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Abstract: This paper compares key characteristics of banking systems across countries. A basic
premise underlying our review is that the increasing globalization of banking and finance
mandate a broad, cross-country perspective on banking issues. Indeed, cross-country
comparisons can add insight into basic issues in banking that may not emerge, or are only
partially discernible, from single-country analyses. With this in mind, we review representative
research dealing with four fundamental aspects of international banking: the structure of
banking, with emphasis on the connection between the development of the banking system and
economic growth; banking industry performance; banking regulation, supervision, and corporate
governance; and banking crises. We augment each of these discussions with an examination of
the cross-country “landscape” of key dimensions of banking, using data for over 50 countries.



I. Introduction

Few would argue with the proposition that national policy makers, businesses, and
analysts in countries everywhere must deepen their understanding and sharpen their awareness of
foreign financial systems. The increased globalization and interconnectedness of business and
finance provides one set of motives for this effort. In addition, there have been numerous
banking and financial crises in the past two decades, and the effects of such crises have had
wide-ranging repercussions around the world. Further, national policy discussion on banking
and finance can benefit from an international perspective. International comparisons can reveal
trends and norms that might be useful in debates about national banking and financial policies,
and an awareness of banking and financial systems in other countries can promote the realization
that national financial policies are likely to have an impact across borders.' This paper, which
compares key characteristics of banking systems across countries, has been written with these
ideas in mind.

Our focus on bank systems in particular flows from several considerations. Recent
research has established that the development of the financial system is crucial for the
development of the economy as a whole. For all countries, the banking system is an important
component of the financial system; for many countries, especially developing countries, the
banking system is the dominant component of the financial system. In addition, many have
pointed to the special nature of banks as financial intermediaries that simultaneously extend
credit and administer the payments system, and are the conduit for monetary policy. Further,
researchers and national and international policy makers have focused on the banking industry as

a key actor in causing, and preventing, financial and economic crises.

! Such awareness is of growing importance, given that 146 countries belong to the World Trade Organization
(WTO) and are bound by the Annex on Financial Services, which took effect in 1999. See Alexander (2002) for a
detailed discussion of issues arising under this arrangement.



Throughout this paper we outline significant banking issues that have been addressed by
an appeal to cross-country comparisons, citing representative studies relevant to each issue.”
Then we present and discuss data — some of it assembled here for the first time -- describing key
facets of the international banking landscape relevant to these issues. The paper is organized as
follows. Section II considers several important aspects of banking industry structure, including
the relative size of banking industries, the degree of government and foreign ownership of
banking, and the degree of market power in banking systems. Section III compares banking
industry performance across countries. Section IV deals with several important aspects of the
regulation and supervision of banks. These include the range of activities in which banks are
permitted to engage; the structure, scope and independence of the supervisory system; the
implementation of supervision; and deposit insurance schemes.” Section IV also investigates the
corporate governance of banks, and presents cross-country comparisons of key aspects of this
important dimension of banking. Section V briefly describes the incidences of banking crises
around the world, and summarizes ideas about their causes and prevention. Section VI

summarizes and concludes.

I1. Structure of Banking: Cross-Country Comparisons
The financial development of the banking industry, the degree of government and foreign

ownership of banks, and the concentration of economic power in the banking industry are all key

? For an excellent survey of important aspects of 170 international comparative banking studies, see Brown and
Skully (2003).

* The two words “regulation” and “supervision” do not refer to the same concept or process. As Jordan (2001)
states, “regulation refers to the rules or procedures that are designed to govern an industry’s behavior. It is the
prescriptions or boundaries imposed on the industry by legislators and regulatory bodies in an effort to ‘direct’
it....Supervision, on the other hand, is the monitoring or oversight function that takes place after the regulations
have been passed. It ensures, among other things, that activities are conducted in accordance with those
regulations.”



dimensions of the structure of banking.* Since the development of several large cross-country
comparative data sets in the past decade, researchers have investigated possible links among
significant aspects of banking industry structure and economic growth, development, and
stability. This section summarizes recent representative cross-country studies on financial
development and the banking industry, government and foreign ownership of banking, and the
competitiveness of banking industries.
I1.A. Financial Development and the Banking Industry
Prior to the 1990s, relatively little research was directed to the issues of whether and how

the financial system fostered economic growth.” The prevailing view was that economic growth
leads financial sector growth, which responded to the wider and deeper development of markets
for goods and services. However, within the last decade, a growing body of research has focused
on the possible positive causal connection between the development of the financial system and
overall economic development. This literature outlines several key ways in which financial
systems contribute to economic growth:

¢ Financial systems mobilize savings by offering savers a range of savings vehicles.

¢ Financial systems allocate savings by using expertise individual savers do not possess to
ascertain potential borrower creditworthiness.

¢ Financial systems reduce risk to individual savers by diversifying pooled assets across
many investment opportunities.

¢ Financial systems generate liquidity by allowing savers to readily access savings while at
the same time financial intermediaries fund long-term projects.

* What constitutes a “bank” varies across countries. This issue is explored in detail in section IV.A. below.

> See Levine (1997), Kahn (2000), Khan and Senhdj (2000), Wachtel (2003), World Bank (2001), and Phumiwasana
(2003) for surveys of the literature on the role of the financial system in economic growth. For a comprehensive
survey of this literature as well as several other aspects of international comparisons of banking, see Brown and
Skully (2003). These works and others point to a very limited pre-1990s literature on the subject, most particularly
Goldsmith (1969) and McKinnon (1973). King and Levine (1993a and 1993b), Beck, Levine, and Loayza (2000),
and others point to Joseph Schumpeter’s insights in the early twentieth century as the intellectual antecedent to the
recent literature on finance and growth.



¢ Financial intermediaries contribute to risk management by monitoring borrowers and
managers of enterprises to which credit has been extended.

Researchers using cross-country data have begun to build a compelling case that financial
sector development promotes economic growth, and much of this work focuses on the banking
system. For example, King and Levine (1993a), using data for 80 countries for 1960-1989, find
a significant positive relationship between several measures of financial development, including
total credit extended to the private sector by banks, and economic growth. Their finding that the
initial level of financial development in 1960 was a significant predictor of the subsequent
average rate of growth over the next 29 years suggests a causal relationship between financial
sector development and overall economic development.® More recently, Levine, Loayza and
Beck (2000), using data for 74 countries, find that the exogenous component of financial
intermediation is positively associated with economic growth. Also addressing the issue of
causation, Rajan and Zingales (1998) used industry-level data for 41 countries in finding that
industries more dependent on external financing tend to grow faster in countries with a higher
level of financial system development, in which external financing — including credit extended
by the banking sector — is easier to obtain. In a related vein, Demirgiig-Kunt and Maksimovic
(2002) also use firm-level data across 40 countries to find that in more financially developed
economies, a larger proportion of firms grew above the maximum rate of growth achievable by

similar firms when they lacked access to external finance.

% For a critique of early-1990s studies on finance and growth, see Arestis and Demestriades (1997), which focuses
on a number of thorny methodological difficulties to be overcome in order to establish causality between financial
development and economic development. Note, nevertheless, that as Bonin and Wachtel (2003, p.1) observe, “A
strong consensus has emerged in the last decade that well-functioning financial intermediaries have a significant
impact on economic growth.” Several single-country studies explore this issue. See, e.g., Bae, Kang, and Lim
(2002) using Korean data; Ongena, Smith, and Michalsen (2003) using Norwegian data; and Gan (2003a) using
Japanese data.



The precise nature of causation between financial sector development and economic
development remains under debate, and there is ample room for further research.” Nevertheless,
future research must encompass an understanding of the nature of differences across the globe in
the relative sizes of the banking and overall financial sectors. Consistent with the overall
purpose of this chapter, we illustrate comparative cross-country information on these factors in
Table 1 and Figure 1. Table 1 groups 55 countries by income level into four categories. The far
left-hand column gives a measure of the size of the banking system relative to the economy,
using the ratio of banking system assets to GDP for every country; the average bank-assets-to-
GDP ratio for each income group is also displayed. The second column from the left gives the
rank of each country in terms of the relative size of the banking system. It is clear from the
average bank assets-to-GDP ratio for each income group that, with a group average bank assets-
to-GDP ratio of 343 percent, high income countries have larger, more developed banking
systems compared with countries in the other income categories. This ratio tends to decline as
income levels fall.®

There are some notable deviations from this pattern, including the United States, with a
bank assets-to-GDP ratio of 66 percent. Taking into account not only the banking system, but
also stock and bond markets, the U.S. has the largest financial system in the world. Hence, its
relatively small bank assets-to-GDP ratio is not a reflection of an undeveloped banking system,

but rather an indication of the relatively lower importance of the banking system compared with

7 Note that the debate on causation between financial sector development and economic growth is not entirely
resolved. See, for example, Wachtel (2003).

¥ The growth of electronic finance may add a substantial dimension to the finance-and-growth dynamic, as discussed
in Claessens, Glaessner, and Klingebiel (2001, and 2002). In particular, they point to evidence suggesting that,
developing countries may be able to “leapfrog” past the development of some components of traditional financial
services infrastructure by adopting online and remote delivery mechanisms for financial services. Both studies
included detailed cross-country comparisons of e-finance. Though still at relatively modest levels in most countries,
growth in some electronic delivery channels is significant across countries at different stages of economic
development.



the stock and bond markets. Figure 1 illustrates the size of the banking system in selected
countries to the total financial system, measured as bank assets plus bond market assets and stock
market capitalization.® At 16 percent, the banking system in the U.S. is the smallest among
these countries in this relative sense. In contrast, Germany has a banking system that is roughly
four times as large in the same relative sense. It is for this reason that the U.S. is referred to as
having a capital-markets-based financial system and Germany a bank-based system.'’

I1.B. Ownership of Banking

The ownership of banks is a key structural characteristic of banking on which some of the
emergent cross-country banking literature has focused. Two facets in particular have received
attention: the degree of government vs. private sector ownership of banks and foreign vs.
domestic ownership of banks.

Following the international banking crises of the mid-to-late 1990s, analysts and policy-
makers developed a keen interest in the degree to which the government is involved in a banking
system. In general, government ownership of banks is likely to short-circuit market pressures on
banks to make credit extension and investment decisions based on economic assessments of risk
and return.'" As a result, the likelihood of credit problems and poor profitability is typically
higher for government-owned banks, leading to lower overall economic growth and to a greater

likelihood of systemic banking problems.

? Relatively few countries are illustrated in Figure 1 because bond market data is not available for many countries.
Note that a branch of the finance and growth literature has focused on whether the composition of the financial
system — in particular, whether it is bank-based or capital-markets-based — matters for economic growth. See, e.g.,
Levine and Zervos (1998), Beck and Levine (2002), and Levine (2002). The emerging consensus from this
literature is that: 1) the overall level of financial development matters, rather than the composition per se; and 2) that
in any case, given the convergence of product offerings by banks and capital markets, the issue may be obviated by
market developments over time.

' For a comprehensive analysis of how and why the composition of financial systems differs across countries, see
Allen and Gale (2000).

'See, e.g., LaPorta, Lopez-de-Salinas, and Shleifer (2002), Wurgler (2000), Barth, Caprio, and Levine (2001a and
2003) and Barth, Brumbaugh, Ramesh, and Yago (1998).



Table 1 shows the extent of government ownership of banks in 55 countries, based upon
the percent of bank assets that are government-owned. There is wide variation across the world
in the extent of government ownership of banks, from 0 percent in about one-third of the
countries, to 80 percent in one country, India. Looking at the average degree of government
ownership across the four income groups, it is also clear that, at 11 percent, the wealthiest
countries have the lowest percent of government ownership of banking, and the poorest countries
have the highest government ownership average, at 36 percent. The difference between the
government ownership percentage for high income countries and for low income countries is
statistically significant.

In the wake of the international banking crises of the 1990s, research has focused on the
role of foreign banks.'” A growing number of studies have found evidence that foreign bank
entry tends to benefit the host country, particularly in emerging markets."> Foreign bank entry

may

e stimulate competition in the banking industry, leading to higher efficiency for domestic
banks;

e result in improvements in the quality and accessibility to financial services for host
country firms and individuals;"*

e result in the transfer to domestic banks of improved banking skills and technology.
e enhance a country’s access to international capital.

e lead to improvements in host country supervision and regulation, as suggested by Levine
(1996) and Crystal, Dages, and Goldberg (2002).">'®

2 Of course, research on the impact of foreign banks on the domestic economy preceded the banking crises of the
1990s. See, e.g., Goldberg and Saunders (1981) and Walter and Gray (1983).

1 See, e.g., Claessens, Demirgiig-Kunt, and Huizinga (2001), Crystal, Dages, and Goldberg (2002), and Caprio and
Honohan (2002).

14 Demirglig-Kunt, Levine, and Min (1999), using an indicator of foreign bank presence, find that the presence of
foreign banks does indeed influence domestic bank efficiency.



The story has a number of complexities, however. Foreign banks may perform
differently in economies at different income levels, and hence their overall impact on the host
economy may vary. For example, Claessens, Demirgiic-Kunt, and Huizinga (2001) found that
foreign banks outperform (and therefore may competitively stimulate) domestic banks in
developing countries, but underperform home-country banks in developed countries.'” In
addition, Morgan and Strahan (2003) found that foreign bank entry can result in greater business
cycle volatility. Because of the variety of effects from foreign bank entry, and its relatively high

public policy profile, further research on it is warranted.

As with the issue of government ownership of banks, it is useful to review the cross-
country landscape on the relative importance of foreign banking. Table 1 gives one measure of
the presence of foreign banking across countries, using the percent of bank assets that are foreign
owned. Foreign ownership of bank assets ranges widely, from 0 percent (Saudi Arabia) to 99
percent (New Zealand). Looking across country groups, upper-middle-income level countries
stand out: at 37 percent, they have a significantly higher proportion of foreign ownership of bank
assets compared to any of the other three groups. Interestingly, the high income countries show

about the same average percent foreign ownership of bank assets as the low income countries.

' Crystal, Dages, and Goldberg (2002, p.1) suggest this may occur because the entry of foreign banks encourages
“higher standards in auditing, accounting and disclosure, ... [and] credit risk underwriting. In addition, the entry of
foreign banks could affect the supervisory system within a country by an indirect route: foreign entry could result in
the “importation” of supervision, due to the oversight that home country supervisors exercise.

'® As Claessens, Glaessner, and Klingebiel (2001 and 2002) point out, with the emergence of electronic banking,
foreign “entry” need not be accomplished through establishing a physical presence. Although cross-border e-
banking — where a bank located in a particular “home” country offers services to “host” country customers via, for
example, the Internet — is still relatively rare, its potential is significant enough to have caused the Basel Committee
on Bank Supervision to produce risk management documents on the issue. See Basel Committee (2002).

' This second finding is consistent with some single-country studies of foreign banks. See, e.g., DeYoung and
Nolle (1996).



Overall, the data do not reveal a simple relationship between country income level and degree of

foreign ownership of banking assets.
I1.C. Competition in Banking

A key aspect of banking structure that has received a good deal of attention traditionally
in single-country studies is the degree of competition in banking. Recently, there has been a
growing interest in cross-country comparisons of competition in banking."® Much of this work
has focused on the effects of concentration. This is in response in part to the traditional
structure-performance research originating in industrial organization theory and subsequently
transferred over to single-country studies of banking that emphasized the concentration ratio as a
key variable in explaining industry performance. But, as most recent research admits,
concentration ratios (of bank assets or deposits) are not necessarily the best measure of the
degree of competitiveness in a banking industry.'” A few studies have tried to gauge the
contestability of banking markets across countries,”® but most recent comparative international
research has used data on concentration ratios, albeit with reservations, because reliable cross-
country data is now widely available.

This new body of research has recognized that concentration in banking may play a more
complex role than traditionally hypothesized for nonfinancial industries.”’ For example, with

respect to the pricing and availability of banking services -- which in turn affect economic

'® See Claessens and Laeven (2003) and Cetorelli (2003) for surveys of recent research on this topic.

" See Claessens and Laeven (2003) for an example of this point.

% Claessens and Laeven (2003) is a noteworthy recent example.

2! Allen and Gale (2003) emphasize this point. Note that industrial organization theory has long recognized that the

relationship between industry concentration and performance is far from clear-cut. See, e.g., the famous survey by
Weiss (1974).

10



growth and development -- concentrated banking markets could lead to less lending at higher
costs to borrowers, especially smaller firms, which in turn has negative effects on economic
growth and development.”> However, as Rajan (1992), Cetorelli (2003), Claessens and Laeven
(2003) and others have pointed out, the higher the market power, the more likely are banks to
invest in information gathering about firms. The reasons for this are that they are more likely to
be of sufficient size to gather and process relatively costly-to-obtain information about opaque
firms, and because they are more likely to be able to enjoy monopoly rents from having done so.
As a consequence, high concentration could lead to greater access to credit for firms, and hence
improved economic growth and development.

The empirical evidence is mixed, however. Bikker and Groeneveld (2000), for example,
found negative effects for concentration on banking industry competitiveness in the European
Union, while Claessens and Laeven (2003) found “no evidence that banking system

»2 Beck, Demirglig-Kunt, and Maksimovic

concentration negatively relates to competitiveness.
(2003) found a complex relationship between bank concentration and access to external finance:
concentration increases obstacles to financing and therefore decreases the likelihood of firms
receiving bank financing, a result that grows weaker as firm size increases. However, they also
found that this relationship fades in countries with good contract enforcement, an emphasis on
the rule of law, low corruption, and good corporate governance. In addition, higher levels of

economic and financial sector development, and a larger share of foreign banks reduce the

negative impacts of high concentration, while a larger share of government ownership of banks

22 Cetorelli (2003) lists several recent theoretical studies supporting this hypothesis.

3 Claessens and Laeven (2003), p. 35.
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and higher restrictions on permissible activities for banks enhances the deleterious effects of
concentration.

There is also controversy in the relatively small amount of research on the relationship
between bank concentration and financial system stability.** On the one hand, as Allen and Gale
(2003) have pointed out, less concentrated banking systems with many small banks may be more
prone to crises than a concentrated banking industry with a few large banks, which may be able
to diversify risks better. In addition, a few large banks may enjoy higher profits and therefore
have a cushion against adverse shocks as compared to a system with many small banks.”
Further, it may be easier for regulators and shareholders to monitor a few large banks, as
compared to a system of many small banks. On the other hand, a system with a few large
dominant banks may be more prone to crisis if such large banks operate under a “too-big-to-fail”
policy that encourages moral hazard behavior. In addition, large banks also tend to be more
complex than smaller banks, and hence may be more, not less, difficult for regulators and
shareholders to monitor. Finally, banks with greater market power may tend to charge higher
prices for banking services, which may induce client firms to assume greater risks in order to
recoup expenditures.”® In their empirical investigation of the relationship between concentration
and financial stability in 79 countries, Beck, Demirgli¢c-Kunt, and Levine (2003) found that crises

are less likely in more concentrated banking systems.

** See Beck, Demirgiig-Kunt, and Levine (2003) for an insightful synopsis of this literature.

> Theoretical research in this vein includes Gan (2003b), Hellman, Murdock, and Stiglitz (2000), Keeley (1990),
and Marcus (1984). Gan (2003c¢) provides empirical evidence of a link between market structure and financial
stability, using data on the Texas real estate crisis in the 1980s.

26 Beck, Demirgiig-Kunt, and Levine (2003) point to a recent study by Boyd and De Nicol6 (2003) for this
hypothesis.

12



Given the controversy that surrounds the issue of competitiveness of the banking industry
and its impact on the economy, as well as the recent vintage of the still relatively small amount
of analysis, more research is warranted. It is also useful to consider relevant information on the
competitive banking landscape across countries. Table 1 provides two measures of banking
competitiveness. The first is the 3-bank concentration ratio, measuring the percent of banking
system assets held by the top three banks. As Table 1 illustrates, this ratio varies widely across
countries, from a high of 97 percent in Finland to a low of 16 percent in the United Kingdom.
Looking at the average value of the concentration ratio for each of the four income groups of
countries, there does not appear to be much variation, with each group close to the overall
average of 51 percent. As a consequence, no simple pattern appears to exist between
concentration and the level of economic development.

Another measure of market power that is sometimes used is net interest margins, under
the reasoning that the greater the degree of competition in a banking system, the lower will be
the spread between the interest rates banks charge their customers and their own interest
expenses.”’ Table 1 also presents net interest margins as a percent of total assets across
countries. As with the 3-bank concentration ratio, figures vary widely across countries, with
lower margins indicating less market power in the banking system.” Unlike the case of the

concentration ratio, however, there appears to be a pattern in the relationship between the level

?7 But see Demirgii¢-Kunt, Laeven, and Levine (2003) for a number of complicating factors surrounding this
reasoning. Note also that net interest margins can be interpreted as a gauge of the degree of efficiency in the
banking industry, under the related reasoning that in a more competitive banking system the drive for efficiencies
will squeeze margins.

2% Obviously this measure, as well as any other single measure, must be viewed cautiously. For example, the low

figure in Table 1 is —3.84 for Indonesia, certainly more a reflection of that system’s banking crisis than a solid
measure of relative market power.
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of economic development (as represented by income level) and average net interest margins. In

particular, the higher the level of economic development, the lower is market power in banking.

I11. Performance of Banks: Cross-Country Comparisons

As with banking structure, there are noteworthy differences across countries in banking
industry performance. Table 2 shows several measures of banking performance across 55
countries using data for 1999. Two measures of bank profitability are included: return on assets
(ROA) and return on equity (ROE). Both measures show wide variation across countries, and
although they do not necessarily run in tandem, countries stand in roughly the same position
relative to each other by either measure.” Looking at the averages for the four income level
groups, a clear-cut positive correlation exists between ROE and income level. The pattern is not
as clear in the case of ROA, although the two highest income groups show a considerably greater
average ROA than the two lowest.

Single-country studies of bank profitability have focused on bank-specific variables as
key determinants.’® As large-scale cross-country databases have recently been developed,
researchers have investigated determinants of bank profitability going beyond the rather narrow
set of explanatory variables used in single-country studies. Demirgiig-Kunt and Huizinga (1999)
is representative of this newer approach. That study of more than 5000 banks in 80 countries
over the 1988-95 period, found that in addition to bank-specific factors, such as the equity-to-

assets and loans-to-assets ratios, macroeconomic conditions (especially the level of economic

** These gauges of profitability do not always run in tandem, because a bank with a higher equity ratio will tend to
have a higher ROA and a lower ROE than a bank with a lower equity ratio. As Demirgii¢-Kunt and Huizinga
(1999) point out, in some developing countries banks operate with very low equity capital, in part because there may
be implicit government guarantees, and as a consequence their ROEs are high but do not reflect bank soundness.

30 Although as Barth, Nolle, and Rice (1997) note, there does not seem to be a strong consensus on what constitutes
the “core” model for explaining bank profitability.

14



development), deposit insurance regulation; degree of foreign ownership; and legal and
institutional factors, such as the effectiveness of contract enforcement, all play a role in
explaining (pre-tax) ROA. Subsequent studies, such as Demirgiic-Kunt and Huizinga (2001) that
focused on the role of financial structure, and Barth, Nolle, Phumiwasana, and Yago (2003) that
focused on the role of banking system supervisory structure, scope, and independence, broadly
ratified these findings and offered extensions of the determinants of bank profitability by
appealing to cross-country data sets.

Another gauge of bank performance illustrated in Table 2 is the ratio of noninterest
revenue to total revenue. This ratio gives a measure of the degree to which a bank relies on
noninterest-bearing, fee-generating activities relative to “traditional” interest-bearing activities,
such as commercial and real estate loans. It may be a rough proxy for the degree of innovation
in which banks are willing to engage, and/or a measure of their ability to diversify risks.’'
Consistent with this interpretation, the ratio of noninterest revenue to total revenue is much
higher for the high income countries on average than for the other country income groups. On
the other hand, consistent with Demirgili¢-Kunt and Huizinga (1999), who found that a relatively
high ratio of noninterest earning assets had a negative impact on profitability, Table 2 shows that
the lowest income group of countries has a relatively high ratio of noninterest revenue to total
revenue. It is possible, therefore, that this variable captures different dynamics for developed
compared with developing countries.”

Table 2 also displays data across countries for a standard measure of credit quality —

nonperforming loans to total loans. Despite the fact that countries use different accounting and

31 On the former point, see Furst, Lang, and Nolle (2002); on the latter point, see Stiroh (2002).
32 One possibility is that a large proportion of noninterest revenue may be accounted for by deposit charges and

similar fees which are directly tied to “traditional” interest-bearing services, and hence are not reflective of product
diversification. The authors thank Gary Whalen for this insight.
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regulatory standards for classifying impaired loans with, in general, the less developed countries
using less rigorous standards, there is a clear-cut negative pattern between income level groups
and nonperforming loans to total loans. This is consistent with other gauges of bank
performance showing overall weaker banking systems in less developed countries.

A final important dimension of bank performance meriting attention is efficiency. The
comprehensive and oft-cited survey of bank efficiency studies by Berger and Humphrey (1997)
included only six cross-country studies. There are significant difficulties even in single-country
studies of bank efficiency in measuring both inputs and outputs in banking, making estimation of
efficiency difficult; these problems are magnified for cross-country studies where such inputs
and outputs data as exist are not standardized across countries.” Nevertheless, the gap in cross-
country analyses and comparisons of bank efficiency has begun to be addressed, as noted, for
example in Brown and Skully (2003). Although it is perhaps too early to point to the kind of
“stylized facts” that have emerged from cross-country banking studies in other respects, it is
possible to get a rough idea of what the cross-country landscape may resemble. Table 1 includes
information across countries on net interest margins, which are commonly regarded as indicative
of overall banking efficiency, under the argument that in more efficient banking systems the gap
between the rates banks receive on, and pay for, funds will be relatively small because of
competitive pressures.’® In the event, the country income group averages show that higher
income countries have lower net interest margins, consistent with the expectation of more

efficient banking in more developed countries.

33 See Brown and Skully (2003) for a concise explanation of these data and methodological problems.

* See, e.g., Demirgiig-Kunt and Huizinga (1999).
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IV. Regulation, Supervision, and Corporate Governance of Banking
The banking industry is regarded as being different from other industries. The reasoning
for regarding banks as “special” was aptly summarized by Corrigan (1982), who argued that
banks:
e provide transactions services and administer the payments system;
e supply backup liquidity;
e are the conduit through which monetary policy is administered.
Consequently, a systemic crisis in the banking system can spread throughout the economy.
Many have argued that contagion and systemic problems are more common in banking than in
other sectors. In light of this, all governments regulate and supervise banks, although regulatory
and supervisory approaches and measures differ across countries.*®
This section compares the regulation, supervision, and corporate governance of banks
across countries, focusing on several significant aspects and issues surrounding these dimensions
of regulation and supervision. Examined across countries are:
e the range of activities in which banks are permitted to engage;

e the way in which banking supervision is structured, the scope of the authority of banking
supervisors, and their relative independence from political and other influences;

e differences in the implementation of supervision;
e deposit insurance systems;

e the nature of corporate governance in banking systems.

> As noted earlier, “regulation” refers to the set of laws and rules applicable to banking, and “supervision” is
defined as the monitoring by authorities of banks’ activities and the enforcement of banking regulations. Barth,
Nolle, Phumiwasana, and Yago (2003, p. 70, footnote 7) refer to a line of reasoning that has been developed
explaining why banks should not be regulated.
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IV.A. Regulation: Permissible Activities for Banks

The banking industry is regulated and supervised in every country, but wide differences
separate the activities in which banks are permitted to engage. Some countries restrict banks to a
narrow range of activities, whereas others allow them to engage in a broad array. Since it is the
scope of activities that essentially defines the term “bank,” a bank is therefore not the same in
every country around the world.*® It is the regulatory authorities, moreover, that not only
determine the extent to which the activities of banks differ across countries, but also the extent to
which they differ from nonbank-financial and nonfinancial firms within countries.

Table 3 presents information on the differences in permissible activities for banks in
countries grouped by income level. The activities include the ability of banks to engage in the
business of securities underwriting, brokering, and dealing; insurance underwriting and selling;
and real estate investment, development, and management. Permissible activities also include
the degree to which banks may own nonfinancial firms and vice versa. The degree to which
these activities are restricted are denoted by the terms unrestricted, permitted, restricted and
prohibited. These designations are based upon Barth, Caprio and Levine (2001b), with each
country’s regulations concerning each of these activities rated on the degree of restrictiveness

from 1 to 4.*” These numbers correspond to the four designations, unrestricted through

36 For an interesting discussion of the evolution of the legal definition of a bank in the U.S., see Haubrich and Santos
(2003, pp.147-148). In a similar vein, there is the issue as to what is meant by the term “banking product.” To a
growing extent product convergence is occurring, in which similar financial products are offered by different
financial service industries. The regulatory and supervisory issue is that those products may in effect receive
different regulatory treatment because they are being offered from differently regulated industries. For example,
there is a growing similarity between performance standby letters of credit typically issued by banks, and surety
bonds typically issued by insurance firms.

37 More specifically, unrestricted means a full range of activities can be conducted in the bank; permitted means a
full range of activities can be conducted, but some or all must be conducted in subsidiaries; restricted means less
than a full range of activities can be conducted in the bank or subsidiaries; prohibited means the activity cannot be
conducted in either the bank or subsidiaries. For bank ownership of nonfinancial firms: unrestricted means a bank
may own 100 percent of the equity in any nonfinancial firm; permitted means a bank may own 100 percent of the
equity in a nonfinancial firm, but ownership is limited based on a bank's equity capital; restricted means a bank can
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prohibited, with the higher number indicating greater restrictiveness. This approach enables one
to construct a narrow index of activities restrictiveness (i.e., securities, insurance, and real estate)
as well as an overall restrictiveness index (i.e., the activities restrictiveness plus the
restrictiveness of bank ownership of nonfinancial firms and vice versa). The narrow index may
range in value from 3 to 12, while the overall index may range in value from 5 to 20.*

Table 3 shows that securities activities are the least restricted and real estate activities are
the most restricted in countries across all income levels. Indeed, not a single country prohibits
banks from engaging in securities activities. In contrast, one-fourth of the 55 countries prohibit
them from engaging in real estate activities. Although no country prohibits all three activities,
Mauritius comes the closest by prohibiting banks from engaging in insurance and real estate
activities and restricting their securities activities. India is interesting because it also prohibits
insurance and real estate activities for banks yet allows them unrestricted securities activities. At
the other end of the restrictiveness spectrum, three countries grant banks unrestricted securities,
insurance, and real estate powers — Germany, New Zealand, and Switzerland. Recently, a few
countries have become more liberal in granting banks broader powers. The U.S., for example,
with the enactment of the Gramm-Leach-Bliley Act (GLBA) in late 1999, now permits rather
than restricts banks’ access to both securities and insurance activities.*

The degree of restrictiveness on the mixing of banking and commerce also displays

substantial variation across countries. Bank ownership of nonfinancial firms is more restricted

only acquire less than 100 percent of the equity in a nonfinancial firm; prohibited means a bank may not acquire any
equity investment in a nonfinancial firm. For nonfinancial firm ownership of banks: unrestricted means a
nonfinancial firm may own 100 percent of the equity in a bank; permitted means unrestricted, but need prior
authorization or approval; restricted means limits are placed on ownership, such as a maximum percentage of a
bank's capital or shares; prohibited means no equity investment in a bank is allowed.

3 The simple correlation between these two indexes is a positive and statistically significant 0.91.

3% See Barth, Brumbaugh, and Wilcox (2000). Note that the data for Table 3 was collected pre-GLBA.
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than nonfinancial firm ownership of banks. Only 15 percent of the countries allow banks
unrestricted ownership of nonfinancial firms, whereas 40 percent allow unrestricted ownership of
banks by nonfinancial firms. Table 3 shows that no country prohibits the mixing of banking and
commerce.*’

Based on the index of overall restrictiveness, the least restrictive country is New Zealand,
while Japan, Mauritius, and El Salvador are tied for being the most restrictive. More generally,
there is a tendency for high income countries to be less restrictive than countries in the three
other income groups. Specifically, the value of the narrow index of activities restrictiveness is
statistically significantly lower for high income countries than the other three groupings. The
value of the overall index is also statistically significantly lower for the high income countries
than the upper and lower middle income countries, but not for the low income countries.

Despite the differences among countries in the regulatory treatment of permissible
activities for banks, the ultimate goal of bank regulation and supervision is to promote systemic
stability. Additionally, regulation and supervision may also be aimed at promoting the
development and efficiency of the banking sector. The important issue is what mix of
permissible activities is best for banks in each country around the world to achieve these goals.
At the theoretical level, there are arguments on both sides of the issue. The main reasons for
restricting the permissible activities of banks are as follows. First, conflicts of interest may arise
when banks are allowed to engage in a diverse group of activities.* Second, banks will have

more opportunities to increase risk when allowed to engage in a broader range of activities,

%0 As a result of GLBA, however, the U.S. in some respects has tightened restrictions on the mixing of banking and
commerce.

I See, e.g., Edwards (1979) and John, John and Saunders (1994).

20



which they are more likely to do when they have access to deposit insurance.** Third, the wider
the range of activities, the greater the formation of financial conglomerates that may be
extraordinarily difficult to supervise.* Fourth, large institutions may become so politically and
economically powerful that they become “too big to discipline.” Lastly, the creation of financial
conglomerates may reduce competition and thus efficiency in the financial sector.

There are theoretical reasons, however, for allowing banks to engage in a broad range of
activities. Fewer regulatory restrictions on the activities of banks may:

e permit the exploitation of economies of scale and scope in gathering and processing
information about firms, managing different types of risk for customers, advertising and
distributing financial services, enforcing contracts, and building reputational capital with

clients;

¢ increase the franchise value of banks and thereby enhance their incentive to behave
prudently;

e lead to diversified income streams and thus create more stable banks;

e limit the ability of the government to use banks to allocate funds to less productive
projects, and thereby promote bank performance and stability.*

Although existing empirical studies do not fully resolve these theoretical debates, most of
the literature suggests there are positive benefits from permitting banks broad powers. For
instance, Berger and Udell (1996), DeLong (1991) and Ramirez (1995, 2002) find that expanded
banking powers are associated with a lower cost of capital and less stringent cash-flow
constraints. Vander Vennet (1999), moreover, finds that unrestricted banks have higher levels of

operational efficiency than banks with more restricted powers. In terms of diversification,

2 See, e.g., Boyd, Change and Smith (1998).

* Michael Camdessus (1997), e.g., remarked that we are witnessing “...the organization of financial conglomerates,
whose scope is often hard to grasp and whose operations may be impossible for outside observers -- even bank
supervisors -- to monitor.”

* Saunders (1994) provides a good review that focuses specifically on the potential benefits and costs of mixing

banking and commerce.
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Eisenbeis and Wall (1984) and Kwan and Laderman (1999) argue that because profits from
providing different financial services are not highly correlated, there are diversification benefits
from allowing broader powers. Furthermore, Ang and Richardson (1994), Kroszner and Rajan
(1994), Puri (1996), and Ramirez (1995) find that broad banks did not systemically abuse their
powers in the pre-Glass-Steagall days of the U.S. Gande, Puri and Saunders (1999), moreover,
find that allowing banks’ securities powers enhances competition.

Drawing upon a comprehensive cross-country dataset, Barth, Caprio and Levine (2001a)
find that greater regulatory restrictions are associated with: (1) a higher probability of a country
suffering a major banking crisis, and (2) lower banking-sector efficiency. They found no
countervailing positive effects from restricting banking-sector activities. Regulatory restrictions,
for example, were not closely associated with less concentration, more competition, or greater
securities-market development.

More recently, Barth, Caprio, and Levine (2003) examine a much larger group of
countries and find that restricting bank activities is negatively associated with bank performance
and stability, as compared to when banks can diversify into other financial activities. Although
theory provides conflicting predictions about the implications of restricting the range of bank
activities, the results are consistent with the view that broad banking powers allow banks to
diversify income sources and enhance stability. Their finding, moreover, is not due to reverse
causality.” Furthermore, extending their earlier study, they control for official supervisory
practices, capital regulations, regulations on competition, government ownership of banks, and
the moral hazard engendered by generous deposit insurance schemes. The negative relationship

between restricting bank activities and bank development and stability therefore does not seem to

> See Barth, Caprio, and Levine (2001a) for a discussion of this issue.
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be because of an obvious omitted variable. Furthermore, they find no evidence that restricting
bank activities produces positive results in particular institutional or policy environments.
Specifically, they do not find improvements in bank performance or stability from restrictions on
bank activities in economies that offer more generous deposit insurance, have weak official
supervision, ineffective incentives for private monitoring, or that lack stringent capital standards.
IV.B. Supervision: Structure, Scope, and Independence

Banking crises, rapid structural change, and the continuing globalization of banking have
led national and multilateral policy makers to focus increased attention on the crucial role of
banking supervision. This focus is reinforced by the fact that “...one of the important
[international] trends has been, and continues to be, a move away from regulation and towards

c i 5046
supervision.”

Policy discussions specifically focus on several issues that must be addressed in
establishing and maintaining effective supervision, including the structure, scope, and
independence of bank supervision. Should banks be subject to one or multiple supervisory
authorities? Should the central bank be involved in bank supervision? Should bank supervisory
authorities supervise other financial service industries, including in particular securities and
insurance? To what degree should bank supervisors be subject to political and economic policy
pressure and influence? How these issues are addressed is important because policies that fail to
provide for an appropriate bank supervisory framework may undermine bank performance and
even lead to full-scale banking crises.

The intense interest policy makers have shown in these issues has not been reflected in

research, in part because of data limitations. In particular, little systematic empirical evidence

exists on how, or indeed whether, the structure, scope, and independence of bank supervision

*Crockett (2001).
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affect the banking industry. One recent study addressing this gap is Barth, Nolle, Phumiwasana,
and Yago (2003).*” That study summarizes the policy debates surrounding these issues, drawing
on a growing conceptual literature. It also examines whether and how the structure, scope, and
independence of banking supervision affect a key dimension of bank performance — bank
profitability. The results indicate, at most, a weak influence for the structure of supervision on a
particular dimension of bank performance.

A key policy decision in designing the structure of the bank supervisory system is
whether there should be a single bank supervisory authority or multiple supervisors. Although
previous conceptual literature covers a number of possible advantages and disadvantages to each
option, perhaps the strongest reason for some to advocate a single supervisory authority is
because they fear a “competition in laxity” between multiple supervisors, while those who favor
a system with two or more bank supervisors stress the benefits of a “competition in ideas” among
multiple supervisors.*®

One essential set of information largely missing from the previous literature on the issue
of the structure of supervision is what different countries around the world have chosen to do,
perhaps reflecting the view that as with financial systems themselves, there may be many roads
to an adequate system. Table 5 provides information on the international “landscape” of bank
supervisory structure. The vast majority of countries have a single bank supervisory authority.

Nevertheless, 16 percent of the 55 countries, including the U.S., assign banking supervision to

" Martinez and Rose (2003) address the issue of “integrated” supervision of banking and securities firms and/or
insurance firms using results from a survey of 15 countries with such systems.

* See Barth, Nolle, Phumiwasana, and Yago (2003, pp. 70-73) for a detailed discussion of the advantages and

disadvantages of single supervisor and multiple supervisors systems of bank regulation. Also, see Barth, Dopico,
Nolle and Wilcox (2002).
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multiple supervisory authorities. There is no systematic pattern to the division between single
and multiple supervisory regimes across geographical regions or country income levels.*’

Countries must also decide whether to assign responsibility for bank supervision to the
central bank. As with the issue of single or multiple bank supervisors, the conceptual literature is
split on the relative advantages and disadvantages of the central bank being a bank supervisor.™
Perhaps the most strongly emphasized argument in favor of assigning supervisory responsibility
to the central bank is that as a bank supervisor, the central bank will have first-hand knowledge
of the condition and performance of banks. This in turn can help it identify and respond to the
emergence of a systemic problem in a timely manner. Those pointing to the disadvantages of
assigning bank supervision to the central bank stress the inherent conflict of interest between
supervisory responsibilities and responsibility for monetary policy. The conflict could become
particularly acute during an economic downturn, in that the central bank may be tempted to
pursue a too-loose monetary policy to avoid adverse effects on bank earnings and credit quality,
and/or encourage banks to extend credit more liberally than warranted based on credit quality
conditions to complement an expansionary monetary policy.

As with the single-multiple supervisor debate, a useful first step in addressing the debate
over the bank supervisory role of the central bank is to ascertain basic facts. Table 4 compares
the bank supervisory role of the central bank in 55 countries. Almost two-thirds of those
countries assign banking supervision to the central bank, including 53 percent in which the

central bank is the single bank supervisory authority. Like the U.S., a few countries (13 percent

* Briault (1999, pp.15-16) briefly discusses the issue of a transnational financial services supervisor. See also the
discussion in the Economist (2002). Transnational issues also come into play in the debate over financial
supervision in the European Union. See, e.g., Lannoo (2000), and International Monetary Fund (2001), Goodhart
(2002), and Schiiler (2003).

3% See Barth, Nolle, Phumiwasana, and Yago (2003, pp.73-76) for a detailed discussion of this literature.
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of the total) give bank supervisory authority to the central bank and at least one other agency
(i.e., have a multiple supervisory system, and assign bank supervisory authority to the central
bank).

Much of the discussion about consolidating financial services supervision takes as its
starting point the observation that financial service companies are growing increasingly complex.
Financial conglomerates that operate in the banking, securities, and insurance industries are
among the most powerful corporations in many countries. Some have argued that a supervisor
with broad scope to cover all financial services is necessary to supervise such entities effectively
and, in particular, to insure that supervisory oversight of risk management by such
conglomerates is not fragmented, uncoordinated, or incomplete. The most significant argument
against a supervisory authority with broad scope is that it would result in an undue concentration
of power that would otherwise be dispersed among several agencies. This could increase the
likelihood of regulatory capture and retard financial innovation.”'

Table 4 presents an international comparison of the scope of supervision across countries.
In the majority of countries (58 percent) the authority responsible for bank supervision is
confined only the banking industry. However, bank supervisory authorities also supervise
securities firms in 13 percent of the countries, and insurance firms in 11 percent of the countries.
In 8 countries (15 percent), the authority(ies) responsible for bank supervision also supervises
both securities and insurance firms.

A third bank supervision issue has begun to receive far greater attention from researchers
in the wake of numerous recent and costly banking and currency crises. Consensus is arising

from the burgeoning research on the causes of banking and currency crises that independence for

51 See Barth, Nolle, Phumiwasana, and Yago (2003) for a detailed discussion of this issue.
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supervisory authorities is crucial for well-functioning banks and for financial system stability.’>
Supervisors are "independent" to the extent that they are insulated from, or able to resist,
pressure and influence to modify supervisory practices in order to advance a policy agenda that
is at odds with the maintenance of a safe and sound banking system. Supervisory independence
allows bank supervisors to monitor the financial condition of banks in a strictly professional and
consistent fashion. In addition, it allows them to elicit the appropriate level of responsiveness to
the guidance, constructive criticism, and direction they give to banks. In essence, supervisory
independence makes it possible for supervisors to “call it like they see it” and to have their
advice and orders heeded.

Using information from the World Bank as described in Barth, Caprio and Levine
(2001b), Barth, Nolle, Phumiwasana, and Yago (2003) construct an index of the degree of
independence bank supervisors possess. The index, with values from 1 (low independence) to 3
(high independence), was based on supervisory authorities’ answers to a series of questions
designed to ascertain how insulated the supervisor is from political pressure. Table 4 displays
how 55 countries ranked according to this index. Forty-four percent of the countries have bank
supervisory authorities with relatively low independence, while more than one-quarter (27
percent) have relatively high independence; 29 percent of the countries rank in between.

Although countries with low supervisory independence are scattered across country income

*2As Barth, Nolle, Phumiwasana, and Yago (2003) point out, the issue of independence for supervisory authorities
has also attracted increasing attention among policy makers. In particular, the Basel Committee's 1997 Core
Principles for Effective Banking Supervision highlights supervisory independence. The Core Principles comprise
25 basic principles that must be in place for a supervisory system to be effective. The principles cover licensing,
prudential regulations and requirements, methods of supervision, information requirements, formal powers of
supervisory authorities, and cross-border banking. Importantly, the first principle outlines necessary “preconditions
for effective banking supervision,” and chief among these fundamental preconditions is that agencies responsible for
banking supervision “should possess operational independence” (Core Principles, p. 4).
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groups, only two “High Independence” countries appear in the lower middle income group, and
none in the low income group.

The World Bank (2001) also addresses another aspect of independence, namely the
extent to which supervisors are protected from criminal or civil prosecution for the performance
of their duties. In effect, supervisees not only can employ the political process to reduce the
extent to which their activities are subject to official oversight, but they can also use the courts.
If supervisors enjoy a low level of compensation, which is often associated with a low degree of
political independence, and simultaneously face the unprotected threat of large civil penalties for
conducting vigorous supervision, then supervisory oversight can be expected to be weak.
However research in this area is still in its infancy.

IV.C. Implementation of Supervision

The debate no doubt will continue on the relative advantages and disadvantages of
different supervisory system structures. However, as important as that debate is, it is secondary
to issues surrounding the implementation of supervision. In this regard, we can make a number
of comparisons on the nature of scope of supervisory practices based upon World Bank data. In
particular, Table 5 shows comparative information for several aspects of the implementation of
supervision across 55 countries.

First, Table 5 presents information on the frequency of on-site bank examinations. We
have no direct information on the scope of bank examinations across our sample of countries —
i.e., what aspects of bank operations are examined, and how thoroughly. However, in about half
of the countries’ bank supervisors perform an on-site examination of most banks annually. On

the other hand, many countries perform on-site bank examinations less frequently, and some

28



countries, for example the United Kingdom, rely heavily on “off-site” examination of
information submitted by banks to supervisory authorities.

Another way to measure the nature of supervisory implementation is to gauge
supervisory resource utilization. A crude measure is to calculate the average number of
supervisors on a per-bank basis, as is illustrated in the middle column of Table 5. By this
measure, while the three lower country income groups are roughly similar, the high income
countries show a much lower supervisors-per-bank ratio. The number of banks in each country
will influence this measure heavily. The high income countries, with much larger economies on
average than the lower income countries, tend to have many more banks on average than the
lower income countries. An alternative measure of supervisory resource use is given in the far
right-hand column of Table 5. “Banking Assets per Supervisory Staff” gives a rough measure of
the “coverage” of banking system activity for which each supervisory staff member is
responsible. Again, although there is wide variation across countries, a basic country income
level pattern stands out. In particular, the “coverage” of banking activities on a per-staff-member
basis is much higher for the high income countries than for the lower three income groups.>
IV.D. Deposit Insurance

The inherent fragility of banks has motivated a number of nations to establish deposit
insurance schemes. Such schemes are intended to assure depositors that their funds are safe by
having the government guarantee that they can always be withdrawn on demand at full value.

To the extent that depositors believe that the government is able and willing to keep its promise,

they will have no incentive to engage in widespread runs to withdraw their funds from banks.

33 Goodhart, Schoenmaker, and Dasgupta (200