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The following symbols have been used throughout this volume:

. . . to indicate that data are not available;

— to indicate that the figure is zero or less than half the final digit shown, or that the item
does not exist;

– between years or months (for example, 1995–96 or January–June) to indicate the years
or months covered, including the beginning and ending years or months;

/ between years (for example, 1995/96) to indicate a fiscal or financial year.

“Billion” means a thousand million; “trillion” means a thousand billion.

“Basis points” refer to hundredths of 1 percentage point (for example, 25 basis points are
equivalent to !/4 of 1 percentage point).

“n.a.” means not applicable.

Minor discrepancies between constituent figures and totals are due to rounding.

As used in this volume the term “country” does not in all cases refer to a territorial entity that
is a state as understood by international law and practice. As used here, the term also covers
some territorial entities that are not states but for which statistical data are maintained on a
separate and independent basis.
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It is now well recognized that vulnerable and unsta-
ble banking systems can severely disrupt macro-

economic performance in industrial, developing, and
transition economies alike.1 The widespread incidence
and the high cost of banking problems have prompted
calls for concerted international action to promote the
soundness and stability of banking systems. At the
Lyon Summit in June 1996, the Group of Seven (G-7)
industrial countries called for “the adoption of strong
prudential standards in emerging market economies,”
and encouraged the international financial institutions
to “increase their efforts to promote effective supervi-
sory structures in these economies.”2 These intentions
were reinforced by the IMF Interim Committee’s
“Partnership for Sustainable Global Growth” in Sep-
tember 1996 (see IMF, 1996). In Denver, in June
1997, the G-7 Ministers of Finance meeting consid-
ered a report by a Group of Ten (G-10) working party
on financial stability in emerging market economies
(G-10, 1997) and requested “the IMF and the World
Bank to report to Finance Ministers next April on their
efforts to strengthen the roles they play in encouraging
emerging market economies to adopt the principles
and guidelines identified by the supervisory commu-
nity” (G-7, 1997). The G-7 Heads of Government then
called “on the international financial institutions and
the international regulatory bodies to fulfill their roles
in assisting emerging market economies in strength-
ening their financial systems and prudential stan-
dards.” The Heads of Government also welcomed “the
IMF’s progress in strengthening surveillance and pro-
moting improved transparency. Increased attention to
financial sector problems that could have significant
macroeconomic implications, and to promoting good
governance and transparency, will help prevent finan-
cial crises” (G-7, 1997).

International financial institutions and official
groupings3 are responding to these concerns in their

respective work programs. The Basle Committee has
been in the forefront of this effort with the release of
its “Core Principles for Effective Banking Supervi-
sion.” These principles have quickly become the focal
point for the increased efforts to strengthen financial
sectors around the world by providing a blueprint for
enhanced banking supervision, and they provide the
foundation for the framework described in this paper.

The IMF, with its near-universal membership, has
an important role to play in this ongoing international
effort. The IMF can help assure broad dissemination
of the work of various organizations, particularly that
of the Basle Committee. To this end, the “Core Princi-
ples” are attached to this paper as Annex I. Moreover,
with its broad responsibility to engage in surveillance
of member countries’ economic policies, the IMF can
assist in identifying potential vulnerabilities in the
monetary and financial systems, and in the external
positions of member countries, and it can help the au-
thorities in formulating corrective policies.

The existing limitations on staff resources and ex-
pertise imply that an increase in IMF surveillance cov-
erage of financial sector issues—as part of its ongoing
bilateral or multilateral surveillance activities—will
focus on identifying those weaknesses in the financial
systems, particularly in the banking systems, of mem-
ber countries that could potentially have major macro-
economic implications. Fund surveillance cannot be
expected to address all the areas in the financial sys-
tem that are in need of improvement, nor can it be ex-
pected to provide specific assistance to the regulatory
and supervisory authorities in meeting their day-to-
day challenges. Furthermore, in many member coun-
tries, banks remain the principal financial intermedi-
aries for allocating and pricing credit and financial
risk and for making payments, as well as being the
main source of financial leverage. Hence, the IMF’s
efforts to enhance its work on financial system sound-
ness will focus on the banking system, although atten-
tion will also need to be paid to those parts of the rest
of the financial system that are potential sources of
major difficulties.

Fund surveillance over banking sector issues of
macroeconomic significance, and staff discussions on
appropriate remedial measures with the authorities,
will be enhanced and facilitated by a general state-
ment of the broad principles and characteristics of sta-

1
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Introduction

1These issues have been extensively discussed elsewhere. See
Lindgren, Garcia, and Saal (1996), and Folkerts-Landau and Ito
(1995 and 1996).

2G-7 (1996).
3The Bank for International Settlements (BIS), the Basle Com-

mittee on Banking Supervision, the International Organization of
Securities Commissions (IOSCO), the International Association of
Insurance Supervisors (IAIS), the Group of Ten Deputies, the World
Bank, regional supervisory groupings, and the IMF. 



I INTRODUCTION

ble and sound financial systems. This paper suggests
such a general framework, based on a generally
agreed body of knowledge and experience. The appli-
cation of this framework to individual countries will,
of course, require careful consideration of country-
specific circumstances as member countries’ priorities
for attainment of best practices will be different, based
on their different traditions, existing structures, and
resource constraints.

This framework is not a checklist of issues to be
raised in each of the IMF’s (usually annual) consulta-
tions with member countries under Article IV of its
Articles of Agreement. Rather, it is intended to sug-
gest broad categories of issues—and some detailed
points within those categories—of particular impor-
tance for the discussion of financial sector issues of
potential macroeconomic importance. Furthermore,
consideration of issues in these broad categories, as
part of the continuous process of Fund surveillance,
can help identify circumstances where issues should
be taken up with country authorities, sometimes on a
more urgent basis than is permitted by the regular Ar-
ticle IV consultation schedule. Also, it is hoped that by
promoting broader understanding of the requirements
for sound banking and effective financial intermedia-
tion more generally, the development and promulga-
tion of this framework—along with other similar ef-
forts under way outside the Fund—may contribute to
the general international effort to improve the sound-
ness of financial systems, and thereby reduce the like-
lihood and diminish the intensity of future financial
sector problems.

A number of official and industry groupings have
for some time been compiling best practices, and for-
mulating principles and guidelines, for use in the rele-
vant sectors of the financial system.4 The efforts of
these groups, in particular those of the Basle Commit-
tee, have proved to be indispensable inputs into the
formulation of the framework outlined in this paper.5
As well as drawing on the work of the Basle Commit-
tee, the framework proposed in this paper has been de-
veloped in close consultation with the World Bank.
The role of the World Bank in this area will comple-
ment and underpin the surveillance-oriented work of
the Fund, in that its focus will fall on the microeco-
nomic aspects of financial systems.

Although this paper describes in some detail the
staff’s distillation of widely accepted views on what
constitutes such a framework for a sound and effective
banking system, few, if any, of the Fund’s members

have banking systems that possess all of these charac-
teristics. The guidance provided here is mainly in-
tended to assist in maintaining the soundness of
relatively large and complex banking organizations—
specifically, those that are internationally active. While
some of the principles are applicable to all banks, a
simpler structure may be sufficient for smaller and less
complex institutions. The focus in this paper is on in-
stitutions that have the potential to create systemic
problems domestically or internationally.

Furthermore, some countries have in place an effec-
tive framework for a sound banking system that dif-
fers from what is described here. Nevertheless, the
paper can be seen both as providing guidance for the
direction in which supervisory structures and financial
system reforms should progress, and as indicating
some measure of the policy challenges that lie ahead.
As noted earlier, the focus is on the banking system,
the main financial intermediary in most Fund member
countries, although there are also nonbank financial
intermediaries and other elements in the financial in-
frastructure that make important contributions to the
soundness of the system as a whole.6

As emphasized in Chapter III, neither external mar-
ket discipline nor supervisors alone can assure a safe
and sound banking system. It is the appropriate com-
bination of the two elements that encourages the com-
petent and effective management that leads to a sound
banking system. Alternatively, when managers have
sufficient incentives, buttressed by market discipline,
supervisors can use a lighter hand. It should be noted,
however, that in many countries management needs
external guidance, yet supervisors face political inter-
ference and have insufficient resources. Moreover,
markets are embryonic. Thus, improvements are re-
quired in all relevant areas.

These principles and practices have been drawn
from a wide spectrum of sources. The work of the
Basle Committee on Banking Supervision on pruden-
tial standards as compiled in the Core Principles has
been an important source. In addition, the technical
assistance work of the Fund and the World Bank has
yielded a wealth of insights into what constitutes
sound banking.7 Furthermore, the experiences of su-
pervisory agencies in some of the major industrial and
emerging market countries have been useful in identi-
fying principles and best practices.

2

4See, for example, Annex II; the International Accounting Stan-
dards Committee (1997, 1994a, and 1994b); and Group of Thirty
(1997).

5The Core Principles for Effective Banking Supervision (see
Annex I), developed by a working group consisting of representa-
tives of the Basle Committee and emerging market countries, have
been a particularly important input. 

6They include interbank payments and settlement systems; legal
processes for the making and enforcing of contracts and the transfer
of property, including the taking and perfecting of security for loans;
and the workings of the judicial system so that banks have access to
speedy and effective legal remedies. On payments systems see, for
example, Folkerts-Landau et al. (1996).

7The Bank Supervision Guidelines issued by the World Bank
(1992) and based on its extensive experience in advising countries
on regulatory issues also have been an important influence on the
development of best practices for prudential supervision in emerg-
ing markets.



Chapter II describes the role of the Fund in promot-
ing financial stability as part of the ongoing broader
international effort to achieve greater soundness in the
financial systems of member countries. Chapter III de-
scribes the key aspects of the framework for a sound
financial system discussed in more detail in subse-
quent chapters, that is, transparency of the financial
system, public sector guarantees, prudential regula-
tion, supervisory oversight, and supervision of cross-
border banking.

Chapter IV examines the inherent difficulties en-
countered in compiling reliable and timely banking
information. Best practices for the reporting of infor-
mation to supervisors and for the disclosure of infor-
mation to the public are described. Chapter V exam-
ines ways to limit the adverse impact on incentives
that can arise when public sector guarantees and other
official commitments are extended to bank depositors,
creditors, and owners. There is a general consensus
that safety nets need to be designed to work without
unduly distorting the risk-taking behavior of bank
stakeholders. The design of the components of a fi-
nancial safety net—lender of last resort and deposit
insurance arrangements—is discussed. The chapter
suggests principles for the use of a strong exit policy
for insolvent banks as a means to limit the extent of

official guarantees and undertakings. Chapter VI pre-
sents a framework for prudential regulation based on
the premise that regulatory restrictions on the activi-
ties of banks are needed to counteract the adverse in-
centives for risk-taking created by public sector com-
mitments. The chapter discusses licensing policy,
various qualitative requirements to strengthen gover-
nance, and the design and structure of quantitative
prudential regulations.

Chapter VII presents principles and practices of
prudential banking supervision. The focus is on the
autonomy, authority, and capacity of the supervisor.
The interaction of the bank supervisory authority with
other supervisory and legal enforcement bodies is ex-
amined. The chapter also discusses practices of off-
site monitoring and on-site inspection, and corrective
and punitive measures available to the supervisor. Fi-
nally, Chapter VIII examines issues related to the su-
pervision of cross-border banking. The focus is on the
modalities of supervising the international activities of
banks and on international coordination and coopera-
tion in developing banking supervisory standards. The
topics covered in this chapter include the location of
licensing and lead supervisory authorities, the licens-
ing of internationally active banks, cross-border ex-
changes of information, inspections, and sanctions.

Introduction
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