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Abstract

We analyse the evolution of emerging market loan spreads at a more disaggregated level
than other studies on the subject, providing statistical support to the assumption of the
‘speciality’ of the international interbank market, to the extent that the pricing of interbank
credit is insensitive to the nature(public or private) of the borrower. In sharp contrast, the
public or private nature of other borrowers, such as corporates or financial firms, causes
significant differences in spreads. These results could be interpreted as evidence of the
possible role played by implicit government guarantees in the international interbank market,
which lower the incentives for participants to monitor counterpart risk very closely.
Furthermore, the specificity of banks is witnessed by the fact that only spreads on loans to
emerging market banks have clearly declined following the 1995 Mexican bailout, whereas
evidence on the pricing of lending to corporates and financial firms is more ambiguous.
Although, on the one hand, this might support the view that financial assistance from the
IMF gives rise to moral hazard, on the other hand, contrary to expectations, spreads on loans
to Asian banks, among the major candidates in the current policy debate on moral hazard,
have been unaffected by the IMF’s response to Mexico’s crisis.
� 2003 Elsevier Science B.V. All rights reserved.
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1. Introduction

Following the 1997–1998 Asian crises, moral hazard in the financial system has
become one of the main arguments in the policy debate on the reform of the
international financial architecture and the role of the International Monetary Fund
(IMF). At the root of the recent increased interest in moral hazard is the rescue of
Mexico by the international financial community in 1995, a country that was the
main individual recipient of IMF credits during the six years prior to the crisis.

According to both academic and official positions, this operation would have
played a relevant role in generating expectations of further future interventions of
the same kind in case of difficulties in servicing foreign debt on the part of some
emerging countries; as a consequence, these expectations, which underline the
essentially forward-looking nature of moral hazard, would have induced creditors of
emerging markets to undertake imprudent risks, eventually paying less attention in
the evaluation of the borrowers’ creditworthiness and determining an incorrect risk-
pricing of their debt instruments.

In other terms, moral hazard would arise from the existence of a safety net of
implicit or explicit guarantees provided by governments, central banks and interna-
tional financial institutions, which would induce in foreign creditors, particularly
banks, the perception that they are protected from the risks of lending to emerging
markets. Such a perception would be at the origin of the high increase in private
capital inflows to these countries in the aftermath of the financial intervention
benefiting Mexico.1

The empirical evidence seems to partly confirm the suspicions about the possible
role played by moral hazard, to the extent that in the period between the second
quarter of 1995 and the third quarter in 1997, the decline in risk premia(‘spreads’)
paid by emerging markets with respect to a benchmark rate(generally represented
by the US Treasury yield for bonds or the LIBOR for loans) cannot be totally
explained either by improvements in their economic fundamentals, or by external
factors, such as changes of monetary conditions in the industrial countries(Eichen-
green and Mody, 1998).

The object of this article is to find empirical support to the hypothesis that a
certain degree of moral hazard may have been at the root of the excessive reduction
in risk premia paid by borrowers in emerging countries after 1995. In particular, we

‘Excessively broad national safety nets have contributed to problems of moral hazard’ . (International1

Monetary Fund, 1998a, p. 4); ‘With banks enjoying deposit insurance, lender-of-last-resort services,
and in some cases implicit and explicit guarantees, along with the expectation that they will be able to
withdraw their funds on demand insofar as the IMF injects offsetting resources in response to a crisis,
it has been suggested that spread compression on syndicated bank loans to developing countries is an
indication of the extent of moral hazard’. (Eichengreen and Mody, 2000, p. 7). ‘An additional factor
contributing to the decline in spreads may arguably have been the perceived expansion in the implicit
international safety net extended to very large borrowing countries, following the concerted rescue
package provided to Mexico a few years later’. (Bernard and Bisignano, 2000, p. 18).
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