 46 42 
Mexico 97 1 2   0 18 82 
Peru  55 41 4   11 43 46 
Venezuela 6 93 1   27 39 34 
Eastern Europe             
Bulgaria 100* 0   13 20 67 
Czech 
Republic 78 12 10   4 14 82 
Estonia n.a. n.a. n.a.   0 1 99 
Hungary 81 9 10   27 11 62 
Poland 80 17 3   17 10 63 
Russia 94* 6   68 23 9 
Slovakia 100* 0   5 9 85 
Source: BIS (2004, p.9) / *Disaggregated data not available        

 
 
 
 
                                                 
7 Barbara Stallings , op cit pag 23. KCkinnon (1973) 
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Understanding the Crisis   
Prof Eichengreen8, an early analyst of the crisis, distinguished between first generation and 
second generation models classifying the causes of a crisis between uncontrollable budget 
deficits and inconsistent macroeconomic policies implemented by governments. However, 
Professor Krugman9 and several economists found that these models were incomplete to explain 
what happened in Asia during the financial crisis that developed in this region in 1997 and 1998, 
since the nations hit by the crisis were not suffering from the typical symptoms of large budget 
deficits or policy imbalances observed in earlier models.  Professor Krugman labeled the events 
that occurred in Asia as a third generation model or financial crisis.  (See also Professor Stiglitz 
in the WIDER Annual Lecture 1998)10

 
A more useful way to analyze the financial crisis is to segment the explanations into a domestic 
versus and external oriented approach. A domestic oriented approach put forward by the IMF11 
focused on four alleged problems:  (i) there was overinvestment relative to domestic savings; (ii) 
there was macroeconomic mismanagement caused mainly by pegging exchange rates; (iii) 
financial sectors were weak as a result of inadequate regulation and supervision, as well as 
imprudent lending; and, (iv) declining trade competitiveness. 
 
At the same time, Professor Calomiris, as well as, Corsetti, Pesenti and Roubini, centered their 
argument on three manifestations of moral hazard that existed domestically. Believing that the 
government would bail them out, corporations made unwise investments and banks borrowed 
excessively abroad to lend to overleveraged corporations at home. Furthermore, the banking 
sector was characterized by weak regulation and supervision, low capital adequacy and outright 
corruption. These internal weaknesses made the countries vulnerable to the financial crisis. 
 
However, other authors argued that these domestic weaknesses had existed for a long time 
without impacting the impressive economic development observed in Asia during earlier years. 
Hence, it has been argued that understanding the financial crisis that developed in emerging 
economies post the financial reform period required focusing on the new relationship that these 
countries had with the international financial markets. In particular, the liberalization of capital 
accounts in emerging countries had enable banks and corporations to borrow large amounts of 
capital from abroad. These capital inflows could quickly reverse if a political, economic or 
psychological shock occurred. These outflows or ‘sudden stops’ were the main source of the 
crisis as explained by Professor Calvo, “the systematic collapse in capital flow when combined 
with domestic vulnerabilities that acted as amplifier of the external shock”12. In his study, Mr. 
Calvo shows that in seven countries which represent 93% of GDP of Latin America, the inflow 
went from a negative of 1.1% of GDP to a peak of 7.7% in 1998 and then to a negative of 8.% by 
2002. 
 

                                                 
8 Krugman 1999 Balance Sheet, the Transfer Problems and Financial Crisis 
9 Krugman 1999. Balance Sheet. The Tranfeer Problem and Financial Crisis 
10 Joseph Stiglitz: More INstruments and Broader Goals. The 1998 WIDER annual Lecture. Helsinki, jan 1998 
11 pag 34. IMF 1997 Work Economic Outlook 
12 Guillermo Calvi and Ernesto Talvi  Suden Stops. Fiancial ‘factos an dEconomic Collapse in Latin 
America:Lessons form Argentina and Chile.  NBER Working Paper Series. Feb 2005. pag 3 
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Professors Krugman and Stiglitz have argued that to explain the financial crisis that recently 
developed in emerging markets it is necessary to incorporate in the models the roles played by 
capital flows, balance sheet effects and the pro-cyclicality of the financial sector. 
 
These new economic ideas that looked at stocks versus flows and balance sheet effects as well as 
observing the natural tendency for the financial markets to be pro-cyclical, completely re-shaped 
the perception of the crisis. Furthermore, a point largely missed from the economic studies has 
been the fact that given the openness of the capital accounts, most domestic residents were able 
to hold accounts denominated in foreign currencies, turning the domestic financial system into a 
dual monetary system. Many economists have blamed the crisis on the ability of local banks to 
borrow abroad, without realizing that the local banks were just funding their loans with local 
deposits denominated in foreign currencies.  Indeed, the financial system was playing a 
dangerous game given the borrowers scant capacity to repay in foreign currency and the 
volatility of the currency. However, certainly a traditional commercial banking operation to fund 
assets out of deposits. The existence of dual monetary system magnified the financial risk of the 
markets and left Central Bankers with very limited options.  
 
Ensuing Bank Supervision and Regulation   
As a result of the financial crisis, multilateral institutions have recommended, with different 
degrees of success, various policies, including: (i) the idea of extending state insurance for 
deposits, which was quickly implemented in many countries; (ii) the acquisition by the 
government of non-performing loans held by local banks to clean their balance sheets, a policy 
that was practiced extensively in Japan, Mexico and now China; and, (iii) the recapitalization 
and/or full absorption of banks by the government.  In some cases, the state assumed and paid off 
private bank debts held by foreign commercial bank creditors.  
 
Long term measures also included increasing control and supervision of the financial sector by, 
instituting more powerful supervising authorities and establishing greater penalties for those 
bank shareholders and executives that did not follow regulations. States also increased capital 
adequacy ratios to higher level than those imposed in developed nations.  
 
In addition, governments decided to privatize and open the financial sector to foreign banks as a 
means of creating greater stability, improving the competencies and skills of their banking 
sectors and instituting an efficient expansion of credit. This last measure has had dubious success, 
given the examples of Argentina, where foreign banks also failed following the financial crisis 
that developed in 2001; and Mexico, where almost all banks are controlled by foreign institutions 
that have yet to demonstrate an ability to consistently grow their credit portfolios.  This  last 
point is well analyzed in a paper done by Enrica Detragiache, Thierry Tressel and Pooman Gupta 
of the IMF title “Foreign Banks in Poor Countries: Theory and Evidence” 

 
As seen in the table below, the economic performance of emerging countries that have recently 
experienced a financial crisis and implemented some of the measures discussed above has not 
been stellar.  
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Latin America and East Asia: Performance Five Years before and after Twin Crisis   
Percent               
Region and  Crisis GDP GPD Investment Investment Credit Credit 

Country yeara precrisisb postcrisisc precrisisd postcrisise precrisisf postcrisisg

Latin Americah 4.8 1.5 20.3 20.7 38.7 27.7 
  Argentinai 2002 2.6 -2.0 16.0 15.0 24.0 11.0 
  Chile  1982 7.9 2.9 23.0 23.0 53.0 54.0 
  Mexico 1995 3.9 3.5 22.0 24.0 39.0 18.0 
East Asiah   7.8 2.5 38.4 23.1 114.5 93.3 
  Indonesia 1998 7.6 0.6 31.6 16.0 61.0 24.0 
  Korea 1998 7.1 4.2 38.2 29.4 73.0 104.0 
  Malaysia 1998 8.7 2.8 42.0 21.8 158.0 142.0 

  Thailand 1998 7.9 2.2 41.7 25.2 166.0 103.0 

Source: World Bank, World Development Indicators (online)         
a. Peak year of crisis             
b. Average growth rate five years before crisis           
c. Average growth rate five years after crisis (subtracting crisis decline to correct for recovery)     
d. Average ratio of investment to GDP five years before crisis         
e. Average ratio of investment to GDP five years after crisis         
f. Average ratio of credit to private sector to GDP five years before crisis       
g. Average ratio of credit to private sector to GDP five years after crisis       
h. Unweighted average of countries shown in table         
i. Only one year after crisis (2003)           

 
Finally, the new Basel II agreement brings renewed emphasis on banking regulations and 
supervision. A comprehensive analysis by James Barth, G. Caprio and Ross Levine13 has been 
published that contains new detailed data on bank regulation and supervision in over 150 
countries. The authors performed an extensive assessment of the impact of bank regulatory and 
supervisory practices on the following factors: bank development, efficiency, stability and the 
degree of corruption in bank lending. They also examined the three pillars of Basel II: capital 
regulation, official supervision and market discipline. In their conclusions, the authors “raise a 
cautionary flag regarding the foundations of current international best practice recommendation” 
and mentioned that their “…results question the efficacy of Basel II first two pillars on capital 
regulation and official supervision”14. They strongly favor the third pillar of Basel II, which is 
market discipline and conclude that direct official supervision and the strengthening of capital 
standards does not improve bank development or reduce corruption. 
 
A debate has developed about what has been referred to as the public vs. private view of banking 
supervision. The public interest view holds that governments should regulate banks and 
minimize market failures to ensure that they function efficiently and for the benefit of the 
broader society. This view is based on the premise that governments exist as a result of market 
failures. Stiglitz and Weis (1981) developed this idea further to show how information 

                                                 
13 James Barth,Gerar Caprio Jr, Ross Levine. Rethinking Bank Regulation: Till Angels Govern. Cambridge 
University Press 2006 
14 Ibid pag. 11 
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imperfections can lead to rationing behavior in credit markets. The private view is based on the 
invisible hands of the market, but assumes a world with no information or transaction costs as 
well as defined and enforceable property rights.  
 
How to ensure the right environment for the development and stability of banking systems in 
emerging economies, while allowing for market competition and discipline, is the task that lies 
ahead for policy makers. It is clear that the support of governments in an imperfect world is 
necessary to create the right stimulus for financial markets, correct market imperfections and 
macro policies to ensure that banking system disruptions are minimized. Only in this way can 
have a stable system that creates growth and provides access to all  
 
There is a very appropriate quotation from Arkady Wolsky, former Soviet official, who said: 
“People say that Russia should become like Sweden. Or like China.  Or like America.  But the 
problem is that we don’t have enough Swedes.  We don’t have enough Chinese.  We don’t have 
enough Americans”15. Each nation is different and the process of finding its own acceptable 
solutions to a stable system is a matter of consensus within its society. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
15 Arkady Volsky, Internacional Herald Tribune. February 17 2004 pag 1 
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