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Abstract:

We offer a framework for macroprudential banking regulation, with a parti-
cular emphasis on Latin American countries. Building on previous theoretical
work (Rochet 2004) we argue that the main reason behind the high frequency
and large magnitude of banking crises in the last two decades of the XXth

century may be the lack of independence of banking supervisors from
political powers. We examine how such an independence could be organized,
and in particular how banking authorities should manage the banking crises
of the future.
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for financial support.
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1- Introduction

Following the spectacular banking crises that many countries have
experienced in the last twenty years of the XXth century (see for example
Lindgren et al., 1996), a number of countries have initiated significant reforms
of their banking sectors. International organizations, such as the IMF (see
Folkerts-Landau and Lindgren, 1998), or the Basle committee on Banking
Supervision (see BCBS, 1996) have in particular elaborated prudential
standards aimed at limiting the scope and frequency of banking and financial
crises in the future. The adoption and implementation of such standards is
particularly important for Latin American countries, many of which have
been severely hurt by successive waves of crises of the 1980s and late
1990s (see for example Guidotti et al. 2004 for a detailed account of the
Argentinian crisis of 2001-02). These crises have in particular led to increase
scrutiny on banks’ safety nets, seen as possible culprits by provoking bank
moral hazard. Several authors have suggested to increase the pressure of
market discipline on banks, as a complement to prudential regulation and
supervision. They argue that the increased complexity of financial markets
and banking activities have made traditional regulation insufficient, either
because it is too crude (like the Basel accords of 1988) or on the contrary
because it is too complex to be applicable (like the proposed reform of
these accords, nicknamed Basel 2).

However most of the analyses, both empirical and theoretical, focus
on microprudential regulation, i.e. they look at how to manage the difficulties
of a single bank. We believe it is equally (if not more) important to look at
the way to manage generalized banking crises, that is adopt a macro-
prudential approach. This is what we do here. More precisely, the objective
of this note is to build on previous theoretical work (Rochet 2004) to offer
policy recommendations for an institutional approach to macroprudential
regulation and to see how this framework can be adapted to account for
the specificities of Latin American countries.

The plan of the rest of this note is the following. The institutional
framework for macroprudential regulation is proposed in Section 2. The
adaptation to Latin American specificities is discussed in Section 3. Section
4 concludes.
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2- An Institutional Framework for Macroprudential Regulation

In almost every country in the world, public authorities intervene a
lot in the functioning of the banking sector. The two main components of
this public intervention are on the one hand the financial safety nets
(composed essentially of deposit insurance systems and emergency liquidity
assistance provided to commercial banks by the central bank) and on the
other hand of prudential regulation systems, consisting mainly of capital
adequacy (and liquidity) requirements, and exit rules, establishing when
supervisory authorities should close commercial banks.

In spite of these sophisticated prudential regulation systems, many
countries (especially but not exclusively emerging countries) have recently
experienced spectacular banking crises. A good account of these crises
can be found for example in Lindgren et al. (1996). Some economists (for
example Demirgüc-Kunt and Detragiache, (1997) have argued that financial
safety net systems (particularly deposit insurance funds) were actually
responsible for these crises, because they generate moral hazard in bankers’
behaviour.

Even if it is indeed likely that deposit insurance systems may
sometimes provide perverse incentives for bankers toward excessive risk-
taking, this is not a sufficient reason to ban them altogether. After all, almost
any type of insurance generates some form of moral hazard but nobody
recommends to ban insurance activities altogether. In Rochet (2004) I
develop a theoretical model to show that the main culprit for the large
frequency and scope of banking crises in the recent years is probably not
the financial safety net per se, but instead the lack of independence of
banking authorities from political powers.

The originality of this model, in comparison with previous theoretical
literature (which focuses on microprudential regulation), is that it studies
the capacity of a banking system to resist to systemic shocks, like recessions
devaluations, krachs on asset markets or “sudden stops” in foreign capital
inflows. One of the main results of the paper is that in the absence of a
lender of last resort, such systemic shocks are likely to lead to a disruption
of the banking and financial system, through the failure of a large number
of banks. The main reason is that financial markets (i.e. private investors)
are not ready to provide sufficient liquidity assistance to the banks that are
hurt by a systemic shock.
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Ironically, the reason for this market failure is precisely the possibility
of moral hazard by banks. As shown by Holmström and Tirole (1997, 1998)
such moral hazard implies that banks cannot fully pledge the future income
generated by their assets, which implies that their capacity to borrow liquidity
from the market is limited. This problem can in principle be solved by
agreeing ex ante on interbank contingent credit lines, at least if the liquidity
shock only affects a limited number of banks. If instead it is a systemic
shock, that affects simultaneously a large number of banks, emergency
liquidity assistance by the central bank is needed to avoid an excessive
number of bank failures. Thus to recap on this first result, the possibility of
banks’ moral hazard is precisely the reason why a lender of last resort is
needed.

However, as is well known, lender of last resort interventions can
also create banks’ moral hazard,3  especially when they are under the control
of politicians. The reason is the classical lack of commitment power of
governments. The consequences of this lack of commitment power have
been widely acknowledged in the context of monetary policy: when
governments control monetary policy, they typically find optimal ex-post to
renege on their prior commitments to fight inflation. Ex-ante optimality
requires the possibility to commit to ex-post inefficient (and politically costly)
policy measures. This is why many central banks have been granted (de
jure and often de facto) independence from political powers, at least for
matters concerning monetary policy.

The main result of Rochet (2004) is that the only way to avoid too
frequent and too costly bank failures in the future would be to grant a
similar independence to the lender of last resort activities of the central
bank. However, this is more easily said than done. Two additional
complexities emerge, if one compares with monetary policy:

• Accountability is more difficult to obtain, since explicit, quantitative
objectives are almost impossible to define for lender of last resort
interventions.

• Lender of last resort interventions have to be coordinated between
the central bank, supervisory authorities (the banking commission or

3 The impact of lender of last resort interventions on banks’ moral hazard depends a
lot on the precise timing of interventions: see Cordella and Levy-Yeyati (2005) and
Freixas et al. (2004).
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the Financial Service Authority) and the Treasury, without
reintroducing disguised forbearance.

The framework for macro-prudential regulation that is recommended
in Rochet (2004) is the following:

• Supervisory authorities should evaluate the individual exposure of
each commercial bank to macroeconomic shocks. This individual
exposure can be roughly measured as an estimate of the amount of
cash that would need to be injected in the bank in case such a
macroeconomic shock occurs (of course several scenarios should
be considered: recession, devaluation, asset markets krach, “sudden
stop” of capital inflows).

• Based on this ex-ante measure of their individual exposure to macro-
shocks, banks should be classified into two categories:

• Those with a macro exposure considered excessive by banking
supervisors would not be eligible to the lender of last resort
and would face additional capital requirements.

• Those with a macro-exposure considered acceptable by
banking supervisors would be ex-post eligible to the lender of
last resort but would face, ex-ante, additional liquidity
requirements that increase with the size of their macro-
exposure.

• Lender of Last Resort Interventions would be strictly conditional on
the approval of supervisory authorities. Emergency loans by the
Central Bank should be senior to the other debts of the bank
(including wholesale deposits). This would isolate the public sector
(including the Central Bank and the Treasury) from the losses of
commercial banks (and thus protect taxpayers’ money). But this
would also provide adequate incentives to banks’ supervisors, who
would be accountable for the losses of the deposit insurance fund.

• Supervisory authorities should be made totally independent from
political powers. They should be given control on banks closures
and on the management of the deposit insurance fund. They should
be given a clear agenda (closing banks that do not comply with
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solvency and liquidity ratios, prevent access to the lender of last
resort to the banks that are classified ex-ante as excessively exposed
to macro-shocks) and be made accountable ex-post in front of a
legislative committee.

Let us examine now how well these recommendations fit the
specificities of Latin American countries.

3- Adaptation to Latin American Countries

Some episodes in the recent banking crises experienced by several
Latin American countries confirm our theoretical analysis. For example
Eichengreen (2002), in his comparative study of the Argentinian and the
Turkish crises, argues that the IMF, in both cases, “found it difficult to say
no” by fear of contagion, which illustrates the lack of commitment power
of governments and international institutions that forms the basis of our
analysis. Similarly, Eichengreen shows the limitations of contingent credit
lines provided by private banks: At the peak of the 2001-02 crisis, Argentina
could not draw on the repo lines it had prearranged with a consortium of
private banks. This shows that, although private credit lines can in theory
be a substitute to a public lender of last resort (this was in particular
suggested by Goodfriend and Lacker, 1999), in practice they do not seem
to work when they are really needed, thus explaining why the lender of last
resort function is, in practice, almost exclusively performed by national
central banks or by the IMF.

Another specificity of some Latin American countries is the
importance of dollarization, either de facto or de jure. De jure dollarization
trivially eliminates the exposure of commercial banks to foreign exchange
risk (one of the components of the exposure to macro shocks), but also
prevents the central bank from playing its part as a lender of last resort. De
facto dollarization can be even worse, given that the ability of the central
bank to perform its task of lender of last resort is limited by its available
stock of foreign currency, while the exposure of commercial banks to foreign
exchange risk is still present. More interestingly, Cordella and Levy-Yeyati
(2005) insist on the fact that the extent of dollarization is largely endogenous.
In their model, they show in particular that the presence of a lender of last
resort increases the extent of dollarization, but this is largely due to the fact
that they rule out contingent support, based on the exposure of individual
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banks to foreign exchange risk, while we have argued here that such a
contingent support policy would be efficient.

As we have argued, liquid asset requirements, for example in the
form of a contingency fund raised by the banks (as in currently done in
Argentina) are also a useful complement to contingent support policy and
reinforced capital requirements. Several authors (in particular Guidotti et
al., 2004) have suggested to adapt Basel 2 to Latin American banks by
developing risk-based regulations in loan-loss provisions that incorporate in
particular foreign exchange risk. Similarly Garcia (1999) states that
“exchange rate-related credit risk could be considered in the computation
of capital adequacy ratios, for example, by raising weights for dollar loans
to non-dollar earners”. Similarly she remarks that “deposit insurance
schemes can be specialized to include only peso deposits, …, or banks’
contributions could be higher for dollar deposits”. This is completely in line
with the policy recommendations derived from the theoretical analysis of
Rochet (2004).

4- Conclusion

The main reason behind the frequency and magnitude of recent
banking crises might not be deposit insurance, bad regulation, or
incompetence of supervisors. It might be essentially the commitment
problem of political authorities, who are likely to exert pressure for bailing
out insolvent banks and delay crisis resolution.

The remedy to political pressure on banks’ supervisors is probably
not to substitute supervision by market discipline. This is because market
discipline can only be effective if absence of government intervention is
anticipated. Market discipline and central supervision are more complements
than substitutes. In fact the way to restore credibility of banks’ closure
policy is to ensure independence and accountability of bank supervisors,
like has been done for monetary policy. However, this independence is
probably more difficult to implement, given the difficulty to define explicit,
quantitative, objectives for lender of last resort interventions. Another
difficulty is the need to coordinate lender of last resort interventions between
the central bank, supervisory authorities and the Treasury, without
reintroducing disguised forbearance.
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The other key reform is to find a way to restrict liquidity assistance
by the central bank to the banks with low exposure to macro shocks, that
are backed by the independent supervisors (an alternative is to put a cap
on macro exposure). Supervisors should be in charge of selecting these
banks, who then would face a lower capital requirement but in counterpart
a liquidity requirement that increases with their macro exposure. By contrast,
banks with a too high macro exposure should not be backed by the
supervisors and should not receive liquidity assistance in case of macro
shocks. Finally, central bank loans should be senior to wholesale deposits,
in order to protect taxpayers’ money and also to provide adequate incentives
to banks’ supervisors.

We believe such institutional reforms are needed in every country,
but particularly so in Latin American countries, who have exhibited a high
degree of exposure to financial and banking crises in the last two decades.
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