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Normative Analysis 

•Banking and Global Growth 
 

•Banking and Global Arbitrage 



Banking and Global Growth 
• This is about banks and real investment 
• What does theory 101 tell us about the flow of bank 
credit and growth? 
CA deficit during high growth (high MPK), followed by CA surplus 

and countries converge to world PPF. 
 

• Do we see this? 
Not really 

 
• Think of big data points: Japan, East Asia, China 
 

• When we do see large flows, they are more likely to 
predict trouble than success! [more on this later] 
 



Banking and Global Growth 
• May be it is not about capital but bank expertise 
and technology 
The “how” and “who” to give credit to 
But micro evidence suggests the opposite 
Mian (2006) 



FIGURE II 
Lending Composition of Domestic and Foreign Banks 
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Foreign Banks Domestic Banks

Value-weighted Interest Rate (i ) 10.75% 12.75%

Value-weighted Default Rate () 3.50% 6.00%

Value-weighted Recovery Rate (q ) 10.20% 20.40%

Value-weighted Return on Loan (R ) 7.23% 7.21%

INTEREST RATES AND LOAN LEVEL RETURNS

(1 ) (1 )*(1 ) *R i qδ δ+ = − + +



Banking and Global Arbitrage 
• This is about portfolio investment  
• Theory 101 suggests deeper capital facilitates 
removal of fundamental mispricing: 
Make investment and consumption decisions more 

efficient. 
Reduce non-fundamental volatility, reduce risk-premium 

• Alternative theory suggests opening up markets 
adds more volatility via speculation (e.g. Simsek 
2013) 

• Which view is correct? 
Bergin, Glick and Wu (2012) 
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Positive analysis of global banking 
• Do emerging markets want global bank capital? 
  

• Great financial liberalization across the board 
But, countries refusing capital [net] 

 
• Evidence 



8 years of crisis or one 8-year crsis? 
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Tequila crisis: Common Response 
• Reforms implemented and growth picked up 
• Foreign capital inflow in large amounts, current account 

deficits (8% of GDP) 
Capital being productive or speculative? 

• There was a mismatch in trade flows, and capital flows.   
Speculative capital coming in real estate appreciation and a 

consumption boom fueling trade deficit. 



The Consequences 
• The mismatch in cash inflow and outflow for firms sent 

thousands of firms into bankruptcy.  
• Real GDP plunged by 7 percent and industrial production 

by 15 percent.   
• The currency crisis had turned into a banking crisis and a 

deep recession. 
• Hundreds of thousands of workers lost their jobs.  

 



 
 
 

The Asian Crisis of 1997-1998 



1997-1998 Asian Financial Crisis  
• After 1994, international capital went increasingly to 
“apparently safer” Southeast Asian economies.  

• The flow of capital led to a boom in speculative 
investments (real estate)  
A surge of consumption by wealthy-feeling Asians 
Hence large trade deficits.  

 
• Trade deficits of Thailand and Malaysia grew to 6, 7, 
and 8 percent of GDP.   
Similar situation in other East Asian economies.  
Notice the similarity with Mexico in 1994? 



 
 
 

Understanding Contagion 



Contagion: How Crises Spread 
• Mexico in 1994 
Quickly spread to Argentina. 
Even though countries on opposite ends of Latin America 
Few trade or financial links 

 

• Thailand in 1997 
Quickly to Malaysia, then Indonesia 
Onto stronger economies of Korea, Hongkong. China comes 

under pressure too. 
 



Why does contagion occur: Channels 
1. Trade Channel: Massive devaluation forces 

competitors to adjust quickly too. 
(e.g. Thai and Malaysian currencies massively devalued there 
was now more pressure on other previously (relatively) 
stronger Asian currencies of Indonesia, Korea, and others to 
devalue as well. These countries often competed in similar 
export goods, and so had to devalue to remain competitive.) 
 

2. Financial Channel: Deleveraging 
i. “Emerging market funds” with common pools. (e.g. 

Argentina and Mexico) 
ii. Large hedge funds with margin calls (think LTCM) 
iii. Highly levered financial institutions (think banks, 

investment companies). Call back loans and stop issuing 
new credit.  



Contagion through deleveraging: Looks familiar? 

 



Cost of Global Banking 
• Example: South Korean 
GDP, Policy constraint and political. 

Forced to raise interest rates and cut government spending.  

Real GDP declined by 6% in 1998 and unemployment rate rose 
from 2% to 9% 

Ownership shifted from local to foreign! 



MNCs during Currency Crises …Desai, Foley and Forbes (2004) 



Policy Implications For Emerging Markets 
• By 2000 Policy implications seem obvious: 
Avoid currency mismatches 
Keep inflation under control 
Adopt flexible exchange rate policy 
Keep fiscal deficits down 
Manage Debt to GDP to sustainable levels 
Don’t borrow short and lend long 
Keep private sector leverage down 

 



Since 2002 EMs became “good citizens” 

• Adopted flexible exchange rates 
• Kept inflation down 
• Controlled deficit spending 
• No major sovereign default or banking crisis 
• Kept accumulating foreign reserves as a “safety 
net” 

• Did they become too good? 
The other side of coin: United States 

 



U.S. became an Emerging Market! 
 



Same story within EU 
 



Positive analysis of global banking 
• Why have EMs become scared of global capital? 
Liquidity: who is the lender of last resort if global market 

runs? 
Decoupling E.R. shocks and the banking sector [recall 

earlier evidence] 
Lose ability to inflate away debt  
The Transfer problem (i.e. risk-sharing failure) 

• The ability to use fiscal backstop as a macro-stablization tool. 

• For example, the European Union post 2008. 



A sharp increase in correlation between 
bank and sovereign CDS 
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Directly impacted banks’ cost of funds 
 



Higher cost passed through to lending. 

 





 



 



Looking Forward 
• Global banking should be useful for facilitating 
growth, price discovery and diversification. 

• But we need to structure financial products to 
make them “macro prudential safe” 

• Key issue is risk-sharing, and moving towards 
more state-contingent contracting 
From debt to convertibles and equity 
Requires coordination on tax issues, and international 

financial regulation. 
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