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Praise for The Theory and Practice of Financial Stability

Indranarain Ramlall’s proposal is a great attempt at giving a
comprehensive view of financial stability from a theoretical, prac-
tical and policy perspective. It aims at providing future students
with the tools to understand the framework in which financial
stability is assessed and understood today by international orga-
nisations and central banks across the world. To my knowledge,
this is the only book that covers such a wide range of topics
related to financial stability. It, therefore, has the potential to
become a good reference book on the topic. I believe that
Indranarain Ramlall has made a great proposal to provide a “big
picture view” on financial stability. I look forward to reading the
textbook!

Celine Tcheng, Central Bank of France

Financial stability has become a major concern for central banks,
after the 2008 global financial crisis. More and more research is
tackling topics regarding the role of the financial system in
macroeconomic models and the implementation of macropruden-
tial policy. Therefore, a comprehensive overlook of financial sta-
bility issues, such as the one offered by The Theory and Practice
of Financial Stability can prove particularly useful for experts
working in the financial system, central bankers included. The
textbook covers a diverse set of topics from policy matters to risk
assessment analysis.

Elena Banu, Central Bank of Romania

This book is a comprehensive work on one of the most actual
topics in the aftermath of the Great Recession. It covers a wide
range of topics on financial stability complementing theoretical
frameworks with practical examples.

Starting with a conceptual description on financial stability, the
book overviews a history of the major financial crises and Basel
regulation rules. Particularly useful is an inquiry of the financial
stability perspectives across different asset classes and economy
sectors. Another beneficial feature of this book is a complete
oversight of stress testing methodologies.

The book is a thorough compilation of topics on financial stabil-
ity and definitely deserves a place on the bookshelves of central
bankers, government and private institutions’ officials.

Vaidotas Sumskis, Bank of Lithuania



Dr Indranarain’s book is an actual textbook for interpreting
interrelations between all aspects and sectors of the international
economy and will surely be a highly useful tool for credit institu-
tions, investors, practitioners as well as academics. From a
Central Bank’s point of view this book provides an integrated
approach to macroeconomic environment and the interactions
between the various factors and an actual tool for assessing and
measuring leading circumstances and indicators that affect finan-
cial stability and may cause vulnerabilities.

Vasiliki Vlachostergiou, Central Bank of Greece

This is a monumental work! I didn’t find anything missing.
I think it will be useful for students, economic and finance profes-
sionals and policymakers.

Christophe Andre, OECD

Financial stability was always a priority for financial sector regu-
lators and it has surpassed other objectives since the global finan-
cial crisis. Given various complexities associated with the
financial stability and rapid developments over time, existing lit-
erature tends to deal with specific aspects of financial stability. It
is very difficult to get a comprehensive book dealing with the
wide range of concepts, different segments of financial sector,
ever increasing variety of financial instruments and regulations
associated with financial stability. The current book is a very
good attempt to fill this gap through its comprehensive coverage
of almost the entire gamut of financial stability related topics.
This book should be useful for financial sector regulators, related
ministries in the governments, researchers, multilateral institu-
tions, other financial sector stakeholders and general public who
are interested to know the complexities of the financial sector and
financial stability.

Ajay Prakash-an expert in Financial Stability
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Preface

The aim of Volume 1 is to provide complete coverage of all key elements
ingrained in the concept of financial stability by addressing financial stability in
different dimensions. Focus is placed on different definitions of financial stability
with particular emphasis being laid as to why financial stability constitutes an
important component which weighs high in the agenda of policy-makers world-
wide. Based on various definitions, we develop our own definition � financial
stability pertains to a sound and proactive risk management of the financial sys-
tem in view of abating down the impacts of adverse shocks susceptible to gnaw
at higher GDP growth rates. A holistic approach is undertaken to cater for the
interactions between financial stability and monetary policy. Focus is also being
laid on the political economy as it is considered to play a preponderant role with
respect to the maintenance of financial stability. The genesis of a crisis is given
full consideration with no stone being left unturned as to cater for the various
theories which account for the existence of financial crises in the world. A histor-
ical analysis is also performed with respect to crises which buffeted the world.
Whether the predictability aspect or the resilience aspect of a crisis should be
observed by policy-makers is also being given due consideration. In essence, the
first volume undertakes a full-fledged analysis of all key elements embedded in
the concept of financial stability.

The book has been written as a reference material to cater for the needs of
both new and experienced professionals such as central bankers, researchers,
economists and policy-makers who are involved in the field of financial stability.
As a matter of fact, many central banks now have a financial stability unit or a
department but so far, there is no textbook which weaves through the various
aspects of financial stability. Central bankers can use the book to beef up the
analytical part of their financial stability reports by incorporating new tools of
assessments. The book appeals to courses/programmes on financial stability as
provided by Yale School of Management (Macroprudential Policy or Financial
Stability Regulation/Master of Management studies in Systemic Risk), Goethe
Business School (Financial Stability and Regulation/Executive Education
course) and Florence School of Banking and Finance (Banking and Financial
Stability course). To date, there are no textbooks or referenced materials which
undertake an intensive and coherent approach to financial stability. For
example, there is no such framework as to how financial stability, as a process,
should be performed. This book attempts to provide all key issues in a highly
comprehensive and critical manner. In that respect, the book is expected to be
widely used worldwide, both by professionals and by researchers.

The author expects the book to be particularly useful to economists, policy-
makers, researchers and students in effectively gaining insight on financial stabil-
ity. As at date, there is no textbook on financial stability which weaves through



all aspects of financial stability-from theory to practice. This series of five books
on financial stability attempts to fill in such a vacuum. Comments and sugges-
tions can be made to i.ramlall@uom.ac.mu/iiramii3@gmail.com. The author
seizes this opportunity to thank an anonymous referee from the London School
of Economics for his suggestions and reviews made by professionals from central
banks and reputable organisations.

Dr Indranarain Ramlall
June 2018

xx Preface

mailto:i.ramlall@uom.ac.mu/iiramii3@gmail.com
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Chapter 1

Finance, Incentive Structures and the
Financial System

1.1. Definition of Finance
Finance can be defined as the management of money to enhance the value of
wealth of different economic agents, which make up the financial system of a
specific country. Finance encapsulates the process of saving, investing and
recouping invested money to enshrine the value of the firm. Therefore, finance
encompasses different spheres of economic activities in an economy, starting off
from savers, lenders and governments to financial institutions such as banks and
insurance companies, all geared towards wealth maximisation of different eco-
nomic units in the financial system. Finance requires financial markets and
financial instruments to ensure that different investors’ risk profiles are being
catered, aligned with the notion of complete markets, widely cited in the case of
innovative products. Risk-loving investors will cling to equities while risk-averse
investors will prefer to go for bonds. These different sets of financial instruments
enable portfolio diversification to effectively manifest. Figure 1.1 provides a
snapshot of the key components, which make up a financial system.

Financial markets

Financial instruments

Financial institutions

Financial architecture

Economic agents

Rules, regulations and other operating frameworks (legal
processes)

Figure 1.1: Key Components of a Financial System. Source: Author’s
illustration.



Since finance inherently touches all the subtle fabrics of a financial system
in view of wealth maximisation, this leads to key tenets in financial theories
such as the capital structure of firms, valuation of financial instruments
accomplishable under asset pricing theories through Capital Asset Pricing
Model (CAPM) or Arbitrage Pricing Theory (APT) or bond valuation meth-
ods, proper distinction between real and financial assets and firm synergies
in terms of mergers and acquisitions. Intertemporal dimensions are embedded
in finance as investment decisions overlap over different time periods, based
on refraining current consumption to maximise future consumption.

A distinctive and critical element embedded in finance relates to the concept
of information asymmetry, widely referenced through the classical chapter of
Akerlof (1970). Such information asymmetry permeates most theories in finance,
let alone the fact that it was recurrently cited in academic chapters as a major
contributor to the Great Recession. For instance, the pecking order theory of
capital structure borrows heavily from such information asymmetry to account
for the fact that the cost of equity is always higher than the cost of debt so that
a firm will first exhaust its own funds before using debt and finally equity as a
last resort. In essence, the higher the information asymmetry level, the higher is
the cost of external financing.

The single driving force that ensures that finance as a field works smoothly
in an economy relates to trust and confidence which cannot be built in a
single day but actually takes time to be nurtured. This explains the rationale
as to why a crisis erupts on the back of shaken confidence or trust in the
economy. Such a trust or confidence is highly fragile because once there is
belief that trust in the financial system will be seeped out, such a trust will
fade based on self-fulfilling actions of economic agents. Jerky economic and
financial indicators usually herald that crisis conditions are nigh. To maintain
trust and confidence, policy-makers adopt certain behaviour such as use of
inflation targeting to properly anchor inflationary expectations in view of bol-
stering the credibility of monetary policy, financial stability reports not com-
municating problems but giving time for remedial actions, adherence to a
sequential approach to liberalisation of capital accounts and gradual adjust-
ments of interest rates, amongst others.

With finance being inextricably related to the real economy, this signifies that
sound finance is highly needed to give a boost to economic activities. However,
the relationship between finance and higher economic growth seems to be sub-
ject to increasing controversy. This can best be captured in the words of Turner
et al. (2010) who state that ‘There is no clear evidence that the growth in the
scale and complexity of the financial system in the rich developed world over the
last 20 to 30 years has driven increased growth or stability, and it is possible for
financial activity to extract rents from the real economy rather than to deliver
economy value’. In essence, finance, per se, does not pose problems, it is a
lacuna in the framework used in finance, which is problematic and prone to
inciting crises.
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1.2. Why Finance is Different from the Provision of
Goods and Services?

The demand for goods and services is based on the consumption and affordabil-
ity ability of consumers. Greater consumption of goods in a specific period will
leverage on the demand for that good-for example, during festive seasons, there
is higher demand for chocolates. However, only high net worth households will
be able to afford more expensive chocolates. Unfortunately, when it comes to
finance, the demand for financial products and services differs from conventional
demand for goods and services on ground of not being subject to consumption
issues but being fed on by positions over positions. This can be best explained
by an investment in a foreign currency that is subject to currency risk. To curb
such a risk, the investor can have recourse to a forward contract. Thus, the abso-
lute value of positions consists of the initial investment position coupled with the
forward contract position. Such a state of affairs accounts for the substantial
increase in the value of global derivatives positions in the world, being signifi-
cantly higher relative to the US GDP. Based on positions creating new positions
in the case of financial products and services, it becomes glaring the financial
products and services tend to create a burgeoning level of artificial economy
relative to the real economy � herein lies the reason as to why financial stability
gains a prominent role worldwide. Risks to financial stability usually manifest
when the wedge between the real economy and the artificial economy is too
large relative to the fundamentals.

Securitisation, hedge funds activities, myopic and herd behaviour of traders,
all further contribute to an even larger artificial economy. Turner et al. (2010)
point out that ‘The essential reason why the 2007�2008 crisis was so extreme
was the interaction of the specific features of bank credit and the specific features
of securitised credit’. Ironically, such a large artificial economy is based on the
fragile component of trust, which once broken, unleashes substantial squeeze on
the real economy.

1.3. Some Unique Features in Finance
Compared to the demand for goods and services which is limited by the value of
resources possessed by economic agents who hail from the demand side, the
demand for finance has no such limitations. For instance, the demand for bank-
ing account services can be accommodated easily without any problem.

Another distinctive feature of finance is that capital markets are running
above 100 % of GDP in their respective economies. For example, most equity
market capitalisation happens to hover above 100% of GDP in it country.

Keeping abreast with the latest updates in finance, it becomes clear that
Fintech is gaining momentum so much so that the role of the banking sector
may soon become questionable if people start to heavily practise peer-to-peer
lending.
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Certain economic agents in finance exhibit high levels of rent extraction as it
is the case for hedge funds, which pay a flat fee of 2% based on value of assets
and an exorbitant performance fee of 20% for upside performance without being
subject to any penalty fee for underperformance.

Regulation of financial sector has been more in terms of a pragmatic
approach in terms of setting in place new measures to curb the forces which
drove the most recent crisis, making financial regulation a heavily a-theoretical
subject of focus.

1.4. Self-interest of Bank Managers: Hammering on
Information Asymmetry

Three main actors determine the road of actions to be taken by a bank, namely
bank managers, regulators and the shareholders, as argued by Jeitschko and
Jeung (2005). Bank managers are imbued with their own self-interests. Gorton
and Rosen (1995) differentiate between good managers and bad managers.
While good managers tend to perform profitable risky or profitable safe loans,
bad managers tend to carry out unprofitable risky (excessive risk-taking) or
unprofitable safe loans (excessive entrenchment). The greater the proportion of
bad managers, the higher is the level of agency conflicts. Managers strive to
maximise their own private benefits. Regulators attempt to scale down bank
default risk. Shareholders want actions to be initiated as to maximise the equity
value of the bank. Thus, strong agency conflicts arise out of these different
actors which permeate the banking industry. Hughes and Mester (1994) argue
that due to internal agency problem, bank’s managers do not maximise share-
holders value. Deposit insurance may spur excessive risk-taking on behalf of
bank managers as they know that in the case of difficulties, the government will
always be there to protect the banks. Saunders, Strock, and Travlos (1990) state
that ‘stockholder controlled’ banks took on more risk than their ‘managerial
controlled’ counterpart.

The incentives structures may also be damaging to the health of the financial
system chiefly when bank managers’ variable component of remuneration ema-
nates from growth performance in total credit facilities provided by the bank.
Bank managers will thereby attempt to increase credit facilities more during
boom periods by being lenient in their credit processing mechanisms. Ironically,
it is during such time periods that pressures build up in the economy as encapsu-
lated under the paradox of financial instability.

1.5. Efficient Market Hypothesis Back in the Limelight as a
Discredited Theory in Finance

The efficient market hypothesis assets that financial markets are efficient so that
asset pricing models such as CAPM, APT and Fama-French three-factor models
become highly useful. The key message underpinned under such a theory is that
any investor can beat the market but not consistently. Unfortunately, the tug of
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war between academicians and practitioners that has been going on for dec-
ades appears to often miss out one key component embedded under the
Efficient Market Hypothesis. Testing of the Efficient Market Hypothesis
implies that a proper model is being used, but, in practice, it is impossible to
ensure that this is the best model to test the theory. Therefore, if it is impos-
sible to know what the best model is, the best we can say is that the theory
is not testable in reality. Following the Great Recession, many economists
began to discredit the Efficient Market Hypothesis so much so that the
theory is now being relegated to a special case. Such a disparaged view of
the Efficient Market Hypothesis signifies that markets do not really behave in
such a way as to self-regulate themselves. Thus, relying on the subtle forces
of the markets to rectify any anomaly may ironically make things worse and
this was glaringly witnessed during the Great Recession when the financial
sector destabilised the real sector.

If Efficient Market Hypothesis is invalidated, then the other channels relating
to finance also become subject to a major blow. For instance, in portfolio
theory, it is presumed that all investors will first cling to the market portfolio to
then decide as to whether to become a borrower or a lender, hinging on their
respective risk profiles. But, if the market portfolio is itself wrong, everything
which is based on this will also become flawed. In that respect, all risk analyses
and risk metrics will also become flawed. This is akin to the Garbage In
Garbage Out (GIGO) concept. Most interestingly, if the Efficient Market
Hypothesis is wrong, then other markets which are derived from equity markets
will also be priced wrongly such as in the case of the derivatives markets which
thereby invalidate the social utility of derivatives.

Woolley (2010) points out momentum and reversals to be the two main forces
which driving mispricing with its extreme forms leading to bubbles and crashes.
Discrediting the Efficient Market Hypothesis also implies discrediting the use of
indices for both passive and active investment strategies because indices
represent efficient portfolios.

1.6. Shortcomings Embedded in the Financial System
This section discusses some of the shortcomings which permeated or still perme-
ate the financial sector in the world.

• Two key features describe financial markets in the last three decades, namely
growth in both scale and complexity so much so that at the end of the day, a
big question arises as to whether financial markets really contributed to higher
economic growth worldwide.

• Financial markets which form part of any financial system are deemed to be
fragile components being highly affected by substantial divergences from equi-
librium values.

• Due to limited liability structures, this leads to a call option on banks’ assets
with shareholders desiring higher risk activities during boom periods to
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harness maximum benefits possible. This explains the rationale as to why
banks endowed with friendly governance structures did worst during the
Great Recession as pointed out by Beltratti and Stulz (2009).

• Stated functions of financial systems: providing savings for real investment,
risk transfer, maturity transformation, making payments and ensuring com-
plete markets. But in reality, things do not move as per these stated functions.

• Risk migrates to where regulation is weakest.
• Private equity is adversely affected by opacity which involves strategies to

benefit parties which are non-shareholders.
• Commodities investment should be avoided as they offer a long-run return

which is no better than zero after inflation and after fees.
• Opacity and asymmetric information. Highly complex financial products and

services related to securitised credit and derivatives generated false beliefs that
they were enhancing economic growth by bringing in efficiency and enhanced
risk management possibilities.

• Rating agencies adversely impacted by conflicts of interest.
• Short-term performance-related pay.
• Turner (2010) in the first chapter of the book The Future of Finance comments

that ‘only a fraction of credit extension relates to capital formation process’.
Such a statement implies that the whole process of credit provision to bor-
rowers to enhance growth of the economy was not really working in practice
because credit was not linked to real investment. Authorities should admit
that they fail to properly carry out their roles. Turner (2010) comments that
‘it is possible for financial activity to extract rents from the real economy
rather than to deliver economy value’.

• Scale of financial activities is substantially very high relative to the real econ-
omy. Can we even say that it is extremely very high? For instance, the total
outstanding amount of derivative contracts is many times higher than the US
GDP. Are we moving too much to a financial system which is imbued with
illusionary powers as to gnaw at the level of real economic activities.

• Proprietary trading is considered to be a source of instability instead of stabil-
ity in financial markets.

• Failure of credit provision to be related to increase in real investments in
developed economies because such credit was used principally to either
smooth out consumption patterns of households across life cycle via residen-
tial mortgages or to increase the level of ‘skin in the game’ of borrowers who
invest in real estate either through residential or commercial real estates.
Credit provision to spur real investments was not a common feature in devel-
oped economies for years prior to the Great Recession to the plain effect that
it became questionable as to whether higher credit provision by the banking
or non-banking sector do elicit higher economic growth.

• Turner (2010) argues for an increasing role of the non-banking sector to
induce an enhanced financial system. He clearly states, ‘Less maturity trans-
formation in aggregate and a reduced role for bank credit in the economy,
compared with that which emerged pre-crisis in several developed economies,
may in the long run be optimal’. Leverage and maturity transformation issues
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directly impact on the volatility of credit furnished by banks when crisis con-
ditions manifest. Two other forces also increase the volatility of credit and
which are related to the market price of credit, namely securitised credit and
mark to market accounting.

1.7. Solutions to the Identified Shortcomings
Based on the identified shortcomings, some propositions are made as to how to
tackle them.

• Ultimate aim is to reduce the probability and severity of any future crisis.
• No bonus or dividend payments by banks during crisis conditions.
• Increase equity base of financial institutions because the benefits of equity are

social though its costs are private.
• Use of leverage ratios for banks.
• Apply Loan to Value Ratio (LTV) to banks.
• Use of bank levies to make capital markets socially constructive.
• Radically simplified and slimmer financial system. Turner (2010) argues for

an optimal size of the financial system which is able to bring about value
added to the economy. Beyond that optimal size, the financial system brings
about negative effects.

• Ensure that financial system does not destabilise the real economy.
• Reduce share of income which accrues to the financial sector.
• Higher capital for banks but better quality control of capital; being made

higher in a boom and lower in a slump.
• Only deposit-taking institutions to be allowed to be insured through the state;

a version of the Volcker Rule.
• Countercyclical capital buffers can be applied to specific sectors only which

are imbued with higher risks during boom periods of the business cycles.
• Higher buffers of both capital and liquidity.
• Kay (2009) and Kotlikoff (2010) argue for restricting the size of banking.
• Separate commercial banking from investment banking.
• High capital requirements for banks in the world. (Box 1.1)
• Sectoral countercyclical policies to contain credit and asset price cycles.
• Use of levies and taxes to increase government revenues to complement cap-

ital and liquidity regulation.
• Woolley (2010) argues that it is better to have a lean, efficient and

stable financial sector. Lean means that complex cases of products should be
avoided to avoid undue risks.

• According to Turner (2010), the most important policies post the 2007 crisis
were capital and liquidity requirements along with the development of a
sound macroprudential approach.

• The European Union should have made provision for fiscal union and bank-
ing union as monetary union alone was not sufficient to effectively deal with
the crisis.
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1.8. Insolvency Risk versus Illiquidity Risk: Comparing the
Great Depression with the Great Recession

Goodhart and Tsomocos (2007) argues that ‘The problems that arose in the
“Great Depression” were of insolvency arising out of credit risk, rather than of
illiquidity’. Insolvency risk or credit risk manifests out of undermined repayment
capacity of borrowers. In such a case, capital and not liquidity is required. For
instance, credit risk manifested during the Great Depression so that government
involvement was required to bring in capital. In the case of liquidity risks as wit-
nessed during the Great Recession, central bank involvement was required to
bring in liquidity. Thus, it is of paramount significance to bear in mind that cap-
ital can only be created by the government while liquidity can be created by the
central bank. As lender of last resort, central banks tend to be very rigorous as to
the types of assets that they accept as collaterals which tend to be usually of high-
quality assets.

1.9. Did the Financial System Add Higher Growth during
Years Preceding the Great Recession?

The demand for financial services tends to be price inelastic due to users of
financial services not possessing the same information as the providers of

Box 1.1: Meaning of Regulatory Capital.

Capital is defined on a two-tiered basis:

• Tier 1 capital (or core capital) includes stock issues (shareholders’
equity) and disclosed reserves. Disclosed reserves can take the form of
loan-loss reserves set aside to cushion future losses and smooth out
income volatility.

• Tier 2 capital (or supplementary capital) includes perpetual securities,
unrealised gains on investment securities, hybrid capital instruments
(e.g. mandatory convertibles), long-term subordinated debt with matur-
ities greater than five years and hidden reserves, such as excess allow-
ance for losses on loans and leases. The total of Tier 2 capital is limited
to a maximum of 100% of the total of Tier 1 capital. The 1995 frame-
work BCBS (1995) also provided � at the discretion of national
supervisors � for a third tier of capital consisting of short-term
unsecured subordinated debts that can only be used for meeting market
risk capital requirements.

The BIS press release of October 1998 provided stringent conditions for
the inclusion of innovative capital instruments in Tier 1 capital. These
instruments will be limited to a maximum of 15% of Tier 1 capital.

Source: Adapted from Caprio (2012) based on information from BCBS (1988, 1995, 1998).
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