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ABSTRACT 

An emerging consensus among scholars and policymakers identifies “global imbalances” and 
capital flow “bonanzas” as the primary determinants of banking crises in developed and 
emerging market countries.  We challenge this view by arguing that capital inflows are 
destabilizing only when the national financial system is characterized by a high degree of 
securitization.  We assemble a dataset of banking crises covering up to 61 countries from 1981 to 
2009 and find evidence of a conditional relationship between current account deficits, 
securitization, and the incidence of banking crises. Moreover, we find that neither large current 
account deficits nor capital inflow bonanzas are significant determinants of banking crises in 
unconditional models.  Our results suggest that a traditional banking sector—which relies on 
retail deposits rather than securities to fund the extension of credit—acts as a “financial levee” 
insulating countries from the potentially destabilizing impact of international capital flows on the 
national banking system.  From a policy perspective, our findings lend credibility to argument of 
those, such as Borio and Disyatat (2011), who claim that an exclusive focus on unwinding global 
imbalances and improving fiscal policy – without also focusing on the regulatory and financial 
intermediation problems at the root of the Great Recession – is unlikely to prevent future crises. 
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Introduction 

The Great Recession has sparked a new wave of interest among scholars and 

policymakers in identifying the determinants of financial crises.  Many prominent observers have 

singled out external imbalances—in which large amounts of capital slosh from surplus countries 

to deficit countries—as the leading culprit of both the current global financial crisis and 

historical episodes of instability (e.g., Bini Smaghi 2008; Chinn and Frieden 2011; Reinhart and 

Reinhart 2008; Bernanke 2009; Economist 2009; Obstfeld and Rogoff 2009; Portes 2009; 

Reinhart and Rogoff 2009; Caballero 2011).  The basic causal logic underlying this perspective 

is that large current account deficits are associated with capital inflow “bonanzas” that increase 

the probability of asset price bubbles and credit booms, such as those at the heart of the crises in 

the US, Ireland, Iceland, and other countries since 2007 (Reinhart and Reinhart 2008).  This 

emphasis on external imbalances builds on earlier work from the 1980s and 1990s that 

highlighted the importance of capital inflows as determinants of both the Latin American debt 

crisis and the Asian financial crisis of 1997-99.  For example, Diaz-Alejandro’s influential paper 

(1985) linked the 1980s crises in the Southern Cone to problems stemming from financial 

liberalization and a surge in foreign credit.  Similarly, both Calvo’s canonical work on “sudden 

stops” (1998) and Kaminsky and Reinhart’s influential paper on “twin” crises (1999) identified 

the potentially destabilizing effects of current account deficits and capital inflows to emerging 

market countries. 

The new wave of studies that have emerged since the Great Recession, however, suggests 

that the imbalances view of financial crises has reached an unprecedented level of acceptance as 

conventional wisdom in both academic and policy circles.  We find two main reasons for 

skepticism.  First, the link between current account deficits and financial instability in the current 
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global crisis is tenuous.  While some countries with large external imbalances suffered severe 

bouts of instability during the Great Recession (US, UK, Greece), other deficit countries have 

largely avoided the crisis and are now being upheld as paragons of stability (Australia and New 

Zealand).  Moreover, the majority of capital inflows into the US in the run-up to the subprime 

mortgage crisis came from other countries in deficit, such as the U.K., France, and other 

countries in the Eurozone; in contrast, capital inflows from large surplus countries, including 

China and Japan, were significantly smaller (Borio and Disyatat 2011). 

Second, a number of recent studies suggest that financial crises are the result of “credit 

booms gone bust” (Schularick and Taylor 2009, Eichengreen and Michener 2003), regardless of 

whether or not external imbalances or bonanzas are the source of the boom.  Building on the 

canonical works of Minsky (1986) and Kindleberger (1978), this view emphasizes the inherent 

propensity of financial markets to fall prey to “manias, panics, and crashes.” A recent study by 

Jorda et. al. (2011) epitomizes this approach: drawing on 140 years of data on 14 industrialized 

countries, the authors find that “financial crises, driven by excessive loan growth, occurred by 

and large independent of current account imbalances” (35).  Although the authors do find that the 

correlation between credit booms and external imbalances has tightened significantly over the 

last three decades, they conclude that “credit growth – not the current account – generates the 

best predictive signals of impending financial instability” (37). In short, current account deficits 

by themselves are not particularly useful predictors of financial crises.  

We suggest a course correction in the study of banking crises by emphasizing the 

conditional impact of capital inflows on financial instability.  We highlight the importance of 

securitization—the process in which “securities markets share center stage with banks in terms 

of getting society’s savings to firms, exerting corporate control, and easing risk management” 
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(Demirguc-Kunt and Levine 2001, 81).  We argue that securitization amplifies the potentially 

destabilizing impact of financial inflows and increases the incidence of banking crises. In 

contrast, capital flows need not affect banks’ risk taking, the quality of lending portfolios, or 

other aspects of prudential management in traditional banking systems with relatively low levels 

of securitization.  Indeed, we argue that traditional banking serves as a “financial levee” against 

the destabilizing effects of capital inflows.  To explore this hypothesis, we assemble a dataset of 

banking crises covering up to 61 developed and developing countries from 1981 to 2009.  

Results from fixed-effects logit models suggest that neither large current account deficits nor 

other measures of capital inflows are significant determinants of banking crises when analyzed 

independently; in contrast, we find that capital inflows conditional upon high levels of 

securitization are associated with a higher incidence of crises. 

Our findings suggest that scholars would be well served to shift their attention from 

global imbalances and capital flow bonanzas toward the various ways in which financial systems 

mediate between savers and borrowers, especially in a cross-border context. From a policy 

perspective, our findings lend credibility to argument of those such as Borio and Disyatat (2011), 

who claim that an exclusive focus on unwinding global imbalances and improving fiscal policy – 

without also focusing on the regulatory and financial intermediation problems at the root of the 

Great Recession – is unlikely to prevent future crises. 

The rest of the paper proceeds as follows. In the next section, we provide a critical 

overview of the prevailing arguments about global imbalances and financial crises. We then 

introduce the concept of securitization and demonstrate how the decentralization of financial 

intermediation—through securities markets rather than through traditional banks—can lead to 

the mispricing of risk and additional distortions in the allocation of capital within societies. 
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Capital inflows from foreign countries can exacerbate these distortions and affect the core of the 

banking system, leading to banking crises. The empirical section describes the dataset and 

econometric models and summarizes our main findings. In the conclusion, we explore the policy 

implications of our findings and urge a reconsideration of the reigning conventional wisdom on 

global imbalances and financial instability.  

 
 
Global imbalances and financial crises 

Among the many articulations of the imbalance/bonanza theory of financial crises, 

Richard Portes’ formulation is perhaps the most clear: 

 
“The global imbalances that have built up in the past decade permitted and indeed 
stimulated the dysfunctional aspects of financial markets and instruments that are now 
troubling us.  They brought low interest rates, the search for yield, and an excessive 
volume of financial intermediation, which even the sophisticated American and British 
financial systems could not handle responsibly” (2009, 2). 
 
 

As this concise summary makes clear, the causal chain linking imbalances to crises runs from 

current account deficits to large capital inflows to distortions in the allocation of capital.  In this 

stylized view, current account deficits in the US, UK, and elsewhere were financed with large 

capital inflows from surplus countries that ended up being intermediated poorly by the domestic 

financial system (Whelan 2010).  This perspective on the current global financial crisis certainly 

seems both intuitive and plausible.  In the years prior to the crisis, the US current account deficit 

grew to unprecedented levels ($800 billion, or roughly 6% of GDP in 2008) (Whelan 2010).  On 

closer examination, though, several problems with this explanation become apparent.   

The first problem with this view is that the evidence linking current account imbalances 

to capital inflows is quite mixed, particularly if one distinguishes between net and gross capital 

flows (Whelan 2010, Borio and Disyatat 2011).  Net capital flows are those stemming from 
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current account imbalances. For example, trade flows between China and the US that generate a 

bilateral current account deficit in the US of $100 billion might lead to $50 billion in Chinese 

purchases of US Treasury bills.  In contrast, gross capital flows may be large even in the absence 

of any current account deficits.  For instance, the US and UK might each invest $50 billion in 

each others’ economies even if their current balance was zero.  Focusing exclusively on the 

current account and net capital flows, then, may overlook a large portion of cross-border 

international financial activity.  In the case of the US in the current crisis, this is precisely the 

case.  From 2002-7, only about one-third of the increase in US external liabilities (which surged 

from 83% of GDP to 147% of GDP) was the result of increases in the current account deficit 

(Whelan 2010, Lane and Milesi-Ferretti 2007).  The remaining two-thirds consisted of a surge in 

gross capital inflows from countries (primarily the UK and the eurozone) with whom the US was 

not running large current account deficits.  Even in the absence of a current account deficit, then, 

the US would have experienced large capital inflows from 2002-7.  In short, the primary source 

of the large US current account deficits prior to the Great Recession – its $300 billion bilateral 

trade deficit with China – had very little, if anything, to do with either the large influx of foreign 

capital into the US in the 2002-7, or the collapse of these flows in 2007-9. 

Of course, it might still be the case that capital flow bonanzas are a primary cause of 

financial crises, even if they do not originate in countries with large current account surpluses.  

Here, too, however, the empirical evidence is not clear-cut.  In our dataset (described further 

below), the correlation between the 5-year moving averages of credit growth and current account 

surpluses is only 0.01, while the correlation between credit growth and capital flow bonanzas (5-

year moving averages) is only 0.11.  Moreover, the list of surplus countries that have 

experienced large credit booms is quite long, both in the last decade (China 1997-2000; India 
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2001-4; Brazil 2003-7) and historically (Japan in the 1980s, the US in the 1920s) (Eichengreen 

and Mitchener 2003, Hume and Sentance 2009, Borio and Disyatat 2011). Thus, while credit 

booms may be driven by external imbalances in some crises, they need not be in all cases, and 

such imbalances have been notably lacking in a number of prominent episodes. 

 Ultimately, the causal links between current account balances, capital flow bonanzas and 

financial crises is less clear than the conventional wisdom predicts.  Perhaps in recognition of 

this, some observers have advanced a slightly different theory, in which global imbalances and 

financial crises are the result of “common causes” (Obstfeld and Rogoff 2009, Bini Smaghi 

2008).  These authors argue specifically that macroeconomic policies in both surplus and deficit 

countries – in particular, lax monetary policy, low real interest rates, and exchange rate 

undervaluation – cause both external imbalances and financial crises.  Evaluating this 

perspective is difficult, since it suggests that a variety of factors interact simultaneously to cause 

both imbalances and crisis.  On one level, this is intuitively appealing, as all of the factors 

mentioned likely played some role in causing the Great Recession.  On another, however, this 

“common causes” view provides useful cover for policymakers who might otherwise be held 

accountable for triggering the crisis.  Indeed, if major crises are the result of a complex 

combination of macroeconomic policies in a large number of countries, then it becomes almost 

impossible to say what the most salient causes really were – let alone what should be done to 

prevent them from happening again.  But a more pressing concern for this perspective is that the 

links between monetary policy, imbalances, and crises are all tenuous, making it unlikely that 

there exists a common underlying cause. Some countries have maintained resilient banking 

systems amidst substantial current account deficits, while other countries with similar 
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macroeconomic policies have experienced punishing crises. How can we explain this empirical 

puzzle? 

 

 

Beyond Imbalances: The Importance of Securitization and Intermediation 

On further examination, the widespread acceptance of the imbalance theory of financial 

crises seems premature.  We argue that insufficient attention has been paid in the current debate 

to the different ways in which is capital is allocated within domestic financial systems.  The 

importance of traditional banking relative to securitization is a critical factor determining 

whether capital inflows are channeled safely and productively, or whether they instead lead to 

financial crises. 

 A sound banking system is widely acknowledged as a cornerstone of well-functioning 

financial markets.1  Because of inherent problems of asymmetric and incomplete information, 

financial markets are prone to problems of adverse selection and moral hazard, which lead to 

rationing, free riding, herd behavior, bubbles, and crises (Wolf 2008).  In this environment, 

financial institutions – in particular, deposit-taking commercial banks – play a unique role in 

addressing the information problems inherent in financial markets (Mishkin 2006).  By screening 

borrowers before transactions occur and monitoring firms and individuals afterwards, banks 

mitigate both adverse selection and moral hazard (Mishkin 2006, 29-30).  Banks also perform the 

critical functions of intermediation (linking potential borrowers and lenders) and “maturity 

transformation” (turning short-term deposits into long-term loans) that enable the functioning 

and development of modern financial markets (Wolf 2008, 15). 

                                                 
1 For an excellent overview, see “Blessings and Perils of Liberal Finance,” (Wolf 2008, Ch. 2). 
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Yet while the banking system helps to mitigate the inherent information problems of 

finance, banks themselves are vulnerable to these very same issues.  Indeed, the processes of 

maturity transformation and fractional reserve lending that rest at the heart of modern banking 

create scope for bank runs, financial panics, and systemic risk.2  These vulnerabilities are the 

very rationale for prudential regulation and supervision of the banking sector (Dewatripont et al 

2010; Wolf 2008; Singer 2007; Mishkin 2006; Barth et. al. 2006;  Dewatripont and Tirole 1994).  

In the wake of the Great Recession, debates about the appropriate types and scope of banking 

regulation have intensified (Dewatripont et. al. 2010; Davies and Green 2010; Brunnermeier et. 

al. 2009, Rochet 2008), although some scholars have dismissed the importance of regulation 

altogether (e.g., Portes 2009).  

 One approach to explain the resiliency of banking systems would be to compile a 

measure of regulatory stringency, including capital adequacy requirements, portfolio restrictions, 

and other aspects of regulatory supervision and bank behavior. Capital requirements, in 

particular, are the most common metric of the prudential status of the banking system. In the 

simplest terms, a bank’s capital is a cushion against shocks: it allows the bank to absorb losses 

and continue to meet its customers’ obligations (Singer 2007, 19). More broadly, capital 

requirements are designed to reduce systemic risk – the probability that the collapse or failure of 

one bank triggers a broader system-wide financial panic or freeze.  Since individual banks do not 

internalize the negative externalities of collapsing, there are strong incentives for the government 

to regulate capital requirements (Singer 2007, 18).3 

                                                 
2 The canonical model is Diamond and Dybvig (1983). 
3 Banks themselves are stridently opposed to more stringent regulation, since larger capital reserves 
increase the cost of lending and undermine banks’ competitiveness in global markets.    This tension 
between the greater safety and stability provided by increased capital requirements and their adverse 
effects on competitiveness sits at the heart of the political economy of financial regulation (Singer 2007).  
See also Joseph Nocera, “Banking’s Moment of Truth,” New York Times, June 20, 2011. 
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 However, the relative stringency of prudential bank regulation is extremely difficult to 

measure in a cross-national context. Some governments have close ties to their banking systems, 

including representation on boards or outright ownership, and respond proactively with funding 

in times of macroeconomic duress. Other governments have relatively lax de jure regulations for 

banks, but regulators have a great deal of discretion to monitor risk and apply sanctions to curtail 

risky behaviors.  In short, a certain level of capital might be sufficient for one national banking 

system but inadequate for another, and codified regulations might present an incomplete picture 

of the actual practice of bank supervision.  

Another approach to measuring the relative safety and soundness of the banking sector 

relies on an assessment of the institutional features of the regulatory environment.  Variables 

such as the degree of political independence of the financial regulator, the institutional location 

of regulation (e.g., inside or outside the central bank), and the relative concentration or 

fragmentation of financial regulatory agencies are comparatively straightforward to measure.  

However, scholars and policymakers continue to debate the relative merits of these various 

institutional arrangements (Barth et. al. 2006, Copelovitch and Singer 2008; Goodhart 2001, 

Goodhart and Schoenmaker 1995; Winecoff 2011), and there is no consensus as to which 

configuration offers the best protection against financial instability.   

Some observers tout the benefits of simplified institutional configurations. For example, 

in Canada, prudential regulation is divided neatly between two institutions: the central bank (the 

Bank of Canada), which is responsible for overall systemic financial stability; and the bank 

supervisory agency (the OSFI), which is responsible for the safety and soundness of individual 

banks (Nivola and Courtney 2009).4  It is reasonable to believe that a single banking regulator 

rather than multiple agencies limits banks’ opportunities for regulatory arbitrage, avoids the 
                                                 
4 Freeland, ibid. 
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possibility of “turf wars” between agencies, and eliminates the possibility that individual 

institutions will “fall through the cracks” of the supervisory web. Indeed, those citing Canada as 

a paragon of stability in the current crisis repeatedly identify its “uncomplicated and well co-

coordinated regulatory framework” as a critical factor.5  On the other hand, at the time of the 

recent financial crisis, the UK’s institutional configuration mirrored Canada’s, with a single 

regulator (the Financial Services Authority) in charge of supervising the full gamut of financial 

firms.  The simplified structure clearly was not, by itself, effective in preventing a large-scale 

crisis, including the collapse of Northern Rock, one of the largest mortgage lenders in the UK.  

Instead of focusing on regulation or regulatory institutions as indicators of the resiliency 

of the banking system, we shift attention to the process called “securitization.”  A security is a 

claim on an issuer’s future income or assets. The most common types of securities are stocks 

(representing claims on the net income and assets of corporations) and bonds (which promise to 

make payments over a specific period of time). Financial derivatives are securities whose value 

is derived from an underlying asset or a previously issued security.  The increasing availability of 

all types of securities in a national financial system implies a declining role for traditional bank 

intermediaries. In a highly securitized financial system, businesses searching for funds for 

expansion or investors seeking to lend their excess funds for profit can go directly to securities 

markets.  

Securities are prominent in every developed financial market, and they play a role in all 

but the most primitive of developing-country markets.  However, securitization is more 

important in certain countries than in others. Figure 1 depicts a snapshot of the cross-national 

                                                 
5 Freeland, ibid.  Perkins, ibid.  For more skeptical views of the importance of regulation and regulatory 
structure in Canada, see http://economix.blogs.nytimes.com/2009/06/08/canadas-way-how-our-northern-
neighbors-do-banking/ and http://economix.blogs.nytimes.com/2010/03/25/canadian-banking-is-not-the-
answer/.   
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variation in the relative importance of traditional banking in 2007, using the ratio of stock market 

volume to bank lending.  In so-called bank-based (or relationship-based6) economies such as 

Germany and New Zealand, traditional commercial banks play a leading role in “mobilizing 

savings, allocating capital, overseeing the investment decisions of corporate managers, and 

providing risk management vehicles” (Demirguc-Kunt and Levine 2001, 81).  In market-based 

systems such as the U.K. and Finland, investors are able to tap into diverse and sophisticated 

financial markets for funding, often bypassing traditional financial intermediaries in favor of 

“arms-length transactions” between the buyer and seller of financial instruments.7    

 

Figure 1 here 

 

The relative importance of relationship-based finance relative to securitization has its 

roots in policy decisions often from the distant past. Trading in securities can only thrive in 

environments with strong rule of law, high degrees of transparency, and detailed rules for 

accounting and exchange. Organized banking systems often have incentives to suppress these 

features, thereby maintaining their centrality in the financing process. In contrast, banking 

systems that lack political voice may be unable to prevent the government from enacting policies 

that encourage arms-length financial transactions.  

For example, the emergence of a highly market-oriented financial system in the U.S. is 

partly attributable to the early fragmentation and disorganization of the banking system in the 

1800s, and from a Populist fear of large financial institutions (Roe 1994).  From President 

                                                 
6 See Rajan and Zingales 2003.  
7 We use the terms “bank-based” and “market-based” with a degree of caution, as these terms 
might obscure more than they clarify. Our measurement of securitization is described in the 
empirical section. For a more nuanced discussion of these terms, see Hardie and Maxfield 2011. 
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Jackson’s veto of the rechartering of the Second Bank of the United States to the longtime 

prohibition against interstate branching, the country maintained a strong bias against centralized 

banking. Even the creation of the Federal Reserve System in 1913 sustained a regional, 

decentralized structure of bank governance and control.  In summing up the history of banking in 

the U.S., Allen and Gale (2000, 34) note the weaknesses of U.S. banks helped to strengthen the 

role of financial markets. Securities, in a sense, filled a void that commercial banks were not able 

to fill, and the relative prominence of securitization endures to this day.  

In contrast, bank-based systems often had powerful and concentrated banking systems at 

critical points in their financial development. In many European countries as well as Japan, 

powerful banking coalitions ensured that the evolving regulatory framework tilted toward large 

banks, especially during the 1930s (Rajan and Zingales 2003). Other countries endured 

securities-related shocks that prevented financial markets from developing at the same clip as 

traditional banking.  France, a classic bank-based system in the economic history literature, 

offers a telling example of the “Mississippi Bubble,” in which speculators flocked to shares in a 

French company that was developing great swaths of land in the Mississippi delta region of 

North America. A frenzy of speculation in the early 1700s led to a stock market boom 

throughout Europe followed by a spectacular bust in France in 1720.  The shock led to the 

creation of an official bourse to regulate the market in shares of stock, and an enduring 

skepticism of the role of securities in providing direct funding to exploratory ventures.  

Scholars have long pointed out that banks have a comparative advantage in reducing the 

transaction costs involved with funding standardized low-risk endeavors  (Allen and Gale 2000;  

Boot and Thakor 1997;  and Holmstrom and Tirole 1993).  The inherently conservative bias of 

banks also weighs in favor of funding sound projects with solid balance sheets and competent 
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managers (Levine 1997, 2000).  Because banks’ portfolios are highly illiquid in bank-based 

systems, a bank’s managers have strong incentives to monitor their debtors carefully.  

Securitization, of course, is not inherently bad or destabilizing. Firms with higher-risk, 

higher-reward projects are better able to find funding by bypassing traditional intermediaries, 

and they can also avail themselves of customized risk-management instruments. Indeed, it is not 

uncommon for scholars to tout the stability-enhancing functions of securities markets (see Shin 

2009 for a review).  By dispersing credit risk, securities markets can, in principle, mitigate the 

otherwise concentrated shock of a default by a major borrower.   

Nevertheless, the touted benefits of securitization also reflect its dangers. In highly liquid 

markets, investors can generally sell their financial instruments at the market-clearing price. The 

holders of securities therefore have fewer incentives to monitor a firm’s managers than a bank 

with an illiquid portfolio (Beck et al 2001; Diamond 1991; Rajan 1992).   This potentially 

myopic investor climate can also lead to the aggregate accumulation of risk in the financial 

system, with no agent or agents responsible for risk management.  Opaque chains of complex 

securities can impair the ability of even the most sophisticated investors to gauge the level of risk 

in the financial system (Gorton 2009).  The prominence of foreign investors can exacerbate these 

risks. Indeed, capital inflows are particularly likely to be misallocated—or to be funneled toward 

high-risk projects without adequate oversight—in highly securitized financial markets because 

foreign investors have an even greater information asymmetry problem than domestic actors. 

Banks in a highly securitized environment are not immune from the potential dangers of 

myopic investors.  In securitized financial systems, banks must create more sophisticated 

products to remain competitive, and they generally rely on markets to hedge some of the risks 

associated with these products.  As Rajan (2005) notes, this greater reliance on market liquidity 
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can make banks’ balance sheets more suspect in times of economic downturns or shocks, thereby 

hampering their ability to provide ongoing liquidity to customers. In short, even traditional 

financial intermediaries are vulnerable to the myopia and decentralization of risk that inheres in 

highly securitized markets.   

In fact, securitization may actually concentrate – rather than disperse – risk in the 

banking sector, thereby increasing the risk of crises (Acharya, Schnabl, and Suarez forthcoming).  

The underlying reason for this is that securitization opens up new sources of funding for 

traditional banks by introducing a variety of new creditors into the financial system, including 

pension funds, mutual funds, and insurance companies (Shin 2009).  This pool of new creditors 

expands further in times of large external imbalances and capital flow bonanzas, as foreign 

investors and central banks channel large amounts of funding into securities backed by 

traditional banking products, including mortgages and trade receivables. In this environment, 

banks have strong incentives to increase their leverage in order to boost profitability.  This can 

occur through several channels: 1) an increase in traditional loans to ever-riskier borrowers; 2) 

the accumulation of risky securities and derivatives on bank balance sheets; and 3) the 

sponsorship of or investment in off-balance sheet entities invested in securitized financial 

instruments.  In a financial downturn, these channels have the perverse effect of concentrating 

risk in the banking system itself (and particularly in the largest financial intermediaries), rather 

than dispersing risk throughout the economy (Shin 2009). 

The discussion above suggests our key hypothesis: foreign capital inflows will be 

particularly destabilizing when the financial sector is highly securitized. We posit that the 

combination of capital inflows and securitization creates a heady cocktail that increases a 
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country’s vulnerability to destabilizing banking and financial crises. We now shift to an 

empirical analysis of this argument based on data over a 30 year period.  

 

Empirical analysis 

In order to test our hypothesis that the interaction between current account deficits and 

levels of securitization is a significant determinant of the incidence of banking crises, we employ 

time-series cross-sectional analysis of data of an original dataset covering up to 56 countries 

from 1981 to 2007.8  Our unit of analysis is the country-year and our dependent variable 

(described further below) is a binary indicator of a banking crisis.  We employ the following 

basic model: 

 

Banking crisisit  = β0 + β1 Current account imbalance + β2 Securitization + β3 

External imbalance*Securitization + β4 Credit growth + β5 Regime type + β6 GDP 

per capita + β6 GDP growth +β7 Inflation + β8 OECD average growth + β9 

Commodity prices  + β10 US interest rate  + β11 (Last crisis) + β12 (Last crisis)2 + β13 

(Last crisis)3 + ε 

 

In this model, all explanatory variables enter as five-year, lagged moving averages, rather than 

current year observations or one-year lags.  Our aim is to ensure that we are picking up 

systematic trends in the explanatory variables, rather than year-to-year fluctuations in external 

imbalances, banking supervision, or other key variables.9  The models are estimated using a 

conditional (fixed effect) logit specification with robust standard errors clustered by country, in 

                                                 
8 Our sample is limited by the availability of one variable (non-fuel commodity prices) prior to 1980.  Our 
results hold in a larger sample including the years 1976-79, however, if we exclude this variable.  Results 
available on request. 
9 Our results, however, are substantively similar when employing a one-year lagged structure for the 
explanatory variables, as well as three-year lagged moving averages.  Results available on request. 
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order to address issues of unobserved heterogeneity and heterskedasticity.  Following Signorino 

and Carter (2010), we include the country-specific number of years since the last banking crisis, 

its square, and its cube, in order to control for temporal dependence in the data.10 

 

Dependent variable 

 We draw on two new datasets of banking crises as sources for our dependent variable.  

The first data source is the data on banking crisis from Reinhart and Rogoff (RR, 2008/9).  They 

define a crisis as follows: 

 
“We mark a banking crisis by two types of events: (1) bank runs that lead to the closure, 
merging, or takeover by the public sector of one or more financial institutions; and (2) if 
there are no runs, the closure, merging, takeover, or large-scale government assistance of 
an important financial institution (or group of institutions), that marks the start of a string 
of similar outcomes for other financial institutions (Reinhart and Reinhart 2008, 26). 

 

This definition is an expansive one, and it yields a large number of crises: this classification 

identifies 398 crisis-years across 63 countries from 1975 to 2007.  RR acknowledge this, noting 

that the difficulty in pinpointing the precise onset and end of a banking crisis make this broad 

definition preferable to narrower alternatives.  Using this data, we create Banking crisis, a binary 

variable that takes a value of “1” if country i experiences a banking crisis at time t. 

 As a robustness check in our analysis, we also utilize a narrower alternative measure of 

banking crisis from Luc Laeven and Fabian Valencia’s Systemic Banking Crises: A New 

Database (2008), which covers the universe of systemic banking crises (124 in total) around the 

world from 1970-2007.  In contrast to RR’s broad definition of crises, Laeven and Valencia (LV) 

focus only on large-scale, systemic banking crises, defined as follows: 

                                                 
10 The results are unchanged if we follow instead the counters and cubic splines approach of Beck et. al. 
(1998) for addressing temporal dependence in binary time-series cross-sectional data. 
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Under our definition, in a systemic banking crisis, a country’s corporate and financial 
sectors experience a large number of defaults and financial institutions and corporations 
face great difficulties repaying contracts on time. As a result, non-performing loans 
increase sharply and all or most of the aggregate banking system capital is exhausted. 
This situation may be accompanied by depressed asset prices (such as equity and real 
estate prices) on the heels of run-ups before the crisis, sharp increases in real interest 
rates, and a slowdown or reversal in capital flows. In some cases, the crisis is triggered by 
depositor runs on banks, though in most cases it is a general realization that systemically 
important financial institutions are in distress (Laeven and Valencia, 2008, 5). 

 

 This definition imposes a higher hurdle than the RR classification, since it excludes “banking 

system distress events that affected isolated banks but were not systemic in nature” (6).  

Consequently, the LV dataset includes fewer than one-third of the crisis-years of the RR dataset.  

As with the RR coding, the LV classification is binary, with a value of “1” indicating a systemic 

banking crisis in country i at time t. 

 

Independent variables 

Our key explanatory variable is Securitization, a measure of level of securitization in the 

domestic financial system in country i at time t.  Identifying an optimal measure of securitization 

is difficult, given the diversity of financial instruments (stocks, bonds, derivatives) involved and 

because one must decide whether to measure the size and depth of securities markets or the 

degree to which financial regulations permit securitization.  Since no single metric captures both 

of these dimensions, we test two separate variables. The first variable, Market/bank ratio, is the 

ratio of stock market volume to bank lending, expressed as a natural log.  This variable is 

calculated from two component variables in the World Bank’s Financial Development and 

Structure database (Beck and Demirgüç-Kunt 2009).  The stock market variable, which equals 

total shares traded on domestic stock exchanges as a percentage of GDP, serves as a useful – 
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albeit imperfect – proxy for the overall depth and liquidity of securities markets.11  The bank 

lending variable, which measures private credit extended by deposit money banks as a 

percentage of GDP, measures the size of the traditional commercial banking sector.  Higher 

values of Market/bank ratio indicate a more “securitized” (less “bank-centric”) financial 

system.12  Figure illustrates the substantial variation in this ratio around the world. 

[Figure 1 here] 

 

Although Market/bank ratio captures the relative of importance of securitization to traditional 

banking, in terms of market size/depth, it does not measure the regulatory side of the equation, 

nor does it measure the development of the full set of possible types of securities in 

contemporary developed financial markets.  Consequently, we also test a second variable, 

Securities market depth, which draws on newly available data from the IMF’s New Database on 

Financial Reforms (Abiad et. al. 2008) covering 91 countries from 1973-2005.  The core of this 

dataset is a 21-point index of financial reform, with higher values generally corresponding to 

greater liberalization of the financial sector.  Within this aggregate index, however, the authors 

code a four-point index based on the question “Has a country taken measures to develop 

securities markets?” (Abiad et. al. 2008, 17).  This sub-index consists of four categories: 0=no 

securities market exists; 1=a securities market is starting to form with the introduction of 

                                                 
11 It is theoretically possible for a country to have large and well-developed stock markets in the 
absence of similar bond markets.  Historically, however, bond markets (driven by sovereign 
lending) have preceded stock market development.  Moreover, in the contemporary global 
economy, the geographical correlation between the largest stock markets and the most complex 
derivatives markets is extremely high.  For these reasons, we believe Market/Bank to be a 
reasonable proxy of the size and depth of securities markets overall. 
12 It is worth nothing here that our empirical results are substantively identical when substituting 
stock market capitalization/GDP, which more closely measures market size relative to the rest of 
the economy, rather than depth/liquidity.  Both measures, however, capture important aspects of 
the level of securitization in the domestic financial system.  See Figure 4 and discussion below. 
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auctioning of T-bills or the establishment of a security commission; 2=further measures have 

been taken to develop securities markets (tax exemptions, introduction of medium and long-term 

government bonds in order to build the benchmark of a yield curve, policies to develop corporate 

bond and equity markets, or the introduction of a primary dealer system to develop government 

security markets); and 3=further policy measures have been taken to develop derivative markets 

or to broaden the institutional investor base by deregulating portfolio investments and pension 

funds, or completing the full deregulation of stock exchanges.  Thus, Securities market depth 

captures important aspects of securitization not measured by Market/bank ratio.  Moreover, the 

data is available for a longer period of time, enabling us to test our argument over a larger 

sample of countries and years.   

 While these two measures of Securitization are our primary independent variables of 

interest, we also include a measure of external imbalances, in order to directly test the arguments 

outlined earlier.  To measure external imbalances, we include Current account balance, the five-

year, lagged moving average of the current account surplus/deficit in country i at time t.  For 

ease of interpretation, we rescale the variable such that higher values of Current account balance 

indicate greater deficits, rather than surpluses.  In Models 3 and 6 below, we also include the 

interaction term between Securitization and Current account balance, in order to directly test our 

conditional argument.   

 

Control variables 

 In addition to our central explanatory variables, we include several additional variables as 

controls for alternative factors that might influence the probability of banking crises.  The first 

two variables, GDP growth and Inflation, control for country-specific macroeconomic conditions 
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that might influence financial stability. Data for both variables are taken from the World Bank’s 

World Development Indicators.13  In addition, we include three variables identified in the 

literature as global factors affecting the probability of capital flow bonanzas (Reinhart and 

Reinhart 2008).  The first of these is OECD average growth, the five-year lagged moving 

average growth rate in the advanced industrialized countries in year t.  The second is Commodity 

prices, the five-year lagged moving average of the World Bank’s index of non-farm commodity 

prices in year t.  Finally, the third variable is US interest rate, the five-year lagged moving 

average on the yield on US short-term Treasury bills in year t.  Capital flow bonanzas have been 

linked in the literature to these three factors; specifically, past work has found that reductions in 

global interest rates, slower growth in the OECD countries, and booms in global commodity 

prices are all associated with increased probabilities of capital flow bonanzas in developing 

countries (Fernandez-Arias and Montiel 1996, Reinhart and Reinhart 2008).  As with the 

aforementioned variables, we use five-year moving averages to more accurately measure 

systematic trends rather than year-to-year fluctuations in these variables, particularly given that 

many crises in both the RR and LV datasets are multi-year events. 

 Finally, we include two further variables, Regime type and GDP per capita, in order to 

ensure that Securitization is not simply capturing a country’s level of economic and political 

development.  In general, more complex financial markets with higher levels of securitization are 

found in the most advanced industrialized countries; therefore, we control for both levels of 

democracy and wealth to isolate the specific effects of financial market structure on crisis 

vulnerability.  Regime type is the traditional 20-point POLITY scale, while GDP per capita is the 

                                                 
13 GDP is measured in constant 2000 dollars. 
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log of constant per capita GDP. 14  As with the other variables, these indicators enter the model 

as five-year lagged moving averages, though our results are insensitive to alternative lag 

structures.  Table 1 presents summary statistics for all of the variables in our dataset. 

[Table 1 here] 

 

Results 

 Table 2 presents the results the regression analysis, using the RR banking crisis measure 

as the dependent variable.  In Models 1-3, we analyze data from 1990-2007 – the years for which 

Market/bank ratio is available in our dataset.  Model 1 presents a baseline model, in which we 

test the independent effect of Current account balance on the probability of a banking crisis in 

country i at time t.  In Model 2, we introduce Market/bank ratio separately, while Model 3 

incorporates the multiplicative interaction term (Market/bank ratio*Current account balance), in 

order to directly test our conditional argument.  Models 4-6 replicate this strategy on the full 

sample (1981-2007) using Securities market depth, our alternative measure of securitization.   

 There are two key takeaways from these models.  First, external imbalances, on their 

own, are not a significant predictor of banking crisis: Current account balance is not statistically 

significant in either Model 1 or Model 4.  Second, and more importantly for our analysis, the 

interactive models strongly support our argument that the effect of external imbalances on 

financial instability is conditional on financial market structure.  In these multiplicative 

interactive models, however, one cannot simply interpret the individual regression coefficients 

on the interaction terms and their components (Braumoeller 2004; Brambor et. al. 2006).  Rather, 

as Figure 2 illustrates, the coefficients on Current account balance must be assessed at different 

                                                 
14 POLITY data are taken from Gleditsch’s (2008) recoded data, while data on per capita GDP are drawn 
from the World Development Indicators. 
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values of the modifying variable (Securitization).  Consequently, the two graphs in Figure 2 

display the marginal effect of Current account balance, along with 95% confidence intervals, as 

Market/bank ratio and Securities market depth each increase from their minimum to maximum 

values. 

[Figure 2 here] 

 

In both graphs, external imbalances only have a positive and significant effect on the probability 

of a banking crisis at high values of securitization – i.e., above the mean level of Market/bank 

ratio and only when Securities market depth takes its highest value of 3, indicating a mature and 

well-developed securities market.  In contrast, the results suggest that external imbalances have 

no positive effect on the probability of banking crises in countries where the financial systems 

consists primarily of traditional commercial banks.15 

 In short, our analysis casts doubt on the conventional wisdom surrounding global 

imbalances and financial crises, and they suggest the need to focus on the interaction between 

global capital flows and the structure of domestic financial markets in order to pinpoint cases in 

which financial instability is most likely.  At the same time, the results also mirror the findings of 

other recent work in offering additional support for the Minsky-Kindleberger logic linking credit 

booms and financial instability (Jorda. et. al. 2011; Schularick and Taylor 2009): Credit growth 

is positive and significant in all four models, and it is the single largest factor explaining 

variation in crises in terms of substantive effects.  For example, a one-standard deviation increase 

                                                 
15 The results for Market/bank ratio actually suggest that external imbalances reduce the 
probability of crises at the very lowest levels of securitization.  We do not put much stock in this 
result, as it appears driven by a small number of outlier observations at the lowest end of the 
Market/bank ratio distribution.  In any case, it is clear that external imbalances do not increase 
the likelihood of financial instability in non-securitized financial systems. 
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in Credit growth in model 3 (a change from 1.38% to 5.87%) increases the probability of an RR 

crisis by 4.83%, an effective doubling of the baseline crisis risk (all variables at means) of 

2.39%.  Consequently, while our results reinforce the importance of considering financial market 

structure when seeking to explain the onset of financial crises, they also underline the importance 

of credit booms and asset bubbles.  Booms and busts, however, appear to trigger banking crises 

around the world independently of global imbalances and capital flow bonanzas. 

 Finally, our models also identify several control variables as important determinants of 

banking crises.  In particular, GDP growth is negative and significant across all six models, 

reinforcing the widespread finding that financial crises are correlated with periods of economic 

stagnation. In addition, banking crises exhibit a very high degree of temporal dependence, as 

evidenced by the significance of all three “time” variables in all six specifications in Table 2.  

The remaining control variables are only intermittently significant, however, suggesting that 

global macroeconomic conditions, regime type, and other country-specific characteristics are not 

the primary determinants of financial instability in the contemporary global economy.   

In order to ensure that our findings are not specific to a particular classification of 

banking crises, we re-estimate the six models in Table 2 using the Laeven-Valencia measure of 

systemic crises as our dependent variable in place of the Reinhart-Rogoff classification.  

Similarly, we re-estimate the models using stock market capitalization – rather than volume of 

shares traded – as a share of GDP as an additional measure of Securitization.  Across these 

further specifications, our main results consistently hold: external imbalances have no 

independent effect on the probability of banking crises, and the interactive relationship linking 
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imbalances and levels of securitization remains robust.  Figures 3-5 illustrate this relationship by 

graphing the conditional marginal effects of external imbalances in these new models.16 

 

[Figures 3-5 here] 

  

 

Conclusion 

 

In the wake of the Great Recession, observers in both policy and academic circles have 

pointed to global imbalances as the main perpetrator of financial crises. As we have argued 

throughout this paper, we believe this view is only partially correct. Using a dataset of banking 

crises covering up to 61 countries from 1981 to 2007, we find that traditional banking sectors—

which fund the extension of credit using retail deposits rather than securities—act as a “financial 

levee” that insulates countries from the destabilizing influence of capital inflows. These results 

suggest that scholars would be well served to shift their attention from global imbalances and 

capital flow bonanzas toward developing richer explanations of the sources of credit booms and 

a clearer understanding of the causal pathways linking financial intermediation to financial 

stability.  That said, we are not arguing that external imbalances and capital flow bonanzas are 

unimportant or benign.  Rather, our argument is simply that these factors’ importance has been 

                                                 
16 The results are also robust to wide range of further specifications, including using three-year 
lagged moving averages instead of five-year averages; controlling for capital account openness 
(Chinn and Ito 2008) and including a control for countries’ de facto exchange rate regime 
choices (Reinhart and Rogoff 2004).  We omit these for reasons of space.  Results available on 
request.  
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overestimated in the recent crisis literature, at the expense of other factors – most notably, 

securitization – of equal importance for financial stability.   

 Ultimately, our findings here raise many more questions than they answer.  In particular, 

they raise questions about precisely which aspects of securitization are most important for 

financial stability.  Our measure of securitization is necessarily crude, as it cannot differentiate 

the relative prominence of different types of securities. Better historical data on derivatives such 

as mortgage-backed securities, credit default swaps, and other asset-backed securities could help 

us determine whether certain financial products are particularly influential in amplifying the 

destabilizing effects of capital inflows. Also omitted from this paper is an empirical analysis of 

the role of regulation as a buffer against crises; indeed, regulation might be a second “financial 

levee” that mediates the impact of imbalances on financial stability.  A number of regulatory 

dimensions may be important, including the degree of government ownership of the banking 

sector, rules about financial transparency, capital adequacy requirements, and the specific 

modalities of bank inspections.   

 Finally, our analysis only touched on the origins of securitization and the welter of 

historical policy decisions that help to determine the relative strength of traditional banking in a 

modern economy.  It is uncontroversial to assert that capital inflows could generate their own 

demand for securities, as foreigners seek out appropriate financial products to meet their 

portfolio requirements.  However, there appears to be considerable variation across countries in 

the responsiveness of national financial markets to the demands of foreign investors. Whereas 

U.S. markets appeared to generate new (and more) financial instruments to soak up a seemingly 

endless supply of capital during the 2000’s,  Australia maintained its focus on traditional banking 

even in the face of an even larger (relative to GDP) inflow of foreign capital.  Looking ahead, 
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more research into the determinants and characteristics of securitization is critical if scholars and 

policymakers are to more completely understand how, why, and when countries fall victim to 

financial crises. The findings presented in this paper strongly suggest that global imbalances and 

capital flow bonanzas, on their own, do not tell the whole story – either of the current global 

financial crisis or of the determinants of financial instability more generally over the last three 

decades. 
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TABLE 1 – SUMMARY STATISTICS, BANKING CRISIS DATASET, 1981-2007 
 

Variable Observations Mean Standard 
deviation Minimum Maximum 

Banking crisis (RR) 1380 0.22 0.41 0 1 
Banking crisis (LV) 1380 0.03 0.18 0 1 
Market/bank ratio (log) 918 -2.52 2.02 -9.23 1.07 
Securities market depth 1247 1.78 1.02 0 3 
Credit growth/GDP (%) 1380 1.22 3.68 -20.33 23.61 
GDP growth (%) 1380 3.54 2.42 -5.56 12.41 
Inflation (%, log) 1380 2.34 1.13 -0.89 7.92 
Regime type (Polity score) 1380 4.99 6.16 -9 10 
GDP per capita (log) 1380 9.05 0.9 7.07 10.72 
OECD average GDP growth (%) 1380 5.31 1.65 3.76 10.60 
Non-fuel commodity price index 1380 88.80 5.46 78.19 101.20 
US short-term real interest rate 1380 2.53 1.60 -0.24 5.62 
Years since last crisis (RR) 1380 8.48 8.59 0 42 
Years since last crisis (LV) 1380 14.31 9.48 0 37 
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TABLE 2 – REGRESSION ANALYSIS, DETERMINANTS OF BANKING CRISES 
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FIGURE 1 – MARKET/BANK RATIO, SELECTED COUNTRIES, 2007 
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FIGURE 2 – INTERACTIVE MARGINAL EFFECTS – BANKING CRISIS (REINHART-ROGOFF) 
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FIGURES 3 & 4 – INTERACTIVE MARGINAL EFFECTS – BANKING CRISIS (LAEVEN-VALENCIA) 
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FIGURE 5 – INTERACTIVE MARGINAL EFFECTS – BANKING CRISIS (REINHART-ROGOFF), 
STOCK MARKET CAPITALIZATION/GDP 

 

 
 

 


