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6/ounaons of financial systems

If financial systems are to be efficient and robust,
they must be set within a suitable legal and regula-
tory framework. The difficulties of financial institu-
tions in developing countries, discussed in Chap-
ters 4 and 5, have much to do with weak legal
systems, a lack of reliable financial information,
and inadequate prudential regulation. A system of
laws and regulations is needed to promote the use
of contracts that are clear about the rights and obli-
gations of contracting parties, to encourage disci-
pline and the timely enforcement of contracts, and
to foster responsible and prudent behavior on both
sides of the financial transaction. Prudent and effi-
cient financial intermediation calls for reliable in-
formation on borrowers, so adequate accounting
standards and auditing arrangements are essen-
tial. Governments must also ensure that financial
institutions (especially if they take deposits from
the general public) are acting honestly. These are
the objectives. This chapter examines the mea-
sures that can help to achieve them.

Financial contracts and debt recovery

Since ancient times, lenders have insisted upon
appropriate assurances of repayment. Their diffi-
culty has been that although they have considera-
ble bargaining power before they enter into a loan
agreement, the borrower is in the stronger position
once the money is handed over. The borrower may

waste or misuse the funds or simply refuse to
repay.

Under early Roman law, if the debtor did not
pay within a specified time after judgment had
been passed, creditors were at liberty to dispose of
the matter by selling him into slavery or executing
him. Later Roman law viewed this as rather harsh
and introduced a procedure whereby the whole of
the debtor's property could be seized and sold, but
the debtor was still not discharged from his liabili-
ties. Eventually, voluntary bankruptcy proceed-
ings with full discharge were introduced for the
unfortunate borrower who could prove that his
embarrassment was due to forces beyond his
control.

By the fourteenth century, after the rediscovery
of the Justinian codes of Roman law, debt recovery
in Italy and Spain was based on Roman proceed-
ings. These later influenced most of the countries
of continental Europe. Under English common
law, remedies were harsher. Defaulting debtors
were usually imprisoned during the Middle Ages,
and no distinction was made between honest but
unfortunate debtors and dishonest ones. More le-
nient treatment of honest debtors was first intro-
duced by statutory law in the sixteenth century.
Debtor prisons remained common almost every-
where well into the nineteenth century, but have
since been abolished (or at least used only in cases
of fraud).



Industrial countries introduced far more com-
plex bankruptcy statutes during the nineteenth
century to deal with a larger number of different
creditors. And in the twentieth century, with the
emergence of large corporations, reorganization
rather than liquidation became an important objec-
tive of bankruptcy statutesfirst in the United
States and more recently in other countries as well.

Apart from these ultimate remedies, creditors
have traditionally made extensive use of collateral
(mortgages, floating charges, liens, and so forth)
and personal guarantees to reduce the probability
and cost of default. Consequently, annual loan
losses of commercial banks in industrial countries
have typically been less than 1 percent of outstand-
ing balances (which has helped to keep total inter-
mediation costs at less than 4 percent). Nonper-
forming loans in many developing countries are
now 20 percent of total loans and in some cases
more. Profitable lending becomes almost impos-
sible at these default rates, because few invest-
ments will yield returns high enough to cover the
interest that must be charged (see Box 5.5 in Chap-
ter 5). Only optimistic speculators or borrowers
who intend to defraud the lender would be willing
to borrow large sums at real rates of interest in
excess of 10 or 15 percent.

The ultimate security of the lender is the com-
mercial success of the borrower. This should be the
primary basis for the decision to lend. But it is
often difficult for lenders to assess the probability
that a project will succeed. People who write elo-
quent loan and project proposals are not necessar-
ily good managers or entrepreneurs, and vice
versa. Bankers have thus traditionally been very
conservative in their lending decisions and have
relied largely on the track record of loan appli-
cants. This inevitably meant that people with sub-
stantial wealth could borrow more than others.
Since wealth can be acquired by inheritance as well
as by entrepreneurial gifts, the governments of
many developing countries viewed lending on the
security of personal property as in conflict with
their development objectives. For example, the
Tandon study group appointed by the Reserve
Bank of India pointed out in the early 1970s that
"nationalization of the major commercial banks

called for a new policy with respect to deposit
mobilization. . . and equitable disbursal of credit.
The banking system was asked to adopt a new
approach as a credit agency, based on develop-
ment and potential rather than on security only, to
assist the weaker sections of society . . . the
security-oriented system tended to favor borrow-

ers with strong financial resources, irrespective of
their economic function" (Banking Laws Commit-
tee 1978, p. 77). This approach overlooks the fact
that credit decisions are rarely the best way to deal
with social inequities.

Developing the legal foundations

The development of clear legal rules concerning
the economic rights and obligations of different
agents should go hand in hand with economic and
financial development. In rural societies local sanc-
tions have played an important part in limiting dis-
honesty by contracting parties (see Chapter 8), but
urbanization has made local sanctions less effec-
tive. More complex rules and regulations are re-
quired to govern the impersonal relations of mod-
ern commercial life. And the emergence of large
corporations has called for a continuously evolving
set of rules to resolve the shifting conflicts of inter-
est among shareholders, managers, bondholders,
employees, and consumers.

Most developing countries have legal systems
that were imposed during colonial rule. These
were often at odds with local custom. Indonesia's
sophisticated system of customary adat law uses
legal concepts (for example, with respect to land
tenure) that are quite different from those in the
civil and commercial codes imported by the Dutch.
Under the Dutch, adat law applied to Indonesians
and Dutch law to Europeans and modern institu-
tions such as companies and banks (since adat law
does not cover loan contracts or similar transac-
tions). These parallel systems are still in use today.
Inevitably, they cause conflict and uncertainty, and
weak judicial administration has compounded the
problems. As a result the legal system has a dimin-
ished role in the settlement of disputes. Even in
countries with only one legal system, the difficul-
ties can be severe. A report of the Indian Banking
Laws Committee (1978, p. 76) observed that "the
present chaotic state of our credit-security law,
particularly of our personal property security law,
is primarily due to the application of archaic princi-
ples and concepts of Common Law developed a
century ago."

In contrast to other developing countries, Korea
and Thailand have imported and adapted foreign
legal systems on their own initiative. Korea en-
acted new codes based on German law in 1958 and
1962 (see Box 6.1). Thailand adopted a civil and
commercial code based on the French and German
codes in 1923. Japan had done the same in 1898
and 1899. In all three cases local customs and polit-
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Box 6.1 Civil and commercial law
in Korea

Korea is one of the few countries that have intro-
duced a comprehensive Western system of law on
their own initiative. Like China, Korea was tradi-
tionally a Confucian society in which relations
were structured not according to law but accord-
ing to ideas of familial hierarchy, with the king or
emperor at the top. After a period under Japanese
domination (and Japanese civil law), the newly
independent Republic of Korea set out to devise
an entirely new legal framework. New civil and
commercial codes were enacted in 1958 and 1962.
Both were modeled largely on the German civil
and commercial codes but contained significant
changes to reflect local customs and traditions,
particularly with regard to family law and succes-
sion. The Korean codes introduced some interest-
ing innovations. For example, Korean law permits
the use of mortgages on real property to secure
future advances under a line of credita useful
device that is not usually allowed by civil law.

Like most other civil codes, modern Korean law
distinguishes between ordinary people and mer-
chants; the commercial code applies only to the
latter. Contractual obligations are more clearly de-
fined than in most other developing countries,
and enforcement is swift. Reorganization and
bankruptcy are modeled on the U.S. bankruptcy
code, which emphasizes the rehabilitation of a
corporate debtor rather than the distribution of its
assets to creditors.

ical conditions when the new codes were intro-
duced were quite different from those prevailing in
the countries whose legal systems were used as
models. But the need to furnish their economies
with a legal infrastructure that would facilitate ex-
change and financial intermediation was pressing.
All three governments adapted the foreign codes
to local customs (particularly with respect to family
law) and to economic circumstances.

In some countries inherited legal systems have
not been updated to meet the changing needs of
the economy. In addition, commercial laws may be
weakly enforced because of cumbersome proce-
dures or because inadequate resources are devoted
to the task. But just as too few rules can create
uncertainty, so can too manyespecially if they
keep changing.

To make their legal systems more effective, gov-
ernments need to provide for acceptable collateral
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(an issue closely related to the assignment and
transferability of property rights), to rationalize
company legislation (especially with regard to dis-
closure of information and bankruptcy and reor-
ganization proceedings), and to strengthen law en-
forcement. Contract performance can be improved
by making breach of contract more costly. Provi-
sion of security, such as pledged or mortgaged as-
sets and third-party guarantees, is one approach.
Lenders can ensure repayment in other ways too:
by attaching covenants to the loan contract, by ap-
pointing a representative to the board of directors,
through contingent ownership of assets (by means
of convertible debt securities, for example), and by
closely monitoring the borrower.

Property rights and collateral

The legal recognition of property rightsthat is,
rights of exclusive use and control over particular
resourcesgives owners incentives to use re-
sources efficiently. Without the right to exclude
others from their land, farmers do not have an
incentive to plow, sow, weed, and harvest. With-
out land tenure, they have no incentive to invest in
irrigation or other improvements that would repay
the investment over time. Efficiency can be further
served by making property rights transferable. A
farmer might then sell his land to a more produc-
tive farmer and take up another occupation for
which he is better suited. Together, these rights to
use, benefit from, and freely dispose of an asset
constitute ownership.

China's rural economic reforms consisted mainly
of restoring land tenure to households. Farmers in
China do not own their land, but tenure is now
fairly long term; it amounts to the leasehold con-
cept of common law. Farmers can use this lease-
hold as collateral. The success of the reforms dra-
matically illustrates the benefits that can spring
from changes in an economy's legal infrastructure.

Property rights are not usually absolute. The
state claims a share of the benefits from the use of
resources in taxesto pay for, among other things,
the protection of property rights from external and
internal threats. Societies recognize many other re-
strictions on property rights for the common good,
including the right of eminent domain to build
roads, harbors, power lines, and other infrastruc-
ture. Property rights may also be limited in time
for example, through leasehold of land rather than
absolute ownership or (less directly) through in-
heritance taxes applied to a broad range of assets.

Changes in the value of resources as a result of



economic development may require an expansion
and redefinition of property rights from time to
time, especially since conflicts between rights over
different resources cannot be fully avoided. As re-
sources become scarcer and more valuable, prop-
erty rights become more important. Gradually,
they have been extended to formerly "free" goods
such as pastures, water, coastal fishing zones,
broadcast frequencies, geostationary satellite or-
bits, technical inventions, and other intellectual
property. Property rights are becoming universal,

MORTGAGES. The assignment and transferability
of property rights promote economic efficiency di-
rectly by creating new incentives, but also indi-
rectly by making financial intermediation possible.
They do this by allowing borrowers to offer secu-
rity in the form of mortgages over real estate or
other collateral. Some assets are better collateral
than others. Immobile, general purpose assets,
such as real estate, have very desirable properties:
they cannot be easily misappropriated, and they
can be quickly resold for an amount close to the
purchase price. A copper smelter, in contrast, re-
tains its value only if it can compete with other
plants and the price of copper does not fall. Exten-
sive debt financing of copper smelters is therefore
risky.

When taking collateral, the lender is mainly in-
terested in the efficient transfer of property rights,

because the security is invoked only in the case of
default and may deteriorate or disappear if too
much time elapses before he can take possession.
Mortgages over land and other real estate are
therefore one of the best forms of collateral. In
most countries real estate accounts for between
half and three-quarters of national wealth. If own-
ership is widely dispersed, tenure is secure, and
title transfer is easy, real estate can be good collat-
eral for nearly any type of lending (see Box 6.2).
Unfortunately, these conditions are not always
met in developing countries. Land distribution is
often skewed, tenure (if any) insecure, and title
transfer cumbersome. One key to a smoothly func-
tioning system of land tenure is land registers sup-
ported by cadastral surveys. In many developing
countries these are still woefully inadequate or
missing altogether.

Often, a loan secured with real estate will finance
not the acquisition of real estate but something en-
tirely different, perhaps a new entrepreneurial
venture. The risk for the lender remains low be-
cause the borrower is bearing the entrepreneurial
risk. But if the entrepreneur has no suitable collat-
eral, the risks to the lender increase dramatically.
The lender will then need far more information
and perhaps a share in the proceeds if the venture
proves a success. Venture capital, equity participa-
tion (with or without parallel loans), debt securi-
ties convertible into equity, and profit sharing ac-

Box 6.2 Financial and economic effects of land tenure in Thailand

Thailand has a relatively efficient system of land ten-
ure, title transfer, and use of collateral. In 1901 the gov-
ernment introduced the Torrens system in which land
titles are based on cadastral land surveys and regis-
tered with central land record offices. The use of land
as collateral increased significantly, but land registra-
tion was concentrated in the more heavily populated
areas. In the early 1960s half of the land area of Thai-
land was designated as national forest reserve, includ-
ing land that was already being farmed. Most farmers
in the forest reserve have no transferable title to their
land, but the government has enforced the forest re-
serve policy flexibly and has not evicted farmers.
About one-fifth of the farmed land does not have se-
cure and transferable title.

Although uncertainty about continued possession
does not seem to worry untitled farmers, lack of titled
ownership affects their access to institutional credit.
Untitled farmers cannot provide collateral and are lim-

ited to borrowing on the basis of personal or group
guarantees or from moneylenders. (Moneylenders
charge interest rates of 40-50 percent, compared with
about 15 percent for loans from financial institutions.)
In a sample study of matched groups of titled and unti-
tled farmers, titled farmers were able to borrow on av-
erage three times more per acre of land. Secure land
title not only affected the ability to obtain mortgage
credit (which accounted for half of all credit among
titled farmers) but also doubled access to unsecured
credit.

Thanks to easier access to credit, titled farmers made
significantly more land improvements and used signifi-
cantly more machinery and other inputs. As a result
they enjoyed 12-20 percent higher farm revenues and
12-27 percent higher productivity than untitled
farmers in similar regions. The government has re-
cently taken steps to improve land tenure for untitled
farmers.

I
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Box 6.3 Islamic banking

Several Islamic countries have recently introduced
banking on Islamic principles. They include Iran,
Malaysia, Pakistan, and Saudi Arabia. Islamic
principles permit profit but do not allow fixed in-
terest on deposits or loans. Nevertheless, Islamic
banking can be made to work quite well and pro-
vides an interesting contrast to commercial bank-
ing practices elsewhere. In countries such as Paki-
stan the introduction of Islamic banking has
improved the functioning of the financial system
in some respectsfor example, by making returns
to financial instruments more market-driven.

Islamic banks offer savers risky open-ended mu-
tual fund certificates instead of fixed-interest de-
posits. (This is not unlike cooperative banks and
mutuals in the West, where deposits earn variable
interest and double as equity.) Difficulties arise on
the lending side. Arrangements to share profits
and losses lead to considerable problems of moni-
toring and control, especially in lending to small
businesses. In practice, profit sharing under
musharakah agreements is often based on prior es-
timates of profit. Another way to avoid explicit
interest charges is to combine commercial and fi-
nancial contractsfor example, through hire-
purchase arrangements or advance purchase by
banks of inputs which are then resold at a
markup.

Another difficulty has been to devise suitable
government securities. A rather liberal interpreta-
tion of Islamic principles would permit discounted
securities. Other possibilities include linking re-
turns to nominal GDP growth or to the return on
certain revenue-earning public projects.

I

cording to Islamic principles (see Box 6.3) are all
examples of such arrangements.

In some countries other assets can serve as col-
lateral. Inventories and other movable goods are
inherently poor collateral because they have com-
paratively little value, are destructible, and can be
sold privately and informally. They are difficult to
use as collateral when left in the possession of the
borrower. A partial solution is to make some goods
legally "immovable" by creating special title regis-
ters. This is feasible only for a few large and high-
value movables, such as ships, aircraft, motor ve-
hicles, or industrial machines. Another solution is
to store commodities of a standardized quality in
certified warehouses and issue warrants. Rice
warehouse warrants have been used in Japan for

several centuries. The spread of such facilities in
various countries has increased the use of invento-
ries as collateral.

For goods in transit, the bill of lading can serve
as security. Documentary export-import credit is
an important application of this sort of collateral.
Korea and some other countries have further de-
veloped this idea by creating a domestic letter of
credit based on an irrevocable export letter of
credit. In this way the primary exporter can extend
his creditworthiness to suppliers of intermediate
inputs.

DEBT RECOVERY. Legal systems in developing
countries often favor the borrower by making it
hard for the lender to foreclose on collateral. Origi-
nally, such provisions were intended to protect
small borrowers against unscrupulous moneylend-
ers, but today they may adversely affect the ability
of state-owned commercial banks to collect on
loans. This raises the costs of intermediation and
weakens banks' portfolios; as a result the ability of
lenders to extend loans to new and creditworthy
borrowers is undermined. Creditors often have to
sue the defaulting debtor for payment, which in
many countries in South Asia, for example, may
take several years. Once a judgment has been ob-
tained, the creditor may then have to sue for exe-
cution of his claim. Five to eight years may pass
from the date of nonpayment to the final recovery
of the collateral. Pakistan is among the countries
that have recently taken legal and procedural steps
to speed this process (see Box 6.4).

Cumbersome recovery procedures have led to
new lending arrangements that redress the bal-
ance in favor of the creditor. Hire purchase and
leasing may have become popular partly because
the lender retains title to the asset being financed
and can take possession without any legal formali-
ties if the borrower is late in paying. Leasing also
owes its popularity to its role in circumventing in-
terest rate controls and taxes. It has often restored
access to financing that excessive bank regulation
and weak legal systems had blocked.

Company law

Large enterprises have become an important part
of modern economic activity in most industrial and
developing countries. Today, the largest 100 corpo-
rations typically account for between 30 and 50
percent of total manufacturing production in in-
dustrial countries. Industrial concentration is often
even more pronounced in developing countries.



Box 6.4 Commercial law enforcement
in Pakistan

Pakistan's financial institutions have suffered
badly from excessive arrears. Matters did not im-
prove when the major commercial banks were na-
tionalized in the 1970s. Enforcement of loan con-
tracts in default was too slow to have much
disciplinary effect on borrowers. Often it took five
years or longer before the bank could foreclose on
mortgaged property.

Recognizing the problem, the government es-
tablished a system of special banking courts in
1979. In 1984 a corresponding system was estab-
lished to deal with loan recovery for the newly
introduced Islamic financing instruments. Prob-
lems remain, however. Debtors can still challenge
court rulings at every step, and five-year delays
can still occur. More special courts are to be estab-
lished over the next two years, and their jurisdic-
tion will be narrowed to exclude very small
claims. Once a bank has obtained judgment from
a special court, it will no longer have to apply
separately for execution of the decree.

An institutional innovation of the nineteenth
century made this possible: the general incorpora-
tion of joint-stock companies with limited liability.
Until the 1850s free incorporation and limited lia-
bility were viewed with considerable skepticism.
General incorporation was prompted by the large
capital requirements of railway construction,
which could not be met by the small private bank-
ing houses.

The new companies called for rules and regula-
tions to protect the interests of shareholders, credi-
tors, and other interested parties, including em-
ployees. The resulting structure of control features
agents (directors or independent auditors) who
monitor management on behalf of the owners;
elaborate accounting, information, and disclosure
procedures; disciplinary systems that align the in-
terests of managers and owners; and a clear as-
signment of responsibilities. With hundreds and
sometimes millions of shareholders, limited liabil-
ity became essential. Individual shareholders had
little influence over the affairs of the company.
They had become "investors," in some ways cred-
itors more than owner-managers. Limited liability
shifted more of the risk to other creditors. As a
result better bankruptcy and reorganization rules

were needed too, so that creditors could take con-
trol if the company ran into difficulty. And most
countries have enacted labor laws to offer employ-
ees some protection against unscrupulous owners
and managers.

State or private ownershipdoes it matter?

An alternative to the joint-stock structure for man-
aging large enterprises is state ownership. Some of
the first big industrial enterprises and financial in-
stitutions were publicly owned. State ownership is
the predominant form of industrial organization in
centrally planned economies, and state-owned en-
terprises account for a substantial part of the econ-
omy in many other countries. In a sample of nine-
teen developing countries in 1984 and 1985, state
enterprises accounted for an average of 13 percent
of GNP and 31 percent of domestic investment;
they were concentrated in capital-intensive heavy
industry and utilities such as steel, chemicals, elec-
tricity, oil, and gas. Intermediate forms of "owner-
ship" such as cooperatives, mutuals, foundations,
and franchises have also become common. State
enterprises in some countries are legally consti-
tuted as joint-stock corporations; some of these
(but not all) seem to operate like private enter-
prises.

Successful public enterprises such as British
Steel, Renault (before its recent difficulties), and
Brazil's Empresa Brasileira de Aeronáutica (EM-
BRAER) are often cited as proof that public enter-
prises can be as efficient and innovative as private
enterprises. Indeed, it is often argued that owner-
ship does not matter as much as the independence
and accountability of management and the extent
of competition.

In practice, however, the form of ownership goes
a long way to determine the environment within
which management operates. Lines of authority
and responsibility are often blurred in state enter-
prises. Their chief executives usually take orders
from various government agencies, their freedom
to reward and discipline employees is circum-
scribed by rules of seniority and guaranteed em-
ployment, and their own compensation is rarely
linked directly to profits. Understanding these
drawbacks, some governments have tried to create
a self-regulating regime for their state enterprises.
But the boundary between the government's do-
main and the market's is ambiguous. Economies of
scale, externalities, and scarcity of information
cause complications that may prompt govern-
ments to intervene.
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Bankruptcy and reorganization

For centuries bankruptcy procedures have enabled
creditors to recover their resources from debtors
who defaulted. The emergence of large corpora-
tions, however, called for a new approach. When a
company is having difficulty in servicing its debt,
reorganizing the enterprise might yield higher re-
turns to its creditors than closing it down and sell-
ing its assets. Reorganization might mean resche-
duling its interest and principal payments,
reducing its interest charges, downgrading the
quality of claims against it (for example, by releas-
ing mortgage liens or by swapping debt for eq-
uity), or reducing or canceling its debts.

Such a far-reaching modification of the rights of
creditors cannot be taken lightly and can be justi-
fled only if it is in their best intereststhat is, if it
will make them (or society) better off than debt
recovery through liquidation. Reorganization may
also weaken the incentives for good performance,
particularly if the present management is left in
place. Reorganization becomes more difficult as
the number of creditors grows. Rules are needed,
for example, to ensure that a few small creditors
cannot jeopardize a reorganization plan that is in
the interests of the majority.

Few developing countries have well-developed
laws and procedures for reorganization. Often the
task is delayed and takes place only through ad
hoc government intervention. Indonesia's bank-
ruptcy code, for instance, has rarely been used.
China and Hungary have recently reintroduced
bankruptcy regulations because state enterprises
are becoming more independent and the private
and cooperative sectors are expanding. Because
many developing countries are now trying to rely
more on decentralized decisionmaking, market
forces, the private sector, and financial intermedia-
tion, they too will need to introduce procedures for
corporate restructuring that go beyond liquidation
and bankruptcy. To ensure that such procedures
do not encourage managers to take excessive risks,
governments could devise penalties for reckless-
ness and fraud and for concealing the insolvency
of a corporation.

Timely and accurate accounts

Because financial claims cannot be fully secured,
monitoring and information are essential. In infor-
mal financial markets, information is usually ob-
tained as a by-product of other activities of the
lenderfor example, through his trading with the
borrower. For larger organizations, more formal
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monitoring techniques are necessary, both for in-
ternal use to monitor the performance of subunits
and for use by outsiders with a legitimate interest
in the performance of the corporation. These tech-
niques are management accounting and financial
accounting, respectively.

Standardized accounting concepts and princi-
ples were developed only after the financial crises
of the 1920s and 1930s. Before then, there was no
urgent need to standardize the conventions of
management accounting: owners and managers
set their own rules. But with the emergence of
general incorporation and limited liability, stan-
dardized information became essentiala point
brought home forcefully during the 1930s, when
many small investors lost their savings because
they trusted inaccurate financial statements.

Governments responded by tightening account-
ing and auditing requirements in a number of
ways. In the United States, for example, the Secu-
rities and Exchange Commission (SEC) was cre-
ated to regulate securities markets and to make the
financial process more transparent. The SEC
turned to the professional association of accoun-
tants to develop accounting concepts (such as fair
market value, consistency, accrual, going concern)
and detailed rules, or "generally accepted account-
ing principles," that became binding on the pro-
fession. A similar approach was adopted in the
United Kingdom and in many Commonwealth
countries.

Continental Europe and Japan and several other
countries adopted a somewhat different approach.
They placed greater emphasis on detailed rules
laid down in company laws, usually with particu-
lar stress on prudence (historical cost accounting)
as opposed to fair value, and on a larger role for
the tax authorities in defining accounting rules. In
many of these countries, tax accounts and financial
accounts must be drawn up on a fully consistent
basis.

Because of these and other differences in ap-
proach, company accounts cannot be easily com-
pared across countries. For example, companies in
Germany, Japan, Korea, and Thailand usually ap-
pear highly leveraged (that is, with high levels of
debt relative to net worth) when compared with
companies in Argentina, Brazil, Canada, or the
United States. Most of the difference, however, is
due to different accounting conventions. The first
group relies more on historical cost accounting,
with many assets (especially land) valued at less
than their market value, whereas the second group
regularly revalues some or all assets. In many
countries with high inflation, full revaluation has



become the rule because historical cost accounting
becomes virtually meaningless under such condi-
tions. Market valuation can be equally trouble-
some for assets with drastic, cyclical changes in
value (for example, some types of securities, raw
materials, and commercial real estate).

Efforts have recently been made to harmonize
accounting and auditing practices internationally
through the International Accounting Standards
Committee and, in a more far-reaching way,
within the European Community. The result is a
convergence of the Anglo-Saxon and continental
approaches, with greater standardization of finan-
cial statement formats on the one hand and a
greater use of the concept of fair market value on
the other.

In developing countries accounting and auditing
practices are sometimes weak, and financial laws
and regulations do not demand accurate and
timely financial reports. Developing an effective
accounting and auditing profession is essential for
building efficient financial markets, and projects to
do this have recently been introduced in Indonesia
and Madagascar, for example. Training and educa-
tion are the main requirements, but appropriate
regulation and regulatory bodies are also needed.

Timely accounts are very important for financial
institutions. Annual or quarterly accounting might
be sufficient for most nonfinancial firms, but finan-
cial institutions can lose their risk capital virtually
overnight if, say, they hold large open positions in
foreign exchange or futures and options contracts.
Internal and external financial reporting therefore
needs to be much more frequent, with certain
kinds of information available to management
daily.

Prudential regulation of financial
institutions and markets

Procedures for settling private disputes are set
forth in most company laws, commercial codes,
and special banking acts, but the development of a
sound financial system requires additional mea-
sures. Prudential supervision by government au-
thorities is warranted for banks and some other
financial institutions and markets. Banks hold an
important part of the money supply, create money,
are the main means of implementing monetary
policy, administer the payments system, and inter-
mediate between savings and investments. Prob-
lems in one bank can quickly spread through the
entire financial system. Bank failures have mone-
tary and macroeconomic consequences, disrupt
the payments system, and lead to disintermedia-

tion (which decreases the mobilization of resources
and the availability of finance for investment).

As financial systems develop, different institu-
tions evolve to take over some activities formerly
performed by banks and to provide new services.
All these institutions, old and new, are integrated
in an increasingly complex financial system. This
complexity limits the ability of creditors to exercise
effective control and calls for prudential regulation
and supervision.

Regulation of banks

Bank supervisors in many developing countries fo-
cus on compliance with monetary policy regula-
tions, foreign exchange controls, and economic
policy regulations such as those for allocating
credit. They pay relatively little attention to the
prudential aspects of financial monitoring. For ex-
ample, in many countries supervisors make no in-
dependent assessment of the quality of assets and
give scant regard to accounting procedures and
management controls. Together with macroeco-
nomic instability and the lack of adequate leg-
islation, this is one of the main causes of bank
insolvency.

Governments in developing countries are preoc-
cupied with faster economic growth; they see
banks as an instrument for promoting the desired
investments. Often, however, these investments
are the most risky from a bank's point of view, so
the volume of credit extended to them remains less
than the governments would like. The govern-
ment reaction is often to force the banks to extend
credit to priority sectors. This policy has been pur-
sued without adequate attention to the risks in-
volved. With the benefit of prudential regulation
and supervision, however, governments can ob-
tain information about the consequences of their
policies while there is still time to modify them.

The goal of bank supervision, then, is to pro-
mote a safe, stable, and efficient financial system.
The main task is to prevent bank failures, but this
does not mean that financial institutions should
not be allowed to fail. Bank supervisors must try to
identify problems at an early stage and intervene
before the situation gets out of hand. For this rea-
son they have to be organized in such a way that
they are constantly aware of developments.

ORGANIZATION. In many developing countries
supervision tends to rely predominantly on analy-
sis of bank reports or on bank inspections. Off-site
supervision cannot assess risk adequately, and in-
spections tend to be too infrequent. Effective su-
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Box 6.5 Elements of a bank supervision system

An adequate system of bank supervision should allow
for both off-site supervision and on-site inspection.
The task of the off-site supervisors is to analyze reports
of the banks, identify possible problems, and propose
remedies. Banks in most countries have to submit
monthly balance sheet information for purposes of
monetary control. It would make sense to combine the
two reporting requirements.

After receiving the reports, the off-site supervisors
should:

Check their completeness, accuracy, and consis-
tency
Check their compliance with prudential ratios and
regulations
Analyze the financial situation of the bank and
identify the main changes in financial ratios
Identify other risks such as foreign exchange risks,
interest rate risks, and concentration risks
Prepare a summary for the management of the su-
pervisory agency and recommend action.

The on-site inspectors should check the accuracy of

the periodic reports to the supervisor and analyze
those aspects of a bank that cannot be adequately mon-
itored by off-site supervision. Inspections, however,
should not become audits. They should focus on the
bank's main activities and on the potential problems
that were identified by off-site supervision. Inspections
should assess the quality of assets, management and
control procedures, and accounting systems. The in-
spectors should:

Study the main credit files (and a sample of smaller
files) to assess the lending procedures and the
quality of the loans
Evaluate lending procedures and review minutes
of meetings of the credit committee and the board
of directors
Check management information systems and in-
ternal controls, especially with regard to the activi-
ties of branches and subsidiaries
Evaluate accounting procedures, especially those
for provisioning and interest accrual.

pervision calls for both. Off-site supervisors
should analyze reports periodically submitted by
the banks, and on-site inspectors should verify
their accuracy, obtain detailed information about
potential problem areas, and review the elements
that off-site supervisors cannot properly assess.
Box 6.5 goes into this in more detail.

LICENSING. The purpose of licensing should be
to ensure adequate capitalization and sound man-
agement, not to limit entry or restrict competition.
Bank supervisors should have the authority to
screen potential owners and managers to prevent
those lacking adequate professional qualifications,
financial backing, and moral standing from obtain-
ing a banking license. In many countries restric-
tions on entry into banking are so severe that they
cause oligopolistic practices and suppress competi-
tion.

Sometimes entry restrictions are defended by cit-
ing the poor quality of the existing banks' portfo-
lios. The supervisors fear that these banks could
not withstand competition from new institutions
with "clean" portfolios. If portfolios are weak be-
cause of government lending directives or drastic
adjustment programs, a good case can be made for
cleaning up the balance sheets of the existing
banks before liberalizing entry. More generally,

however, managers and shareholders should be
held responsible for past mistakes. If that means
losing market share to leaner and more efficient
competitors and, in extreme cases, bankruptcy or
reorganization, so be it. But liberal entry into fi-
nancial services should not mean unqualified en-
try. Several countries with easy entry (Egypt,
Thailand, and Turkey, for instance) have experi-
enced problems with unregulated, undercapital-
ized, and poorly managed banks and other finan-
cial institutions.

CAPITAL ADEQUACY. Banks need capital to absorb
unusual losses. The need to maintain an adequate
capital-to-assets ratio exerts discipline on lending.
Regulations should set minimum guidelines for
capital adequacy that cover both assets and items
not listed on the balance sheet (such as guarantees
and lines of credit). Standards of capital adequacy
can take account of different degrees of risk by
requiring, for example, 100 percent capital for
high-risk items such as industrial shares, 10 per-
cent for unsecured loans, 5 percent for secured
loans, and so on. The recent agreement among
major industrial countries on standards of capital
adequacy uses risk weights and might serve as a
starting point for others. In many countries finan-
cial institutions were significantly undercapitalized



even before portfolio and other losses were recog-
nized. Government-owned banks, in particular,
often operate with little capital. When government
officials and the public at large believe that state
ownership is a guarantee against failure, the man-
agement is not subject to the discipline that capital
adequacy requirements would provide for a pri-
vate institution.

ASSET CLASSIFICATION AND PROVISIONING. Banks
in developing countries rarely make realistic provi-
sions for potential losses or problem assets. Often
they fail to write off or provide for actual losses or
to suspend interest on nonperforming loans. As a
result their balance sheets and income statements
are misleading. Bank supervisors should be able to
require banks to make appropriate provisions for
loan losses, to write off uncollectible assets, and to
suspend interest on nonperforming loans.

LIQUIDITY. In many developing countries banks
have to comply with a short-term liquidity ratio.
This ratio is often used more as a reserve require-
ment for purposes of monetary policy than as a
prudential measure to guard against lack of liquid-
ity. Liquidity risk arises because banks borrow
money at short maturities and lend it at long. The
risk is not just that a bank will not be able to repay
depositors' money when called, but also that inter-
est rates on short-term liabilities will rise faster
than those on longer-term assets. Ratios therefore
need to be set and monitored for long-term as well
as short-term liquidity.

PORTFOLIO CONCENTRATION. Limits on lending as
a percentage of a bank's capital are necessary to
prevent the concentration of risk in a single bor-
rower, a group of related borrowers, or a particular
industry. Some developing countries set no lend-
ing limits at all. In others the limits are set at im-
prudent levels, in some cases exceeding 100 per-
cent of bank capital. Ghana's central bank had
legal authority to set lending limits but until re-
cently did not do so. The resulting concentration of
risk eventually led to the technical insolvency of
several major banks.

ENFORCEMENT POWERS. In many countries super-
visors can impose fines and penalties for criminal
acts and violations of specific banking statutes.
There may, however, be little they can do to ad-
dress unsafe and unsound banking practices.
Their options are either to cancel the banking li-
cense or to do nothingneither of which is accep-

table. Supervisors could be empowered to take
certain intermediate steps: impose fines for un-
sound practices, suspend dividends, deny re-
quests to expand the number of branches or un-
dertake new corporate activities, issue cease and
desist orders, remove managers or directors, and
hold directors legally accountable for losses in-
curred through illegal actions and willful contra-
ventions of prudential regulations. The lack of
such powers often causes inaction.

RESTRUCTURING. Bank supervisors try to mini-
mize losses by intervening at or near the point of a
bank's technical insolvency. Poor information, an
inadequate legal framework, and lack of political
will often permit banks to stay open, multiplying
their losses, even alter they have lost their book
capital many times over. In many developing
countries banks are subject to the same bankruptcy
and restructuring procedures as nonfinancial cor-
porations. While bank restructuring is under way,
depositors may not have access to their funds. In
addition, shareholders may retain an equity inter-
est which they use to obstruct plans to recapitalize
and transfer ownership. If supervisors are to dis-
pose of insolvent banks quickly, they must be
granted authority to close a bank; to replace its
management and directors; to dissolve existing
shareholder interests; to purchase, sell, or transfer
bad assets; and to merge, restructure, or liquidate
as necessary.

AUDITS. In some developing countries the au-
thorities require no external audits of banks. In
others audits are performed, but there are no clear
guidelines on the standards to be used or on the
scope, content, and frequency of the audit pro-
gram. As a result audits are often inadequate and
misleading. Indeed, it is not uncommon for banks
that are known to be insolvent to be given clean
audit reports. The prudential framework therefore
needs to set minimum audit standards and to pre-
scribe the form and content of the related financial
disclosures.

POLICY PRIORITIES AND POLITICAL WILL. To be ef-

fective, prudential regulation must be backed by a
political commitment to supervision and enforce-
ment. The supervisory body must be given clear
policy goals, and it must be independent. Too of-
ten in developing countries, supervisors are un-
dercut by political interference. Such interference
was blatant in the Philippines in the 1970s and
early 1980s, when supervisors feared reprisals if
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they attempted to discipline bank managers; it
happens in a subtler form in many countries. Once
aware of the scale of a banking problem, govern-
ments often postpone the day of reckoning. When
they finally act, the cost of putting matters straight
may be far greater.

One sign of political commitment is the amount
of resources given to the supervisory agency. If the
government means business, it must give the su-
pervisory agency clearly defined responsibilities
and then support that mandate with adequate
funds for staffing and training. Bank supervisors
must be offered good compensation and career
prospects if they are to resist corruption and com-
mand the respect of the institutions they super-
vise. If the civil service cannot attract personnel of
the required quality, it might be sensible to have
banks examined by private auditing firms and to
recover the costs through a general levy on banks
(with due care to avoid conflicts of interest).

Regulation of other financial institutions

Many of the principles of bank supervision and
regulation also apply to other financial institutions,
such as finance companies, insurance companies,
pension funds, and mutual funds. A vital test in
deciding on the extent of regulation is the number
and type of creditors. Financial institutions that do
not have deposit-like liabilities to the general pub-
lic need not be regulated as closely as those that
do, because their deposits are not part of the pay-
ments mechanism and their insolvency is not as
costly to the economy. The general provisions of
commercial and company laws may therefore be
adequate. Conversely, those financial institutions
that are like banks in all but name (for example,
some investment funds) should be just as closely
regulated and supervised (see Box 6.6).

INSURANCE. Insurance companies are usually
heavily regulated in both industrial and develop-
ing countries. These regulations have often been
introduced in response to failures or fraud. Regu-
lations typically provide for compulsory disclosure
of information, government supervision with im-
plicit or explicit guarantees of solvency, oversight
of contract terms and conditions, controls on en-
try, restrictions on investment portfolios, and rules
concerning prices or profits. Regulation to pro-
mote transparency is desirable, but many of these
measures limit competition and efficiency. For ex-
ample, instead of insisting that a large share of
insurance assets be placed in low-interest govern-
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Box 6.6 Investment funds in Egypt

The recent experience of Egypt illustrates the need
for adequate regulation and supervision of non-
bank financial intermediaries that take deposits
from the general public. Investment funds were
organized in the mid-1970s to handle remittances
from Egyptian workers abroad and the savings of
small investors. These Islamic investment compa-
nies paid profit-related returns, sometimes as
high as 30 percent a year. They were not required
to conform to banking regulations and did not
come under the supervision of the central bank.

Some of these institutions have faced increasing
difficulties in the past two years, and their finan-
cial condition has deteriorated. Many had made
large initial profits through trade finance not oth-
erwise available to importers or through foreign
exchange transactions in the parallel market.
Some paid high dividends to earlier depositors
out of funds paid in by new depositors. When
deposit growth slowed, some could no longer pay
the promised high returns. To prevent further de-
terioration, the government had to step in.

A law regulating the investment funds was
passed in 1988. It restricts deposit taking to joint-
stock companies, imposes minimum capital stan-
dards, and vests regulatory oversight with the
Capital Markets Authority.

I

ment bonds, portfolio restrictions should require
that risks be adequately diversified. Life insurance
and other contractual savings schemes would then
be more attractive to savers. Investments in shares
and corporate bonds have often been severely re-
stricted, eliminating a potentially important source
of long-term capital.

SECURITIES MARKETS. An appropriate regulatory
framework for securities is needed to increase in-
vestor confidence. Regulation is unlikely to be sat-
isfactory if left entirely to the market. The experi-
ence of many countries shows that some
government guidance is desirable. In Hong Kong,
for example, the stock market collapsed in 1973
partly because of insider abuses. A new securities
commission helped to restore confidence. It was
able to persuade brokers and underwriters that an
orderly market which protected investors was in
their own long-term interests.

The regulations need to provide for adequate
disclosure of information about companies so that
investors can make informed decisions; they need



to license securities intermediaries and to curtail
improper activities in the market, especially the
use of privileged information by corporate officers
and directors for their personal gain (insider trad-
ing). These regulations are usually embodied in
the company laws that form the legal framework
for joint-stock companies.

If securities firms and the securities market as a
whole are to perform efficiently, the firms must be
profitable and well capitalized and have profes-
sionally trained staff. This does not happen auto-
matically in an emerging securities market. The
government has a crucial role. If minimum capital
requirements are set too high in relation to the size
of the market, new securities firms will not appear.
But if firms have insufficient capital, they will not
be able to take on the risks of underwriting new

issues; nor will they be able to work as market
makers (that is, to buy and sell shares for their own
account) and thus provide liquidity for the second-
ary market. Brokerage rates, underwriting fees,
and so on must be high enough for firms to attract
and train staff and still leave their shareholders
with an adequate return on capital.

The regulation of companies and securities mar-
kets is linked to important social issues. Promoting
widespread ownership of productive assets may
be one way to forestall greater concentration of
wealth and economic power. At the same time, it
can provide an income for the elderly at a time
when industrialization and urbanization are break-
ing down the extended family and the traditional
transfer of income between generations.
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