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! "#$%&'()$*&#

!in$e &'e (eminal $on&ri./&ion o0 1/n2ell (1961)8 &'e li&era&/re on op&im/m

$/rren$: area( (;<=() 'a( propo(e2 a >arie&: o0 $ri&eria 0or $'oo(ing i0 an2

@'en $o/n&rie( ('o/l2 ele$& &o 0orm or par&i$ipa&e in a $/rren$: /nionA1 B'e(e

$ri&eria in$l/2e (imilari&: o0 in!a&ion ra&e(8 &'e 2egree o0 0a$&or mo.ili&:8 &'e

openne(( an2 (iCe o0 &'e e$onom:8 &'e ($ope o0 pro2/$&ion 2i>er(i"$a&ion8 &'e

2egree o0 pri$e an2 @age !exi.ili&:8 &'e ex&en& o0 in&egra&ion in goo2( marE

Fe&(8 &'e $orrela&ion .e&@een e$onomi$ ('o$F( a$ro(( $o/n&rie(8 &'e 2egree o0

"($al in&egra&ion8 an2 &'e poli&i$al @ill &o in&egra&eA Ga:o/mi (1994) 2e>elE

ope2 a 0ormal ;<= mo2el &'a& $ap&/re( (ome o0 &'e Fe: in(ig'&( (expre((e2

in0ormall: in (ome pre>io/( paper() regar2ing &'e role o0 openne((8 2i>erE

(i"$a&ion8 la.or mo.ili&:8 an2 &'e 2egree o0 $orrela&ion o0 e$onomi$ ('o$F(A

=iCenman an2 Iloo2 (1993) pro>i2e2 a more 2e&aile2 2i($/((ion o0 &'e role

o0 la.or mo.ili&: a( a $ri&erion 0or an ;<=A2

1/$' o0 &'e earl: li&era&/re on ;<=( &ooF op&imali&: $ri&eria a( gi>enA

Le$en& re(ear$'8 'o@e>er8 'a( emp'a(iCe2 &'a& (ome o0 &'e(e $ri&eria ma:

.e en2ogeno/(8 a( a re(/l& o0 &'e >er: exi(&en$e8 an2 in2/$e2 e!e$&(8 o0 a

$/rren$: /nionA Ior in(&an$e8 i& 'a( .een arg/e2 &'a& (imilari&: o0 in!a&ion

ra&e( ma: .e promo&e2 .: par&i$ipa&ing in a $/rren$: /nion8 an2 &'a& a 'ig'

2egree o0 $on>ergen$e (or lo@ 2i(per(ion) ('o/l2 no& ne$e((aril: .e >ie@e2

a( a preE$on2i&ion 0or 0orming oneA Mo!man an2 Lem(perger (2005) 'a>e

in2ee2 0o/n2 &'a&8 0or &'e P/ro area8 &'e 2egree o0 per(i(&en$e in in!a&ion

2i!eren&ial( 0ell (igni"$an&l: 0ollo@ing &'e a2op&ion o0 &'e $ommon $/rren$:

1Q('i:ama (1975) pro>i2e( an earl: re>ie@ o0 &'e li&era&/reA !/.(eS/en& 2i($/((ion(
in$l/2e 1a((on an2 Ba:lor (1992)8 Ba>la( (1993)8 Ta0ran$e an2 !&E=man& (1999)8 Ue
Vra/@e (2000)8 an2 1ongelli (2002)A

2!ee al(o <alm0or( (2001) an2 </Fierman an2 Tippi (2001) 0or a 0/r&'er 2i($/((ion o0
&'e role o0 la.or marFe& (&r/$&/re in &'e per0orman$e o0 mone&ar: /nion(A
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in 1999A Ii($al 2i($ipline ma: al(o .e a !"#$%&'%#!% o0 Woining a /nionXa(

(/gge(&e2 0or in(&an$e .: Iiel2ing (2002) an2 a( implie2 .: &'e anal:(i( in

!/n (2003)X@'erea( &'e 2egree o0 la.or mo.ili&: an2 @ageEpri$e !exi.ili&:

ma: re(pon2 en2ogeno/(l: &o &'e elimina&ion o0 $/rren$: !/$&/a&ion(A

!imilarl:8 en&r: in&o a $/rren$: /nion ma: (&reng&'en in&erna&ional &ra2e

linFage( o>er &imeA Y'e&'er in$rea(e2 &ra2e in&egra&ion rai(e( &'e .ene"&(

o0 Woining &'e arrangemen& 2epen2( on @'e&'er i& lea2( &o grea&er 2i>er(iE

"$a&ion o0 pro2/$&ion or in(&ea2 &o in$rea(e2 (pe$ialiCa&ion8 @'i$' @o/l2

maFe $o/n&rie( more 2i((imilarA Qn &'eor:8 $lo(er &ra2e &ie( $o/l2 re(/l& in

na&ional ./(ine(( $:$le( .e$oming more i2io(:n$ra&i$8 i0 &'e: re(/l& in $o/nE

&rie( .e$oming more (pe$ialiCe2 in goo2( in @'i$' &'e: 'a>e a $ompara&i>e

a2>an&ageA <o/n&rie( @o/l2 &'en .e$ome more (en(i&i>e &o in2/(&r:E(pe$i"$

('o$F(A Mo@e>er8 i0 $ommon ('o$F( (2ome(&i$ or ex&ernal) &en2 &o pre2omiE

na&e8 or i0 in&raEin2/(&r: &ra2e a$$o/n&( 0or mo(& o0 &'e &ra2e8 &'en ./(ine((

$:$le( ma: in2ee2 .e$ome more (imilar a$ro(( $o/n&rie( experien$ing grea&er

&ra2e in&egra&ionA3 B'i( pre2i$&ion appear( &o .e (/ppor&e2 .: (e>eral reE

$en& empiri$al (&/2ie( on &'e en2ogeno/( e!e$&( o0 $/rren$: /nion( on &ra2e

!o@( an2 ./(ine(( $:$le (:n$'roniCa&ionA =le(ina an2 Garro (2002)8 =le(ina8

Garro8 an2 Benre:ro (2002)8 an2 Garro an2 Benre:ro (2007)8 0or in(&an$e8

0o/n2 &'a& i0 &ra2ing $o(&( are large8 $o/n&rie( &'a& &ra2e more @i&' ea$'

o&'er @o/l2 .ene"& more 0rom a2op&ing a $ommon $/rren$:A Qn a22i&ion8

&ig'&er in&erna&ional &ra2e &ie( appear al(o a!e$& &'e na&/re o0 na&ional ./(iE

ne(( $:$le(; $o/n&rie( @i&' $lo(er &ra2e linF( appear &o 'a>e more &ig'&l:

$orrela&e2 ./(ine(( $:$le(A B'i( i( in par& a re!e$&ion o0 &'e a2op&ion o0 a

$ommon mone&ar: poli$:8 ./& al(o &'e re(/l& o0 $lo(er in&raE/nion &ra2e linF(A

3Qn a22i&ion8 i0 ./(ine(( $:$le( .e$ome more (:n$'rono/( a( a re(/l& o0 grea&er &ra2e
@i&'in &'e /nion8 &'ere ma: .e le(( nee2 0or $o/n&erE$:$li$al mo>emen&( in in&ere(& ra&e(A
B'i(8 in &/rn8 ma: impro>e &'e @el0are gain( 0rom &'e /nionA
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IranFel an2 Lo(e (19988 2002)8 Pngel an2 Lo(e (2002)8 an2 Vli$F an2 Lo(e

(2002)8 all 0o/n2 &'a& $lo(er &ra2e linF( lea2 &o more &ra2e an2 more $lo(el:

$orrela&e2 ./(ine(( $:$le( a$ro(( in2/(&rial $o/n&rie(A4

B'e pre(en& paper 0ollo@( a >er: 2i!eren& line o0 in>e(&iga&ion &'an &'e

re$en& li&era&/re on ;<=(A Q& 0o$/(e( on 'o@ $api&al marFe& imper0e$&ion(

ma: a!e$& &'e @el0are gain( o0 Woining a $/rren$: /nionA !ome@'a& (/rpri(E

ingl:8 &'ere 'a( .een >er: li&&le anal:&i$al re(ear$' on &'i( i((/e; mo(& o0 &'e

li&era&/re (/r>e:( re0erre2 &o earlier 2o no& e>en men&ion i& a( a rele>an& $riE

&erion 0or a((e((ing &'e ne& .ene"&( &'a& $o/n&rie( mig'& 2eri>e 0rom 0orming

or par&i$ipa&ing in a /nionA5 B'i( paper i( an a&&emp& &o "ll &'i( gap8 /(ing

a (imple (&o$'a(&i$ mo2el @'ere "nan$ial in&erme2ia&ion (er>i$e( are proE

>i2e2 onl: .: .anF(A ;/r 0o$/( i( on /n2er(&an2ing 'o@ moni&oring $o(&(8

an2 &'e 2egree o0 $ompe&i&ion in .anFing8 a!e$& &'e @el0are gain( a((o$ia&e2

@i&' (an2 &'/( &'e 2e(ira.ili&: o0 par&i$ipa&ing in) a $/rren$: /nionA = Fe:

(&ep in 2oing (o i( a $ompari(on .e&@een expe$&e2 (/rpl/(e( .e0ore an2 a0&er

Woining &'e /nionA

B'e remain2er o0 &'e paper i( organiCe2 a( 0ollo@(A !e$&ion QQ pro>i2e(

a .rie0 re>ie@ o0 &'e $/rren& li&era&/re on $api&al marFe& imper0e$&ion( an2

;<=(8 an2 &'eir po&en&ial impor&an$e 0or a((e((ing &'e op&imali&: o0 exi(&ing

(an2 0/&/re) $/rren$: /nion(A !e$&ion QQQ pre(en&( &'e mo2el an2 2e($ri.e(

4!ome o0 &'e(e (&/2ie( ma: o>ere(&ima&e &'e impa$& o0 $/rren$: /nion( on &ra2e 2/e
&o (ample (ele$&ion .ia( an2 nonlineari&ie( (Per((on (2001))8 a( @ell a( &'e en2ogenei&: o0
&'e 2e$i(ion &o Woin a /nion8 @'i$' i( in!/en$e2 .: geograp': an2 2i(&an$eA B'e la&&er
i((/e i( a22re((e2 in Garro an2 Benre:ro (2007); &'e: al(o "n28 'o@e>er8 &'a& $/rren$:
/nion( 2e$rea(e $omo>emen&( in o/&p/&8 po((i.l: a( a $on(eS/en$e o0 grea&er (pe$ialiCa&ionA
1oreo>er8 <al2er]n8 <'ong an2 !&ein (2007) 0o/n2 &'a& &'e impa$& o0 &ra2e in&egra&ion
on ./(ine(( $:$le (:n$'roniCa&ion i( m/$' lo@er 0or 2e>eloping $o/n&rie( &'an i& i( 0or
in2/(&rial $o/n&rie(A

5Px$ep&ion( are Vio>anne&&i an2 1arimon (2000) an2 =l>e( (2008)A Mo@e>er8 nei&'er o0
&'e(e (&/2ie( $on(i2er( expli$i&l: &'e exi(&en$e an2 impli$a&ion( o0 !(%)*+ marFe& 0ri$&ion(8
a( @e 2o 'ereA
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&'e 0/n$&ioning o0 &'e "nan$ial (e$&or prior &o Woining a /nionA B'e mo2el

/pon @'i$' o/r anal:(i( i( .a(e2 ex&en2( &'e 0rame@orF 2e>elope2 in =g^nor

an2 =iCenman (19988 19998 2005)8 @'i$' i&(el0 2@ell( on &'e $o(&l: (&a&e >erE

i"$a&ion approa$' pioneere2 .: Bo@n(en2 (1979)A Mo@e>er8 in an impor&an&

2epar&/re 0rom &'e(e pre>io/( (&/2ie(8 in &'e pre(en& (e&&ing @e al(o enE

2ogeniCe &'e n/m.er o0 "nan$ial in&erme2iarie(8 /n2er &'e a((/mp&ion o0

<o/rno& $ompe&i&ionA !e$&ion Q_ $on(i2er( &'e $a(e @'ere &'e $o/n&r: /nE

2er $on(i2era&ion Woin( a $/rren$: /nion8 an2 anal:Ce( &'e >ario/( $'annel(

&'ro/g' @'i$' "nan$ial 0a$&or( ma: a!e$& &'e @el0are gain( ($al$/la&e2 0rom

&'e poin& o0 >ie@ o0 an in2i>i2/al mem.er $o/n&r:) 0rom Woining &'e /nionA

B'e(e $'annel( in$l/2e $'ange( in &ran(a$&ion( $o(&(8 a 2i>er(i"$a&ionEri(F

premi/m e!e$&8 an2 en'an$e2 .anF $ompe&i&ionA Legar2ing &'e la&&er8 @e

2ra@ an impor&an& analog: .e&@een &'e a22e2 moni&oring $o(&( &'a& .anF(

ma: in$/r @'en opera&ing o/&(i2e &'eir 'ome $o/n&r:8 an2 &ran(por&a&ion

$o(&(8 in a manner (imilar &o &'e `re$ipro$al 2/mpinga mo2el o0 Gran2er

an2 br/gman (1983)A = grap'i$al ill/(&ra&ion o0 &'i( e!e$& i( al(o pro>i2e2A

!e$&ion _Q (/mmariCe( &'e main re(/l&( o0 &'e anal:(i( an2 o!er( (ome $onE

$l/2ing remarF(A

+ ,-.*$-/ 0-%12$ "3.2%42)$*&#5 -#' 6,75

=( no&e2 earlier8 &'ere 'a( .een limi&e2 re(ear$' on &'e role o0 $api&al marFe&

imper0e$&ion( in &'e 2e(ign an2 0/n$&ioning o0 ;<=(A Qn one o0 &'e 0e@ anaE

l:&i$al (&/2ie( a>aila.le8 <'ing an2 Ue>ere/x (2003) examine &'e arg/men&8

"r(& propo(e2 .: 1/n2ell (1973)8 &'a& a (ingle $/rren$: area o!er( ri(FE

('aring .ene"&( @'en 2ome(&i$ $api&al marFe&( are limi&e2 in &'eir a.ili&:

&o pro>i2e $on(/mp&ion in(/ran$eA B'i( arg/men& goe( again(& &'e `$on>enE

5



&ionala >ie@8 a$$or2ing &o @'i$' a (ingle $/rren$: area $arrie( a @el0are lo((

o@ing &o &'e 0a$& &'a& &'e /(e o0 &'e nominal ex$'ange ra&e &o re(pon2 &o

$o/n&r:E(pe$i"$ ('o$F( i( pre$l/2e2A B'e: e>al/a&e &'e $o(&( an2 .ene"&(

o0 &@o mone&ar: arrangemen&(c a (:(&em o0 in2epen2en& na&ional $/rren$ie(

an2 a (ingle $/rren$: areaA B'e: "n2 &'a& &'e pre(en$e o0 $o/n&r:E(pe$i"$

('o$F( ma: ei&'er re2/$e or en'an$e &'e .ene"&( o0 a (ingle $/rren$: area8

2epen2ing on &'e impor&an$e o0 ex$'ange ra&e a2W/(&men& rela&i>e &o ri(FE

('aringA B'/(8 in pra$&i$e8 ei&'er regime ma: 2omina&e8 al&'o/g' @el0are

2i!eren$e( .e&@een &'e &@o regime( ma: no& .e largeA

Mo@e>er8 &'ere are a n/m.er o0 a22i&ional i((/e( a((o$ia&e2 @i&' &'e

0/n$&ioning o0 $api&al marFe&( &'a& 'a>e no& .een a22re((e2A Ior in(&an$e8

&o @'a& ex&en& i( an impro>emen& in &'e e"$ien$: o0 2ome(&i$ "nan$ial inE

&erme2ia&ion ne$e((ar: 0or a $/rren$: /nion &o .e @el0areEimpro>ingd =re

&'e(e @el0are gain( mono&oni$d ;r i( i& onl: .e:on2 a $er&ain &'re('ol2 o0

"nan$ial 2e>elopmen& &'a& $o/n&rie( ge& &o .ene"& 0rom a $/rren$: /niond

B'e(e i((/e( are no& mere anal:&i$al $/rio(i&ie(A !e>eral o.(er>er( 'a>e arE

g/e2 &'a& &'e rea(on @': &'e 0orma&ion o0 &'e P/ropean enion (Pe) in 1999

'a( no& 'a2 :e& a maWor (an2 la(&ing) impa$& on gro@&' in mem.er $o/n&rie(

i( .e$a/(e m/$' remain( &o .e 2one &o in&egra&e 'ig'l: imper0e$& na&ional

"nan$ial (:(&em( (Mo$'rei&er8 !$'mi2&EMe..el8 an2 Yin$Fler (2002))A6 =lE

&'o/g' "nan$ial in&egra&ion among Ye(&ern P/ropean $o/n&rie( 'a2 (&ar&e2

@ell .e0ore &'e in&ro2/$&ion o0 &'e e/ro8 &'e (ingle $/rren$: @a( expe$&e2

&o a$$elera&e &'e pro$e((8 mo(& no&a.l: .: p/&&ing an en2 &o ex$'ange ra&e

/n$er&ain&: on &ra2ing 2e$i(ion( among mem.er $o/n&rie(A B'i( @o/l2 'a>e

6=$$or2ing &o 2a&a re$en&l: p/.li('e2 .: &'e P/ropean <ommi((ion8 real VUP per
$api&a gre@ a& an a>erage ra&e o0 1A6 per$en& a :ear .e&@een 1999 an2 20088 2o@n 0rom
an a>erage o0 1A9 per$en& 2/ring 1989 an2 1998 an2 @ell .elo@ &'e 2A2 per$en& re$or2e2
0or UenmarF8 !@e2en8 an2 &'e eni&e2 bing2om8 @'i$' 'a>e remaine2 o/&(i2e &'e enionA
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al(o le2 &o re2/$e2 ri(F premia8 an2 &'/( .orro@ing $o(&(A I/r&'ermore8

$on>er(ion $o(&( ari(ing 0rom &'e /(e o0 (epara&e na&ional $/rren$ie( @o/l2

.e elimina&e2A 1ore in&egra&e2 "nan$ial marFe&( @o/l2 (p/r gro@&' an2

emplo:men&A Iinall:8 &'e in&ro2/$&ion o0 a (ingle $/rren$: @a( expe$&e2 &o

in$rea(e &'e 2egree o0 $ompe&i&ion no& onl: in pro2/$& marFe&( ./& al(o in

&'e pro>i(ion o0 "nan$ial (er>i$e(A

fe&8 a( 2o$/men&e2 .: 1ongelli (2002)8 Mar&mann8 1a22aloni8 an2 1anE

ganelli (2003)8 Ue Vra/@e an2 1ongelli (2005)8 Gaele e& alA (2004)8 an2

!$'mie2el an2 !$'gnen.erger (2005)8 al&'o/g' &'e 2egree o0 "nan$ial in&eE

gra&ion in &'e P/ro area 'a( in$rea(e2 (igni"$an&l: (in$e &'e la/n$' o0 &'e

$ommon $/rren$: (par&i$/larl: in &'e $orpora&e .on2 an2 eS/i&: marFe&()8

i& remain( 0ar 0rom per0e$&A Qn0ra(&r/$&/re o0 &'e (e$/ri&ie( marFe& remain(

'ig'l: 0ragmen&e28 @i&' a large n/m.er o0 pro>i2er( 0or &ra2ing8 $learing8 an2

(e&&lemen& &'a& are no& e"$ien&l: $onne$&e2 &o one ano&'erA Qn .anFing marE

Fe&(8 an2 $orpora&e len2ing marFe&( in par&i$/lar8 pri$e 2i!eren&ial( remain

rela&i>el: 'ig'A = Fe: rea(on 0or &'a& i( 2i!eren$e( in pra$&i$e( (in $re2i&

ri(F a((e((men&8 0or in(&an$e)8 la@( an2 reg/la&ion(8 an2 marFe& 0ragmen&aE

&ionA Qn2ee28 a( no&e2 in (e>eral o0 &'e (&/2ie( men&ione2 a.o>e8 par&i$/larl:

1ongelli (20028 pA 21) an2 Ue Vra/@e an2 1ongelli (20058 pA 22)8 "nan$ial

(&r/$&/re( $on&in/e &o 2i!er (igni"$an&l: among P/ropean $o/n&rie(8 par&i$E

/larl: @i&' re(pe$& &o $on&ra$& en0or$emen& $o(&(A B'ere i( (&ill $on(i2era.le

per(i(&en$e o0 `'ome .ia(a in len2ing &o (an2 .orro@ing .:) nonE"nan$ial

$orpora&ion(A

B'e role o0 $api&al marFe& imper0e$&ion( in &'e >ia.ili&: an2 0/n$&ioning o0

a $/rren$: /nion i( al(o an impor&an& $on(i2era&ion 0or 2e>eloping $o/n&rie(8

man: o0 @'i$' are $/rren&l: $on(i2ering ei&'er an enlargemen& o0 an exi(&ing

/nion8 or &'e $rea&ion o0 ne@ one(A Qn han/ar: 20088 0or in(&an$e8 mem.er(
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o0 &'e Pa(& =0ri$an <omm/ni&: ($on(i(&ing o0 ben:a8 BanCania8 egan2a8 a(

@ell a( G/r/n2i an2 L@an2a (in$e h/l: 2007) anno/n$e2 &'eir in&en&ion &o

.ring 0or@ar28 &o 2012 0rom 20158 &'e 0orma&ion o0 a mone&ar: /nionA7 Qn a

re>ie@ o0 &'e per0orman$e o0 &'e <ommon 1one&ar: =rea .e&@een Te(o&'o8

iami.ia8 !@aCilan28 an2 !o/&' =0ri$a8 $rea&e2 in 19868 Yang e& alA (2007)

no&e &'a& an impor&an& i((/e (an2 (o/r$e o0 $on$ern) i( &'e large 2i(pari&ie(

among &'e "nan$ial (:(&em( o0 &'e $o/n&rie( in>ol>e28 an2 &'eir lo@ 2egree

o0 e"$ien$:A GanF( in $o/n&rie( o&'er &'an !o/&' =0ri$a are (a22le2 @i&'

large por&0olio( o0 nonEper0orming loan( an2 (/!er 0rom 'ig' opera&ing $o(&(A

=l&'o/g' &'ere 'a( .een $on>ergen$e in prime len2ing ra&e(8 in&ere(& ra&e

(prea2( remain largeA Qn2ee28 &'e Yorl2 GanF (2004) 0o/n2 &'a& len2ing

ra&e (prea2( .e&@een Te(o&'o an2 !o/&' =0ri$a $an .e explaine2 largel: .:

&'e 'ig'er 2e0a/l& ri(F( an2 @eaFer legal an2 W/2i$ial pro&e$&ion 0or len2er(

in Te(o&'oA 1oreo>er8 &'e: arg/e &'a& &'e an&i$ipa&ion o0 a .ailo/& o0 ailing

.anF( in one $o/n&r: .: a 0/&/re $ommon $en&ral .anF ma: Feep /nionE@i2e

in!a&ion expe$&a&ion( 'ig' an2 (lo@ &'e (pee2 o0 $on>ergen$e in in!a&ion

ra&e( a$ro(( mem.er(A !/$' expe$&a&ion( ma: al(o &ran(la&e in&o 'ig'er inE

&ere(& ra&e(8 @i&' a2>er(e e!e$&( on "($al 2e"$i&(8 in>e(&men&8 an2 gro@&'A

=l&erna&i>el:8 large 2i!eren$e( in moni&oring $o(&( a$ro(( $o/n&rie( ma: preE

>en& &'e !o@ o0 $api&al @i&'in &'e /nion an2 $on(&rain len2er(j $apa$i&:

&o re(pon2 &o grea&er .orro@ing nee2( (in2/$e2 .: impro>e2 pro(pe$&( 0or

grea&er &ra2e in&egra&ion)8 an2 &'ere0ore limi& &'e gro@&' .ene"&( o0 &'e

/nionA
7Ior (ome re$en& (&/2ie( 0o$/(ing on &'e per0orman$e o0 exi(&ing $/rren$: /nion( in

2e>eloping $o/n&rie(8 an2 &'e po&en&ial 0or $rea&ing ne@ one( in Ta&in =meri$a8 =0ri$a8
an2 !o/&' =(ia8 (ee b'am0/la an2 M/iCinga (2004)8 1a((on an2 Pa&&illo (2005)8 !axena
(2005)8 !&/rm an2 !ieg0rie2 (2005)8 P2@ar2( (2006)8 ie>e(8 !&o$$o8 an2 Ua !il>a8 (2007)8
Pa&&anaiF (2007)8 barra( (2007)8 an2 Mo/((a (2008)A ione o0 &'e(e (&/2ie(8 'o@e>er8
2i($/((e( in an: 2e&ail &'e role o0 $api&al marFe& imper0e$&ion( in &'i( $on&ex&A

8



Y'a& &'e 0oregoing 2i($/((ion (/gge(&( i( &'a& &'ere i( (ome e>i2en$e (/pE

por&ing &'e >ie@ &'a& 2i!eren$e( in "nan$ial in&erme2ia&ion $o(&( (in$l/2ing

.o&' moni&oring $o(&( an2 $on&ra$& en0or$emen& $o(&() ma: explain &'e perE

(i(&en$e o0 large pri$e 2i!eren&ial( in .anFing a$ro(( $o/n&rie( in a $/rren$:

/nionA Qn @'a& 0ollo@( @e pre(en& a mo2el &'a& $ap&/re( &'e(e 0a$&or( an2

examine &'eir impli$a&ion &'e .ene"&(Xor la$F &'ereo0Xo0 Woining a $/rren$:

/nionA

8 9:2 ;%2<=#*&# ,-52

Ye .egin .: $on(i2ering &'e .e'a>ior o0 a (mall open e$onom: prior &o Woining

a /nionA B'e $o/n&r: $on(i2ere2 'a( a$$e(( &o an in&egra&e2 @orl2 $api&al

marFe&8 ./& .orro@ing o$$/r( (a& a premi/m) in 2i!eren& $/rren$ie(A Li(FE

ne/&ral .anF( pro>i2e in&erme2ia&ion (er>i$e( &o en&reprene/r(8 @'o rel: onl:

on .anF loan( an2 2eman2 $re2i& &o "nan$e &'eir in>e(&men& proWe$&(A B'ere

i( a large n/m.er o0 en&reprene/r(8 !8 ea$' o0 @'om i( a pri$e &aFer8 an2 "

.anF(A Ye a((/me &'a& !#" i( large8 impl:ing &'a& ea$' .anF $an 2i>er(i0:

a@a: i&( expo(/re &o i2io(:n$ra&i$ ri(FA

B'e proWe$&j( 0/&/re re&/rn i( ran2omA Q& 2epen2( on pro2/$&i>i&: ('o$F(8

@'o(e realiCe2 >al/e( are re>eale2 &o .anF( onl: a& a $o(&A Q0 an en&reprene/r

$'oo(e( &o 2e0a/l& on 'i( loan repa:men& o.liga&ion(8 &'e .anF (eiCe( an:

$olla&eral (e& a( par& o0 &'e loan $on&ra$&8 pl/( a 0ra$&ion $ " !"% 1$ o0 &'e

proWe$&j( realiCe2 >al/eA !eiCing in>ol>e( &@o &:pe( o0 $o(&(c "r(&8 >eri0:ing

&'e o/&$ome o0 &'e proWe$& i( $o(&l:; (e$on28 en0or$ing repa:men& reS/ire(

$o(&l: re$o/r(e &o &'e legal (:(&emA

Qn>e(&men& &! a& &'e .eginning o0 &'e perio2 .: a repre(en&a&i>e en&reE

9



prene/r ' re(/l&( in o/&p/& o0 a (ingle goo2

(! % )
!
&!!1 & *" & +!$% (1)

@'ere *" i( a ma$ro ('o$F8 an2 +! an i2io(:n$ra&i$ iAiA2A ('o$F8 /ni0orml:

2i(&ri./&e2 in &'e in&er>al '#(+% (+)8 @'ere (+ , "A B'e goo2 pro2/$e2 i( &ra2e28

an2 i&( pri$e i( &'ere0ore "xe2 on @orl2 marFe&(A

Bo (impli0:8 @e @ill a((/me onl: &@o po((i.le (&a&e(8 @i&' eS/al pro.a.ilE

i&:8 0or &'e ma$ro ('o$Fc

*" %

"
(* Pr = 0A5
#(* Pr = 0A5

% (2)

@'ere (* , "A

8>! 9:2 ?23-#' 4&% @&-#5

Qn>e(&men& i( .anF "nan$e28 a& a $on&ra$&/al in&ere(& ra&e o0 -#A Ue0a/l& &rigE

ger( a penal&:8 eS/al &o $(!A Men$e8 a((/ming Cero $olla&eral 0or (impli$i&:8

&'e en&reprene/rj( 2e.& (er>i$e8 .!8 @ill 0ollo@ &'e r/le

.! % min'!1 & -#$&!-$(!)/ (3)

B'e ma$ro ('o$F i( p/.li$ in0orma&ionA G: $on&ra(&8 &'e pro2/$erE(pe$i"$

('o$F i( re>eale2 &o &'e .anF onl: a& a $o(&8 propor&ional &o &'e le>el o0

in>e(&men&8 0&!8 @'ere 0 " !"% 1$A Bo (impli0:8 @e a((/me parame&er >al/e(

&'a& impl: 0/ll repa:men& .: all pro2/$er( in &'e goo2 (&a&e o0 &'e ma$ro

('o$F (* % (*)A Qn &'e .a2 ma$ro (&a&e o0 na&/re8 &'e &'re('ol2 >al/e o0 &'e

i2io(:n$ra&i$ ('o$F lea2ing &o 2e0a/l&8 +!! 8 i( 2e&ermine2 .:

!1 & -#$&! % $)
!
&!!1# (*& +!! $/ (4)

Irom (4)8 @e $an (ol>e impli$i&l: 0or +!! c

+!! % 1 '
!
&!!1 & -#$-$)% 1 !1 , "% 1

!
2 2 "A (5)
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GanF( are ri(F ne/&ralA =ll en&reprene/r( are %, -#+% i2en&i$al 0rom &'e

.anF(j poin& o0 >ie@A GanF( &'ere0ore o!er an i2en&i$al $on&ra$&/al in&erE

e(& ra&e -#8 a((o$ia&e2 @i&' .anF(j expe$&e2 :iel2 o0 -$8 an2 "nan$e &'e

eS/ili.ri/m in>e(&men& le>el8 2eno&e2 .: &!A

=( 2i($/((e2 in =g^nor an2 =iCenman (19988 1999)8 an2 a( 2eri>e2 in &'e

=ppen2ix o0 =g^nor8 =iCenman8 an2 Mo!mai(&er (2008)8 &'e linF .e&@een

&'e $on&ra$&/al len2ing in&ere(& ra&e an2 &'e .anFj( expe$&e2 :iel2 on &'e

$on&ra$& i(

!1 & -$$&! % "/5!1 & -#$&! (6)

&"/5

#
!1 & -#$&!

$ #%

%!!

1

2(+
3+ &

$ %!!

"#%

n
$)
!
&!!1# (*& +!$# 0&!

o 1

2(+
3+

)
%

@'ere -$ i( &'e .anFj( expe$&e2 :iel2 on len2ing8 2e&ermine2 la&erA

Vi>en &'a& en&reprene/r( are ri(F ne/&ral8 appl:ing (1)8 (3) an2 (5) :iel2(

&'e en&reprene/rj( expe$&e2 pro"&8 !&8 a(

!& % )
!
&! # "/5!1 & -#$&!

#"/5

#
!1 & -#$&!

$ #%

%!!

1

2(+
3+ & $)

!
&!

$ %!!

"#%
!1# (*" & +!$3+

)
/

!/.(&i&/&ing &'e .anFj( expe$&e2 pro"&( (a( gi>en in (6)) in &'i( expre((ion

:iel2(

!& % )
!
&! # !1 & -$ & "/50

$ %!!

"#%

1

2(+
3+$&!% (7)

@'i$' ('o@( &'a&8 in eS/ili.ri/m8 &'e .orro@er in e!e$& `pa:(a &'e $o(& o0

(&a&e >eri"$a&ionA

Irom (7)8 &'e "r(&Eor2er $on2i&ion 2e&ermining op&imal in>e(&men& (@'i$'

i( &'e (ame a$ro(( en&reprene/r() $an .e @ri&&en a(

)

2
$
&
# !1 & -$ & "/50

$ %!!

"#%

1

2(+
3+$# "/50

1

2(+

31

3&
% "/ (8)
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PS/i>alen&l:8 &'i( eS/a&ion $an .e re@ri&&en &o ('o@ &'a& op&imal inE

>e(&men& i( 2e&ermine2 .: eS/a&ing &'e marginal pro2/$& o0 $api&al8 )#2
$
&8

&o &'e expe$&e2 $o(& o0 .orro@ing 0/n2(8 @'i$' i( &'e (/m o0 .anF(j gro((

expe$&e2 :iel28 1 & -$8 pl/( &'e expe$&e2 marginal $o(& o0 moni&oring an2

en0or$emen&c
)

2
$
&!
% 1 & -$ & 40% (9)

@'ere 4 i( &'e (/m o0 &'e pro.a.ili&: o0 2e0a/l&8 gi>en .: "/5
( %!!
"#% 3+#2

(+8 pl/(

&'e marginal impa$& o0 in>e(&men& on &'a& pro.a.ili&: ((ee eS/a&ion (5));

&'/(

4 %
1

4(+

"
!(+ & +!$ &

31

3&

)
/ (10)

PS/a&ion( (5)8 (6) an2 (8) $'ara$&eriCe &'e eS/ili.ri/m &riple& (&!% -#%

+!) $orre(pon2ing &o a gi>en -$A Q& implie( a 2o@n@ar2E(loping 2eman2 0or

$re2i&8 &!8 an2 an expe$&e2 pro2/$erj( (/rpl/(8 !!&8 eS/al &o

&! % &!!
"
-$-

"
0$% !!& % !

!
&!

"
-$-

"
0$/ (11)

B'e(e re(/l&( lea2 &o &'e 0ollo@ing propo(i&ionc

;%&.&5*$*&# !A .# *#!(%-$% *# +/% %,0%!+%) (-+% "1 (%+'(# "# 2"-#$3 "( -

(*$% *# 4"#*+"(*#5 !"$+$3 (%)'!% 6"+/ *#7%$+4%#+ -#) +/% %,0%!+%) 0(")'!%(8$

$'(02'$A

8>+ 9:2 ,&5$ &4 A(#'5 -#' $:2 B*51 ;%23*(3

B'e .anFj( expe$&e2 $o(& o0 0/n2(8 or &'e expe$&e2 :iel2 on 2epo(i&or(j mone:

nee2e2 &o a&&ra$& (a>er(8 i( 2eno&e2 .: -0A =((/ming ri(FEa>er(e 2epo(i&or(8

&'e $o(& o0 .anF(j 0/n2( i( gi>en .:

-0 % !1 & 5$-' & 6% (12)
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@'ere -' i( &'e ri(FE0ree in&ere(& ra&e on @orl2 $api&al marFe&( (a((/me2 exE

ogeno/()8 5 , " a mea(/re o0 &ran(a$&ion( $o(&(8 an2 6 % " &'e ri(F premi/m8

@'i$' $ompen(a&e( 2epo(i&or( 0or &'e 0a$& &'a& .anF( ma: 2e0a/l& on &'eir

repa:men& o.liga&ion(A Qn general8 one @o/l2 expe$& 6 &o .e en2ogeno/(A

Ior in(&an$e8 in &'e a.(en$e o0 2epo(i& in(/ran$e8 re$e((ion( $o/l2 .e a((o$iE

a&e2 @i&' a lo@er ne& :iel2 on 2epo(i&(8 impl:ing a 'ig'er ri(F premi/m ((ee

=g^nor an2 =iCenman (2006))A Qn @'a& 0ollo@(8 @e @ill a((/me "r(& &'a& 6

i( exogeno/(8 an2 @ill 2i($/(( la&er &'e impa$& o0 "nan$ial in&egra&ion an2

2i>er(i"$a&ion on &'e ri(F premi/mA

8>8 ED(*/*E%*(3 @&-# F(../G

B'e " 2ome(&i$ .anF( in &'e e$onom: 2i!er onl: in &'e $o(& o0 r/nning

&'e .anF (&'a& i(8 &'e $o(& o0 opera&ing &'e ./(ine(()A Ye a((/me &'a& &'i(

`a2mini(&ra&iona $o(& i( "xe2 an2 2eno&e i& .: 7(8 0or 8 % 1% ///"A GanF( are

or2ere2 a$$or2ing &o &'eir $o(& e"$ien$:8 7(%1 > 7(A
Yi&' ! en&reprene/r( an2 " .anF(8 &'e $re2i& marFe& eS/ili.ri/m $on2iE

&ion i( gi>en .:

!&!!-$- 0$ % "9)% (13)

@'ere 9) i( &'e (/ppl: o0 loan( o!ere2 .: &'e repre(en&a&i>e .anFA

GanF( $ompe&e in <o/rno& 0a('ionA Te& (9") 2eno&e &'e aggrega&e (/ppl:

o0 all &'e o&'er "# 1 .anF(8 an2 le& -$((9")8 9)) 2eno&e &'e marFe&E$learing

in&ere(& ra&e 2e&ermine2 .: (13)8 0or &'e $a(e @'ere .anF - len2( 9)8 @'erea(

&'e remaining .anF( len2 (9")A

<o/rno& $ompe&i&ion implie( &'a& &'e repre(en&a&i>e .anF 2e&ermine( i&(

loan (/ppl: .: (ol>ing &'e 0ollo@ing pro.lem

max
#"

*
9)!1 & -$!(9")% 9)$"# 9)!1 & -0$# 7)

+
% (14)
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&aFing (9") a( exogeno/(l: gi>enA B'e S/an&i&: -$!(9")% 9)$ i( &'e expe$&e2

.anFj( :iel2 on loan(8 @'i$' i( 2e&ermine2 .: &'e marFe&E$learing $on2i&ion

!&!!-$- 0$ % (9") & 9)/ (15)

B'e re(/l&ing "r(&Eor2er $on2i&ion 0rom (14) i(

1 & -$ & 9)-
!
$ % 1 & -0/ (16)

Qn a (:mme&ri$ eS/ili.ri/m8 @i&' " .anF(8 o!ering aggrega&e (/ppl: o0

9 % "9)8 &'e "r(&Eor2er $on2i&ion re2/$e( &o

!1 & -$$!1#
1

":*+)#
$ % 1 & -0% (17)

@'ere :*+)# i( &'e ela(&i$i&: o0 &'e 2eman2 0or loan( @i&' re(pe$& &o -$8

2e"ne2 a( :*+)# & #3 ln &
!!-$- 0$#3 ln!-$$A

Learranging eS/a&ion (17) :iel2( &'e 0ollo@ing propo(i&ionc

;%&.&5*$*&# +A 9/% :5("$$; %,0%!+%) <*%2) "# 2"-#$ *$ %&'-2 +" +/% :5("$$;

!"$+ "1 1'#)$3 +*4%$ - 4-(=>'0 +/-+ )%0%#)$ #%5-+*7%2< "# +/% #'46%( "1 6-#=$

-#) +/% %2-$+*!*+< "1 +/% )%4-#) 1"( 2"-#$?

1 & -$ % !1 & -0$
":*+)#

":*+)# # 1
% (18)

@/%(% ":*+)##!":*+)# # 1$ , 1A

8>H ED(*/*E%*(3 I(3E2% &4 J-#15

B'e eS/ili.ri/m n/m.er o0 .anF(8 "!8 i( 2e&ermine2 .: &'e .reaFEe>en $onE

2i&ion o0 &'e marginal .anFA B'a& i(8 0or 8 % "! (gi>en o/r or2ering a((/mpE

&ion)8 expe$&e2 ne& pro"&( are Cero i0 an2 onl: i0 !-$ # -0$9) % 7,!A e(ing

(18) :iel2(

!-$ # -0$9) % 7,! '
1 & -0

":*+)# # 1
9) % 7,! / (19)

14



<om.ining (15)8 (18)8 an2 (19) :iel2( &'e op&imal a2mini(&ra&ion $o(& a(

7,! % !
!&!

"
$!

1 & -0
":*+)# # 1

$/ (20)

Qn @'a& 0ollo@( @e a((/me &'a& :*+)# , 1#"8 &o en(/re an eS/ili.ri/m

@i&' po(i&i>e in&ere(& ra&e( an2 a po(i&i>e n/m.er o0 .anF(A B'i( $on2i&ion

i( a$&/all: no& >er: re(&ri$&i>eA e(ing (17)8 eS/a&ion (20) $an .e @ri&&en

al(o a( 7,! % !!1 & -$$&
!#"2:*+)# 8 @'ere 3&

!#3-$ 2 " ((ee Propo(i&ion 1)A

=ppl:ing &'e impli$i& 0/n$&ion &'eorem8 i& &'en 0ollo@( &'a&

3"!

3-$
% !&!!1# :*+)#$#'

37,
3"

& 2!
!1 & -$$&

!

"2:*+)#
)/

Men$e8 a 'ig'er .orro@ing ra&e @ill re2/$e &'e n/m.er o0 .anF( @'en

&'e 2eman2 0or .orro@ing i( ela(&i$A Q& i( ea(: &o $on"rm &'a& in o/r mo2el

:*+)# ( 2 @'en 0 ( "A B'e a((/mp&ion o0 a rela&i>el: ela(&i$ 2eman2 0or

0/n2( i( &'/( a rea(ona.le .en$'marF8 @'i$' allo@( /( &o e>al/a&e &'e impa$&

o0 $'ange( in &'e $o(& o0 "nan$ial in&erme2ia&ionA

e(ing (11) an2 (18)8 i& 0ollo@( &'a& &'e eS/ili.ri/m n/m.er o0 .anF(8 "!8

i( gi>en .:

"! % "!!
"
-0-

"
0$% (21)

@'i$' :iel2( &'e 0ollo@ing propo(i&ionc

;%&.&5*$*&# 8A .# *#!(%-$% *# +/% 6-#=$8 !"$+ "1 1'#)$ :(%$'2+*#5 1("4

%*+/%( -# *#!(%-$% *# +/% (*$=>1(%% (-+% "( - (*$% *# +/% (*$= 0(%4*'4;3 "( -#

*#!(%-$% *# 4"#*+"(*#5 !"$+$3 2"@%( +/% %&'*2*6(*'4 #'46%( "1 6-#=$3 "!3 -#)

*#!(%-$%$ +/% 6-#=$8 2%#)*#5 (-+%3 -$A

GanF(j aggrega&e expe$&e2 (/rpl/( i(

!!$ %
,!,

!&1

'!-$ # -0$9) # 7!)/ (22)
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!/.(&i&/&ing (19) in (22) :iel2(

!!$ % "
!!7,! # (7$% (23)

@'ere (7 %
-,!

!&1 7!#"
! i( &'e a>erage "xe2 $o(&A

B'e eS/ili.ri/m i( $'ara$&eriCe2 in Iig/re 1A B'e 2o@n@ar2E(lopping

$/r>e i( &'e 2eman2 0or in>e(&men& 0a$ing &'e repre(en&a&i>e .anF a( a 0/n$E

&ion o0 .anF(j expe$&e2 :iel28 -$8 @'ere -0 i( &'e expe$&e2 $o(& o0 0/n2(A B'e

marF/p $on2i&ion (18) 2e&ermine( &'e gap .e&@een &'e &@o8 re(/l&ing @i&'

ea$' .anF "nan$ing &-. in &'e ini&ial eS/ili.ri/m8 :iel2ing expe$&e2 gro((

ren& gi>en .: &'e 2o&&e2 re$&angle !-$ # -0$&-.A B'e eS/ili.ri/m n/m.er o0

.anF( i( 2e&ermine2 .: &'e 0ree en&r: $on2i&ion8 @'ere &'e marginal .anF

earn( Cero ne& ren&c &'e expe$&e2 gro(( ren&8 !-$ # -0$&-.8 eS/al( &'e "xe2

$o(& o0 &'e marginal .anF8 7,!A

8>K L2/4-%2

;/r mea(/re o0 @el0are prior &o Woining &'e /nion8 ; 8 i( &'e (/m o0 &'e exE

pe$&e2 ne& in$ome o0 2ome(&i$ pro2/$er( an2 2ome(&i$ .anF(8 a( in =g^nor

an2 =iCenman (1999)8 a/gmen&e2 .: &'e $on(/mer(j (/rpl/(A !pe$i"$all:8

@el0are prior &o Woining $an .e e>al/a&e2 .: &'e (/m o0 &'e pro2/$er(j exE

pe$&e2 (/rpl/(8 o.&aine2 .: aggrega&ing !!& in (11) a$ro(( all pro2/$er(8 &'e

2ome(&i$ .anF(j aggrega&e expe$&e2 (/rpl/( gi>en in (23)8 an2 $on(/mer(j

(/rpl/(8 ./ c

; % !!!& &!
!
$ & ./ / (24)

Bo a$$o/n& 0or an a2>er(e impa$& o0 in$ome >ola&ili&:8 $on(/mer(j (/rpl/(

$o/l2 0or in(&an$e .e 2e"ne2 a(

./ % <!=$# "/5>? !=$% (25)
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@'ere = i( in$ome8 < &'e expe$&a&ion( opera&or8 ? &'e >arian$e opera&or8

an2 > , "A Ior (impli$i&:8 'o@e>er8 @e @ill a((/me &'a& in$ome i( exogeE

no/(A8 B'/(8 $'ange( in aggrega&e @el0are @ill 2epen2 onl: on $'ange( in

&'e pro2/$er(j an2 &'e .anF(j expe$&e2 (/rpl/(A

Ye &/rn no@ &o an e>al/a&ion o0 &'e @el0are impa$& o0 $'ange( in &'e

$o(& o0 moni&oring8 0A Le$all &'a&8 %, -#+%8 .orro@er( pa: &'e $o(& o0 monE

i&oring in &'e 0orm o0 'ig'er expe$&e2 real $o(& o0 .orro@ing ((ee eS/a&ion

(7))A = 'ig'er 0 implie( &'ere0ore a 2ire$& re2/$&ion in in>e(&men& an2 a

lo@er pro2/$er(j (/rpl/(8 &'ere.: re2/$ing &'e eS/ili.ri/m n/m.er o0 .anF(

((ee (11) an2 (21))A Qn a22i&ion8 .e$a/(e &'e exi& o0 marginal .anF( rai(e(

&'e .anF(j eS/ili.ri/m len2ing ra&e8 -$8 &'e 'ig'er $o(& o0 .orro@ing &rigE

ger( a (e$on2ar: ro/n2 o0 a2>er(e e!e$&(8 .: 0/r&'er re2/$ing eS/ili.ri/m

in>e(&men&8 &! ((ee (11))A B'/(8 &'e ne& @el0are e!e$& i( &'ere0ore9

3;

30
% !

"
3!!&
30

&
3!!&
3-$

3-$
30

)
2 "/

Men$e8 i0 "nan$ial in&erme2ia&ion $o(&( 0all /pon Woining a /nion8 @el0are

@o/l2 impro>eA Mo@e>er8 a( 2i($/((e2 nex&8 &'e o/&$ome i( a lo& more $omE

plex i0 2ome(&i$ .anF( 'a>e a $ompara&i>e a2>an&age in pro>i2ing "nan$ial

in&erme2ia&ion (er>i$e( &o 2ome(&i$ en&reprene/r( a& lo@er moni&oring $o(&(

&'an 0oreign .anF(A

8B'e anal:(i( $o/l2 ea(il: .e ex&en2e2 &o a$$o/n& 0or en2ogeno/( (la.or) in$ome8 .:
in&ro2/$ing la.or in &'e pro2/$&ion 0/n$&ion (11) an2 a((/ming "xe2 @age( ((ee8 0or
in(&an$e8 =g^or an2 =iCenman (19988 1999)A Mo@e>er8 &'i( @o/l2 $ompli$a&e &'e anal:(i(
@i&'o/& a22ing m/$' in(ig'&A

9B'e marginal impa$& o0 .anF(j exi& on !!! i( o0 a (e$on2Eor2er magni&/2e8 re!e$&ing
&'e .reaFEe>en $on2i&ion o0 &'e marginal .anF; 'en$e i&( (/rpl/( i( CeroA

17



H M-*#5 4%&3 N&*#*#O - =#*&#

<on(i2er &@o $o/n&rie( ('ome or 2ome(&i$8 2eno&e2 @8 an2 0oreign8 2eno&e2

A ) opera&ing ini&iall: @i&' ea$' o&'er a !oa&ing ex$'ange ra&e or a "xe2

ex$'ange ra&e (/.We$& &o o$$a(ional realignmen&(A B'e: &'en $'oo(e &o 0orm

a $/rren$: /nion8 @'i$' in>ol>e( a2op&ing &'e (ame $/rren$: an2 allo@ing

0/ll "nan$ial in&egra&ionA Qn @'a& 0ollo@(8 @e 2i($/(( &'ree $'annel( &'ro/g'

@'i$' &'i( 2e$i(ion @ill a!e$& ea$' $o/n&r: in2i>i2/all:c a &ran(a$&ion( $o(&(

e!e$&; a 2i>er(i"$a&ionEri(F premi/m e!e$&; an2 a .anF $ompe&i&ion e!e$&A

Qn ea$' $a(e8 @e examine &'e impa$& on @el0are8 a( 2e"ne2 in (24) @i&'

"./ % "A Qn or2er &o (impli0: no&a&ion( an2 a>oi2 @orFing (:(&ema&i$all:

@i&' a &@oE$o/n&r: 0rame@orF8 @e 0o$/( on &'e $a(e @'ere &'e $o/n&rie(

$on(i2ere2 are i2en&i$al in all re(pe$&(8 ex$ep& po((i.l: 0or &'e moni&oring

$o(&( a((o$ia&e2 @i&' "nan$ial in&erme2ia&ionA

H>! B2'()$*&# *# 9%-#5-)$*&#5 ,&5$5

B'e a2op&ion o0 a (ingle $/rren$: implie( &'a& &ran(a$&ion( $o(&( a((o$ia&e2

@i&' $on>er(ion o0 0oreign ex$'ange8 $/rren$: 'e2ging8 an2 &'e /(e o0 m/l&iple

$/rren$ie( 0or &ra2ing p/rpo(e(8 are ei&'er re2/$e2 or 2i(appear en&irel: 0or

.o&' $o/n&rie(A =( no&e2 .: (ome o.(er>er(8 &'e re2/$&ion o0 &'e(e $o(&(

$an .e >ie@e2 a( a prox: 0or &'e 2ea2@eig'& an2 e"$ien$: lo((e( in &'e

0oreign ex$'ange marFe& &'a& are elimina&e2 &'ro/g' &'e a2op&ion o0 a (ingle

$/rren$:A10

= re2/$&ion in &ran(a$&ion( $o(&( $an .e 0ormall: $ap&/re2 in &'e mo2el

.: a((/ming8 &'a& /pon Woining &'e $/rren$: /nion8 5 0all(A11 Irom (21)8 &'e

10=( no&e2 .: Vr/.el (20058 pA 512)8 Woining a /nion al(o (a>e( re(o/r$e( reS/ire2 &o
r/n in(&i&/&ion( @'o(e p/rpo(e i( &o e>al/a&e ex$'ange ra&e ri(F an2 opera&e 0or@ar2 an2
0/&/re( marFe&(A B'i( re(o/r$e gain i( no& 2ire$&l: a$$o/n&e2 0or 'ereA
11=((/ming in(&ea2 &'a& ! 2rop( &o Cero @o/l2 lea2 &o &'e (ame re(/l& a( 2e($ri.e2 nex&A
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eS/ili.ri/m n/m.er o0 .anF( goe( /p; &'ere i( &'ere0ore an in2ire$& $ompeE

&i&ion e!e$&A Irom eS/a&ion (18)8 an2 /n2er &'e a((/mp&ion :*+)# , 1#" (a(

in2i$a&e2 earlier)8 @e 'a>e

3-$
35

%
":*+)#

":*+)# # 1
-' #

!1 & -0$:*+)#
!":*+)# # 1$

2
!
3"!

35
$ , "%

impl:ing &'a& &'e $o(& o0 $re2i& 0all(A B'i(8 in &/rn8 (&im/la&e( pri>a&e inE

>e(&men& an2 in$rea(e( &'e pro2/$er(j expe$&e2 (/rpl/(A B'/(8 a re2/$&ion

in &ran(a$&ion( $o(&( impro>e( @el0are /nam.ig/o/(l:A

H>+ ?*P2%5*!)-$*&#<B*51 ;%23*(3 E!2)$

!/ppo(e &'a&8 prior &o 0orming &'e /nion8 $api&al !o@( .e&@een &'e &@o

$o/n&rie( are re(&ri$&e2 &o (ome 2egree .: $api&al $on&rol(A ;n$e &'e /nion

i( 0orme28 all re(&ri$&ion( on $api&al mo>emen&( are li0&e2A B'/(8 ano&'er

$'annel &'ro/g' @'i$' &'e 2ome(&i$ $o/n&r: $an .ene"& 0rom 0orming a

$/rren$: /nion i( &'ro/g' a 2i>er(i"$a&ion or ri(F premi/m e!e$&8 @'i$'

re(/l&( 0rom &'e 0a$& &'a& 2ome(&i$ .anF( (an2 $on(/mer() are no@ a.le &o

2i>er(i0: in&erna&ionall: &'eir a((e& por&0olio(A Qn &/rn8 &'e ($ope 0or grea&er

2i>er(i"$a&ion &ran(la&e( in&o a lo@er ex&ernal ri(F premi/mA

=l&erna&i>el:8 (/ppo(e &'a& &'e ri(F premi/m on 2ome(&i$ .on2( 2epen2(

po(i&i>el: on &'e >ola&ili&: o0 in!a&ionXpo((i.l: .e$a/(e all a((e&( an2 lia.ilE

i&ie( are "xe2 in nominal &erm(A Q0 &'e >ola&ili&: o0 in!a&ion 2rop( 0ollo@ing

&'e 0orma&ion o0 a (/$$e((0/l $/rren$: /nion (.e$a/(e &'e ri(F a((o$ia&e2

@i&' an /nexpe$&e2 2e>al/a&ion 2i(appear(8 0or in(&an$e)8 &'e ri(F premi/m

2eman2e2 .: 2e.& 'ol2er( @o/l2 0allA =( in &'e $a(e o0 &'e &ran(a$&ion(

$o(& e!e$& 2e($ri.e2 earlier8 &'i( @o/l2 re2/$e &'e $o(& o0 $re2i&8 in$rea(ing

&'ere.: op&imal in>e(&men&8 a( @ell a( &'e eS/ili.ri/m n/m.er o0 .anF(A B'e
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ne& @el0are e!e$& i( again .e /nam.ig/o/(l: po(i&i>eA12

Bo $'ara$&eriCe &'e "r(& e!e$&8 (/ppo(e &'a& $o/n&rie( 'a>e &'e (ame 2eE

gree o0 >ola&ili&: o0 i2io(:n$ra&i$ ('o$F(; &'a& i(8 +! 'a( &'e (ame 2i(&ri./&ion

a$ro(( $o/n&rie(A Qn general8 &'e 2i(&ri./&ion o0 +! $o/l2 a!e$& 6A Mo@E

e>er8 gi>en &'a& &'e +!j( are 2i>er(i"a.le 2ome(&i$all:8 i&( e!e$& on 6 2oe(

no& $'ange a( a re(/l& o0 Woining a /nion; &'e i((/e i( &'e rela&ion .e&@een

&'e &@o 2i(&ri./&ion( o0 &'e ma$ro ('o$F in &'e &@o $o/n&rie(8 */" an2 *
0
"A

!/ppo(e &'en &'a& &'e $orrela&ion o0 &'e ./(ine(( $:$le .e&@een &'e &@o $o/nE

&rie( i( Cero8 &'a& i(8 0BC!*/"% *
0
"$ % "A

13 Q0 &'e 2i(&ri./&ion o0 ea$' ('o$F i(

$'ara$&eriCe2 .: (2)8 0/ll 2i>er(i"$a&ion o0 .anF(j por&0olio( .e&@een &'e &@o

$o/n&rie( 'a( &'e e!e$& o0 re2/$ing len2er(j expo(/re &o re$e((ion8 re2/$ing

&'ere.: &'e ri(F premi/m nee2e2 &o $ompen(a&e 2epo(i&or( ((ee =g^nor an2

=iCenman (2006))A Qn &/rn8 &'e re2/$&ion in &'e ri(F premi/m lo@er( &'e $o(&

o0 0/n2( an2 in$rea(e( pro2/$er(j pro"&( an2 .anF(j (/rpl/(A B'ere i( al(o

an in2ire$& $ompe&i&ion e!e$&8 &o &'e ex&en& &'a& &'e lo@er premi/m lea2( &o

an in$rea(e in &'e n/m.er o0 2ome(&i$ .anF(A =l&'o/g' in (24) @e 2o no&

a$$o/n& expli$i&l: 0or &'e @el0are o0 2epo(i&or(8 &'e ne& o>erall e!e$& i( &'/(

an in$rea(e in 2ome(&i$ @el0areA

12io&e &'a& 'ere @e 'a>e 0o$/(e2 onl: on &'e 2ire$& e!e$& o0 &'e $/rren$: /nion8 @'i$'
i( &o re2/$e &ran(a$&ion $o(&( @*+/*# /nion mem.er(A B'ere ma: al(o .e an in2ire$& e!e$&
(or (&a.ili&: gain)8 @'i$' ma: re(/l& 0rom a re2/$&ion in &'e ri(F premi/m .e&@een &'e
/nion a( a @'ole an2 &'e re(& o0 &'e @orl2A
13B'i( a((/mp&ion ma: no& .e @arran&e2 i0 in$rea(e2 &ra2e among /nion mem.er( lea2(

&o grea&er (:n$r'oniCa&ion o0 ./(ine(( $:$le(A Mo@e>er8 a( no&e2 earlier8 (ome (&/2ie( 2o
"n2 &'a& in$rea(e2 &ra2e lea2( &o le((8 ra&'er &'an more8 (:n$r'oniCa&ion (Garro an2
Benre:ro (2007))A =((/ming &'a& "#$(%"#& %

$
#) = 0 $orre(pon2( &'ere0ore &o a ne/&ral

po(i&ionA
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H>8 E#:-#)2' ,&3.2$*$*&#

io@ (/ppo(e &'a&8 /pon 0orming &'e /nion8 re(&ri$&ion( on en&r: o0 .anF(

0rom &'e par&ner $o/n&r: in&o &'e 2ome(&i$ e$onom: are li0&e2 a& &'e (ame

&imeA B'ere are &@o po&en&ial e!e$&( o0 in$rea(e2 .anF $ompe&i&ion a((o$iE

a&e2 @i&' en&r:c -) a $'ange in &'e (eS/ili.ri/m) n/m.er o0 .anF(; an2 6) a

re2/$&ion in (marginal) a2mini(&ra&ion $o(&(A

= /(e0/l @a: &o /n2er(&an2 &'e $ompe&i&ion e!e$& o0 a /nion i( &o $on(i2er

&'e $a(e @'ere &'e 'ome e$onom: @ 0orm( a $/rren$: /nion @i&' a 0oreign

e$onom: A &'a& i( in all re(pe$&( i2en&i$allin$l/2ing moni&oring an2 $on&ra$&

en0or$emen& $o(&(X@i&' &'e 0orma&ion o0 &'e /nion en&ailing &'e remo>al o0

all re(&ri$&ion( on &'e opera&ion o0 0oreign .anF( in ea$' e$onom:A Qn &'e(e

$ir$/m(&an$e(8 &'e 0orma&ion o0 &'e /nion en&ail( al(o a &ran(0orma&ion 0rom

`rela&i>ea "nan$ial a/&arF: &o an in&egra&e2 "nan$ial eS/ili.ri/mA14 B'e

@el0are $on(eS/en$e( o0 "nan$ial in&egra&ion $an &'en .e in0erre2 .: appl:ing

Gran2er an2 br/gman (1983)j( logi$ in &'eir (eminal paper on `re$ipro$al

2/mping8a @'i$' (&/2ie( &'e impa$& o0 &ra2e in&egra&ion o0 &@o (:mme&ri$

e$onomie(8 ea$' $'ara$&eriCe2 .: imper0e$& <o/rno& $ompe&i&ionA

!pe$i"$all:8 (/ppo(e &'a& .anF(j moni&oring $o(&(8 @'en opera&ing in &'eir

o@n $o/n&rie(8 @ an2 A 8 are 0/ an2 00 8 re(pe$&i>el:A Bo (impli0: no&a&ion8

@e 0o$/( on &'e $a(e @'ere 0/ % 00 % 0A Uome(&i$ .anF( in ea$' $o/n&r:

'a>e a $o(& a2>an&age in &'eir marFe& rela&i>e &o 0oreign .anF(A Mo@e>er8

&'e: are a& a 2i(a2>an&age @'en opera&ing o/&(i2e &'eir o@n lo$al marFe&8

@'i$' &ran(la&e( in&o an in$rea(e in moni&oring an2 en0or$emen& $o(&( .:

&'e magni&/2e DA B'e(e $o(&( ma: re!e$& &'e 0a$& &'a&8 0or in(&an$e8 (eiCE

ing a 0ra$&ion $ o0 &'e realiCe2 >al/e o0 o/&p/&Xor8 more generall:8 ple2ge2

14Ye re0er &o `rela&i>ea a/&arF: .e$a/(e $o/n&r: ' $o/l2 'a>e main&aine2 /nre(&ri$&e2
"nan$ial !o@( @i&' a &'ir2 $o/n&r:8 prior &o 0orming &'e /nion @i&' $o/n&r: ( A
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$olla&eralXin $a(e o0 2e0a/l& ma: reS/ire re$o/r(e &o a legal (:(&em &'a& 2i0E

0er( 0rom &'e 'ome $o/n&r:j(A Men$e8 &'e $o(& o0 @ (A ) .anF( opera&ing in

$o/n&r: A (@) i( 0& DA B'i( `$o(& gapa lea2( &o 'ome .ia( in &'e pro>i(ion

o0 "nan$ial in&erme2ia&ion (er>i$e(8 an2 i( aFin &o &'e 'ome .ia( in &'e $onE

(/mp&ion o0 goo2( 2/e &o &ran(por&a&ion $o(&( emp'a(iCe2 .: Gran2er an2

br/gman (1983)A

Le$alling (6)8 an2 /(ing (9) an2 (10)8 &'e expe$&e2 $o(& o0 $re2i& 0a$ing

&'e en&reprene/r prior &o Woining &'e /nion i( -$ & 408 @'ere 4 , "A =

2ome(&i$ .anF @o/l2 .e a.le &o $ompe&e in &'e 0oreign $o/n&r: onl: i0 i& i(

a.le &o $'arge &'e (ame $on&ra$&/al in&ere(& ra&e a( &'e 0oreign .anF opera&E

ing in &'eir $o/n&r:8 -#A B'i( in &/rn implie( &'a& &'e repre(en&a&i>e .anFj(

expe$&e2 re&/rn on &'e "r(& /ni& len& in &'e 0oreign marFe& @ill .e -$ # D4A

B'e expe$&e2 $o(& 2i(a2>an&age o0 &'e 0oreign opera&or8 D48 i( aFin &o &'e

&ran(por&a&ion $o(& (epara&ing &'e &@o marFe&( in Gran2er an2 br/gmanj(

`re$ipro$al 2/mpinga mo2elA Q0 &'i( $o(& 2i(a2>an&age ex$ee2( &'e gap .eE

&@een &'e expe$&e2 re&/rn an2 &'e expe$&e2 marginal $o(& o0 a loan prior

&o Woining (D4 , -$ # -0)8 &'e 0orma&ion o0 &'e /nion @o/l2 no& al&er &'e

2egree o0 $ompe&i&ion in &'e 2ome(&i$ marFe& o0 ei&'er $o/n&r:A Mo@e>er8 i0

D4 , -$#-08 i& @o/l2 .e in &'e (el0 in&ere(& o0 lo$al .anF( &o (/ppl: $re2i& &o

&'e 0oreign marFe&X&'e "r(& /ni& len& in &'e 0oreign marFe& @o/l2 in$rea(e

ea$' lo$al .anFj( pro"&( .: -$ # -0 # D4A B'i( @o/l2 lea2 &o `re$ipro$al

2/mping8a @i&' &'e ne& e!e$& o0 in$rea(ing $ompe&i&ion an2 re2/$ing &'e

$o(& o0 $re2i&A B'e /nionE@i2e eS/ili.ri/m @o/l2 .e e(&a.li('e2 on$e &'e

pro"& margin >ani('e(8 &'a& i(8 @'en

EF1#! # -
1
0 % D4%

@'ere &'e in2ex G (&an2( 0or &'e in&egra&e2 eS/ili.ri/m8 an2 EF1#! i( &'e
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expe$&e2 in$rea(e in re>en/e a((o$ia&e2 @i&' a /ni& len& .: &'e repre(en&a&i>e

lo$al .anF in &'e 0oreign $o/n&r:A

GanF(j marFe& po@er implie( &'a& EF1#! % -
1
$ & !3-

1
$#39

!$9!8 @'ere 9!

(&an2( 0or &'e loan( o0 &'e repre(en&a&i>e lo$al .anF in &'e 0oreign $o/n&r:

(no&e &'a& 0or &'e "r(& /ni& len& 9! % "8 'en$e EF1#!
..
#!&0

% -$)A B'e

$ompe&i&ion e!e$& implie( a lo@er $o(& o0 0/n2(8 @'i$' &ran(la&e( &'ere0ore

in&o an in$rea(e in &'e eS/ili.ri/m le>el o0 in>e(&men&8 &!A

=ppl:ing &'e logi$ o0 Gran2er an2 br/gman (1983)8 @e $an e(&a.li(' &'e

0ollo@ing re(/l&c

;%&.&5*$*&# HA A"22"@*#5 +/% 1"(4-+*"# "1 - !'((%#!< '#*"# 6%+@%%#

+@" *)%#+*!-2 !"'#+(*%$3 +/% !/-#5% *# #-+*"#-2 @%21-(% *$ 0"$*+*7% *1 +/% !"$+

"1 /"4% 6*-$ *$ $4-223 -#) -46*5'"'$ *1 +/% !"$+ )*$-)7-#+-5% *$ 2-(5%B

B'i( re(/l& 0ollo@( 0rom &'e o.(er>a&ion &'a& (er>ing a lo$al marFe& .:

a 0oreign .anF en&ail( @a(&e0/l `$ro(( 'a/ling8a @'ere (ome 2ome(&i$ loan(

are (/pplie2 .: 0oreign .anF( &'a& 0a$e a $o(& 2i(a2>an&age o0 D4 rela&i>e

&o &'e $a(e @'ere all 2ome(&i$ loan( are (/pplie2 .: lo$al .anF(A Q0 &'e

ex&ra $o(& o0 pro>i2ing "nan$ial in&erme2ia&ion (er>i$e( &o a 0oreign marFe&8

D48 i( lo@8 &'e $ompe&i&ionEin2/$e2 @el0are gain &riggere2 .: &'e en&r: o0

0oreign .anF( @o/l2 ex$ee2 &'e @el0are $o(& o0 /(ing a rela&i>el: ine"$ien&

pro>i2er o0 loan(X&'ere.: in$rea(ing @el0areA G/& &'e re>er(e ma: appl: 0or

a 'ig' eno/g' $o(& 2i(a2>an&agec i0 &'e ex&ra $o(& o0 pro>i2ing in&erme2ia&ion

(er>i$e( &o &'e 0oreign marFe& @ere &o ex$ee2 &'e ex&ra re>en/e genera&e2 .:

a re2/$&ion in .anF(j $o(& o0 0/n2(8 .anF(j pro"&( @o/l2 2e$line8 in2/$ing

&'e exi& o0 marginal .anF(X@'i$' in &/rn @o/l2 lea2 &o 'ig'er len2ing ra&e(

an2 lo@er in>e(&men&A

B'e @el0are e!e$& o0 en'an$e2 $ompe&i&ion i( ill/(&ra&e2 al(o in Iig/re

1A =((/ming &'a& &'e $o(& 2i(a2>an&age i( no& pro'i.i&i>e8 &'e in$rea(e in
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$ompe&i&ion in2/$e2 .: &'e /nion re2/$e( 'ome .anF(j eS/ili.ri/m expe$&e2

:iel2 &o -1$A B'i( in &/rn @o/l2 in$rea(e 0/n2ing 0or in>e(&men& (/pplie2 .:

&'e repre(en&a&i>e .anF &o &1 8 @i&' a por&ion &/ o0 i& (/pplie2 &o 2ome(&i$ inE

>e(&or( an2 a por&ion &1#&/ &o 0oreign in>e(&or(A Qn>e(&or(j @el0are impro>e(8

a( &'e expe$&e2 $o(& o0 .orro@e2 0/n2( 2e$line(A B'e >er&i$al &rapeCoi2 i(

a @el0are gain8 a((o$ia&e2 @i&' `in>e(&men& $rea&ionAa 1ore (pe$i"$all:8 &'e

@el0are gain a((o$ia&e2 @i&' in>e(&men& $rea&ion i( &'e ('a2e2 &rapeCoi28 &'e

.a(e o0 @'i$' i( &'e a22e2 in>e(&men&8 "& % &1 # &-.8 @i&' i&( le0& an2 rig'&

(i2e( gi>en .: -$ # !-0 & D4$ an2 -1$ # !-0 & D4$8 re(pe$&i>el:A

=& &'e (ame &ime8 'o@e>er8 &'e 2i>er(ion o0 .anF(j len2ing 0rom &'e

2ome(&i$ &o &'e 0oreign (o/r$e re(/l&( in a @el0are $o(& gi>en .: !&-.#&/$D48

&'e (mall re$&angleA B'i( $o(& re!e$&( &'e ine"$ien$: o0 repla$ing 2ome(&i$

loan(8 a((o$ia&e2 @i&' moni&oring $o(&( o0 08 @i&' 0oreign loan(8 a((o$ia&e2

@i&' moni&oring $o(&( o0 0 & DA B'/(8 in &'e (ame (piri& a( Gran2er an2

br/gman (1983)8 &'e ne& @el0are e!e$& o0 &'e /nion i( am.ig/o/(A Q0 &'e $o(&

2i(a2>an&age o0 .anF( opera&ing in 0oreign marFe&(8 D8 i( (mall eno/g'8 &'e

0orma&ion o0 &'e /nion @ill in$rea(e @el0are o0 .o&' mem.er(A B'i( &'e $a(e

ill/(&ra&e2 in Iig/re 1A Q0 &'e $o(& 2i(a2>an&age i0 large eno/g'8 a( @o/l2

.e &'e $a(e i0 D4 approa$'e( -$ # -08 &'e `len2ing 2i>er(iona e!e$& @o/l2

2omina&e &'e `in>e(&men& $rea&iona e!e$&8 &'ere.: re2/$ing @el0areA B'i( i(

&'e $a(e 2epi$&e2 in Iig/re 2A15

Vrea&er $ompe&i&ion &en2( &o re2/$e .anFj( expe$&e2 gro(( ren& 2/e &o &@o

e!e$&(c -) &'e en&r: o0 0oreign .anF( in2/$e( a 2rop in 'ome .anF(j margin8

in2/$ing &'em &o (/ppl: 0/n2( .e:on2 &'e le>el @'ere8 prior &o Woining &'e

/nion8 &'e marginal $o(& o0 0/n2( eS/ale2 marginal re>en/e; an2 6) marFe&

15io&e &'a& e>en in &'i( $a(e8 i0 &'e $o(& 2i(a2>an&age ('rinF( an2 2i(appear( o>er &ime
2/e &o learning .: 2oing8 &'e 0orma&ion o0 a $/rren$: /nion ma: (&ill pro>e .ene"$ial 2o@n
&'e roa2A !ee &'e 2i($/((ion in &'e $on$l/2ing (e$&ionA
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0or$e( in2/$e &'e .anF &o a.(or. i&( moni&oring $o(& 2i(a2>an&age in &'e

0oreign marFe&8 !&-. # &/$D4A io&e8 'o@e>er8 &'a& &'e 2rop in &'e .anF(j

$o(& o0 0/n2( @o/l2 @orF in &'e oppo(i&e 2ire$&ionA Q0 &'e $ompe&i&ion e!e$&

2omina&e(8 expe$&e2 gro(( ren&( @o/l2 2e$line8 in2/$ing &'e exi& o0 marginal

.anF(A B'i( in &/rn @o/l2 in$rea(e &'e 2eman2 0a$ing in0raEmarginal .anF(A

= 'ig'er $o(& 2i(a2>an&age in 0oreign marFe&(8 an2 a lo@er 2rop in 'ome

.anF(j $o(& o0 0/n2(8 .o&' in$rea(e &'e liFeli'oo2 o0 &'i( o/&$omeA

;/r mo2el $an rea2il: .e ex&en2e2 &o allo@ 0or a(:mme&ri$ 0ea&/re(8

in$l/2ing $o(& a2>an&age( 0or (ome .anF( (&'a& i(8 &'e po((i.ili&: o0 lo@er

moni&oring $o(&(8 0)A Bo ill/(&ra&e8 (/ppo(e &'a& &'e onl: 2i!eren$e .e&@een

&'e &@o e$onomie( i( &'a& 0/ , 00 8 @'i$' implie( &'a& 'ome .anF( are le((

e"$ien& in pro>i2ing "nan$ial in&erme2ia&ion (er>i$e( &'an 0oreign .anF(A =(

.e0ore8 @e a((/me &'a& o!('ore opera&ion( in$rea(e moni&oring $o(&( .: DA Bo

(impli0: &'e anal:(i(8 (/ppo(e &'a& in prior &o 0orming &'e /nion8 &'e .anF(j

expe$&e2 gro(( :iel2 in .o&' e$onomie( i( &'e (ame8 1 & -$A !imilar &o o/r

2i($/((ion .e0ore Propo(i&ion 48 a 0oreign .anF &'a& $on(i2er( opera&ing in

&'e 'ome e$onom: @ @ill "n2 &'a& i&( expe$&e2 re&/rn on &'e "r(& /ni& len&

&o in &'e 'ome marFe& i( -$# 'D # !0/ # 00 $)4A !imilarl:8 a 'ome .anF

a&&emp&ing &o opera&e in &'e 0oreign $o/n&r: A @ill "n2 &'a& i&( expe$&e2

re&/rn on &'e "r(& /ni& len& &o in &'e 0oreign marFe& i( -$# 'D& !0/ # 00 $)4A

Men$e8 &'e (/perior moni&oring &e$'nolog: .: $o/n&r: A .anF( rela&i>e &o

$o/n&r: @ .anF( re2/$e( &'e `$o(& gapa o0 0oreign .anF( opera&ing in &'e

'ome $o/n&r: &o D# !0/ # 00 $8 @'ile a& &'e (ame &ime in$rea(ing &'e `$o(&

gapa o0 $o/n&r: @ .anF( opera&ing a.roa2 &o D & !0/ # 00 $8 rela&i>e &o &'e

$a(e o0 eS/al moni&oring $o(&(A Q0

'D& !0/ # 00 $)4 , -$ # -0 , 'D# !0/ # 00 $)4%

&'e $o(& 2i(a2>an&age o0 'ome .anF( rela&i>e &o 0oreign .anF( @ill .e large
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eno/g' &o pre>en& &'em 0rom opera&ing in $o/n&r: A 8 @'erea( &'e $o(& a2E

>an&age o0 $o/n&r: A .anF( rela&i>e &o 'ome .anF( @ill in2/$e $o/n&r: A

.anF( &o pro>i2e o!('ore .anFing (er>i$e( in $o/n&r: @A B'i( i( &'e $a(e

@'ere a(:mme&r: in moni&oring $o(&( &ran(la&e( in&o `a(:mme&ri$ 2/mping8a

@'ere onl: $o/n&r: A .anF( opera&e in .o&' marFe&(A

Ye al(o nee2 &o $on(i2er no@ &'e rela&ion('ip .e&@een D an2 0/ # 00 A Q0

D , 0/ # 00 8 &'e (/perior moni&oring $apa$i&: o0 $o/n&r: A .anF( mi&iga&e(

&'e $o(& gap a((o$ia&e2 @i&' o!('ore opera&ion .: 0oreign .anF( in &'e 'ome

$o/n&r:A = mo2i"e2 >er(ion o0 Iig/re 1 $an &'en .e applie2 &o 2e($ri.e &'e

impa$& o0 $o/n&r: A .anF( on @el0are in $o/n&r: @c in>e(&or( in &'e 'ome

$o/n&r: are .e&&er o! 2/e &o &'e lo@er $o(& o0 0/n2( in2/$e2 .: &'e en&r:

o0 $o/n&r: A .anF(; $o/n&r: @ .anF( are @or(e o!8 .e$a/(e &'eir >ol/me

o0 in&erme2ia&ion 2rop( &o &/ 8 @i&'o/& &'e gain( o0 o!('ore opera&ion( in

$o/n&r: A ; an2 $o/n&r: A .anF( are .e&&er o! .: &'e ex&ra ren&( a((o$ia&e2

@i&' &'eir o!('ore .anFing a$&i>i&ie( in $o/n&r: @8 &1 # &/ A G: $on&ra(&8 i0

D 2 0/ # 00 8 $o/n&r: A .anF( 'a>e an a.(ol/&e $o(& a2>an&age o>er $o/nE

&r: @ .anF(Xe>en a0&er a$$o/n&ing 0or &'e o!('ore $o(&( o0 opera&ionA Q0

merger( are allo@e28 in &'e(e $ir$/m(&an$e( one @o/l2 expe$&8 0ollo@ing &'e

0orma&ion o0 &'e /nion8 &o o.(er>e merger( ini&ia&e2 .: &'e more e"$ien&

.anF(8 looFing &o `&aFe o>era &'e $/(&omer .a(e o0 &'e le(( e"$ien& one(A

Y'ile &'e $o(& (a>ing i( an o.>io/( @el0are gain8 (/$' a pro$e(( ma: /l&iE

ma&el: re2/$e $ompe&i&ion i0 i& lea2( &o a large 2rop in &'e n/m.er o0 .anF(8

@i&' a rela&i>el: (mall n/m.er o0 `megaE.anF(a /l&ima&el: 2omina&ing &'e

marFe&A
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K ,&#)/('*#O B23-%15

B'i( paper examine2 &'e role o0 $api&al marFe& imper0e$&ion( in a((e((ing

&'e @el0are e!e$&( o0 0orming a $/rren$: /nionXa &opi$ &'a& 'a( re$ei>e2

(/rpri(ingl: li&&le a&&en&ion among re(ear$'er(A Iollo@ing a .rie0 re>ie@ o0

&'e li&era&/re8 @e pre(en&e2 an anal:&i$al 0rame@orF &'a& @e .elie>e i( a

/(e0/l (&ar&ing poin& 0or a22re((ing (ome o0 &'e $ore i((/e( in>ol>e2A ;/r

mo2el $on(i2er( a .anFEonl: @orl2 @'ere moni&oring an2 (&a&e >eri"$a&ion

are $o(&l: an2 .anF( $ompe&e in <o/rno& 0a('ionA B'e "r(& par& o0 &'e paper

2e&ermine2 &'e $re2i& marFe& eS/ili.ri/m an2 &'e op&imal n/m.er o0 .anF(8

prior &o Woining &'e /nionA

B'e (e$on2 par& i2en&i"e2 >ario/( $'annel( &'ro/g' @'i$' "nan$ial 0a$E

&or( ma: a!e$& &'e @el0are gain( &'a& ea$' $o/n&r: ma: 2eri>e 0rom Woining a

$/rren$: /nion8 $'ara$&eriCe2 .: &'e elimina&ion o0 0oreign ex$'ange ri(F8 &'e

$omple&e li.eraliCa&ion o0 $api&al mo>emen&(8 an2 &'e remo>al o0 re(&ri$&ion(

on &'e opera&ion o0 0oreign .anF( in ea$' e$onom:A B'/(8 /pon 0orming &'e

/nion8 0oreign .anF( 'a>e a$$e(( &o &'e 2ome(&i$ $api&al marFe& an2 ma: len2

&o 2ome(&i$ "rm(A B'e(e $'annel( in$l/2e $'ange( in &ran(a$&ion( $o(&(8 a

2i>er(i"$a&ionEri(F premi/m e!e$&8 an2 en'an$e2 .anF $ompe&i&ionA Legar2E

ing &'e la&&er8 @e 2re@ an impor&an& parallel .e&@een &'e a22e2 moni&oring

$o(&( &'a& .anF( ma: in$/r @'en opera&ing o/&(i2e &'eir 'ome $o/n&r: an2

&ra2eErela&e2 &ran(por&a&ion $o(&(8 an2 2eri>e2 a `re$ipro$al len2inga eS/iE

li.ri/m aFin &o &'e `re$ipro$al 2/mpinga eS/ili.ri/m 2eri>e2 .: Gran2er an2

br/gman (1983) in &'eir (eminal mo2el o0 &ra2e /n2er a <o/rno& 2/opol:A

Qn par&i$/lar8 o/r anal:(i( ('o@e2 &'a& Woining a $/rren$: /nion .ring( a

@el0are gain &o a $o/n&r: onl: i0 &'e $o(& 2i(a2>an&age &'a& .anF( 0a$e @'en

opera&ing o/&(i2e &'eir o@n lo$al marFe& i( (/"$ien&l: (mallA
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B'e &'r/(& o0 o/r anal:(i( &'ere0ore i( &'a&8 in &'e pre(en$e o0 $re2i&

marFe& imper0e$&ion(8 &'ere are a n/m.er o0 e!e$&(8 opera&ing &'ro/g' &'e

"nan$ial (:(&em8 &'a& are a((o$ia&e2 @i&' Woining a $/rren$: /nion; &'e ne&

impa$& o0 &'e(e 2i!eren& e!e$&( on aggrega&e @el0are o0 ea$' in2i>i2/al $o/nE

&r: i( in general am.ig/o/(A Y'e&'er &'e $ompe&i&ion e!e$&8 in par&i$/lar8

genera&e( a @el0are gain 2epen2( on 'o@ (&rong &'e `in>e(&men& $rea&iona

e!e$& i( rela&i>e &o &'e `in&erme2ia&ion 2i>er(iona e!e$&A G: impli$a&ion8

in$en&i>e( &o par&i$ipa&e in a $/rren$: /nion @ill 2i!er a$ro(( $o/n&rie(8 2eE

pen2ing on &'eir 2egree o0 "nan$ial 2e>elopmen&A B'e .ene"&(8 0rom &'e

per(pe$&i>e o0 a (ingle $o/n&r:8 o0 0orming a $/rren$: /nion @i&' ano&'er are

no& ne$e((aril: (:mme&ri$ a$ro(( $o/n&rie(A B'o(e @i&' more e"$ien& "nanE

$ial (:(&em( 'a>e more &o gainXa( long a( &'e $o(&( &'a& &'eir .anF( m/(&

in$/r &o a$$e(( 0oreign marFe&( are no& ex$e((i>eA

=& a more pra$&i$al le>el8 o/r mo2el (/gge(&( al(o &'a& &'e 2eeper "nanE

$ial in&egra&ion o0 P/ropean $o/n&rie( an2 &'e 0orma&ion o0 &'e P/ro area (e&

in mo&ion po@er0/l $ompe&i&ion e!e$&( 2/e &o re$ipro$al len2ing .: .anF(

&'a& /(e2 &o opera&e 2ome(&i$all:8 ('iel2e2 0rom 0oreign $ompe&i&ionA B'e

$ompe&i&ion e!e$& i( (&ronger &'e lo@er i( &'e $o(& 2i(a2>an&age o0 .anF( opE

era&ing in 0oreign marFe&(8 an2 &'e @eaFer @a( $ompe&i&ion in &'e 2ome(&i$

marFe& prior &o &'e /nionA Ior a lo@ eno/g' $o(& 2i(a2>an&age o0 0oreign

.anF(8 &'e 0orma&ion o0 &'e /nion @o/l2 .e @el0are impro>ingA B'e $omE

pe&i&ion e!e$& &en2( &o in2/$e &'e exi& o0 marginal .anF(A Q& ma: al(o lea2

&o .anFing $on(oli2a&ion8 in an a&&emp& &o exploi& ($ale e$onomie( an2 &o

re2/$e &'e expo(/re &o ri(F .: mean( o0 geograp'i$al 2i>er(i"$a&ionA B'e(e

re(/l&( are in line @i&' &'e empiri$al e>al/a&ion o0 1^on an2 Yeill (2005)

@'o8 /(ing 2a&a 0or all Pe $o/n&rie( 0or &'e perio2 1960E958 0o/n2 &'e exi(E

&en$e o0 po&en&ial gain( 0rom in&erE$o/n&r: pair merger( &'a& @o/l2 pro>i2e
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a .e&&er 'e2ge again(& ma$roe$onomi$ ri(FA16

;/r anal:(i( $an .e ex&en2e2 in a n/m.er o0 2ire$&ion(A Iir(&8 in &'e

mo2el8 .anF( len2 onl: &o "rm(; a $/rren$: /nion .ring( &'ere0ore no 2ire$&

@el0are gain &o $on(/mer(8 @'o(e in$ome @a( &aFen &o .e exogeno/(A B'i( i(

o.>io/(l: no& &'e $a(e in pra$&i$e; &'e 0orma&ion o0 a /nion $o/l2 .ring 2ire$&

.ene"&( &o $on(/mer( a( @ell8 mo(& impor&an&l: in &'e 0orm o0 en'an$e2

oppor&/ni&ie( 0or por&0olio 2i>er(i"$a&ion an2 $'ange( in &'e ra&e o0 re&/rn

on (a>ingA

!e$on28 &'e 0orma&ion o0 a $/rren$: /nion ma: lea2 &o impor&an& 2:nami$

e!e$&( on &'e "nan$ial (:(&em8 (/$' a( a re2/$&ion o0 in&erme2ia&ion $o(&(

o>er &ime8 an2 $'ange( in &'e 2i(&ri./&ion o0 $re2i&8 &o &'e ex&en& &'a& "rm(

&'em(el>e( relo$a&e @i&'in &'e /nionA Qn par&i$/lar8 grea&er 0oreign .anF

pene&ra&ion ma: lea2 &o impro>emen& in moni&oring e"$ien$: o0 2ome(&i$

.anF(8 @'i$' ma: &ran(la&e in&o lo@er en0or$emen& an2 >eri"$a&ion $o(&(A Qn

&/rn8 grea&er 'e&erogenei&: in &'e(e $o(&( ma: a!e$& &'e pre(en&E>al/e .enE

e"&( 0rom Woining &'e /nion in &'e "r(& pla$eA =l&erna&i>el:8 in a 2:nami$

(e&&ing8 grea&er "nan$ial in&egra&ion .e&@een /nion mem.er( ma: lea2 &o an

in$rea(e in &'e (:mme&r: o0 ./(ine(( $:$le(A Qn &/rn8 grea&er (:n$'roniCaE

&ion o0 ./(ine(( $:$le( @o/l2 re2/$e ma$roe$onomi$ >ola&ili&:8 @'i$' @o/l2

en$o/rage (a>ing( an2 in>e(&men&A17 Mo@e>er8 i& i( al(o po((i.le8 a( arg/e2

.: ;C$an8 !oren(en8 an2 fo('a (2003)8 &'a& pre$i(el: .e$a/(e .e&&er "nanE

$ial in&egra&ion en'an$e( ri(FE('aring oppor&/ni&ie( (or in$ome in(/ran$e)8
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Figure 1 
 

The Reciprocal Lending Equilibrium: Win-Win Outcome 
 

 
 

 
 

 
 

  



Figure 2 
The Reciprocal Lending Equilibrium: Lower Welfare 

 
 

 


