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Abstract 
 
This paper examines the role of government guarantees to domestic banks in generating moral hazard in 
pre-crisis East Asian economies.  We test for moral hazard among bank creditors by determining whether 
protected banks received more funds from creditors than otherwise identical banks that did not enjoy such 
guarantees.  In order to determine empirically the existence of moral hazard among bank managers, we 
examine whether managers of protected banks assumed more risk than their counterparts at non-protected 
banks.  Using micro-level data, we find strong evidence of moral hazard among bank managers and 
limited evidence of moral hazard among bank creditors. 
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1. Introduction 

 The devaluation of the Thai Baht on July 2, 1997 marked the beginning of a period of turbulence 

for Thailand and the rest of East Asia.  This currency collapse produced a domino effect culminating in 

speculative attacks on other Asian currencies.  The financial crises that swept through Asia had real 

consequences as well.  The growth rate of output fell dramatically in these countries, putting an end to the 

era of spectacular and unprecedented growth and leaving large segments of the affected populations 

impoverished.  Given the susceptibility of emerging markets to crises and their devastating consequences, 

questions have been raised about policies in emerging market nations that may contribute to financial 

vulnerability.   

 The issue of moral hazard in the context of the Asian financial crisis has generated a great deal of 

controversy.  While some (Corsetti, Pesenti and Roubini, 1998; Krugman, 1998; Mishkin, 1999) view this 

distortion as critical, others (Radelet and Sachs, 1998) downplay its significance.  According to the moral 

hazard view of the Asian crisis, the history of government guarantees of the liabilities of domestic banks 

and the subsequent bailouts of depositors, shareholders and bondholders when banks incurred significant 

losses, produced moral hazard among both bank managers and bank creditors.  Deposit insurance has 

often been cited as a source of moral hazard among bank creditors (Demirgüç-Kunt and Detragiache, 

1998 and McKinnon and Pill, 1997).  However, for the five countries most affected by the crisis, only the 

Philippines had explicit deposit insurance leading up to the crisis, although Korea did establish deposit 

insurance in the year prior to the crisis.  Nonetheless, if the Asian governments guaranteed, or were 

perceived to guarantee, bank liabilities, whether explicitly or implicitly, then bank creditors and 

depositors had an incentive to over-lend to these protected banks without properly monitoring their 

activities.  The absence of deposit insurance does not preclude this possibility.  Moreover, blanket 

guarantees above and beyond deposit insurance encourage excessive risk taking by bank managers, 

jeopardizing the overall health of the banking system.   

 Others have criticized this account of the crisis and have downplayed the significance of moral 

hazard.  Radelet and Sachs (1998) recognize the importance of macroeconomic imbalances, corruption 
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and inadequate supervision of the banking sector in promoting vulnerability, but argue that these 

problems had existed for years.  Rather they characterize the crisis as a bad equilibrium among many 

possible outcomes, driven more by financial panic than weak fundamentals.  With regard to the issue of 

moral hazard, they point out that three-fifths of the total capital flows to East Asia went to non-bank 

financial institutions and the non-financial corporate sector, which did not enjoy implicit or explicit 

guarantees.  Chang (2000) asserts that it was the non-bank financial institutions such as the Korean 

merchant banks and the Thai finance companies that contributed most to the risky lending.  However, the 

assertion that non-bank financial institutions did not enjoy implicit or explicit guarantees is debatable.  

Moreover, it is the perception of a guarantee that affects the behavior of bank creditors and managers, not 

the guarantee itself.   

Chang further argues that the enormous surge of portfolio investment inflows before the crisis is 

evidence that government guarantees did not produce the inflow boom, since such investments certainly 

had no guarantees.  There is no question that foreign investors were overly optimistic about financial 

prospects in East Asia, a belief that fueled much of the inflows.  However, at the heart of the moral hazard 

story is the role played by the financial institutions in the stricken countries, through which most of the 

inflows were intermediated.  Since financial institutions perform the unique and crucial function of 

channeling funds throughout an economy, the presence of rampant moral hazard in the banking sector can 

have disastrous consequences.  The aim of this paper is to investigate, empirically, the question of the 

existence of moral hazard in the banking sectors of the Asian economies.  

We examine the common practice of providing government safety nets to the domestic banking 

sector and ask whether such guarantees, by creating moral hazard, actually play a role in precipitating and 

exacerbating financial crises.  Using micro-level data, we search for moral hazard in the banking sectors 

of East Asian economies during the years preceding the crisis of 1997.  We find convincing evidence of 

moral hazard among bank managers and limited evidence of moral hazard among bank managers, 

indicating that moral hazard had a significant impact on the banking sectors of the crisis countries. 

The immediate policy implication is that government safety nets to domestic financial institutions 
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should be limited.  Specifically, if safety nets induce excessive lending and risk-taking by bank creditors 

anticipating high returns in “good” outcomes and bailouts in “bad” outcomes, then these safety nets 

should not be absolute and creditors should incur losses when banks fail.  This alone, however, does not 

completely alleviate the problem of moral hazard among bank managers.  Even though perfect monitoring 

is not possible, strengthening the institutions that regulate and supervise the banking sector can reduce 

moral hazard among bank managers.  

The rest of the paper is organized as follows.  Section 2 presents the empirical methodology and a 

description of the data.  Section 3 discusses the results of the estimation.  Section 4 concludes. 

 

2. Empirical Methodology and Data 

Although widely debated in the context of the Asian financial crisis, the issue of moral hazard has 

not been given significant empirical treatment.  However, a few recent papers attempt to estimate the 

moral hazard effect.  Sarno and Taylor (1999) argue that government guarantees produced risky lending 

by Asian banks that in turn led to an asset price bubble.  Using stock price data, they find evidence of an 

asset bubble, which they cite as evidence of moral hazard.  However, the existence of a stock bubble is 

not a sufficient condition for the presence of moral hazard, even in the context of the Asian crisis.  

Demirgüç-Kunt and Detragiache (1999) find that the presence of deposit insurance is significant in 

explaining the occurrence of banking crises, providing powerful evidence for moral hazard.  Laeven 

(2002) looks at the relationship between bank risk and deposit insurance and finds that deposit insurance 

is predictive of banking failures.  Zhang (1999) tests the hypothesis that the Mexican bailout of 1995 

contributed to the high volume of lending at low interest rates to emerging market economies in the two 

years before the Asian crisis.  He finds that the decline in emerging market spreads can be explained by 

fundamentals, thus rejecting the moral hazard explanation.   

Lane and Phillips (2000) consider whether IMF bailouts are a source of moral hazard.  First they 

argue that if private creditors believed that the IMF completely guaranteed the liabilities of its member 

countries, then all member countries that are considered “too big to fail” would face the same interest 
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rate.  The data clearly demonstrate that this is not the case.  Moreover, spreads tend to increase during 

times of crisis, contradicting the perception of a blanket guarantee.  Finally, the authors employ an event 

study approach to demonstrate that IMF announcements of support do not lead to a reduction in emerging 

market bond spreads, contradicting the moral hazard view.  They conclude that because IMF support is 

not on a sufficient scale to constitute a full bailout of private investors, investors do not expect such, as 

shown in the data.  Thus, according to their results, the IMF does not create significant moral hazard 

among private investors.   

In contrast to these studies, we search for moral hazard produced by government guarantees to the 

banking system in the years leading up to the Asian crisis. As Frankel and Roubini (2000) point out, 

governments, as opposed to the IMF, have potentially unlimited resources to guarantee the liabilities of 

domestic banks.  Thus, it is plausible that this ability produces significant moral hazard among bank 

managers and bank creditors.  Bank managers may feel that they can hold fewer liquid assets and 

maintain lower capital ratios than what is otherwise optimal.  Similarly, bank creditors may be less 

cautious in depositing money in banks that are considered protected.  In order to analyze the role of 

government guarantees in causing the crisis, we attempt to establish the existence of moral hazard among 

bank creditors and managers.  We first discuss moral hazard among bank creditors.  

In order to test empirically whether bank creditors lent to Asian banks at least in part because of a 

government guarantee, whether real or perceived, we estimate a panel regression based on annual 

individual bank balance sheets and income statements from 174 banks, both domestic and foreign, 

operating in Asia in the years leading up to the crisis.1  Summary statistics are provided in Table 1.  Using 

the growth rate in bank liabilities to measure lending to domestic banks, we estimate the following panel 

regression separately for Indonesia, Malaysia, the Philippines, South Korea and Thailand:  

 , 0 , 1 ,% ' 'i t i t i i tLiabilities X Zβ β γ ε−∆ = + + +               (1)  

                                                 
1 We obtained data on Asian domestic banks from Thomson Financial Bankwatch, Moody’s and Worldscope.  Data 
on foreign banks operating in Thailand were provided by the Bank of Thailand.   
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where i indexes banks and t indexes years. We have a balanced panel for the years 1993 through 1996.2  

We use pre-crisis data to focus on government guarantees to domestic financial institutions in the years 

leading up to the crisis.  Once the crisis erupted, the nature of these guarantees changed.  In addition, to 

avoid the attrition bias that would result if we included only banks that survived the crisis, we constructed 

our sample using pre-crisis listings of financial institutions obtained from Economist Intelligence Unit 

country reports.   

Z is a time-invariant variable that identifies banks that are protected.  If moral hazard among bank 

creditors were present, then the coefficient should be significant in explaining lending to banks.  Since the 

government guarantee is not directly observed, we propose two alternative proxy measures.  First, a 

dummy variable indicating relative bank size (measured by total assets) captures the notion that the 

largest domestic banks were deemed “too big to fail” by governments compared to smaller domestic 

banks.  The failure of large financial institutions is considered particularly alarming to governments and 

central banks.  As a result, they tend to take steps to prevent such outcomes.  Thus there are often implicit 

and in some instances explicit guarantees for large financial institutions.  This practice is particularly 

problematic in many emerging markets with a nascent financial sector where a few “connected” players 

dominate the market.  The asset size dummy variable assumes the value one if a bank was in the top 20th 

percentile in terms of annual assets, as compared to other domestic banks, in three of the four years in our 

sample.3  Following the logic that foreign banks, regardless of size, were not protected by local 

governments, we do not include any foreign banks in this estimation.   

A second dummy variable distinguishing between domestic banks and branches of foreign banks 

captures our assumption that domestic banks were believed to be protected by local governments but 

foreign banks were not.  We believe that this assumption is reasonable because foreign banks lack the 

                                                 
2 Only in 1997 did a significant numbers of financial institutions fail. 
3 Intuition suggests that if a bank is deemed “too big to fail”, by our annual measure, in three out of the four years in 
the sample, then it should be defined as “too big to fail” in every year in the sample, thus creating a time-invariant 
variable.  This, however, is not a restrictive assumption since only rarely is it the case that a bank, if defined as “too 
big to fail” in one year, is not defined similarly in all other years.  Results were similar using a year-by-year measure 
of the variable.    
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political clout to ensure bailouts by the domestic government.  In addition, as Mishkin (2001) points out, 

foreign banks are also less likely to get bailed out because it would be politically unpopular for the 

domestic government to use taxpayer funds to do so.  Since the foreign bank dummy variable indicates 

lack of protection, its coefficient should be negative.  Due to limited data availability on foreign bank 

branches, we were only able to test this specification for Thailand.    

Aside from specifying these proxy measures for the government guarantee, we do not make 

further assumptions about the nature of the guarantee.  We do not, for example, claim that traditional 

banks were protected whereas finance companies were not.  We include non-bank financial institutions in 

our sample, such as Thai finance companies and Korean merchant banks, and allow them to be defined as 

protected or not protected by our proxy measures.4  Although it may not have been the case that Thai 

finance companies received guarantees, the important issue in analyzing the effect of moral hazard among 

bank creditors and managers is the perception of a guarantee, not the guarantee itself.5  If guarantees are 

made but not believed, then moral hazard is not an issue.  On the other hand, if guarantees are not made 

but are perceived to exist anyway, then moral hazard may be present.  Therefore, we search for moral 

hazard by asking whether bank creditors and managers acted as if they perceived bank liabilities to be 

guaranteed.   

 There are a number of potential problems with using the foreign bank dummy to test for moral 

hazard among bank creditors.  It is possible that creditors may lend to domestic banks over branches of 

foreign banks because the former are more familiar with the local economic landscape, not because they 

have a government guarantee.  In addition, local residents are more familiar with domestic banks and thus 

may be more likely to deposit their money there.  Moreover, it is often the case that foreign banks are not 

in the business of attracting deposits.  Like moral hazard, these possibilities are consistent with a negative 

coefficient on the foreign bank variable.   

                                                 
4 Only Finance One, the largest Thai finance company, was considered “too big to fail” by the asset size variable, 
and no Korean merchant banks received this distinction.  
5 In mid-1997, 58 out of 91 finance companies were suspended, but blanket deposit guarantees were introduced to 
contain the crisis (IMF, 2000).  This casts doubt on the assertion that deposits at finance companies were not 
guaranteed ex-ante.   
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In addition, while the foreign bank variable is a good measure of government protection insofar 

as domestic governments will not bail out branches of foreign banks, the latter may have other forms of 

protection.  Branches of foreign banks may be protected either by the IMF or the home office.  If such 

guarantees were in place and if bank creditors (and managers) perceived them to be as unconditional as 

the guarantees made by Asian governments to their own banks, then the foreign bank variable would not 

distinguish between banks with guarantees and those without.  Under these circumstances, all banks in 

our sample, both domestic and foreign, would be considered protected.  Although it is the case that the 

guarantees made to the Asian banks were absolute, insofar as no domestic bank was ever allowed to fail 

(Dekle and Kletzer, 2001), the fact remains that foreign bank branches may also have had guarantees.   

The matrix X contains time varying, bank-specific variables such as the return on assets (ROA) to 

measure profitability, the capital ratio to measure capital adequacy and the ratio of loans to assets to 

measure liquidity.  The latter two variables are measures of bank risk.  Presumably, bank creditors will 

lend more to banks with higher returns on assets and better levels of capital adequacy and liquidity, all 

else equal.  These bank fundamentals enter with a lag, as balance sheet information becomes available to 

potential bank creditors with a delay.  In addition, including the bank fundamentals with a lag mitigates 

potential endogeneity problems.  For example, if bank managers base decisions about optimal capital and 

liquidity ratios on the level of current liabilities, then there will be feedback from the dependent variable 

to the regressors.  If we lag the regressors, then there can only be feedback if bank managers choose these 

ratios based on their prediction of the level of bank liabilities for the following year.  Once these factors 

are controlled for, the coefficient of the proxy measure of the government guarantee captures the effect of 

moral hazard among bank creditors in the years preceding the crisis.  If the coefficient is significant, then 

it is plausible that bank creditors made lending decisions based in part on the expectation of a government 

guarantee.   

The model was estimated using several alternative specifications.  We replaced the growth rate of 

liabilities with the growth rate of deposits as the dependent variable.  We included the ratio of deposits to 

loans as an alternative measure of liquidity, the return on equity as another measure of profitability and 
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the ratio of loan loss reserves to loans as a measure of asset quality.  We also included macro variables 

such as the ratio of short term debt to total reserves as well as year dummies.  In no case did the 

coefficients of interest change significantly.   

It is important to note that we are implicitly assuming that the growth of bank liabilities was 

determined by the willingness of bank creditors to supply funds to banks.  That is, we do not specify a 

demand equation for liabilities by bank managers in a simultaneous equation context.  We believe this 

assumption is reasonable in this framework.  In the four years before the crisis, the period which our data 

cover, the fast-growing East Asian economies experienced lending booms, so it is unlikely that bank 

managers restricted bank liabilities.   

In order to determine empirically the existence of moral hazard among bank managers in contrast 

to bank creditors, we examine whether bank managers of protected banks assumed more risk than their 

counterparts at non-protected banks.  We, therefore, estimate the following regression: 

 , 0 , 1 ,' 'i t i t i i tBankRisk X Zβ β γ ε−= + + +                 (2) 

We measure bank risk using capital adequacy, measured by the capital ratio, and liquidity, measured by 

the ratio of loans to assets.  A significant difference in the risk level of protected banks would indicate 

that their managers made decisions based on the expectation of a bailout.  This difference would thus 

provide evidence for the existence of moral hazard among bank managers.  Moreover, reckless behavior 

on the part of protected banks, if demonstrated, would lend support to the notion that moral hazard played 

a large role in the crisis.  Although the existence of reckless behavior among bank managers also proves 

the existence of poor bank regulation and supervision, without which this type of behavior could not 

occur, it nonetheless demonstrates that bank managers must have believed in a government guarantee.   

 Again, Z indicates whether a bank is protected as determined by the asset size dummy variable or 

the foreign bank dummy variable.  The potential problems with using the foreign bank variable to 

determine moral hazard among bank creditors do not arise when testing for moral hazard among bank 

mangers.  Even if creditors of branches of foreign banks perceived that they too were protected, managers 
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of foreign branches were far more likely to be fired for assuming too much risk than managers of 

domestic banks.  Moreover, foreign bank branches were far better regulated and supervised by the home 

office.  In addition, the large capital inflows into the Asian countries and the limited resources of bank 

supervisors created an environment for moral hazard at the domestic banks.  Thus there was greater 

potential for moral hazard among bank managers at domestic banks than at branches of foreign banks.  A 

significant difference in the risk positions of domestic banks and branches of foreign banks would, 

therefore, be consistent with the presence of moral hazard.   

We assume that bank managers base decisions about optimal capital or liquidity ratios on 

measures of bank risk and profitability in the previous year.  Therefore, we include as regressors measures 

of bank risk, such as the lagged capital ratio or the lagged ratio of loans to assets, as well as lagged values 

of the return on assets to measure profitability.  The ratio of non-performing loans to total loans is a 

common measure of asset quality.  We do not include this variable for two reasons.  First, comprehensive 

data on non-performing loans were unavailable.  Moreover, banks have an incentive to inaccurately report 

this information because it signals bank quality.  When supervision and regulation is lax, as it was in the 

East Asian countries, this ratio can be quite misleading.  We were also unable to obtain data on loan type 

and the ratio of short-term-foreign-currency-denominated debt as alternative measures of bank risk.  A 

high proportion of loans to the non-traded goods sector, such as real estate, would indicate vulnerability to 

a domestic downturn.  Lacking this data, we are unable to control for the possibility that certain banks 

maintained higher capital ratios because they lent to more risky sectors of the economy.   

 

3. Empirical Results 

Tables 2-3a present OLS results from the estimation of equations (1) and (2).  Random effects 

estimation yielded similar results.  We do not present fixed effects results since the time-invariant 

variables of interest, namely the asset size dummy and foreign bank dummy drop out in the estimation.  

Table 2 presents the results of estimating equation (1), the test for moral hazard among bank creditors.  
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For all countries in the sample, the coefficient of the asset size variable is either small or insignificant.6  

This result is not consistent with the view that bank creditors lent more to the largest banks, ceteris 

paribus, because they perceived these banks as “too big to fail”.  However, given the history of bailouts 

and blanket guarantees, it is possible that bank creditors may have perceived small domestic banks to 

have the same degree of protection as large banks. 

The coefficient on the foreign bank variable, however, is approximately -17% with a p-value of 

about 0.15.  Although not significant at standard confidence levels, this result is at least somewhat 

consistent with the hypothesis that if domestic banks were protected, bank creditors should have lent more 

to domestic banks than foreign banks, ceteris paribus.  As discussed above, we cannot be certain that 

moral hazard among bank creditors is the sole explanation for this result, but this finding is certainly 

consistent with the moral hazard view.    

We also tested for moral hazard among bank creditors following the method developed in 

Demirgüç-Kunt and Huizinga (1999).  They ask if the presence of deposit insurance reduces market 

discipline of banks, where market discipline can be measured by the effect of bank profitability and risk 

on bank interest expenses.  They interact a deposit insurance dummy variable with these bank-specific 

characteristics to determine if the presence of deposit insurance reduces the sensitivity of the interest rate 

that the bank is forced to pay on its liabilities to measures of bank quality.  In our case, we estimate a 

similar regression but instead interact our asset size variable with the bank-specific characteristics to see 

if the size of the firm reduces market discipline.  We find little evidence of market discipline, a result that 

is consistent with the presence of moral hazard among bank creditors, but no effect of size on the degree 

of market discipline.  Together, these results are consistent with the moral hazard view if depositors 

perceived that all banks, both large and small, were protected.  

To test for moral hazard among bank managers (Tables 3 and 3a), we regress measures of bank 

risk on the asset size variable or the foreign bank variable depending on the specification.  Table 3 

                                                 
6 We also classified banks as “too big to fail” if they were in the top 30th and 10th percentiles in terms of asset size.  
We only present results for the top 20th percentile as the results did not vary significantly.   
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presents results when the capital ratio is the dependent variable.  The coefficient of the asset size variable 

is significantly negative in all five countries, suggesting that the larger banks took on more risk than 

smaller banks, holding other bank-specific characteristics constant.  The coefficients range from –0.69% 

to –3.85%.  The coefficient is -2.95% and significant at the 1% level if we include all countries at once.  

This is strong evidence for the existence of moral hazard among bank managers.   

The coefficient of the foreign bank variable is approximately 27% and significant at the 1% level.  

The size of this coefficient may be due to the limited number of foreign banks in the sample, although it 

certainly indicates that domestic banks were far more vulnerable to non-performing assets.  A difference 

of this magnitude is powerful evidence of moral hazard among bank managers at domestic banks.  Even if 

foreign banks maintained higher capital ratios either because of the requirements of foreign bank 

regulators or different lending patterns, it is unlikely that these circumstances would generate such a large 

difference between foreign and domestic banks.  Our finding that foreign bank branches took on 

significantly less risk is consistent with Goldberg, Dages, Kinney (2000).  The relative stability of foreign 

banks provides a strong argument for encouraging their entry into the banking systems of emerging 

markets.   

Table 3a presents results using liquidity rather than capital adequacy to indicate bank risk.  We 

use the ratio of loans to assets as the dependent variable.  The coefficient of the asset size variable is small 

and insignificant for Thailand, Indonesia and the Philippines, suggesting that the largest banks were no 

less liquid than other banks in these countries.  However, illiquidity is only one channel by which banks 

can assume risk.  Banks with similar liquidity ratios can have significantly different risk characteristics, 

both in the type of loans that they make and the uses of funds that are not disbursed as loans.  The 

coefficient is positive and significant for Malaysia, consistent with our intuitive, although negative for 

South Korea.  The coefficient of the foreign bank variable is small and insignificant, suggesting that 

domestic banks were no less liquid than foreign banks.  This result does not provide support for moral 

hazard among bank manages.  However, it is not inconsistent with the presence of moral hazard if bank 

managers assume risk through other channels.   
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As a robustness check, we limited the sample to foreign banks in Thailand and estimated the 

effect of the asset size variable (constructed using data on foreign banks only) on bank loan growth and 

bank risk.  Intuition suggests that because the Thai government did not protect foreign banks, differences 

in size among foreign banks should not affect lending to banks or the decisions of bank managers.  

Confirming this intuition, we find that the asset size variable is insignificant in both respects.7   

   

4. Conclusion 

 This paper examines the role of government guarantees to domestic banks in generating moral 

hazard in the banking sectors of East Asian economies in the years preceding the crisis of 1997.  We find 

some evidence of moral hazard among bank creditors.  After controlling for bank risk and profitability, 

we find that foreign banks had significantly lower liability growth rates, suggesting that creditors 

perceived the liabilities of domestic banks to be guaranteed.  However, we find that liability growth rates 

of domestic banks did not vary by bank size, indicating that bank creditors did not regard the largest 

banks as “too big to fail”.  This suggests either that moral hazard among bank creditors was not a factor, 

or that creditors held the view that small banks had equally strong guarantees.  It would not have been 

unreasonable for them to have assumed that small banks received similar protection. 

We find much stronger evidence for moral hazard among bank managers.  Domestic banks had 

far lower capital ratios than foreign banks, suggesting that their managers assumed more risk because they 

perceived that bank liabilities were guaranteed.  We also find that large domestic banks had lower capital 

ratios than small domestic banks, indicating that their managers believed that these banks were “too big to 

fail”.  In general, however, we do not find significant differences between foreign banks and domestic 

banks and between large and small domestic banks using liquidity as a measure of risk.  This result is not 

inconsistent with the moral hazard view as long as bank managers assumed risk through other channels.  

Our results suggest that low capital adequacy was a primary channel.   

There are several important policy implications of our findings.  First, blanket guarantees to 

                                                 
7 These results should be interpreted with caution as there are only 14 foreign banks in the sample.  
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domestic banking sectors can have serious moral hazard implications.  Although deposit insurance for 

small depositors who do not have the resources to monitor bank activity may be reasonable, the safety net 

should not be absolute.  As Mishkin and Hahm (2000) propose, there must be “constructive ambiguity” in 

whether a bank will be saved so that large creditors and uninsured depositors are careful in deciding 

which banks to lend to.  This uncertainty will also mean that bank creditors will have an incentive to 

monitor banks.  In addition, the moral hazard that exists among bank managers must be restrained by 

constant and effective supervision.  Finally, there is a strong case for encouraging the entry of foreign 

banks into the domestic financial sector.  Foreign bank presence increases the amount of funding that is 

available to domestic projects, and does so in a way that is more consistent with sound banking practices.  

Strengthening the banking sector by limiting moral hazard and promoting foreign bank entry should 

reduce the likelihood of future financial crises. 
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Table 1         
Summary Statistics: Bank Variables, 1993-1996      
(data in millions of 1996 U.S. Dollars)       
         
Country All Countries Indonesia   Malaysia   Philippines   
  Med. Std. Dev. Med. Std. Dev. Med. Std. Dev. Med. Std. Dev. 
Assets 2,357 12,357 1,292 4,384 4,236 6,665 1,288 1,950 
Liabilities 2,108 11,792 1,168 4,165 3,764 6,277 1,111 1,726 
Net Income 26.4 98.2 16.2 70.9 49.3 69.8 23.8 40.3 
Capital Ratio % 8.7 11.6 8.0 4.8 7.0 8.8 13.1 7.2 
Loans/Assets % 69.4 18.2 75.6 10.2 64.1 16.9 58.3 12.2 
ROA % 1.1 9.0 1.0 1.3 1.1 0.4 2.0 0.8 
Observations 696  136  96  96  
Number Banks 174   34   24   24   
         
Country Thailand: all banks Domestic Banks Finance Companies Foreign Banks 
  Med. Std. Dev. Med. Std. Dev. Med. Std. Dev. Med. Std. Dev. 
Assets 1,585 6,988 6,827 10,217 1,169 1,006 769 961 
Liabilities 1,418 6,481 6,328 9,430 1,067 886 387 810 
Net Income 21.3 139.7 102.3 234.8 14.0 23.2 14.4 18.5 
Capital Ratio % 10.3 16.8 7.3 2.2 11.1 3.6 26.2 24.7 
Loans/Assets % 83.0 9.5 84.8 5.6 83.4 9.1 78.7 11.9 
ROA % 1.5 15.3 1.4 2.1 1.7 1.0 1.6 29.4 
Observations 232  112  104  56  
Number Banks 58   28   26   14   
         
Country Korea: all banks Commercial Banks Merchants Banks   
  Med. Std. Dev. Med. Std. Dev. Med. Std. Dev.   
Assets 10,562 20,551 16,079 20,625 2,383 1,079   
Liabilities 9,997 19,686 15,078 19,755 2,170 994   
Net Income 30.4 73.6 42.9 80.0 27.5 14.8   
Capital Ratio % 5.9 3.9 5.3 2.3 8.4 5.8   
Loans/Assets % 43.4 15.0 43.2 9.2 68.9 26.5   
ROA % 0.3 0.5 0.3 0.2 1.0 0.6   
Observations 136  108  28    
Number Banks 34   27   7     

Data on Asian domestic banks obtained from Thomson Financial Bankwatch, Moody’s and Worldscope.   
Data on foreign banks operating in Thailand were provided by the Bank of Thailand.   
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Table 2       
Testing for Moral Hazard Among Bank Creditors     

              
Dependent Variable: Growth rate of bank liabilities         
 Thailand Thailand Indonesia Philippines Korea Malaysia 
Asset Size Dummy -6.19  -0.10 -1.32 -5.29 -7.03 
 (3.85)  (0.05)** (5.40) (3.67) (5.45) 
Foreign Bank Dummy  -16.58     
  (11.50)     
Capital Ratio (%) (lag) 0.14 1.19 0.02 1.64 2.25 0.38 
 (0.51) (0.75) (0.01)*** (1.28) (1.02)** (0.20)* 
Loans/Assets (%) (lag) 0.24 0.13 0.00 0.58 -0.04 -0.19 
 (0.22) (0.50) (0.01) (0.56) (0.19) (0.21) 
ROA (%) (lag) 2.30 -0.20 0.00 -5.11 -9.45 1.60 
 (1.85) (0.51) (0.00) (6.91) (7.54) (7.90) 
Constant -0.47 0.70 0.05 -14.44 11.32 35.39 
 (17.12) (38.49) (0.17) (41.37) (9.39) (16.12)** 
Number of Banks 44 58 34 24 34 24 
Observations 132 174 102 72 102 72 
R-squared 0.03 0.10 0.28 0.10 0.14 0.08 
Robust standard errors in parentheses.      
All ratios and growth rates expressed in % terms.     
* significant at 10%; ** significant at 5%; *** significant at 1%.    
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Table 3       
Testing for Moral Hazard Among Bank Managers     

              
Dependent Variable: Bank capital ratio           
 Thailand Thailand Indonesia Philippines Korea Malaysia 
Asset Size Dummy -2.40  -3.95 -2.99 -0.69 -0.90 
 (0.48)***  (0.76)*** (0.81)*** (0.29)** (0.50)* 
Foreign Bank Dummy  27.19     
  (4.36)***     
Loans/Assets (%) (lag) -0.08 -0.30 0.89 -0.11 -0.01 -0.02 
 (0.04)** (0.11)*** (0.76) (0.04)*** (0.03) (0.01)* 
ROA (%) (lag) 2.41 0.07 -0.06 5.95 4.99 0.71 
 (0.26)*** (0.10) (0.04) (0.58)*** (0.99)*** (0.48) 
Constant 13.45 34.81 13.74 9.26 4.22 8.33 
 (3.19)*** (9.19)*** (3.07)*** (2.68)*** (1.41)*** (0.74)*** 
Number of Banks 44 174 34 24 34 24 
Observations 132 58 102 72 102 72 
R-squared 0.50 0.53 0.25 0.72 0.47 0.08 
Robust standard errors in parentheses.      
All ratios and growth rates expressed in % terms.     
* significant at 10%; ** significant at 5%; *** significant at 1%.    
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Table 3a         
Testing for Moral Hazard Among Bank Managers     

              
Dependent Variable: Bank loans to assets ratio         
 Thailand Thailand Indonesia Philippines Korea Malaysia 
Asset Size Dummy 0.55  -0.98 -4.56 -4.51 8.17 
 (1.55)  (1.71) (2.80) (1.76)** (3.41)** 
Foreign Bank Dummy  -2.18     
  (1.95)     
Capital Ratio (%) (lag) -0.23 -0.13 0.03 -0.99 -0.81 -0.22 
 (0.37) (0.07)* (0.12) (0.50)* (0.77) (0.07)*** 
ROA (%) (lag) -1.41 -0.24 0.69 2.25 3.58 12.68 
 (1.31) (0.05)*** (0.07)*** (3.57) (5.25) (4.48)*** 
Constant 87.65 84.71 23.91 69.10 50.71 49.39 
 (2.57)*** (0.87)*** (5.79)*** (4.72)*** (4.71)*** (6.95)*** 
Number of Banks 44 58 34 24 34 24 
Observations 132 174 102 72 102 72 
R-squared 0.07 0.31 0.53 0.22 0.04 0.18 
Robust standard errors in parentheses.      
All ratios and growth rates expressed in % terms.     
* significant at 10%; ** significant at 5%; *** significant at 1%.    

 


