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Foreword

The decade of the 1980s saw major stresses and
strains in the developing world. Fiscal adjustment,
trade liberalization, financial deregulation, and priva-
tization were major policy reforms that sought to deal
with the problems of high debt overhang, balance of
payments problems, and slow growth in many devel-
oping countries. The financial sector in many coun-
tries witnessed tumultuous change as bank balance
sheets reflected the devastating effects of external and
internal shocks as well as major policy responses to
such adjustments. Major initiatives were undertaken
in financial sector reform: the building of new legal
and regulatory frameworks, strengthening of banking
and financial institutions, removal of interest rate and
exchange rate restrictions, liberalization of market
entry into the financial sector, commercialization and
privatization of state-owned financial institutions,
and opening of financial markets to greater domestic
and foreign competition.

During this period banking systems in industrial
and developing countries alike underwent fundamen-
tal change. Many banks were devastated by the bur-
den of nonperforming loans, brought on by a variety
of causes. A centerpiece of financial policy reform was
bank restructuring, as policymakers sought to improve
the process of financial intermediation that would
fund and foster stronger growth.

This book is part of a series of research studies
stemming from World Development Report 1989:
Financial Systems and Development. Two books,
Financial Reform: Theory and Experience, edited by

Gerard Caprio, Jr., Izak Atiyas, and James Hanson,
and Banking Institutions in Developing Markets, by
Diana McNaughton, are companion publications to
this book. The first deals with the policy reform
agenda in financial sector policy, the second with
institutional reforms in individual banking institu-
tions. This book surveys experience with systemwide
bank restructuring, focusing on the policy and
process of the legal, institutional, financial, and man-
agerial restructuring demanded by systemic bank
problems.

Bank restructuring is a process, not an event. The
causes of bank failure are often country specific, and
the solutions to bank failure may require special con-
sideration of country conditions. However, lessons
from international experience suggest that there are
common techniques and approaches that can help
clarify the issues, reduce their complexity, and identi-
fy possible solutions.

Given the magnitude of bank losses in many
industrial and developing countries today, we hope
that Bank Restructuring: Lessons from the 1980s will be
a useful guide for policymakers, bank supervisors,
and bankers for dealing with these pressing problems
of the 1990s and beyond.

Gary Perlin
Director
Financial Sector Development Department

The World Bank
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Introduction

Not since the Great Depression had as many banks
failed as during the 1980s. To the casual observer
most bank failures are the result of abuses of power
and trust by bank owners and managers—and in
many cases this diagnosis is correct. But large-scale
bank failures are symptoms of a broader malaise.
Accordingly, bank restructuring—defined as the
package of macroeconomic, microeconomic, institu-
tional, and regulatory measures taken to restore prob-
lem banking systems to financial solvency and
health—must address the causes and effects of wide-
spread bank distress.

Banks are important because they are the main
channels of savings and the allocators of credit in an
economy. Banks offer instruments that are money
substitutes, and they operate the payments system.
Their efficiency affects the entire economy, and bank-
ing system failure erodes public wealth and confi-
dence in the economy. The failure of 10,000 banks in
the United States between 1930 and 1933 made the
Great Depression much deeper and long-lasting than
it might otherwise have been (LaWare 1994). That
trauma led to the extensive U.S. deposit insurance
scheme and its associated regulatory framework.
Policymakers everywhere protect or regulate the
banking system on efficiency, welfare, and public pol-
icy grounds. As this volume shows, these regulations
sometimes build perverse incentives in the banks—
such as moral hazard through deposit insurance—
that themselves give rise to problems.

Identifying Problems

Banking problems have many roots, ranging from
distorted management incentives to institutional fail-
ure to misguided macroeconomic policies. No study

of such a complex subject can cover all these issues;
thus readers of this volume should bear in mind two
caveats. First, this volume addresses the resolution of
systemic bank problems, not the restructuring of
individual banks. As a guide to best practice on the
techniques and tools used by different countries to
resolve large-scale bank distress, its intended audience
is policymakers—whether bank supervisors, central
bankers, treasury officials, or informed bankers.

A strictly market-based approach to failed banks
would call for their liquidation. Indeed, this is the best
solution for isolated, small bank failures: clean surgery
is often less messy than slow medicine. But where
large banks suffer from a lack of public confidence
and large segments of the banking system are insol-
vent, liquidation only masks the problem. If banking
fragility is a symptom of economywide problems, lig-
uidation alone is neither practical nor useful. The res-
olution of systemic bank problems therefore must be
part of an overall strategy to restructure and reform
fundamental inefficiencies in the economy.

Second, this volume does not attempt to draw
quantitative empirical conclusions, mainly because of
the lack of comparable cross-country data.
Accounting standards in banking vary, particularly in
loan classification and income accrual on nonper-
forming loans, making comparisons of bank losses
extremely difficule. In addition, countries are reluc-
tant to publish data on bank losses because of the
potential impact on confidence in the banking sys-
tem. Such empirical work will not be possible until
there is greater transparency in international account-
ing and regulatory standards, as well as better data on
the size of fiscal and quasi-fiscal deficits.

Despite these limitations, important lessons can
be drawn from the eight case studies in this volume:
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Spain and the United States in the industrial country
group and Argentina, Chile, Colombia, Ghana,
Malaysia, and Yugoslavia in the developing country
group. These studies indicate that banking problems
in the 1980s were essentially an outcome of bad
policies, poor management, and weak institutional
frameworks.

Both external and internal factors contributed to
systemic bank failures. Dramatic changes in the inter-
national economy created fragility and volatility in the
macroeconomic environment. Globalizarion of trade
and finance, liberalization and deregulation of real and
financial markets, and changes in technology all
increased competition and risks for banking, while also
eroding the franchise value of protected bank markets.
The willingness of governments and enterprises to
incur large debts in the inflationary 1970s and the
ensuing debt crisis and adjustment in the 1980s creat-
ed enormous strains on the banking community.

Nevertheless, as a number of the case studies
show, bank failures can occur because of perverse
incentives even where growth is stable. Excessive con-
centration of bank resources, connected ownership of
banks and enterprises, inadequate supervision, and
deposit insurance coverage (even if only implicit) can
result in extensive losses.

Recognizing Causes—and Solutions

Given the variations in initial country conditions—
legal framework, banking practices, industrial and
ownership structure, resources, and policies—what is
successful in one restructuring could easily be disas-
trous in another. There are many parallels between
the resolution of domestic banking crises and the res-
olution of the international debt crisis of the 1980s.
A case-by-case approach was applied for many coun-
tries affected by the debt crisis, designing custom
solutions for each case. As recent experience with
bank problems in Eastern Europe and the former
Soviet Union has shown, there are common problems
but no common solutions.

Still, a number of lessons emerge from the experi-
ence of the 1980s. These lessons can help guide the
bank restructuring efforts that are under way in a
number of countries:

1. Financial stability rests on the government’s ability to
maintain a stable currency. Fiscal and financial disci-
pline are the anchors of a stable financial system;
without them reliable credit decisions cannot be
made. High-inflation economies are more prone to

bank fragility than low-inflation economies. Inflation
disguises the extent of damage to the banking system,
which a period of deflation quickly exposes. In the
cases studied, bank restructuring was part of price
stabilization or occurred during a period of deflation,
as bank assets became compressed and eroded avail-
able bank capital. Governments ability to transfer
real sector inefficiencies to savers through the infla-
tion tax became severely weakened as financial mar-
kets globalized. Savers simply escaped the inflation
tax through capital outflows, putting grave pressure
on the exchange rate. Deregulation of financial mar-
kets and liberalization of trade and capital flows open
up the possibility of large portfolio shifts from
domestic financial assets (disintermediation) as
wealthholders perceive potential losses from bad poli-
cies, bad management, or bad institutional frame-
works. The restoration of financial discipline begins
with the restoration of fiscal and monetary discipline.
2. Banks fail because of losses in the real sector, com-
pounded by poor risk management and fraud.
Deregulation, technological advances, and globaliza-
tion—in both the real and financial sectors—have
increased the volatility and risks to which banks are
exposed. The move toward flexible exchange rates in
the 1970s and subsequent interest rate deregulation
opened bariks up to much higher credit and market
risks relative to their capital base. Competition from
nonbanks in the deposit and credit markets has large-
ly eroded the franchise value of banking, particularly
for U.S. banks. At the same time, changes in relative
prices in real markets have brought about large losses
in the enterprise sector. The bursting of asset (real
estate and stock market) bubbles—created as a result
of low interest rates, excessive tax incentives, and
information asymmetry—further eroded bank capi-
tal, as in Japan and Scandinavia. Bank losses in a
number of countries were compounded by an over-
concentration of assets—geographically, sectorally, or
in terms of ownership (as in Latin Ametica)—which
encouraged connected lending and credit abuses. At
both the microeconomic and macroeconomic levels,
bank managers and policymakers have not managed
these risks very well.

3. Liberalization programs often fail to take into
account the wealth effects of relative price changes, and
inadequate supervision creates furtner losses. Rapid
trade liberalization may create losses for previously
protected enterprises, leading to large bank losses. If
these enterprises belong to groups that also own
banks, in a situation without adequate bank super-
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vision, these banks are likely to finance distress bor-
rowing at unrealistically high real interest rates. These
high rates quickly become a systemic problem, calling
for a public bailout. Strong bank supervision and
enforcement, together with Jaws that encourage debt
discipline and avoid bank owner-borrower conflicts,
are important components of bank restructuring pro-
grams. This is perhaps the major lesson of financial
sector liberalization in the Southern Cone economies
(Argentina, Chile, and Uruguay).

4. Bank losses ultimately become quasi-fiscal deficits.
Large-scale bank failures are simply not acceptable in
most economies. In none of the cases studied did gov-
ernments dare to pass widespread bank losses on to
depositors. Most bank losses are absorbed by the bud-
get or by the central bank through explicit or implicit
deposit protection schemes. Such schemes place enor-
mous burdens on the budget. During financial crises
governments are made to assume considerable debt: all
external debt (public or private), internal debt (includ-
ing debt of public enterprises), and losses in the bank-
ing system (public or private). In almost all the cases
studied financial stability was restored only when gov-
ernments were able to maintain a sustainable fiscal bal-
ance without monetary creation. Banking failures in
the 1980s were largely marker failures, caused in large
part by moral hazard induced through implicit or
explicit deposit insurance. Deposit insurance demands
sound preventive bank supervision.

5. Failure recognition is important because a banking
crists is a solvency problem, not a liquidity issue. The
resolution of banking problems is often delayed
because officials are unwilling or unable to determine
the magnitude of the problems. In many cases banks
that may not appear to be insolvent in accounting
terms are in fact insolvent when assets and liabilities
are priced at current market values. Any banking sys-
tem with nonperforming loans (net of provisions)
exceeding 15 percent of total loans is probably reach-
ing a crisis stage. Insolvent banks can hide such losses
with bad accounting, but failing to deal with hidden
losses can create perverse incentives in the banking
system, leading to inefficient resource allocation and
adding to macroeconomic instability.

6. Stopping the flow of future losses is critical.
Stemming future losses involves changing the incen-
tives within the real and financial sectors. Where loss-
makers are public enterprises and banks, changing
the incentives structure requires changing ownership,
particularly through privatization and foreign capital
and expertise. Enforcing hard budget constraints may

require liquidating some institutions. At the micro-
economic level, changing management is vital.
Managers who are part of the problem cannot be part
of the solution.

7. The method of loss allocation determines the success of
the restructuring program. Bank losses ultimately are
borne somewhere in the economy. Since no one is
willing to accept such losses voluntarily, loss allocation
is 2 major political issue. The wealthy may attempt to
escape such losses through capital flight. The poor can-
not escape an inflation tax. Since there is no formula
for the democratic distribution of losses, losses have to
be allocated by accepted law or by arbitrary policy. The
ability to allocate losses depends on a country’s politi-
cal and institutional framework. The technique adopt-
ed, either a flow or a stock solution, depends on the
degree of distress. As mentioned, when banks are in
severe distress governments tend to absorb bad debts
and to exchange—"carve out’—government or central
bank bonds for bad debts to recapitalize banks.
Insolvent institutions, however, cannot be rescued by
another insolvent institution. As shown in Argentina
and Yugoslavia, overreliance on seigniorage to finance
bank debts ultimately explodes into hyperinflation.
Loss allocation that maintains macroeconomic stability
requires a budget that is able 1o generate a primary sur-
plus to service its debts (including debts incurred by
the carve out) without excessive monetary creation.
Losses are allocated either to depositors through an
inflation tax or to taxpayers. In the most extreme cases,
when the budget is unable to bear the huge internal
and external debt without creating hyperinflation, the
government may have to undertake a deposits-to-
bonds conversion, as occurred in Argentina and Brazil
in 1990. Such forced losses—borne by the deposi-
tors—gave the government breathing space for other
reforin measures to work, particularly in fiscal reform,
trade, and privatization of state-owned enterprises.

8. Success depends on sufficient real sector resources to pay
off losses, adequate financial sector reforms to intermediate
resources efficiently and safely and the budgets ability o
tax ‘winners” and wind down “losers” without disturbing
monetary stability. Because bank losses are rooted in
real sector financial imbalances—enterprise losses or
large fiscal deficits—bank restructuring is inextricably
linked to fiscal and enterprise reforms. Recapitalizing
banks without addressing the underlying enterprise
losses or inefficiencies runs the risk of repeating bank-
ing problems in the future. The Yugoslav experiment
with worker ownership of enterprises and banks in the
1980s showed how the inability to change ownership
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and to separate ownership between borrowers and
lenders can create large amounts of distressed borrow-
ing that ultimately culminates in inflation.

9. Rebuilding a safe and profitable banking system
requires good policies, reliable management, and a
strong institutional framework. At the policy level,
governments must maintain credible macroeconomic
policies that encourage stability, competition, and
growth. At the management level, incentives have to
be right and the ownership and governance of banks
must be addressed. Good managers should be
rewarded for prudent risk management and punished
for speculative and fraudulent behavior. Bank laws
and regulations should be enforced. The accounting
framework should encourage the measurement and
disclosure of economic performance using interna-
tionally accepted accounting standards. The pay-
ments system must work efficiently and robustly.
New financial markets should be created to help
mobilize risk and long-term capital and permit better
monetary management using indirect tools.

10. Time and timing are of the essence. Policies can
change overnight, but it takes much more time to
get management incentives right and to restructure
the institutional framework—Ilaw, accounting, regu-
lation, and infrastructure. Bank losses develop over
time and should not be expected to disappear quick-
ly. But the sooner the problem is recognized and
dealt with, the lower the costs to the economy and
the banking system.

From these lessons it is easy to assume that bank-
ing crises arise from recession alone. But countries
with strong growth and good fundamentals also had
banking problems, the obvious example being Japan
in the 1980s. Banking weaknesses can develop
because of excessive risk-taking during periods of
growth, particularly if insufficient supervisory atten-
tion is paid to such excesses. Without growth in real
output or extensive reserves, it is difiicult for a coun-
try with banking losses to pay for them—but some-
one has to pay. Although each country must find its
own solutions, international experience offers an array
of techniques to draw on.

Implementing Change

The pace and model of reform are determined by a
country’s political and institutional framework.

Successful reforms call for, among other things:
* Political will and strong leadership, with a dedi-
cated, unified economic team.
* A carefully sequenced, coherent, and comprehen-
sive implementation plan.
¢ The ability to sell the plan to every level of society

(Rhodes 1992).

Bank restructuring techniques are simply a set of
tools. How these tools are used depends on how well
policymakers understand the nature of the problem
and what combination of tools is best suited to deal
with the problem. The most successful bank restruc-
turings have been those that are simple yet commit-
ted. Political will and the ability to execute changes
simply and transparently worked, for example, in
Chile, Malaysia, and Spain. But as with any policy,
the design of bank restructuring programs involves
tradeoffs between risk and return. And the choice
ultimately depends on how each country values social
welfare relative to efficiency.

Prevention is better than a cure. But can a fail-
proof banking system be designed? U.S. Federal
Reserve Chairman Alan Greenspan has said that “the
optimal degree of bank failure is not zero, and in all
likelihood, [is] not even close to zero.” Even if banks
held nothing but low-risk government obligations,
there is no guarantee that the government itself
would never default on its debt.

The process of bank restructuring continues in
many countries. For the post—centrally planned
economies in transition to market-based economies,
bank restructuring will be a challenge that continues
well into the 1990s. For the post-liberalization
economies, that is, economies that have opened their
capital accounts, the challenge now is how to man-
age the banking system risks in a volatile world of
global capital flows (chapter 12). It is hoped that this
volume will help these countries better understand
the techniques and processes involved in the difficult

road ahead.
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CHAPTER 1

Banking Fragility in the 1980s: An Overview

Andrew Sheng

The 1980s may well be remembered as the decade of
debt, inflation, and adjustment. The decade began
with the deepest international recession since the
1930s, saw the eruption of the debt crisis, and ended
with the fragmentation of the socialist economic
bloc and its integration with the global economy.
Despite the increasing globalization of financial mar-
kets and unprecedented financial innovation and lib-
eralization, bank crises and restructuring were com-
mon in both industrial and developing countries. By
the end of the decade the Scandinavian countries
(except Denmark), Spain, and the United States had
all experienced severe banking problems. Financial
fragility (defined as the deterioration of bank solven-
cy due to poor asset quality and declining piofitabili-
ty) was evident in the banking systems of Taiwan
(China) and Japan and a number of other member
countries of the OECD.

In selected OECD countries provisions against
nonperforming loans rose toward the end of the
decade (table 1.1). In the developing world the World
Bank provided financial sector adjustment loans to
twenty-two countries in the 1980s, and in almost all of
these countries financial distress—in which large parts
of the financial system had negative capital—was
present to some degree. In the formerly socialist
economies in transition to market economies, a new
group of problem banks has emerged in the nascent
financial systems. These banks are struggling with
inherited portfolios of dubious quality while trying to
transform themselves into market-oriented institutions.

Important lessons can be drawn from this decade
of bank distress and adjustmenc. In the United States
more than 1,300 banks and 1,400 thrift institutions
failed or were merged and consolidated during
1980-91, compared with only 210 closures during

Table 1.1 Provisions against nonperforming loans in OECD countries, 1981-90

(as a percentage of net income)

Country 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
Denmark

Commercial and savings banks 57.0 56.8 217 89.2 20.7 — 66.5 53.1 759  129.0
Finland

Savings banks 76.8 80.6 74.0 70.4 71.8 69.9 70.0 54.9 43.7 77.4
Japan

Commercial banks 3.2 10.8 6.7 7.1 4.0 6.8 5.4 7.6 8.7 7.2
Norway

Commercial banks 46.5 54.4 42.7 48.0 54.2 59.1 138.4 125.8 90.3 209.8
Spain

Commercial banks 50.2 60.8 63.3 63.9 54.8 49.3 47.7 37.0 27.9 27.9
United Kingdom

Commercial banks — — — 437 33.7 31.5 89.5 17.9 94.0 60.7
United States

Large commercial banks 23.5 34.8 39.9 449 42,0 46.8 99.7 31.5 65.4 65.6

Mutual savings banks -1.8 -3.2 41.5 19.8 9.8 8.8 12.2 244 89.7 1969

Savings and loan associations  —4.8 -16.5 29.1 52.1 40.3 72.3 175.8 480.3 — —

— Not available.
Source: Schuijer 1992.
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1945-79. At the end of 1991 the U.S. Federal
Deposit Insurance Corporation (FDIC) estimated
that there were 1,069 problem banks, or 8.6 percent
of the banks in the United States, with assets totaling
$611 billion, or 18 percent of total bank assets. The
number of bank failures has declined since the late
1980s, but the assets of failed banks have been
increasing. In 1991 the total assets of failed banks
reached $66.2 billion, the highest figure since the
1930s. Of the U.S. banks that failed in 1991, eleven
had assets of more than $1 billion. Resolution of the
thrift crisis cost at least $180 billion, or 3 percent of
gross domestic product (IMF 1993).

In Japan estimates of bank exposure to bad debt
from real estate and other problem loans were as
high as ¥ 40 trillion ($160 billion), or 10.4 percent
of total loans outstanding, at the end of 1992 (Huh
and Kim 1994). Banks’ exposure to real estate debt
was caused by their exposure to nonbank financial
institutions, where 41 percent of total loans were
made for property (IMF 1993). The Japanese gov-
ernment recently announced several packages of
measures to stimulate the economy and aid the
banking industry. In Scandinavia loan losses
incurred by banks in Finland, Norway, and Sweden
during 1991-92 amounted to 4.2 to 6.7 percent of
gross domestic product (GDP). The overnight fail-
ure of the U.K'’s Barings Bank in February 1995
due to speculative activities in East Asia demonstrat-
ed the vulnerability of banks to weaknesses in inter-
nal controls.

In the developing countries problem loans of 15
to 30 percent of total loans were not uncommon dur-
ing the 1980s, while recent estimates of bank bad
debt in the transition economies run as high as 55 o
60 percent of total loans (Sheng 1992). (See annex
1.1 for a summary of major banking problems
around the world in the 1980s.)

A number of studies have examined the causes
and economic effects of financial crises (Hinds
1988, Davis 1989, Sundararajan and Balifio
1991). This book focuses on the macroeconomic,
microeconomic, institutional, and regulatory mea-
sures taken to restore problem banking systems to
financial solvency and health. It draws on the
lessons of bank restructuring in eight countries
based on a number of background papers prepared
for World Development Report 1989 (World Bank
1989). Specifically, it analyzes various bank
restructuring techniques and their applicability
under different conditions of bank distress.

Table 1.2 Growth and inflation, 1965-80 and
1980-90

(percent)
1965-80 1980-90
Country group GDP  Inflation GDP Inflation
Low and middle income 5.9 16.7 3.2 61.8
Developing Europe — 13.9 2.1 38.8
East Asia and the Pacific 7.3 2.3 7.8 6.0
Latin America
and the Caribbean 6.0 314 1.6 192.1
Middle East and
North Africa 6.7 13.6 0.5 7.5
South Asia 3.6 8.3 5.2 8.0
Sub-Saharan Africa 4.2 11.4 2.1 20.0
Severely indebted 6.3 27.4 1.7 1735
OECD 3.7 7.6 3.1 42
World average 4.0 9.2 3.2 14.7

Source: World Bank 1992.

Background to Financial Fragility

The 1980s were a decade of slow growth, large
financial imbalances, and high inflation. Average
annual growth rates in the low- and middle-
income developing countries dropped to almost
half their late 1960s and 1970s levels, while infla-
tion rates more than tripled (table 1.2).

After enjoying strong terms-of-trade gains averag-
ing 8 percent a year in the 1970s, the developing
countries’ terms of trade deteriorated, on average, by
1.8 percent a year in the 1980s. Export growth in
developing countries slowed to 2.6 percent a year,
reducing their share of world exports from one-third
in 1980 to one-quarter by 1990. As a result of these
downturns, the overall balance of payments of devel-
oping countries deteriorated considerably—from a
surplus of $145 billion in the 1970s to a deficit of
$245 billion in the 1980s. By any measure, the debt
burden of the developing countries roughly tripled
between the 1970s and 1980s (table 1.3).

Table 1.3 External debt indicators for developing
economies, 197075 and 1983-89

(percent)
Interest payments/
External debt/GNP exports

Country group 1970-75 198389 1970-75 1983-89
Low income 10.2 28.5 29 9.8
Low income

(excluding

China and India) 20.5 60.7 2.9 11.8
Middle income 18.6 54.9 5.1 15.4

Source: World Bank 1991.
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Despite efforts to roll back state intervention
through privatization and tighter fiscal discipline,
the state’s role in the economy continued to grow
in both developing and industrial countries. In the
OECD countries general government spending as a
share of gross national product (GNP) reached 42
percent in 1989, compared with 33 percent in
1970. Central government deficits almost doubled
in the decade, while in Latin American countries

fiscal deficits almost tripled.
Financial trends

In contrast to the disappointing macroeconomic
environment of the 1980s, world financial markets
today are characterized by globalization, liberaliza-
tion, innovation, and re-rcgulation.

Globalization of financial markets. The roots of
bank distress in the 1980s can be traced to the emer-
gence of global financial markets and flexible
exchange rates in the 1970s. During that decade the
Eurocurrency markets expanded rapidly as banks
began to internationalize their operations, seeking
higher profits offshore in order to escape the interest
rate ceilings imposed on domestic markets. Gross
new issues of Eurobonds rose from $27 billion in
1981 to $319 billion in 1991. During 1972-82
international banking assets grew two-and-a-half
times faster than the GDP growth of OECD coun-
tries and an average of 10 percent a year faster than
world trade (Bryant 1984). By the early 1980s devel-
oping countries had become highly leveraged and
were not prepared for the sharp increase in interest
rates when the U.S. Federal Reserve tightened in
1981. By the time the Mexican debt crisis erupted in
1982, the developing countries had accumulated an
external debt of $720 billion, or roughly one-third of
the assets of the Eurocurrency market. Global inter-
dependence had reached the point where the solven-
cy not only of debtor countries but also of the lender
banks was at stake.

By 1990 rotal foreign liabilities of the global
banking system had grown to $7 trillion, more than
twice the level of annual world exports. Much of the
growth in the international banking system was in
the industrial world, whose share of international
bank liabilities grew from 71.1 percent of the total in
1976 to 76.6 percent in 1990. At the end of 1991
crossborder interbank claims within the area of the
Bank for International Settlement (BIS) alone were
$4 rillion. Global trading in financial inscruments

had reached such a level that in a single day the value
of payments through twenty-one countries studied by
the BIS in 1989 totaled $3 trillion. The annual trans-
actions turnover of the eleven BIS countries (Group
of Ten plus Switzerland) was more than fifty times
annual GNP in 1989 (BIS 1990). BIS estimates in
April 1992 indicate that foreign exchange market
turnover was about $880 billion a day.

Volatile relative prices. The trend toward global
interdependence coincided with the emergence of
higher volatility in relative prices, beginning with the
abandonment of fixed exchange rates in the early
1970s and the rise of global inflation. The world
commodity price index rose by 269 percent between
1970 and its peak in 1980, before falling 27 percent
to its trough in 1986. Inflation in the low- and mid-
dle-income developing countries rose to an annual
average of 62 percent in the 1980s, compared with
17 percent in the 1970s. As inflation rose, real inter-
est rates reached record levels. In the United States
real lending rates averaged 6.2 percent in the 1980s,
compared with 0.5 percent between 1974 and 1979.
Real lending rates for countries that underwent
financial crisis varied from more than 40 percent a
year in Chile (1981-83) to over 200 percent in
Argentina (1984-85). Nominal exchange rates
plunged as inflation rose. The U.S. dollar, in which
more than half the foreign currency assets of the BIS
reporting banks are denominated, depreciated by 30
percent in real terms during the 1980s, compared
with a variation of less than 10 percent during
1976-80.

The wortld banking system, which had experi-
enced relatively stable interest rates during the 1950s,
1960s, and most of the 1970s, suddenly had to cope
with rapidly changing interest and exchange rates and
large capital flows as funds moved rapidly both
domestically and internationally in search of higher
yields at lower risks.

Innovation and competition. At the same time,
rapid improvements in international transport,
telecommunications, and computer technology trans-
formed the business of finance. The emergence of
credit cards and electronic funds transfer technology
made severe inroads into the traditional payments
system business of the banking sector. New nonbank
competitors—especially money market funds, travel
companies, retailers, insurance companies, mortgage
specialists, and pension funds—began to offer high-
er-yielding deposit substitutes that eroded the low-
cost “captive” deposit base of the banking system.
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On the asset side, innovations in financial engi-
neering pioneered by investment banks created finan-
cial instruments that offered lower costs and higher
liquidity to borrowers—eating into the previously
bank-dominated loan market. Highly leveraged
transactions (junk bonds) evolved to assist the merg-
ers and acquisitions and management buyouts in the
United States. These high-risk, high-yield bonds
attracted many investors, including banks, thrifts,
and pension and insurance funds.

Moreover, the rise of international banking
brought competition from foreign banks, which
began to rapidly penetrate domestic markets, espe-
cially if they had lower costs of capital and were not
subject to domestic deposit constraints. Technology
made the cost of intermediation cheaper and the
transmission of credit information faster. In short,
the traditional “franchise” of banking, which was pro-
tected by legal and market barriers, came under
severe attack from changing market conditions, com-
petition, and technology.

Banks in the industrial countries responded to the
changing environment in three ways: innovation, cred-
it expansion, and deregulation. First, they engaged in
financial innovation—such as asset securitization and
use of derivatives—that “saved” on capital require-
ments by placing assets and risks off the balance sheet.
By the end of 1990 more than one-third of U.S. mort-
gages were securitized and sold in the secondary mar-
ket. Credit card and consumer debt were also being
packaged and sold. One of the most spectacular
growth areas in financial innovation is trading in
derivative instruments (swaps and options). Trading in
financial futures and options has grown phenomenally
because of lower transaction costs, high liquidity, and
lower capital costs. Total outstanding derivatives
(mainly interest rate futures and options and currency
and interest rate swaps) amounted to $7.5 trillion at
the end of 1991, a fivefold increase since the end of
1986.

Second, the threats of new competition and inno-
vation induced banks to lobby policymakers to dereg-
ulate their range of activities to allow them to engage
in businesses previously barred to them, such as
stock-market trading and funds management. By the
carly 1980s most OECD countries had embarked on
both interest rate liberalization and removal of
exchange controls. The United Kingdom began its
“big bang” liberalization by removing exchange con-
trols in 1979 and thereafter allowing commercial
banks to enter into securities market trading. This

was followed by major liberalization efforts in
Australia (1983) and New Zealand (1984). The liber-
alization of Japan’s financial market after the 1985
Plaza Accord had a profound impact on capital flows
around the world, particularly in the Asia-Pacific
region.

By the late 1980s deregulation of the financial
sector had swept most of the OECD countries and
many developing economies. The trend was toward
complete freeing of the capital account, liberalization
of interest rate controls, freeing of competition
between banks and nonbanks, and allowing banks to
enter new fields, such as securities trading and even
(under certain conditions) insurance. Change was
coming not only to banks, but also to bank regula-
tors, who had to adjust to more complex supervision
in a more volatile market environment.

The banking sector also responded to new com-
petition by lending more aggressively in traditional
but higher-risk markets such as real estate. In the
United States the threat of large losses from banks’
exposure to developing countries’ sovereign debt
swung banks toward domestic lending, particularly
consumer lending and commercial real estate. The
real estate boom in the United States was partly stim-
ulated by tax incentives and by the ready availability
of credit, which arose from competition to lend
among the distressed thrifts, the commercial banks,
and insurance and pension funds—all in search of
higher yields.

Real estate exposure was particularly evident in a
number of countries that exhibited the “Dutch dis-
ease,” with overvaluation of the exchange rate stimu-
lating domestic spending on nontradables. This was
most noticeable in Malaysia, Norway, Sweden, and
the United States. Banks in Japan and the United
Kingdom also faced high exposure in the real estate
and housing sectors.

Domestic policy distortions. Most of the banking
systems and financial markets in developing countries
were unprepared for these structural changes. Many
of these financial systems were underdeveloped
because of severe financial repression—governments
controlled interest rates, directed the allocation of
credit, and used highly negative real interest rates to
finance fiscal deficits and inefficient state-owned
enterprises. The shortfall between domestic savings
and investment was financed mainly by external bor-
rowing. Financial markets were highly segmented,
with little or no competition among markets. Banks
were highly protected, and nonfinancial instirutions
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were prohibited from innovation and competition.
Legal and accounting structures became obsolete in
an era of changing market prices and new financial
instruments and market practices.

Thus, when external shocks came in the form of
the severe international recession of 1980-81 and the
cutoff of external resources as a result of the interna-
tional debt crisis, many developing countries were
totally unprepared for the severity of the impact of
relative price changes on their financial sector balance
sheets.

By the mid-1980s the combined effect of high
levels of bank lending and deterioration of asset qual-
ity (in particular, the developing countries’ debt bur-
den on OECD banks) had eroded banks™ capital base
to 2 historic low of 5 to 6 percent, compared with 7
to 8 percent in the 1960s and 1970s. The interna-
tional regulatory response to the market changes was
to stem the capital erosion by harmonizing risk-based
capital adequacy standards and improving overall
supervision. In 1988 the Basle Committee on Bank
Supervision agreed to enforce a minimum risk-
weighted capital-asset ratio of 8 percent by the end of
1992. In a number of countries, however, the damage

had already been done.
Structural weaknesses

In a world of more volatile relative prices, changing
technology, and intense competition, the global
banking system was caught in a double bind. On the
liabilities side of the balance sheet, which comprised
mostly deposits, disintermediation from banks
occurred wherever banks faced deposit rate ceilings or
high inflation or where nonbanks with lower reserve
or intermediation costs offered more competitive
rates. On the assets side, increasing competition and
improved capital and money markets lured away low-
risk customers, forcing banks to take higher credit
risks. Interest rate and exchange rate risks rose with
higher inflation as policymakers sought to engage
more actively in macroeconomic stabilization mea-
sures, particularly in countries caught in the debt cri-
sis. As real interest rates rose and exchange rates
depreciated, the asset side of bank balance sheets
dezeriorated, while banks in countries with net for-
eign exchange liabilities were hit with large revalua-
tion losses.

By 1980 the developing countries banks had a
net foreign liability exposure of $81 billion, which
subjected them to large revaluation losses when their

currencies depreciated in the wake of structural
adjustment programs (table 1.4). The largest expo-
sures were in Eastern Europe (Hungary, Romania,
Turkey, and Yugoslavia) and Latin America, with net
foreign liabilities exceeding $40 billion. By 1990
African and Latin American banks were still facing
large net foreign liabilities, while Asian banks had
moved to a large net foreign asset position.

Deposit insurance

There was, however, a fundamental asymmetry in the
financial sectors’ risk profile. Although formal deposit
insurance exists in a limited number of countries, the
unwillingness of governments to allow banks to fail
for fear of systemic failure (bank capital is negative
systemwide) has meant that implicit and explicit gov-
ernment guarantees exist for almost all banking liabil-
ities. Despite the limited stated coverage of most for-
mal deposit insurance schemes, actual coverage has
been almost 100 percent because bank failure would
create social and economic upheaval. Consequently, a
central problem in the global banking system is that,
irrespective of public or private ownership of banks,
commercial bank losses in excess of capital have
become de facto quasi-fiscal deficits (for a survey of
quasi-fiscal deficits, see Blejer and Cheasty 1991).

The blanket state guarantee on bank deposits,
coupled with weak bank supervision and enforce-
ment, created massive problems of moral hazard in
almost every country. Bank management could and
did take risks far beyond prudential levels because
losses were ultimately borne by the state. Under per-
verse incentives and poor supervision, even good
bank managers became bad managers, engaging in
speculation, excessive spending, and ultimately fraud
(de Juan 1987). Recent studies in the United States
blame moral hazard for major losses in the savings
and loan crisis.

Table 1.4 Net foreign liabilities of domestic banks
(billions of U.S. dollars)

Region 1976 1980 1990
World 42.9 64.9 330.2

Industrial countries 4.6 ~16.0 315.4

Developing countries 38.3 81.0 15.2
Affica 2.0 4.0 8.9
Asia 0.7 8.4 -29.9
Europe — 42.1 19.4
Middle East -4.3 ~-15.9 -52.5
Western hemisphere 21.3 42.5 69.3

Source: IMF, various years.
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Inadequate capital base

The capital base of many banks around the world is
probably inadequate relative to the risks in a world of
volatile relative prices and their impact on asset val-
ues. Despite efforts to raise the level of capital in
industrial countries, total capital-asset ratios have fall-
en from around 50 percent in the nineteenth century,
to around 15 to 20 percent during the 1930s, to less
than 10 percent today.

The Basle Committee on Bank Supervision
agreed to impose minimum risk-weighted capiral-
asset ratios of 8 percent for the end of 1992. Capital-
asset ratios of banks in the Euromoney Top 500 banks
display an average ranging from 4.6 percent in
OECD countries to 20.1 percent in Latin America
(annex 1.2). International comparisons of capital ade-
quacy are deceptive, however, because of different
standards of loan provisioning.

The impact of declining market yields (price
volatility) on the market valuation of bank assets is
also deceptive (figure 1.1). Because banks have
increasingly extended loans of longer maturity, par-
ticularly to the real estate and industrial sectors, and
because of the practice of short-term loan rollovers,
the average maturity of a bank loan today is much
longer than reported in the books. According to de
Juan (1987), who draws on his experience in the
Spanish banking crisis, the worst loans are those that
are reported “current,” because banks roll over bad
debts and continue to make loans to borrowers who
are “too big to fail” through the process of “ever-
greening” (the extension or rollover of bad loans to
loss-making borrowers to cover up the extent of dam-
age from nonperforming loans).

The economic maturity of a bank loan is not its
contracted maturity, but depends on the borrower’s
ability to service his or her debts. Theoretically, the
maturity of a debt in which the borrower is able to
service only interest but not principal is infinity.
During a recession many borrowers fall into this
category, while at the same time the maturity profile
of the bank’s deposit base shortens as depositors try
to reduce their exposure to the risks of bank default.
At the height of the Argentine bank crisis in 1989,
the bulk of the deposit base had only seven days’
maturity.

Assuming that the maturity of the loans of a
banking system is roughly seven years, figure 1.1
illustrates the discount in asset value if all the assets
are marked to market like a seven-year bond. A 15

Figure 1.1 Capital deterioration as a function
of nonperforming loans

Capital/asset ratio (percent)

—4 — T T T T T T T T
0 2 4 6 8 10 12 14 16 18 20
Percentage of nonperforming loans

Note: Assumes the loan portfolio has a maturity of seven years and
yields 10 percent a year. Nonperforming loans would reduce yield
proportionally.

percent decline in loan yield due to a corresponding
increase in nonperforming loans would totally decap-
italize a bank with an 8 percent capital-asset ratio.

As a rule of thumb, therefore, financial distress is
likely to become systemic when nonperforming
loans, net of provisions, reach roughly 15 percent of
total loans. An alternative way of confirming this is to
assume that the average ratio of loan loss provisions
against nonperforming loans is 50 percent. When
nonperforming loans exceed 15 percent of total
assets, the capital base of 8 percent would be totally
eroded by loan loss provisions.

Inadequate loan loss provisioning

The 15 percent threshold is confirmed when we
examine time-series data on nonperforming loans in
a number of countries (table 1.5). International
comparisons of nonperforming loans are not totally
valid because of varying definitions of nonperfor-
mance. Until recently, for example, loans in one
South Asian country that were not serviced for more
than three years were still treated as performing. The
U.S. norm for a nonperforming loan is one that has
not been serviced for more than ninety days,
although general international practice varies
between 90 and 180 days. Some countries treat all
loans to state-owned enterprises as performing, since
these are state guaranteed, even though many of
these loans have not been serviced.
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Table 1.5 Ratio of nonperforming loans to total loans, selected countries, 1980-90

(percent)

Counsry 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
Argentina — — — 16.9 29.1 30.3 24.6 25.1 271 — —
Colombia 7.2 8.7 14.6 16.2 25.3 25.1 22.6 18.5 11.7 — —
Ecuador 9.9 13.5 16.2 17.4 13.9 11.9 10.8 — 13.4 — —
Malaysia — — — — — 10.3 20.8 26.8 32.6 24.5 20.8
Philippines 115 13.2 13.0 8.9 12.7 16.7 19.3 — — — —
Uruguay 8.9 14.6 30.4 24.7 223 36.2 459 25.2 — — —
Venezuela 7.6 8.3 9.3 15.6 15.3 13.3 9.8 7.0 10.8 — —
United Staces — — 3.3 35 3.3 3.2 3.3 4.1 3.6 3.7 —

— Not available.

Source: Morris 1990: Montes-Negret 1990: Yusof and others 1994; U S. Bureau of the Census 1991.

Whatever the variation in definitions, banking sys-
tems with problem loans of more than 15 percent
inevitably have encountered crises and failure of some
institutions. Bad debts do not occur overnight, but
they can quickly build up over two to three years, and
once they exceed 10 percent of total loans, the likeli-
hood of bank failure escalates rapidly unless the bank-
ing system 1s completely state owned. In contrast, even
though the ratio of nonperforming loans to total loans
has never exceeded 4 to 5 percent in the United States
(because of early detection through good accounting
standards and fairly strict supervision and enforce-
ment), many banks still failed because of their expo-
sure to geographical or sectoral concentration of risks.
For example, four of the five largest banks in Texas
failed and were merged or sold because of large expo-
sure to property, commercial, and energy loans during
the downturn of energy prices in 1985-87.

In Malaysia, where nonperforming loans were
defined as those that were not serviced for more than
365 days (reduced to 180 days in 1990), the sharp
increase in provisions from 51 percent of total non-
performing loans in 1986 to 66 percent by 1990
brought the net exposure to nonperforming loans to
only 7.1 percent of total loans by 1990 (Yusof and
others 1994). The banking system was also required
to increase capital and provisions through rigorous
supervision and, where necessary, injection of capital
by the central bank (chapter 7). Once the economy
began to recover in 1987-89, the proportion of non-
performing loans began to decline rapidly.

Who is to blame’?

Controversy still persists over whether bank failures
have been due to bad bankers or the bad economic
environment. Bankers are likely to blame bad govern-
ment policies, banking system supervisors are apt to

blame bad bankers, and depositors are quick to biame
inadequate supervision. The evidence from the eight
case scudies suggests that no single cause, but rather a
combination of causes, may be nearer the truth.

In all eight cases banking crises or problems were
associated with declines in real economic growth either
before or during the crisis period (table 1.6). The
sharper the decline in growth, the more severe the eco-
nomic “losses” to the private sector. The real wealth
losses to the private sector in Chile in 1982 were esu-
mated at 28 percent of GDP (based on a proxy that
included the decline in dollar terms of the fall in the
capitalization of the stock market and the real value in
money and quasi-money; table 1.7). In 1989 holders
of Argentine broad money lost the equivalent of 27
percent of GDP in real terms, but borrowers gained
from the inflation tax (erosion in the value of real
debt) to the extent of 16 percent of GDP.

Though the twin macroeconomic imbalances of
fiscal and current account deficits existed in all eight
countries, there was no clear relationship between the
size of fiscal or balance of payments deficits and non-
petforming loans, partly because of major problems
in standardizing the measurement of fiscal deficits
and nonperforming loans. In the United States data
on nonperforming loans are stringently applied, and
industry averages for nonperforming loans, at | to 5
percent of total loans, are very low by international
standards. Nevertheless, more U.S. banks failed, part-
ly because of the large number of banks in the United
States (29,000) and partly because the system is
designed to merge or liquidate problem banks much
faster than in other countries, as a deliberate exit poli-
cy. Thus, despite the well-known problems of the
thrift industry and concern in certain pockets of the
industry about the fragility of the banking system,
the safety and soundness of the U.S. banking indus-

try as a whole is not in question.
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Table 1.6 Banking problems in selected countries

(percent unless otherwise specified)

Indicator Argentina Chile Colombia Ghana Malaysia Spain United States  Yugoslavia
Period of
banking,
problens 1980-90 1974-87 1982-88 1983-89 1985-88 1977-85 1981-91 1983-90
eak decline
i GDP -9.8 —14.1 0.9 —-4.5 -1.0 -0.2 =25 -7.6
I'cak current account
defiai/GDP -8.5 -14.5 -7.5 -4.3 -6.0 -2.6 -3.6 -5.4
['cak fiscal
defii/GDP -159 -30 48 27 -112 6.9 6.0 -0.1
'eak mHacion
rate (annual) 4,923.6 30.7 24,1 1229 5.8° 245 13.5 1.239.9
Peak decline in
terms of rrade -79 -29.3 -29.6 -18.5 -18.2 -14.9 -34.4 -7.2
Peak real incerest
tate {lending) 44.8 56.9 16.1 9.8 12.0 5.0 18.9¢ 1.539.9
Peak nonperforming
ll)a”ﬁ as a pL'rCCn['dgﬂ
of rotal loeans 30.3 18.7¢ 25.3 39.5! 32.6 n.a. 3.7, 27.68 —40.0
Real estate losses Yes Yes Yes Yes Yes Yes Yes No
Foreign exchange
losses Yes Yes Yes Yes No No No Yes
Connected lending Yes Yes Yes Yes Yes Yes Yes Yes
Lixcessive government
burrowing Yes No No Yes No No No No
Starc-owned
enterprises Yes No No Yes No No No No
Numbcr of banks 168 financial 13 banksand 7 9 4 banks, 52 2,203 69
involved nstitutions G financieras 4 finance

companies,

and 32

deposit-taking

cooperatives
Restructuring Forced Swap for Guarantee  Swap for Central bank  Swap for Deposit Across-the-
method deposit ceneral fund central capital uarantee insurance board and

conversion  bank bonds bank bonds  injection %und bonds  liquidation case-by-case

and merger

Note: Reported peaks are during period of banking problems.
a. Current account deficit/ GNP,

b. 1982, before the crisis. Inflation was below 1 percent during most of the crisis period.

<. Yearly average.

d. Prime lending rate, not adjusted for inflation.

¢. Commercial bank loan defaults as a percentage of total lean porifolio.
t Provisions only.

. FDIC-insured commercial banks in 1990 and FSLIC-insured thrfits in 1988 (no data available for subsequent years, which were worse).

Source: Morris 1990; Velasco 1991; chapeers 4-11.

The size of the published fiscal deficit zan also
be misinterpreted. Although Yugoslavia’s central
government fiscal deficit in the 1980s was almost
negligible, the quasi-fiscal deficit in the books of the
Nacional Bank reached 11.8 percent of gross social
product in 1986 (Gaspari 1989). The fiscal deficits
of Argentina and Chile would similarly have
increased had they included the quasi-fiscal deficits
of the central bank in absorbing the foreign
exchange losses of the private and public sectors, as
well as losses incurred in bank interventions. By the
end of 1986 the Central Bank of Chile had “carved
out” bad loans from banks equivalent to 20 percent

of GDP (chapter 10).

External shocks probably triggered banking
problems in Chile, Colombia, Malaysia, and
Yugoslavia. Chile suffered significantly from a
decline in its terms of trade, mainly because of its
heavy reliance on copper exports. Colombia suf-
fered a decline in terms of trade that exacerbated its
banking problems during 1982-88, which were
triggered in part by the curoff of external resources
caused by the Mexican debt crisis of 1982.
Malaysia also suffered an across-the-board decline
in its terms of trade in 1983-86, when the prices of
its major commodities—tin, rubber, oil, and palm
oil-—declined simultaneously. Yugoslavia was hit

hard by oil price shocks.
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Table 1.7 Banking crises and private sector “wealth”
(change in U.S. dollars as a percentage of GDP)

Decline
in bank
Crisis Private  Decline credit o the
Country peak year  “loss” inM3  private sector
Argentina 1981 6.2 13.8 9.1
1989 7.3 26.7 15.8
Colombia 1985 4.0 5.1 23
Chile 1982 28.3 14.3 31.2
Ghana 1983 20.3 22.6 2.3
Malaysia 1985 13.9 5.0 6.0
Spain 1982 6.4 9.0 7.0
United States 1981 5.7 4.0 4.0
Yugoslavia 1988 0.6 7.2 6.6

Note: Because changes in inflation and exchange rates make measuting the
decline in “real” wealth difficult, money stock and private sector credit have
been converted into U.S. dollars at the prevailing rate. Privaic losses are
estimated as the decline in the value of stock market capitalization, plus the
decline in real value of the moncy stock, less the decline in real value of bank
credit to the private sector.

Source: Chaprers 4-11.

In the United States terms-of-trade changes
affected different regions. The savings and loan crisis
was sparked by high interest rates in 1980-81,
which, because of the institutions’ fundamental inter-
est rate and maturity mismatch, caused their eco-
nomic insolvency. In the early 1980s the farm belt
was hurt by declining exports brought on by the high
value of the U.S. dollar. In the mid-1980s the energy-
producing states, particularly Texas, were hurt by the
decline in energy prices. By the second half of the
1980s excessive investment in real estate, stimulated
by tax incentives and by consumer hedging against
inflation, caused large bank losses in the Northeast.

One phenomenon common to all eight countries
was the close association between high real interest
rates and banking problems. In the United States
annual real interest rates in the 1980s were 3 to 6 per-
cent, significantly higher than in the 1960s and
1970s. In Argentina and Chile high annual real inter-
est rates of 30 to 50 percent were the norm rather
than the exception during the debt crisis. At such high
real interest rates, borrowers quickly became decapital-
ized. The result was “to transfer the ownership of real
enterprise wealth from debtors to creditors, a mecha-
nism doomed to failure when no more shareholders’
wealth was left” (Diaz-Alejandro 1985, p. 16). When
the central bank itself had to pay such high real inter-
est rates in attempts to maintain monetary stability,
the result was unsustainable growth of internal debrt,
as occurred in Argentina and Chile. In Malaysia the

capping of bank spreads and tough action by the cen-
tral bank in preventing further lending to nonper-
forming borrowers curbed interest rate growth.

Another common feature was losses in lending to
real estate. Caprio, Atiyas, and Hanson (1994) have
suggested that banks tended to expand their real
estate lending immediately after financial sector liber-
alization or relaxation of lending guidelines.
Information asymmetry or bank myopia may be
involved in lending to real estate. First, banks assume
that collateral value alone, particularly real property,
is sufficient to demonstrate good credit, instead of
assessing the underlying cash flow capacity of real
estate developers to service their debt. Because devel-
opers assume that debt can always be serviced out of
rentals or property sales, they forget that the “lumpi-
ness” of real property and the thinness of markets can
create situations where property cannot be sold
except at massive losses.

Second, there is a fallacy of composition problem
in real estate lending. Each developer assumes that
his or her project is good at the margin, but forgets
(as does the banker) that if all developers were to
make the same assumption, there would be such an
oversupply of property that prices would fall sharply.
Information on cumulative property construction
and its oversupply generally is not available to the
market until the economy turns downward, by which
time it is too late.

Third, both bankers and real esrate borrowers have
frequently been deluded by the initial high returns on
property. Bankers forget that property “booms” are
sometimes fueled by the increase in bank credit pro-
vided and that the oversupply can result in large loan
losses. However, because property price cycles are long,
the next generation of bank credit managers may
repeat the same mistake.

Fourth, speculative “bubbles” in real assets have
been closely associated with financial liberalization,
particularly deregulation in bank lending, interest rate
decontrol, and the opening of the capital account
(Park and Park 1992). In the absence of high returns
in tradables, new funds seek shelter in nontradables,
such as land. Before deregulation, cartelized banks
earned protected profits. After liberalization, banks lost
their market share to capital markets and, faced with
such downsizing, increased their risk appetite, “a strate-
gy that was also encouraged by the existence of a net of
explicit and implicit government guarantees that both
protected depositors and made ‘failure’ a less credible
deterrent to excessive risk taking” (IMF 1993).
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In almost all countries connected lending
between banks and their shareholder-managers was
found to be a problem. In Argentina, Chile, and
Spain the presence of economic grupos that owned
banks was a major factor. Yugoslavias banking prob-
lems were inextricably linked to the nation’s experi-
mentation with socialized ownership of banks and
enterprises, in which worker councils owned groups
of enterprises, including the banks that served as trea-
suries for such groups. Consequently, socialized
banks were unable to exercise financial discipline (the
hard budget constraint) on their borrower-owners,
leading to considerable distress borrowing. In
Malaysia and the United States, where regulations
limited the amount of connected lending, the dam-
age was felt only in areas where supervision was weak,
as in the case of Malaysian deposit-taking coopera-
tives and in U.S. savings and loan institutions.

Institutional and structural issues also led to
bank problems. In the United States legal and struc-
tural issues of geographical and sectoral segmenta-
tion prevented banks and thrifts from diversifying
their risks adequately. Competition among more
than 29,000 banks and thrifts and such newcomers
as money market funds, corporate bond markets,
and foreign banks led depository institutions to take
risks in real estate, highly leveraged securities, and
developing country debt without adequately pricing
such risks. In Japan financial liberalization allowed
banks and nonbank financial institutions to finance
the asset bubble. Fortunately, the economy was
strong enough to withstand the large asset losses that
came with deflation of the bubble.

In Chile and Spain the entry of new financial
institutions without adequate separation of ties
between owners of banks and enterprises created
overgearing of the private sector, which required a
“shakeout” when the economies went into a reces-
sion. Large fiscal deficits were clearly the source of
problems in Argentina, Chile, and Malaysia. In
Argentina and Chile the central banks™ absorption of
private external debt complicated the conduct of
monetary policy. Chile’s and Malaysia’s ability to
reverse their fiscal deficits generated enough
resources to stabilize their economies and turn
around the banking problems. Ghana’s banking
problems were the legacy of years of financial repres-
sion and economic decline. As in other socialist
economies, banks were state owned and controlled,
lending mainly to finance the budget or state-owned
enterprises (chapter 8).

In almost all cases there was clear agreement on
the need for better supervision and more transparent
legal and accounting frameworks. Yet the evidence
from this survey of bank failures is that, so far, even
the strongest supervision available in the OECD
countries has failed to prevent bank failures. Clearly,
improved supervision and banking laws are necessary
but are not sufficient to prevent bank failure.

Evidence suggests that while fraud and bank mis-
management were responsible for many individual
bank failures and losses, macroeconomic factors such
as external shocks, policy mistakes, and inadequate risk
management at all levels—institutional, sectoral, and
national—created the conditions of financial imbal-
ance that led to widespread bank distress. No unique
set of factors, macroeconomic or microeconomic, cre-
ated the distress, nor did bank failures happen
overnight. Many policymakers failed to correct key
structural defects, particularly legal impediments to
geographical or sectoral distribution of risks or inher-
ent interest rate risks, before liberalizing the banking
system. In Argentina, Chile, and Uruguay, with de
facto state guarantee of the deposit base, it was wide-
spread moral hazard behavior by banks, worsened by
the presence of connected lending to economic grupos
that controlled banks, that generated large losses in the
banking system. Moreover, the severe imbalances in
these economies, such as the large fiscal deficits
financed by excessive external debt, were entwined
with the political economy and so were beyond the
powers of bank supervisors to control.

Trade liberalization, price reforms, and industrial
policy changes also generated large losses to banks,
which had lent heavily to support inefficient state-
owned enterprises or domestic private sector firms
that borrowed heavily to finance investments behind
high tariff barriers. In Africa and Eastern Europe
rapid trade liberalization exposed the large inefficien-
cies of state-owned enterprises, and their losses were
quickly passed on to their creditor banks. In Ghana,
for example, trade and price reforms made state-
owned enterprises uncompetitive, and they were
unable to repay their debts to the bank.

In sum, banking problems in the 1980s resulted
from a combination of bad policies, bad manage-
ment, and a bad insticutional framework.

Banks as intermediators of economic loss

Although banks are seen primarily as intermediators
of savings and investments, it is useful in the context
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of financial crises to treat banks as the allocators of
loss in an economy. The coincidence of widespread
bank losses throughout the world cannot be attrib-
uted solely to incidental speculative or fraudulent
behavior by bank management. Fraud and misman-
agement occur when conditions of incentives are dis-
torted; that is, when speculative risks are privately
rewarded and socially absorbed, and enforcement
against fraud and criminal misappropriation is lax.
Sound supervision and tough enforcement can pre-
vent cases of individual fraud and mismanagement at
the margin but may not be able to prevent systemic
or economywide losses from being absorbed by the
banking system.

Wealth losses for the private sector in peak crises
years can be very large. For the eight countries stud-
ied here they varied from 0.6 percent of GDP for
Yugoslavia in 1988 to 28.3 percent of GDP for Chile
in 1982 (see table 1.7). Even these broad numbers
can be deceptive, because the household sector in
Yugoslavia lost the equivalent of 7.2 percent of GDP
in the real value of money holdings through hyperin-
flation and devaluation, while the socialized enter-
prise sector gained from the depreciation of the real
value of its debt. The Chilean case was the most
severe because of the massive decline in GDP (14.1
percent) and the sharp jump in the real value of pri-
vate sector debt (31.2 percent of GDP) due to
unusually high real loan rates averaging 42.4 percent
ayear in 1981-82 (Velasco 1991).

Such wealth “compression” or shocks were clearly
too large for the private sector net equity to absorb
and were therefore transmitted to the banking system
in the form of bad debts. Banks transmit their own
losses in the economy through additional credit.
They attempt to recover losses in two ways: by gener-
ating further credit or by widening spreads. The first
approach involves additional lending or investments,
in the hope that new credits will earn sufficient prof-
its to cover existing losses. Credit expansion often
includes the extension or rollover of bad loans to loss-
making borrowers to cover up the extent of the dam-
age of nonperforming loans (evergreening). Just as
distressed borrowers are willing to pay higher interest
rates to maintain liquidity in the face of deteriorating
solvency, insolvent banks are apt to raise deposir rates
to attract funds to maintain their own liquidity and a
facade of solvency. Unless stopped, these banks
increasingly will channel scarce resources to loss-mak-
ing enterprises in an economy, thus distorting
resource allocation further.

The inflationary impact of bank lending to loss-
making enterprises was first grasped by Schumpeter
(1934):

This loss always occurs if the entrepreneur
does not succeed in producing commodities
at least equal in value to the credit plus inter-
est. Only when he succeeds in so doing has
the bank done good business—then and
only then, however, is there also no inflation.

The work of Sundararajan and Balifio (1991)
empirically confirmed the effect of banks increasing
credit before and after a financial crisis. They found
that total domestic credit increased in real terms,
despite falls in real output and foreign exchange
reserves.

The deterioration of bank portfolios and their res-
cue by central banks or the state have large monetary
and fiscal implications because of feedback effects
that lead to a vicious circle of macroeconomic insta-
bility. As demonstrated in the cases of Argentina and
Chile, large current account and fiscal deficits
required devaluation as part of the package of macro-
economic stabilization. Because enterprises and the
public sector had large external debt, however, the
borrowers suffered large foreign exchange losses from
devaluation, with an immediate impact on the banks
portfolios. Central bank lending to rescue insolvent
banks injected excessive reserve money into the sys-
tem. A central bank can become insolvent if it
acquires liabilities of greater market value than the
capacity of its seigniorage to service. At that point the
central bank can service its liabilities only by acceler-
ating inflation (Fry 1991). Alternatively, the govern-
ment can run higher fiscal deficits to finance the
recapitalization of banks by borrowing from the cen-
tral bank. Either method increases money supply, and
unless there is accompanying tight monetary mea-
sures, domestic inflation exceeds international infla-
tion, leading to further devaluation and enterprise
losses (figure 1.2).

The second transmission mechanism of bank loss-
es is the widening of spreads. Banks must raise their
spreads to cover the nonaccrual of income from non-
performing loans. If the writeoff of nonperforming
loans (provisioning) is also included, spreads have to
widen further. Thus if nonperforming loan levels
reach 20 percent of total loans, spreads might have to
widen from an average of, say, 4 percentage points to
as much as 12 percentage points (figure 1.3). Spreads
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Figure 1.2 The vicious circle of financial distress
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are increased either by reducing deposit rates, which
leads to disintermediation from the banking system,
or by raising lending rates to such punitive real levels
that even good borrowers have incentives to become
bad borrowers.

A Framework for the Resolution of Bank Distress

The pioneering work of Long (1987) and Hinds
(1988) has cogently argued that macroeconomic
imbalances, such as large fiscal and balance of pay-
ments deficits, sharp changes in relative prices, exter-
nal shocks, and policy errors can lead to weak finan-
cial structures, large portfolio losses, and weak bank
management and supervision. These factors in turn
reduce the efficiency of resource allocation, causing

Figure 1.3 Spreads and nonperforming loans
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distressed borrowing, bank runs, capital flight, and
monetary and price instability. Consequently, bank
restructuring is a key element in achieving sustainable
and stable growth. But as Hinds points out, bank
restructuring makes sense only when coupled with a
restructuring of the real sector in which inviable firms
are closed and viable but troubled firms are restruc-
tured. The problems faced by banks in Eastern
Europe have brought fresh insights to these views and
new challenges to the process of bank restructuring.

A stock-flow—consistent approach to bank restructuring

The relationship between bank problems and the
problems of the real sector is probably best depicted
in a stock-flow—consistent matrix of sectoral and
national accounts. A stock-flow—consistent analytical
framework is used to examine the causes and effects
because bank losses are not just flows but also evolve
from changes in relative prices and their impact on
the portfolio (stock) wealth of asset or liability hold-
ers. In this framework financial imbalances in one
sector of the economy show up as potential losses in
other sectors, causing major portfolio shifts that can
disrupt and destabilize the economy.

Consider this example, using the flow of funds
accounts for the Republic of Korea in 1990 (table
1.8). The economy is divided into four domestic sec-
tors and one external sector. Deficits of expenditure
over income in a sector are financed either by the
drawdown of assets or by borrowing from other sec-
tors. The deficits of the enterprise sector (17.0 per-
cent of GDP) are financed by the surpluses of the
household sector (11.4 percent), government (3.7
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Table 1.8 Sectoral and national financial balances, based on the Republic of Korea’s financial balances, 1990

(percentage of GDP)
Accounr Households ~ Enterprises Banks Government  Domestic toral  External funds  Nattonal total
Revenues 22.4 12.4 39.7 4.3 78.7 2.1 80.8
Expenditures 11.0 294 39.5 0.5 80.4 0.4 80.8
Surplus or deficit 11.4 -17.0 0.1 3.7 -1.7 1.7 0.0
Financed by:
Buildup or drawdown
of assets -11.4 -11.5 -3.7 -26.7 -1.7 -28.4
Borrowing 17.0 11.4 28.4 28.4

Source: Bank of Korea 1992,

percent), banking (0.1 percent), and the external sec-
tor (1.7 percent).

Sectoral imbalances arising from a variety of caus-
es thus need to be financed, and financing restrictions
force adjustment in the economy due to the stock-
flow consistency of the national accourts. For exam-
ple, imbalances in the economy can be created either
by large fiscal deficits, requiring financing by the
banking system or externally, or by excessive spend-
ing by the enterprise or household sectors. These
imbalances can be caused by changes in policy or rel-
ative prices, by external shocks, or even by bad enter-
prise and bank management (box 1.1).

The stock-flow consistency of this framework
helps to conceptualize the diagnosis process by iden-
tifying the sources of financial imbalance that caused
the losses in the banking system. The framework also
helps policymakers think through the issues of loss
allocation, because bank losses would have to be
borne sooner or later somewhere in the economy.

Unfortunately, not enough data exist to construct
this matrix for any actual country. Sectoral balance
sheets for the enterprise sector and the government
sector are not normally compiled in national income
accounts. Even if government and enterprise balance
sheets could be compiled, serious inconsistencies
would occur because governments operate on a cash
accounting basis while banks and enterprises usually
prepare accounts on an accrual basis. Moreover,
value-added flows are not consistent with the size of
changes in the sector balance sheet items.

The stock-flow consistency of this model, however,
helps to clarify several issues in bank distress chat were
sometimes confused in partial equilibrium analyses:

* Bank restructuring cannot be executed independently
of enterprise restructuring and budget reform.
Because of implicit or explicit state guarantees on
the deposit base, bank losses ultimately become
quasi-fiscal responsibilities of the state. At the
same time, any recapitalization of the banking

system that does not address the financial imbal-
ance of the corporate sector would only invite
another financial crisis.

Domestic losses cannot be passed on to the external
sector unless there is external debt forgiveness or uni-
lateral debt repudiation. In fact, the cutoff of
external funds resulting from the 1982 Mexican
debt crisis stopped the growth of unsustainable
debt accumulation by both the enterprise and the
government sector in many developing countries
in the 1980s. The net external resource transfer
from servicing external debt created a large inter-
nal debt problem in a number of countries when
governments and enterprises were initially unwill-
ing to reduce consumption to bring the imbal-
ances to sustainable levels.

Wealthbholders disintermediated from domestic bank-
ing systems or engaged in capital flight 10 avoid losses
from potential bank failure as well as from a poten-
tial wealth tax to pay for the national debt over-
hang. This not only narrowed the domestic infla-
tion tax base, which worsened the fiscal deficit, it
also worsened the balance of payments. As is now
well known, any central bank liquidity support
during a banking crisis in an economy with an
open account only results in loss of foreign
exchange reserves.

An insolvent sector cannot rescue another insolvent
sector. Stability in the system requires that surplus
resources be found to pay for the deficits in other
sectors if the external sector is unwilling to lend
new resources. In Chile and Malaysia, for exam-
ple, the supply response arising from devaluation,
liberalization in the real sector, and fiscal
retrenchment generated sufficient growth from
renewed foreign direct investment and a current
account surplus to alleviate problems in the
banking system. In Argentina and Yugoslavia,
where normal seigniorage of the central banks was
insufficient to service the large burden of net



18 BANK RESTRUCTURING

Box 1.1 Rewriting the national balance sheet

The effects of bank losses can be demonstrated from
the sectoral and national balance sheet presented in
table 1.8. Suppose that in year one, growth slows and
the enterprise sector begins to default on loans, equiva-
lent to 10 percent of its loans. In the table loan losses
would be equivalent to 1.7 percent of GDP (10 per-
cent of enterprise borrowing of 17 percent of GDP).
Assuming that these are all domestic loans, the losses
would fall on either the banking system, as the major
lender, or the government. In either case the surplus of
the banking or the public sector would have to adjust
by 1.7 percent of GDP.

If the losses are not recognized because of defective
accounting, then all the losses would be reflected in the
books of the banking system as impaired assets. These
are financed by bank deposits. If the rate of losses carries
on for three years, the banks would have carried
impaired assets equivalent to 5.1 percent of GDP. If at
that point the household sector loses confidence in the
banking system and engages in capital flight, domestic
savings would fall and the balance of payments would
worsen, causing a further decline in domestic growth
and worsening the enterprise losses and bank loan losses.

At thar point the government can only stabilize the
situation by raising domestic real interest rates (to stem
capital outflows) or by recapitalizing the banking system.
A market-based solution is possible if the failed banks
are allowed to collapse, passing the losses on to the
depositors. But this would worsen domestic savings and
encourage disintermediation, including capital flight.

Consequently, the government may have to absorb the
bank losses by either guaranteeing the banking system or
recapitalizing it through an issue of bonds in exchange
for the losses. Note that the losses have de facto become
a quasi-fiscal deficit. Macroeconomic stability then
depends on whether the government has the debt-servic-
ing capacity to service its increased debt burden, equiva-
lent to 5.1 percent of GDP. Assuming that the nominal
interest rate is 10 percent, the government must bear an
additional debt-servicing burden equivalent to 0.5 per-
cent of GDP. If the government is unable to borrow
domestically or internationally to finance the higher
internal debt, then it may have to resort to either higher
taxation or monetary creation.

Recent experience with loan losses in three
Scandinavian countries indicated that loan losses aver-
aged 5.5 percent of GDP between 1991-92 and thar the
government provided support to the banking system
equivalent to 3.3 percent of GDP.

The national balance sheet and financial flows
framework suggest that both stock and flow losses have
to be taken into consideration. Stock-flow consistency
suggests that there is no free lunch. If the external sector
will not bear losses, then domestic bank losses must be
borne elsewhere in the economy, initially in the public
sector because of either government action or deposit
insurance, but ulcimately through higher taxation or
monetary creation.

Source: IMF 1993.

foreign exchange liabilities, the central banks
themselves became major sources of monetary
instability, which eventually led to hyperinflation.

Bank restructuring, enterprise restructuring, and fiscal
reform in transition economies

The stock-flow—consistent framework suggests that
losses in one sector must appear in or be financed by
other sectors. Thus the unwillingness of one sector to
continue financing inefficient behavior in another sec-
tor could trigger massive balance sheet and flow adjust-
ments. The rapid growth of domestic debt in many
highly indebted countries after recourse to external
debt was shut off in the 1982 debt crisis demonstrated
how enterprises, governments, and banks all tried to
mobilize internal resources to meet excessive expendi-
ture commitments and to service their external debr.
Private wealthholders, sensing that heavy taxation was
inevitable in such an environment, stashed their capital
abroad to avoid either a wealth or an inflation tax.

Nowhere was the interlocking relationship among
banks, the budget, and enterprises so evident than in
the formerly socialist economies of Central and
Eastern Europe. Former President Gorbachev of the
Soviet Union used to say that the workers pretended
to work, and the state pretended to pay them. The
institutional structure of the centrally planned econo-
my is best portrayed in the “troika” model of budget,
enterprise, and banking system, where every element
is owned by the state (figure 1.4). The state based its
budget revenue almost totally on resources extracted
from the enterprises and the banking system. In 1989
tax collected from state enterprises (including sales
tax) accounted for 89 percent of Soviet federal rev-
enues. Prior to reform, enterprises extracted monop-
oly profits from consumers and banks extracted
monopoly interest revenue from enterprises because
enterprises were locked in to designated state banks.'
Moreover, because enterprises acted as tax agents,
there was no parallel revenue-collecting machinery to
extract excise or consumer taxes (McKinnon 1991).
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Figure 1.4 The troika model
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The old Soviet accounting system, which was
designed to check compliance with plan rather than
measure the profitability or solvency of enterprises,
tended to overstate profits (measured according to
internationally accepted accounting standards) by 12
to 15 petrcent, due mainly to underdepreciation and
underallocation of costs (Enthoven, Sokolov, and
Petrachkov 1992).

Liberalizing prices, deregulating the real sector,
and moving the banking system into a two-tier struc-
ture had the effect of eroding the tax base in most
transition socialist economies, particularly in terms of
the enterprise tax. For example, the Chinese tax sys-
tem allows the repayment of loans as a deduction on
enterprise income tax. Between 1978 and 1988 total
revenue from enterprises in China fell from 60 per-
cent of government revenue to 25 percent, while gov-
ernment revenue fell from 34 percent of GNP to 21
percent (World Bank 1990). Subsidies to loss-making
enterprises also became a heavier burden. The net
revenue extracted from enterprises fell from 20 per-
cent of GNP in 1978 to only 2 percent in 1988.

Giving enterprises greater autonomy in the liber-
alization phase also eroded monopoly profits and
encouraged enterprises to evade taxation through
spending on inventory, higher wages, and higher
investment. The budget compensated for the loss of
revenue by shifting the burden of investment financ-
ing to banks and to the retained earnings of enter-
prises. During 1986-89 budget financing of invest-
ments of Polish enterprises fell from 4.5 percent of
GDP to 2.9 percent, while borrowing from banks
rose from 6 percent to 20 percent of GDP

The troika system was stable as long as enterpris-
es were relatively efficient and output growth was
expanding. But state-owned enterprises under cen-
tral planning were inefficient—they invested in out-
moded equipment, geared products toward the
domestic market, and granted excessive wage

increases. In China there was a clear positive correla-
tion between decentralized enterprise “ownership”
and productivity. The average annual growth rate of
labor productivity during 1980-87 was 5.2 percent
for state-owned enterprises, 12.3 percent for urban
collectives, and 18.0 percent for rural town and vil-
lage enterprises.

Moreover, as prices remained tightly controlled,
losses began to increase. In Yugoslavia current losses
of enterprises escalated from 0.2 percent of gross
social product in 1984 to 14.3 percent by 1989
(National Bank of Yugoslavia 1990). In Romania
losses of state enterprises were as much as 19 percent
of GDP in 1989 (IMF 1990). In China as many as
one-third of state enterprises were reportedly incur-
ring losses in 1991. These losses were largely reflect-
ed in the books of the banks that lent to these enter-
prises. Moreover, because there was no inflation
accounting during this period of high inflation, the
government was overtaxing the inflation profits of
the enterprises, especially through the sale of old
inventory at historic costs. Even sound firms with
surplus cash kept in banks were subject to severe
inflation tax, because such demand deposits paid no
interest.

Bank credit is not the only source of credit for
enterprises. Because of suppliers’ connections among
enterprises, interenterprise credit is often more
important than bank credit. Loss-making enterprises
have often relied on credit from other enterprises to
survive. Central bank attempts to tighten bank credit
often have had the effect of temporarily increasing
interenterprise credit. In Yugoslavia interenterprise
credit rose from about 14 percent of total domestic
credit in 1980 to more than 33 percent by 1988. In
Poland interenterprise credit in June 1990 (at a time
of tight liquidity) was one-and-a-half times larger
than bank credit. Consequently, even sound enter-
prises can be dragged down because of losses on
uncollectible interenterprise credit.

Other than the inheritance of enterprise loans at
overstated book values, banks in transition economies
also suffer from the following structural and institu-
tional flaws:

* Geographic and sector concentration. Almost all the
banks in Central and Eastern Europe suffer from
geographic and sector concentration in their loan
portfolio. This has exposed them to large shocks
arising from the collapse of the Council for
Mutual Economic Assistance market or from
downturns such as a decline in agriculture.
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* Foreign exchange mismatches. Yugoslav and Polish
banks had large foreign exchange mismatches in
their books because all foreign exchange proceeds
were surrendered to the national bank, while the
banks collected foreign currency deposits from
residents. Unless the national bank is able to guar-
antee the liability exposures, such banks are high-
ly vulnerable to exchange rate depreciations.

* Shareholder-borrowers. In Hungary, Yugoslavia,
and the states of the former Soviet Union enter-
prise borrowers are also significant shareholders in
banks. This was a major problem in Yugoslavia,
and led to uncontrolled lending (chapter 9).
There are now more than 1,800 banks in Russia,
many of which are owned by borrower-enterprises
and operated under an inadequate supervisory
framework.

* Segmentation of credit and deposit markets. Most
banks are still segmented into the enterprise
financing market and the retail deposits and
housing finance markets. Household deposits are
largely concentrated in national savings banks,
which lend substantially to finance housing at
subsidized interest rates. With interest rate liberal-
ization, most of these specialized banks with large
portfolios of below-market yields became techni-
cally insolvent. These banks are only gradually
diversifying their liabilities into the retail market.

* Inadequate loan loss provisions. Because of the
strain on their budgets, most authorities in the
transition economies are unwilling to concede to
banks pretax provisioning for bad debts.
Consequently, these banks generally have negligi-
ble loan loss provisions.

* Inadequate legal and supervisory framework. Most
transition economy banks do not have a strong
and clear legal framework to enforce financial dis-
cipline through debt recovery and liquidarion
procedures. Bank supervisory authorities are
unable to enforce discipline on banks due to the
lack of strong banking laws and the supervisory
capacity to carry them out.

* Lack of banking skills and outdated systems and pro-
cedures. The inadequacies of accounting, legal, and
supervisory frameworks all underscore the dire
shortage of human capital. Bank skills in credit and
project evaluation are grossly inadequate. The inef-
ficiencies of the banks in providing speedy and

reliable payments and fund management com-

pound the problems of the enterprises.

In market-based economies the relationships
among banks, enterprises, and the budget have not
been as sharply defined as in the troika, but variations
of the negative features listed above have been evident.
The prevalence of economic grupos in Chile,
Colombia, and Spain, for example, created connected
fending and a concentration of power that con-
tributed to banking problems in these countries.

As the stock-flow~consistent framework demon-
strates, the objective of bank restructuring is thus to
rewrite the national balance sheet and profit and loss
accounts such that economic efficiency, sound credit
allocation, and macroeconomic stability are restored
as an integral part of a national program.

The political challenge of bank restructuring lies in
the difficult area of loss allocation. Bank losses are ulti-
mately reflections of real sector losses in the enterprise
and budgetary sectors, compounded by inefficiencies
or fraud in the process of financial intermediation. The
success of bank restructuring depends on the ability to
allocate such losses to the rest of economy without suf-
fering macroeconomic instability.

The Process of Bank Restructuring

Like financial sector liberalization, bank restructuring
is a process, not an event (Caprio, Atiyas, and
Hanson 1994). The techniques of this process are
well defined, but their application depends on indi-
vidual country conditions. The process of bank
restructuring may be distilled into four main phases,
some of which may overlap:

* Diagnosis.

* Damage control.

* Loss allocation.

* Rebuilding profitability and creating the right

incentives.

The process of bank restructuring operates in a
dynamic context, where techniques of restructuring
can play major roles in changing the incentives with-
in the economy. Chapter 2 discusses the problems of
diagnosis and loss allocation, which lie more in the
realm of political economy. Chapter 3 focuses on
supervisory remedies for bank restructuring, the issue
of damage control, and the building of safe and
sound banking systems.
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Annex 1.1 Bank problems in the 1980s

Africa

Ghana

Guinea
Kenya
Madagascar
Mauritania
Senegal

Tanzania

Asia

Bangladesh
Hong Kong

Malaysia
Nepal
Philippines
Sri Lanka

Thailand

Latin America

Argentina

Bolivia
Chile

Colombia
Costa Rica
Uruguay

In 1989 the government recapitalized ten state-owned and -controlled commercial banks that had suffered large
foreign exchange losses and nonperforming loans. A nonperforming asset recovery trust was established to dispose

of bad deb.

In 1985 the government closed six state-owned specialized banks, with losses amounting to almost 97 percent of
total assets.

In 1989 eight failing institutions were merged into a “turnaround” bank, Consolidated Bank Ltd. The Kenya
Deposit Protection Fund also was established. In 1992 the central bank had to intervene in two local banks.

In 1988, 25 percent of all loans were deemed irrecoverable and 21 percent more deemed “difficult to collect,”
compared with capital and reserves of less than 5 percent of assets.

In 1984 the five major banks had nonperforming assets ranging from 45 to 70 percent of their portfolios. The
cost of rehabilitation was estimated at abourt 15 percent of GDP in 1988.

Berween 1988 and 1991 six commercial banks and a development bank were closed. A single asset recovery body
took over the nonperforming assets and corresponding liabilities of the liquidaced banks.

In 1987 the main financial institutions had arrears amounting to half their portfolio and implied losses were near-
ly 10 percent of GNP,

In 1987 four banks accounting for 70 percent of total credit had an estimated 20 percent nonperforming loans.
Berween 1983 and 1986 the Commissioner of Banking had to take over or liquidate seven banks and deposit-
taking companies.

Berween 1986 and 1988 the central bank intervened in thirty-two deposit-taking cooperatives, four commercial

banks, and four finance companies.

In 1988 reported arrears of three banks accounting for 95 percent of the financial system averaged 29 percent of
all assets.

Between 1980 and 1987 the Central Bank closed 173 banks. The government took over $5.1 billion of foreign
debt of the two largest banks, which were subsequently partially privatized.

State-owned banks, which make up 70 percent of the banking system, have estimated nonperforming loans of
about 35 percent of the total portfolio.

During 198384 fifteen finance companies and securities companies with assets of B 9.8 billion went under, and
the rescue scheme cost B 8 billion. Between 1984 and 1987 three commercial banks had their capital reduced and

recapitalized with assistance in low-interest loans from the central bank. The Thai Financial Institutions
Development Fund was established to assist rehabilication of problem institutions.

Berween 1980 and 1989 the Central Bank intervened in ninety-three institutions, of which only seven were reha-
bilicated or sold. In 1990 more than 200 banks were in the process of liquidation. The restructuring process is
proceeding.

During 1986-87 five banks were liquidated, and nonperforming loans reached an estimated 30 percent of total
loans in 1987.

In 1981 the government liquidated eight insolvent institutions that held 35 percent of total financial system
assets. In 1983 another eight institutions were taken over, accounting for 45 percent of system assets.

Berween 1982 and 1987 the central bank intervened in six banks, accounting for 24 percent of system assets.
In 1987 public banks accounting for 90 percent of loans considered 32 percent of loans “uncollectible.”

Between 1984 and 1987 the central bank intervened in five domestic banks and de facto “nationalized” 75 per-
cent of total deposits.
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Annex 1.1 Bank problems in the 1980s (continued)

Industrial countries

Australia
Canada
Finland

Japan

Norway

Spain

Sweden

United Kingdom

United States

During 1989-90 two large state banks received capital injections from the government to cover loan losses.
Two small provincial banks failed in 1985, following the failure of a number of trust and loan companies.

The central bank took over control of the Skopbank, the apex bank for the Finnish savings banks, in August
1991. Several banks also suffered losses due to bad loans and share investments.

Banks have suffered from the sharp decline in the stock matket (down 56 percent from its peak in 1987) and
declines in real estate prices, with official estimates of nonperforming loans at ¥ 12.3 trillion ($120 billion) as of
September 1992. Of this, ¥ 4 trillion was not covered by collateral. Several small trust banks had 1o be taken over
by stronger banks. In August 1992 the government announced ¥ 10.7 trillion ($86 billion) of fiscal stimulation.
The program included the endorsement of the establishment of a private entity {owned jointly by the financial
institutions) to buy nonperforming loans of banks with real estate collateral.

The Central Bank provided special loans to assist six banks suffering from the recession thar followed the oil bust
of 1985-86, particularly from problem real estate loans. The state tock control of three of the largesc banks, pare-
ly through a government bank investment fund (NKr 5 billion),and the state-backed bank insurance fund had to
increase capital to NKr 11 billion.

Between 1978 and 1983 fifty-one institutions holding one-fifth of all deposits were rescued. In 1983 the govern-

ment nationalized Rumasa, a holding company controlling more than 100 enterprises and 20 small and medium-
size banks.

In 1991 the government had to inject SKr 5 billion ($800 million) into the state-controlled Nordbanken, and o
guarantee a $609 million loan to save the largest savings bank.

The Bank of England acquired Johnson Mathey, a key player in the gold market, recapitalized it, and subsequent-
ly sold it. The Bank of Credit and Commerce International, one of the largest bank frauds in history, was closed
in 1991,

Between 1981 and 1991 more than 1,400 savings and loans and 1,300 banks failed. The thrift crisis may have
cost between $315 billion and $500 billion. The Resolution Trust Corporation acquired $357 billion of bad
assets of thrifts by the end of 1991 and had disposed of $228 billion. The government granted $70 billion w0

strengthen the Federal Deposit Insurance Corporation.

Transition economies

Bulgaria
Hungary
Poland

Yugoslavia

Nonperforming loans are reported to have exceeded 60 percent of assets.
The government has included guarantees in the state budget to cover a portion of nonperforming loans.

A recent audit of seven state-owned commercial banks indicated that substandard loans accounted for 25 o 60
percent of assets.

According to a statistical survey of the National Bank of Yugoslavia, problem loans in 1988 amounted to 35 to 40
percent of banks' portfolios.

Source: World Bank 1989 (updated); Financial Times, various issues; The Economiss, various issues; and other reports.
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Annex 1.2 Euromoney top 500 banks: selected indicators, 1992

(percent)
Number of Equity/asset Profitiasset Return
Country group banks ratio ratio on equity
Africa
South Africa 6 4.91 0.78 15.32
Asia 46 5.19 0.63 11.96
China 5 2.07 0.50 17.29
Hong Kong 1 4.47 0.45 6.89
India 2 2.84 0.39 12.64
Korea, Rep. of 15 6.41 0.39 6.15
Malaysia 2 6.12 0.47 6.82
Singapore 5 8.78 0.92 10.93
Taiwan (China) 11 4,53 0.91 20.56
Thailand 5 6.32 1.04 14.37
Latin America 24 20.15 0.84 2.39
Argentina 3 14.37 —0.47 -12.91
Brazil 8 11.75 0.67 6.83
Mexico 7 7.68 0.55 4,22
Puerto Rico 4 12.30 1.23 10.25
Uruguay 1 24.29 0.00 0.00
Venezuela 1 50.49 3.06 5.97
Middle East and North Africa 23 7.95 1.00 9.08
Algeria 3 6.76 0.38 5.42
Bahrain 1 7.88 0.22 1.42
fran 1 0.67 0.00 0.58
Israel 3 4.65 0.07 1.03
Jordan 1 6.53 0.68 10.44
Kuwait 1 9.74 1.42 n.a.
Qatar 1 12.13 1.99 n.a.
Saudi Arabia 5 7.61 0.94 19.34
Turkey 4 11.77 3.31 25.98
United Arab Emirates 3 11.70 1.00 8.43
QECD 392 4,64 0.33 5.69
Australia 8 5.89 0.62 9.58
Austria 7 4.10 0.29 5.56
Belgium 8 3.14 0.08 5.60
Canada 10 5.45 0.64 8.47
Denmark 6 6.25 0.19 2.80
Finland 5 5.15 -1.07 -22.30
France 23 3.53 0.23 5.41
Germany 41 2.82 0.15 4.40
Greece 3 3.12 0.44 14.70
Ireland 2 4.87 0.44 4.28
Ttaly 42 4.79 0.40 8.54
Japan 81 3.44 0.19 5.51
Luxembourg 1 0.95 0.23 8.10
Netherlands 6 4.25 0.39 6.80
New Zealand 1 4.65 -0.36 -5.77
Portugal 3 9.48 1.05 9.91
Spain 19 5.83 0.89 12.06
Sweden 5 3.12 1.00 15.44
Swiczerland 11 5.94 0.45 5.94
United Kingdom 27 4.73 0.39 8.82
United States 83 6.00 0.39 5.72
Transition economies 9 6.82 0.87 12.39
Bosnia-Herzegovina 1 8.55 0.50 5.80
Bulgaria 1 4.41 0.83 18.74
Cuba 1 2.70 0.00 0.00
Czechoslovakia 1 4.70 1.38 29.28
Poland 2 10.04 4.05 39.12
Slovenia 1 9.11 -1.23 -13.31
Yugoslavia 2 8.24 0.58 7.07

Source: Euromoney 1992.
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Note

1. Under Soviet-style funds management all current receipts of
state enterprises had to be placed in the current account with a
designated state-owned bank, on which little interest was earned.
These enterprises were allowed to service interest, pay for inven-
tory purchases, and pay wages from this account. Any surplus
was transferred to the state in the form of taxes or dividends.
Funds required for investment were allocated from the budget
under the central plan or approved for bank borrowing under
the credit plan, on which (after interest liberalization) markert
interest was paid. This explains the unusually high enterprise
deposits in these banking systems and the high spreads earned
by their banks. For example, 88 percent of Chinese enterprise
deposits with banks were sight or current deposits (September
1989) and accounted for 36 percent of total deposits in banks.
Even at the height of hyperinflation, 56 percent of Yugoslavian
deposits were demand or sight deposits.
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CHAPTER 2

Bank Restructuring Techniques

Andrew Sheng

Bankers and policymakers often fail to respond effec-
tively to evidence of an impending banking crisis.
Bankers, for example, tend to engage in “cosmetic”
behavior, evergreening bad credits, assetizing losses,
and hiding material risks and losses from the public
and from bank supervisors (de Juan 1987). Proper
understanding of the scope and causes of bank losses
necessarily precedes effective treatment and accurate
prognosis. Although individual bank crises are trig-
gered by specific events—-such as bank runs, capital
flight, or the disappearance of prominent bankers—
such events only mark the point of public or official
recognition of problems that have been building up
over a long period.

Recognizing Failure

Proper diagnosis does not necessarily imply correct
prognosis. In many cases bank supervisors are unable
or unwilling to measure the true extent of bank loss-
es, especially where inadequate accounting standards
allow income to accrue on nonperforming loans or
allow such loans to be rolled over. Many countries
also fail to recognize the size of the problem, whether
because of a lack of political will or because of a per-
ceived inability to deal with such losses.

There are further incentives to hide losses or delay
action. Private banks are reluctant to reveal losses
because they fear government intervention and a run
on banks. State-owned banks have no incentive to
operate profitably since they lend largely to state-
owned enterprises or in accordance with policy-based
credit directives. Governments resist dealing with
bank problems where they rely on the banking sys-
tem as a source of taxation or finance for fiscal
deficits. Where banks are controlled by political

interests, resolving problem banks becomes nor a
technical issue but a political one.

In other cases supervisors are reluctant to con-
front complex structural issues, such as fundamental
changes in the law, that could involve issues of
national history and political economy. An example
is the political difficulties encountered in eliminating
the geographical and functional segmentation of the
U.S. banking system, where many believed in unit-
or community-based banking and were deeply dis-
trustful of nationwide banks.

In addition, there are few incentives for govern-
ment agencies to deal with problems that involve
political economy issues of bank owncership and
control and of borrower and depositor property
rights. For example, many central banks arc morce
concerned with issues of bank compliance with
credit allocation guidelines or monetary targets
than with issues of solvency. Many developing
countries interested in developing rural banking
systems have required state-owned banks to open
extensive rural branches even when these were
operating at a loss. In such cases state-owned banks
become pools of political patronage and employ-
ment generation.

Moreover, ownership and supervision of banks
and other deposit-taking agencies may be diffused
across different ministries or agencies with varying
skills and powers of supervision. Central banks can-
not always take action against banks owned by the
ministry of finance. A weak bank superintendency
may not be able to enforce bank supervision regula-
tions against state banks whose chief executives arc
political appointees. Large rural banks may be out-
side the supervision of the ministry of finance or
the central bank. Politicized credit unions have

[
o
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been a source of problems in many economies,
notably Japan and Taiwan (China).

Where bureaucrats believe that problems are
cyclical and not structural, some authorities engage in
“regulatory forbearance”—allowing more and more
ailing institutions to breach the law, hoping that time
and economic recovery will resolve the problems. In
the United States such behavior worsened the prob-
lem of moral hazard, since undercapitalized problem
institutions have a competitive advantage over sound-
ly capitalized institutions and are more likely to
engage in high-risk activities (Brewer and Monschean
1992; chapter 4).

Although ignoring failure can go on for decades,
the cumulative effects of weak intermediation, exces-
sive overhead, loan losses, mismanagement, and fraud
often surface during recessions, leading initially to
illiquidity in the weaker institutions and ultimately to
default and failure. The government is forced to deal
with the problems when bank runs threaten systemic

bank failure.
Defining insolvency

Because not all financial institutions have adopted
market value accounting, which requires that all
assets and liabilities be marked to market, two types
of bank insolvency should be distinguished. A finan-
cial institution is in economic insolvency when the
market value of its assets (capital and reserves, exclud-
ing the value of deposit guarantees) is lower than the
market value of its (nonequity) liabilities (Kane
1985). A financial institution is in accounting insol-
vency when the accounting report of its net capital
and reserves, according to generally accepted
accounting principles, is negative. A financial institu-
tion fails when it is unable to meet its obligations and
authorities intervene to restructure or liquidate the
failed institution.

Many financial institutions are economically
insolvent but appear to be accounting solvent because
different laws and accounting standards allow such
institutions to operate, often under a national deposit
guarantee scheme. For example, if market-value
accounting had been applied to OECD banks during
the height of the international debt crisis in
1985-86, a number of them would have been judged
both economically and accounting insolvent.
Moreover, many accounting insolvent banks do not
fail because the government intervenes through
bailouts or other assistance.

There is therefore a significant time lapse between
loss recognition and loss measurement and allocation.
The lag occurs because the parties involved—
bankers, supervisors, and policymakers—often refuse
to acknowledge that losses have occurred. The diffi-
cult question of political economy is how to allocate
the losses across different sectors and over time. Who
pays for bank losses?

A recent example is the reluctance of authorities
in the post—centrally planned economies to recognize
the economic insolvency of state banks that had
inherited loans to loss-making state enterprises.
These banks have not suffered bank runs because
they carry a state guarantee on deposits and are fully
state owned. With massive changes in relative prices
in these economies, the banks may continue to
finance loss-making enterprises for years to come—
further distorting resource allocation. In many coun-
tries policymakers have been reluctant to recognize
these losses because of the large resources required to
recapitalize these banks (Sheng 1992).

The major arguments against marking bank assets
to market value are that there may be no markets in
such assets and that thin markets may yield inaccu-
rate valuations. Asset valuation is relatively straight-
forward in industrial economies, where established
markets, valuation expertise, and set accounting and
asset valuation standards are in place. Asset valuation
is much more difficult for less-developed economies,
where none of these conditions prevail.

Asset valuation—particularly the valuation of col-
lateral—is crucial for loan provisioning and hence for
basic bank solvency. In most countries real estate
forms the bulk of bank collateral (box 2.1). The share
of bank lending in real estate peaked at 37 percent in
Malaysia and reached 42 percent of total loans in the
United States. At the 35 percent level, the exposure
of banks to real estate would be 350 percent of bank
capital, assuming a loan-assets ratio of 80 percent and
an 8 percent capital base. By the end of 1991, 15 per-
cent of U.S. construction and development loans
were noncurrent, three times higher than the average

(U.S. FDIC 1991).
Measuring losses

Loss diagnosis involves four steps: analyzing the causes
of bank losses, applying uniform accounting standards
to measure these losses, assessing the condition of
banks, and calculating the costs of restoring banks to
capital adequacy or, alternatively, of liquidating them.
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Box 2.1 Bank exposure to real estate

Since real estate (land and buildings) form the bulk of
loan collateral, banks are particularly vulnerable to real
estate price changes. In the United States about half of
all loans from banks with holdings of less than $1 bil-
lion are collateralized by real estate; banks with assets of
more than $1 billion have 35 percent of total loans
secured by real estate. Declines in collaterai value reduce
bank profitability in two ways: an income effect, since
the borrower may not be able to service debt, and a
wealth effect, since the bank will have to provide for the
shortfall between collateral value and estimated market
value. Commercial property is particularly vulnerable to
price fluctuations. All property loans have effective
maturities of seven to ten years because average rental

yields are low and property developers typically recover
cash flow through property sales. Cyclical overbuilding,
however, means that commercial property prices can fall
by as much as 50 percent from peak to trough, as has
occurred in Japan (1991-92), Malaysia (1984—86), and
the United States (1989-92).

A bank with 35 percent exposure to real estare is
rapidly decapitalized by a fall of 50 percent in collateral
value over a three-year period. Assume that a bank lends
80 percent against estimated market value. If collateral
value falls below the original loan principal by 10 per-
cent in each consecutive year, a bank with an initial 8
percent capital-asset ratio would fall below the 2 percent
level by the third year.

An important step in the diagnostic process is to
improve bank accounting and auditing standards—
especially loan classification and interest accrual stan-
dards—so that the degree of bank distress can be
measured uniformly in all areas. Although there is no
set of international standards for loan classification,
two sets of criteria determine loan performance: the
lag in servicing of loans and the profitability or per-
formance of borrowers.

In most cases a loan is nonperforming if it has not
been serviced in 90 to 180 days. Income vn nonper-
forming loans should not be tallied in the profit and
loss account, and realistic provisioning should be
made against the likelihood of losses in the recovery
of debt. In many countries markets for valuing loan
collateral such as plants and equipment are absent.
Prior to the establishment of special banking tri-
bunals, courts in Pakistan took as long as ten years to
deliver a judgment on debt recovery. Banks are also
reluctant to make provisions where these are not tax-
deductible against profits. Accordingly, the extent of
nonperforming loans in many developing countries is
grossly understated because of the lack of uniform,
enforced accounting standards, and hence bank prof-
its are overstated.

Even where reasonable accounting standards
apply, banks generally have found ways to disguise
the reporting of nonperforming loans. De Juan
(1991) found that the most problematic loans in clas-
sification schemes are those thar are reported as “cur-
rent.” Many banks in developing countries operate
overdraft loans, which are recallable on demand.
These cash loans, or even short-term loans, are in
effect long-term loans, since they are almost always
rolled over, often with the interest capitalized.

Depending on the financial reputation of the bor-
rower, some banks provide such loans on an unse-
cured basis. In Colombia, when the Superintendency
of Banks limited the exposure of banks to their relat-
ed group of companies, some banks channelled funds
to specially created subsidiaries in Panama that lent
the money back to the related companies in
Colombia (chapter 6). In other cases banks simply
rescheduled or rolled over debt, providing fresh loans
to service interest. In some developing countries
banks have been known to exchange their bad debts
with one another and to treat these as new loans, thus
delaying the requirement of reporting nonperforming
loans to the central bank.

The World Bank has published a set of guidelines
for bank supervision that provide minimum stan-
dards of best practice for developing countries in loan
classification and income accrual, accounting for debt
rescheduling, credit concentration, and accounting
disclosure along generally accepted accounting prin-

ciples (World Bank 1993).
Causes of Losses

The causes of bank losses are as important as their
value. A 1988 study by the U.S. Comptroller of the
Currency found that U.S. bank failures could be
attributed mainly to poor asset qua'ity (found in 98
percent of cases) and poor management (90 percent).
A weak economic environment was a factor in 35
percent of U.S. failures, and fraud was an issue in
only 11 percent. In developing countries the eco-
nomic environment may play a larger role—but
probably not more than, say, 50 percent. In many
financial crises—including severe decade-long cases
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(as in Argentina)—private banks with good manage-
ment survived, indicating that bank losses are not
inevitable and can be avoided through good risk
management and adequate capital.

Banks incur losses as a result of bad debt, opera-
tional losses, speculation, inefficiencies, excessive
taxes ot regulation, and fraud. Thus bank losses
reflect significantly the impact of changes in relative
prices (asset prices, tax rates, interest and exchange
rates) on a bank’s operations and balance sheet.
When such flow and stock losses exceed the bank’s
total capital and reserves, bank inselvency occurs.
While losses can often be controlled or minimized
with quality management, some changes in relative
prices, such as taxes and exchange rate or interest rate
controls, are outside a bank’s control. Studies of the
causes of bank insolvencies therefore must consider
the behavior of bank management, borrowers, depos-
itors, and policymakers in response to external
shocks, policy changes, and sectoral imbalances.

Assessing a bank’s standing requires setting objec-
tive standards of measurement, obtaining indepen-
dent verification of bank operations (through audi-
tors or supervisors), and providing full disclosure of
results to all parties involved in bank restructuring:
depositors, shareholders, bank employees, manage-
ment, and supervisory authorities. The full extent of
stock losses (historic losses at a point of time) and
potential flow losses (estimated future performance if
restructuring fails), as well as the implications of loss
distribution, should be transparent to all parties,
since perceptions of inequitable distribution of gains
or losses, based on imperfect information, can sabo-
tage any restructuring effort.

During the 1980s severe bank losses appeared in
both industrial (Norway, Spain, the United States)
and developing countries for a variety of reasons.

Credit losses

Bank losses cannot be attributed solely to external
shocks. India, Kenya, and Pakistan all enjoyed several
decades of uninterrupted growth, but each country’s
banking system has suffered problem loans for a vari-
ety of microeconomic and macroeconomic reasons.
In India and Pakistan the credit allocation policies of
state-owned banks played an important role. Banks
were expected to maintain a large number of loss-
making branches, particularly in rural areas, and to
lend at below-market rates for economic and social

welfare purposes. Such policy-based lending has been

responsible for a significant volume of loan losses.
Banks made loans according to policy directives and
were lax in their credit evaluation because they
believed that the state would underwrite the loans. In
Kenya several small banks and finance companies
failed because of excessively liberal licensing policies
in the early 1980s—policies that were intended to
improve indigenous ownership in the finance sector.
Weak management skills and fraud, complicated by
the ownership of banks by political factions, led to
the failure of several smaller institutions. These insti-
tutions were subsequently consolidated under the
supervision of the central bank. A deposit insurance
fund protected depositors from losses. In the after-
math of political change in Kenya in the early 1990s,
several loss-making banks were closed.

Commodity shocks

Market-based banking systems with reasonable
supervision standards in economies that depend on
commodities—such as Malaysia (chapter 7),
Norway, and Texas in the United States (chapter
4)—also suffered severely in the wake of the col-
lapse of oil and gas prices in 1984-85. In the decade
before the collapse, banks in these areas enjoyed
high profits as business boomed. The boom created
a bubble in real estate and other asset markets as
speculation in property and shares surged, financed
by banks in pursuit of higher profits. The asset bub-
ble burst as commodity prices turned downward
and inflation fell. The real value of debt increased
relative to collateral assets, thus creating a spate of
enterprise defaults. Governments in all three areas
intervened through the central bank or a state
deposit insurance fund.

Inberited portfolios

A number of banks created in the reform of banking
systems in formerly socialist economies—such as the
Czech and Slovak Republics, Hungary, and Poland—
inherited large portfolios of nonperforming loans to
state-owned enterprises. Since state-owned banks had
no credit risks under a centrally planned economy,
many of these enterprises were loss-making ventures.
The quality of most of these loans remains highly
suspect, but it has not been possible to estimate the
losses accurately in the absence of stable prices. In
1990-91 many of these enterprises suffered trade
shocks from the collapse of the trade arrangement



Bank Restructuring Techniques 29

through the Council of Mutual Economic
Assistance, creating large loan losses for the banks.

Connected lending

Banks in Argentina, Chile, Colombia, and Spain suf-
fered from a system in which banks were owned by
large economic groups that also owned enterprises,
with substantial bank lending to finance activities
within the same group. The largest failure of such a
group was the Rumasa group in Spain, which was
nationalized in 1983 (chapter 5). Seventeen of the
twenty Rumasa-owned banks had made loans of
more than 73 percent of their total credit to related
companies, which numbered more than 300 sub-
sidiaries. Connected lending also brought about the
failure of a small German bank, Schroder
Munchmeyer, which was caught in excessive lending
to its parent construction company in 1983.

Excessive regulatory raxes

Efforts by central banks to control inflation through
noninterest-bearing statutory reserves or low-interest
liquidity reserves reduce bank profitability and may
eventually be passed on to depositors or borrowers
through high spreads. In Argentina reserve require-
ments averaged 15.8 percent in 1987, and forced
investments reached 50 percent of total deposits. In
Yugoslavia regulatory costs in the form of statutory
and liquidity reserves added nearly 20 percent to
bank spreads in 1989. It has been estimated that
financial sector taxation in selected Sub-Saharan
African countries has averaged up to 10 percent of

GNP (Chamely and Honohan 1990).
Excessive overbead

Developing country banks incur high administrative
costs through overstaffing, excessive branching, and
wasteful expenditures. Prior to restructuring, banks
in Ghana incurred noninterest operating costs equiv-
alent to 6 percent of total assets, compared with an
average of 1 to 2 percent in OECD banks. These
costs accounted for more than 75 percent of total
interest income.

Interest rate mismatch

All banks suffer structurally from maturity mismatch-
es in their portfolios. The U.S. savings and loan crisis

was caused primarily by the maturity mismatch in
the balance sheet of savings and loans, which invested
in twenty-year or more fixed-rate mortgages but
relied on short-term deposits at flexible rates. After
short-term rates rose in 198081 the thrift industry
had an estimated net insolvency of about $100 bil-
lion in 1982 (U.S. Treasury 1991).

Foreign exchange mismatch

The 1974 failure of Herstadtt Bank in Germany
highlighted the dangers of mismatches in foreign cur-
rency positions. Inadequate management attention to
such dangers could lead to large speculative losses,
such as those reported by Bank Duta in Indonesia in
1990. Until 1989 in Poland and Yugoslavia, for
example, banks took substantial amounts of foreign
currency deposits from residents but surrendered
these funds to their national banks. Since foreign
exchange reserves were considerably smaller than
external debt during most of the 1980s, these bank-
ing systems suffered large losses when the domestic
currency was devalued.

Fraud

The more infamous cases of bank failures have been
associated with fraud. Early cases of fraud such as
Banco Ambrosiano (Italy, 1982), Johnson Matthey
(United Kingdom, 1984), and BMF Hongkong
(Malaysia, 1982) seem small compared with the spec-
tacular closure of the U.K. Bank of Credit and
Commerce International in 1991, where fraud and
mismanagement may have caused losses of $5 billion
to $10 billion out of total assets of $20 billion. In
Guinea five state-owned banks—accounting for the
bulk of the banking system’s assets—were closed in
1985 when 78 percent of their assets were found to
be fictitious (Tenconi 1989). Even in traditionally
orderly markets such as Japan, cases of forged deposit
certificates have caused large losses to the smaller
trust banks.

Flawed liberalization policies

Many of the banking problems of the 1980s can be
traced to poorly designed financial liberalization poli-
cies (Zahler 1993). Liberal entry rules and the expan-
sion of new banks and deposit-taking institutions in
the absence of adequate capital and managerial skills
and sufficient supervision were responsible for
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failures in Argentina, Chile, Kenya, Spain, and
Uruguay. Caprio, Atiyas, and Hanson (1993) found
that the lifting of credit ceilings and deregulation of
interest rates allowed banks to take excessive risks in
areas where they had no prior experience, such as real
estate. Sundararajan and Balifio (1991) conclude that
the connection between financial reform and crises
derives from an unstable macroeconomic environ-
ment, unsound liability structures of nonfinancial
firms, and weaknesses in the institutional structure

for banking.
Understanding the big picture

Thus banking problems have no single cause. Neither
the monetary causes of banking crises according to
the approach by Schwartz (1985) nor the business
cycle models of Minsky (1977) and Kindleberger
(1978) are fully explanatory. To blame solely manage-
ment failure, policy mistakes, or a business cycle ten-
dency to develop Ponzi-type bubbles would not suf-
fice. A proper diagnosis calls for a thorough under-
standing of the policy and economic environment,
the institutional framework, banking practices, the
quality of bank supervision (if any), and the structure
of incentives (box 2.2; Glaessner and Mas 1991).
Policymakers are becoming increasingly aware
that perverse incentives can lead to bank failure if left
unchecked. For example, recent evidence suggests
that it was moral hazard—not simply bad luck or
delayed closure—that led to the U.S. savings and
loan crisis and increased its cost (Brewer and
Monschean 1992). Excessive tax incentives to real
estate, for example, generated a property bubble that

led to oversupply and resulted in heavy real estate
loan losses in U.S. banks. Delays in obtaining court
orders to force debt repayment encouraged firms to
default in times of tight liquidity. In some developing
countries the total lack of enforcement of banking
laws and regulations emboldened bank management
to ignore laws and undertake speculative risks.

While there is consensus that adequate supervi-
sion and enforcement are required to maintain stabil-
ity in a financial system, even the most sophisticated
bank supervisors in advanced OECD countries have
not been able to prevent bank failures completely.
Bank supervision is thus a necessary but insufficient
condition for bank stability. Supervisory authorities
must pay greater attention to issues of sector and
national imbalances that may destabilize the banking
sector. Similarly, there is a need for overall national

risk management (Sheng and Cho 1993).
Assessing Problem Banks

Once uniform accounting standards and the causes
of losses are agreed on, the actual assessment of bank
solvency takes place. Bank examiners in the United
States use a uniform CAMEL rating system, which
assesses capital adequacy, asset quality, management,
earnings, and fiquidity (see chapter 3). In the
absence of bank examiners, some bank supervisors
use external auditors for an independent review of
the financial condition of banks. In World Bank
operations in the financial sector, special portfolio
audits have been commissioned using international
auditors under carefully designed terms of reference

(box 2.3). Such audits should provide the bank

Box 2.2 Assessing the risk of bank failure

A review of the policy and institutional environment in
which banks operate is a good start for the diagnostic
process.
Policy environment
* Is there significant financial repression?
* Does the state own a large stake in the financial sector?
* Is there liberal entry into the financial sector?
* Is there a nonbank financial sector that is growing
rapidly without supervision?
* Are credi allocation and forced lending policies hurt-
ing banks” autonomy in credit decisions?
* Are banks being taxed considerably higher than non-
banks?
* Are banks substantially owned by large enterprise
groups?

Institutional environment

* Are the legal framework and judicial processes con-
ducive to enforcement of debt recovery?

* Do domestic accounting and auditing standards meet
internationally accepted accounting standards?

* Is information on credit and borrower performance
available and transparent?

* Is there good bank supervisory capacity?

* Do supervisory authorities fully understand the prob-
lems facing the banking system?

* Is sufficiently trained bank management staff in
place, for example, in foreign branches?

* Do bankers have a good understanding of the costs of
intermediation and the sources of their profits and
losses?
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Box 2.3 Special audits

Terms of reference for special audits of banks should
include:
Accounting diagnosis

* Assessment of the bank’s portfolio under agreed uni-
form accounting standards and loan classification
methodologies.

* Assessment of the bank's credit process, including the
quality of information used in loan classification and
estimation of provisioning.

¢ Evaluation of adequacy of provisioning.

* Analysis of profit and loss accounts, including cost of
intermediation.

* Analysis of reliability of reported earnings and operat-
ing expenditures.

* Evaluation of credit concentration to largest borrow-
ers and the extent of connected lending.

* Evaluation of contingent liabilities such as lawsuits,
unfunded pension liabilities, guarantees, and expo-
sure to futures and options.

« Restatement of the accounts (balance sheet as well as
profit and loss accounts), including adequate provi-
sioning for all known losses or adjustments on assets
and liabilities, as well as off-balance items.

* Solvency assessment, including exposure to interest

rate, exchange rate, and maturity mismatches.

* Compliance with regulations, especially for capital
adequacy.

* Review of internal controls and potential exposure to
fraud.

Institutional diagnosis

* Review of bank’s strategic plan to operate safely and
efficiently in a competitive environment.

* An audit of the adequacy of management systems
and staffing and training policies.

* Review of organizational responsiveness to opera-
tional and strategic needs.

» Assessment of credit policies and procedures.

* Assessment of treasury operations (asset and liability
management capacity, including management of lig-
uidity, interest rate, and exchange rate risks).

* Review of the management information system (abil-
ity to obtain reliable and timely accounting and
strategic information for sound decisionmaking).

* Review of the efficiency and reliability of operational
procedures, including computer systems.

* Review of the internal audit function.

* Role of board of directors in monitoring and super-
vising management performance.

supervisor with sufficient information to assess the
basic causes of bank losses, a realistic (and indepen-
dent) assessment of the size of losses, and suggested
remedies.

Recent experience with portfolio audits in Central
and Eastern Europe, where there has been great
volatility in prices and policies, suggests that mea-
surement of the extent of losses is still subject to sig-
nificant variation. This is because the accounts of
enterprises (the banks’ main clients) are not yet main-
tained according to generally accepted accounting
principles and auditing standards that conform to
European Union requirements. Even where these
standards have been attempted, international auditors
have been unable to impose inflation accounting. As
a result accounting information is quickly outdated
under conditions of high inflation. A comprehensive
audit, followed by regular and quick portfolio
reviews, is required to establish the trend of losses in
banks operating in such environments.

Since using external auditors can be costly, some
countries have built up their own capacity for off-site
surveillance and on-site examination. Such teams
provide another assessment of banks solvency, which
may be grossly underestimated by bank management
or even external auditors.

Loss Recognition and Allocation

An important watershed in the bank restructuring
process is loss recognition, the point at which policy-
makers become convinced of the need to act despite
the enormous challenges involved. This usually
occurs when it becomes apparent that failing to act
would not only jeopardize confidence in the banking
system, it would also destabilize the macroeconomic
environment. This stage cannot be reached until a
sound assessment of past losses in the financial sys-
tem has been completed, as well as a projection of
future losses if the problems are not addressed.

As discussed in chapter 1, bank losses should
never be underestimated. Underestimating the size of
losses creates credibility problems later with the pub-
lic and policymakers, and insufficient resources—
financial or human—may be allocated to deal with
the problem. Time and again, delays in recognizing
failure and taking action have escalated the cost of
failure resolution. For example, bank losses in
Norway first surfaced in 1987, when eight commer-
cial banks and seven savings banks began reporting
losses. The banking system as a whole reported nega-
tive profits in 1988 (Solheim 1990). The banks ini-
tially relied on bank-funded commercial banks’ and
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savings banks’ guarantee funds, but by 1991 the
funds were insufficient to deal with the widespread
problems. The Norwegian government ultimately
had to create a Government Bank Insurance Fund to
deal with the problem (box 2.4).

Once bank losses have been recognized, they must
be allocated. But who should bear the losses? Not nec-
essarily the holders of bank obligations. Conventional
thinking assumes that banking losses should be borne,
in broad descending order, by borrowers, sharehold-
ers, fellow bankers, employees (in situations of liqui-
dation), government, and depositors. The failure of
banks is like market failure. By not allowing banks to
collapse, and hence effectively passing the losses on to
all holders of the failed banks’ liabilities, there may be
no equitable or fair method of allocating such losses.
Loss allocation decisions generally have been made on
the basis of the existing legal framework and the cur-
rent conditions of political economy. Because most
governments do not feel that depositors should lose,
the least painful political option is for the government
to bear the losses. But is this solution fiscally sustain-
able? Moreover, will a government bailout create
problems of moral hazard? Each of the potential bear-
ers of bank losses plays a role in determining the opti-
mal form of bank restructuring.

Borrowers

Defaulting borrowers pay in terms of the liquidation
of their collateral. If banks have difficulty collecting
from bad creditors, they may pass the loss on to
other borrowers by raising lending rates. Losses allo-
cated too heavily to borrowers through high lending
rates and rapid debt collection may cause even good
borrowers to default, leading to a credit crunch that
may retard growth and recovery. Even good borrow-
ers have incentives to default if a government bailout

is likely—“when most everyone (who counts) is
bankrupt, nobody is!” (Diaz-Alejandro 1985).
Indiscriminate bailout of bad borrowers also may
induce good borrowers to delay debt repayment,
thus imposing higher bailout costs. And borrowers
may have no incentive to repay if repayments can be
delayed due to inefficient court enforcement of
bankruptcy or debt recovery.

Shareholders

If losses are met by shareholder deposits of new capi-
tal or bank liquidation, shareholders would lose their
wealth. But shareholders with political clout may not
lose their shares if they induce a government bailout.
In Colombia the central bank’s injection of addition-
al equity into the rescue of a bank preserved the
shareholders’ shares, although the shareholders lost
controlling interest. In Sri Lanka shareholders were
effectively protected from loss when the central bank
injected liquidity into loss-making finance companies
without requiring a reduction in capital. Before laws
were changed in Malaysia and Thailand, initial bank
restructuring efforts imposed only partial losses on
shareholders. In Thailand finance company share-
holders surrendered only 25 percent of theit shares to
the Ministry of Finance in return for lifeboat sup-
port, while in Malaysia central bank injections of
capital into three commercial banks absorbed equiva-
lent losses, protecting existing shareholders. Both
countries subsequently required full capital reduction
of losses before government assistance was made
available.

Because of the principle that share capital should
be at risk, it is now standard practice that bank losses
should be written off against existing share capital
and reserves before governments intervene. Where
reduction of capital is governed by corporate law,

Box 2.4 Norway: An institutional solution

Norwegian commercial and savings banks’ cumulative
Josses on loans and guarantees during 1987-90 amount-
ed to NOK 35 billion. This followed six years of operat-
ing losses, attributable to falling property values, exten-
sive business failures, and economic recession. These
losses eroded the banks’ two lines of defense, their own
capital and the bank industry—financed guarantee funds.
To strengthen bank safety the government created the
Government Bank Insurance Fund (GBIF) with a capi-
tal of NOK 5 billion to provide support loans or to

directly acquire shares in banks. Between 1991 and 1992
the fund provided support loans and preference capital
amounting to more than NOK 16.7 billion to six finan-
cial institutions, including three of the largest banks in
the country. The fund generally injected capital into the
banks to meet their statutory capital requirements, sub-
ject to agreement by the banks to improve their operat-
ing efficiency and rerurn to sound banking.

Source: GBIF 1992.
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however, that procedure may be extremely cumber-
some and impractical—a bank supervisor’s applica-
tion to a court for reduction of capital would trigger
an irreparable bank run. Accordingly, banking laws
such as Spain’s allow deposit guarantee funds to write
off losses against existing capital before any invest-

ment in capital by the fund.
Other bankers

Industrywide cooperation in rescuing a single fail-
ing institution is now common practice. This may
take the form of a larger, stronger bank taking over
a weaker institution, either voluntarily or with
some incentives provided by the central bank (such
as a soft loan). Alternatively, the costs of liquidating
a small bank can be distributed among the other,
healthy banks. The issue of persuading other
bankers to absorb losses of failed banks is an open
one. In Europe and the United States policymakers
have moved toward greater concentration in bank-
ing by providing incentives to profitable and well-
managed banks to absorb smaller, failed banks. In
the United States concentration of problem banks
was encouraged through “phoenixes,” “bridge
banks,” or management consignments. This
process may work where banks still have a “fran-
chise” value due to limited licensing, protection
from competition, or valuable branches or net-
works, but liberalized entry policies in a number of
countries are making the process less appealing. In
the past large Japanese banks helped absorb weaker,
smaller banks. There is now resistance to such
moral suasion.

The technique of strong banks absorbing weak
banks works in the exceptional failure or two, and
where the rest of the banking system is reasonably
strong and profitable. Where losses are larger and
more widespread, the stronger banks often refuse to
help because of the danger of contagion. There is
potential for disaster when weak, state-owned banks
take over failing private banks, as demonstrated by
the Consolidated Bank of Kenya, which later ran into
substantial difficulties.

Employees

Bank unions are generally among the strongest
unions in a country and have a significant say in the
resolution of failed banks. Making failed institutions
more efficient often involves large staff cutbacks. In

the case of state-owned banks, employee action has
delayed the process of privatization. The Argentine
banking system has a labor force of 145,000, three
times that of Malaysia with only twice that country’s
GDP. Restructuring state-owned Argentine banks
became difficult because bank employees became a
powerful lobby against the closure of banks, inflicting
further losses on the budget.

Depositors

A common technique to keep weaker institutions
solvent is to lower deposit rates while maintaining
high lending rates. Where no explicit deposit insur-
ance scheme exists, depositors may be willing to bear
some losses, such as lower deposit rates, so long as
the return of their principal is assured. Some coun-
tries have used the inflation tax to pass on losses o
depositors, particularly through negative real interest
rates on deposits. Deposit insurance schemes protect
only the nominal value of deposits, not their real
value.

Some depositors in low-inflation economies have
borne losses where there has been no explicit deposit
insurance scheme. When Thai finance companies
failed in the early 1980s, authorities agreed to repay
depositors only the deposit principal, without inter-
est, over ten years, in installments of 10 percent a
year. With average inflation of 5 percent a year,
depositors bore real losses of about 50 percent. When
deposit-taking cooperatives failed in Malaysia, the
authorities agreed to repay the principal, 50 percent
in cash over two to three years at a positive (but low)
interest rate and 50 percent in equity or convertible
bond in a licensed finance company that absorbed
the assets of the failed cooperatives and whose shares
were to be sold publicly (chapter 7). When the com-
pany was sold to a successful, publicly listed company
in exchange for shares in 1991, some depositors
ended up gaining from the exercise.

External creditors

Some losses can be passed on to the external sector
if foreign creditors are willing to absorb some of
the losses on their foreign currency loans to the
country in which the failed banks reside. An inno-
vative technique for recapitalizing rural banks
using the discount value of the Philippine govern-
ment’s debt in the secondary market is described in
box 2.5.
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Box 2.5 Debt-equity swaps in bank restructuring

Some countries with external debt at discounts to their
par value can use the discounts to recapitalize banks.
Commercial banks in Ecuador, for example, bought the
nation’s foreign debt from the secondary market at a
discount in U.S. dollars and sold these bonds to the
central bank, which bought them in domestic currency
at full face value. The commercial banks used the prof-
its between the discount and the face value to recapital-
ize themselves.

A variation of this approach was used in the
Philippines to recapitalize the rural banks, which owed
substantial sums to the central bank. The Land Bank of
the Philippines bought restructured seventeen-year U.S.

dollar promissory notes of the Philippine government at
a discount from foreign noteholders. These were sold to
the central bank at 100 percent par value, in pesos plus
interest, subject to the Land Bank’s parricipation in the
Rural Bank Capital Enhancement Program. Under the
program a rural bank places new capital funds with the
Land Bank, and the Land Bank issues the rural bank a
seven-year promissory note for double the funds
received as capital injection. The rural bank then uses
the Land Bank promissory note to liquidate debt to the
central bank. The system essentially uses the discount
“profit” to recapitalize rural banks and settle their debts
to the central bank.

Government

Governments intervene in bank failures directly and
indirectly through central bank assistance, guarantees
of bank deposits, and tax writeoffs for bad loans.
What share of bank failure losses should be borne by
the public sector? Should the losses be absorbed by
the treasury or by the central bank? In theory, the
central bank is a part of the public sector, and there
should be no difference between treasury and central
bank financing of the losses. In practice, the source of
financing can be critical in bank restructuring
schemes, with the choice depending on the solvency
of the central bank and the size of its foreign
exchange reserves.

A traditional central bank—one with only nonin-
terest-bearing monetary liabilities, high capital, and
reserves represented mainly by foreign exchange
assets—should have few problems absorbing bank
failure losses. The stock of public sector savings (in
the form of the net worth of the central bank) is
reduced by the losses absorbed. Since the central bank
can always earn seigniorage on its currency liabilities,
it can absorb large bank losses. The central bank may,
however, lose foreign exchange reserves—in the form
of capital flight—if ic issues reserve money to rescue
banks. The losses from the failure of some small banks
in Hong Kong in the early 1980s were absorbed
against the reserves of the Exchange Fund.

For solvent central banks or currency boards with
large reserves, bank losses can be absorbed with few
monetary effects. Indeed, a central bank with large
foreign exchange reserves and no external debt gains
from a devaluation when large revaluation surpluses
are created. These surpluses can be used to absorb the
losses from banking failures.

On the other hand, central banks that have been
weakened by excessive lending to the public sector,
with large interest-bearing liabilities and net foreign
exchange liabilities, do not have the capacity to
absorb bank failure losses. These central banks run
the risk of monetizing the losses through the growth
of their monetary liabilities, generating an inflation-
ary pressure that distributes the losses to the holders
of currency and central bank liabilities. Large quasi-
fiscal deficits incurred by monetary authorities were
major causes of hyperinflation in Yugoslavia and
Argentina (chapters 9 and 11).

Experience suggests that, where central banks do
not have the capital and reserves to absorb bank fail-
ure losses, the treasury should absorb the losses. The
treasury can finance bank failure losses by raising
taxes, cutting spending, using the inflation tax, sell-
ing its real or financial assets, or borrowing (long-
term) domestically or abroad. In all cases bank failure
losses are passed on either to taxpayers or to the hold-
ers of public debt, including currencyholders.

Despite the range of possibilities in loss alloca-
tion, most governments choose the most politically
palatable course, that of bearing the losses in the pub-
lic sector through the central bank, a deposit insur-
ance fund, or directly in the budget. One of the least
successful methods, with a total lack of transparency,
is to use the deposits of state enterprises to bail out
weak banks or finance companies, as happened in
Kenya during the 1980s. This approach hid the scale
of losses in the banks and financially weakened the
state enterprises.

As long as the state provides implicit or explicit
deposit insurance for the banking system, bank loss-
es greater than available bank capital are equivalent
to an internal debt of the government that is being
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financed by short-term bank deposits. Accordingly,
the capacity of the state to deal with bank losses
depends on its debt capacity, the domestic growth
rate, and the real interest rate paid on state debt.
Governments in strong fiscal positions, with low
debt or strong borrowing capacity and favorable
access to foreign or domestic capital markets, may
be able to finance bank losses by swapping the bad
debts in the banks with government bonds. As long
as they are able to borrow without significantly rais-
ing domestic real interest rates, crowding out the
private sector, or disturbing monetary stability, the
state will be able to transfer most of the burden of
bank losses to the future. The losses are written off
over time, with the burden borne largely by taxpay-
ers. The dynamics of government debt and bank
losses are examined in box 2.6.

On the other hand, governments that are
already saddled with high fiscal deficits and that
are paying high real interest rates may not have the
capacity to deal with bank losses except through
some form of inflation rax. These losses are spread
through the economy on financial assetholders
and often create distortionary resource allocation
effects—which worsen the macroeconomic
environment.

Rewriting the National Balance Sheet and Incentives
Structure

As mentioned earlier, any effort by the state to
address systemic bank losses must include a rewriting
of the national balance sheet and incentives structure.
Authorities have to decide where losses should be
allocated and whether these losses should be allocated
to a one-time stock adjustment or to a gradual adjust-
ment over time through flow changes. Both tech-
niques affect the net solvency of different sectors,
with significant implications for the incentives struc-
ture in the economy.

This effect is best illustrated by reviewing sector
and national financial balances (see chapter 1). For
example, if total bank credit amounts to 20 percent
of GDP and losses amount to 15 percent of total
credit, then recapitalization of the banks would
require resources equivalent to 3 percent of GDP. If
the government decides to absorb bank losses
through a bond-bad debt swap (sometimes called a
carve-out), then the government would have o issue
bonds equivalent to 3 percent of GDP to shift the
losses from the banking sector to the government sec-
tor. If domestic interest rates are 10 percent a year,
the additional cost to the budget is 0.3 percent of

Box 2.6 The fiscal impact of bank losses

Since bank losses are quasi-fiscal deficits, the cumulative
losses in the banking system are equivalent to an internal
debrt of the state. The long-term consequences of running
such internal debt can be projected using the following
equation: the change in the government debt to GNP
ratio (d) is equal to the primary (or noninterest) deficit
of the public sector, less what is financed by seigniorage,
plus the current debt ratio (4) times the average real
interest rate on the debt minus the growth rate of GNP:

Change in 4 = (primary deficit/GNP)
(seigniorage/ GNP) + 4 (real interest rate — growth rate)

The quasi-fiscal deficit due to bank losses tends to
increase the primary deficit. To the extent that the cen-
tral bank is already financing bank losses through lig-
uidity creation, the revenue that can be obtained from
seigniorage is correspondingly reduced. The change in
the overall debrt ratio & will increase with the primary
deficit or if the real interest rate exceeds the domestic
growth rate. On the other hand, 4 will decline with
inflation or high GNP growth.

The equation above helps explain the varying success
of bank restructuring programs. In countries with rela-

tively low inflation, high growth, and low fiscal deficits
or small surpluses, 4 may be declining over time. This
category includes Malaysia, Spain, and Chile after the
macroeconomic stabilization program.

On the other hand. countries with large primary
deficits and excessive real interest rates allow cheir debt
ratios to become unsustainably large, so much so that
the debt can only be reduced through higher and
higher inflation. This category includes Argentina,
Chile in the early 1980s, and Yugoslavia. The growth
of the domestic debt also rose sharply because of exces-
sive real interest rates, ranging as high as 40 percent a
year.

How 4 will perform depends on whether bank losses
continues to flow or converge toward zero, provided the
bank restructuring exercise has stemmed all future loss-
es. Carve-outs have not worked well in many Eastern
European economies in transition because the problem
stems from the continuing flow of enterprise losses. As
long as the real sector is still suffering from economic
losses, lending to such enterprises will ultimately show
up as bank or quasi-fiscal losses.

Source: Fischer and Easterly 1990.
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GDP Assuming that the government has a small fis-
cal deficit of, say, not more than 2 percent of GDP,
such additional costs may be fiscally sustainable with
no major monetary implications. There is no net
impact on the domestic economy’s solvency since the
transaction has no foreign exchange implications.

If, however, the public sector has a large fiscal
deficit of, say, 8 percent of GDP, and inflation is run-
ning at 30 percent a year, then the total fiscal deficit
would be worsened by the additional debt-servicing
costs of 0.9 percent of GDP (30 percent times 3 per-
cent new bonds for the carve-out). At that point the
government may be faced with the combined prob-
lems of a declining tax base (due tc the losses of state-
owned enterprises and consequent losses of banks, plus
rising unemployment) as well as capital flight (by
wealthholders concerned with higher taxation).

Thus different solutions involve some form of
rewriting of the national and sectoral balance sheets
and, by implication, the incentives structure. Carve-
outs may recapitalize the banking system by shifting
the burden to the state, but they also may create
moral hazard incentives that worsen future banking
losses. Moreover, without parallel reforms in the real
sector, banks may continue to incur losses so long as
they continue lending to the enterprise sector. Thus
bank restructuring often must be accompanied by
changes in the real sector and in the incentives struc-
ture. It is futile to engage in paper transactions that
appear to address bank solvency but that do not
address the fundamental causes of the losses.

Sustainable bank restructuring requires that the
national balance sheet and incentives structure be
rewritten so that the economy moves toward an
open, competitive, and stable financial structure.
Different countries have rewritten the national bal-
ance sheet and incentives structure in different ways.
Bank restructuring works where concomitant mea-
sures have been taken to reform the real sector,
accompanied by major changes in the fiscal and poli-
Cy environment.

Liquidate or restructure?

A first key policy decision is whether a market-based
solution or government intervention should be
adopted (box 2.7). Market-based solutions are gener-
ally the most efficient, with least cost to taxpayers.
For example, a natural market solution to a failed
bank is liquidation without any protection for the
depositors. This presumes that depositors were aware

of and willing to absorb the risk of bank failure. In
many countries deposit protection is afforded
through a small deposit insurance scheme that helps
small depositors but presumes that large depositors
can take care of themselves.

Liquidation was the approach used in the case of
the United Kingdom’s Bank of Credit and Commerce
International (BCCI) in 1991, when extensive fraud
was uncovered. The bank was liquidated after negotia-
tions for additional capital injection to recapitalize the
bank failed. It was left to the liquidator of the bank to
recover and distribute any remaining assets according
to the law. If the process is applied according to the
law, the depositors of the failed bank will suffer losses
beyond any deposit coverage they had under the
British deposit guarantee scheme.

Another option, particularly successful where the
number of failed banks is small and there is “fran-
chise” value, is to sell or merge the ailing banks,
without government assistance, to other banks,
including foreign banks or new entrants to the bank-
ing sector. This method was adopted in Spain and
Thailand, where the capital was reduced to the
extent of the losses and the bank was recapitalized by
offering the shares to new shareholders (Sundaravej
and Trairatvorakul 1989). In the Spanish case some
of the larger banks that gained market share by
absorbing smaller problem banks later got into trou-
ble (chapter 5).

If private buyers cannot be found for a failed
bank, experience indicates that liquidations are gener-
ally cheaper than keeping insolvent banks open. But
in some African banking systems with dominant
state-owned banks, such as in Ethiopia, Tanzania,
and Uganda, loss-making banks have been kept open
because they are the only payments mechanism and
major savings mobilization systems in the country.

Box 2.7 Restructuring mechanisms

Market-based solutions

* Shareholder capital injection

* Sale or merger

* Privatization

* Liquidation without deposit compensation
Government intervention

* Nationalization

* Liquidation with deposit insurance
¢ Asset recovery trust

* Bank “hospitals”

* Supply-side solutions

* Forced conversion into bonds
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Bank supervisors in a number of countries hesi-
tate to liquidate banks because of either the “too big
to fail” principle or because of the possible contagion
implications. But the real fear is perhaps “too big to
liquidate,” where the costs of liquidation—in terms
of economic disruption, political backlash, and fail-
ure of the payments system—would be too large.
Such hesitation creates perverse incentives—liberal
entry into banking without exit results in moral haz-
ard behavior. The experience of the 1980s suggests
that as the costs of bank rescues rose, more bank
supervisors were willing to take the bold step of liqui-
dation in order to break the moral hazard trap.

Market-based solutions cannot succeed, however,
where the problems stem from market failure itself.
As indicated earlier, such failures could have many
causes, including restrictive practices, bad macroeco-
nomic policies, and inadequate supervision. Once
liquidation has been ruled out, government interven-
tion becomes the next logical step.

Government intervention in the financial sector

Although market-based solutions were tried in most
of the countries studied, government intervention in
bank restructuring occurred in all eight. There are
good reasons for government intervention in bank
restructuring. First, unlike enterprise failure, bank
failure involves thousands of deposit and loan con-
tracts, which involve extremely high transaction costs
through the normal process of liquidation or court
resolution.

Second, since banks are both the custodians of
private savings and operators of the payments system,
bank failures carry the systemic risk of causing eco-
nomic disruption and loss of confidence in the sys-
tem itself. The externalities of bank failures are very
large.

Third, the fact that banks are closely regulated
compared with enterprises gives depositors an
implicit (and sometimes explicit) public guarantee
that the government will safeguard the value of
deposits. Consequently, despite awareness of the dan-
gers of moral hazard in the “too big to fail” doctrine,
governments have intervened in almost all known
cases of problem banks. Even after Chile’s period of
doctrinaire free-market policies (1974-80), for exam-
ple, when the banking crisis emerged in 1981 the
government not only gave an explicit guarantee on
all bank deposits, it also assumed or guaranteed all
private sector external debt to preserve international

credibility. In almost all the cases examined, the gov-
ernment (including the central bank) absorbed the
bulk of bank losses in order to protect the depositors.

One of the two most drastic forms of state inter-
vention is nationalization. Nationalization of banks
was undertaken in the 1980s by Costa Rica, El
Salvador, and Mexico. In Mexico the banks were
nationalized in 1982 for populist reasons rather than
for reasons of national exigency. Nationalization
internalizes the losses of the banking sector into pub-
lic sector debt, thus removing any doubt about the
safety of private sector deposits in the banking sys-
tem. Even though Mexico shared the same debr crisis
as other heavily indebted countries, it avoided a crisis
of bank runs (although not capital flight) because of
the nationalization. The cost of avoidance of bank
runs was inefficient credit allocation by state-owned
banks. It was mainly to promote the more efficient
allocation of resources that Mexican banks were pri-
vatized in 1990-91 (Barnes 1992).

Another drastic solution is hyperinflation fol-
lowed by currency reform. Conceprually, hyperinfla-
tion erodes the real value of the bank debt of the
enterprise and public sectors by passing all losses on
to the depositors. Proponents of this strategy often
cite post~World War II German hyperinflation, after
which a successful currency reform placed the econo-
my on a strong path of growth and recovery.

The hyperinflation approach was tried in the
1980s in Argentina, Poland, and Yugoslavia—
although in each case it was the consequence of a
number of factors, not a deliberate act of policy—
and in each case it failed because the structural prob-
lems within each economy were not corrected (chap-
ters 9 and 11). In all three cases hyperinflation was
unable to erode external debt and only increased dis-
intermediation from the banking system. In Poland
and Yugoslavia, where a significant share of deposits
with domestic banks were denominated in foreign
currency, hyperinflation and the accompanying
devaluation worsened the internal debt obligations of
the governments because banks carried an implicit or
explicit state guarantee on these deposits. The gov-
ernments ended up owing large sums denominated
in foreign currency to their own residents.

In the absence of inflation accounting, inappropri-
ate decisions can be made based on distorted informa-
tion. For example, in the immediate post-inflation
period (1990) Polish banks and enterprises reported
exceptionally high profits, derived from the sale of
inventory—without adjusting for replacement costs—
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and a sharp cut in real wages. The government also
temporarily enjoyed a budgetary surplus because of a
higher tax on the inflation profits of enterprises. But
enterprise losses reemerged quickly after 1990 because
state-owned enterprises did not restructure to interna-
tionally competitive levels, real wages increased, and
lost inventory had to be replaced.

Thus a stock-flow—consistent framework suggests
that even temporary erosion of the debt of the deficit
sectors (the enterprise and public sectors) at the
expense of the surplus (household) sector will not
work. Structural adjustments to the asset side of the
national balance sheet, that is, changes in the real sec-
tor, must accompany bank restructuring. Bank fail-
ures arise from structural imbalances in the real
sector—such as large fiscal deficits or enterprise
losses—and until these are addressed, financial
restructuring alone will bring only temporary relief.

The lessons of the Argentine case are important
(chapter 11). Argentina started and ended the 1980s
with banking crises. The primary cause of the early
1980s crisis was financial liberalization in an era of
lax fiscal discipline, overborrowing, and inadequate
bank supervision. These failings were also common
to neighboring economies, such as Chile and
Uruguay. With the cutoff of external credit—due
mainly to the debt crisis but also to the government’s
inability to bring its fiscal deficit under control—the
economy reeled into hyperinflation in 1989. Since
the state had reached the limits of its debt capacity,
the only way to reduce its interest and debt burden
was to force the conversion of commercial bank time
deposits into cash (up to the equivalent of $500) and
dollar-denominated ten-year bonds with two years’
grace called Bonex. This unilateral writedown of
public debrt 1o the private sector was a major blow to
the financial system, but it gave breathing space to
the public sector to carry out other real sector
reforms that gradually restored economic growth in
1991 and 1992. Brazil also was forced to adopt this
drastic solution in 1990.

Sequencing of action

Bank restructuring cannot be undertaken indepen-
dent of real sector (or enterprise) restructuring.
Financial reforms made well in advance of real sector
liberalization could lead to subsequent reversals as
recapitalized banks continue to make loans to loss-
making enterprises. The debate remains open, how-
ever, on whether the state should first deal with the

enterprise-borrower problem (the supply-side solu-
tion) or with the banking problem.

If the state assists the enterprise-borrower sector
first by directly injecting funds to restore the capital
base of borrowers, then the bad debts of the banking
system are correspondingly reduced by the amount of
state aid. But state assistance to the banking system
does not automatically mean that there will be a “pass-
through” effect, in which the banks pass-through their
state aid in the form of debt rescheduling, reduction,
or writeoffs. Recent cases of bank restructuring, partic-
ularly in Eastern Europe, suffer from the complaint by
distressed borrowers that the state bailed out banks and
depositors at the expense of the enterprise sector.

Sundararajan (1992) suggests the following
sequencing for financial sector reforms:

* A minimal system of prudential regulation,
including enforcement, and recapitalization of the
banking system.

* Key monetary control reforms and support for
changes in money markets.

* The speed of liberalization of interest rates and
credit controls depends on the pace of fiscal and
external policies in achieving overall macroeco-
nomic balance.

* A wide range of central bank operational reforms,
including policy research, foreign exchange mar-
ket operations, prudential regulation, clearing and
settlement systems, public debt management, and
accounting and bank reporting systems.

While this sequence is appropriate for the finan-
cial sector, real sector reforms—particularly in the
enterprise, trade, and fiscal areas—are much more
difficult to achieve because of entrenched political
and institutional interests. In the transition socialist
economies with newly created parliamentary process-
es, needed changes in legislation and the political
debate over privatization and equitable distribution
of former state property often get entangled in a
morass of debate that delays resolution.

The national balance sheet approach suggests the
following:

* Rewriting the losses of the banking sector will
involve distributing losses across almost all other
sectors—enterprise, banking, government, and
even external.

* Rewriting the national balance sheet has to be
done in such a way that sector balance sheets are
stable, sustainable, and credible—shifting large
imbalances to a fiscally unsustainable public sector
would only inflate macroeconomic imbalances.
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* The national balance sheet can only be stable if
changes to the balance sheet (that is, flows) follow
the right incentive structure—toward sound risk
management, competition, and efhciency.

* Resolving sector or national losses requires fresh
resources, but not necessarily additional debt.
Thus borrowing externally to settle domestic lia-
bilities could worsen the national balance sheet if
external resources leak out in the form of imports
or capital flight.

Governments faced with difficult choices can opt
for a Schumpeterian supply side—oriented approach
to generate additional resources to deal with bank
losses, or use Keynesian demand management to
extract the resources to do so.

Supply-side solutions

In two cases governments with a historical inclination
toward industrial policy and strong fiscal capacity
chose supply-side solutions to deal with potential
bank problems. In the case of the former German
Democratic Republic, the German government
avoided problems, first, by restricting entry into the
banking sector with high capital and licensing stan-
dards (Meinecke 1991; Siebert, Schmieding, and
Nunnenkamp 1992). No new banks were created in
the five Eastern Landes, and thus Germany avoided
the problem of failure of new entrants, which has
been a common problem in the rest of Eastern and

Central Europe.

Second, the authorities “cleaned up” the assets of
the former state banks of eastern Germany by issuing
“equalization claims” to these banks and selling the
cleaned banks to the larger banks in western
Germany. The debt of eastern state-owned enterpris-
es were “cleaned” with “equalization claims” or guar-
antees issued by the Restructuring Agency, all of
which are backed by the federal government. As a
result of these initiatives the eastern banking system
can function without the burden of past bad debts,
and the risks against future bad debts are controlled
by private banks operating under market rules, as
defined by German law (Meinecke 1991).

In its August 1992 package the Japanese govern-
ment went for measures aimed at fiscal stimulation
(box 2.8). Other than some advanced purchase of
land from the banks by local authorities and a pro-
posal to create a quasi-official agency to buy land that
would have been held by banks as collateral against
nonperforming loans, the package focused on the
supply side. In other words, if the burden of nonper-
forming loans was due to slow economic growth,
then a stimulation package aimed at improving pub-
lic infrastructure would generate sufficient growth
and profits for the banks to clean out their portfolios.
This approach hinges on the belief that there is little
wrong with the structure of the banking system that
correct incentives, improved supervision, and fiscal
stimulation would not cure. The incentive structure
is also supply side, since the fiscal measures reward
efficient producers so that profits are generated in the

Box 2.8 Japan: A supply-side solution

The Japanese rescue package of August 1992 was a sup-
ply-side solution aimed at stimulating the economy to
relieve banks of their nonperforming loan burden. The
package involved a total of ¥10.7 trillion ($86 billion),
comprising ¥ 8.6 trillion of public works spending
(including ¥ 1 trillion of advance purchases of land by
local governments) and ¥ 2.1 trillion of lending for
small firms and private capital investments. The lending
and investment portion was designed to assist small
firms suffering from the credit crunch as banks restrict-
ed credit to prime customers. Funding for the program
came from the Ministry of Finance’s Trust Fund
Bureau, which is funded largely from postal savings.
The government also asked the public utilities to accel-
erate investments of ¥ 700 million and to add ¥ 1.1 tril-
lion from public funds for investment in shares.

The Japanese banks have established an asset holding
company along the line of the Japan Bankers Association
Investment Inc., an offshore vehicle established in 1987

to buy developing country debt from Japanese banks.
The Cooperative Credit Purchasing Company was
established by 162 financial institutions with a capital of
¥ 7.9 billion to buy land from banks’ collateral portfolio
at book or below-market prices, thus allowing banks to
obtain tax relief on the writeoff of nonperforming loans.
By March 1993 the company had bought 229 nonper-
forming loans worth ¥ 681.7 billion at an average dis-
count of 34 percent.

In December 1994 the Bank of Japan announced
the creation of a special “rescue bank,” using for the first
time resources of the Bank of Japan to bail out two
insolvent credit associations in Tokyo. Of the ¥ 40 bil-
lion capital of the rescue bank, half was provided by the
Bank of Japan and half by private banks. The Deposit
Insurance Agency will provide ¥ 40 billion to cover the
losses of the failed institutions.

Source: Numachi 1993; Sasaki-Smith 1994.
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system. The banks will still try to enforce financial
discipline by weeding out the loss-makers and using
their profits to write off the bad loans.

Flow and stock solutions

Government intervention in ailing banking systems
involves one of two key approaches—flow or stock
solutions (box 2.9). Depending on the degree of
bank distress, intervention can involve a variety of
these approaches, including a combination of flow
and stock solutions.

Flow techniques. Flow solutions have worked quite
well in most mild cases of banking distress. Where
real sector problems are the result of a temporary
shock and governance of banks, enterprises, and the
civil administration are fairly effective, flow solutions
can be useful. The most common flow technique is
central bank liquidity support at subsidized rates. For
example, the low interest rate regime in the United
States from 1991-93 was largely responsible for
recapitalizing the domestic banking system. Between
1991 and 1993 net interest income and writeback of
provision for loan losses each accounted for about
half of the factors contributing to the recovery of
U.S. banks’ earnings (Bank of Japan 1994).

Such techniques have high monetary costs
because liquidity support for loss-making banks are
expansionary in nature and counter the need for tight
monetary policy, particularly when the economy is
also undergoing a period of structural adjustment.
On such occasions bank supervision responsibilities
conflict with the central bank’s own monetary poli-
cies. Some Latin American economies, such as Chile,
have separated bank superintendency from the cen-
tral bank to ensure that each objective is carried out
independently and objectively.

The second most popular flow technique is to
permit higher spreads, allowing the banks to pass the

Box 2.9 Flow and stock solutions

Flow solutions

* Central bank liquidity support at subsidized rates
* Allow high spreads—use of inflation tax

* Regulatory and accounting forbearance

* Deregulation to allow new income sources
Stock solutions

* Carve out bad assets to central agency

* Capital injection by private or public sector

* Liquidation

loss burden on to either the borrowers (through high-
er lending rates) or the depositors (through lower
deposit rates). Some countries try to protect borrow-
ers by placing lending rate ceilings on loans, which
forces the losses on the depositors. In 1980-81, when
the Republic of Korea’s heavy industrialization pro-
gram stalled in the face of the international recession
and large debt-servicing problems surfaced in the
banking system, the authorities chose not to raise
interest rates, which would have been the orthodox
stabilization solution. Instead they lowered deposit
and lending rates to negative real levels for two con-
secutive years in order to reduce the real burden of
debt on Korean enterprises—and passed the losses on
to the depositors. Korea was also able to impose a
financial repression tax on depositors because of tight
exchange controls. The negative effect was the retar-
dation of financial deepening in Korea for a number
of years, as well as the emergence of a large curb mar-
ket, which had to be addressed separately.

In contrast, Chile was unable to impose a repres-
sion tax in the 1981 crisis because of an open capital
account. In order to keep savings within the country,
abnormally high real interest rates prevailed—averag-
ing 46 percent a year in real terms during 1981-85—
thus exacerbating the distress of borrowers. Similar
conditions applied in Argentina and Yugoslavia. A
repression tax would not have worked in Yugoslavia
because of the foreign currency deposits in Yugoslav
banking systems. Attempts to impose heavy financial
repression taxes to pay for bank losses would have led
to either disintermediation or capital flight.

Another flow solution is to deregulate banking to
permit banks to engage in businesses outside their
traditional avenues of income, in areas such as securi-
ties trading, investment banking, credit card and
travel services, and even insurance. Deregulation is
still proceeding in a number of countries, but in most
cases deregulation should not be attemptied without
adequate supervision. There are high learning costs
associated with new entrants into the banking busi-
ness or diversification into new businesses. In Spain a
large number of the new entrants into the banking
industry in the late 1970s failed in the early 1980s.
In the United States thrifts were allowed to diversify
out of fixed-rate home mortgages into commercial
and industrial loans, including commercial real
estate, and many failed because of insufhcient under-
standing of the risks associated with these loans.
Community-based thrifts were taken over by new
entrepreneurial groups that took more speculative
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risks under the umbrella of the nationwide deposit
insurance scheme. In addition, supervision of these
thrifts was relaxed in the early 1980s in the first flush
of deregulation, resulting in greater exposure of the
thrift industry to fraud, connected lending, and
excessive risk.

Flow solutions work well in a market-based envi-
ronment where the degree of economic insolvency is
fairly small. The most promising environment for
flow techniques is one where the capital adequacy of
the problem bank is below statutory levels but is still
positive, at between 0 and 2 percent of risk assets.
Under such conditions, and assuming that bank
spreads can be increased to the extent that banks have
a good chance of regaining positive economic solven-
cy within two or three years, flow solutions can work.
Burt allowing spreads to widen runs the risk of
increasing real lending rates to a level where even
good borrowers begin to fail, or if the burden is
passed on primarily to depositors in the form of
lower negative deposit rates, there is a danger of sys-
temic disintermediation. Worse, overall bank efficien-
cy can suffer where high spreads are allowed, since
the rent from high spreads can easily be consumed
through higher operating costs instead of being used
to charge off bad debts and build up capital.

Stock techniques. The stock solution involves three
techniques that address the balance sheet and capital
adequacy of the banks. If the problem bank is consid-
ered viable over the long run, then restructuring
could involve a capital injection by either the public
or private sector. If the bank is not considered viable,
it should be liquidated, and depositors paid through
the deposit insurance fund. The third technique,
adopted in Chile, Ghana, and Spain, is to carve out
the bad debts of banks in exchange for government

bonds or central bank liabilities. Alternatively, the
bad assets can be retained in the books (with a gov-
ernment guarantee) and debt recovery becomes the
responsibility of the banks.

There are two basic models for the carve-out
approach: the U.S. Resolution Trust Corporation
(RTC) and the Spanish Guarantee Fund. The RTC is
essentially a liquidation arm of the federal deposit
insurance system (chapter 4). It centralizes the dis-
posal of assets of failed thrifts in a corporation run by
the U.S. Federal Deposit Insurance Corporation
(FDIC). Diagnosis, damage control, and discussions
on the ailing banks are still the responsibility of the
FDIC. Funding for the RTC is wholly an obligation
of the U.S. government.

The Spanish Guarantee Fund acts as a bank
“hospital,” with the deposit insurance scheme serv-
ing as the vehicle for rehabilitation and liquidation
(chapter 5). Before the fund steps in, all bank losses
are applied against the existing paid-up capital
according to the “accordion” principle, so that exist-
ing shareholders bear the first tranche of bank loss-
es. Thus the balance sheet of the problem bank is
collapsed (like an accordion) depending on the size
of the losses. Funding was initially provided joindy
by the Bank of Spain and the commercial banks,
but later the main financial burden was absorbed by
the central bank.

The carve-out technique has two structural mod-
els: debt workout by the banks and a total carve-out
to a restructuring (debt collection) agency (box
2.10). Both techniques try to separate problem banks
into “good bank-bad bank” components. Bad assets
are concentrated into a “bad bank,” with specialized
staff to deal with the problems. The remaining assets
are hived into a new institution—supported with

There is ongoing debate over the best model for asset
and debt recovery: a decentralized debt workout by
banks or transfer of bad debts ro a centralized work-
our agency. Debt workout by banks assumes that the
banks have sufficient skills and resources to deal with
their problems. Although banks have the best infor-
mation on the problems of their borrowers, they may
not have the skills required to address these problems.
Bank workouts work well with case-by-case resolu-
tions that have little economywide impact. No
changes in the law are required. This was the solution
adopted in the Polish bank restructuring exercise.

The centralized asset recovery agency approach
permits a consolidation of skills and resources in debt

Box 2.10 Should carve-outs be handled by a centralized restructuring agency or left to the problem banks?

—

restructuring and workout within one agency.
Funding can be concentrated in one agency
with state guarantee, such as the German
Treuhandanstalt or the U.S. Resolution Trust
Corporation. Laws may have to be changed,
however, to allow transfer of debt rights to a state
agency. This approach works well where large debt
threatens normal operations of the banking system
and centralization allows banks to concentrate on
their normal banking business. A private sector vari-
ant of this is the Japanese Cooperative Credit
Purchasing Company, established by Japanese banks
to buy nonperforming loans from individual banks
at market price.
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adequate capital—so that the “good bank” can be
revitalized and eventually sold to the private sector.

The appropriate technique depends on each
country’s institutional, legal, and market conditions.
Both schemes work well where the legal framework is
strong, where there is a large pool of bank profession-
als to staff the complex restructuring and liquidation
work, and where the size of the problem is not sys-
temic in nature. One of the most common com-
plaints about centralized institutions is that they
become administrative bottlenecks in the resolution
of banking problems, particularly where asset trans-
fers are embroiled in legal suits,

Stock solutions, particularly the carve-out, only
buy time for problems in the real sector to be
addressed, and hopefully correct the resource alloca-
tion and financial stability conditions that jeopardize
other efforts at macroeconomic stabilization.! Stock
solutions appear to be very straightforward, with a
financial engineering exercise that cleans the banks at
one stroke and transfers all the bad debts to the state.
Successful carve-outs, however, have required extreme-
ly large budgetary resources. Both the U.S. RTC and
the German Treuhandanstalt operate in well-estab-
lished market economies, with strong liquidation and
debt recovery laws and skilled bank turnaround spe-
cialists. Such budgetary and human resoutces are not
available to many developing countries.

An insolvent institution cannot be rescued by
another insolvent insticution. Merging two weak
institutions such that their combined capital is still
negative is not a long-term solution. Similarly, a bad
debt carve-out at the banking system level will not
solve the problem if the central budget cannot mobi-
lize sufficient resources to service the additional debt
burden. Many developing country banking crises
ultimately are a fiscal crisis. If the state can generate
sufficient resources to pay for the losses of the bank-
ing system through additional taxes, spending cuts,
or borrowing, then there is sufficient time for the
state to tackle the root causes of bank losses—
whether at the institutional level, within the banking
system, or in the real sector. But if the fundamental
problems stem from the fiscal imbalance itself, or if
the state cannot mobilize sufficient tax resources to
service the bank losses without resorting to inflation-
ary financing, then the carve-out may itself become
destabilizing. The public will not believe that the
public sector has tackled the roots of the problem
and may engage in capital flight, further exacerbating
the problem of bank instability.

The fiscal issue became very clear from the eight
cases studied. In the two industrial country cases,
Spain and the United States, fiscal issues were not a
fundamental problem. Both economies had modest
fiscal deficits that could be increased through addi-
tional borrowing or fiscal adjustments that were not
disruptive to the stability of the financial system. But
the six developing countries studied—Argentina,
Chile, Colombia, Ghana, Malaysia, and Yugoslavia—
all suffered from reduced access to foreign financing
when the international debt crisis broke in 1982.
Almost all had weak fiscal positions (including large
quasi-fiscal deficits) at the beginning of the banking
problems. In several, large fiscal deficits were a major
cause of the problems in the banking sector. Fiscal
and external account adjustments in each country
had severe effects on both domestic growth and the
stability of the banking system. In Argentina and
Yugoslavia central bank losses from foreign exchange
losses were so high that such losses were eventually
monetized, resulting in hyperinflation. The vicious
circle of high debt, capital flight, recession, unem-
ployment, and widening fiscal deficits eventually led
to loss of monetary control.

In Chile, even though central bank losses were
high from the absorption of bank losses, the correc-
tion of the central government deficit through tax
reform and radical reform (including privatization) of
the social security system generated sufficient surplus
in the budget not to disturb monetary balance.
Together with devaluation, trade liberalization, and
the opening of the economy to foreign direct invest-
ment, the real economy turned around sufficiently to
restore stability in the banking system without a
recurrence of inflation (chapter 10).

Some form of stock solution involving direct gov-
ernment intervention is probably inevitable when the
economic insolvency of the banking system is greater
than 2 percent of risk assets.” The calculation of the
fiscal cost to the government depends on the size of
the domestic and foreign debt, the total fiscal and
quasi-fiscal deficits, and the costs of servicing such
debt. Experience suggests that countries with moder-
ate debr levels and deep financial markets—which
allow the government to obtain financing at low costs
and long maturity—are likely to weather financial
crises better than governments with shallow financial
markets. For example, in 1987 Malaysia had external
debrt and fiscal deficit ratios comparable to those of
Argentina (75 percent and 8 percent of GDP, respec-
tively), but Malaysia had already begun to deal
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decisively with its bank restructuring through direct
central bank assistance to ailing banks in a noninfla-
tionary manner (chapter 7). The solution lay in high
domestic saving rates (28.0 percent of GDP in 1989,
compared with 5.2 percent for Argentina) and a deep
domestic financial market that allowed domestic bor-
rowing with up to thirty years’ maturity. In contrast,
as domestic disintermediation occurred, debt-servic-
ing burdens became unsustainable in high-inflation
economies with shorter maturities and higher real
interest rates.

The fiscal costs of bank restructuring can be cal-
culated from the following example. Country A is a
post—centrally planned economy in transition to a
market economy. Its domestic debt to GDP ratio is
47 percent and its foreign debt to GDP ratio is 28
percent, with an annual fiscal deficit of 7 percent.
Domestic bank credit to the private sector amounts
to 30 percent of GDP. Recent studies indicate that
the banking system has nonperforming loans total-
ing at least 20 percent of its portfolio, equivalent to
6 percent of GDP. If the government undertook a
carve-out, the fiscal costs would depend on the level
of interest paid on the government bonds. Current
lending rates are 17 percent a year, while bank
deposit rates are 12 percent, slightly below the
inflation rate. Assuming that the government
wished to issue bonds at a rate equal to the deposit
rate, the annual fiscal cost would be about 0.7 per-
cent of GDP (12 percent times 6 percent). This

would require a minimum 5 percent increase in rev-
enue or an equivalent reduction in expenditure,
considering that total government revenue is only
14 percent of GDP. This approach provokes the
usual arguments against taking any action in bank
restructuring:
* The government cannot afford the losses.’
* The banks should be able to make profits in the
future to regenerate their capital.
* Since the banks are responsible for the losses, they
should do the cleaning up themselves.

What the authorities did not realize was that
real interest rates began to rise as bank losses accu-
mulated because depositors demanded a risk premi-
um from what they perceived as a potentially
unsafe banking system. The combination of rising
losses (adding to the quasi-fiscal deficits) and rising
real interest rates, as well as declining growth due
to misallocation of resources, would increase the
ratio of total debt to GNP (&) until it reached
unsustainable levels (Fischer and Easterly 1990; see
box 2.6).

There is no alternative in macroeconomic stabi-
lization efforts to privatization, cutting back gov-
ernment spending to sustainable levels, allowing
real sector liberalization in trade, opening to for-
eign direct investment, and a synchronized package
of monetary and financial reforms to generate the
growth that brings economic growth (and hence
the level of 4) back to a sustainable level.

Box 2.11 Bank restructuring mechanisms

U.K. model (Lifeboat Fund, 1974)

* Funded by large clearing banks and the Bank of
England.

* Initial liquidity support for viable secondary banks.

* Failed banks liquidated.

* Bank of England took over a failed bank that was
subsequently privatized; losses were borne by the cen-

tral bank.

U.S. model (deposit insurance)

Federal Savings and Loans Insurance Corporation
(until 1989)

¢ Acquisition or merger.

* Income maintenance program.

* Accounting forbearance.

* Phoenix and bridge banks.

* Management consignment.

Resolution Trust Corporation (after 1989)

» Concentration of failed assets in RTC.

* Liquidation or sale of banks to private sector.
* Losses borne by RTC (funded by federal guarantee).

Spanish model (bank “hospital” and carve-out mech-

anism)

* Accordion principle.

* Joint funding by commercial banks and the Bank of
Spain.

* Deposit Guarantee Fund buys bad assets.

* Provides banks with guarantees and long-term soft
loans.

* Sale of banks to the private sector.

* Nationalization of the Rumasa group.

Chile variation

* Central bank issues bonds to buy bad assets, with
buyback schedule.

¢ Central bank loans to banks converted into equity.

* Sale of banks to the private sector.
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Models of Bank Restructuring

Beginning in the 1970s, several models of bank
restructuring appeared (box 2.11). The first industrial
country model was the market-based flow solution
adopted in the U.K. secondary banking crisis of
1973-76. A Lifeboat Fund was created with joint lig-
uidity funding by the large clearing banks and the
Bank of England. Twenty-three “fringe” banks, of
which eighteen were deposit-taking institutions and
five were authorized banks, were badly affccted by the
1973—74 recession, with a number overspeculating in
the property market. Most were reconstructed or
merged into other companies, while a few eventually
were liquidated or placed into receivership. None of
the major clearing banks were affected. Total support
was £ 1.2 billion, equivalent to 40 percent of the
total capital reserves of all English and Scottish clear-
ing banks. The primary burden of losses was borne
by shareholders of the failed insticutions, with some
liquidity support from the Lifeboat Fund. Some
residue losses arising from the takeover of one bank
and subsequent resale were absorbed by the Bank of
England.

The Thailand Financial Institutions Development
Fund, created in 1981, was one of the first develop-
ing country bank restructuring institutions
(Sundaravej and Trairatvorakul 1989). It was mod-
eled partly on the U.K. model, with funding from
mandatory contributions from financial institutions
and borrowing from the Bank of Thailand. The fund
is managed by the Bank of Thailand. It is not a
deposit insurance scheme, but it has the flexibility of
using its funds to recapitalize (buy equity in) problem
financial institutions or of giving financial assistance
to depositors of problem banks.

The United States has the most complex and
comprehensive deposit insurance scheme. The
scheme, which is market funded but government
guaranteed, was established in the 1930s after the
massive bank failures of the Great Depression. The
scheme is unique in that it fostered the freedom of
entry and operations of more than 29,000 deposit-
taking institutions, mostly small and with state or
national charters. Since these operate in highly geo-
graphically and functionally segmented markets with-
in the United States, the scheme institutionalized the
orderly exit of failed banks without disrupting depos-
itor confidence. Supervision of deposit-taking institu-
tions is divided among a complex of state and federal
agencies (chapter 4). The system functioned well

until the 1980s, when excessive competition, changes
in market structure, speculation in real estate, mis-
management and fraud, and inadequate supervision
led to unprecedented failures, first in thrifts and then
in banks.

The Federal Savings and Loans Insurance
Corporation (FSLIC), which became defunct in
1989 when it became insolvent, applied a number of
market-based but government-assisted acquisition
and merger solutions to deal with failed thrifts.
Liquidation and direct deposit payout was often the
last-resort solution. The preferred method was acqui-
sition of the failed institution, followed by merger or
sale of the “cleaned” institution to a private buyer.
When FSLIC resources were inadequate to do stock
cleanups it resorted to income maintenance programs
in which it made up the income shortfalls between
the yield on the assets of the failed bank and the mar-
ket yield agreed with the buyer. These later turned
out to be extremely expensive solutions, since the
FSLIC bore most of the risks of subsequent failure.

When the number and size of thrift failures con-
tinued to increase in the second half of the 1980s, the
FSLIC began to create “phoenix” or “bridge” banks
by consolidating failed thrifts for subsequent resale.
The corporation also engaged in management con-
signments, where the management of problem banks
was give to bidders or established banks with proven
management records. By ‘1989, however, thrift losses
had became so large that the FSLIC became insol-
vent. It was dissolved and the funds were reconstitut-
ed in the Saving and Loans Insurance Fund under
the charge of the Federal Deposit Insurance
Corporation (FDIC) (chapter 4).

The FDIC used broadly similar techniques of pur-
chase and assumption in dealing with problem banks,
but because it had greater resources than the FSLIC—
both financially and managerially—it was able to
supervise and manage the rising number of failed and
problem banks in an orderly manner. The 1989
Financial Institutions Reform, Recovery, and
Enforcement Act delegated to the FDIC the responsi-
bility of running the thrift insurance fund, which was
also in charge of the newly created Resolution Trust
Corporation (RTC). The RTC was created because
the number of failed thrifts and their assets had grown
so large that it was administratively and legally over-
whelming for the FSLIC to handle. The RTC was
given the task of managing and resolving failed thrifts
in a market-based and orderly manner that would
minimize government losses. In mid-1990 the RTC
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had more than 200 institutions under “conservator-
ship,” that is, as ongoing businesses to be sold in part
or whole; and another 200 under receivership, that is,
for liquidation in full or in part. By the end of 1991
the RTC had assumed more than $357 billion in
assets of failed thrifts and disposed of $229 billion.

The RTC asset disposal model was adopted by
Ghanaian authorities, who created the Nonperforming
Asset Recovery Trust (NPART) in 1989 to deal with
the recovery and disposal of bad debts and their collat-
eral. NPART is still engaged in asset disposals.

Asset recovery trusts are useful where the number
and size of banks’ bad assets are so large that they are
administratively cumbersome to handle in a decen-
tralized manner. Asset recovery trusts also can be a
useful transitory tool where enterprise restructuring
and debt recovery specialists are scarce and court pro-
cedures do not enforce quick debt recovery and dis-
posal of collateral.

Problems with asset recovery trusts can occur
because the information capital of banks on their bor-
rowers often is destroyed or lost in the transfer. The
transfer of rights of banks over their borrowers to the
asset recovery trust may not be legally perfect, and the
detailed knowledge of hidden assets of borrowers by
individual banks may not be passed on 1o the trust,
thus inhibiting the debt recovery process. Thus it is
not yet entirely clear whether centralized asset trusts
or decentralized debt recovery is preferable.

The Spanish Guarantee Fund—created in
1980—was a major institutional improvement over
the U.S. and U.K. models since it embodied explicit
intervention by the government with a recognized
“carve-out” technique. Instead of intervening at the
margin through liquidity support (as in the U.K.
model) or purchase, assumption, and resale through
the deposit insurance fund (as in the U.S. model),
the fund operated as a bank hospital. Funding was
shared by the larger commercial banks and the Bank
of Spain, but the supervision and referral of problem
banks to the hospital was left to the Bank of Spain.
The technique used was, first, the application of the
accordion principle: a full capital reduction to the
extent of losses so that the shareholders bore the
brunt of the losses; and second, the fund would pur-
chase the bad assets in exchange for bonds.
Sometimes the fund provided guarantees or long-
term soft loans to the problem institution, but once
the institution was “cleaned up” it was resold to the
private sector, sometimes to foreign banks interested
in entering the Spanish mar