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Preface

KLAUS SCHWAB,

Executive Chairman, World Economic Forum

The release of the World Economic Forum’s inaugural
Financial Development Report 2008, comes at a time
when financial stability is of paramount importance to
governments, civil society, and the business community
alike. The United States financial markets, long-revered
as among the strongest and most advanced in the world,
have witnessed a dramatic contraction of credit and an
atrophying of the housing and secondary mortgage mar-
kets that few thought possible. Other developed nations
are questioning the degree to which financial integration
and innovation have brought exposure to this unabated
financial crisis. Emerging markets such as China and
India that have been primary drivers of global economic
growth in the new millennium have yet to see the extent
to which “decoupling” truly exists and if their economic
expansion can continue independent of the financial
trauma plaguing the US and other developed countries.

Against this backdrop, it is easy to forget the bene-
fits that the development of global financial systems and
increased capital flows have conferred upon other parts
of the world. The link between financial development
and economic growth is increasingly well established.
The development of local financial markets in develop-
ing economies is vital to provide needed capital to the
small- and medium-sized companies that drive a large
portion of economic growth in these countries. In addi-
tion, the potential for financial markets to help tackle
the most pressing issues on the global agenda is manifest
in the evolution of microfinance and carbon markets.

In this time of uncertainty, where the potential to
recast many aspects of our financial systems exists, it is
important to take a holistic perspective and consider all
the different factors that contribute to the development
of financial systems and the beneficial impact they can
have on the lives of many. It is in the spirit of providing
this informed and shared perspective that the World
Economic Forum has undertaken the publication of The
Financial Development Report 2008. Started more than a
year ago, the Report was commissioned in collaboration
with the Forum’ Financial Institutions Industry Partners
and Global Competitiveness Network to create an ana-
lytical tool and a common framework for stakeholders
to identify strengths, development areas and priorities
for reform.

In the tradition of the Forum’s multistakeholder
approach to global issues, the creation of this Report

involved an extended program of outreach and dialogue
with members of the academic community, public fig-
ures, representatives of non-governmental organizations
and business leaders from across the world. This work
included numerous interviews and collaborative sessions
to discuss the approach to the design of the Index at the
core of the report. The Report was the subject of sessions
at the Annual Meeting of the New Champions 2007 in
Dalian, China; the India Economic Summit 2007 in
New Delhi; the Forum’s 2008 Annual Meeting in Davos,
Switzerland; and the Latin America Summit 2008 in
Cancun, Mexico. Now that it is completed, the Report
will serve as the basis for future sessions where the results
can be discussed and debated, insights drawn and new
findings incorporated into its revision and publication
next year.

We would like to express our gratitude to the lead
academic on the project, Nouriel Roubini of New York
University, for his thought leadership in the design of
the Financial Development Index and contributions to
this report. We are grateful to our industry partners who
served on the project advisory committee including
American International Group, Inc.; Barclays Capital;
Lloyd’s; and Standard Chartered Bank. We are apprecia-
tive of our academic advisors who generously contributed
their time and ideas in helping shape this report. We
would also like to thank James Bilodeau at the World
Economic Forum USA, editor of the report, for his
energy and commitment to the project, as well as the
other members of the project team including Thierry
Geiger, Samantha Test (on secondment from McKinsey
& Co.) and Charles Martorana. We are grateful to Irene
Mia for her guidance as Project Advisor. Appreciation
also goes to Fiona Paua, Head of Strategic Insight
Teams, and other team members: Ciara Browne, Agustina
Ciocia, Pear]l Samandari, and Eva Trujillo Herrera.
Finally, we would like to thank our network of 142
Partner Institutes worldwide, without whose enthusiasm
and hard work the annual administration of the
Executive Opinion Survey and this Report would not

be possible.
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Foreword

KEVIN STEINBERG,

Chief Operating Officer and Head of the Centre for Global Industries (New York), World Economic Forum USA

The World Economic Forum is proud to release this
first Financial Development Report, which was conceived
and executed as part of our Industry Partnership
Programme. The Report represents the culmination of
a year-long partnership between academic scholars,
industry practitioners, other distinguished experts and
stakeholders, and our organization. We hope that it will
provide a comprehensive and robust fact base related to
the development of the world’s financial systems and
enable a rich series of discussions and analyses for both
private and public sector organizations focused on eco-
nomic development.

The Industry Partnership Programme, under whose
auspices this work was undertaken, provides CEOs and
senior executives of the world’s leading companies the
opportunity to engage with their peers to define and
address critical industry issues through the World
Economic Forum’s unique platform. Last year, the over
75 financial institutions engaged as the Forum’s Industry
Partners identified the deepening and development of
the world’s capital markets and financial systems as one
of the world’s key drivers to deliver sustainable social
development and economic progress. They commis-
sioned this report to draw attention to related issues and
provide a catalyst for reform and change.

We believe the Financial Development Report is
unique in the degree of comprehensiveness with which
it looks at financial systems. Financial systems are inher-
ently complex, spanning foundational aspects such as the
institutional and business environments; financial inter-
mediaries including banks, insurance providers, and
investment banks; financial markets for bonds, equity,
foreign exchange and derivatives; and businesses—the
“consumers” of capital—who ultimately transform
financial resources into improved economic growth
and welfare for a nation’s citizens. Taking this holistic
view is vital to provide stakeholders in financial systems
a common framework with which to cultivate strengths,
develop weaknesses, and establish priorities for reform.
The uncertainty of today’s financial climate makes
this common framework even more vital to develop

a balanced agenda with respect to financial issues.

Core findings
Capturing the above breadth of factors was a considerable

undertaking, requiring the refinement of over 120

different data sets, grouped into seven major pillars.
These seven pillars, which form the foundation of the

Index are:

Institutional environment
Business environment
Financial stability
Banks

Non-banks

Financial markets

N SR b=

Size, depth, and access

Data were obtained from a variety of sources, ranging
from The World Bank and other private and publicly
available sources to the World Economic Forum’s
Executive Opinion Survey, which provides a unique
glimpse into the perspective of businesses seeking to
access capital.

On the basis of this holistic view, this year the
United States scores top honors in the rankings closely
followed by the United Kingdom. The collective strength
of financial intermediaries and markets in these countries,
spanning banks, investment banks, insurance companies,
equity markets, and bond markets is unparalleled. Yet,
the Index also reveals development areas in these coun-
tries that should be considered. Besides issues of financial
stability that are common to both countries, regulatory
issues and judicial reform remain lingering areas for
improvement in the United States, while the cost of
doing business in the United Kingdom is an area of
concern.

Following the U.S. and UK., one finds Germany,
Japan, Canada, France, Switzerland, Hong Kong, the
Netherlands and Singapore in a closely-banded tier
rounding out the top ten. Germany, Japan, Canada and
the Netherlands deliver generally solid performance
across all aspects of the Index. Singapore, Switzerland,
and Hong Kong demonstrate particular strength across
their institutional and business environments. France
shows solid marks with respect to the strength of its
financial intermediaries.

Comparing the different measures across the breadth
of the Index reveals interesting results with respect to
other countries’ relative strengths and weaknesses. For
instance, a number of countries perform significantly
better with respect to the factors, policies, and institutions
that support financial systems (e.g., sound regulatory
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systems, low cost of doing business, financial stability,
etc.) than they do with respect to financial intermedia-
tion (e.g., banks, investment banks, financial markets,
etc.) Countries in this category include Bahrain, Chile,
the Czech Republic, Mexico, the Slovak Republic, and
Peru. Exploring the reasons why countries do not seem
to translate foundational requirements like a sound regu-
latory system and low cost of doing business into more
robust financial intermediation may reveal some inter-
esting insights around priorities for reform.

Still other countries, such as Russia and Kazakhstan,
deliver relatively strong performance with respect to
financial intermediation but, compared to other coun-
tries covered in the Index, do not perform as strongly
with respect to capital availability and access. Conversely,
one sees that Israel scores relatively well with respect to
these access measures, even in the face of relatively less
developed financial intermediaries. The question as to
why countries are able or unable to translate relatively
strong performance in areas such as initial public offer-
ings or banking into ease of access to capital as assessed
by businesses within these countries may be an impor-
tant line of inquiry.

The capital access data contained in this report rep-
resent unique measures of the degree to which business-
es in all these countries feel that they are able to access
different forms of capital such as private credit, bank
loans, or initial public offerings. It is interesting to note
that these assessments do not always seem to correspond
to the total depth of financial assets that are available
within a country. For instance, China and Egypt score
relatively solidly with respect to total financial assets to
GDP but near the bottom of the overall ranking with
respect to measures of capital access. Conversely the
United Arab Emirates ranks relatively low in terms of
depth of total financial assets but ranks quite high in
terms of measures of access. Why are some countries
able to maximize access to capital even when, by certain
measures, there is less overall capital available? We
encourage readers of this report to pursue these patterns
of analysis.

Key contributors

The Financial Development Report represents a collabora-
tive endeavour linking many of the Forum’s Industry
Partner companies together with leading academics and
thinkers, active practitioners, partner institutes from
around the world, and representatives of many parts of’
civil society.

The core research team, tasked with crafting and
populating the Index, was drawn from the World
Economic Forum and Roubini Global Economics, and
was comprised of Nouriel Roubini, Lead Academic on
the project, James Bilodeau, Thierry Geiger, Ayah El
Said, Samantha Test, and Charles Martorana.

On behalf of the World Economic Forum, the proj-
ect was ably led by James Bilodeau, who served both as
project manager and as editor of this Report. He worked
closely not only with the core research team, but also
the Forum’s Financial Institutions Team and our Global
Competitiveness Network led by Fiona Paua. We have
also benefitted from a number of academic advisors to
this work and we would particularly like to thank Ross
Levine for his thought leadership in this area.

Intellectual stewardship and guidance was provided
by an Advisory Committee, which included Jacob
Frenkel, Vice-Chairman, American International Group,
Inc.; Lord Peter Levene, Chairman, Lloyd’s; Hans-Joerg
Rudloff, Chairman, Barclays Capital; and Peter Sands,
Group Chief Executive, Standard Chartered Bank.

An active Operating Committee provided feedback,
counsel and refinement of the Index, helping shape its
final formulation. It included Michael Drexler, Head of
Strategy and Planning, Barclays Capital; Darragh Gray,
Senior Manager, Lloyd’s; Oakley Johnson, Senior Vice
President, American International Group, Inc.; Gerard
Lyons, Chief Economist, Standard Chartered Bank; and
Hans-Joerg Rudloft, Chairman, Barclays Capital.

While not necessarily endorsing any of the specific
conclusions reflected in the analyses in the Report, both
the Advisory Committee and Operating Committee
provided detailed feedback and helped ensure the overall
integrity of the work. Any opinions herewith are solely
the views of the authors and do not reflect the opinions
of the Advisory Committee, the Operating Committee
or the World Economic Forum.

Going forward

This first Financial Development Report is, as with many
new endeavors, very much a work in progress which
will evolve in successive years. We nonetheless hope that
even this first version will serve as a valuable framework
for exploring the many issues it raises and lead to dis-
cussions and public debate.

On behalf of the World Economic Forum as well as
the project team, I extend thanks to all involved in cre-
ating this first Index for their tremendous contributions
to this work. We welcome your feedback and reactions,
and hope you will continue your involvement in our
future eftorts.
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The Financial Development Index 2008 Rankings

Country/Economy

United States
United Kingdom
Germany
Japan

Canada
France
Switzerland
Hong Kong SAR
Netherlands
Singapore
Australia

Spain

Sweden
Ireland
Norway

United Arab Emirates
Belgium
Austria

Korea, Rep.
Malaysia
Finland

Italy

Israel

China

South Africa
Kuwait

Saudi Arabia
Bahrain
Thailand

Chile

India

Panama
Hungary
Pakistan

Czech Republic
Russian Federation
Egypt
Indonesia
Turkey

Brazil

Poland

Slovak Republic
Mexico
Colombia
Kazakhstan
Peru

Argentina
Philippines
Vietnam
Nigeria
Ukraine
Venezuela

Rank Score (1-7)
1 5.85
2 5.83
3 5.28
4 5.28
5 5.26
6 5.25
7 5.23
8 5.23
9 5.22

10 5.15
" 4.98
12 4.90
13 475
14 472
15 4.66
16 461
17 4.56
18 4.55
19 4.55
20 4.48
21 4.45
22 4.38
23 4.14
24 4.09
25 4.00
26 3.93
27 3.90
28 3.89
29 3.82
30 379
31 3.63
32 3.61
33 3.53
34 3.46
35 343
36 3.40
37 3.32
38 331
39 3.30
40 3.28
4 3.27
42 3.25
43 3.21
44 3.21
45 3.13
46 3.06
47 3.04
43 3.03
49 3.03
50 2.76
51 273
52 2.71
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CHAPTER 1.1

The Financial Development
Index: Assessing the World's
Financial Systems

NOURIEL ROUBINI, New York University
JAMES BILODEAU, World Economic Forum USA

A key factor in economic growth is the development of
financial systems. Despite the prominence of this topic
in discussions of economic growth, there is still surpris-
ingly little agreement about how to define and measure
financial system development. To address this gap, the
World Economic Forum has undertaken a research ini-
tiative aimed at providing business leaders and policy-
makers with a common framework to identify and
discuss the key factors in the development of global
financial systems and markets.

This inaugural Financial Development Report provides
an Index and ranking of 52 of the world’s leading finan-
cial systems. The Report is a tool with which countries
can benchmark themselves and establish priorities for
financial system improvement. It will be published
annually so that countries can continue to benchmark
themselves against their peers and track their progress
over time.

In recognition of the diversity of countries covered
in the Index and the variety of financial activities that
are vital to economic growth, we have taken a holistic
view of financial systems. For the purposes of this Report

and Index we have defined financial development as the

Sfactors, policies, and institutions that lead to effective financial

intermediation and markets, and deep and broad access to
capital and financial services. This definition thus spans the
“inputs” or foundational supports of a financial system,
such as the institutional and business environments, the
financial intermediaries and markets through which effi-
cient risk diversification and capital allocation occur, and
the “outputs” of the financial intermediation process,
which include the availability of and access to capital.
The Index relies upon current academic research
in both selecting the factors that are included and in
determining its overall structure. However, to the extent
possible it also encourages breadth of analysis over a the-
oretical focus on a few specific areas. With this holistic
view, decision-makers can develop a balanced perspec-
tive as to which aspects of their country’s financial system
are most important and empirically calibrate this view

relative to other countries.

Financial development and economic growth and
welfare: The seven pillars of financial development

A vast empirical and analytical literature suggests that in
addition to many other important factors, the perform-
ance and long-run economic growth and welfare of a
country are related to its degree of financial develop-
ment. Financial development is measured by factors such
as size, depth, access, efficiency and stability of a financial
system, including its markets, intermediaries, range of

assets, institutions and regulations. The greater the

The authors would especially like to thank Ayah EI Said for her
extensive research and contributions to this chapter and Report.
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1.1: The Financial Development Index

degree of financial development, the wider the availabil-
ity of financial services that allow the diversification of
risks. This increases the long-run growth trajectory of a
country and ultimately improves the welfare and pros-
perity of producers and consumers that have access to
financial services. The link between financial develop-
ment and economic growth can be traced back to the
work of Joseph Schumpeter' in the early 20th century,
and more recently to Ronald McKinnon and Edward
Shaw. This link is now well established in terms of
empirical evidence.?

Why do financial markets and intermediaries exist
in the first place? Economic theory suggests that finan-
cial markets and intermediaries exist mainly because of
two types of market frictions: information costs and
transaction costs. These frictions lead to the develop-
ment of financial intermediaries and financial markets,
which perform multiple functions, such as:

* facilitating the trading, hedging, diversification, and
pooling of risk;

* providing insurance services;

* allocating savings and resources to the appropriate

investment projects;

* monitoring managers and promoting corporate

control and governance;
* mobilizing savings efficiently; and

* facilitating the exchange of goods and services.

How do financial intermediation and markets aftect
economic growth and performance and, more generally,
contribute to increased aggregate economic welfare and
prosperity? They mostly do this through their effect on
capital accumulation (the rate of investment) and on
technological innovation. First, greater financial develop-
ment leads to greater mobilization of savings and its
allocation to the highest return investment projects. This
increased accumulation of capital enhances economic
growth. Second, by appropriately allocating capital to
the right investment projects and promoting sound cor-
porate governance, financial development increases the
rate of technological innovation and productivity
growth, further enhancing economic growth and wel-
fare. As a result, direct measures of economic perform-
ance impacted by these effects of financial development
include variables such as the rate of economic growth,
the rate of capital accumulation, the rate of productivity
growth, and the rate of technological innovation.
Financial markets and intermediation benefit con-
sumers and firms in many other ways that are not
directly related to economic growth. Access to financial
markets for consumers and producers can reduce pover-
ty, such as when the poor have access to banking servic-
es and credit. The importance of microfinance can be
seen in this context. This access allows consumers to

smooth consumption over time by borrowing and/or
lending and stabilizes consumer welfare in the presence
of temporary shocks to wages and income. By contribut-
ing to the diversification of savings and of portfolio
choices, it can also increase the return on savings and
ensure higher income and consumption opportunities.
Insurance services can help mitigate a variety of risks
that individuals and firms face, thus allowing better risk
sharing of individual or even macroeconomic risks.

To understand and measure the degree of financial
development, one must consider all of the different factors
that together contribute to the degree of depth and effi-
ciency of the provision of financial services. Conceptually,
in thinking about an index that measures the degree of
financial development, the various aspects of develop-
ment can be seen as seven “pillars” grouped into three

broad categories as indicated in Figure 1:

1. Factors, policies, and institutions: the “inputs” that
allow the development of financial intermediaries,

markets, instruments and services

2. Financial intermediation: the variety, size, depth,
and efficiency of the financial intermediaries and
markets that provide financial services

3. Capital availability and access: the “outputs” of
financial intermediation as manifested in the size
and depth of the financial sectors and the availabili-

ty of, and access to, financial services

This combination of “inputs,” financial intermediaries
and markets, and “outputs” provides an organic measure
of the degree of financial development. The seven pillars
are organized and described below according to these

three categories.

Factors, policies, and institutions

This first category covers the inputs supporting financial
intermediation and the optimal provision of financial
services and includes the first three of the seven pillars:
the institutional environment, the business environment,
and the degree of financial stability.

First pillar; Institutional environment

The institutional environment encompasses the laws and
regulations that allow the development of deep and effi-
cient financial intermediaries, markets and services. This
includes the overall laws, regulations and supervision of
the financial sector, as well as the quality of contract
enforcement and corporate governance.

Economic theory proposes that a strong institution-
al environment exists to alleviate information and trans-
action costs.> Much empirical work has tackled issues
related to the importance of institutions and their

impact on economic activity in general. The presence of

The Financial Development Report 2008 © 2008 World Economic Forum



Figure 1: Composition of the Financial Development Index
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Box 1: Finance, growth, and the poor

(Please see the essay by Ross Levine in Chapter 1.2 for a full
discussion of this topic)

Financial development has a disproportionately positive impact
on an economy'’s poor. This occurs because better-developed
financial markets reduce the importance of parental wealth on
the income of the next generation by providing access to capi-
tal, intensifying competition, and by expanding economic oppor-
tunities.

The level of human capital of an individual depends par-
tially on schooling. Schooling is costly in terms of school fees,
the higher cost of housing in school districts with high quality
schools, and the opportunity cost from lost wages. Thus, fami-
lies and individuals must raise the funds necessary to achieve a
high level of human capital through schooling. When financial
markets are highly developed, individuals of high ability but low
means can borrow the necessary funds to attain the same
advanced qualifications of people whose parents have greater
financial means. When markets are not developed, children of
wealthy parents, regardless of their ability, will have access to
schooling that high-ability individuals of poorer parents will not.
For example, this can occur when the banking sector is too
highly concentrated and not competitive enough.

Similarly, wages and wealth generation can be related to
entrepreneurial successes. To succeed in an entrepreneurial
endeavour, individuals need capital to start or expand their
businesses. In a well-developed financial market, individuals
will be able to find lenders or investors to fund their ventures
based solely on their merits as business propositions. However,
in underdeveloped markets, potential lenders and investors will
be unlikely to fund a business proposal by people who do not
have families with sufficient wealth to post collateral for the
loan. In the absence of well-developed financial markets, capi-
tal will not flow to the best business ideas, and people who do
not come from wealthy families will be shut out of entrepre-
neurial opportunities.

Wealthy families have the means to fund schooling and
entrepreneurial activity, or the connections to access these
funds in the markets regardless of the level of development of
financial markets. However, well-developed financial markets
that distribute capital on the basis of ability or on the merits of a
business proposal are essential for the poor to have access to
those same opportunities. If markets function well, both rich
and poor have access to capital and scarce resources are
assigned where they will have the greatest returns, thereby
increasing wealth in the whole society.

The Financial Development Report 2008 © 2008 World Economic Forum
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legal institutions that safeguard the interests of investors
is an integral part of financial development.* Reforms
that bolster a country’s legal environment and investor
protection are likely to contribute to better growth
prospects.® Accordingly, we have included variables relat-
ed to the degree of judicial independence and judicial
efficiency.

Better corporate governance is believed to encour-
age financial development, which in turn has a positive
impact on growth.® Contract enforcement is also impor-
tant as it limits the scope for default among debtors,
which in turn promotes compliance in the formal trans-
fer of funds from savers to investors.” Inadequate
investor protection leads to a number of adverse effects,
which can be detrimental to external financing and ulti-
mately the development of well functioning capital mar-
kets.® In general, inadequate enforcement of financial
contracts has been found to augment the process of
credit rationing, thus hindering the overall process of
growth.’

Other important aspects related to the institutional
environment are a country’s capital account openness
and domestic financial sector liberalization. Financial lib-
eralization generally permits a greater degree of financial
depth, which translates into greater financial intermedia-
tion among savers and investors. This in turn increases
the monetization of an economy, resulting in a more
efficient flow of resources.!” Empirically, however, the
impact of capital account liberalization delivers mixed
evidence. Several studies have asserted that capital
account liberalization has no impact on growth while
others have found a positive, and statistically significant,
impact.'' At the same time, other work asserts that the
relationship is undetermined.

Given such ambiguity over the impact of capital
account openness, it is best examined within the context
of the legal environment. The better a country’s legal
environment, the greater the benefits from capital
account openness, and vice versa. Accordingly, within
the Index we try to capture the relationship between
capital account openness and the level of legal develop-
ment and have interacted the variables used to measure
each (see methodology later in this chapter). The pres-
ence of both a robust legal system and capital account
openness provides a positive indication of the financial
development of a country.

A similar analysis can be extended to the degree of
liberalization of the domestic financial sector. This degree
of liberalization is based on whether a country exerts
interest rate controls (either ceilings or floors), whether
credit ceilings exist, and whether foreign currency
deposits are allowed. In general, the better a country’s
legal and regulatory environment, the greater the impact
of domestic financial sector liberalization on a county’s
economic growth.Variables representing each of these
characteristics have been interacted to represent this

result. Recent research supports the importance of

advanced legal systems and institutions in this respect,
holding that the presence of such institutions is as vital
as having both a developed banking sector and equity

market development.'?

Second pillar: Business environment
The second pillar focuses on the business environment
and considers:

« the availability of human capital—that is, skilled
workers who can be employed by the financial sec-

tor and thus provide efficient financial services;

* the state of physical capital—that is, the physical
and technological infrastructure; and

 other aspects of the business environment, including
taxation levels and the costs of doing business for

financial intermediaries.

Measures taken to facilitate the creation and improve-
ment of human capital have been found to assist the
process of economic growth.'> Empirical evidence sup-
ports this relationship showing positive correlations
between human capital and the degree of financial
development.' Our proxies for the amount of human
capital are related to the enrollment levels of tertiary
education. We also include measures that reflect the
quality of human capital, such as the degree of staff
training, the quality of management schools and math
and science education, and the availability of research
and training services.

Another key area is infrastructure. Physical infra-
structure enhances the process of private capital accu-
mulation by increasing the profitability of investment.'
Our analysis of infrastructure captures different measures
of information and communication technologies that
are important to any business, especially those operating
within a financial context.

Another integral aspect of the business environment
is the cost of doing business in a country. Specifically,
research has shown that the cost of doing business is a
vital feature of the efficiency of financial institutions.
The different costs of doing business are integral to
assessing a country’s business environment as well as the
type of constraints that businesses may be facing.!® As
such, the better the business environment, the better the
performance of financial institutions, and the higher the
degree of financial development.Variables that capture
such costs include the World Bank’s measures of the cost
of starting a business, the cost of registering property, the
cost of dealing with licensing, the cost of exporting and
importing, and the cost of closing a business.

Our analysis also considers taxes as another key
constraint that businesses can face. Generally, the higher
the tax rates, the lower the growth rate as higher taxes
deter businesses from operating and expanding. Within
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the context of financial intermediaries, higher taxes
deter financial intermediaries from expanding, and

hence impede economic growth.

Third pillar: Financial stability

The third pillar addresses the stability of the financial
system. This factor is important given the pervasiveness
of episodes of financial crises that have negative effects
on economic growth and lead to significant losses to
investors, including systemic banking crises, systemic

corporate crises, currency crises and sovereign debt crises.

Financial stability can be considered in terms of a
trade-off between risk and innovation/return. For
example, a financial system that is very heavily super-
vised and regulated may be very stable and never spark a
financial crisis. However, such a controlled system would
hamper the financial development and innovation that
increases returns, diversifies risks, and better allocates
resources to the highest-return investments. Conversely,
a financial system that is very free and innovative and is
very lightly regulated and supervised may eventually

become unstable and trigger credit booms and asset

-

Box 2: The cost of financial crises

(Please see subsequent essay by Nouriel Roubini in Chapter 1.3
for a full discussion of this topic)

Financial crises have important economic and financial conse-
quences that might lead to severe economic contractions such
as recessions or depressions. These contractions may be either
short-lived or persist over time. Financial crises are also associ-
ated with significant bankruptcies among households, corpo-
rate firms and financial institutions, with all the ensuing social
deadweight losses from debt restructurings and bankruptcies.
This makes financial crises expensive. Within this context,
financial stability arises as an important issue given the perva-
siveness of episodes of financial crises, including systemic
banking crises, systemic corporate crises, currency crises and
sovereign debt crises.

Financial stability, a crucial input to financial development,
should be viewed in terms of a trade-off between risk and
return/innovation. A financial system that is highly supervised
and regulated may be very stable but could hamper financial
development and the innovation that allows increased returns,

Conversely, a financial system that lacks financial stability, that
is free and innovative and very lightly regulated may become
unstable, triggering credit booms and asset bubbles that may
have severe effects on growth, returns and welfare if they go
bust.

Asset bubbles occur when an asset price rises above the
underlying fundamental value. Asset bubbles can occur for any
financial or real asset but recent experience shows they are
pervasive in equity markets and in housing and real estate mar-
kets. The perverse interaction between easy money, asset bub-
bles, credit growth and leveraging that feeds asset bubbles has
been observed in many episodes. In the mid 1980s in the United
States, the credit cycle fed the investment boom in commercial
and residential real estate causing a real estate bubble that
went bust in the late 1980s. In the 1990s, the tech and Internet
bubble was in part fed by easy monetary policy, with the Fed
worrying about “irrational exuberance” and doing nothing to
control it. This bubble was also fed by easy credit conditions
that allowed investors to use leverage to increase their pur-

\

better diversification of risks, and better allocation of resources.

chases of high-tech and Internet stocks. Next, there was the
housing and credit bubble of the 2000s, which was followed by
the housing bust and credit crunch of 2007.

Other episodes of systemic crisis and financial crisis
include the Japanese real estate bubble and equity bubble of
the 1980s that collapsed in 1990 and led to an acute banking and
corporate crisis and a severe decade long stagnation during the
1990s. We witnessed the Scandinavian banking crises of the
early 1990s and the collapse of the fixed exchange rates within
the European Monetary System in 1992-93.

Among emerging market economies, the Latin American
sovereign debt crisis started in 1982 and led to a decade of lost
growth. Another cycle of financial crises, a combination of cur-
rency, sovereign debt, banking, corporate and household debt
crises, started in 1994 with the collapse of the Mexican peso
currency peg. The following decade showed a variety of finan-
cial crises in emerging market economies: East Asia (Thailand,
Indonesia, Malaysia, Korea) in 1997-98; Russia in 1998; Brazil in
1999; Ecuador, Pakistan, and Ukraine in 1999-2000; and Turkey
and Argentina in 2001.

The history of most financial and banking crises suggests
that in almost every episode the resolution of the crisis entails a
significant amount of government intervention that is fiscally
costly. These fiscal bailout costs are a significant social burden.
The added public debt needed to bail out borrowers and/or
lenders has to be serviced over time, which means that the
social costs of systemic banking and financial crises are very
serious in the affected economies.

Within this framework, financial stability becomes an
important factor in assessing the degree of development of a
financial system. While financial crises will never be altogether
eliminated, the frequency and severity of booms and busts of
asset prices and credit that cause financial crises and costly
financial instability can be reduced if appropriate supervision
and regulation is applied. Such reduction will also contribute to
reducing the fiscal costs associated with such crises, thereby
lessening their consequences.
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bubbles that can severely aftect growth, returns and wel-
fare. While there is some trade-oft between the stability
of the financial system and its degree of innovation and
sophistication, financial stability remains an important
input in the process of financial development.
Excessively unstable financial systems—systems that are
prone to repeated and virulent financial crises—are less
likely to grow and develop.

This pillar tries to capture the risk of three types of
crises: currency crises, systemic banking crises and sover-
eign debt crises. For the risk of currency crises, variables
captured include the real effective exchange rate, current
account balance, the dollarization vulnerability indicator,
the external vulnerability indicator, and external debt to
GDP.

The systemic banking crises subpillar captures the
frequency of banking crises since the 1970s, the degree
of banking stability, a measure of cumulative real estate
appreciation, and a measure of the regulation of the
banking institutions. Banking stability is one of the most
important variables that proxies for the risk of systemic
banking crises. Empirical research has shown that coun-
tries that have gone through systemic banking crises or
endured a high degree of financial volatility are more
susceptible to profound short-term negative impacts on
the degree of financial intermediation. More stable
countries were found not to be vulnerable to such
effects and are thus more prone to growth.!”

Research has also been conducted on the link
between banking regulatory and supervisory issues and
banking sector development. Policies that induce correct
information disclosure, authorize private sector corpo-
rate control of banks, and provide motivation for private
agents to exercise corporate control tend to encourage
the development, operational efficiency, and stability of
the banking system. This in turn enhances growth.
Fewer regulatory restrictions on banks have also been
shown to decrease banking system vulnerabilities.
Research also shows that countries that foster competi-
tion among banks through national institutions are less
likely to experience a systemic banking crisis.'®

The last type of crisis captured within this pillar is
sovereign debt crisis. The best proxy for the risk of this
crisis is sovereign credit ratings. These data were calcu-
lated as an average of both local currency sovereign
credit ratings and foreign currency credit sovereign rat-
ings. Sovereign ratings measure the degree to which a
country is willing and able to pay its debt in a timely
manner and in full. Thus, a high sovereign credit rating
signifies a lesser likelihood of default as occasioned by a
sovereign debt crisis.

The greater the risk of these crises, the greater the
likelihood that the different processes of financial inter-
mediation will be hampered, precipitating lower eco-

nomic growth rates.

Financial intermediaries and markets

The second category of pillars measures the degree of
development of the financial sector as seen in the differ-
ent types of intermediaries. These three pillars are:
banks, non-banks (e.g., investment banks and insurance

firms) and financial markets.

Fourth pillar: Banks

Bank-based financial systems emerge to improve acqui-
sition of financial information and lower transaction
costs, as well as to more efficiently allocate credit. This
role is especially important in developing economies.

The efficient allocation of capital in a financial sys-
tem generally occurs through bank-based systems or
market-based financial systems.!” Some research asserts
that banks finance growth more effectively and efficient-
ly than market-based systems, particularly in under-
developed economies where non-bank financial inter-
mediaries are generally less sophisticated.?’ Research also
shows that compared to other forms of financial inter-
mediation, well-established banks form strong ties with
the private sector, which enables them to acquire infor-
mation about firms more efficiently and to persuade
firms to pay their debts in a timely manner.?! Advocates
of bank-based systems argue that banks that are unim-
peded by regulatory restrictions tend to benefit from
economies of scale in the process of collecting informa-
tion and can thus enhance industrial growth. Banks are
also seen as key players in eradicating liquidity risk,
which causes them to increase investments in high-
return, illiquid assets and speed up the process of eco-
nomic growth.?

One of the key measures of the efficacy of the
banking system captured in this pillar is size. The greater
the size of the banking system, the greater the amount
of resources that can be channeled from savers to
investors. This enhances the process of financial develop-
ment, which in turn leads to greater economic growth.

Another key aspect of the banking system is its effi-
ciency. An important aspect of efficiency is the structure
of bank ownership and how this structure affects its per-
formance. Publicly owned banks tend to be less effi-
cient, impeding the process of credit allocation and
channeling of capital, which in turn slows down the
process of financial intermediation.

Another measure of the efficiency of a banking sys-
tem is the degree of foreign ownership of banks, which
reflects a country’s investment climate and the willing-
ness of the government to allow competition.
Efficiency also encompasses the degree of banking con-
centration, which is captured in a measure of the share
of assets (deposits) in the three largest banks in a coun-
try. Concentrated banking systems are usually less prone
to a systemic banking crisis, which improves the effi-
ciency of their operations.*

A third key aspect of efficiency captured by this pil-
lar is the role of financial information disclosure within
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the operation of banks. Policies that induce correct
information disclosure, authorize private sector corpo-
rate control of banks, as well as motivate private agents
to exercise corporate control, tend to encourage bank
development, operation, and stability.?> This has a posi-

tive effect on the overall economy.

Fifth pillar: Non-banks

Non-bank financial intermediaries, such as broker deal-
ers, traditional asset managers, alternative asset managers
and insurance companies, are considered both a comple-
ment to banks, as well as a substitute for them. Their
complementary role lies in their efforts to fill any vacu-
um created by commercial banks. Their competition
with banks allows both parties to operate more effi-
ciently in meeting market needs. Activities of non-bank
financial intermediaries include their participation in
securities markets, as well as the mobilization and alloca-
tion of financial resources of a longer-term nature, for
example in insurance activities.

Empirical research has found that banks as well as
non-bank financial intermediaries are larger, more
active, and more efficient in advanced economies.?®
Advocates of the market-based system (i.e., non-banks)
point to the fact that the market-based system is able to
finance innovative and high-risk projects.?” As for the
insurance sector, it can be seen as a tool that eases trade
and commerce by providing ample liability coverage.
Insurance also creates liquidity and facilitates the process
of building economies of scale in investment, thereby
improving overall financial efficiency.?® Insurance has
also been found to mobilize illiquid savings to positively
affect growth.?

The degree of development of non-bank financial
intermediaries in general has been found to be a
good proxy of a country’s overall level of financial

development.®”

Sixth pillar: Financial markets

The four major types of financial markets include bond
markets (both for government and corporate bonds),
stock markets where equities are traded, foreign
exchange markets and derivatives markets.

Stock market liquidity is statistically significant in
terms of its positive impact on capital accumulation,
productivity growth, and current and future rates of
economic growth.>® More generally, economic theory
suggests that stock markets encourage long-run growth
by promoting specialization, acquiring and disseminating
information, and mobilizing savings in a more efficient
way to promote investment.’? Research also shows that
as countries become richer, stock markets become more
active and efficient relative to banks.** Bond markets
have received little empirical attention, but recent
research has shown that bond market development does

in fact affect economic output.’*

Derivatives markets are an important aspect of this
pillar because they can significantly improve risk man-
agement and risk diversification. The development of
derivatives markets can enhance the confidence of inter-
national investors and financial institutions to participate
in them. Derivatives markets generally are small in
emerging markets. The strengthening of the legal and
regulatory environment can enhance the development
of such markets, which in turn contributes to the

process of economic growth.*

Capital availability and access
This third and final category is comprised of one pillar
which represents the “outputs” of financial intermediation.

Seventh pillar: Size, depth, and access

The measures represented in this last pillar span the size
and depth of the financial system and the degree of
access by both savers and users of capital to financial
services. These macro-level issues of size and depth and
micro-level issues of access are integrally related to the
provision and allocation of capital that drive economic
growth.

Size and depth

Empirical evidence shows that a limited set of variables
is significantly correlated with economic growth and
welfare and can be good proxies for the “output” of
financial intermediation. This output group includes
measures of how large and deep the financial system is,
appropriately scaled to the GDP of the country. It also
includes measures of access to capital and financial serv-
ices by businesses.

Consensus exists on the relationship between the
size and depth of the financial system and the supply
and robustness of financial services that drive economic
growth.* This effect occurs because the size of financial
markets is viewed as an important determinant of sav-
ings and investment.”” The size of the financial system
also matters because the larger the size of the financial
system, the greater its ability to benefit from economies
of scale given the significant fixed costs prevailing in
financial intermediaries’ activities. A larger financial sys-
tem tends to relieve existing credit constraints. This
facilitates borrowing by firms and further improves the
process of savings mobilization and the channeling of
savings to investors. Given that a large financial system
should allocate capital efficiently and better monitor the
use of funds, improved accessibility to financing will
tend to amplify the resilience of an economy to shocks.
Thus, a larger financial system implies a better allocation
of risks, increasing the level of physical and human capi-
tal accumulation, which leads to higher growth rates.’®

Empirical studies concerning financial development
and growth have generally found that cross-country dif-
ferences in the levels of financial development explain a
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considerable portion of the cross-country differences in
growth rates.”” Correspondingly, improvements in the
depth of financial markets seemed to precipitate improve-
ments in economic growth rates across countries.*’

The proxies included to capture size and depth,
include M2* to GDP, stock market capitalization to
GDP, bank deposits to GDP, public as well as private
debt to GDP, and private credit by deposit money banks
and other financial institutions to GDP.

Access

Another integral component of this “output” category is
access to financial services. Empirically, greater access to
financial services has been associated with the usual
proxies for financial development and resulting econom-
ic growth.*> The presence of financial services per se as
reflected by size and depth does not imply their accessi-
bility by the difterent types of users within an economy.
Thus, the presence of access as part of the output pillar
becomes integral to our analysis. The measures of access
captured include venture capital availability, access to
local equity markets, access to credit, access to loans and
an overall level of financial market sophistication.
Performance in the other pillars contributes to perform-
ance in this subpillar and the extent of access to finan-
cial services by end users. Accessibility, along with the
size and depth of the financial system as a whole, has a
significant effect on a country’s real activity, economic

growth and overall welfare.

Methodological overview

As indicated in the preceding description of the seven
pillars, the Report takes a holistic approach in the design
of the Index by trying to address the breadth of difterent
factors relevant to financial development. Accordingly, a
large variety of variables were included for the 52 finan-
cial systems covered by the Index.The choice of vari-

ables was guided by two general criteria:

* the findings of the vast body of empirical studies,
which focus on financial development; and

* the availability of data that serve as effective proxies
for the difterent dimensions of financial develop-

ment across emerging and developed economies.

The variables were organized into the seven pillars using
a methodology similar to that used in other indexes
published by the World Economic Forum. A combina-
tion of hard data from various sources, such as the World
Bank and the Bank of International Settlements, and
survey data collected as part of the Forum’s Executive
Opinion Survey is used.® This survey captures data that
are otherwise not available through hard data sources,
such as those pertaining to a country’s institutional and

business environment, and the degree to which firms feel

they can easily access different forms of capital such as
venture capital, initial public offerings and private credit.

Approach to standardization

To permit aggregation and cross-country comparisons,
all hard data variables (i.e., not from the Forum’s Survey)
in the Financial Development Index have been standard-
ized. This was done by re-scaling these variables on a 1-
to-7 scale, the former being the least advantageous and
the latter being the most advantageous to financial
development. The following formula was employed to

standardize those variables:

6 X (country score — sample minimum)
(sample maximum — sample minimum)

+ 1

The sample minimum and sample maximum are,
respectively, the lowest and highest country scores in the
sample of 52 countries covered by this Index. Thresholds
were identified for outliers in both directions (maximum
and minimum) and high outliers were automatically
given a score of 7 and low outliers a score of 1. For
those variables where a higher raw data value implies a
worse result (such as any vulnerability indicator), we
inverted the standardization formula such that a higher
standardized score is still considered more advantageous.**
Data from the Executive Opinion Survey are presented
in their original form as an aggregation of survey
responses on a 1-to-7 scale.

In certain cases, a “non-monotonic” standardization
had to be employed to ensure that the proportion
between the raw data and standardized score changes
over the range of data for the variable. The public bond
to GDP variable was treated in this manner. In general
we have assumed that low levels of public bonds to GDP
imply low levels of financial development. As the level
of public bonds to GDP increases, the degree of devel-
opment of the bond market improves, which contributes
to financial development as a whole. After a certain
level, however, high debt levels may be considered a
weakness within the economy. To reflect this in the
Index variable, a threshold was selected (60 percent of’
GDP) above which the standardized score begins to go
down. This also implies that having debt equivalent to
60 percent of GDP is treated as the “best” level of debt
and thus gets a standardized score of 7.

In some instances, the “interaction” between differ-
ent variables was also captured as certain variables can
be considered more beneficial in the presence of others.
For instance, the effect of liberalizing the capital account
and the domestic financial sector has been found in
empirical studies to be mixed, yielding both positive and
negative results. However, the presence of a strong legal
and regulatory environment tends to mitigate the nega-
tive impacts of the liberalization process. To account for
this, the scores of the capital account liberalization and
domestic financial sector liberalization indexes were

adjusted. Any country above the average standardized
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score for the legal and regulatory environment* experi-
enced positive effects as a result of the liberalization
process, while the opposite is true for countries with
scores lower than this average.

Weighting and scaling of variables

One of the key design principles of the Index is the
inclusion of the breadth of variables relevant to the
financial development of both emerging and developed
economies. The aggregation of these variables into an
overall Index can provide a unified measure of financial
development. However, by examining the individual pil-
lars and constituent variables one gains greater insight
into the strengths and weaknesses of different financial
systerms.

Given the emphasis placed on the component parts
of the Index as a framework for analysis, we have taken
a very conservative approach to the weighting of vari-
ables. Unless there is a clear and compelling reason to
the contrary, we have generally weighted different com-
ponents of the Index equally. The seven pillars are
weighted equally as are most of the subpillars that com-
prise each of the pillars. The weightings of the different
pillars and subpillars as the result of this approach is
described in Appendix A.

We recognize and agree that there is a case to be
made that certain elements of the financial system are
more important for different countries depending on
their unique circumstances and different stages of devel-
opment. For instance, the “sequencing” theory support-
ed by some within the academic community emphasizes
the importance of sequential development of different
aspects of the financial system depending on a country’s
stage of development. A key tenet of this theory asserts
that banks are more important in the process of financial
development and reform for emerging markets, while
capital markets and non-banks (for example equity mar-
kets and investment banks) are more important for
advanced economies. Yet, given the diversity of countries
covered in the Index and the variety of issues they con-
front, we decided that the risks of being overly prescrip-
tive in weighting certain variables for different classes of
countries justified our more conservative approach.

In some instances, there was sufficient cause to
assign different weights to the subpillars within the
Index. Within the risk of systemic crises subpillar, the
regulation of banking institutions and the stability index
are weighted more (30 percent each) as compared to the
frequency of crises and the appreciation of real estate
variables (20 percent each). Within the banking pillar
there are three sub-groups: the size of the banking sys-
tem, efficiency of the banking system, and the role of
financial information disclosure. The first two variables
were weighted 40 percent each in this pillar, while the
last variable was weighted at 20 percent, thus placing
more importance on the size and efficiency of the
banking system. Within the financial markets pillar, a 30

percent weight was assigned to the equity and bond
market subpillars, and a 20 percent weight was assigned
to the foreign exchange and derivatives market subpil-
lars. This was done to signify the relatively greater
importance of equity and bond market development.
For many variables, especially those related to the
size and depth of the financial system, scaling by GDP
was deemed necessary to control for country size.
Scaling by GDP also allows for more relevant cross-

country comparisons.

The Financial Development Index 2008 rankings

The detailed rankings for the Financial Development
Index (FDI) are presented in Table 1. Overall rankings
are listed first followed by rankings within each of the
seven pillars that comprise the FDI.

At first glance, the overall FDI rankings yield what
may be unsurprising results: the United States and the
United Kingdom came out on top of the Index at 1st
and 2nd place respectively in what amounts to a virtual
tie. This seems consistent with their standing as long-
established and truly global financial centers. They are
followed by a very closely ranked tier of developed
Western and some Asian countries in the top 10.
Germany, Japan, Canada, France, Switzerland, Hong
Kong and the Netherlands take the third through ninth
spots with very close overall scores and Singapore comes
in at 10th with a slightly lower score. Less developed
countries from other regions progressively populate the
lower reaches of the FDI.

However, the more interesting and instructive story
revealed by the FDI is the degree of variation in per-
formance across the seven pillars of the Index. This
holistic view of financial systems reveals strengths and
development areas, extending across both top and low
performers alike that might not immediately be appar-
ent. In Table 2, one can see those countries that most
frequently scored within the top three places in each of
the seven pillars. Interestingly, aside from the United
Kingdom and the United States, those countries that
achieved top scores in one or more pillars did not nec-
essarily take top honors in the overall ranking. For these
countries, success in one pillar is offset by shortcomings
in others, thereby affecting the overall performance of
the financial system as measured by the FDI. Germany
was one of the few top-ranked countries that delivered
even performance across all seven pillars; it is number
three in the overall ranking yet did not make the top

three in any of the seven component pillars.

Factors, policies, and institutions versus financial
intermediation

By looking beyond the overall rankings to explore vari-
ations in different facets of financial systems both within
and across countries, the FDI can be a useful tool to

frame new patterns of analysis. To illustrate this, we
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OVERALL INDEX FACTORS, POLICIES, AND INSTITUTIONS

1.1: The Financial Development Index
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1st pillar: Institutional environment 2nd pillar: Business environment 3rd pillar: Financial stability
Country/Economy Rank Score Country/Economy Rank Score Country/Economy Rank Score Country/Economy Rank Score
United States 1 585 Singapore 1 631 Singapore 1 582 Singapore 1 622
United Kingdom 2 583 Hong Kong SAR 2 624 Finland 2 576 Switzerland 2 618
Germany 3 528 Finland 3 623 Norway 3 567 Saudi Arabia 3 597
Japan 4 528 Norway 4 6.15 Hong Kong SAR 4 565 Norway 4 587
Canada 5 526 United Kingdom 5 6.09 Sweden 5 563 Austria 5 581
France 6 525 Germany 6 6.08 Switzerland 6 563 Germany 6 577
Switzerland 7 523 Canada 7 6.06 Netherlands 7 557 Netherlands 7 574
Hong Kong SAR 8 523 Sweden 8 6.06 Canada 8 543 Japan 8 571
Netherlands 9 522 Austria 9 6.04 Korea, Rep. 9 542 United Arab Emirates 9  5.53
Singapore 10 5.15 Netherlands 10 6.02 Germany 10 541 United States 10 551
Australia 11 498 Ireland 1 6.01 United Kingdom 11 534 Ireland 11 545
Spain 12 4.90 United States 12 598 United States 12 532 Kuwait 12 544
Sweden 13 475 Australia 13 5.9 Austria 13 529 Sweden 13 526
Ireland 14 472 Japan 14 588 Australia 14 524 Canada 14 526
Norway 15  4.66 Belgium 15 584 France 15 520 Finland 15 524
United Arab Emirates 16 4.61 France 16 5.83 Japan 16 517 Belgium 16 522
Belgium 17 456 Switzerland 17 574 Ireland 17 5.15 Hong Kong SAR 17 519
Austria 18 455 Israel 18 5.66 United Arab Emirates 18  5.14 Malaysia 18 5.18
Korea, Rep. 19 455 Spain 19 562 Israel 19 5.00 China 19 517
Malaysia 20 448 Bahrain 20 543 Belgium 20 5.00 France 20 517
Finland 21 445 Chile 21 538 Kuwait 21 493 Australia 21 513
Italy 22 438 Malaysia 22 514 Chile 22 489 Spain 22 500
Israel 23 4.4 Korea, Rep. 23 5.08 Malaysia 23 480 United Kingdom 23 497
China 24 4.09 United Arab Emirates 24  5.02 Spain 24 480 Italy 24 482
South Africa 25 4.00 Panama 25 482 Czech Republic 25 477 Bahrain 25 479
Kuwait 26 393 Italy 26 4.66 Bahrain 26 474 South Africa 26 472
Saudi Arabia 27 390 South Africa 27 458 Hungary 27 4N Mexico 27 469
Bahrain 28 3.89 Hungary 28 452 Slovak Republic 28 4.69 India 28 4.67
Thailand 29 382 Indonesia 29 446 Italy 29 463 Thailand 29 454
Chile 30 379 Thailand 30 446 Poland 30 456 Israel 30 448
India 31 363 Mexico 31 431 Saudi Arabia 31 454 Chile 31 447
Panama 32 361 Peru 32 422 Turkey 32 438 Korea, Rep. 32 442
Hungary 33 353 Saudi Arabia 33 418 Thailand 33 424 Russian Federation 33 44
Pakistan 34 346 Czech Republic 34 414 Russian Federation 34 4.08 Czech Republic 34 429
Czech Republic 35 343 Egypt 35 4.07 China 35 4.07 Colombia 35  4.27
Russian Federation 36 340 Kuwait 36 4.06 South Africa 36 4.03 Slovak Republic 36 419
Egypt 37 332 Slovak Republic 37 380 Brazil 37 4.00 Pakistan 37 4n
Indonesia 38 331 Colombia 38 380 Panama 38 395 Poland 38 409
Turkey 39 330 Nigeria 39 3N Argentina 39 392 Nigeria 39  4.02
Brazil 40 328 Brazil 40 3.69 Egypt 40 391 Vietnam 40 398
Poland 41 327 Philippines 41 360 Peru 41 389 Venezuela 41 388
Slovak Republic 42 325 Poland 42 354 Ukraine 42 388 Peru 42 371
Mexico 43 321 India 43 342 Colombia 43 382 Indonesia 43 365
Colombia 4 32 Turkey 44 336 Mexico 44 381 Brazil 44 360
Kazakhstan 45 313 Argentina 45 335 India 45 361 Kazakhstan 45 358
Peru 46  3.06 China 46 3.33 Vietnam 46  3.56 Hungary 46 3.50
Argentina 47 3.04 Kazakhstan 47 3.14 Kazakhstan 47 351 Egypt 47 3M
Philippines 43 3.03 Russian Federation 43  3.10 Philippines 48 350 Philippines 43 332
Vietnam 49 3.03 Pakistan 49  3.09 Indonesia 49 346 Panama 49 301
Nigeria 50 276 Vietnam 50 3.06 Pakistan 50 3.46 Argentina 50 292
Ukraine 51 273 Ukraine 51 275 Venezuela 51 322 Ukraine 51 288
Venezuela 52 271 Venezuela 52 239 Nigeria 52 3.08 Turkey 52 276

The Financial Development Report 2008 © 2008 World Economic Forum



Table 1: Financial Development Index 2008 (cont'd.)

CAPITAL AVAILABILITY
FINANCIAL INTERMEDIATION AND ACCESS

4th pillar: Banks 5th pillar: Non-banks 6th pillar: Financial markets Tth pillar: Size, depth, and access
Country/Economy Rank Score Country/Economy Rank Score Country/Economy Rank Score Country/Economy Rank Score
United States 1 580 United Kingdom 1 655 United States 1 615 Switzerland 1 6.89
Malaysia 2 572 United States 2 6.05 United Kingdom 2 587 Netherlands 2 671
United Kingdom 3 551 France 3 529 Switzerland 3 540 Hong Kong SAR 3 662
United Arab Emirates 4 526 Japan 4 450 France 4 507 United Kingdom 4 648
Hong Kong SAR 5 520 Canada 5 437 Japan 5 503 Canada 5 647
Canada 6 5.15 Australia 6 426 Singapore 6 499 Spain 6 6.38
China 7 497 Germany 7 412 Germany 7 487 Singapore 7 6.16
Japan 8 492 Netherlands 8 387 Australia 8 458 United States 8 6.15
Germany 9 485 Spain 9 377 Netherlands 9 435 Germany 9 584
Spain 10 4.84 Russian Federation 10 371 United Arab Emirates 10  4.28 Japan 10 5.72
Korea, Rep. 11 481 Korea, Rep. 1 362 Hong Kong SAR 1 416 France 11 5.66
Ireland 12 480 Kazakhstan 12 356 Sweden 12 413 Malaysia 12 565
Indonesia 13 460 Hong Kong SAR 13 354 Canada 13 4.07 Sweden 13 5.60
France 14 455 Italy 14 335 Spain 14 3.86 Australia 14 560
Thailand 15 445 China 15 330 Italy 15 383 Ireland 15 559
Italy 16 4.41 India 16 3.24 Belgium 16 3.69 Belgium 16 5.57
Belgium 17 437 Ireland 17 315 Pakistan 17 358 Israel 17 547
Austria 18 432 Switzerland 18 299 Finland 18 3.40 Norway 18 545
Netherlands 19 425 Singapore 19 291 Kuwait 19 334 Austria 19 541
Norway 20 420 Sweden 20 287 Korea, Rep. 20 315 Korea, Rep. 20 533
Australia 21 412 Brazil 21 282 Turkey 21 3.07 South Africa 21 530
South Africa 22 4.09 Argentina 22 248 India 22 299 Finland 22 527
Saudi Arabia 23 407 South Africa 23 242 Malaysia 23 293 United Arab Emirates 23 5.17
Kuwait 24 3.96 Norway 24 238 Austria 24 288 China 24 514
Pakistan 25 391 Bahrain 25 227 Norway 25 288 Italy 25 497
Israel 26 385 Belgium 26 225 Ireland 26 287 Thailand 26 495
Switzerland 27 380 Israel 271 223 Panama 271 284 Panama 271 493
Vietnam 28 378 Turkey 28 219 South Africa 28 283 India 28 4.90
Panama 29 377 Finland 29 215 Saudi Arabia 29 273 Kuwait 29 469
Chile 30 372 Austria 30 212 China 30 266 Bahrain 30 467
Sweden 31 367 Peru 31 208 Czech Republic 31 245 Egypt 31 458
Singapore 32 363 Hungary 32 201 Bahrain 32 234 Saudi Arabia 32 443
Hungary 33 346 Ukraine 33 199 Israel 33 231 Pakistan 33 433
Egypt 34 340 Panama 34 1.9 Brazil 34 228 Hungary 34 428
Slovak Republic 35 3.36 Malaysia 35 193 Hungary 35 226 Chile 35 427
Colombia 36 3.33 Colombia 36 1.89 Thailand 36 225 Vietnam 36 4.24
Turkey 37 332 Thailand 37 189 Argentina 37 218 Brazil 37 410
Poland 38 321 Mexico 38 1.88 Egypt 38 215 Philippines 38  4.07
Ukraine 39 313 United Arab Emirates 39 1.87 Poland 39 21 Turkey 39 404
Finland 40 3.8 Philippines 40 178 Chile 40 210 Czech Republic 40 3.96
Kazakhstan 41 3.07 Egypt 4 175 Russian Federation 41 2.08 Slovak Republic 41 388
Philippines 42 2.96 Pakistan 42 173 Philippines 42 197 Indonesia 42 372
Bahrain 43 2.96 Poland 43 172 Venezuela 43 187 Colombia 43 371
Czech Republic 4 292 Chile 44 168 Kazakhstan 4 183 Poland 44 3.66
Russian Federation 45 287 Venezuela 45 162 Mexico 45 177 Russian Federation 45 356
Argentina 46 285 Indonesia 46 158 Indonesia 46 170 Argentina 46 354
Venezuela 47 2.81 Nigeria 47 1.48 Colombia 47 1.66 Peru 47 350
Nigeria 48 2.80 Czech Republic 48 147 Slovak Republic 48 152 Mexico 48 337
Mexico 49 265 Saudi Arabia 49 140 Peru 49 143 Kazakhstan 49 324
India 50 261 Vietnam 50 140 Nigeria 50 1.30 Ukraine 5 3.23
Peru 51 251 Slovak Republic 51 131 Ukraine 51 127 Venezuela 51 3.16
Brazil 52 247 Kuwait 52 1.07 Vietnam 52 1.16 Nigeria 52 292
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Table 2: Countries ranked within the top three of each Index pillar

FINANCIAL DEVELOPMENT INDEX PILLARS

Financial Number of

Development  timesranked 1. Institutional 2. Business 3. Financial 6. Financial 7. Size, depth,
Country/Economy Index 2008 rank in top three environment  environment stability 4.Banks 5. Non-banks markets and access
Singapore 10 3 1 1 — — — —
Switzerland 7 B8 — 2 — — 3 1
United Kingdom 3 — — 3 1 2 —
United States 1 3 — — 1 2 1 —
Finland 21 2 3 — — — — —
Hong Kong SAR 8 2 2 — — — — 3
France 6 1 — — — 3 — —
Malaysia 20 1 = = 2 = = =
Netherlands 9 1 — — — — — 2
Norway 15 1 = = = = = =
Saudi Arabia 27 1 — 3 — — — —

have aggregated the pillar scores with respect to the
broad categories introduced in Figure 1 and described
previously in the chapter. In Figure 2, scores for the
institutional environment, business environment, and
financial stability pillars are averaged and the resulting
rank is presented on the horizontal axis as the measure
“Factors, policies, and institutions.” A ranking according
to a simple average of the banks, non-banks, and finan-
cial markets pillars is presented on the vertical axis as
“Financial intermediation.”

As Figure 2 illustrates, the United States and United
Kingdom both receive top marks with respect to financial
intermediation (pillars four through six) but those factors,
policies, and institutions that are the “inputs” into their
financial systems (pillars one through three) are not as
strong. The United States does not make the top 10
with respect to its institutional and business environ-
ments while the United Kingdom ranks a relatively low
23rd in the financial stability pillar. This results in both
countries being positioned toward the bottom of the
scatter plot in Figure 2. Will uneven performance in
these areas create a long-term development disadvantage,
compromising the ability of financial intermediaries and
markets to efficiently provide capital to end users in
these countries? This question has implications extend-
ing to whether the current pursuit of certain regulatory
reforms should be prioritized to the exclusion of other,
long-term drivers of financial development such as non-
distortionary tax policies and judicial reform.

By contrast, countries such as Norway and
Singapore achieve high marks with respect to their insti-
tutional and business environments and financial stability
but perform relatively poorly with respect to the bank
and non-bank pillars. This accounts for their placement
at the leftmost part of the scatter plot in Figure 2. What
is preventing these countries from translating these
fundamental strengths into more robust financial inter-
mediation and the more effective provision of capital

and financial services to end users? Exploration of the

variables that produce this result and the broader phe-
nomena for which they serve as proxies may have pro-
found implications for financial system development and
enhanced economic growth in these countries.

Taking a different and somewhat narrower perspec-
tive, one may question how Malaysia’s banking system is
able to achieve the relatively high performance shown
in the 4th pillar in Table 1 in light of its relatively lower
performance with respect to its business and institution-
al environments. Increased understanding of this ques-
tion might shed light on how Malaysia could propagate
this success to other aspects of its financial system.
Alternatively, it may provide valuable lessons for other
developing countries as they try to transcend the limita-
tions of their current institutional and business environ-
ments to maximize the benefits of robust financial inter-

mediation.

Financial intermediation versus capital availability and
access
A similar analysis can be performed with respect to the
pillars in the financial intermediation category (the
banks, non-banks and financial markets pillars) and the
one pillar that comprises the capital availability and
access category (the size, depth, and access pillar). In
Figure 3, rankings based on the combined average of the
scores for the pillars in each category are plotted.
Switzerland is ranked number one in terms of capi-
tal availability and access based on a near perfect score
driven by the size and depth of its financial assets.Yet it
does not make the top 10 in terms of financial interme-
diation. Indeed its banking institutions are ranked a rela-
tively low 27th and non-bank financial institutions at
18th. Given this apparent discrepancy are there other
aspects of its financial system such as within its legal and
regulatory or business environment that are more direct-
ly attributable to its relatively large and deep financial
markets? Are these aspects idiosyncratic to the Swiss

financial system or are their lessons for other countries
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Figure 2: Factors, policies, and institutions versus financial intermediation

Note: A country ranking based on a simple average of the first three pillars is plotted as “factors, policies and institutions” on the horizontal axis. A country ranking
based on a simple average of pillars 4, 5 and 6 is plotted as “financial intermediation” on the vertical axis.

Figure 3: Financial intermediation versus capital availability and access

Note: A country ranking based on a simple average of pillars 4, 5 and 6 is plotted as “financial intermediation” on the horizontal axis. The country ranking from pil-
lar 7, “Capital availability and access” is plotted on the vertical axis.
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Figure 4: Total financial assets to GDP versus capital access
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Total financial assets/GDP rank

Note: Total financial assets/GDP displayed on the horizontal axis is based on the same numbers found on the top of each country profile in Part 2 of the Report; the
calculation of this measure is described in the “How to Read the Country/Economy Profiles” at the beginning of Part 2. The vertical axis measures the average
of the different capital access variables contained in pillar 7 (variables 7.09, 7.10, 7.11, 7.12, and 7.14).

as they try to maximize the benefits to their economies
of increased access to capital?

By contrast, the Russian Federation is ranked 45th
in terms capital availability and access yet ranks a
stronger 26th based on an average of the financial inter-
mediation pillars. Its non-bank institutions are rated par-
ticularly strong at 10th (see the 5th pillar in Table 1),
driven in large part by healthy initial public offerings
(IPO) and securitization activity, while a relatively low
40th in terms of access to its equity markets (as can be
seen in its country profile contained in Part 2 of this
Reporf). Why hasn’t Russia been able to translate robust
financial intermediation into economically vital access
to capital? More detailed exploration of this question
may help inform priorities for reforms within its finan-

cial system.

Financial depth versus access

Intriguing variations in country performance can also
be seen within the pillars of the Index. One of these
variations occurs with respect to the two main compo-
nents of pillar seven: the size and depth subpillar, which
includes different measures of financial assets as a per-
centage of GDP and the access subpillar, which uses
unique data from the Forum’s Survey to assess how easily
end users can access different forms of capital. Financial
depth, typically expressed as a country’s financial assets to
GDP, is often cited as a measure of the availability of

capital. Yet, from the perspective of economic growth,

what is also important is how easily end users are able to
access this pool of capital.

In Figure 4, country rankings in terms of total
financial assets to GDP are plotted against rankings of
the average of all the access measures in pillar seven. It is
clear from this graph that the degree of access that end
users have to capital is not necessarily a close function
of the financial depth in a given country. Looking at
China, one can see that even though it has a very high
ratio of financial assets to GDP, this has not translated to
enhanced access for end users of capital within the
country, which accounts for its position at the very top
of the scatter plot.

By contrast, Finland and Norway have roughly the
same degree of financial assets as a percentage of GDP,
but score near the very top of the rankings in terms of
financial access, which accounts for their position towards
the bottom of the scatter plot. Given the importance of
capital access to the end users of capital and businesses
that propel an economy, increased understanding of this
result and how to better translate financial depth to
access could lead to new ways to enhance a financial

system’s impact as a driver of economic growth.

Regional analysis

The preceding examples both across and within the pil-
lars of the FDI illustrate the potential to reframe discus-
sion using the broader dimensions of financial develop-
ment. The country profiles contained in Part 2 of this
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Report provide detailed information with which to
undertake this analysis. A summary of highlights drawn
from these profiles is presented below by region.

EUROPE AND NORTH AMERICA

The United States takes 1st place in the FDI, driven
by its strong showing across all different aspects of finan-
cial intermediation. Its banks are ranked as the most effi-
cient in the world in areas such as bank concentration,
interest rate spread and operating margins. Similarly, its
financial markets emerge as best-in-class overall, with
strength across the breadth of equity and bond markets,
foreign exchange and derivatives. Non-bank financial
intermediaries such as investment banks and insurance
companies rank very high, particularly in terms of
mergers and acquisitions and securitization activities.
The United States performs well with respect to overall
measures of size, depth, and access, but these are not
quite on par with the performance of its financial inter-
mediaries.

Relatively weaker areas can be seen with respect to
the institutional and business environments within the
United States. The regulation of security exchanges
(24th) and protection of intellectual and property rights
(21st and 17th) prove problematic according to partici-
pants in the Forum’ Survey. Corruption and the regula-
tory burden were also seen as a development area with
the United Sates ranking in the middle of all countries.
A lack of judicial independence and irregular payments
in judicial decisions were seen as obstacles to improved
contract enforcement. The United States, like many
developed countries, received high scores for the liberal-
ization of its domestic financial sector and capital
account, however, this was accompanied by relatively
low scores in areas related to financial stability.
Consistent with the ongoing financial crisis, the United
States ranked a relatively low 25th with respect to the
potential for currency crises and 22nd with respect to
the potential for systemic banking crises. Corporate tax-
ation and infrastructure also emerged as areas requiring
further attention.

The United Kingdom is ranked 2nd overall in
the FDI in a virtual tie with the United States. Its finan-
cial intermediaries are world class with top ranks for
insurance, securitization, and merger and acquisition
activity. The international orientation of its financial
markets earns it top marks with respect to foreign
exchange markets and it ranked first in all measures of
foreign exchange and interest rate derivatives turnover
except one. The country earned third place in the bank-
ing pillar, with efficiency of the sector driving its per-
formance. In terms of capital access and availability, the
United Kingdom outperforms the United States with a
rank of 4th across the FDI country sample. The overall
institutional environment also ranked higher than the

United States with strong marks for corporate gover-
nance and contract enforcement. The efficacy of corpo-
rate boards, shareholder rights, and the strength of audit-
ing and accounting standards distinguishes the United
Kingdom in this area.

As with the United States, key development areas
exist with respect to financial stability. The potential for
a systemic banking crisis (46th) places a drag on the
United Kingdom’s performance in this area. The United
Kingdom also scores relatively low with respect to cor-
porate taxation (30th) and the associated distortionary
effects of taxation and irregular tax payments. The cost
of doing business as seen in the cost of obtaining licens-
es and registering property is also an area that appears to
have room for improvement. The burden of government
regulation (26th) and lack of centralization in economic
policy-making (32nd) also appear to be areas for further
development.

Germany placed 3rd in the rankings by exhibiting
well-rounded performance and a ranking of 10 or high-
er across all seven pillars of the FDI. Consistent strengths
across the institutional and business environments include
a top ranking in auditing and accounting standards (1st),
excellent protection of property rights, a highly effective
judicial system, and high quality infrastructure within
the context of a liberalized yet stable financial system. A
few potential areas for improvement include better pro-
tection of minority and shareholder rights, a lower regu-
latory burden, and improvements with respect to human
capital. Findings with respect to financial intermediation
confirm the historic strength of Germany’s banking sec-
tor but, interestingly, the country also performs equally
well (in fact, slightly better) with respect to both non-
bank financial institutions and financial markets. While
equity markets are ranked 16th, bond markets, deriva-
tives markets and foreign exchange markets are all
ranked within the top 10 in their categories.

France (6th) is similar to the United Kingdom and
the United States in that the strength of its financial
intermediation, particularly that of its non-bank financial
institutions and financial markets, is a key driver of its
relatively high overall ranking (6th). IPO activity (2nd),
M&A activity (4th), and insurance (2nd) are all particular
strengths, as are its derivatives and bond markets (3rd
and 4th respectively). The country appears less successful
across financial system “inputs.” France is ranked a rela-
tively low 20th in terms of financial stability, dragged
down by a very low score with respect to risk of sys-
temic banking crisis (47th). The business environment
also appears to be a weakness with relatively low marks
with respect to taxation and the cost of doing business.
However, there are also some strengths with respect to
the quality of overall infrastructure and management
schools. Excessive regulatory burden appears the weakest
link in France’s institutional environment, as is protec-

tion of shareholder and investor rights.
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Switzerland closely follows France achieving 7th
place due in large part to the size (relative to GDP) and
stability of its financial system. While achieving the top
ranking according to the overall size- and depth-related
metrics, this success does not fully translate into
improved access for end users of capital where the
country ranked 12th. Despite the iconic nature of many
of Switzerland’s banks, the country’s financial markets
were ranked considerably higher, particularly its equity
and foreign exchange markets (4th and 3rd respectively).

The Netherlands makes the top 10 in the overall
FDI ranking with a particularly strong showing in both
the size and depth of its financial system (2nd) and in
the degree of access provided to end users of capital
(3rd). The efficiency of its banking system drags down
its rank for the banking pillar (19th), while it ranks in
the top 10 in terms of its non-bank intermediaries (8th)
and financial markets (9th). Although the cost of doing
business in the Netherlands seems to be relatively high,
the country still demonstrates consistent strength across
its institutional environment, business environment and
the stability of its financial system. Neighboring Belgium
(17th) demonstrates consistency across the seven pillars
with rankings all falling between 16th and 20th place.

Finland (21st), Sweden(13th), and Norway
(15th) do not break into the top 10 in terms of their
overall rank, but they generally all score very well across
the “inputs” or factors, policies, and institutions that sup-
port their financial systems. Particular strengths seen
across all three countries include the quality of human
capital, the soundness of the legal and regulatory envi-
ronment, and the quality of their infrastructure. Yet pre-
eminence in these areas contrasts each country’s per-
formance with respect to financial intermediation.
While Sweden’s financial markets come in at 12th place,
those of Norway and Finland did not score as high.
Nearly all of these countries’ banks and non-bank inter-
mediaries scored relatively low.

The FDI ranks Italy (22nd) the lowest of the
Western European countries as a result of its relatively
weak institutional and business environments and low
rankings in terms of financial stability. Relatively low
performance can be seen across all the components of
these pillars such as soundness of corporate governance,
legal and regulatory issues, and cost of doing business.
Despite these obstacles, the country performs consistent-
ly well in terms of bank and non-bank financial inter-
mediaries and financial markets. However, strength in
financial intermediation does not translate into
enhanced capital access where the country scores a rela-
tively low 34th.

Development advantages for the financial system of
the Russian Federation (36th) can be seen with respect
to non-bank activities such as securitizations (7th) and
IPOs (6th). By contrast, neither its banks nor its financial
markets are highly developed. Its institutional environ-
ment is generally weak, characterized by relatively poor

protection of property rights, lax auditing and accounting
standards, and a heavy burden of government regulation.
Its business environment exhibits better performance in
terms of information technology infrastructure and the
quality of human capital, but the cost of doing business
ranks low at 45th. The Russian financial system also
receives low marks for capital availability and access (48th).

ASIA AND THE PACIFIC

Performance across the Asia and Pacific region varies
markedly with Asian countries coming in at all levels of
the rankings. Japan emerged as the highest ranked Asian
country (4th) by delivering well-rounded performance
across all pillars within the FDI. Its strongest scores are
seen with respect to financial intermediation and in par-
ticular its highly efficient banks, IPO and M&A activities,
insurance, foreign exchange and derivatives markets.
Japan’s institutional and business environments appear
less successful. Corporate governance is a weak point
characterized by a need for greater incentive-based
compensation of management and better auditing and
accounting standards. A relative lack of centralization of
economic policymaking and the need for better regula-
tion of exchanges contribute to lackluster performance
with respect to legal and regulatory issues. Japan’s large
public debt, fueled in part by massive spending on public
works projects, goes beyond levels that may be consid-
ered healthy for the financial system. Consistent with
the high rate of IPO activity, businesses reported a rela-
tive ease of access to the local equity markets. But the
difficulty of access to private credit, loans, and venture
capital places Japan in the bottom half of these measures
of capital access.

Despite some areas of integration with China,
Hong Kong’s financial system is still quite distinct in
many respects. The country scores 2nd place with
respect to its institutional environment with strong per-
formance spanning shareholder rights, a low regulatory
burden, effective regulation of security exchanges, and
rigorous contract enforcement. Similar to the mainland
there appears a relative need to improve the quality of
human capital, however, the country receives high marks
for a non-distortionary tax regime and the high quality
of its overall infrastructure. Its banking system scores
well (5th), driven primarily by the size of its banks. In
contrast to the last place ranking of mainland China,
Hong Kong scores first place with respect to access to
different forms of capital.

Similar to Hong Kong, Singapore (10th) delivers a
very strong performance in the institutional and business
environment pillars with a first place finish in each.

The country has the lowest regulatory burden of any
country in the Index and ranks highest in terms of the
effectiveness of its law making bodies and contract
enforcement. It tops the list of countries in the FDI in
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terms of financial stability while, in contrast, its banking
system is ranked a relatively low 38th resulting in large
part from its relative inefficiency. In contrast, neighbor-
ing Malaysia scores 20th in the Index, with very strong
marks for its banking system across size, efficiency and
financial disclosure. Non-bank financial institutions
delivered less successful results, with relatively low marks
related to IPOs, securitization and insurance. Its fully
liberalized domestic financial sector (1st) stands in con-
trast to the relative lack of liberalization of its capital
account (34th).

Australia falls just short of the top 10 in the over-
all ranking (at 11th place), but delivers solid perform-
ance across all seven pillars of the FDI. Its financial mar-
kets and the associated activities of non-bank financial
institutions (particularly IPOs and securitizations) are a
particular strength. Australia’s banking system does not
achieve quite the same levels of success, dragged down
by low levels of efficiency (35th). Entry restrictions on
banks and rapid real estate appreciation have heightened
susceptibility to systemic banking crises (29th), with rel-
atively low scores for risk of a currency crisis as well
(37th).

Korea, Rep. came in at 19th in the overall FDI
ranking, demonstrating consistent performance across all
aspects of the Index. The country receives strong marks
for the strength of its human capital, the quality of its
technology infrastructure and a low legal and regulatory
burden. The performance of its banking system appears
to be a development advantage both in terms of its size
and efficiency. Non-bank financial institutions are simi-
larly robust, with strength across IPO and securitization
activities as well as insurance. Despite the strength of
these financial intermediaries, Korea, Rep. does not
appear to have fully distanced itself from the financial
contagion of the 1990s, earning relatively low marks for
risk of currency crisis (35th) and systemic banking crises
(40th). However, the degree of centralization in its eco-
nomic policymaking (7th) is seen as a strength.

China is ranked 24th of the 52 countries in the
FDI. Large inflows of capital driven by rapid export-
driven economic growth have promoted the size and
depth of its financial markets. The country ranks 2nd in
terms of M2 to GDP, 4th in terms of bank deposits to
GDP, and 5th in terms of the relative value-added of its
financial institutions to GDP. This financial depth has
increased the size of its banking sector which, in combi-
nation with relatively high levels of banking efficiency,
has bolstered its ranking in this category (16th). China
shows room for improvement across most aspects of its
institutional environment, particularly with respect to
the efficacy of its corporate boards, the liberalization of
its capital account and domestic financial sector, and
shareholder and investor rights. While the cost of doing
business is low, the business environment could be
improved with more focus on the development of
human capital, infrastructure and a more equitable tax

regime. China delivered its worst performance with
respect to measures of access to capital, where it came in
last of all countries in the FDI.

India came in at 31st in terms of its overall rank-
ing. While India delivered solid results in terms of its
financial markets (particularly foreign exchange and
derivatives) and its non-bank institutions, its banks
appear hamstrung by lack of size, low efficiency and
poor information disclosure. Despite this, the banking
system is very stable (5th) likely owing in part to sizable
capital buffers that help it weather credit cycles. The
business environment shows significant room for devel-
opment, characterized by an inhospitable tax regime and
relatively poor contract enforcement. India receives low
marks related to the liberalization of its domestic finan-
cial sector and capital account. The quality of India’s
higher education institutions is apparent as seen in the
high score for the quality of management schools (8th),
but development areas include “brain drain,” the ease of
hiring foreign talent, and enrollment in tertiary schools.

Neighboring Pakistan (34th) comes in a few
notches below India, but demonstrates similar strength
in its financial markets (17th). Its banking system is also
strong, bolstered by very high levels of efficiency (5th).
However, Pakistan’s institutional and business environ-
ments earn very low marks in most areas such as domes-
tic financial sector liberalization and infrastructure.

At 38th, Indonesia shows considerable variation
across the different aspects of its financial system. Its
strong banking system delivers world-class performance
in terms of efficiency (1st).Yet, its non-bank financial
institutions and financial markets rank among the lowest
in the Index (both at 46th). Its relatively strong institu-
tional environment is bolstered by strong corporate gov-
ernance and regulatory effectiveness, but its business
environment ranks as one of the lowest in the FDI
(49th) resulting from poor infrastructure and the high
cost of doing business.

Kazakhstan (45th), the Philippines (48th), and
Vietnam (49th) all scored towards the bottom of the
rankings, demonstrating room for improvement across
all seven pillars of the FDI. All of these countries are in
need of development of their institutional and business
environments, and demonstrate a high degree of risk of
financial instability. Vietnam exhibits relatively higher
strength with respect to its banking system (30th), as
well as capital availability and access (36th). The
Philippines also shows relative strength with respect to
the availability and access of capital (38th).

LATIN AMERICA

A sound institutional and business environment is a key
driver of Chile’s place as the highest ranked Latin
American country on the Index (30th). Liberalization
within the context of a sound legal and regulatory
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environment has been a key driver of the country’s eco-
nomic growth and also contributes to the success of its
financial system. The efficacy of corporate boards (12th)
and protection of shareholder rights (1st) foster strong
corporate governance, while sound regulatory manage-
ment of securities exchanges (12th) and a low overall
regulatory burden contribute to the country’s successful
regulatory environment. Chile has yet to fully translate
its success in these fundamental aspects of its financial
system to high-performing financial intermediaries and
markets. Healthy stock market capitalization (16th) is
compromised by relatively low turnover (43rd). Chile is
closely followed by Panama (32nd) in the overall rank-
ings, which delivers relatively consistent performance
across the main pillars of the Index. The exception is
financial stability (49th), where it earns low marks for
risk of currency and sovereign debt crises.

While Brazil’s (40th) institutional environment
ranks on par with the country’s overall score, the coun-
try achieves low marks for a high legal and regulatory
burden and an ineffective political environment. Reelative-
ly stronger scores for its non-bank financial institutions
and financial markets contrast the weak position of its
banks, which received the lowest possible rank due to
their lack of size and low measures of efficiency.

Mexico ranked 43rd in terms of its overall score on
the FDI. The country appears to have left the financial
turmoil of the mid 1990s well behind, achieving its
highest score across the seven pillars in financial stability
(27th). While exhibiting some strength with respect to
securitizations and foreign exchange, the country gener-
ally does not exhibit very strong performance with respect
to its financial markets (45th), banks (49th) or non-bank
intermediaries (38th). The quality of education under-
pinning the development of human capital detracts from
the business environment, as does the cost of doing
business. Relatively weak auditing and accounting stan-
dards and the inefficacy of corporate boards contribute
to low marks for corporate governance (43rd).

Argentina (47th) has not fully escaped the legacy
of the 2001 financial crisis, scoring very low marks for
financial stability (50th) and a scarcity of capital evident
in the size and depth of its financial markets (43rd). The
country ranked second to last in measures of capital
access (51st). However, development areas for Argentina
exist beyond the short-term implications of financial
crises, since it scores generally low marks across its insti-
tutional and business environments. Low scores on the
legal and regulatory front include a high burden of gov-
ernment regulation, poor property protection and a
political environment marked by a low level of trust.
Argentina’s tertiary and management education is an
advantage. However, a distortionary tax regime, among
other factors, compromises the country’s business envi-
ronment. Despite these shortcomings, signs of strength

in financial intermediation can be seen with respect to

securitization activities and insurance (12th and 29th
respectively).

Colombia (44th), Peru (46th) and Venezuela
(52nd) round out the bottom of the rankings for Latin
American countries on the FDI. All of these countries
suffer from poor business environments and undevel-
oped financial markets. Venezuela was ranked last for its
institutional environment, due to weak protection of
property rights, highly burdensome government regula-
tion and obstructive involvement in the financial sector.

MIDDLE EAST AND NORTH AFRICA

The United Arab Emirates (16th) achieves the high-
est ranking of all Middle Eastern countries in the FDI,
displaying a varied performance across the different ele-
ments of its financial system. Its highly efficient banking
system (Ist) contrasts with poor financial information
disclosure (48th). UAE’ business environment is
strengthened by a highly favorable, non-distortionary tax
regime (1st), but is hamstrung by the relatively low
quality of training and education underpinning the
development of human capital. The institutional envi-
ronment benefits from a low burden of government reg-
ulation (5th), but the country scores low marks for cor-
porate governance dragged down by ineftective corpo-
rate boards and a lack of incentive-based compensation.
Access to capital is a strong point, particularly to tradi-
tional forms of financing such as private credit (5th) and
loans (6th).

Israel delivers consistent performance across all the
FDI measures to achieve its ranking of 23rd. Its institu-
tional and business environments are generally a strong
suit, while the risk of currency crises pulls down its
ranking for financial stability (30th). The quality of
human capital and a robust information technology
infrastructure contribute to its generally favorable busi-
ness environment. Israel’s banks are relatively large but
inefficient (43rd), and its financial markets generally less
developed (33rd). The availability of venture capital (5th)
helped deliver a solid score for capital access.

Like the other Gulf countries, Kuwait (26th) offers
a highly favorable tax regime that is enhanced by a
low cost of doing business. Its equity markets are well
developed for a country of its size. However, as with
Saudi Arabia, this factor does not translate to successful
non-bank intermediaries, which captured the lowest
score on the FDI. Its banks are efficient. Similar to the
United Arab Emirates, they have low levels of financial
disclosure. Bahrain placed two places below Kuwait,
but shows significant advantages in terms of the quality
of its institutional environment, including a fully liberal-
ized domestic financial sector (1Ist). Its taxes are low and
non-distortionary, but the relatively poor quality of
human capital proves a disadvantage for the business

environment.
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Like the United Arab Emirates, Saudi Arabia
(27th) achieves high marks for the stability of its financial
system (3rd). The country’s favorable tax regime is an
asset to its business environment, but this success is offset
by the relatively low quality of human capital (42nd)
and infrastructure (35th). Saudi Arabia’s well-capitalized
stock markets are active, but its non-bank financial
intermediaries are weak, particularly with respect to
M&A activity, securitization and insurance. Saudi
Arabia’s active stock exchange does not appear to trans-
late to a high degree of access to the equity markets for
end users of capital (40th).

Egypt scores 37th on the overall FDI, and most of
its scores across the different Index measures are banded
relatively closely around this value. Development disad-
vantages can be seen with respect to financial stability
(47th), corporate governance (46th), and access to capital.
While there is a low regulatory burden for the financial
sector, the country’s domestic financial sector remains
among the least liberalized in the Index (46th).

SUB-SAHARAN AFRICA

Only two countries from Sub-Saharan Africa are includ-
ed in the Index this year.

South Africa (25th) achieves solid performance
across most of the pillars in the Index. Its insurance mar-
kets are highly evolved with a high degree of penetration
and healthy growth in premiums. It banks are efficient
and equity markets have a very high level of capitaliza-
tion as a share of GDP (3rd). Its information technology
infrastructure generally scores quite low compromising
the quality of its business environment. The quality of its
human capital is also quite low particularly in terms of
the quality of math and science education, tertiary
enrollment, and ease of hiring foreign labor.

Nigeria ranks 50th in the FDI dragged down by
low rankings particularly in terms of capital availability
and access and financial intermediation. While the coun-
try shows some relative strengths in the areas of contract
enforcement (33rd) and corporate governance (41st),
this was contrasted by a last place showing in its business
environment. While a bright spot would appear to be
the stability of its banking sector it is important to note
the inherent trade-oft in stability and financial returns
and innovation described in greater detail in chapter 1.3
of this Report. A banking system that is highly regulated
and characterized by a high degree of government
involvement can be highly stable but lacking in the
innovation and competitiveness that can promote better

diversification of risk and allocation of capital.

Conclusion

The regional summaries above relate only highlights,
and users of this report are urged to explore the richness
of data in the country profiles and data tables that fol-
low. The data that are included are comprehensive but
by no means exhaustive. In making difficult decisions
about the selection and organization of data that best
proxy for the most important factors in the develop-
ment of highly complex financial systems, trade-ofts had
to be made. However, we feel the benefits of providing a
comprehensive framework to assess and compare financial
systems justify the effort behind this Report. It is our sin-
cere hope that the information it contains will further
the potential for global financial systems to bring finan-
cial resources to those who most need them and to
become an even more powerful facilitator of human

endeavor.

Notes
1 Schumpeter held that financial intermediaries select the firms that

utilize an economy’s savings. More formally, his view stipulated
that financial intermediaries tend to adjust the process of savings
allocation rather than alter the savings rate itself. Thus,
Schumpeter's notion of finance and development focuses on the
effect of financial intermediaries on productivity growth and the
rates of technological change.

2 For a detailed review of the literature on finance and growth, see
Levine 2004.

3 Levine 1997.

4 La Porta et al. 1997, 1998, 1999; Levine 1998, 1999; and Barth et
al. 1999.

5 Bekaert et al. 2005 also held explicitly that reforms that strengthen
a country’s legal environment and investor protection are most
likely the true cause for better growth prospects.

6 La Porta et al. 1997; King and Levine 1993.
7 Schleifer and Vishny 1997.

8 Tavares 2002.

9 Galor and Zeira 1993.

10 Fitzgerald 2007.

11 See Grilli and Milesi-Ferretti 1995; Kraay 1998; Rodrik 1998; and
Edison et al. 2002a for findings related to the positive relationship
between liberalization and growth. The works of Quinn 1997;
Klein and Olivei 1999; and Quinn and Toyoda 2003 support the
relationship. Research presented in Edison et al. 2002b; Chandra
2003; and Arteta et al. 2003 found the relationship to be ambigu-
ous.

12 Ito and Chin 2007.

13 Levine 1997.

14 Qutreville 1999.

15 Barro 1991.

16 Beck 2006.

17 Loayza and Ranciere 2002.

18 Barth et al. 2004. The concept of fewer restrictions is represented
in terms of lower barriers to bank entry and fewer restrictions on
bank activities.

19 That such channeling and efficient allocation occurs is empha-
sized based on two premises: (1) financial intermediaries provide
liquidity; and (2) financial intermediaries are capable of altering the
riskiness of assets. Claus and Grimes 2003.
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20 Gerschenkron 1962 in addition to others assert that banks finance
growth in a more effective and efficient way as compared to mar-
ket-based systems, particularly in underdeveloped economies
where non-bank financial intermediaries are generally less sophis-
ticated.

21 Rajan and Zingales 2001.
22 Levine 1997, 2001.

23 If foreign ownership of banks is not permitted, it might be a
reflection of a weak and inefficient banking system that is requir-
ing protection from international competition. Adrianova et al.
2006.

24 Beck et al. 2003.

25 Barth et al. 1999.

26 Demirglc-Kunt and Levine 2001.
27 Noyer 2006.

28 Lin 2007.

29 Carmichael and Dissou 2000.

30 Vittas 1998.

31 Levine and Zervos 1996 employed several indicators for stock
market indicators spanning size (market capitalization ratio) and
liquidity (stock market turnover and stock market value traded
both as shares of GDP).

32 Arestis et al. 2001. http://www.accessmylibrary.com/coms2/sum-
mary_0286-10601330_ITM.

33 Demirgli¢c-Kunt and Levine 2001.

34 Fink et al.2003.

35 http://imf.org/external/np/speeches/2007/082207.htm.
36 Goldsmith 1969.

37 Ito and Chinn 2007.

38 Fitzgerald 2007.

39 Khan et al. 2003.

40 Levine 2004.

41 M2 refers to an assessment of the amount of money in coins,
currency, checking accounts, savings accounts and deposits.

42 Beck et al. 2005.
43 Browne and Geiger 2007.

44 The following formula was used to adjust for such variables.

6 x (country score — sample minimum) .7

(sample maximum — sample minimum)
45 The average score for the legal and regulatory environment was
4.14.

46 The following formula was used to adjust the values of the two
liberalization indexes:

Index; x (legal and regulatory issues score)
i

(average legal and regulatory issues score)

Where i is both the domestic financial sector liberalization index
and the capital account liberalization index.
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Appendix A: Structure of the Financial Development Index 2008

This appendix presents the structure of the Financial
Development Index (FDI).

The numbering of the variables matches the num-
bering of the data tables. The number preceding the
period indicates to which pillar the variable belongs
(e.g., variable 1.01 belongs to the first pillar).

The hard data indicators used in the FDI are nor-
malized on a 1-to-7 scale in order to align them with
the Executive Opinion Survey’s results.! The Technical
Notes and Sources at the end of this Report provide
detailed information on all the hard data indicators.

The percentage next to each subpillar represents
this subpillar’s weight within its immediate parent pillar.
The computation of the FDI is based on successive
aggregations of scores, from the variable level (i.e., the
lowest level) all the way up to the overall FDI score
(i-e., the highest level), using the weights reported
below. For example, the score a country achieves on the
bond market development subpillar comprises 30 per-
cent of the country’s financial markets pillar (the 6th
pillar) score. Likewise, the score a country achieves in
the 5th pillar accounts for 14.29 percent of the FDI
score.

A dynamic weighting regime removes individual
variables from the subpillar and pillar calculations when
no data are present. The weight normally attributed to a
particular variable will be spread among variables for
which data are present. Therefore, the actual weight for

each variable by country may not exactly be as noted.

Weight (%) within

1st pillar: Institutional environment.................. 14.29%

A. Capital account liberalization index............ 20.00%
1.01 Capital account liberalization

B. Corporate governance .............cccceeeeeereeensnnnn 20.00%
1.02 Extent of incentive-based compensation
1.03 Efficacy of corporate boards
1.04 Reliance on professional management
1.05 Willingness to delegate
1.06 Strength of auditing and accounting standards
1.07 Shareholder rights index
1.08 Ethical behavior of firms
1.09 Protection of minority shareholders’ interests

C. Legal and regulatory issues ............cccceeueenne 20.00%
1.10 Burden of government regulation
1.11  Centralization of economic policymaking
1.12  Regulation of security exchanges
1.13  Property rights
1.14 Intellectual property protection
1.15 Diversion of public funds
1.16  Public trust of politicians

D. Contract enforcement.............ccccrverierinennen. 20.00%
1.17 Effectiveness of law-making bodies
1.18 Judicial independence
1.19 Irregular payments in judicial decisions
1.20 Number of procedures to enforce a contract
1.21 Time to enforce a contract
1.22  Cost of enforcing contracts
1.23  Strength of investor protection
1.24  Time to close a business

E. Domestic financial sector liberalization...... 20.00%
1.25 Domestic financial sector liberalization

2nd pillar: Business environment.. .14.29%

A. Human capital .........cccoceriienieniincnneesessens 25.00%
2.01 Quality of management schools
2.02 Quality of math and science education
2.03 Extent of staff training
2.04 Local availability of specialized research and training
services
2.05 Brain drain and ease of hiring foreign labor
2.06 Tertiary enrollment

2.07 lIrregular payments in tax collection
2.08 Distortive effect on competition of taxes and subsi-

dies
209 Corporate tax rate
C. Infrastructure .........cccceceeeceeeieercenccsseeseee s 25.00%

2.10 Quality of overall infrastructure

2.11 Quality of telephone/fax infrastructure
212 Internet users

2.13 Broadband Internet subscribers

2.14 Telephone lines

2.15 Mobile telephone subscribers

D. Cost of doing business...........cccccevcvrrvrinennen. 25.00%
2.16 Cost of starting a business
2.17 Cost of dealing with licenses
2.18 Cost of registering property
2.19 Cost to export
220 Costto import
2.21 Cost of enforcing contracts
2.22 Cost of closing a business

3rd pillar: Financial stability

A. Risk of a currency crisis.........ccccccevriieniinennne
3.01 Change in real effective exchange rate
3.02 External vulnerability indicator
3.03 Current account balance to GDP
3.04 Dollarization vulnerability indicator
3.05A External debtto GDP (developing economies)
3.05B Net international investment position to GDP

(advanced economies)
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Appendix A: Structure of the Financial Development Index 2008 (cont'd.)

B. Risk of systemic banking crisis.................... 33.33%

1. Regulation of financial/banking institutions................ 30.00%
3.06 Activity restrictions for banks
3.07 Entry restrictions for banks
3.08 Capital restrictions for banks
3.09 Official supervisory power
3.10 Private monitoring of the banking industry

2. Frequency of crises 20.00%
3.11  Frequency of banking crises
3. Stability Index 30.00%
3.12  Stability Index
4. Appreciation of real estate 20.00%
3.13 Cumulative real estate appreciation
C. Risk of sovereign debt crisis ...........ccecunenne. 33.33%

3.14 Local currency sovereign rating
3.15 Foreign currency sovereign rating

4th pillar: Banks 14.29%

A. SiZ€ INAEX.....coviuiriirieieire s 40.00%
4.01 Size index

B. Efficiency indeX........cccccovovvienciicrscreeneeen, 40.00%

4.02 Efficiency index
4.03 Public ownership of banks

C. Financial information disclosure.................. 20.00%
4.04 Public credit registry coverage
4.05 Private credit bureau coverage
4.06 Credit Information Index

5th pillar: Non-banks 14.29%

A. IPO aCtiVity.....ccooeeereeeeeserse e 25.00%
5.01 IPO market share
5.02 IPO proceeds amount
5.03 Share of world IPOs

B. M&A actiVity ......cceeveerverrirreesreesesseesee e 25.00%
5.04 M&A market share
5.05 MA&A transaction value to GDP
5.06 Share of total number of M&A deals

C. INSUFANCE .....ocveeeeereerereres s 25.00%
5.07 Insurance premiums, direct
5.08 Insurance density
5.09 Real growth of direct insurance premiums
5.10 Insurance penetration
5.11 Relative value-added of insurance

D. Securitization..........cccoeeeerrcieesienecee e 25.00%
5.12  Securitization to GDP
5.13 Share of total number of securitization deals

6th pillar: Financial markets...........ccocoeeereureunnen. 14.29%

A. Foreign exchange markets.............ccccovunene 20.00%
6.01 Spot foreign exchange turnover
6.02 OQutright forward foreign exchange turnover
6.03 Foreign exchange swap turnover

B. Derivatives markets ...........cccoceerceerienrensennnn 20.00%
6.04 Interest rate derivatives turnover: Forward rate
agreements

6.05 Interest rate derivatives turnover: Swaps

6.06 Interest rate derivatives turnover: Options

6.07 Foreign exchange derivatives turnover: Currency
swaps

6.08 Foreign exchange derivatives turnover: Options

C. Equity market development...............ceeuune 30.00%

6.09 Equity market turnover
7.05 Stock market capitalization to GDP?
D. Bond market development ............ccccurrnunn 30.00%
6.10 Private-sector bonds to GDP
6.1 Public-sector bonds to GDP3
6.12 International bonds to GDP

Tth pillar: Size, depth, and access.........c........... 14.29%

A. Size and depth..........ccoocrrienerierrereeeenes 66.67%
7.01 M2to GDP
7.02 Private debt to GDP
7.03 Public debt to GDP
7.04 Bank deposits to GDP
7.05 Stock market capitalization to GDP
7.06 Relative value-added of financial institutions to GDP
7.07 Private credit to GDP
7.08 Stock market value traded to GDP

B. ACCESS.....oiiireireiriieeee e 33.33%
7.09 Financial market sophistication
7.10 Venture capital availability
7.11 Ease of access to credit
7.12 Ease of access to local equity market
7.13 Bank branches
7.14 Ease of access to loans

Notes

1 The standard formula for converting hard data is the following:

(country score — sample minimum)

6 x + 1

(sample maximum — sample minimum)

The sample minimum and sample maximum are, respectively, the
lowest and highest country scores in the sample of countries cov-
ered by the FDI. In some instances, adjustments were made to
account for extreme outliers. For those hard data variables for
which a higher value indicates a worse outcome (e.g., Frequency
of banking crises, Entry restrictions for banks), we rely on a nor-
malization formula that, in addition to converting the series to a 1-
to-7 scale, reverses it so that 1 and 7 still correspond to the worst
and best possible outcomes, respectively:

_g x _lcountry score — sample minimum)

(sample maximum — sample minimum)

2 Stock market capitalization to GDP is used in both the sixth and
seventh pillars and is referred to by the number 7.05 in each
instance.

3 The normalization formula for some data is adjusted to make the
scale non-monotonic. In these instances, the highest normalized
score is assigned to the raw score at the 60th percentile of the
data, with lower scores assigned as deviations of values from this
score increase.
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CHAPTER 1.2 The operation of the formal financial system is profoundly
important for economic growth and poverty alleviation.
- It influences how many people are hungry, homeless,
Flnancel GrOWthl and the Poor and in pain. It shapes the gap between the rich and the
poor. It arbitrates who can start a business and who can-
ROSS LEVINE, Brown University and NBER not, who can pay for education and who cannot, who
can attempt to realize one’s dreams and who cannot.

Finance affects the degree to which economic success

1.2: Finance, Growth, and the Poor

and opportunity are defined by talent and initiative or
by parental wealth, racial identity, and social status.

A considerable body of evidence indicates that the
formal financial system affects aggregate economic
growth.! Recent research has employed different econo-
metric methodologies and data sets in producing two
core results. First, countries with better-developed finan-
cial systems tend to grow faster. Specifically, countries
with (1) large, privately owned banks that funnel credit
to private enterprises and (2) liquid stock exchanges
tend to grow faster than countries with corresponding
lower levels of financial development. A country’s level
of banking development and stock market liquidity each
exert an independent, positive influence on economic
growth. Second, better-functioning financial systems
boost growth by enhancing the efficiency of resource
allocation, not by increasing savings rates. In particular,
financial development makes it easier for the best firms

to obtain external finance, which accelerates economic 27
growth. o

This paper focuses on the poor. Finance might help
the poor by expanding the overall economy. Economic
growth might lead directly to a reduction in poverty. Or
finance might accelerate growth by disproportionately
benefiting the rich without expanding the economic
opportunities of the poor. In other words, financial
development might increase income inequality. A small,
but growing, body of evidence, however, suggests just
the opposite: financial development boosts growth by
disproportionately benefiting the poor.

I stress the formal financial system, which includes
banks, securities markets, and the full range of institutions
covered in standard finance textbooks. I largely ignore
micro-credit programs and informal systems, which
have received considerable attention by development
economists. At one level, there is no need to distinguish
between formal and informal financial arrangements.
Financial development includes contractual and institu-
tional arrangements that lower transaction and informa-
tion costs associated with evaluating and monitoring
of projects and managing risk. It does not matter who
provides these services. At another level, there are practi-
cal reasons for focusing on formal systems. First, all

countries have extensive laws and regulations governing

This paper builds on and borrows heavily from the author’s Maxwell Fry
Global Finance Lecture at Birmingham Business School on September
14, 2007, which is forthcoming in The Manchester School as "Finance
and the Poor.”
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formal financial systems, so this seems to be a natural
place to examine the impact of financial policies on the
poor. Second, when informal financial arrangements
become economically substantive at a national level,
these arrangements are moved under the umbrella of
formal regulations. Consequently, I focus on the role of
formal financial systems—and formal financial sector
policies—in affecting poverty and the economic oppor-
tunities of the poor.

What is poverty?

I use three related definitions of poverty. Development
economists frequently define the poverty line as those
living on less than one dollar per day, though it is
becoming increasingly common to use a line of two
dollars per day. In the European Union and the United
States, essentially nobody lives on less than two dollars
per day, so analysts create different poverty lines. While
somewhat arbitrary, the poverty line is useful. It identi-
fies how many people are living in conditions that a
particular society at a particular time finds abhorrent.
Once measured, society has a quantifiable metric of
people living in unacceptable conditions.

Nevertheless, the poverty line provides only a limit-
ed conception of poverty. It implies that there are no
poor people if everyone is above the line. This misses
relevant qualities of what we mean by poverty. Everyone
might be above the poverty line, but the distribution of
income might be highly skewed. Everyone might be
above the poverty line, but many might be stuck at the
bottom with few opportunities to improve their living
standards. The poverty line ignores income distribution
and the degree of economic opportunity.

Consequently, I also consider income distribution,
which measures comparative poverty. It quantifies how
much of an economy’s income goes to the poorest 10
or 20 percent of the population. It gauges how far each
country lies from perfect income equality each year. It
does not, however, measure hunger, disease, or homeless-
ness. Nevertheless, the distribution of income provides
information on a relevant conception of poverty.

We as economists care about income distribution
because we as people care about income distribution.
Many studies suggest that an individual’s welfare depends
on comparative income, not simply on the individual’s
income. If the operation of the financial system influ-
ences income distribution, this will affect social welfare
beyond poverty considerations. Thus, financial policies
should be judged in terms of their distributional effects,
not simply their aggregate efficiency eftects. Indeed, I
will make the more provocative claim that financial
policies primarily reflect battles over income distribution,
not disagreements about efficiency.

The third definition of poverty stresses economic
opportunity. This concept is the most difficult to measure
empirically, but it is typically the most central in theory

and public policy debates. One might define the poor as
those whose economic opportunities are severely limit-
ed by parental wealth, race, religion, or other traits.
Comparatively talented and industrious individuals may
face extraordinary obstacles because their parents lack
resources or other characteristics. The role of finance in
shaping economic opportunities has not yet received
much attention in empirical studies of finance and the
poor. Below, I present preliminary empirical work on
the connections between finance and racial discrimina-

tion, which provides some information on finance and

opportunity.

Theory

Financial market imperfections are a keystone of many
influential theories of persistent poverty. What I mean
by a keystone is that financial market imperfections are
necessary for sustaining a persistent class of families who

remain poor across generations.

Implications

In these theories, perfect financial markets imply that
individuals have access to capital to fund education,
training, or business endeavors based only on individual
talent and initiative, not on parental wealth. And in these
theories, perfect financial markets equalize opportunities
by reducing the importance of parental wealth. From
this perspective, financial development might exert a
disproportionately positive influence on the poor. Even
while holding the median level of income constant,
financial development can pull the left part of the distri-
bution of income to the right (i.e., it can increase the
proportional distribution to the less wealthy). Further-
more, in some of these theories, better-functioning
financial markets imply a more efficient allocation of’
resources, spurring economic growth and hence reduc-
ing the fraction of the population living below any arbi-
trary poverty line. Financial development might reduce
poverty by accelerating aggregate economic growth while
holding income distribution constant. Finance can push
the whole distribution to the right. Thus, researchers
need to dissect the channels linking finance and financial
sector policies with the fraction of the population living
below the poverty line, the distribution of income, and
the distribution of economic opportunities facing differ-
ent segments of the economy.

Basic framework

To better appreciate the mechanisms linking finance and
the intergenerational persistence of poverty, consider
that the income of a particular generation of a particular
family depends on four things: the level of human capital
in that generation of the family; the wage rate per unit
of human capital, which might be family-specific as I
discuss below; dynastic wealth in this family and genera-

tion; and the return on assets, which may also vary by
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family, as discussed below. With this simple framework, it
is easy to see that if the bequest motive that transfers
savings from one generation to the next is positively
related to parental wealth, so that the bequest rate increases
with wealth, then (1) family wealth across generations
will not converge in the steady state, (2) wealth differ-
ences will persist in the long run, and (3) the long-run
distribution of wealth will depend on the initial distri-
bution of wealth.

Human capital accumulation

Next, consider human capital as being a positive function
of both ability and schooling. Further, assume that ability
and schooling are complementary inputs into the pro-
duction of human capital, so that schooling is particular-
ly beneficial for students of greater ability. Also, existing
evidence suggests that ability is not strongly persistent
across generations within a family—that is, there are not
simply intelligent and unintelligent families.

Thus, to promote economic efficiency, highly capa-
ble children should receive lots of schooling. With perfect
capital markets, the economy achieves social efficiency.
People who can best take advantage of higher education
get schooling irrespective of parental wealth, so that
schooling is simply a function of ability. An individual’s
economic opportunities are determined by his or her
abilities.

With imperfect capital markets, however, schooling
is jointly determined by ability and parental wealth. Less
capable children of wealthy parents get relatively too
much education. Very capable children of economically
disadvantaged parents get too little. This occurs because
the smart poor cannot borrow to purchase education,
while less capable children from wealthy backgrounds
have the means to purchase more than is socially optimal.
The underdeveloped financial system has two effects.
First, it increases the cross-generational persistence of
poverty, so that the poor tend to stay poor and rich tend
to remain rich. Second, financial underdevelopment
slows economic growth since resources (education
opportunities) do not flow to where they will have the
biggest returns.

Thus, imperfect loan markets both slow economic
growth by reducing the efficient allocation of resources
and curtail the economic opportunities of the poor, per-

petuating cross-family relative income differences.

Entrepreneurship

Some theories highlight the role of financial market
frictions in determining who can become entrepreneurs
and who cannot. With perfect capital markets, those
with the most entrepreneurial talent have access to the
required funding at the economy-wide interest rate.
Entrepreneurial activity is a function of entrepreneurial
ability, not familial wealth. Furthermore, society’s
resources are funneled to those with the most talent, not
to those with the most assets.

With imperfect capital markets, however, capital
will not simply flow to individuals with the most entre-
preneurial talent. With capital market imperfections,
lenders will demand collateral and large injections of
capital by the entrepreneur before funding a business
endeavor. Thus, the accumulated assets of a family will
influence the ability of that family to attract outside
funding and to open a business. The rate of return on
savings depends positively on both entrepreneurial abili-
ty and familial assets.

With poorly functioning financial markets, society’s
resources are not funneled only to those with the most
talent. A poor person with a great idea might not be
able to get the project funded, while a wealthy person
with a mediocre idea might have easier access to credit.
Thus, the best projects are not necessarily funded, which
slows economic growth. Moreover, the talented poor
cannot realize their dreams, curtailing the economic
opportunities of large segments of society. Finance exerts
a major influence on both aggregate economic growth
and the cross-generational persistence of poverty.

Discrimination

Finally, consider the wage rate. It is common to think of
the wage rate per unit of human capital as not varying
across individuals. However, employers might discrimi-
nate by particular characteristics, such as race. For exam-
ple, blacks with exactly the same skills as whites might
receive lower wage rates because employers are willing
to lose some profits in order to satisfy their preferences
for hiring only white workers. Discrimination might
contribute to the intergenerational persistence of relative
incomes across different groups.

Becker (1957) argues that discrimination is cheaper
when there is little competition. When an owner is
earning large rents, the marginal cost of hiring a more
expensive white worker rather than an equally produc-
tive and less expensive black worker is not a very large
share of the profits. With more intense competition and
smaller profit margins, the cost of discrimination
increases. Thus, competition reduces discrimination in
wage rates and employment.

Financial policy reforms fit comfortably within
Becker’s theory of discrimination. Some financial sector
reforms will spur financial intermediaries to expend
more resources seeking out the best firms rather than
simply granting credit to incumbents. For example, if a
bank has a monopoly, it might lend comfortably to
those with whom it has a long, multidimensional rela-
tionship. There might be other existing or potential firms
with better ideas, but the bank can earn comfortable
profits by lending to its friends. If this bank’s monopoly
position is threatened by regulatory reforms that expose
the bank to more competition, however, the intensified
competition might weaken longstanding bonds between
the bank and firms. Competition might spur the bank
to screen borrowers more carefully. In turn, firms will
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compete more intensively to attract bank capital. Firms
will have to demonstrate their superiority in product
markets to attract bank capital. In this way, intensified
competition in banking intensifies competition through-
out the economy, which makes discrimination more
expensive. As a consequence, financial sector reforms
that improve the allocation of capital and intensify com-
petition will tend to reduce discrimination, driving up
the wages of the disadvantaged and expanding their

opportunities.

Alternative views and discussion

Theory does not unambiguously assert that the financial
system exerts a first-order, positive impact on the poor.
Indeed, if the poor are simply excluded from access to
financial services, improvements in the financial system
will help only the rich. Financial development might
not provide a broad array of new and improved financial
services to the poor; financial development might only
improve financial services for the rich who were already
using financial services. Thus, financial development
might increase both the inequality of outcomes and the

inequality of opportunities.

Evidence

On the evidence, I summarize three of my papers that
address the different conceptions of poverty: those living
below a poverty line, the distribution of income, and
economic opportunity. By choosing to discuss my
papers, I am not suggesting that my work is the best in
this area. Rather, I have a comparative advantage in pre-
senting my research. I emphasize weaknesses in these
analyses and urge others to improve the study of how
formal financial institutions and policies affect poverty.

Cross-country evidence
Beck et al. (2007) examine the relationship between
financial development and the fraction of the population
living on less than a dollar a day. For a cross-section of
up to 68 developing economies, we use data on poverty
averaged over the period 1980-2005.Thus, we use one
observation per country. We average over this long time
period to aggregate away any business cycle fluctuations
or crises that might distort our assessment of theories,
which focus on the long-run relationship between the
operation of the financial system and changes in the
fraction of the population living below the poverty line.
In defining financial development, theory focuses
on what the financial system does. The financial system
ameliorates informational problems before investments
are made; it affects corporate governance by reducing
informational problems after investments are initiated; it
facilitates risk diversification and reduces liquidity risk
by lowering transaction costs; and it directly affects the
ease of exchange through both information and transac-

tion costs. Obviously, some financial systems perform

the functions comparatively better than others. Poorly
functioning financial systems do not effectively reduce
information and transaction costs, they do not efficiently
allocate resources, and they frequently encourage crony-
ism in the flow of credit. Other financial systems are
better at providing these financial services to the econo-
my. Difterences in the ability of financial systems to
identify good projects, monitor firms, diversify risk, and
ease transactions are what I mean by the level of finan-
cial development.

The empirical proxies for financial development,
however, do not directly measure these concepts. A
common measure of financial development is the vari-
able private credit, which equals the value of credit going
to privately owned firms as a fraction of a country’s
gross domestic product (GDP). Private credit isolates the
intermediation of credit that goes to private firms, and it
excludes credit flowing to the state or the state-owned
enterprises. Nevertheless, private credit is not a direct
measure of overcoming information or transaction costs
to improve credit allocation, corporate governance, and
risk management. The value added of improving our
measures of the level of financial development is much
greater than the value added of improving the econo-
metric methods used to examine the impact of finance
on the economy.

The evidence is quite clear: as financial develop-
ment increases, poverty decreases. This holds even when
controlling for average growth, initial income, initial
poverty, and the full range of country traits mentioned
above. It is worth emphasizing that the negative rela-
tionship between financial development and poverty
alleviation holds when controlling for average growth.
We are not simply finding that finance accelerates eco-
nomic growth, which helps the poor. We are finding
that finance exerts a disproportionately positive influ-
ence on the poor.

Beck et al. (2007) also examine income inequality.
Since the data on income inequality run from 1960 to
2005 for 72 countries, we use a dynamic panel instrumen-
tal estimator to control for potential endogeneity bias.

There is a strong negative relationship between the
level of financial development and income inequality.
Finance exerts an especially positive impact on those at
the bottom of the distribution of income. These results
are also not definitive. The measure of financial develop-
ment is not closely tied to theory. The study does not
examine policy; rather, it examines a proxy for overall
financial development that reflects many factors. Future
work that develops better measures of financial develop-
ment and uses exogenous innovations in particular policy
changes will substantively improve our understanding.

Deregulation across the United States

Beck et al. (2008) test whether a policy reform that
improved the quality of banking services increased,
decreased, or had no effect on the distribution of
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income. Individual states within the United States
removed regulatory prohibitions on opening branches
within state boundaries in different years over a 20-year
period, ranging from the mid 1970s to the mid 1990s.
We examined the impact of bank deregulation on the
distribution of income, which has been the central battle
line over bank regulations in the United States since the
administration of George Washington.

Methodologically, the deregulation of intra-state
branching provides a natural setting for identifying and
assessing the impact of regulatory reform on the distri-
bution of income. Kroszner and Strahan (1999) show
that national technological innovations triggered dereg-
ulation, which was exogenous to income distributional
changes within individual states. The invention of auto-
matic teller machines (ATMs), in conjunction with
court rulings that ATMs are not bank branches, weak-
ened the geographical bond between customers and
banks. Checkable money market mutual funds facilitated
banking by mail and telephone, which weakened local
bank monopolies. Improvements in communications
technology lowered the costs of using distant banks.
These innovations reduced the monopoly power of
local banks, and therefore weakened their ability and
desire to fight deregulation. Kroszner and Strahan (1999)
further show that cross-state variation in the timing of’
deregulation reflects the interactions of these technolog-
ical innovations with pre-existing conditions. Thus, the
driving forces behind deregulation and its timing were
largely independent of state-level changes in income
distribution. Consequently, we exploit cross-state, cross-
year variation in income distribution and deregulation
to assess the impact of a single policy change on differ-
ent state economies.

The paper’s major finding is that deregulation of
branching restrictions reduced income inequality. After
controlling for national trends in income inequality, the
Gini coefficient of income inequality drops after bank
branch deregulation.

The negative relationship between branch deregula-
tion and inequality is robust to using different measures
of income distribution, examining different components
of income, controlling for many time-varying state char-
acteristics, and conditioning on state and year fixed
effects. While income inequality widened in the United
States during this period, we show that branch deregula-
tion lowered income inequality relative to this national
trend. The magnitude is consequential: deregulation
explains 60 percent of the variation of income inequality
during the sample period relative to state and year aver-
ages. Furthermore, deregulation reduces income inequality
by exerting a disproportionately positive impact on the
poor, not by hurting the rich.

Again, the analysis has limitations. This study exam-
ines the United States. Do these results hold for other
countries? Furthermore, we study one specific regulato-
ry reform. Do these results hold for other policy

reforms that boost competition among banks? Although
these shortcomings should be addressed, the empirical
results thus far support a class of models predicting that
better-functioning financial systems disproportionately

help the poor.

Discrimination

With Levkov and Rubinstein (2008), I have been exam-
ining whether the intensification of bank competition
reduces discrimination. Here, we use the deregulation of
interstate banking restrictions that were imposed by
individual states as an exogenous increase in competition.
We have data on hundreds of thousands of individuals
across all of the US states for the period 1976 to 2005.

Using standard labor market procedures, we com-
pute the race gap: the difference between the wage rates
of white males and black males after controlling for a
wide array of personal characteristics. The race gap is
the difference between white and black wage rates that
is unaccounted for by observable characteristics. As in
other studies, we find a positive race gap: white wage
rates are above black wage rates when holding other
traits constant. Then, controlling for state and year fixed
effects, we study how this race gap varies with deregula-
tion.

We find that the race gap falls after deregulation.
After controlling for individual characteristics, as well as
state and year fixed effects, the race gap drops by about
20 percent after a state removes restrictions on interstate
banking. More specifically, before a state deregulates, a
white man with identical observable characteristics as a
black man earns 14 percent more than the black man.
After a state deregulates, the race gap falls to 11 percent.
These findings suggest that improving the financial sys-
tem reduces discrimination, expanding the opportunities
of groups that have been disproportionately stuck at the
bottom of the distribution of income.

Concluding remarks
I conclude with two observations about policy.

First, improvements in the financial system can
increase both efficiency and equity. For comparison pur-
poses, consider redistributive policies. Many theories
motivate redistributive policies as a mechanism for de-
linking an individual’s opportunities from familial wealth.
As I mentioned earlier, however, one cannot simply
change the distribution of income and hold everything
else constant. Redistributive policies create disincentives
to work and save, though researchers debate the actual
economic magnitudes of these disincentive effects. These
tensions between efficiency and equity, however, vanish
when focusing on financial sector reforms. Financial
developments that expand individual economic oppor-
tunity create positive, not negative incentive effects, and
avoid the adverse repercussions associated with attempts

to equalize outcomes.
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My second policy observation is that this assessment
of the costs of financial development is too good to be
true. The evidence suggests that improvements in the
financial system accelerate economic growth, while dis-
proportionately helping the poor. This raises an obvious
question: if finance is so beneficial, why do only a hand-
ful of countries have well-functioning financial systems?

I believe the answer is also obvious: some people do
not want well-functioning financial systems that give the
economically disenfranchised greater opportunities.
They do not want to compete on equal terms. For
some, there are huge costs associated with financial
development because well-functioning financial systems
will expose them to greater competition. In the United
States, monopolistic banks and their clients benefited
handsomely for almost a century from bank regulations
that protected them from competition. These banks used
their monopolistic rents to maintain political support for
these regulations. The elite favored protective bank regu-
lations even though these regulations stymied aggregate
growth. Indeed, distributional considerations have domi-
nated debates about financial policies since Alexander
Hamilton and Thomas Jefterson first tangled over the
creation of a national bank.? Similar distributional bat-
tles shape financial policies around the world.> Many
countries do not have well-functioning financial systems
because decision makers do not view it as in their best
interests to create well-functioning financial systems.
Generating financial reforms, therefore, will involve much
more than identifying which financial sector policies are
good for economic growth in general and the poor in

particular.

Notes
1 See, for example, Levine 1997, 2005.

2 See Beck et al. 2008.

3 See Barth et al. 2006.
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CHAPTER 1.3

Financial Crises, Financial
Stability, and Reform:
Supervision and Regulation of
Financial Systems in a World of
Financial Globalization

NOURIEL ROUBINI, New York University and RGE Monitor

The issue of financial stability is central to the assess-
ment of the financial development of a country. The
experience of the last few decades in both emerging
market economies and advanced economies shows the
pervasiveness of financial crises. These crises—signals of
financial instability and the failure of the proper working
of the financial system—have important economic and
financial consequences, and usually lead to severe eco-
nomic contractions—recessions if not depressions—that
may be either short lived or persist over time. If these
real effects persist, the long-run potential and actual
growth rate of an economy may be significantly low-
ered, which has negative eftects on long-term welfare.
Financial crises are also expensive, as they are associated
with significant bankruptcies among households, corpo-
rate firms, and financial institutions, with all the ensuing
social deadweight losses from debt restructurings and
bankruptcies. Financial crises often lead to expensive
government intervention, with ensuing fiscal costs to
bail out distressed borrowers (households, firms, and
financial institutions). These fiscal costs can be very
high—often well above 10 percent of GDP.

Thus, persistent and severe financial instability, as
measured by the pervasiveness and severity of financial
crises, is a signal of failure of the financial system: failure
to properly allocate savings to investment projects and
failure of corporate governance. Of course, in a market
economy, some degree of bankruptcy is a healthy sign of
risk-taking. A financial system so “stable” that no bank-
ruptcy would ever occur would indicate low risk-taking
and diminished entrepreneurship; the lack of risky—but
potentially high-return—investment projects would
decrease long-term economic growth. There is a sub-
stantial difference, however, between occasional bank-
ruptcies of firms, households, or banks—bankruptcies
that are healthy developments in flexible and dynamic
market economies—and a systemic banking or corporate
crisis where a large number of financial institutions or
corporations go bankrupt. In short, a systemic financial
crisis is a sign of the failure of the financial system, the
failure of appropriate risk management, and the failure
of proper corporate governance.

This chapter will analyze the issue of financial
crises, the stability of the financial system, and the foun-
dations of sound regulation and supervision. It starts
with an overview of the many financial crises in advanced
and emerging market economies in the last few decades
and the most recent episode of financial turmoil and
distress in advanced economies’ financial systems. It next
considers the role that asset bubbles and credit bubbles—
and their eventual bust—have in financial crises, and then
debates whether monetary and credit policy should be
used to prevent or control such asset and credit bubbles.
Finally, in light of the recent financial crises in advanced
economies, it discusses the market failures and regulatory
failures that led to this turmoil, and provides an overview
of the basic issues and principles that affect the reforms
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needed to improve the supervision and regulation of the
financial system and make it more stable.

The importance of the stability of the financial system
The issue of financial stability is important because of
the pervasiveness of episodes of financial crises (systemic
banking crises, systemic corporate crises, currency crises,
and sovereign debt crises) that have negative effects on
economic growth and lead to significant losses to
investors. In thinking about financial stability one should
think in terms of a tradeoff between risk and return/
innovation. A financial system that is very heavily super-
vised and regulated may be very stable, but such a con-
trolled system would hamper financial development and
the innovation that allows increased returns, better
diversification of risks, and better allocation of resources
to those investments that provide the highest return.
Conversely, a financial system that is free and innovative
and very lightly regulated and supervised may eventually
become unstable and trigger credit booms and asset
bubbles that, when they fail, or go bust, have severe
effects on growth, returns, and welfare.

Thus, although there is some tradeoft between
the stability of the financial system and its degree of
innovation and sophistication, financial stability is a
crucial input into the process of financial development.
Excessively unstable financial systems—systems that are
prone to repeated and virulent financial crises—are less
likely to develop soundly. For example, repeated banking
crises that cause serious liquidity and credit crunches
severely hamper the process of intermediation that allo-
cates savings to the appropriate investment projects.
Systemic banking crises are themselves a signal that the
allocation of resources was poor in the first place,
exhibiting a misallocation to investments with very low
returns that then triggers financial crisis. Moreover, as
discussed below, financial crises have significant real eco-

nomic and financial costs.

The history of asset and credit bubbles and financial
crises in advanced and emerging market economies
Episodes of asset and credit bubbles followed by finan-
cial crises have a long history that goes back centuries—
as far back as the Renaissance period if not before. Asset
bubbles, manias, panics, and financial crashes are well
documented, starting with the classic work of
Kindleberger.

Financial crises can take various forms. In the
recent history of both advanced and emerging market
economies, these crises can be generally classified

according to the following five categories:

* currency crises that occur when a fixed or semi-
fixed exchange rate regime becomes unsustainable

and the peg, or effective peg, collapses;

sovereign debt crises that occur when a sovereign
government is unable to service its debt obligations
in time and in full, and thus formally or informally
defaults on its debt;

systemic banking or financial crises that occur when
a significant number of financial institutions (banks
or non-banks) become financially distressed and
need to be closed down, merged, or restructured;

systemic corporate crises that occur when a signifi-
cant fraction of the corporate sector is financially

distressed; and

systemic household debt crises that occur when a
large number of households are unable to service

their debts (mortgages and consumer credit).

These crises are often preceded by asset bubbles and
the credit bubbles that feed them. Asset bubbles, which
go as far back as the Dutch tulip-mania of the 17th cen-
tury, occur when an asset price rises above its underly-
ing fundamental value. Of course, it is hard to identify
an asset bubble while it is emerging because a story
about a structural reason for the fundamental increase of
the value of an asset can always be told. Usually it is the
bursting of the bubble that leads, after the fact, to the
recognition that a bubble existed.

Asset bubbles can occur for any financial or real
asset, but recent experience shows that they are perva-
sive in equity markets and in housing and real estate
markets. An asset bubble does not require a credit boom
to develop because expectations of future increases in
the asset price are sufficient to drive a self-fulfilling rise
in price. However, many asset bubbles have been associ-
ated with episodes of easy monetary policy and exces-
sive credit growth.

The perverse interaction between easy money, asset
bubbles, credit growth, and leveraging that feeds asset
bubbles has been observed in many episodes. The initial
trigger for a bubble may (but not necessarily) be a peri-
od of easy money with relatively low real interest rates.
Such a low cost of capital and easy liquidity may lead to
an initial increase in the asset price above its fundamen-
tal value. Since asset purchases are often financed by
credit, the initial increase in the asset prices allows bor-
rowers to borrow more as the asset price rise increases
the value of the collateral that can be used to increase
leverage. With higher asset prices, the collateral value of
borrowing to finance further asset purchases is higher,
with increased leverage allowing additional asset pur-
chases that further increases the collateral that then
allows further borrowing and leveraging, entering into a
vicious circle. This credit boom—driven asset bubble is
the reason why many asset bubbles are associated with
credit booms that become excessive. Thus, easy money

and easy credit may be an initial trigger of a process of
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asset bubbles and excessive leveraging of the financial
system and of the private non-financial sector.

In the mid 1980s in the United States, this credit
cycle fed the investment boom in commercial and resi-
dential real estate that caused a real estate bubble that
went bust in the late 1980s. In the 1990s, the tech and
Internet bubble was in part fed by easy monetary policy
—with the Federal Reserve (the Fed) worrying about
“irrational exuberance” and doing nothing to control
it—and by easy credit conditions that allowed investors
to use leverage to increase their purchases of high-tech
and Internet stocks. In the last decade, the decision of
the Fed to keep the Fed Funds rate too low for too
long (down to 1 percent until 2004), along with loose
regulation of mortgages, created both a credit bubble
and a housing bubble.

Eventually, when shocks lead to a bursting of the
asset bubble and trigger a process of deleveraging, these
unsustainable asset bubbles and credit booms go bust.
The fall in the value of the asset that was backed by
high leverage leads to margin calls that force borrowers
to sell the bubbly asset, which in turn starts to deflate in
value. This fall in the asset value now reduces the value
of the collateral backing the initial leveraged credit
boom. Then, margin calls and the forced fire sale of the
asset can drive down its price even below its now lower
fundamental value creating a cascading vicious circle of
falling asset prices, margin calls, fire sales, deleveraging,
and further asset price deflation. The losses that highly
leveraged financial institutions then face lead to a signif-
icant credit crunch that exacerbates the asset price defla-
tion and leads to lower real spending on capital goods—
consumer durables and investment goods—that may
trigger an overall economic contraction. Thus, delever-
aging and credit crunches have both financial and real
consequences: they trigger financial losses and they can
trigger an economic recession that worsens financial
losses for debtors and creditors.

These cycles of asset bubbles and credit booms fol-
lowed by asset busts and credit crunches and deleveraging
have occurred in most episodes of asset/credit bubbles
and financial crises. The real estate bubble of the 1980s
in the United States ended in the savings and loan
(S&L) thrifts crisis of the late 1980s—after the Fed
tightened policy rates in 1998-89. This eventually
caused a credit crunch that tipped the US economy into
a recession in 1990-91.The high-tech bubble and lever-
aged equity market bubble of the mid-to-late 1990s
went into a bust in 2001 after the Fed’s tightening in
1999-2000; the ensuing collapse of dot-coms, the sharp
fall in real investment by the corporate sector, and the
collapse of high-tech stocks triggered the US recession
of 2001. The ensuing Fed easing, along with poor regu-
lation and supervision of mortgages, triggered another
asset bubble in housing that went bust in 2006 after the
Fed moved the Fed Funds rate from 1 percent up to
5.25 percent. The resulting bust of the housing market,

the subprime mortgage crisis, and the credit/liquidity
crunch and tipped the US economy into a sharp growth
slowdown and likely recession by early 2008.

Although financial crises are not necessarily always
associated with asset bubbles and credit booms that go
bust, frequently such crises do show excessive credit
booms, leveraging, and asset bubbles. Indeed, debt crises
—sovereign debt crises, systemic corporate crises, house-
hold debt crises, and systemic banking crises—are often
preceded by a period when governments, non-financial
corporations, or households borrow too much and
financial institutions lend too much, with poor under-
writing and poor collateral of shaky value. The ensuing
debt crisis caused by an unsustainable debt burden trig-
gers the financial crisis that hits both excessively indebted
borrowers and excessively leveraged lenders.

Asset bubbles, credit bubbles gone bust, and financial
crises of different varieties have been pervasive both
among advanced economies and emerging market
economies for the last few decades. Among advanced
economies, such financial crises and episodes of systemic
risk have occurred in many different countries. In the
United States, the stock market crash of 1987 was a typ-
ical episode of systemic risk; the real estate bubble of the
1980s was followed by the S&L bust and credit crunch
of 1990-91; the long-term capital management crisis
(LTCM) in 1998; the tech bubble of the 1990s was
followed by the tech bust of 2000-01; the housing and
credit bubble of the 2000s was followed by the housing
bust and credit crunch of 2007. Other episodes of
systemic crisis and financial crisis include the Japanese
real estate bubble and equity bubble of the 1980s that
collapsed in 1990 and led to an acute banking and cor-
porate crisis and a severe decade long stagnation during
the 1990s decade; the Scandinavian banking crises of the
early 1990s; the collapse of the fixed exchange rates
within the European Monetary System in 1992-93; and
the German real estate bubble and bust that occurred
after the German reunification in the early 1990s.

Among emerging market economies, the Latin
American sovereign debt crisis that started in 1982 and
led to a decade of lost growth in that region in the
1980s was preceded by excessive sovereign borrowing in
the late 1970s in the form of syndicated medium- and
long-term bank loans. Another cycle of financial
crises—a combination of currency crises, sovereign debt,
banking, corporate and household debt crises—started
in 1994 with the collapse of the Mexican peso currency
peg. The following decade showed a variety of financial
crises in emerging market economies: East Asia
(Indonesia, Korea, Malaysia, Thailand) in 1997-98;
Russia in 1998; Brazil in 1999; Ecuador, Pakistan, and
Ukraine in 1999-2000; Argentina and Turkey in 2001;
Brazil again in 2002; and the Dominican Republic and
Uruguay in 2003. Some of these crises were only cur-
rency crises (Brazil in 1999); some were twin currency
and banking crises (Mexico in 1994-95, Turkey in 2001,
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Uruguay and the Dominican Republic in 2003); some
were triple currency, banking, and corporate crises (East
Asia in 1997-98); and some were currency, banking,
corporate, and sovereign crises (Russia in 1998, Argentina
in 2001) (see Table 1).The eventual trigger in all of
these crises was some combination of macro vulnerabili-
ties (current account deficits and/or fiscal deficits in
some episodes), wrong exchange rate regime (fixed or
semi-fixed exchange rates associated with unsustainable
real appreciation of currencies), and balance sheet
vulnerabilities (currency, maturity, and capital structure

mismatches).

Table 1: Types of recent financial crises

Crisis Currency Banking Corporate Sovereign Household
East Asia (1997-98) X X X

Brazil (1999 and 2002) X

Mexico (1994-95) X X X
Russia (1998) X X X X
Argentina (2001) X X X X X
Turkey (2001) X X X

Ecuador (1999) X X

Ukraine (1999) X

Pakistan (1999-2000) X X

Uruguay (2002) X X

Dominican Republic (2003) X X

Source: Roubini and Setser, 2005.

Financial crises are pervasive phenomena both
among advanced and emerging market economies.
Moreover, in spite of the “great moderation” (a sustained
period of high growth and low inflation) of the last two
decades, financial crises have become more frequent and
more virulent rather than less frequent and less severe.
Paradoxically, such great moderation may have triggered
asset and credit bubbles. Indeed, with low inflation, sus-
tained growth, and lower nominal and real interest rates,
given the loose monetary and credit conditions and the
ability of borrowers to lever up again, the possibility of
asset bubbles and credit booms has increased.

Real and financial costs of asset bubbles and credit
booms

Asset bubbles and excessive credit booms clearly affect
the economy, both on the way up and on the way
down. Even though the precise magnitude of their
impact may be uncertain, monetary policy needs to take
them into account.

If a bursting bubble systematically and appropriately
leads to a sharp monetary easing to prevent the systemic
and real effects of the crash, the view that many crashes
are not costly is irrelevant. In fact, without such a

response, the economic impact of a crash would have
been severe. Indeed those who believe that monetary
policy should not react to rising bubbles also believe that
monetary policy should sharply react to crashing bubbles,
because such bubble bursting would otherwise be highly
costly. Arguing that bubbles are not costly in practice—
after policy has reacted to them—does not imply that
they are not very costly in principle and ex-ante. In
addition, arguing that bubbles are not costly, but that not
reacting to bursting bubbles would be costly, is similarly
illogical.

Moreover, the argument that rising bubbles that
eventually crash are not costly does not seem to be
supported by evidence from advanced and emerging
economies. A number of studies suggest that both credit
and asset price booms and busts can have serious finan-
cial and economic consequences. A decade of experience
with financial crises in emerging market economies
shows that many of these crises are preceded by asset
bubbles, credit booms, investment booms, and large and
growing external current account imbalances that
become eventually unsustainable. In many episodes,
such bubbles and imbalances lead to grave economic
and financial crises that have sharp impacts on economic
growth. Thus, there is prima facie evidence that asset bub-
bles, whether caused by a prior monetary easing or not,

can have critical real and financial consequences.

Cost of credit and asset bubbles that go bust
Credit and asset bubbles that go bust have significant
real economic cost as they are often associated with
recessions. They also have serious fiscal costs in the form
of the fiscal cost of bailing out borrowers and/or lenders
who are overextended. This bailout is often expensive
and leads to higher fiscal deficits and public debt. The
history of most financial and banking crises suggests
that, in almost every episode, the resolution of the crisis
entails a significant amount of government intervention
that is fiscally costly. For example, if banks—as in most
countries—have implicit and/or explicit deposit insur-
ance, insolvency of some banks requires the government
to bail out the depositors of the banks when the banks’
assets fall below its liabilities. Similarly, the financial
distress of other institutions or borrowers (households
with mortgages that they can no longer afford, corpo-
rate debts that are unsustainable, etc.) often leads to
government intervention to reduce such debt burdens.
Such intervention effectively implies significant fiscal
bailout costs.

The fiscal bailout costs of banking and financial
crises can be staggering. Work done by the World Bank
estimates such costs to have been extremely high in a

number of episodes (see Table 2).
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Table 2: Total government cost of fiscal bailouts

Total costs of
fiscal bailout as

Country Period percentage of GDP
China 1990s 47
Korea Late 1990s 28
Malaysia Late 1990s 16
Thailand Late 1990s 35
Bulgaria 1995-97 13
Czech Republic 1991-94 12
Hungary 1991-95 10
Russia 1998-99 5-7
Turkey 2000-03 30
Finland 1991-94 n
Japan 1990s 24
Spain 1977-85 175
Argentina 1980-82 55
Chile 198286 55
Ecuador Late 1990s 20
Jamaica 1995-2000 44
Mexico 1994-97 18
United States 1984-91 3
Venezuela 1994-95 18

Source: Caprio and Klingebiel, 2003.

These fiscal bailout costs are a significant social bur-
den. The added public debt needed to bail out borrowers
and/or lenders has to be serviced over time, which means
that the social costs of systemic banking and financial

crises are very serious in the affected economies.

Asset and credit bubbles and monetary policy: Pros
and cons
Given the real and financial risks that result from credit
booms and asset bubbles that go bust, should monetary
policy respond to asset prices and asset bubbles? This is a
highly controversial issue, both from an academic research
perspective and, more importantly, from a policy perspec-
tive. There is broad evidence that asset bubbles do occur
from time to time, and that such bubbles may lead to
economic distortions as well as financial and real econo-
my instability. It can be argued that optimal monetary
policy requires monetary policy authorities to react to
such bubbles over and above the effects they have on
current output growth, aggregate spending, and expect-
ed inflation. It can also be argued that monetary policy
should not react to asset prices or bubbles beyond the
direct effect that such asset price movements have on
inflation, aggregate spending, and economic growth.
There are many good arguments in favor of target-
ing asset prices; the arguments against it are, in many
dimensions, not robust enough. Arguments in favor of’

targeting asset prices are:

* First, a wide range of analytical models suggests that
optimal monetary policy should react to asset prices
and exogenous asset bubbles (i.e., bubbles whose

evolution does not depend on monetary policy)
above and beyond its reaction to the deviation of
growth and inflation from their target.

Second, uncertainty about the existence of a bubble
does not undermine the arguments in favor of asset
price targeting. Like many other types of data
uncertainty, uncertainty about the existence and
size of an asset bubble only reduces the quantitative
degree of response of optimal monetary policy to
asset bubbles.

Third, uncertainty about whether bubbles can have
damaging effects on the economy is not a good
argument against targeting such bubbles because (1)
there is a wide body of evidence that such bubbles
and their aftermath are costly, and (2) uncertainty
about the economic effects of bubbles only reduces
the degree of optimal interest rate response, but
does not eliminate completely such a response.

Fourth, analytical models suggest that if a bubble is
endogenous (i.e., its probability and size can be
affected by monetary policy), optimal monetary
policy requires an attempt to affect it (i.e., to try to
“prick” or “burst” it).

Fifth, the argument that trying to aftect a bubble
would require such a large interest response that a
severe recession would be triggered is found to be
incorrect both in theory and practice. Conceptually,
a moderate interest rate response can have an
impact on bubbles and reduce the economic distor-
tions caused by them. Empirically, the recent expe-
rience of the United Kingdom, Australia, and New
Zealand shows that monetary authorities can suc-
cessfully control bubbles with monetary tightening

without causing severe recession or financial distress.

Sixth, the Greenspan and Bernanke doctrine that
the Fed should not react to rising bubbles but
should be ready to dampen the real costs of burst-
ing bubbles (i.e., an asymmetric response to bub-
bles) is inefficient and, possibly, a source of moral
hazard distortions. It is certainly warranted for
monetary authorities to react to bursting bubbles
that may cause acute liquidity seizures, systemic
risk, and risk of large economic contraction. But in
order to prevent such a response from creating dis-
torted incentives, monetary policy authorities
should also be willing to respond to rising bubbles.
Although a symmetric response to rising and burst-
ing bubbles is appropriate, an asymmetric response
is conceptually flawed, liable to create distorted
incentives, and likely to induce cycles of rising and
crashing bubbles that may have damaging economic

and financial effects.
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The uncertainties about bubbles and the other fac-
tors discussed above suggest that monetary policy should
respond to asset bubbles in a cautious and moderate
manner—an aggressive monetary policy approach to
asset bubbles is not needed. Some of the arguments pre-
sented to justify the resistance to fighting rising bubbles
have logic and legitimacy. However, although cautious-
ness is warranted, arguments that there is no case for
responding to asset bubbles tend to be incorrect.

Also, the practice of the US Fed over the last two
decades of not reacting to rising asset bubbles (the high-
tech stock bubble of the late 1990s and the housing
bubble of the last few years) while aggressively counter-
ing bursting bubbles and episodes of systemic risk (in
1987, 1998, 2000, and 2001-03) has contributed to the
asset bubbles and economic imbalances that ended up in
episodes of economic and financial crisis. The real estate
bubble of the 1980s culminated in the S&L crisis of the
late 1980s, which eventually triggered a credit crunch
and a recession in 1990. In the 1990s, Alan Greenspan
warned about “irrational exuberance” when high-tech
stocks started to skyrocket in the mid 1990s, but then
did nothing to control this bubble apart from a token 25
basis points policy rate hike in early 1997.The high-
tech bubble festered and grew even larger after the Fed
eased interest rates by 75 bps following the Long Term
Capital Management (LTCM) hedge fund near collapse;
it went bust in 2000 after the Fed tightened interest
rates by 175 bps between mid 1999 and mid 2000, thus
triggering the 2001 recession.

The Fed responded to this bubble bust and reces-
sion by aggressively easing the policy rate from 6.5 per-
cent in early 2001 to 1 percent by 2004. This aggressive
policy ease, of keeping the Fed Funds rate too low for
too long, then contributed to a new asset bubble— the
housing bubble—that was exacerbated by the failure of
the Fed and other regulators to properly regulate and
supervise mortgages. By 2006, this housing bubble went
bust, triggering a severe liquidity and credit crunch, a
serious financial crisis, and an economic contraction that
is still ongoing. The Fed reacted to this financial crisis,
and the risks to economic growth, by aggressively
reducing the Fed Funds rate from 5.25 percent in the
fall of 2007 to 2 percent by the spring of 2008, and
introducing a whole host of new liquidity facilities for
both banks and systemically important non-bank insti-
tutions.

It can be argued that this latest policy easing,
together with the exchange rate policies of emerging
market economies, contributed to another asset bubble:
the sharp rise in oil, energy, food, and other commodity
prices in 2006—08. This commodity price surge may
now lead to a generalized increase in global inflation,
both among advanced economies and emerging market

economies.

The use of credit policy instruments
In considering an appropriate policy response to asset
bubbles and credit bubbles, one should not be limited to
traditional monetary policy alone. If there is an asset
bubble driven by a credit bubble, the appropriate
response may be a combination of tighter monetary
policy in the form of a higher policy rate as well as an
appropriate credit policy that limits the extent of a cred-
it boom that is becoming excessive. Appropriate regula-
tion and supervision of the banking and financial system
is an important complementary tool that is essential in
controlling credit and asset bubbles. At times monetary
policy, although a necessary instrument to control bub-
bles, may not be the most appropriate tool if used alone.

In the United States, for example, the real estate
bubble of the 1980s was in part the result of loosening
the regulation and supervision of S&L thrifts in the
early 1980s. This led to excesses in commercial and resi-
dential mortgage underwriting. In the 1990s, a more
aggressive Fed tightening, intended to control the “irra-
tional exuberance” in high-tech stocks, would have been
beneficial but limited: if investors expected a 50 to 100
percent a year return on bubbly high-tech stocks, a 50
bps or even 100 or 150 bps policy rate tightening would
have had limited effect. Rather, in addition to that mon-
etary policy tightening, regulations that tightened the
ability of investors to borrow on margin and highly
leverage themselves in their purchase of high-tech stocks
would have been more targeted and effective tools to
deal with the high-tech bubble. Thus, inappropriate reg-
ulation and supervision of such leveraged lending was
one factor that allowed the bubble to fester.

Similarly, in the last decade the Fed certainly made
a mistake in keeping the Fed Funds rate too low for too
long, thus feeding the housing bubble. But with house-
holds expecting bubbly home prices to rise 20 percent
per year, raising the Fed Funds rate sooner would have
had only a limited effect in controlling such a bubble.
An additional policy failure was the laissez-faire
approach of the Fed and of other banking and financial
regulators, which allowed toxic mortgage underwriting
to occur without restraint. Thus, in addition to tighter
monetary policy, better supervision and regulation of
mortgage lending would have been the appropriate
response. More generally, since asset bubbles are usually
fed by credit bubbles, the appropriate response to such
excesses is usually a combination of tighter monetary
policy along with more prudent regulation and supervi-
sion of the financial system to limit these credit cycles.
Such appropriate regulation includes policies to make
capital requirements for financial firms more procyclical.

Arguing that policy should react to credit and asset
bubbles means finding the appropriate combination of
traditional monetary policy and credit policy (including
appropriate regulation and supervision of financial firms)
that can control excessive booms in credit, lending,

leverage, and asset prices.
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Recent crises of the Western financial system

The decade from 1994 until 2003 was one of repeated
financial crises in emerging market economies: Mexico
in 1994; Thailand, Indonesia, Malaysia, and Korea in
1997-98, Russia in 1998; Brazil, Ecuador, Pakistan, and
Ukraine in 1999; Turkey and Argentina in 2001; and
Uruguay and the Dominican Republic in 2003. These
crises were caused by a combination of macroeconomic
weaknesses, policy mistakes, inappropriate exchange rate
policies, balance sheet vulnerabilities, poor corporate
governance, and weak and poorly supervised and regu-
lated financial systems.

Although not every one of these financial crises
ended up in a systemic crisis of the banking or financial
system or the corporate system, many of them did. The
weaknesses in corporate governance, the emergence of
credit and asset bubbles, the poor supervision and regu-
lation of financial institutions, the distorted incentives
for financial institutions (in part because of moral hazard
distortions created by implicit and/or explicit govern-
ment bailout guarantees), and phenomena such as
directed and connected lending combined led to credit,
debt, and financial excesses that eventually triggered sys-
temic banking and corporate crises.

The resolution of these crises implied a variety of
policy actions, including structural reforms to make cor-
porate and financial systems less vulnerable and more
resilient as well as fundamental reforms of financial reg-
ulation and supervision. At the time of these crises, the
International Monetary Fund (IMF), the United States,
and the G7 countries were highly critical of the finan-
cial weaknesses—particularly the quality of institutions,
regulations, and governance—that had been triggering
factors in these crises. The fact that structural reforms in
the financial sector of these economies did occur—on
top of macro and policy changes—explains the high
growth rate of emerging market economies in the last
few years and their resilience, in spite of global shocks
that have hit advanced economies and their financial
markets in the last few years.

It is thus somehow ironic and paradoxical that,
while a decade ago (1997-98), the United States and
other G7 policymakers were lecturing East Asian and
other emerging market policymakers about the structur-
al weaknesses of their financial systems and prodding
them to implement structural reform, today the financial
turmoil and stress is at the core of the financial systems
of the most advanced economies and financial markets
in the world: those in the United States, in the United
Kingdom, and, to a smaller extent, in the euro zone.

The severe liquidity and credit crunch that started
with the housing bust and the collapse of the subprime
mortgage market in the United States revealed a much
larger credit and asset bubble and financial excesses of
leverage that went well beyond subprime mortgages.
Excessive debt accumulation and risky leverage occurred

in subprime mortgages, near prime mortgages, prime

mortgages, commercial real estate, the whole plethora of’
securitized products associated with mortgages and
other asset-backed securities (ABSs), structured finance
products (mortgage-backed securities [MBSs], collateral-
ized debt obligations [CDOs], constant proportion debt
obligations [CPDOs], collateralized mortgage obligations
[CMOs], collateralized loan obligations [CLOs]), unse-
cured consumer credit (credit cards, auto loans, student
loans), leveraged loans financing excessively leveraged
leveraged buy-outs (LBOs), muni bonds, industrial and
commercial loans, junk corporate bonds, and credit
default swaps (CDSs). This credit house of cards began
to sway in 2007 and collapsed in 2008. The excesses
were not limited to the United States but extended to
other advanced economies; housing bubbles and credit
booms in consumer credit were widespread in the
United Kingdom, Spain, Ireland, and—in minor part—
other euro zone economies. The financial turmoil and
credit/liquidity crunch triggered by the subprime melt-
down revealed fundamental weaknesses in the operation
of advanced economies’ financial markets and in the sys-
tem of supervision and regulation of the financial sys-
tem, including banks and non-bank financial institu-
tions.

This crisis has led to the recognition that funda-
mental reforms of the regulation and supervision of the
financial systems of advanced economies are necessary in
a world of financial globalization. A plethora of propos-
als for reform have been advanced by a number of insti-
tutions: the Financial Stability Forum, the Fed, the US
Treasury, the G7, the FSA and other policy bodies in the
United Kingdom, the BIS, the IME It is clearly recog-
nized that the system of regulation and supervision of
financial institutions is in trouble and in need of serious
reform.

Which reforms are most appropriate? Instead of
considering the specific reforms suggested by individual
institutions and regulatory bodies, it makes sense to ana-
lyze the fundamental weaknesses, distortions, and open
issues in the advanced economies’ financial markets, and
thus what the appropriate principles for a new system of
regulation and supervision may be. The rest of this chap-
ter considers the most important issues related to reform
of the regulation and supervision of financial institutions

in a world of financial globalization.

Issues of reform in a world of financial globalization
Given the ongoing financial crisis in the United States
and parts of other advanced economies’ financial sys-
tems, the need for the appropriate reform of the system
of supervision and regulation of financial institutions has
become a core and urgent subject of debate among
scholars, market experts, and policymakers.

To understand what the appropriate system of regu-
lation and supervision of financial institutions may be in
a world of financial globalization, one needs to analyze

The Financial Development Report 2008 © 2008 World Economic Forum

1.3: Financial Crises, Financial Stability, and Reform

39



1.3: Financial Crises, Financial Stability, and Reform

40

(1) the problems that an increasingly complex and glob-
alized financial system faces and (2) the shortcomings of
the current system of financial regulation and supervi-
sion, both in the United States and around the world.
Only a detailed consideration of such problems and
shortcomings can lead to the recognition of the appro-
priate reforms of the system.

We consider in more detail such problems and
shortcomings of the financial system and of the current
supervisory and regulatory regime. These can be catego-

rized according to 10 issues:

1. The compensation system

The system of compensation of bankers and agents
within the financial system is flawed. It is characterized
by moral hazard in the form of “gambling for redemp-
tion.” The typical agency problems between a financial
firm’s shareholders and the firm’s managers/bankers/
traders are exacerbated by the way the latter are com-
pensated. Because a large fraction of such compensation
is in the form of bonuses tied to short-term profits,

and because such bonuses are one-sided (positive in
good times and at most zero when returns are poor),
managers/bankers/traders have a huge incentive to take
larger risks than warranted by the goal of shareholders’
value maximization. Potential solutions to this gambling-
for-redemption bias are varied. Among possible solutions
are the use of restricted stock that has to be maintained
for a number of years, and a pool of cumulated bonuses
that is not cashed out yearly but that can grow or
shrink depending on medium-term returns to particular
investments.

But, even leaving aside the problem of how to
change such compensation in a highly competitive mar-
ket for talent in the financial sector, it is not obvious that
the suggested solutions would fully work. For example,
in the case of the recent crisis at Bear Stearns, about 30
percent of the firm was owned by its employees as
restricted stock. However, this system of compensation
did not prevent Bear Stearns from making reckless
investments and loans that eventually made it insolvent.
Possibly this was the case because the individual com-
pensation was not tied to the individual investing/
lending decision. Still, compensation of bankers/traders
should be considered a crucial factor that distorts lending
and investment decisions in financial markets.

2. The Originate and Distribute Securitization Model

The current model of securitization (the Originate and
Distribute Model) has serious flaws because it reduces
the incentives for the originator of the claims to monitor
the creditworthiness of the borrower. In the securitiza-
tion food chain for US mortgages, every intermediary
in the chain was making a fee; eventually the credit risk
got transferred to those least able to understand it.

The mortgage broker, the home appraiser, the bank
originating the mortgages and repackaging them into

MBSs, the investment bank repackaging the MBSs into
CDOs, CDOs of CDOs, and even CDOs cubed, the
credit rating agencies giving their AAA blessing to such
toxic instruments—each of these intermediaries was
earning income from charging fees for their step of the
intermediation process and transferring the credit risk
down the line.

One possible solution to this lack of incentives to
undertake proper monitoring of the borrower would be
to force the originating bank and the investment bank
intermediaries to hold some of the credit risk; this could
take the form of some part of the equity tranche in the
CDOs (i.e., the most junior tranche of the CDO that is
the one taking the first loss when the value of the
underlying collateral falls) or a portion of some of the
MBSs that they originate so they have “some skin in the
game.” But it is not obvious that such solutions would
fully resolve the moral hazard problems faced by finan-
cial intermediaries. In fact, although the securitization
process implied a partial transfer of the credit risk from
the mortgage originators and the managers of the
CDOs to final investors, the reality is that banks and
other financial institutions maintained a significant
exposure to mortgages, MBSs, and CDOs. Indeed, in
the United States about 47 percent of all the assets of
major banks are real estate related; the figure for smaller
banks is closer to 67 percent. The model of “originate
and distribute” securitization did not fully transfer the
credit risk of mortgages to capital market investors.
Banks and broker dealers (e.g., Bear Stearns) did main-
tain a significant portion of that credit risk across a vari-
ety of instruments. Indeed, if that credit risk had been
fully transferred, such banks and other financial interme-
diaries would have not suftered the hundreds of billions
of dollars of losses that they have incurred so far and
will have to recognize in the future.

Thus, excessive risk taking and gambling for redemp-
tion did occur in spite of the fact that financial institu-
tions were holding part of the credit risk. Therefore,
proposing that such institutions hold some of that risk
rather than try to transfer it all does not seem to be a
solution that will fully resolve the problems stemming
from misaligned incentives and poor risk management.
If the fundamental problem is one of moral hazard
originating from the way that bankers are compensated,
forcing financial institutions to hold more of the credit
risk will not resolve the problem of inadequate moni-
toring of the creditworthiness of the borrowers and

poor underwriting standards.

3. Regulatory arbitrage and the instability of the shadow
banking system

The regulation and supervision of banks and the
lighter—or in cases such as that of hedge funds, nonex-
istent—regulation and supervision of non-bank financial
institutions has led to significant regulatory arbitrage.
This arbitrage takes the form of the transfer of a large
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fraction of financial intermediation to non-bank finan-
cial institutions, such as broker dealers, hedge funds,
money market funds, SIVs (Structured Investment
Vehicles), conduits, and so on.

The problems with this financial innovation are
twofold. First, some of the institutions in this shadow
banking system (or shadow financial system) are system-
ically important. Second, most of these institutions are at
risk of bank-like runs on their liabilities as they borrow
in short and liquid ways, are highly leveraged, and invest
in longer and more illiquid ways.

The risk of runs is significantly decreased for banks
by the existence of deposit insurance and by the lender-
of-last-resort support that the central bank can provide.
Publicly provided deposit insurance is generally not
warranted for non-bank financial institutions, because
the protection of small investors or depositors (those
who do not have the expertise to monitor the lending
or investment decisions of banks) is not generally an
issue for such non-banks. But, as the recent Bear Stearns
episode and the run on and collapse of other compo-
nents of the shadow financial system suggest, bank-like
runs on non-banks can occur. In fact, they are more
likely to occur if such institutions do not properly man-
age their liquidity and credit risks.

Although serving as lender of last resort to many
non-bank institutions is not warranted, such support
may be warranted for the few institutions that are sys-
temically important. Indeed, two recent US Fed actions
—the US$30 billion rescue of Bear Stearns, and the
establishment of two new facilities that allow non-bank
primary dealers to access the Fed’s discount window and
to swap their illiquid MBS products for safe Treasury
Bonds—imply that the lender-of-last-resort support of
the Fed has been now extended to systemically impor-
tant non-bank institutions. Thus, the same regulation
and supervision that is applied to banks should also be
applied to these systemically important financial firms,
not just in periods of turmoil (as recommended by the
US Treasury), but on a more permanent basis.

Thus, while the safety net of the Fed and other
central banks should remain restricted to banks and
depository institutions and—subject to some construc-
tive ambiguity—to systemically important non-bank
firms, the regulatory and supervisory framework should
be similar for banks and non-bank financial institutions;
regulatory capital, type of supervision, liquidity ratios,
compliance and disclosure standards, and so on should
be similar for banks and other financial institutions. If
not, then regulatory arbitrage will shift financial inter-
mediation and risks to other more lightly regulated
smaller broker deals and other non-bank financial
institutions.

To take just one example, the loophole that allowed
SIVs and conduits to operate with little supervision and
no capital standard under the pretense that these were
off-balance sheet units—while the sponsoring bank was

providing large credit enhancements and systematic liq-
uidity lines that made these units de facto on-balance
sheet assets and liabilities—was deeply flawed. Unless
these and a whole host of other special purpose vehicles
are regulated and supervised as if they are on-balance
sheet units, this type of regulatory arbitrage will lead
again to the disaster that SIVs created.

Moreover, a comprehensive supervisory and regula-
tory regime that covers both banks and non-banks
would also allow better monitoring and assessment of
systemic financial risks that at the moment are not prop-
erly supervised. Providing regulators and supervisors as
well as investors with adequate reporting and disclosure
of the information required to assess systemic financial
risks will be essential.

Poor liquidity risk management and the risk of
bank-like runs on non-bank financial institutions have
been shown to be a severe problem in the shadow
financial system. The entire SIV/conduit regime has
recently collapsed given the roll-off of their asset-backed
commercial paper liabilities; hedge funds and private
equity funds collapsed because of risky investments and
redemptions or roll-off of short-term credits; money
market funds whose net asset value fell below par had to
be rescued to avoid a run on them; Bear Stearns col-
lapsed because of poor credit/investment choices but
also because of a sudden run on its liquidity. Although
banks are fundamentally maturity-mismatched because
of their reliance on short-term deposits, there is no rea-
son for non-bank financial institutions to have liquidity
or rollover risk, especially as they do not have deposit
insurance and do not have access—apart from the sys-
temically important institutions—to the central banks’
lender-of-last-resort support.

Thus, an essential element of the common regula-
tion of all non-bank financial institutions should be a
greater emphasis given to the management of liquidity
risk. Such financial firms should be asked to significantly
lengthen the maturity and duration of their liabilities in
order to reduce their liquidity risk. A firm that makes
money only because it borrows very short, has little
capital, leverages a lot, and lends long and in illiquid
ways is reckless in its risk management. It should cer-
tainly disclose fully both to supervisors and to investors
the liquidity and other risks that it is undertaking. But it
should also be required to reduce its liquidity risk with
a variety of tools that provide it with a greater liquidity
buffer.

4, Self-regulation versus rules-based regulation

Most regulatory and supervisory regimes have moved in
the direction of emphasizing self-regulation and market
discipline rather than rigid regulations. One of the argu-
ments in favor of this market discipline approach is that
financial innovation is always one or more steps ahead of

regulation; thus, one needs to design a regime that does
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not rely on rigid rules that would be easily avoidable via
financial innovation.

This market discipline approach—which relies on
principles rather than rigid rules, on internal models of
risk assessment and management in determining how
much capital a firm needs, and on rating agency assess-
ments of creditworthiness—is a key element of the phi-
losophy behind the Basel II agreement. But this market
discipline model has been proven to be vastly flawed
because of the way bankers are compensated and
because of the way the Originate and Distribute Model
provides incentives to ignore internal risk managers in
good times when “the music plays and you gotta dance”
(as the former CEO of Citigroup put it). Similarly the
conflicts of interest of rating agencies lead to mis-ratings
of new and exotic financial instruments.

Thus, while reliance on principles is useful to deal
with financial innovation and regulatory arbitrage, a
more robust set of rules that go with the grain of prin-
ciples-based regulation and supervision is necessary.
Strict reliance on market discipline has been proven
ineffective in a world where bankers are improperly
compensated, agency problems lead to poor monitoring
of lending, flawed transfers of credit risk to those least
able to understand it and manage it occur, and regulato-

ry arbitrage is rampant.

5. Procyclical capital requirements and other issues with
Basel Il

Even before being fully implemented, the Basel II
agreement has shown its flaws. These include capital
adequacy ratios that are procyclical and promote credit
booms in good times and credit busts in bad times, low
emphasis on liquidity risk management, excessively low
capital ratios given the risks faced by banks, excessive
reliance on internal risk management models, and
excessive importance given to the rating agencies.
These are serious shortcomings of the new capital
regime for large internationally active banks and
depository institutions.

How to reform Basel II given the current severe
financial crisis is not an easy task, but the urgency of this
reform is undeniable. Particular importance should be
given to measures that would reduce the procyclicality
of capital standards that are a source of booms and busts
in credit cycles and to measures that increase—rather
than decrease—the overall amount of capital held by
financial institutions. As recent history suggests, most
financial institutions have been vastly undercapitalized
given the kind of market, liquidity, credit, and opera-
tional risks that they have faced in an increasingly glob-
alized financial system.

6. Credit rating agencies
By now the conflicts of interest and informational prob-

lems that led the rating agencies to rate—or, better, to
mis-rate—many MBSs and CDOs and other ABS prod-

ucts highly are well known. With a large fraction of
their revenues and profits coming from the rating of
complex structured finance products and the consulting
and modeling services provided to the issuers of such
complex and exotic instruments, it is clear that rating
agencies are ripe with conflicts of interest. This is com-
pounded by a system where competition in the rating
market is limited by the regulatory barriers to entry.
Also the semi-official role that rating agencies have, in
general and in Basel II in particular, exacerbates the
potential biases of a system where rating agencies are
paid by issuers rather than the investors, and underscores
the informational problems of raters that know little
about the underlying risks of new, complex, and exotic
instruments.

What are the potential solutions to these conflicts
of interest and other problems? Solutions could be to
open up competition in the rating agency business, to
drop the semi-official role that rating agencies have in
Basel I and in the investment decisions of asset man-
agers, to forbid activities (such as consulting or modeling)
that cause conflicts of interest, and to drop the reliance
on ratings paid by issuers rather than by investors (the
free-riding problem of having investors pay for ratings
can be solved by pooling the investors’ resources in a
pool that can be used to collectively purchase the rat-
ings). Certainly the reputations of the rating agencies
have been badly damaged in the ABS ratings fiasco, and
only serious and credible reforms—not just cosmetic
changes—will be required to restore their credibility in
the rating business.

7. Asset valuation and fair value accounting

There are fundamental accounting issues about how to
value securities, especially in periods of market volatility
and illiquidity when the fundamental long-term value
of the asset differs from its market price. The current fair
value approach to valuation stresses the use of mark-to-
market valuation where, as much as possible, market
prices should be used to value assets, whether they are
illiquid or not.

There are two possible situations where mark-to-
market accounting may distort valuations: first, when
there are bubbles and the market value may be above
fundamental value; second, when bubbles burst and,
because of market illiquidity, asset prices are potentially
below fundamental value. The latter case has become a
concern in the latest episode of market turmoil as mark-
to-market accounting may force excessive writedowns
and margin calls that may lead to further fire sales of
illiquid assets that, in turn, could cause a cascading fall in
asset prices well below long-term fundamentals.
However, mark-to-market accounting may also create
serious distortions during bubbles when its use may lead
to excessive leverage as high valuation allows investors
to borrow more and leverage more, thus feeding the
asset bubble. In either case, mark-to-market accounting
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leads to procyclical capital bank capital requirements
given the way that the Basel II capital accord is designed.

The shortcomings of mark-to-market valuation are
known. The main issue is whether one can find an alter-
native that is not subject to gaming by financial institu-
tions. Some have suggested the use of historical cost to
value assets (where assets are booked at the price at
which they were bought); others propose the use of a
discounted cash flow (DCF) model where long-run
fundamentals—cash flows—would have a greater role.
Historical cost does not seem to be an appropriate way
to value assets given the potential for increased inaccu-
racy over the long term. The use of a DCF model may
seem more appealing, but it is not without flaws either.
How should we properly estimate future cash flows?
Which discount rate should we apply to such cash
flows? How should we avoid a situation where users
subjectively game the model to achieve the valuations
that they want by manipulating assumptions about
future cash flows and the appropriate discount factor?
Possibly, mark-to-market may be a better approach
when securities are held in a trading portfolio, and DCF
may be more appropriate when such securities are held
as a long-term investment, that is, until maturity. But the
risk of a DCF approach is that different firms will value
identical assets very differently and that firms will use
any approach different from mark-to-market to manipu-
late their financial results.

The other difficult problem that one has to consid-
er is that any suspension of mark-to-market accounting
in periods of volatility would reduce, rather than
enhance, investors’ confidence in financial institutions.
Part of the recent turmoil and increase in risk aversion
can be seen as an investors’ backlash against an opaque
and nontransparent financial system where investors
cannot properly know the size of the losses experienced
by financial institutions and who are holding the “toxic
waste.” Mark-to-market accounting at least imposes
some discipline and transparency.

One view is that the problem is not mark-to-market
accounting but the procyclical capital requirements of
Basel II; that is correct. But even without such procycli-
cal distortions there is a risk that financial institutions—
not just banks—would retrench too much and too fast
with respect to their leverage and credit positions during
periods of turmoil when they become more risk averse.
Thus, the issue remains open as to whether there are
forms of regulatory forbearance that do not destroy
confidence and that can be used in periods of turmoil
to avoid a cascading and destructive fall in asset prices.
But certainly solutions should be symmetrical—that is,
they should be applied both during periods of rising
asset prices and bubbles (when market prices are above
fundamentals) and when such bubbles go bust (and asset
prices may fall below fundamentals). So far, however,
there is no clear and sensible alternative to mark-to-
market accounting.

8. Lack of transparency in financial markets

The recent financial markets crisis and turmoil has been
partly caused by the fact that, over the last few years,
financial markets have become less transparent in a
number of ways. These include the development of new
exotic and illiquid financial instruments that are hard to
value and price, the development of increasingly com-
plex derivative instruments, the fact that many of these
instruments trade over the counter rather than on an
exchange, the fact that there is little information and
disclosure about such instruments and who is holding
them, and the fact that many new financial institutions
are opaque with little or no regulation (hedge funds,
private equity, SIVs, and other oft-balance sheet special
purpose vehicles). These factors have all contributed to a
lack of financial market transparency and increased
opacity of such markets.

But private financial markets cannot function prop-
erly unless there is enough information, reporting, and
disclosure both to market participants and to relevant
regulators and supervisors. How much reporting and
disclosure, and to whom, is a difficult question. But it is
clear that for the last few years financial markets have
become excessively opaque in ways that are destructive
of investors’ confidence. When investors cannot appro-
priately price complex new securities, they cannot
properly assess the overall losses faced by financial insti-
tutions, and when they cannot know who is holding the
risk for “toxic waste,” this turns into generalized “uncer-
tainty” (which cannot be priced, unlike financial “risk”
that can be priced if the statistical distribution of risky
events is known). The outcome is an excessive increase
in risk aversion, lack of trust and confidence in counter-
parties, and a massive seizure of liquidity in financial
markets. Greater transparency and information, including
the use of fair value accounting (that, in spite of its
shortcomings, is still the best way to value assets), along
with prompt recognition by financial institutions of
their exposures and losses, are essential to restore
investors’ confidence in financial markets.

One way to make new, complex, and exotic finan-
cial instruments more liquid and easier to price might
include standardizing such instruments and having them
traded in clearing house—based exchanges rather than
over the counter. The benefits of standardization are
clear: it would allow investors to compare securities
with similar characteristics and would thus improve
their liquidity. Moreover, instruments that are exchange-
traded through a clearing house would have much
lower counterparty risk, would be subject to appropriate
margin requirements, and would be appropriately

marked-to-market on a daily basis.

9. Inadequate regulatory regime
In a world of financial innovation and globalization,
what are the appropriate institutions for financial regula-

tion and supervision? And in what sort of system should
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they operate? The different models that exist each have
their pros and cons.

An increasingly popular model is that of a unique
and centralized financial regulator and supervisor, as in
the case of the United Kingdom’s FSA where all finan-
cial policies—for banks, securities firms, other financial
institutions, insurance companies, and so on—are under
one umbrella. Another model is that of the United
States, where more than half a dozen financial regulators
and supervisors exist at the federal level, and another
layer is found at the state level. Some have argued that
the US system fosters beneficial competition and propa-
gation of best practices among different regulators. The
shortcomings of the system, including an incoherent set
of overlapping regulations and a “race to the bottom”—
rather than to the top—in terms of excessively deregu-
latory competition, have now become clear. One overall
financial regulator may be too little but 60-plus of them
is obviously too many. A streamlining of such institu-
tions and a concentration of most regulatory and super-
visory activities among a smaller number of institutions
is certainly necessary.

Further, the questions of whether supervisory and
regulatory power over banks, and possibly other systemi-
cally important financial institutions, should be kept
within the central bank (as in the United States) or
whether such power should be given to another regula-
tor (as in the case of the United Kingdom’s FSA) is a
difficult and controversial issue. Some worry that taking
such power away from the central bank while maintain-
ing its role as the lender of last resort would reduce the
ability of the central bank to oversee financial vulnera-
bilities in specific institutions and in the overall financial
system (systemic risk). But as long as there is a proper
exchange of information between the regulator and
supervisor of banks and of other financial institutions
and the central bank, these informational issues can be
properly managed. The UK debacle over Northern
Rock was caused not by the existence of a single finan-
cial authority (the FSA) but rather—in part—by the
lack of coordination and proper information exchange
between the FSA, the Bank of England, and the UK
Treasury. Thus, the UK model of a single financial regu-
lator/supervisor is, in principle, superior to a model
where such powers are fragmented among many and
different institutions. But proper coordination and infor-
mation exchange is essential to make this system work.

10. Lack of international coordination

Finally, reforms of financial regulation and supervision
cannot be done only at the national level because regu-
latory arbitrage may lead financial intermediation to
move to jurisdictions with a lighter and less appropriate
regulatory approach. Indeed, the recent US debate on
reforming capital markets was driven—before the
current market turmoil—by concerns that a tighter
regulatory approach in the United States (such as the

Sarbanes-Oxley legislation) was leading to a competitive
slippage of New York relative to London in the provi-
sion of financial services.

In a world of financial globalization, mobile capital,
and lack of capital controls, capital and financial inter-
mediation may move to more lightly regulated shores.
Although the idea of a global financial regulator or
“sherift” is, for the time being, a bit far-fetched, a much
stronger degree of coordination of financial regulation
and supervision policies is necessary to avoid a race to
the bottom in financial regulation and supervision and
to prevent excessive regulatory arbitrage. Such interna-
tional coordination of financial policies is currently
occurring on a very limited scale and will have to be
seriously enhanced over time. In the euro zone, bank
supervision and regulation occurs only at the national
level, while the European Central Bank would serve as
the lender of last resort in the case of a systemic banking
crisis or when a major systemically important cross-
border institution gets into trouble. This remains an
untested model. Over time, financial supervision and
regulation within the euro zone will have to move from
the national level to a euro zone—wide level.

One further crucial set of issues that is left open is
the difficult one of “quis custodiet ipsos custodes?” or
“who will regulate the regulators?” How do we ensure
that we have a system where the regulators are not
effectively captured by the financial industry that they
regulate? How do we ensure that financial innovation is
not always a step ahead of regulation via regulatory arbi-
trage? And how do we ensure that the regulators have
the necessary skills and expertise to correctly implement
the appropriate regulations and supervision? These issues
of regulatory capture and the limited skills of regulators
and supervisors in the face of constant financial innova-
tion have been behind the regulatory failures that have
caused many of the recent financial crises, including the
recent one in the United States.

Indeed, while the recent financial crisis suggests that
self-regulation, market discipline, internal risk manage-
ment, and reliance only on principles rather than rules
does not work, the issue remains open of how to ensure
that new rules are actually implemented without further
regulatory arbitrage and regulatory capture of the
regulators. This is a most difficult question for which
there is no simple answer. The suggestion has been made
that as long as regulation is relatively simple, appropriate
liquidity requirements and capital sufficiency ratios are
possibly cyclically adjusted, and as long as reporting
requirements are made clear (among other things), the
possibility of regulatory arbitrage and regulatory capture
is limited. But this approach suggests moving away from
principles and relying somewhat more on simple—
rather than complex—rules that cannot be easily manip-
ulated by the regulated entities or by the regulators.
Still, appropriate regulation and especially appropriate
supervision require an element of thoughtful value

The Financial Development Report 2008 © 2008 World Economic Forum



judgment and assessment of risks that cannot be resolved

with excessively simple rules.

Conclusions

Financial stability is an important factor in assessing the
degree of development of a financial system. Excessive
stability may result in excessive regulation and restric-
tions on financial innovation and risk taking, and thus
may reduce the opportunities for long-run growth.
However, lack of stability that triggers financial crises
(banking crises, sovereign debt crises, systemic corporate
crises, household debt crises, and currency crises) is also
costly and inefficient, as it leads to severe economic
downturns and the large economic and fiscal costs of
cleaning up a financial system in distress and crisis. Thus,
financial stability is an important component of financial
development.

This chapter surveyed the causes and implications
of financial crises in both advanced and emerging market
economies in the last few decades. It also discussed the
main issues involved in reforming the regime of regula-
tion and supervision of the financial system to make it
more resilient in a world of financial globalization.
While financial crises will never be altogether eliminated,
the frequency and severity of booms and busts of asset
prices and credit that cause financial crises and cause
costly financial instability can be reduced if appropriate

supervision and regulation is applied.

Notes

1 Even authors who argue against monetary policy targeting of
asset prices (Bernanke and Gertler 1999, 2001; Ferguson 2005;
Kohn 2004, among others) tend to acknowledge the analytical
channels (wealth effects and credit constraints effects on con-
sumption and investment) that link asset bubbles to real and
financial variables. Also Greenspan referred to the link between
housing prices, private savings and the current account, a pretty
clear evidence of the impact of the recent US housing boom on
the real economy. And there is a general consensus among many
that monetary policy should care about the broader goal of finan-
cial stability.

2 See IMF 2000, 2003; Bordo and Jeanne 2002; Borio and Lowe
2002; Bordo 2003; and Helbling and Bayoumi 2003.

3 See Kawai et al. 2001. See also the exhaustive study of emerging
market crises by Roubini and Setser 2004.

4 The exchange rate policies of emerging economies can include
pegging their currency to the US dollar or providing very aggres-
sive foreign exchange intervention to manage their currency value
and control the rate of appreciation relative to the US dollar.

5 See Prince 2007.
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