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Foreword 

Over the past decade, the macroeconomie consequences of sol veney and 
asset quality problems of banking institutions have attracted growing 
attention among both policymakers and the academie community. The 
worldwide trend toward deregulation of financial sectors, and the wide­
spread banking problems of many countries have raised major questions 
relating to the linkages between deregulation, risks in the banking sector, 
and a banking crisis. Even if a crisis is avoided, the condition of bank 
portfolios strongly influences the design and effectiveness of stabilization 
policies, as was apparent in the recent experiences of many countries. 
Bank portfolio weaknesses constrain the flexibility in interest rate policy, 
li mit the scope of reforms in the financial sector and in monetary manage­
ment, distort credit allocation, and cao compromise monetary and fiscal 
stability, particularly if central bank or fiscal assistance is needed to 
protect the integrity of deposit contracts. 

This book considers sorne of these issues on the basis of the experience 
of severa! countries that have faced a banking crisis-defined as wide­
spread insolvencies in the financial sector leading to significant govern­
ment intervention. The interlinkages between macroeconomie perform­
ance and the financial structure of an economy become particularly 
transparent in times of financial crisis. These crises clearly highlight the 
importance of appropriate prudential regulations and of the institutional 
framework to deal with problem banks and problem borrowers in effec­
tively pursuing stabilization goals. This book brings together work of 
economists in the Central Banking Department of the IMF who have been 
intimately involved in central banking and financial sector reforms in 
many developing countries. 

lt is my hope that the papers will stimulate the interest of policymak­
ers-and their advisors-in attempts to enhance the effecti,·eness of 
macro-stabiJization policies in the context of structural reforms in the 
financial sector. 

jUSTIN B. ZULU 
Director 

Central Banking Department 
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The following symbols have been used throughout this paper: 

to indicate tbat data are not available; 

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

between years or months (e.g., 1990-91 or January-June) to indicate the 
years or months covered, including the beginning and ending years or 
montbs; 

between years (e.g., 1990/91) to indicate a crop or fiscal (financial) year. 

"BilJion" means a thousand million. 

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

The term "country," as used in this paper, does not in aU cases refer to a 
territorial entity that is a state as understood by international law and practice; 
the term also covers sorne territorial entities that are not states, but for whicb 
statistical data are maintained and provided internationally on a separate and 
independent basis. 
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Issues in Recent Banking Crises 
V. Sundararajan and Tomas]. T. Balifio 

This chapter examines recent experiences with banking crises in seven 
countries-Argentina, Chile, Malaysia, Philippines, Spain, Thailand, and 
Uruguay-focusing on the linkages between macroeconomie conditions, 
financial sector reforms and financial crisis, and the range and effective­
ness of measures to deal with financial crises. 1 

The enormous diversity of experiences with crises, owing to cross­
country differences in macroeconomie conditions, the regulatory frame­
work, the intensity of the crisis, and the approaches used to deal with it, 
makes it difficult to generalize and develop stylized descriptions or stan­
dardized prescriptions. Nevertheless, certain common features stand out 
from these experiences; in particular, three key !essons emerge: 

• AJthough macroeconomie instability can weaken the portfolio of 
financial institutions, weaknesses in the financial sector can have 
feedback effects on the economy and seriously complicate adjustment 
and growth policies. Therefore, correcting of the regulatory frame­
work, central bank operating procedures, and portfolio quality in the 
financial system are important to ensure the effectiveness of adjust­
ment policies. 

• Sound prudential policies and their proper en forcement are critical for 
minimizing major disruptions to growth and stability. 

• Measures to recapitalize banks and deal with problem loans and 
enterprises should be designed to preserve monetary policy indepen­
dence, promote effective Joan recovery and industrial restructuring, 
and minimize moral hazard. The detailed institutional arrangements 
that meet these criteria-such as whether to set up a separate agency 

1 Except for Malaysia and Spain, the analysis in rhis chapter relies heavily on the country 
srudies included in this book. 
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tor asset recovery-will vary according to factors specifie to the 
situation. These factors include the legal environment, magnitude of 
Joan !osses, and public policy considerations that determine the distri­
bution of tosses among various constituencies. However, the chosen 
arrangement should preserve transparency and avoid shifting the 
tosses to the central bank. 

Section I discusses various definitions and models of banking crises, 
highlighting sorne key hypotheses with which to interpret the crisis epi­
sodes. Section I l  provides an overview of the case studies by considering 
the relationship between banking crises and macroeconomie conditions, 
the propagation of those crises, and the linkages between deregulation and 
the crisis. The effects of the crises on money demand and credit develop­
ments are theo examined, and measures used to deal with the crises are 
analyzed. Section III  contains concluding remarks, focusing on !essons for 
structural reforms and stabilization policies. 

1. Definitions and Models of Crisis Situations 

This section defines the terms "banking crisis" and "banking distress" 
and highlights the macroeconomie consequences of such situations. Sorne 
models of crises are surveyed to serve as background for the empirical 
analysis that follows. 

Definitions of Financial Crisis 

The terms financial crisis and banking crisis are used here interchange­
ably, an acceptable usage for countries where the ban king system domi­
nates financial intermediation. 

The definitions of financial crisis in the literature vary with the specifie 
manifestations of the crisis being studied. Sam pies of definitions are: 

• A de ma nd for reserve money so intense that the demand could not be 
satisfied for ali parties simultaneously in the short run (Schwartz 
(1985); Miron ( 1986); Wolfson ( 1986)). 

• A liquidation of credits that have been built up in a boom (Veblen 
(1904); (Mitchell (1 94 1)). 

• A condition in which borrowers who in other situations were able to 
borrow without difficulty become unable to borrow on any terms-a 
credit crunch or a credit market collapse (Guttentag and Herring 
( 1984); Manikow (1986)). 

• A forced sale of assets because liabiJity structures are out of li ne with 
market-determined asset values, causing further decline in asser 
values-the bursting of a priee "hubble," for example (Fisher (1933); 
Flood and Garber ( 1981 ); Minsk y ( 1982)). 
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• A sharp reduction in the value of banks' assefs, resulting in the 
apparent or real insolvency of many banks and accompanied by sorne 
bank collapses and possibly sorne runs (Federal Reserve Bank of San 
Francisco ( 1985)). 

Ali of the elements emphasized in these five definitions could be present 
in a financial crisis and sorne may be more important than orhers in a given 
episode. 

For the purposes of this chapter, financial crisis is defined as a situation 
in which a significant group of financial institutions have liabilities exceed­
ing the market value of their assets, leading to runs and other portfolio 
shifts, collapse of sorne financial firms, and government intervention. 
Thus the term crisis refers to a situation in which an increase in the share 
of nonperforming loans, an increase in losses (because of foreign exchange 
exposure, interest rate mismatch, contingent liabilities, etc.), and a de­
crease in the value of investments cause generalized sol veney problems in a 
financial system and lead to liquidation, mergers, or restructuring. These 
events usually follow a shock to the economy, and reinforce the subse­
quent declines in output (or slowing of economie growth) and balance of 
payments problems. 

Banking Distress Versus Banking Crisis: Sorne Real Consequences 

Runs on individual banks�which depend critically on the confidence of 
their creditors and rypically have large gearing ratios-<:an destabilize 
banking systems. Oestabilization may result either because major macroe­
conomie or sectoral shocks affect depositors' confidence in a wide range of 
banks or because the payment difficulties in one bank spread through the 
system, reflecting the financial interdependence among banks. A bank's 
failure may jeopardize borrowers' ability to service their loans with other 
banks, and the Jack of adequate information on the relative soundness of 
various banks may lead bank creditors to Jose confidence in the banking 
system as a whole when an individual bank fails. 

The latter contagion effect is a peculiar feature thar makes the banking 
business very different from other businesses. Such contagion is due to (1) 
the difficulty in knowing the market value of bank loans; (2) the fact thar 
reductions in the value of bank assets do not simultaneously reduce bank 
liabilities; (3) the fact thar depositors are paid back on a first-come-first­
served basis; and (4) the relatively low cost (forgone interest) of withdraw­
ing bank deposits compared with the probable cost of losing the capital 
value of the deposit. Measures to deal with bank runs have addressed one 
or more of these characteristics (see Section Il). 

A banking crisis has immediate economie effects. lt disturbs normal 
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credit relationships and raises the cost of credit intermediation. 2 ft induces 
a flight to quality by both banks and their creditors; it weakens monetary 
and budgetary control. For example, the need to support or recapitalize 
weak banks, and the possible instability in the demand for moncy-and 
bence in the priee leve! and economie activity--<:omplicate the task of 
regula ting monetary growth and stabilizing the economy. Propagation of 
the crisis can be avoided by appropriate lender-of-last-resort intervention 
and, if the crisis involves only a few banks, by providing information 
about the truc conditions of banks (in order to isola te the unsound from the 
sound banks). 3 However, the cr isis itself genera tes large and pervasive 
uncertainty (subjective as it may be), which lowers the perceived retum on 
real assets, and depresses real investment and growth. Sorne economists 
have argued that a "crisis" has real effects only insofar as it affects the 
growtb of moncy stock�ither reducing it as in the 1930s, or ra ising it as 
in later experiences. However, the weight of evidence seems to suggest 
that the direct adverse effects of a financial crisis on credit markets, 
balance of payments, and real economie activity can be substantial, and 
these are in addition to the impact through changes in interest rates and 
monetary expansion. 4 

The advent of deposit insurance or implicit guarantees has allowed 
insolvent financial institutions to stay in business so long as their liquidity 
position remains manageable (sometimes thanks to central bank assis­
tance). This situation, in which banks are insolvent but not illiquid, is 
properly called banking distress rather than banking crisis. 

A distress situation has effects that resemble those of a crisis, but in a 
Jess acute form. Continuing distress perpetuates the resource misalloca­
tions that contributed to the distress; prolongs resourœ allocations that 
have become inappropriate following a change in the macro-environment; 
provides incentives for further risk taking, which could aggravate the 
ongoing tosses of financial institutions; and raises the probability of a 
widespread banking crisis in the event of a major shock-such as a sharp 
change in relative priees, or a switch in policy regimes as with deregula­
tion. As a result, stabilization and liberalization policies can be effective 
only if supported by structural reforms that reduce the distress and restore 

' This effect indudes, for example, rising interest spreads, collapse of individual credit 
markets, borrowers forced into nontraditional credit sources at higb cost, and untimely recall 
of loans. 

1 Batcheldor (1985) analyzes the value of providing information ro contain a crisis. 
• For a discussion of the effect of a banking crisis on real economie activity, see Bemanke 

(1983). Velasco (1987, 1988) discusses the linkages be�veen domestic banking crisis and 
exremal debt problems. Misallocation of fo reign excbange resources is often n:nected in the 
large foreign exchange exposures and low quality of assets in the banking system. The 
resulting insolvency and illiquidity of banks weakens monetary control, or induces excessive 
foreign borrowing, and can precipitate a balance of payments crisis. 
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and preserve the sound ness and stability of financial intermediaries. In the 
presence of widespread financial di stress, however, the design of stabiliza­
tion-cum-structural reform policies raises complex issues for the speed and 
sequencing of various structural reforms. These complexities and the cost 
of adjustment can increase if an actual financial crisis ensues. 

Sorne Models of Financial Crises 

In the last few years there has been a great resurgence of academie and 
popular interest in financial crises. Although a comprehensive review of 
the literature is beyond the scope of this chapter, it is useful to outline the 
major analytical approaches that can help in studying the crisis episodes 
discussed in this cbapter. The theories differ regarding ( 1 )  the source of 
financial distress in the nonfinancial sector; (2) the factors affecting the 
demand and supply of credit; and (3) the specifie manifestations of the 
crisis itself. 

The business cycle approach,5 as modified and extended by present-day 
writers, holds that the financial environment responds endogenously to 
!he state of the business cycle or to sorne "displacement" that opens up 
opportunities for profit. For example, such a displacement could be 
liberalization of the financial sector. The key hypothesis is that financial 
fragility--defined as vulnerability to economie shocks-increases over the 
course of the business cycle expansion, and in response to sorne displace­
ment. 

An economy's financial fragility stems from factors sucb as the liquidity 
of the economy, the proportion of firms that need to borrow in order to 
honor outstanding debt obligations, debt/equity ratios, and the share of 
short-term debt in total debt. Financial fragility might also increase be­
cause of rising interest rates and overly optimistic expectations that prevail 
du ring an investment boom. This does not mean that financial crises occur 
at the peak of the business cycle as sorne writers have argued, but rather 
that crises result from systemic forces that develop near the peak. ln 
particular, interest rates rise partly because of the increase in the interest­
inelastic component of the demand for credit. Although velocity of credit 
rises initially, lenders start to restrict lending as cash flow problems of 
firms accumuJate and nonperforming loans buiJd up. Banks tighten their 
lending policies, but also attempt to meet loan demands from their prime 
customers by decreasing the growth of nonloan investments in relation to 
loans, and, if necessary, reducing excess reserves, and increasing the 

'This approach is developed io Minsky (1977), Kiodleberger (1985), Wojinlower (1980, 
1985), Taylor and O'Connell (1985), and Wolfson (1986), by extending and modifying the 
classical business cycle analysis conuined in Veblen (1904) and Mitchell (1941). 
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recourse to money markets. These developments make the economy more 
vulnerable to a crisis by reducing the capacity of the financial system to 
withstand a shock. A surprise event---either a new macro or institutional 
development or an unexpected bankruptcy (or the threat of one) disturbs 
these financing patterns, initiating a crisis (defined as a sudden, intense 
demand for reserve money) which is reflected in investor anxiety, bank 
runs, and portfolio shifts. Usually the central bank resolves the immediate 
crisis by acting as a lender-of-last-resort. 

Credit market conditions-demand and supply-have received consid­
erable attention among crisis theorists. Sorne argue thar the demand for 
credit is interest inelastic or thar the supply of credit is perverse! y elastic in 
certain situations of strong excess demand for credit, such as the peak of 
the business cycle. Wojinlower ( 1980) argues thar at this peak credit is 
determined by the availability of funds and credit rationing, si nee demand 
is essentially insatiable at any conceivable rate of interest. ln such an 
environment an interruption of the supply of credit triggers a business 
cycle downtum. 

Sorne economises view credit rationing and credit market collapsc as 
equilibrium phenomena thar reflect market failures of various sorts. 6 At 
certain levels of interest rates, or at certain levels of default risk, a rise in 
interest rates may not equilibrate the supply and demand for credit. 
Increases in interest rates will simply reduce the expected profits from 
lending-assuming additional deposits could be mobilized with higher 
interest rates-insofar as only higher risk borrowers are willing to barrow 
("adverse selection" because of a worsening of the mix of applicants), and 
borrowers are induced to take on higher risks ("moral hazard"). 7 ln this 
framework the default risk is viewed as a positive function of interest rates, 
debtlequiry ratio of borrowers, and the degree of uncertainty in the 
system. Because raising interest rates beyond a certain point is futile, there 
will be credit rationing, which could trigger the collapse of sorne nonfinan­
cial firms. Th us, in the presence of major shocks thar ra ise uncertainty and 
default risk, a bank has to decide what to do when it feels overexposed to a 
borrower whose solvency has become questionable. A solution would be 
to refuse ali forms of credit to such a client, including the rollover of 
existing loans. However, the bank may decide to continue to provide 

6 Sec Stiglitz and Weiss (1981), Guttentag and Herring (1984), and Manikow (1986). 
1 ln the context of creditor-borrower relationships, moral hazard usually refers to the risk 

that "the borrower after obtaining the Joan may act in such a way as ro increase rhe 
probability of default in an effort to raise the probability of very high returns." (Guttentag 
and Herring (1984), p. 1369.) ln the same context, other aspects of moral hazard include rhe 
risk that borrowers may not use the cash flow from their projects to service the debt, and the 
risk that borrowers may pledge their assers to another creditor. The importance of each type 
of moral hazard will depend on the nature of the Joan contract. 
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finance-increasing its exposure-if it fecls thar the borrower's situation is 
likely to improve in the future bccausc of, for instance, anticipated govern­
ment intervention (e.g., subsidies or a debt baiJout).8 Market failure can 
also arise if, for many economically sound projects, the demand for and 
supply of funds do not meet at any interest rate-risk combination because 
of an exaggerated evaluation of risk on the part of the tenders. 

To summarize, the foregoing examples indicate market failures may 
arise from moral hazard that is costly to monitor priva tel y, adverse effects 
on the mix of borrowers when interest rates go up, or the inadequacy of 
tenders' perception of default risk. These market fa il ure theories provide a 
justification for government intervention in the credit market in the form 
of tighter ban king supervision, Joan guarantees, lender-of-last-resort facili­
ties, and direct credit to certain segments of borrowers. 9 

Whereas the above theories focus on the behavior of credit markets, the 
monetary approach emphasizes the central role of the growth of money 
stock and its variability in causing crises (Friedman and Schwartz (1963); 
Brunner and Meltzer (1988)). In this frarnework, a financial crisis need not 
occur at any particular stage of the business cycle but could develop 
whenever the central bank's control of the money supply or reserve rnoney 
is erratic and results in excessive monetary tightening. Banks are suddenly 
forced to sell assets in order to obtain needed reserves. This forced sale of 
assets redu ces their priee, rai ses interest rates, threatens bank sol veney, 
and reduces confidence. Banking and debt crises are thus regarded as 
endogenous events conditioned by economie policy and the banking struc­
ture, and not as separate and independent exogenous shocks. Jn the 
absence of offsetting action by the central bank, debt and banking crises 
lead to an ex cess demand for money, which is an integral part of the 
monetary policy transmission mechanism.10 Although bank failures may 
arise because of exogenous factors such as poor credit decisions, the fall in 
the money stock propagates and deepens the crisis. Moreover, banking 
crises are regarded as important mainly because of their effects on money 
growth. 

• Borrowers will tend to engage in riskier behavior as their solvency deterioratcs becausc 
potential !osses arising from this behavior are limited to the enterprise's net worth but the 
gains are not. 

• The role of banking supervision is to devclop procedures for both creditors and supervi­
sors to monitor financial fragility and vulnerability to shocks, idcntify cxposure 1'0 moral 
hazards, and formulate standards (e.g., capital adequacy) for cvaluating the appropriatcncss 
of particular levels of risk exposure. 

10 The supply of moncy falls, owing to the rise in the currency/deposit ratio as deposits are 
reduced in failed banks, and the public want to hold more currency relati,•c to deposits. The 
demand for money a Iso falls because currency is an imperfcct substitutc for deposits. The fall 
in the supply of moncy will exceed the fall in demand unless the central bank increases base 
moncy sufficiently. 
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ll. Crisis and Adjustment-An Overview of Case Studies 

The analysis of sample countries considers the following questions that 
are suggested by the theoretical discussion above. (Appendix 1 summarizes 
in tabular form financial reforms and the financial crises in the seven 
countries.) 

1 .  Did the crises mainly reflect major macroeconomie shocks and ma­
croeconomie instability? Were the banking problems exogenous 
events that aggravated the effects of macroeconomie shocks? 

2. What was the contribution of factors specifie to the financial sector 
(such as financial reform and changes in prudential regulation) in 
mitigating, aggravating, or causing the financial crises? Did financial 
reform increase financial fragility? 

3 .  How did the crises alter the behavior of monetary and credit aggre­
gates? What was the contribution of monetary policy in alleviating or 
aggravating the crises? 

4. How did the authorities respond to the crises? What were the key 
support operations and regulatory adaptations? What principles 
should govem the design of such support operations? 

ln most of the sample countries, the banking crisis occurred after a 
period of economie expansion and was associated with balance of pay­
ments problems and substantial changes in relative priees and, in sorne 
cases, major political uncertainties. In none of these cases could a mone­
tary contraction have caused the financial crisis, although credit market 
conditions did play a role in propagating it. lnterest rate deregulation and 
other regula tory reforms took place long before the crisis in sorne cases and 
contemporaneously in others. Weakness in bank supervision was a corn­
mon factor in most cases, even in countries where prudential regulations 
appeared to be comprehensive. Measures to deaJ with the crises varied 
grea tl y, reflecting a corn pl ex set of objectives and institutional constraints. 

Banking Crises and Macroeconomie Conditions 

Tables 1 and 2 present selected economie indicators for the countries in 
the sample. l n  most countries, the banking crisis occurred after a period of 
rapid economie growth characterized by substantial variations in the 
relative performance of economie sectors. These variations, in tum, re­
flected major fluctuations in relative priee and general business condi­
tions. 11 The period of the crisis itself was associated with strong reductions 

11 For example, sharp increases in reallending rates as a res ult of financialliberalization and 
the introduction and subsequent abandonment of preannounced schedules of devaluation ali 
contr ibuted to major variations in general busin ess conditions in Argentina, Chile, and 
Uruguay. 
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in real output in many countries and a sharp deceleration of output growth 
in others Cfable !). ln ali cases real investment ratios feil, although to 
varying degrees. The crisis periods were also marked by major external 
shocks, balance of payments difficulties, and sharp adjustments in ex­
change rates and interest rates, although the balance of payments crisis 
occurred before overt manifestations of the banking crisis in sorne cases 
and afterward in others. Owing to the consequences of import compres­
sion and other adjustments that typically accompanied the balance of 
payments problems, it is hard to separate the contribution of the banking 
sector problems to the severity of the recessions. Nevertheless, evidence 
from sorne countries points to the possibility that the credit market 
disturbances unleashed by the banking crises served to depress output to 
levels below what rnight have been expected from the relative priee 
changes and real investment performance. 12 

In most countries external imbalances were fairly severe just before the 
crisis, which in sorne cases aggravated them. Misallocation of foreign 
exchange resources underlay the external debt-servicing difficulties of 
many countries and was often reflected in large foreign exchange expo­
sures and low quality of assets of the banking system, thereby creating 
financial fragility and vulnerability to crisis. When the crisis occurred, the 
growth in central bank credit needed to contain the propagation of the 
crisis worsened the balance of payments problems. The large devaluations 
associated with these problems deepened the banking crisis by impairing 
the debt-service capabilities of debtors with dollar-denominated loans, and 
by magnifying the tosses of banks with large foreign exchange exposures. 

Priee behavior varied in most crisis episodes. Inflation decelerated­
sometimes fairly sharply-particularly at the onset of the crisis (Table 2). 
ln many cases this change was soon reversed, in part because of the 
expansionary effect of measures to deal with the crisis. Movements in key 
asset priees were important elements in sorne crises. A fall in property and 
share values played a role in the Malaysian crisis, owing to the concentra­
tion of the portfolios of many institutions in real esta te and shares. A boom 
and a subsequent fall in land priees were partly responsible for the 
Uruguayan crisis. ln other cases the banking crisis itself and the associated 
uncertainties seemed to have contributed to a decline in the value of 
enterprises, making it more difficult to gain access to equity markets just 
when lenders became more cautious. 

"This point is discussed further below. Bernanke (1983) examines the independent 
contribution of credit market conditions in causing output declines du ring the Great Depres­
sion. 
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Propagation of Financial Crisis: Bank Runs and Contagion 

The buildup of depositors' anxiety following the failure of a prominent 
firm or a financial institution, and the subsequent runs that concentrated 
in institutions regarded as weak or somehow linked to the initial failure, 
contributed to the propagation of financial crises, as did the difficulties of 
weak banks in accessing interbank markets. ln sorne countries the Jack of 
deposit insu rance (e.g., the abandonment of full deposit insurance in 
November 1979 in Argentina) made deposits riskier and helped to propa­
gate the crisis. In the Philippines insufficient resources of the deposit 
insurance agency and the resulting delays in settling depositors' daims 
may have contributed to depositors' anxiety and ru os. 13 In ali cases 
confidence was restored by the emergency measures taken by the central 
bank. These measures encompassed lender-of-last-resort facilities, inter­
vention in troubled financial institutions (including sorne that were ini­
tially outside the central bank's jurisdiction), and the re-establishment of 
deposit insurance (sometimes retroactively). 

In sorne cases the financial crisis spread across country borders. The 
international propagation of financial cri sis could take place either through 
capital inflows or outflows affecting one country as a result of develop­
ments in others or through direct or indirect connections of distressed 
financial institutions or their customers. A case in point is the demise in 
March 1981 of the preannounced devaluation scheme for the Argentine 
peso. This event led to a Joss of confidence in Uruguay's similar scheme, 
causing a massive outflow of capital in that country, and contributing to 
the Uruguayan crisis. Also, the failure of two banks in Uruguay, Banco 
Pan de Azucar and Banco de ltalia y Rio de la Plata, was largely the result 
of the failure of their parent institutions abroad (a Chilean and an Argen­
tine bank, respectively). 

Banking Crises and Financial Sector Reform 

An often debated issue is whether financial sector reforms helped to 
trigger or aggravate financial crises. The timing and intensity of the crises 
and the timing and scope of financial sector reforms-interest rate deregu­
lation and the liberalization of entry and portfolio regulations-varied 
considerably among the sample countries (Appendix 1). ln  Argentina, 
Uruguay, and Chile the deregulation of interest rates had been completed 
and entry and branching restrictions relaxed by the mid-to-late 1970s, but 
the financial crises were concentrated in the early J980s. In Spain a 
graduai deregulation of interest rates was begun in 1974, starting with the 

u ln practice, the deposit insurance agency in the Philippines seems to have relied heavily 
on loans from the Central Bank. 
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freeing of interest rates on long-term loans and deposits and ending in 
1987, wh en rates on demand deposits and savings deposits of Jess than six 
months were freed.14 By the mid-1970s branching regulations and activity 
restrictions on various classes of banks had been liberalized. Various 
portfolio regulations-in the form of rnandatory investrnent coefficients­
were reduced beginning in 1974. The banking crisis in Spain was a 
protracted affair that began in 1977 and intensified du ring 1982-8 3 before 
subsiding. l n  the Philippines the deregulation of interest rates in 1981 just 
preceded the first episodes of the financial crisis. In Thailand interest rates 
remained subject to administrative ceilings, which were adjusted on sev­
era) occasions. A higher ceiling applied to finance cornpanies, which were 
the institutions initially affected by the 198 3-84 crisis. In Malaysia interest 
rates were deregulated in 1978, although at various times strong moral 
suasion was exercised. From October 1985 to February 1987, interest rates 
on deposits of less than 12  montbs' maturity were subject to restrictions. u  
This was also a period of recession; authorities faced crises among deposit­
taking cooperatives and strengthened a wide range of prudential regula­
tions to contain and manage the risks in the banking system. 

These chronologies of financial reforms and crisis episodes should be 
considered with caution, in part because in many cases the weaknesses of 
problem banks that surfaced during the crisis had originated weil before 
these weaknesses became obvious. It took sorne ti me for the problems t0 be 
discovered by supervisory authorities because of the normal tendency of 
banks in distress to reduce the transparency of their accounts. 16 

To analyze the linkages between financial sector reforrn and financial 
crisis in the sarnple countries, it is useful to identify sorne ways in which 
financial sector reforms might increase the fragility of both financial and 
nonfinancial firms, thereby set ting the stage for a crisis. 

Ftrst, increased freedom of entry into the financial sector and freedom to 
bid for funds through interest rates and new instruments could lead to 
excessive risk taking, if such freedom were not tempered with adequate 
prudential supervision and regulation. For example, implicit guarantees of 
a government bailout of depositors (and, to sorne extent, bankers), together 
with weak prudential legislation and supervision permitting unsound 
lending patterns, could trigger excessive risk taking following deregula­
tion. Deregulation could also facilitate a too rapid growth of sorne financial 

•• The rates on deposits of one year or more had been free since 1977 and those on time 
deposits of six months to one year were set free in 1981. 

11 Some restrictions still apply to lending rates. The central bank approves the base lending 
rate (BLR) of banks and finance companies after analyzing their cost of funds. t\ctual lending 
rates can deviate from the BLR only by a margin set by the central bank. 

•• For an elaboration of this point, see de Juan (1987) and Long (1988). 
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institutions and allow unqualified persons to enter imo financial business. 
Examples of such effects were found in aU the sample countries. 

Second, the institutional structure of the banking system that emerged 
from regulatory changes could lead to concentration of power in ban king, 
and interlocking ownership and lending patterns. Such an environment is 
particularly vulnerable to market failures-because of moral hazard, ad­
verse selection, and oligopolistic pricing, ali reinforced by the regularory 
environmem. This situation could favor excessive risk ta king on the part of 
banks (particularly following deregulation of interest rates), and on the 
part of nonfinancial firms. This point is illustrated by the large share of 
credits to related firms in the private ban king system of Ch ile and in the 
banking groups that failed in Spain. However, loans to directors and 
insiders, fraud and mismanagement, and loans to political interests have 
been a perennial source of risk concentration, banking difficulties, and 
bank failures, and there is no reason why deregulation per se should 
increase the incidence of such practices. 

Third, deregulation could lead to excessive increases in imerest rares if 
euphorie expectations coupled with unsound liability structures of firms 
cause a sharp increase in credit demand. With high debt/equity ratios, an 
initial increase in real interest rates, among other things, could lead to 
distress borrowing and hence fairly inelastic demand for credit (artificial 
demand for credit), which would perpetuate the high rates. This chain of 
events seems to have occurred in the Southern Cone countries. 17 High 
debt/equity ratios of nonfinancial firms developed in the pre-reform pe­
riod of negative real interest rates and directed credits, leading to distress 
borrowing when real rates tumed strongly positive. '8 Distress borrowing 
aggravated the financial crises in many of the sample countries (e.g., Ch ile 
and the Philippines), but its influence in starting the crises is unclear. 

Fourth, following the deregulation of interest rates, the authorities 
might lack an adequate set of instruments of monetary control to influence 
interest rates or might follow a hands-off po licy in the erroneous belief th at 
domestic interest rates would automatically converge to international rates 
over time.19 Or, the authorities might base targets for monetary and credit 

" Sometimes this was coupled with borrowers' stripping thcir enterprises of most valuable 
assets, lcaving creditors little on which to foreclose. 

" Distrcss borrowing typically leads to strong liquidity problcms of indi,•idual banks. 
These problems, in tum, are a factor weakening monetary control. 

•• Following deregulation, domesric inrerest rates would depend upon both domestic 
monetary conditions and externat factors (foreign interest rates plus exchange rate expecta­
tions), and the relative importance of the domestic and exœrnal factors would be a function of 
the extent of openness to capital flows. Even in fairly open economies, monetary policy can 
have a strong effect on interest rates in the short run, and an automatic and immediate 
convergence to foreign rates cannot be assumed. 
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aggregates on past behavior, despite massive shifts taking place in income 
velocity and the money multiplier in response to deregulation and other 
measures. These factors would cause excessive increases in real interest 
rates and precipita te a crisis, particularly if the policy error persists. 20 
Also, tighter credit policies could widen the interest margin and contributc 
to excessively high real lending rates, insofar as they are implemented by 
raising unremunerated reserve requirements, or by forcing banks to hold 
low-yield government securities. Such outcomes are readily corrected 
through appropriate refinements of instruments and timely reversais of 
policy stance (if macroeconomie conditions permit such reversais). There 
is little evidence that inappropriate monetary policies contributed to the 
crisis in the sample countries, except insofar as the authorities let interest 
rates become too high in sorne cases (e.g., Chile and Uruguay). In ali cases 
monetary policy was cornplicated by the large portfolio shifts in the 
banking system (see the following subsection for details). 

Fifth, following deregulation, instability in the credit markets could 
arise not only from an inelastic demand for credit, but also from credit 
rationing. For example, in times of perceived high risk and uncertainty or 
merely of tight financial policies, real interest rates could rise sharply. 
However, lenders will see a rise in interest rates beyond a certain point as 
counterproductive because of the higher risks associated with that in­
crease, and the markets could resort to credit rationing. This inelastic or 
even perversely elastic supply of credit could result in instability, charac­
terized by bankruptcies of firms and banks. l n  sorne cases this credit 
rationing behavior would show up in persistently high real interest rates, 
possibly rising interest margins, and a simultaneous faiJ in loan/deposit 
ratios of the banking system. There is evidence of these phenomena in 
sorne countries, notably in the Philippines. 21 

Sixth, the supervisory authority might be ill prepared to deal with a 
financial system that operates with much more freedom than in the past. 
Both the regulations and the administrative infrastructure might need to 
be overhauled to focus them on analyzing bank solvency and credit risk 
rather than on monitoring compliance with control regulations such as 
interest rate ceilings or selective credit regulations. 22 Although supervision 

20 Nominal interest rates could remain high even in times of priee stability, owing to 
temporary uncertainties and stubbom exchange rate expectat.ions. If this is the case even after 
major corrections to the real exchange rate, nonaccommodating credit policy would soon alter 
exchange rate expectations and reduce real rates. However, if high real rates persist long 
enough, they cou Id precipitate a cri sis. 

11 Evidence on this ropic should be evaluated carefully to distinguish between shifts in the 
credit supply function and changes in its shape. For instance, a shift in the supply of credit 
could a Iso lead to most of the phenomena attributed to credit rationing here. 

11 For the case of Argentina, sec Banco Central de la Rcpubliea Argen tina (1980) and Ba lino 
(1987). 
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was inadequate in sorne of the sample countries, in others, despite an 
adequate supervisory apparatus, the enforcement was weak and indecisive 
because of political interference. In ali the countries in the sample poor risk 
diversification, inadequate Joan evaluation, and plain fraud were the main 
factors leading to financial institutions' liquidation or intervention. Sorne­
times these factors were related to the fact that more liberal entry into 
financial intermediation allowed people with little or no experience in the 
field to set up or take over a financial institution. 

FinaUy, the deregulation of interest rates could adversely affect financial 
institutions that have a large exposure to Jong-term assets funded by 
short-term liabilities, which carry fixed interest rates. This situation could 
precipitate a cri sis for sorne segments of the industry, and for the whole 
system unless appropriate action was taken. However, this factor did not 
play a significant role in the sample countries. 

In sum, the connection, if any, between financial reform and financial 
crisis derives from an unstable macroeconomie environment, the develop­
ment of unsound liability structures of nonfinancial firms (before or after 
the reform), and weaknesses in the institutional structure for banking. 
Therefore, sound financial policies, vigilant supervision of banks, and 
well-designed prudential regulations would limit financial crises and help 
reduce the vulnerability of a financial system to the vagaries of the macro 
environment. 

Banking Crises and Monetary Conditions 

Banking crises are often associated with substantial portfolio shifts. The 
demand for money can rise because crises cause uncertainties and asset 
liquidations, or fall because savers shift to safer assets such as foreign 
currency assets, treasury bills, and nonmonetary instruments: the net 
effect of these two opposing forces is an empirical question. Moreover, 
different aggregates are likely to be affected differently. Oemand will shift 
in favor of financial liabilities of institutions that are perceived as having no 
or negligible default risks-such as the central bank and state and foreign 
banks-and against liabilities of institutions perceived as ris ky. For in­
stance, sharp--albeit temporary- increases in currency demand occurred 
in most of the sam pie countries at the ti me of bank liquidations. Also, the 
interest elasticity of the demand for various monetary aggregates might 
change, often permanently, because of the greater awareness of risks and 
returns built up in times of crisis. Such portfolio shifts complicate the 
conduct of monetary po licy. The effect of these shifts on monetary 
aggregates will depend on the policy response. For example, implementa­
tion of interest rate comrols will diminish the attractiveness of time and 
savings deposits. 
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Table 3. Tests of Shifts in Demand and lnterest Elasticities in 
Ave of the Sample Countries 

Shift in lnterest 
Shift in lntercept Elasticities' 

Country Currency M2 Currency M2 

Argent ina +0.070 - 0.035 Negative Positive 

(2.4) ( - 3 . 1 )  

Chi l e  Not significant + 0.053 Negative Positive 

(3.7) 

Philippines + 0.153 +0.032 Negative Positive 

(5.3) (3.8) 

Spain Not significant Not significant Not significant Positive 

Uruguay Not significant +0.0182 Negative Positive 

(1 .26) 

Source: International Monetary Fund, International Financial Statistics. 
Note: Based on regressions, quarterly changes (1 97�7) in the log of currency or M2 on 

priees, output, and interest rates, using general distributed lags in these variables and lagged 
values of the dependent variable. Figures in parentheses are at-values. 

'Direction of change in the absolute value of interest elasticity (sum of all i ag coefficients). 
2Becomes insignificant when shifts in interest elasticities are allowed. 

Sorne portfolio and parameter shifts took place following banking crises 
in the sample countries. There is evidence of a significant shift into 
currency or a decline in the interest elasticity of currency demand follow­
ing the crises in Argentina, ChUe, the Philippines, Thailand, and Uruguay 
(Table 3). n Also, in severa! sample countries the demand for M2 showed 
an upward shift, and interest elasticities increased following the banking 
crisis. The shift in money demand in sorne cases reflected a portfolio 
switch from nonbank institutions and deposit substitutes into bank de­
posits. For example, in Thailand deposits switched from finance campa­
nies to banks following the crisis among the finance companies. A similar 
phenomenon was observed in the Philippines following the bill market 
collapse in 1981.  

The behavior of the money multiplier and the stability of the monetary 
base might also be significantly affected by a banking crisis. The money 
multiplier would fall because of increased demand for currency and a 
precautionary rise in banks' excess reserves prompted by greater volatility 

21 Severa! au thors have studied the decline i n  income velocity of money during the Great 
Depression in the United States. 
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in deposits and increased ri ski ness in lending. 24 Although further work is 
needed on this topic, preliminary examination of data suggests that multi­
pliers (for M2) showed significant changes during crisis periods (Chart 1). 
For example, in Spain, despite the progressive reductions in statu tory cash 
reserve ratios, the multiplier declined fairly sharply between 1977 and 
1979 before resuming its upward trend. Sharp reductions in multipliers 
occurred in Uruguay and the Philippines following their crises, and a mild 
decline and greater volatility were evident in Argentina (where a large 
drop occurred in 1982). These declines are partly attributable ro changes 
in reserve requirements. However, even after allowing for such changes, a 
notable fa li or a pause in the growth of the multiplier could be detected in 
many of the sample countries. In the Philippines the sharp increase in 
currency demand contributed to the decline in the multiplier. 

Quarterly growth rates for reserve moncy showed no significant 
changes in their leve!, variability, or seasonality following the crises in 
most countries, although a brief acceleration in the growth of reserve 
moncy or a breakdown of normal seasonal patterns was evident during the 
crises in sorne countries (Chart 2). 

An important monetary development in most countries, at !east for brief 
periods, was the change in the sources of growth in reserve money. ln 
severa! cases, central bank credit to banks and other financial institutions 
rose sharply as the crises unfolded, and its share in reserve money rose 
(Chart 3). This increase of central bank credit typically served a dual 
purpose: to assist ailing institutions or borrowers, and to offset the con­
tractionary effect of reductions in the moncy multiplier. In sorne cases this 
growth in central bank credit jeopardized the attainment of monetary and 
balance of payments targets, forcing the authorities to use other instru­
ments of monetary control to absorb ex cess reserve money. Although in 
sorne countries the initial spurt in central bank credit was reversed within a 
short period, in others the central bank credit's share in reserve moncy 
increased permanent! y (Table 4). 

Banking Crises and Credit Markets 

This subsection discusses the relationship between the banking crises 
and credit markets by focusing on three key questions: (a) What was the 
role of credit market conditions in initiating or aggravating the crisis? (b) 
Did the causality run from credit to the real sector or in the opposite 
direction? (c) What were the effects of financial crises on credit demand? 

14 In the case of Argentina, the behavior of excess reserves during the cri sis did not seem to 
deviate significantly from historie patterns. 
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Chart 1 .  Banking Crises: Money Multiplier 
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Chart 1 (continued). Banking Crises: Money Multiplier 
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Chart 2.  Banking Crises: Rate of Growth of Reserve Money 
(ln percent) 
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Chart 2 (continued). Banking Crises: Rate of Growth of Reserve Money 
(ln percent) 
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Chart 3. Banking Crises: Central Bank Credit to 
Nongovernment Agents 

(ln real terms) 
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20 

Chart 3 (continued). Banking Crises: Central Bank Credit to 
Nongovernment Agents 

(ln real termsJ 
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Note: Shaded areas indicate crisis periods. 
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The Rote of Credit Market Conditions 

The role of credit market conditions in crises differed across the sample 
countries. The extent to which caution on the part of bankers, and the 
resulting credit rationing, accelerated business bankruptcies in the sample 
countries is not fully clear, although there is sorne evidence to this effect. 
ln ali cases nonperforming loans rose sharply just prior to and during the 
crises. The effect of high real lending rates on the financial conditions of 
already highJy leveraged borrowers, and the perpetuation of such high 
rates because of the resulting distress demand for credit and increased 
riskiness of lending, was an important factor in Argentina, Chile, the 
Philippines, and Uruguay. High nominal lending rates in relation to 
growth of credit-a result of tight monetary policy to at tain adjustment­
aggravated the crises in both the Philippines and Thailand. 2s The behavior 
of lending rates had no significant effect on the crisis in Spain, in part 
reflecting the graduai pace of liberalization there. ln  the Philippines bank 
credit to the private sector declined precipitously in nominal terms be­
tween 1983 and 1986 (by more than 50 percent in real terms), white 
nominal bank lending rates averaged 2 3  percent. Real lending and deposit 
rates were significantly positive du ring most of the 198 3-86 period, which 
was marked by asset liquidations and a fall in output. The decline in credit 
to the private sector in the Philippines could nor be anribured to demand 
factors atone or to simple crowding out by the Government, but also 
reflected credit rationing by bankers, owing to the increased riskiness in 
lending.26 

Comparisoos of credit aggregates before and after the crises emerged 
show that, with the exception of the Philippines and (marginally) Spain, 
credit continued to grow strongly in real terms after the crises began, 
despite falls in real output or real growth during the crises (Table 5)Y l n  
sorne cases the increase in real domestic credit was accompanied by a sharp 
fall in the country's total foreign reserves, which suggests that in sorne 
countries the central bank ensured the provision of credit to the economy 
at the cost of losing substantial amounts of reserves. 28 The strong growth 
in credit in sorne countries also reflected the rollover of nonperforming 

u Also, a high or rising nominal loan rate (as a result of inflation) on adjustable-rate loans 
implies a faster loan repayment, which caused hardship to borrowers in sorne countries. ln 
addition, uncertainty tends to reduce the maturity ofloans, which means that most financing 
carries a de facto adjustable rate. 

1' See Nascimento (1990) for further details. 
11 This finding does not preclude the possibility of short-term credit disruptions in the 

earl y months of the crises. See the next section for further discussions. 
18 As discussed in the next section, central banks provided large sums of credit to ailing 

institutions and, in sorne cases, to final borrowers. 
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Table 5. Change in Real Credit Balances of the Sample Countries 
(Percentage change) 

Domestic Credit 
Total Domestic to Private International 

Country Credit Sec tor Reserves 

Argentin a 98.6 73.0 -52.4 
Chi le 85.0 147.0 24.1 
Malaysia 35.3 46.1 37.9 
Philippines - 1 4.2 -29.0 -45.0 
Spain 3.6 -2.4 98.7 
Thailand 62.8 67.5 57.6 
Uruguay 89.5 27.8 -43.1 

Source: International Monetary Fu nd, International Financial Statistics, various issues. 
Note: For each country the change was calculated using the average levels for the three 

years immediately before and the three years immediately after the year the cri sis began. See 
Table 1 for the dates of the crises. 

loans, interest accrual on them, and new work-out loans to try to rescue 
ailing borrowers. In addition, the increased demand for M2, noted earlier, 
might have facilitated a continued strong credit expansion following the 
cri sis. 

Causality Between Credit and GDP in the Short Run 

Short-run disruptions in credit flows-a common phenomenon during 
banking crises--cao have a serious effect on short-run economie perform­
ance. When real credit and real growth fall, the question arises whether 
the fall in real credit was supply determined (and thus a possible cause of 
the fall in growth) or demand determined (and th us a possible result of the 
faU in growth). 

To shed sorne light on this question, Table 6 shows Granger causality 
tests to analyze the relationship between real domestic credit and real 
GDP (quarterly data, seasonally adjusted) for Argentina, Chile, and the 
Philippines. 29 The data correspond to total domestic credit and domestic 
credit to the private sector. Four lags for each variable were used in the 
tests. 

The results in this table are generally inconclusive. Only in the case of 
the Philippines is there evidence of statistically significant causality, 
which is unidirectional for total credit (running from credit to GOP) and 

19 Data availabiliry allowed the analysis of only these three countries. 
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Table 6. Granger Causality Tests of the Relationship Between Real 
Domestic Credit and GDP in Three of the Sample Countries 

(ln percent) 

F-statistic 

Country Period Credit to GDP GDP to credit 

A. For the relationship between total domestic credit and GDP 

Argent ina 
Chi le 
Philippines 

1 975(1)-1987(1V) 
1 975(1)-1985(11) 
1981 (1)-1 988(111) 

F(5,38) 0.88 
F(S,28) 1 . 51 
F(S, 17) 3.32* 

F(5,38) 1.66 
F(5,28) 0.09 
F(S, 1 7) 0.68 

B. For the relationship between private sector credit and GDP 

Argentin a 
Ch ile 
Philippines 

1 975(1)-1 987(1V) 
1 975(1)-1 985(11) 
1981 (1)-1 988(111) 

F(5,38) 1 .09 
F(5,28) 1 . 1 6  
F(5,17) 5.63* 

F(5,38) 2.44 

F(5,28) 0.42 

F(5, 1 7) 3. 1 8 * 

Source: International Monetary Fund, lntemational Financial Statistics, various issues. 
• Statistically significant at the 5 percent level. 

bidirectional for priva te secror credit. These results are somewhat surpris­
ing, given the importance of credit in financing economie growth and the 
substantial variability in both credit and output i n  the three countries 
under consideration. l t  may be concluded that shocks from other variables 
oversbadowed the importance of credit as a determinant of output-and of 
output as a determinant of credit-in the countries and the periods consid­
ered here. This interpretation appears plausible, because the timing of 
sorne of these other shocks (e.g., the collapse of the ex change rate regimes 
in Argen tina and Chile) did not coïncide with those of shocks to the supply 
of credit.30 

Efficts ofFin��nciaJ Crisis on De71Uind for Credit 

Do financial crises affect the demand for credit? As mentioned earlier, 
sorne authors have suggested that borrowers become unwilling or unable 
to pay their loans and are happy to roll over these loans, even at high real 
rates, because the borrowers expect ro be bailed out evemually. A way to 
test this hypothesis is to estimate a simple model of the demand for credit 
and see what effect, if any, the cri sis had on interest elasticities. Although 

JO A recent study concludes that the data do not support the hypothesis of a simple or 
unidirectional relationship between bank runs and economie performance for the case of the 
United States (Dwyer and Gilbert (1989)). 
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such analysis is not available for ail countries, studies with Argentine data 
suggest that the demand for loans rises in real terms when the real cost of 
credit goes up, confirming the hypothesis that the demand for credit in 
Argentina included many loans that were insensitive to interest rates and 
on which interest was accrued and capitalized but not paid (i.e., effectively 
nonperforming loans). H 

Dealing with Banking Crises 

The measures to deal with failing and ailing institutions during a 
banking crisis should aim at arresting the propagation of the crisis, restor­
ing depositors' confidence, and protecting the payments system immedi­
ately; and at bringing about an orderly restructuring and recapitalization 
of problem banks later. Evaluation of any measures should take into 
account the following factors: monetary and budgetary effects; moral 
hazard (effects on future risk-taking behavior); distribution of losses among 
borrowers, depositors, the banking system, and the government; effective­
ness of loan recovery; and side effects on solvent borrowers and banks. 
The measures undertaken in the sample countries varied a good deal, 
owing to differences in legislative framework and macroeconomie and 
political constraints. These measures fall into the following categories: (1)  
emergency measures; (2) measures to deal with failing banks; (3} measures 
to assist borrowers; and (4) reforms of banking regulations and legislation. 
Appendix III shows a stylized framework of these measures and the 
objectives and constraints governing them. Appendix IV outlines the 
approaches the sample countries used to deal with failing banks and 
borrowers. 

Emergency Memures 

In each country emergency measures were aimed at stabilizing the 
financial system as rapidly as possible. They always included making 
available lender-of-last-resort facilities, often to replace the loss of deposits 
of the affected institutions. ln many instances normal lender-of-last-resort 
facilities were not adequate to handle a major crisis, and special credit 
facilities had to be set up. ln sorne cases the government had to pass 
emergency legislation to broaden the institutional coverage of the lender of 
last resort and to put in place other arrangements to on-lend funds through 
stronger institutions (Philippines) or through special ad hoc funds (Thaï­
land). Central bank intervention in the management of ailing institutions 
also helped to restore confidence (Argentina, Chi le, Malaysia, and Spain). 
Explicit deposit guarantees, sometimes with retroactive effect, were found 
useful in Argentina and Chile. 

,, See Appendix Il for further details. 
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ln none of the countries srudied could the disclosure of information 
about individual institutions have helped, because insolvency on a wide 
scale, rather than isolated instances of failure, was a problem. 

The traditional prescription that a central bank should lend freely at a 
penalty rate in times of panic fully applies to situations of illiquidity 
arising from sudden surges in the demand for reserves. By itself, the 
willingness to lend freely is often enough to prevent the propagation of a 
financial crisis. The penalty rate serves to reduce moral hazard, and in 
open economies helps to induce capital inflows. However, in the crisis 
episodes considered here, insolvency, rather tban illiquidity, was the main 
problem. Moreover, it was of such a scale that in most countries initial 
emergency lending at market or penalty rates soon had to be replaced by 
longer-term lending at concessional rates. Thus, the central bank or the 
government ended up actively subsidizing many financial institutions. 
Therefore, to minimize moral hazard, nonpecuniary penalties-such as 
replacing management, requiring the surrender of shares, or preventing 
dividend distribution-were often employed. 

Measures to Deal witb Failing Banks 

The fa te of failing banks chief! y depended on each country's legislative 
framework (particularly on the range of enforcement actions available in 
the legislation), the structure of the banking system, the presence or 
absence of a deposit in surance agency, and the magnitude of each bank's 
(osses. l n  Argentina most failed institutions were eventually liquidated, 
even after the legislation had been arnended to allow the Central Bank to 
arrange for their merger or sale. ln Thailand a variety of disposition 
decisions were employed for finance companies, including liquidations, 
mergers, restructuring of activities, recapitalization, and support through 
long-term, soft loans from the central bank. No bank was liguidated, but 
most troubled banks received subsidies in the form of soft central bank 
loans, and the government assumed the ownership of one bank. 

In Chile, following sorne initial liquidations of small institutions, troub­
led banks were recapitalized and assisted through various subsidy 
schemes. ln the Philippines troubled rural and thrift banks, which were 
numerous and small, were commonly liguidated. For the larger commer­
cial banks, however, the preferred method was takeover by a govemment­
owned financial institution, or acquisition by the government with central 
bank support and intervention. In Spain, the deposit insurance agency (or 
a similar ageocy) typically took control of the problem bank by buying 
shares at a nominal priee, assumed the bad debts, and sold off the dean 
bank through competitive bidding.l2 As an exception, a large banking 

" This process was similar to the purchase and assumption procedure used in the United 
States. 
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group was temporarily nationalized, rogether with orher enterprises be­
longing to the same conglomerate (RUMASA). 

The disposition method and the legal environment affected the distribu­
tion of !osses among bankers, depositors, borrowers, and the government. 
Owners experienced their greatest !osses when the bank was liquidated or 
they had to surrender ownership for a nominal priee, and their srnallest 
!osses when they were allowed to hold on to their shares and the bank 
received subsidies from the central bank or the government. The Joss to 
depositors was minimal in most countries, except where negative real 
interest rates were reinstated to reduce the debt burden. H Malaysia imple­
mented a scheme to pay off depositors partly with equity in the institu­
tions being recapitalized, and in one case Uruguay followed the same 
course. 34 ln most cases, however, the government or the central bank 
assumed the bulk of the !osses. These !osses are difficult to measure, 
depending inter alia on the chosen method of disposition. H l n  countries 
with deposit insurance or other arrangements requiring contributions and 
loans from other banks (e.g., Thailand's Rehabilitation Fund to which ali 
banks contributed), other banks-and indirectly their clients-shared the 
!osses to the extent that the deposit insurance fund or the equivalent 
agency had insufficient resources to cover the !osses. 

The methods for recapitalizing banks typically involved various forms 
of subsidization. Under one approach the central bank (or a separate 
government agency) purchased bad loans at par, paying with central bank 
securities (or government bonds) that carried market rates. J6 Such pur­
chases entai) recovery risks for the central government or the central bank. 
To minimize these risks, in Chile the selling bank had to bu y back the bad 
loans from the Central Bank according to a schedule stretching over ten 
years.37 Thus, the Central Bank did not assume the commercial risk or 
management of these loans, but the approach still carried the risk that the 
continuation of old linkages between the bank and the debtor could 
weaken Joan recovery. In Uruguay the Central Bank assumed the bad 

11 ln Argentina holders of foreign currency deposits in failing banks tost cverything. ln 
Thailand, depositors of failed finance companies were to be paid over a 10-year period, 
without interest. 

" For Uruguay, sec Cikat6 (1989). 
" Balino (1987) gives partial figures for the Argentine Govemment's tosses. 
" For sorne operations the Central Bank of Uruguay issued U.S. dollar daims to purchase 

bad loans, sorne of which were denominated in domestic currency. 
17 This condition essentially converted the operation into a rediscoum credit againsr the 

collateral of bad loans, with the proceeds reinvested in central bank securities. Thus, the 
objective was to support the profits of the bank for an extended period of ti me, with a part of 
the profits bcing used to repurchase bad loans. This method, based on a prespecified 
schedule of repurchases, could pose difficulties for bank operations if the profits were not 
adequate to cover the repurchases. This consideration was not relevant in the case of Chi le, 
however, because the repurchases were stretched out over a long period. 
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loans, while collection responsibility kept switching between the Central 
Bank and a state commercial bank, thereby hampering loan recovery. In 
the Philippines, to facilitate loan recovery, sorne staff of the commercial 
banks were seconded to the fiscal agency that assumed the bad loans. 

Central banks are ill equipped to assume the administration of bad loans 
of banks being recapitalized or restructured.38 Borrowers have little incen­
tive for repaying outstanding loans to an institution that cannot make new 
loans. Moreover, a central bank usually lacks the expertise in loan admin­
istration of a commercial bank or a specialized agency. A Iso, central bank 
!osses on account of bad loans compromise monetary control, in addition 
to making the !osses less transparent. 

The case studies clearly point toward certain significant advantages­
and sorne disadvantages-in shifting the bad assets to a separate agency 
with explicit funding sources. Such a shift, which took place in the 
Philippines and Spain, had the advantage of not only making the losses 
transparent, but also breaking off the linkages between problem banks and 
problem borrowers, linkages that had contributed to the problems in the 
first place. The resulting restructuring of banks' balance sheets also facili­
tated the implementation of monetary policy. Moreover, a separate entity 
-such as the so-called bad or collecting banks, those found in the United 
States-could offer grea ter flexibility and capability to mobilize staff with 
expertise in loan administration and recovery than a central bank or in 
sorne cases even commercial banks. 

However, setting up a separate agency also has significant disadvan­
tages. Generally, incentives for repayment by the debtor, and loan recov­
ery efforts by the creditor, are likely to be mu ch higher if the owner of the 
loan is a functioning commercial bank or a separate specialized agency 
with its own resources to lend, or if the commercial bank is given incen­
tives to work with the debtor in asset restructuring and recovery. The 
debtor has greater incentives to restructure and resume normal credit 
relationships if a lending institution, which offers opportunities for new 
credits, is involved in loan recovery thao if a pure asset recovery agency or 
a central bank is involved. Moreover, a separate loan recovery agency may 
lack the depth of knowledge of the debtor's situation and the loan recovery 
experience that the originating commercial bank is likely to have. In 
addition, staffing such an agency may deplete the human resources avail­
able to commercial banks in countries where loan recovery skills are in 
short supply .39 

18 ln the case of liquidations, however, it is common for the central bank or the deposit 
insurance agency to assume the bad loans. 

19 ln the Philippines, commercial bank staff with knowledge of debtors were used by the 
specialized agency, with administrative safeguards to ensure professional independence of 
such staff from the influence of debtors. 
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In sorne cases, rather than purchasing bad loans, the central bank 
offered a soft Joan witb whicb the troubled bank could acquire a govern­
ment bond or a central bank security at a market-related rate, and thereby 
stan receiving a stream of subsidies. Chile offered cheap government loans 
to facilitate the purchase of bank stock and tax credits for subscriptions of 
new issues of bank stock. l n  Chile and the Philippines, a government 
agency was charged with underwriting issues of new stock for the inter­
vened banks. 

Measrwes to Assist Borrowen 

Measures to assist borrowers included financial support, technical assis­
tance, and debt-equity conversions. Under a typical arrangement, the 
central bank provided medium-term refinance credit to commercial banks 
at subsidized rates (or other fonns of subsidies) to encourage the banks to 
consolida te and reschedule their clients' loans. 40 In most cases the rate 
charged to final borrowers was not concessional. Uruguay enacted special 
legislation requiring banks to refinance ali "insolvent" borrowers, witb the 
tenns of refinance depending on the classification of each borrower. A 
special govemment commission was to classify each borrower using var­
ious solvency and sectoral criteria, and a debt moratorium applied while 
classification was pending. Loan recovery and administrative costs with 
this approach have not been satisfactory in Uruguay. 

Measures assisting borrowers that bad contracted loans denominated in 
foreign exchange included preferential exchange rates, interest subsidies 
on foreign exchange swap transactions, and exchange insurance schemes. 
These measures often resulted in sizable subsidies to borrowers-with 
corresponding losses to the central bank-because of large devaluations. 
Malaysia also provided technical assistance to borrowers for restructuring 
their operations. The Philippines relied extensively on the takeover of 
ailing nonfinancial comparues by government financial institutions (which 
converted pan of the outstanding debt into equity), an action tbat post­
poned hard solutions and even led to the insolvency and restructuring of 
sorne of the rescuing institutions. 

A key issue in formulating an assistance program for borrowers is 
wbether it should be case by case or a blanket program that covers ali who 
request assistance in a given industry or sector. Although care and selectiv­
ity can maximize the cost effectiveness of assistance, on occasion practical 
considerations might require choosing a blanket program. ldeally, debt 
restructuring sbould be left to the individual banks and their clients. But in 
the uncenainty surrounding a major banking crisis, market decisions may 

.. ln many developing countries, banks are reluctant to provide long-term loans, given the 
short maturity of deposits and the la.ck of liquidity facilities. 
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be influenced by subjective fears and more than the socially optimal 
amount of caution; such a situation would justify sorne temporary govern­
ment action. 

The most powerful but probably also the most costly method to help 
insolvent borrowers and banks is to reimpose imerest rate controls and 
produce negative real interest rates that transfer wealth from depositors to 
borrowers. This was the solution adopted in Argentina, and for a limited 
rime in Uruguay. But this solution discourages depositors, and therefore 
over ti me results in a shrinking of the banking system in real terms. 

Regu.latory and Legislative Reforms 

The emergence of crises highlighted the weaknesses in legislative and 
regulatory frameworks and triggered substantive regulatory reforms in 
most of the sample countries. For example, significant changes in regula­
tions occurred in Thailand: central bank supervision was extended to 
finance companies in addition to banks, the central bank's powers of 
intervention and enforcement options were broadened, and regulations to 
limit concentration of ownership and portfolio were strengthened. In 
Chile comprehensive measures to tighten bank supervision were adopted 
in late 1981 and 1982; major legislative reforms were accomplished begin­
oing in 1986. These changes provided a more precise definition of the limit 
on loans to a single borrower, taking into account the interlocking owner­
ship of firms; a formai rating system for financial institutions; public 
disclosure of information on the nature and quality of the assets of 
financial institutions; tighter capital requirements; a formai deposit insur­
ance for small savers to replace ad hoc guarantees, and full insurance 
protection of sight deposits, with the restriction that sight deposits exceed­
ing two and a half times a bank's capital should be invested in central bank 
and government securities. 

ln Malaysia formai guidelines on suspension of interest on nonperform­
ing loans and provisions for bad and doubtful debts were more forcefuUy 
implemented and industry practices standardized in order to promote 
consistent and prudent lending policies. Other measures included giving 
the central bank expanded powers to intervene in aH deposit-taking insti­
tutions, establishing the Board Audit and Examination Committees to 
strengthen supervision of bank management,*1 and tightening lending 
limits per borrower. ln the Philippines regulations on bill market practices 
and dealer supervision were strengthened following the 1981 crisis, and 
prudential accounting standards and bank liquidation procedures began to 
be strengthened. 

" Every financial institution was required to establish such a commitrce, chaired by a 
non-executive director, to evaluate internai and extemal audit reports and pursue follow-up 
action to remedy any inadequacies discovered. 
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ID. Concluding Remarks 

A key question in the study of financial crisis is what can be clone to 
prevent it, or at least to minimize its consequences. The answer must 
address three main problems posed by crisis: how to keep the system 
liquid, how to restore its sol veney, and how to keep it sol vent. The 
structural measures to deal with these problems cannot be full y effective in 
the presence of major macroeconomie instability and relative priee distor­
tions. At the same time, however, eliminating the major portfolio weak­
nesses in the financial sector can significantly reduce the cost of macro­
economie adjustment measures and make them more effective. 

The problem of maintaining liquidity has been resolved through the 
lender-of-last-resort function of the central bank. However, given the 
unstable macroeconomie conditions before and during the banking crises 
in many sample countries, this solution posed difficulties for the design of 
financial policies-particularly monetary policy. Specifically, central 
banks had to balance the objective of preserving monetary stability with 
the fulfillment of their lender-of-last-resort obligations and, at the same 
time, had to contend with significant shifts in money demand and the 
money multiplier in times of crisis. 

The restoration of solvency of the system in crisis involved a variety of 
disposition decisions for problem banks, problem loans, and problem 
borrowers. Because the widespread losses bad to be dealt with in sorne 
fashion-to protect the depositors and ensure the sound future functioning 
of the financial intermediaries that would remain-the key issue was how 
to apportion the tosses among depositors, borrowers, the banking system, 
and the government. ln  most cases, the government or the central bank 
assumed the bulk of the tosses, because banks could not be expected to 
outgrow such large tosses with only limited initial support. This approach 
compJjcated the design of monetary and fiscal policies. However, to 
ensure monetary policy independence, promote effective Joan recovery 
and industrial restructuring, and minimize moral hazard, there are advan­
tages in solutions that encompass the following elements: make the tosses 
transparent rather than hide them in the books of the central bank or 
commercial banks; work out institutional arrangements that maximize 
professionalism in loan recovery, asset liquidations, and asset restructur­
ing; and ensure that original shareholders absorb tosses to the maximum 
extent possible under the law and that the old management is replaced in 
the problem financial institutions by new management. 

After the initial recapitalization and restructuring of weak institutions, 
complex issues arose in the development of the regula tory and supervisory 
framework to preserve solvency of the financial system. First, the effec­
tiveness of banking supervision was influenced by the uncertainties in the 
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quality of the Joan portfolio of financial institutions. Sharp changes in 
general business conditions (relative priees, policy regimes, etc.) caused 
cash-flow problems to businesses and raised loan defaults in sorne of the 
crises discussed here (Argentina, Chile, the Philippines, and Uruguay). 
Even loans that were sound when they were granted became bad loans; 
thus, major macroeconomie instabitity and sharp changes in relative priees 
constrained the effectiveness of vigilant bank supervision and made the 
identification and treatment of problem loans more complex. Neverthe­
less, in ali the sample countries, factors specifie to sorne institutions (e.g., 
weak management, fraud, risk concentration) also contributed to the poor 
quality of the assets of the financial system42 and highlighted the impor­
tance of tighter prudential regulations and enhanced bank supervision. 

Second, reforms of bank supervision and regulation raised difficult 
issues in defining the appropriate rotes for the government and the market 
in maintaining the stability and soundness of the financial system. One 
area of debate has been the need for and form of deposit insurance. Sorne 
authors have argued that stricter supervision entails excessive government 
intervention in private business; others consider stricter supervision inef­
fective. These concems have been reinforced by the moral hazard problem 
that most deposit insurance schemes pose. Reflecting these concerns, the 
Chicago plan for monetary reform-which originated in the 1930s and was 
espoused subsequently by Friedman (1959)--suggested splitting banks 
into two types of institutions, one allowed to receive demand deposits but 
subject to a 100 percent reserve requirement, and the other totally free 
from government regulation that would be able to receive any type of 
deposit from the public except demand deposits and invest in loans or any 
other assets. The authors of this plan argued that it would ensure that 
demand deposits (and hence the narrow moncy definition they were 
interested in) would not be subject to the contractions that take place 
du ring financial crises. Depositors in the second type of institution would 
bear the risk of the investments because the government would not bail out 
these institutions or their depositors. 

A similar idea lies behind proposais for financial reform that have been 
triggered by financial crises in the eighties. For instance, Fernandez (1983) 
advocated changing the nature of banks so that they would no longer 
undenake to guarantee a certain yield to their depositors. Also, the recent 
reform of the banking legislation in Chile distinguishes demand deposits 
from other deposits. The former have a state guarantee, and banks must 
invest demand deposits in securities issued by the government or the 
Central Bank. Other deposits have no guarantee and no restriction over 

., The importance of these specifie factors is clear from the fact that quite a few financial 
institutions in ali the sample countries emerged from the crises virtually unscathed. 
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their investment. In the event of insolvency, a bank may enter into 
agreements with the holders of nonguaranteed deposits to settle daims on 
the bank; these depositors are treated like any otber creditors of the bank. 
Reforms along these !ines aim to preserve the integrity of the payments 
system by severe! y restricting the assets in which banks can invest demand 
deposits, but other types of deposits bear the full market risk. 

Sorne writers have suggested ways to reduce moral hazard problems and 
minimize !osses to deposit insurance schemes without reforming the finan­
cial system. For example, banks could be required to value their assets at 
market priees; large depositors could share in the !osses of a liquidation or 
reorganization mandated by the regulator; banks could be required to 
partly fund themselves by issuing subordinated debt;41 deposit insurance 
premiums could be differentiated on the basis of banks' riskiness; and 
more information could be provided t0 the market on the financial condi­
tion of individual banks.44 These proposais reflect the view thar with 
enough information the market will be able to assess, largely on its own, 
the relative sound ness of the financial system. 4s Moreover, market reac­
tions would help the regulator to detect problems in financial institutions 
and act before their net worth becomes zero, tbus avoiding tosses to the 
deposit insurer. Unfortunately, there is little evidence so far regarding the 
market's ability to judge a bank's soundness.46 

To summarize, prompt support from the monetary authorities and the 
government during a financial crisis cao prevent problem banks from 
causing major and lengthy disruptions to the payments system and the 
economy at large. However, effective restructuring and recapitalization of 
the problem banks and the banking system may require significant fiscal 
adjustment, prompt structural reforms of the nonfinancial sector, and 

41 Proponents of this requirement believe tbat it can redu ce moral bazard because holders of 
subordinated debt wouJd suffer a Joss in the event of liquidation (unlike insu red depositors) 
and would not gain from extraordinary profits arising from risky behavior (unlike bank 
shareholders). 

44 Kuprianov and Mengle (1989) discuss sorne of these ideas. For detailed proposais on 
"puttable" subordinated debt, see Wall {1989). Benston and others (1986) present a compre­
hensive discussion of options to make the ban king system more resilient. 

41 Cbile's recent legislation mandates the supervisory authority to publish indicators of the 
fin.ancial condition of individual institutions as a way of facilit.ating the market's assessment. 

46 ln a recent article, Randall ( 1989) casts sorne doubt on the market's effective ness in this 
regard. He suggests that the stock market and bond-rating agencies were tOO lare in 
identifying the problems in large bank holding comparues in the 1980s, and even then 
underestimated the seriousness of the problems. Moreover, he argues tbat it would be 
impractical to give the market the ki nd of information required for a proper evaluation of the 
quality of bank assets. In his view many of the m.arket-oriented proposais discussed here 
would only make the financial system more vulnerable and would fa il to protect the deposit 
insurer. 
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progress toward macroeconomie stability. Su ch stabilization and struc­
tural policies should be supported by adequate supervision and prudential 
regulations, which are also necessary to make financial crises Jess likely 
and Jess costly. But regulatory authorities must balance their concerns for 
the financial system's safety (which requires appropriate regulation and 
supervision) against the need to maximize its efficiency (which requires 
that market forces play the main role in shaping the structure and opera­
tions of the system). Discussion on ways of attaining this balance is still 
wide open. 
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APPENDIX I l  

Demand for Credit in  Argentina 

A simple partial adjustment model was postulated for the private sector's 
demand for credit: 

(L!P), = v((UP)*, - (UP),_,) 

(1)  

(2) 

where L is the outstanding stock of loans; Pis the wholesale priee index; y is real 
GNP; r is the bank nominal lending rate; infis the inflation rate (measured by the 
wholesale priee index); and v is the speed of adjustment. The basic equation 
estimated was 

(3) 

ln addition, dummy variables were introduced for the crisis period and for the 
period in which interest rates were subject to contrais. The dummy for the crisis 
period was statistically insignificant, but the dummy for interest rates controls (0) 
was significant. The data used corresponded to the period beginning in the third 
quarter of 1975 and ending in the fourth quarter of 1 987. The reduced-form 
equation was estimated using instrumental variables and yielded the following 
results (t-values shown in parentheses): 

(UP), = - 4776 + 0.1 42y, + 1 5 . 285r, - 20.851 in{, - 430.2300 + 
( - 2.65) (3.38) (2.87) ( - 4.44) ( - 2.56) 

O. 91 6(UP),_ , 
(36.62) 

DW = 1 .89 R2 = 0.976 

(4) 

The signs for the interest rate and inflation coefficients are the opposite of what 
would normally be expected; the estimated coefficients indicate that demand for 
loans rises in real terms when the real cost of credit goes up. This finding is 
consistent with the hypothesis that a large fraction of the demand for credit in 
Argentina consisted of loans that were insensitive to interest rates and on which 
interest was accrued and capitalized but not paid-that is, effectively nonper­
forming loans. Thus, when nominal interest rates went up, the real stock of credit 
increased because interest accrued at a faster pace on these loans; when inflation 
increased, the value of these loans was eroded-which would account for the 
negative sign for the inflation rate. Estimates also reveal that interest rate controls 
had a negative effect on the real value of this debt, insofar as real interest rates 

were negative over the period. Finally, the low speed of adjustment (0.084) 
suggests that the outstanding stock of debt was determined largely by the previous 
period's stock-as could be expected when banks make few new loans and 
sim ply accrue interest on a large fraction of their portfolios. 
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APPENDIX IV 

Measures to Deal with Banks and Borrowers in Distress 
in the Sample Countries 

The authorities took various measures to deal with financial crises in the sample 
countries. As noted in the text, these measures differed widely from country to 
country. The following is a list of the measures ta ken in one or more of the sample 
countries, classified according to whether they dealt with banks or with bank 
borrowers. 

1. Banks 
Liquidation 
• Bad loans managed by the central bank or supervision agency (acting as 

receiver and liquidator) 
• Bad loans assumed by the deposit insu rance agency 
• Bad loans taken over by a separate government agency 
Merger 
• Provision of tax and regulatory incentives 
• Provision of special lines of subsidized credit from the central bank 
• Information service to facilitate mergers 
Sale 
• Takeover by government 
• Takeover by another bank or government financial institution, sometimes 

with medium-lerm credit from the central bank (for acquisition and invest­
ment) 

• Sale after bad loans are assumed by the central bank, or deposit insurance 
agency (purchase and assumption) 

Recapitalization 
• Cash infusion from the government or deposit insurance agency, the central 

bank, or a special fund created with subscriptions from financial institutions 
• Capital contribution pa id with government securities or central bank securi­

ties yielding market rates 
• New stock issues underwritten by a government agency (sometimes the 

central bank) and supported by fiscal and financial incentives 
�heap loans to buy banks' shares 
-tax credit based on value of shares purchased 

• Purchase of bad loans at par by a government agency with government 
funds or government securities 

• Unconditional purchase of bad loans by the central bank which pays with 
central bank securities at market rate (or with central bank obligations in 
foreign currency) 

• Purchase of bad loans by the central bank, subject to various conditions (on 
dividend distribution, repurchases of bad loans, provision of foreign cur­
rency loans to the central bank) 
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• Soft loans from the central bank to be invested in government or central 
bank securities 

Restructuring 
• Change in management, in internai controls, and in operating procedures 
• Authorization of new product or service !ines 

Il. Borrowers 
• Central bank credit to banks at low rates to encourage consolidation and 

stretching out of business firm debt 
• Government subsidies to banks, to facilitate rescheduling of business debt 
• Credit guarantee schemes 
• Preferential exchange rate for foreign currency debtors, interest subsidies on 

foreign exchange swap operations, exchange insurance programs 
• Controls on interest rates, to bring about negative real rates for borrowers 

and depositors (a reversai of previous deregulation) 
• Technical assistance to borrowers 
• Conversion of business debt into equity held by the commercial bank 
• Legislation on debt refinancing and temporary debt moratorium 
• Partial write-off of accrued interest or principal by the central bank (or the 

government agency) after assuming the problem Joan 
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The Argentine Banking Crisis of 1980 
Tomas}. T. Baliflo1 

1. Introduction and Overview of the Litera ture on 
Argentina's Ftnancial Crisis 

ln March 1980, one of the largest priva te banks in Argentina-Banco de 
lntercambio Regional (BI R)-failed; within a few days, the Central Bank 
had to intervene three other major banks, two of which were subsequently 
liquidated. 2 Th us began a serious cri sis of the Argentine financial system, 
which resulted in the liquidation of 7 1  financial institutions over the next 
two years and caused far-reaching changes not only in the financial system 
but also in economie policies. The restructuring process is still continuing. 
Most of the authors who have analyzed these developments have concen­
trated on the broad macroeconomie aspects; a few orhers have dealt with 
selected features of the Argentine financial sector in the context of the 
crisis. This chapter integrates these two sets of analyses and focuses more 
closely on the financial sector by emphasizing the regulatory aspects that 
previous studies have largely ignored. 

This section provides a brief overview of selected literature on the 
Argentine financial crisis. The next section presents evidence on the 
macroeconomie and general business environment, and Section III ana­
lyzes the crisis itself. Section IV presents the conclusions. The research 
strategy followed in the paper reflects the belief that an appropriate 
analysis of the Argentine banking crisis has to look beyond the financial 

1 1 wish tO thank Oawit Makonnen for val ua ble research assistance and José A. Uriarte of 
the Central Bank of Argentina for his help in obtaining and inrerpreting some of the data. 

1 Intervention is the power of the central bank to appoint an administrator who displaces 
the existiog administration of a trou bled financial institution. (The property of the institution 
remains with its original owners.) Intervention can be a first step toward liquidation or 
toward reorganization and sale of the institution. 

58 
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system, because a main cause of the crisis was the deterioration of the 
system's Joan portfolio-a deterioration that stemmed in part from devel­
opments in the general economie environment and their effects on busi­
ness conditions. 

Overview of the Litera ture 

The Argentine financial crisis has been discussed mainly in the context 
of the economie policies implemented between 1977 and 1981, with only a 
few studies focusing on the financial system.3 This section briefly reviews 
the different approaches that have been followed in the literature. Fem�n­
dez discusses three causes of financial crises: inadequacies of free market 
economies, inappropriate monetary policy, and inherent instability of the 
financial system.• For him, the latter best explains Argentina's financial 
crisis: under a fractional reserve system with state deposit insurance, 
financial institutions in trouble can delay failure by resorting to "liability 
administration."  Liability administration is described as the policy of an 
institution that, facing a cash shortfall caused by nonperforming loans, 
must raise interest rates to attract new deposits to replace those maturing. 
An explosive situation can result. 

According to Fem�ndez, this situation arose during the Argentine 
financial crisis as firms defaulted on their bank loans. These defaults were 
due to enterprise failures, which, in turn, were caused by frustrated 
expectations over macroeconomie policy and over the relationship be­
tween interest rates and the rate of change in the priee of each enterprise's 
product. Fînally, Fern�ndez finds merit in Simons's proposai for financial 
reform, under which sight deposits would have a lOO percent reserve 
requirement to preserve their liquidity white time deposits would be 
replaced by bank acceptances or shares whose value would be market 
determined, that is, time deposits would resemble mutual fund shares. 

Commenting on Fern�ndez's paper, Feldman (1983) suggests that the 
financial crisis should not be interpreted in isolation but should be viewed 
as a reflection of the real sector crisis that resulted from the growing 
incompatibility between real domestic interest rates and the rates of return 
of investments in domestic assets. Furthermore, Feldman suggests that 
high domestic interest rates largely reflected risk premiums owing to 
devaluation expectations that exceeded the Government's preannounced, 
and realized, devaluation rates. 

Using the framework developed by Minsky (1977), Dreizzen (1984) 
constructs severa! indicators to study the financial situation of a sample of 

1 See, for example, Ardito Barletta, Blejer, and Landau (1984). 
• Fern:indez (1983a and 1983b). Similar views, in a broader context, appear in Fern:inde-t. 

(1985). 
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industrial firms. He concludes that between 1977 and 1983 the financial 
structure of firms became increasingly fragile and had to endure strong 
destabilizing shocks, most of which originated in the financial market. 
Among the shocks that took place at different times in that period, he cites 
restrictive monetary policy, bank failures, and devaluations. 

Another paper, by Petrei and Tybout ( 1985), examines firms' indebted­
oess by analyzing a sample of industrial firms during the period 1976-8 1 .  
They suggest that these firms originally obtained huge financial subsidies 
because of "real currency appreciation and unconstrained access to foreign 
credit, theo again in 1981 because of an exchange insurance program." 
Moreover, the accelerated growth in the debt/capital ratio in 1980, coin­
ciding with lower profit rates for the firms in the sample, contributed to 
the development of the crisis. 

Arnaudo and Conejero ( 1985) compare the performance of the three 
banks that failed in 1980 (Banco de Intercambio Regional, Banco de Los 
Andes, and Banco lnternacional) with one another and with the average 
performance of private domestic banks. They conclude that severa! indi­
cators warned of the impending failures of these three banks. 

Damill and Frenkel ( 1987) further develop sorne of the points raised in 
the earlier literature. They suggest that the negative real rates of 1979 
prompted firms to borrow more, thereby increasing their fragility. This 
fragility was exacerbated by the short maturities of loans, which made 
firms particularly vulnerable to "exogenous shocks," such as higher inter­
est rates induced by changes in exchange rate expectations. The conse­
quent Joss of profitability of sorne sectors increased the share of nonper­
forming loans in bank portfolios. Moreover, sorne banks that went 
bankrupt in 1980 had spectacular rates of growth, which the authors 
attribute to "speculative elements." 

The literature just reviewed suggests that the economie environment, as 
weil as factors intrinsic to the financial system, led to the crisis in the 
Argentine financial system. 

II. The Economie Environment 

The 1976-82 period saw many economie changes in Argentina. The 
economie team that came to office in March 1976 inherited a high rate of 
inflation, a serious balance of payments problem, and a substantial fiscal 
deficit. The new team not only adopted short-term measures to cope with 
this situation but also carried out sorne important structural reforms, the 
most radical of which took place in the financial sector. Many of these 
measures and reforms were blamed for the serious difficulties that sur­
faced when the financial crisis erupted. As a result, beginning in March 
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Table 1 .  Phases of Reference Cycles, 1961-82 

Expansion 

Period 

July 1 963-May 1967 
Dec. 1967-Dec. 1 974 
Nov. 1975-july 1977 
Mar. 1978--Feb. 1980 

jan. 1 981-July 1981 

Length 
(months) 

46 
84 
20 
23 

6 

Average length: 35.8 months 

Source: Arranz and Elfas (1 984). 

Contraction 

Period 

Aug. 1 961-July 1963 
May 1 967-Dec. 1 967 
Dec. 1 974-Nov. 1975 
july 1977-Mar. 1 978 
Fe b. 1 980-jan. 1981 
July 1981-Apr. 1 982 

Length 
(months) 

23 
7 

1 1  
8 

1 1  
9 

Average length : 1 1 .5 months 

1981,  economie policy was significantly modified and most of the reforms 
begun in 1976 were scrapped. 

To facilitate assessment of the contribution of changes in the economie 
background to the financial crisis, this section presents sorne evidence on 
the behavior of the economy between 1976 and 1982: (1) the evolution of 
GDP and its major components; (2) the evolution of monetary and credit 
aggregates; (3) the behavior of sorne important priees (interest rates, the 
exchange rate, and sorne asset priees); and (4) the evolution of enterprise 
debt. 

Evolution of GDP and lts Major Components 

Consideration of the evolution of GDP and its components is relevant 
for the analysis of the financial crisis on at least two grou nds. First, a 
significant body of litera ture produced by Kindleberger, Minsky, and 
others asserts that financial crises are an integral part of the business cycle, 
because they are a necessary consequence of the previous boom. Second, a 
downtum in economie activity cao reduce firms' sales and profits in the 
affected sectors, compromising the liquidity and solvency of these firms 
and, therefore, their ability to service their debt. 

Table 1 ,  which presents the phases of reference cycles for Argemina 
from 1961 through 1982, shows that the financial crisis followed an 
economie expansion: the failure of the Banco de lntercambio Regional in 
March 1980 came immediately after the expansionary period that had 
lasted from March 1978 to February 1980.5 

1 The reference cycles have been estimated with the methodology used by the National 
Bureau of Economie Research for its srudies on U. S. business cycles. 
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The national accounts data confirm that the financial crisis came after a 
period of economie expansion: although GDP feil by 3.4 percent in 1978, 
it grew at rates substantially above historical performance in 1977 and 
1979; between 1976 and 1979 the growth rate averaged 3 percent. The 
cri sis cannot be dated so easily with reference to investment, however, 
because investment kept growing at a rate much above historical averages 
even after the cri sis started; onl y in 1981 did investment begin to fa li 
sharply. Finally, there were sharp differences in the performance of many 
sectors; in particular, the financial sector grew much faster than total GDP 
between 1977 and 1980 but shrank sharply between 1981 and 1983. 
Moreover, in any given year, rates of growth varied substantially a cross 
sectors. These sharp fluctuations in performance undoubtedly required 
various economie sectors to make substantial adjustments, which may 
have affected their debt-servicing capacity. 6 

Behavior of Monetary and Credit Aggregates 

Table 2 presents data on the behavior of monetary and credit aggregates 
in the 1976-82 period. These data are useful not only to complete the 
general background but also to analyze whether monetary factors could 
have caused the financial crisis. 

The table presents the data in nominal terms, from which two main 
conclusions can be drawn: (1) that monetary and credit aggregates grew 
very fast throughout the period, and (2) that time deposits significantly 
increased their share in M2, jumping from 36 percent in 1976 to 71  percent 
in 1981. 

The data in Table 2 suggest that the crisis cannot be attributed to 
monetary causes: money grew in nominal terms at a high rate both before 
and after the crisis, although the rates of growth of M 1 and M2 feil sharply 
in 1980, once the crisis was under way. The data for domestic credit show 
a similar pattern. 7 

Further evidence on monetary developments is provided in Table 3, 
which presents data on the behavior of the ratios of currency/money and of 
excess reserves/liabilities subject to reserve requirements. According to the 
monetarist hypothesis, changes in these ratjos caused monetary contrac­
tions in the United States that resulted in financial crises and recessions. 8 
This hypothesis implies thar the rise in these ratios depressed the money 

• See Balino (1987), pp. 8 and 9. 
7 Domcstic credit is the \'aria ble that the Government cou Id control throughout most of the 

period because international reser\'eS were endogenous, with the Go,·ernmem setring the 
exchange rate. 

• See, for instance, Friedman and Schwartz {1963) and Cagan (1965). 
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Table 3. Ratios of Currency to Deposits and Excess of Bank Reserves to 
Reserve Liabilit.ies, 1976--82 

Excess Bank 
Reserve Currency/ Reserves/Reserve 

Period Requirement'·2 Depositsl Liabilities'·l 

1 976: 1 0.309 
Il 0.252 

Ill 0.230 
IV 0.260 

1977: 1 0.212 
Il 45.0 0.213 4.20 

I l l  45.0 0.190 0.78 
IV 44.7 0.207 1 .51 

1978: 1 44.0 0.170 1.07 
I l  43.0 0. 1 75 1 .88 

Ill 40.7 0.164 0.20 
IV 31.0 0.229 0.65 

1979: 1 27.0 0.175 0.52 
Il 27.0 0.169 0.51 

Ill 25.0 0.149 0.30 
IV 20.0 0.183 0.75 

1 980: 13 .2  0.157 0.66 
Il 1 1 .3 0.174 0.91 

Ill 12.5 0.162 0.51 
IV 10.3 0.204 1 . 1 3  

1981:  1 12.0 0.157 0.16 
I l  16.0 0.160 0.35 

Ill 18.0 0.133 0.29 
IV 15.5 0.183 0.90 

1 982: 1 16.5 0.127 2.21 
Il 13.5 0.162 13.65 

Ill 100.0 0.160 1 1 .84 
IV 100.0 0.205 5.14 

Sources: Cent.ral Bank of Argentina, Boletfn Estadfstico, various issues; Gaba (1981); and 

International Monetary Fu nd, International Financial Statistics, various issues. 
'The series begins with the reintroduction of fractional bank reserves in )une 1977. 

2Period average. 
1End-<>f-quarter data. 
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multiplier, inducing a fal l  in the moncy supply or in its rate of growth. 
The data do not support this hypothesis for the Argentine financial 

crisis. As shown in Table 3,  the currency/deposit ratio was lower by the 
end of the first quarter of 1980 (when the Banco de lntercambio Regional 
was closed) than in the same period of the previous years; although this 
ratio tended to rise during the rest of 1980, it still remained below the 
levels of 197 6 and 1 977. This situation suggests that the cri sis undermined 
the public's confidence in the safety of deposits only briefly. A study of 
the period from June 1977 to June 1981 finds evidence of a shi ft in the 
intercept of the estimated function for the currency/deposit ratio (Demaes­
tri (1982)). This shift was positive for April and May and negative for June 
1980. Another study of the period from May 1978 to March 1982 (Dab6s 
and Demaestri ( 1983)) fou nd that the demand for currency, in real terms, 
became Jess sensitive to the deposit interest rate beginning in March 1980 
(i.e., before the liquidation of the first major bank but after the liquidation 
of one of the largest financial companies). 

The excess reserve ratio fluctuated widely between the end of the 
second quarter of 1977 (the start of the financial liberalization) and the end 
of 1982. Even after the outlier observations for the second quarter of 1977 
and for the whole of 1982 are excluded, the ratio remained volatile: for 
instance, it dropped from 1.88 to 0.20 between the second and third 
quarters of 1978.9 Despite this volatility, the data for 1979 are weil within 
the historical range of values, suggesting that bank reserve behavior was 
not a contractionary influence on the moncy supply. 10 More important, 
the fact that the behavior of bank excess reserves in 1980 shows no 
departure from the historical pattern suggests that the crisis did not reduce 
the willingness of banks to invest in yield-earning assets. 

The Behavior of l nterest Rates 

Severa! authors have blamed interest rate behavior during and after the 
liberaliz.ation experience for the business faiJures that occurred between 

• The 1982 outliers should be disregarded because they reflected the economie and polirical 
uncertainties of that year (conflict over the falkland Islands/Mal vinas; change in administra­
tion), as welJ as the reforms introduced to the financial system by midyear. The figure for the 
second quarter of 1977 should also be disregarded, because it reflects the transitional effect of 
moving from a 100 percenr reserve system to the fractional system rather than the effect of 
bank decisions. 

10 The Argentine banks' behavior contrasts sharply with the behavior ofU.S. banks du ring 
the 1930s, when they increased their excess reserves, thus reducing the money supply and 
deepening the recession, in the view of monetarist writers such as Friedman and Schwartz 
(1963). 
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1977 and 1982. The purpose of this section is to present evidence that can 
help to evalua te the merits of that explanation. 11 

Nominal interest rates jumped dramatically when interest rate controls 
were lifted at the end of the first half of 1977: both deposit and lending 
rates more than doubled from the first to the second half of 1977. lt is 
important to gauge the volatility of interest rates before the crisis, because 
a high volatility could frustrate business planning and undermine the 
financial health of firms. The monthly variability of interest rates within 
each year, measured by the coefficient of variation, was lower du ring 1979 
and 1980 than at any other rime between 1977 and 1982,12 This lower 
variability was probably caused by the policy of preannounced devalua­
tions bet\veen December 1978 and March 1981, which encouraged interest 
rate arbitrage by reducing exchange rate risk. 

The data in Table 4 show that annual average lending rates were 
positive in real terms during the liberalization period. Also, their highest 
value (4.87 percent a month, using the wholesale priee index-WPI) was 
attained in the last quarter of 1979; moreover, the annual average of 
lending rates peaked in 1980. Therefore, high lending rates helped to 
precipitate and aggravate the crisis by making debt servicing more diffi­
cult. However, although these rates were positive on average, and sorne­
times very high, they were negative during many quarters. Thus the effect 
on each firm depended not onJy on the sign and size of its net financial 
position but also on the pattern of this position through ti me. 

The behavior of reaJ lending rates raises severa! issues. First, did the 
high Joan rates reflect high deposit rates as weil as high spreads? Second, 
why did enterprises not switch to foreign borrowing? Third, why were 
enterprises prepared to borrow at rates much higher than the marginal rate 
of return on investment? 

Table 4 indicates that, although lending rates fluctuated in line with 
variations in deposit rates, the large and volatile spreads contributed 
significantly to the observed high lending rates. In order to explain the 
high spreads, Ga ba ( 1981) broke them down into the cost of reserve 
requirements, the cost of excess reserves, and the gross financial yield for 
the bank (after taking into account the effect of non-interest-bearing 
deposits). He fou nd that, except for the second half of 1977, when the high 
reserve requirement accounted for the largest share of the spread, by far 
the largest component was the gross financial yield required to cover 
administrative costs and profits. 

Sorne studies have identified high administrative costs as a significant 

" Also, many studies have pointed to high real interest rates as evidence of the failureofthe 
liberalization experience. See, for instance, Ofaz-Aiejandro (1985}. 

12 See Balino (1987}, p. 14. 
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Table 4. Real lnterest Rates, 197 4-82 
(ln percent a month) 

Deposit Rate Lending Rate 
Deflated by' Deflated by' 

Period CPI WPI CPI WPI 

1974 - 1 .51 - 1 .27 - 1 .58 -0.86 
1975 - 1 0. 1 6  - 1 0.38 -8.97 -9.19 
1976 -8.40 -9.04 - 7.75 -8.38 

1977 Average - 1 .86 - 1 .42 -0.61 0.01 
(2 -3.08 - 2 .96 - 2 . 1 9  -2.06 
Ill - 1 .68 - 1 .22 -0.83 -0.38 
IV 0.42 1.44 3.51 4.52 

1978 Average - 1 .45 -0.51 0.06 0.99 
1 - 1 . 1 6  0.34 1.57 3.06 

Il - 1 .84 -0.71 -0.50 0.63 
Ill -0.31 -0.13 0.78 0.96 
IV -2.48 - 1 .56 - 1 .59 -0.68 

1979 Average - 0.93 -0.56 -0.24 0.13 
1 -2.85 - 2 . 1 9  - 2 . 1 2  - 1 .46 

Il - 1 . 35 - 2 . 1 3  -0.73 - 1 .51 
I l l  - 1 .28 -2.00 - 0.64 - 1 .36 
IV 1.76 4.08 2.54 4.87 

1980 Average -0.41 1 . 1 1  0.48 1.99 
1 -0.86 1 . 1 6  -0.05 1.97 

Il - 1 . 1 2  -0.74 -0.25 0.12 
Ill 0.93 2.20 1 .97 3.23 
IV -0.60 1 .81  0.23 2.65 

1981 Average 0.81 - 1 .01 2.57 0.76 
1 1 . 77 2.64 3.60 4.48 

Il 0.29 -4.54 2.32 - 2.49 
Ill 1 .38 0.05 3.22 1 .90 
IV - 0 . 1 9  - 2 . 1 9  1 . 1 5  -0.84 

1982 Average - 3.02 -5.79 - 2.02 -4.80 
1 -0.28 - 1 .06 0.85 0.07 

Il 2.06 -3.21 3.56 - 1 .72 
Ill - 1 0.28 - 1 5.50 -9.41 - 1 4.63 
IV -3.58 -3.39 - 3.09 -2.91 

Source: Central Bank of Argentina. 
'The formula used for deflation was: Real rate = (nominal interest rate - rate of inflation)/ 

(1 + rate of inflation). 
2Corresponds through the first semester. 
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Table 5. Administrative Costs of Financial lnstitutions, 1 981-821 

1981 
Dec. 

Official national banks 6.0 
Official state and municipal banks 12.8 
Domestically owned private 

commercial banks 7.7 
Foreign-owned private commercial banks 9.2 
lnvestment banks 13.4 
Finance companies 9.0 
Credit cooperatives 1 1 .9 
Savings and loan associations 7.4 
Weighted average2 8.0 

Sources: World Bank (1984), and author's own estimates. 
'Administrative costs a year as percentage of total loans. 

1982 

June Dec. 

2.8 4.0 
9.4 13.3 

7.9 9.9 
8.8 9.6 
8.5 13.0 
9.5 14.8 

12.6 21.6 
10.1 12.9 

7.0 8.8 

lThe weights used are the shares in total loans as of end-December 1982. 

May 

5.8 
12.3 

9.8 
8.9 

13.5 
15.8 
22.7 
12.7 

8.7 

component of the spreads. u Although these costs, shown in Table 5, are 
sizable, a large residual component of the spread remains to be explained. 
One explanation of the residual is that banks had sorne monopoly power, 
which they exploited by charging rates that included a monopoly rent. On 
the surface, this explanation is appealing: bank services are differentiated 
products that offer scope for imperfect competition (e.g., it is costly for 
borrowers to switch banks). A corollary of this explanation is tbat more 
competition should lower spreads. In this regard, the Liberalization meas­
ures, which not onJy freed interest rates but aJso eliminated barriers to 
entry, should have undennined the monopolistic position of the ban king 
system and thus lowered spreads. But it could be argued that whereas 
eliminating entry barriers reduced monopolistic rents, dismantling inter­
est rate controls allowed banks to better exploit whatever monopoly power 
they retained. Thus the net effect of the 1977 reform on the rent compo­
nent of spreads appears to be ambiguous. Another possible explanation is 
that high spreads reflected risk prerniums on loans, which rose because of 
uncertainties about the course of economie policy and because banks knew 

11 See, for example, World Bank (1984). 
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very little about many of their new clients. 14 This explanation helps to 
ex plain wh y borrowers were willing to pa y high real rates, 15 but it is 
inconsistent with the explanation that borrowers were willing to pay high 
rates because they expected a government bailout-because if bankers 
shared that expectation they would have viewed thetr loans as low-risk 
assets and bence charge a low-risk premium. 16 A detailed analysis of the 
causes of high spreads is beyond the scope of this paper. 17 

Although the high spreads made domestic loans appear more expensive 
than foreign loans, firms did not switch to foreign sources of credit, in part 
because the preannounced devaluation schedule (described in the next 
subsection) did not eliminate the uncertainty over the course of the 
exchange rate. In this regard, severa! authors18 have suggested that a 
perceived exchange risk discouraged foreign borrowing. This reasoning is 
consistent with the fact that the domestic deposit rate exceeded the yield in 
pesos of dollar deposits abroad un til February 1981,19 th us indicating that 
borrowers and depositors shared similar expectations over the course of 
the exchange rate. Another reason is that probably only large enterprises 
had direct access to foreign credits (Petrei and Tybout (1985)). The 
evolution of interest rate differentiais is depicted in Table 6, where the 
U .  S. prime rate was ta ken as the representative rate for borrowers and the 
treasury bill rate as the representative rate for deposits. Analyzing a 
similar data set, Blejer (1982) concluded that the Argentine financial 
market was informationally efficient but that an uncorrelated time-varying 
risk premium was present between June 1977 and August 1981. 

Severa] hypotheses have been offered to expia in wh y firms borrowed at 

14 The increase in the real size of the financial market reflected not only the growth of loans 
to old bank clients but also lending to new borrowers, sorne of which operated in fields that 
became more dynamic as a result of me change in relative priees described later in this 
chapteL Also, persona] loans and mortgage loans gained much importance. lt is worth noting 
chat, for long periods before the liberalization, banks were not allowed tO make personal loans 
for consumption. 

11 Such borrowers would be investing in risky projects with a high expected rate of return. 
Therefore, they would be prepared to borrow even at a high rate, because in case of failure 
they would default on their Joan but in case of sucœss they wou Id keep the entire profit. 

16 For the bailout expia nation see, for instance, Calvo (1986). 
" A major problem wouJd be ro obtain the required data. For instance, the data on spreads 

before and after June 1977 cannot be easily compared because lending rares before thar date 
were accompanied by credit rationing, which involved practices like compensating balances 
which increased the a.ctual oost of borrowing. 

'' See, for instance, Rodrfguez (1982) and Feldman (1983). 
19 On February 2, 1981 the Central Bank devalued the peso by 10 percent despite ha,•ing 

announced in October 1980 that the monthly devaluation rate for that month and the 
following months-wirh no specified ti me limit-would be 1 percent. 
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Table 6. Differentiais Between Domestic and 
Foreign lnterest Rates, 1 977-82 

(Quarter averages; in percent a mon th) 

U.S. Rates' lnterest Rate Differentiai 

Prime Treasury With Argentine With Argentine 
rate bill rate lending rate deposit rate 

1977: Il l  6.41 6.29 1.77 1 .05 
IV 8.58 8.45 4.58 1 .62 

1978: 1 7.19 7.06 4.10 1 .50 
Il 4.45 4.30 3.82 2.63 

Ill 3.37 3.22 4.35 3.40 
IV 5.62 5.45 1.99 1.27 

1979: 1 5.97 5.77 1.26 0.73 
Il 5.24 5.05 1 .91 1.48 

Ill 4.84 4.64 3.02 2.58 
IV 4.44 4.19 2.78 2.24 

1 980: 1 3.90 3.68 2 . 1 7  1.58 
I l  3.41 2.93 2.24 1.85 

Ill 2.41 2.23 3.74 2.89 
IV 2.33 2 . 1 1  3.29 2.68 

1 9 8 1 :  6.89 6.52 1.75 0.27 
Il 25.91 25.55 - 1 5.32 - 1 7.00 

Ill 5.29 4.90 6.37 4.92 
IV 9.07 8.68 -0.63 - 1 .59 

1982: 1 15.08 14.80 -6.87 -7.72 
Il 12.53 12.20 -3.87 -4.70 

Sources: International Monetary Fund, International Financial Statistics, various issues; 
and Central Bank of Argentina. 

'Adjusted for the actual depreciation of Argentina's currency. 

relatively high real interest rates. Besicles the high-risk and bailout hypoth­
eses already mentioned, the explanations include distress borrowing by 
firms in difficulties and speculative borrowing induced by devaluation 
expectations. 20 

10 See World Bank ( 1984), p. 207. A detailed discussion of distress borrowing is prescmed 
in Dreizzen ( 1984) and in Fernandez ( 1985). 
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Liberalization of Foreign Sector 

The policies followed in the externat sector, especially exchange rate 
policies, had important effects on the soundness of the financial system, 
directly by influencing the capital flows and the value of the foreign debt 
of firms, and indirectly by dramatically changing many relative priees in 
the economy-in particular, asset priees. 

The lackJuster record in the fight against inflation prompted the author­
ities to use the exchange rate as a stabilization instrument, beginning in 
December 1978 and ending in March 1981.21 For this purpose the Central 
Bank periodically published a schedule of daily devaluations for given 
periods of ti me. This strategy was intended to make tradable priees follow 
international priees (nontradables would follow a similar path, assuming 
sorne substitutability between tradables and nontradables). Moreover, the 
preannouncement of the rate was expected to reduce uncertainty and to 
help make domestic interest rates move in line with foreign rates. 

The first exchange rate schedule covered the period through August 3 1 ,  
1979. Several others followed, carrying a declining rate of devaluation. On 
October 1 ,  1979 the third schedule was issued: it set a 2.8 percent 
devaluation for January 1980, to be reduced by 0.2 percentage point a 
month through the end of 1980. In September 1980, however, the author­
ities revised the schedule and announced that the devaluation rate that had 
been set for October { 1  percent) would be maintained for November and 
December. This policy led to a substantial real appreciation of the peso, 
which began to affect the ex change market. 22 

After sorne failed attempts at restoring confidence in the exchange 
po licy, a new economie team scrapped the policy of preannounced deval­
uations and sharply devalued the peso (by about 23 percent). ln addition, 
the team stated that, in the future, they would follow a policy of frequent 
minidevaluations. Oespite these statements, further reserve tosses 
prompted a new devaluation of about 23 percent on June 2. Twenty da ys 
later, the foreign exchange market was split in two: a commercial market, 
with the rate to be set by the Central Bank, and a financial market, with 
the rate to be determined by the market. 23 Transactions to be carried out in 
the latter market included most new financial transactions, sale of a 
specified fraction of the proceeds of sorne exports, and other transactions 
that were not allowed to be made through the commercial market. In order 

11 Priees had been rising about 7-8 percent a month betwcen the lasr quarter of 1977 and 
the last quarter of 197 8. 

11 Moreover, the bank failures had begun tO erode public confidence in the course of the 
economy. 

u ln practice, the Central Bank followed a "crawling peg" policy to ad just the commercial 
rate, wh ile ir also imervened ro sorne extem in the financial market. 
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to reduce the effect of past devaluations on private foreign debt and to 
encourage renewal of foreign loans, the Government compensated bor­
rowers for the effects of the June devaluation on loans that were rolled over 
for at !east one year. To encourage further rollover of foreign debt, the 
Government also established an exchange insu rance facility; to qualify, 
new loans or loan renewals had to have a minimum maturity of one and a 
half years. In the Last quarter of 1981, the scope of the exchange insurance 
facility was broadened and a swap facility was established for six-month 
operations. 

The administration that came to power in December 1981 returned to a 
more liberal exchange system, unifying the exchange markets, eliminating 
the exchange insurance and swap facilities, liberalizing sales of foreign 
currency, and announcing that the peso would be allowed to float. ln 
April 1982, however, drastic exchange controls were imposed to cope with 
the problems caused by the conflict with Britain over the Falkland Islands/ 
Malvinas. Subsequently, a new administration, inaugurated inJuly 1982, 
reintroduced dual exchange markets, one commercial and the other finan­
cial. The Central Bank set the rate in the first market, but in the second it 
intervened soleJy as a buyer, at a predetermined rate. Gradually, however, 
operations initially assigned to the commercial market were transferred to 
the financial market, and in November both markets were merged. 

These policies substantially affected the real effective exchange rate, as 
depicted in Table 7. These data show a real appreciation of the domestic 
currency of about 3 1  percent (export-weighted index) or 35 percent (im­
port-weighted index) between December 1977 and March 1980 (when the 
financial crisis surfaced). This appreciation continued until the end of 
1980 to a cumulative total of 40.5 percent (export-weighted index) or 42.5 
percent (import-weighted index}; in January 1981, the effective exchange 
rate began to fall as a result of the faster devaluation of the peso, a process 
that continued for the rest of the period covered in Table 7. 

The uncertainty introduced by shifts in exchange rate policy was 
compounded by the changes in the degree of openness of the economy to 
capital and trade flows. Between 1976 and 1982, the openness of the 
economy to capital flows changed severa! times. The first period, from 
April 1976 to March 1981, was characterized by a dismantling of restric­
tions and a higher degree of integration of the domestic and international 
financial markets. The problems that surfaced in 1981 and 1982 in the 
foreign sector increased the risk of foreign borrowing for both borrowers 
and tenders and reduced that integration; this reduction was aggravated by 
the increased exchange rate volatility already mentioned, by the dwindling 
reserves, and by the measures taken in 1982 to restrict debt repayments. 

The liberalization of capital flows was coupled with liberalization of 
trade between 1976 and 1981, but the trade Liberalization was never so 
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comprehensive as financial liberalization. Two main pieces of trade 
liberalization were a program of phased tariff reductions to be carried out 
between 1979 and 1984 and the elimination of import prohibitions. How­
ever, the newly inaugurated administration abandoned the tariff reduction 
program on April 1 ,  1981.  

Wage Poliey 

The wage policy followed during much of the liberalization period 
aimed at adjusting salaries more or Jess in line with inflation, as measured 
by the consumer priee index. This policy, combined with the exchange 
rate regime just described, dramatically increased real labor costs, particu­
larly in dollar terms: real wages in terms of dollars increased by al most 177 
percent between December 1978 and Oecember 1980,24 while real wages 
in terms of the CPI and the WPI increased by only 23  and 54 percent, 
respective! y. 2s·26 The result was a Joss of competitiveness of Argentine 
tradable goods, which deteriorated the foreign sector position and the 
economie solvency of producers of those goods. 

Changes in Asset Priees 

The purpose of this section is to investigate whether a speculative 
bubble could have played a role in the crisisY A speculative bubble that 
drove up asset priees could have induced people t0 borrow in ordcr to 
purchase those assets. When the bubble burst, the priee of assets would 
suddenly have become lower than the value of the counterpart loans. 28 

This situation would have made borrowers unable-and unwilling-to 
repay their debts, while banks would have found that foreclosing did not 
allow them to recover their credits in full. 

Table 8 presents the priees of sorne assets deflated by the wholesale 
priee index (WPI) and by the peso/dollar exchange rate. These deflators 
are particularly useful because of the existence at the time of substantial 
public holdings of financial assets and liabilities linked to the WPI or the 

'' These dates mark rhe period when the policy of preannounced devaluations was full y 
implernented. 

u Notice the difference in the real wage changes measured with the CPI and WPJ. Real 
wage increases were lower using rhe CPI probably because sen·ices and nontradables have a 
heavier weighr in that priee index. 

26 For a detailed e'·olution of real wages, sec Bali no ( 1987), p. 27. 
" ln the case of Chile, Meller and Solimano (1983) agree rhat "speculative elements and 

high real interest rates" were responsible for the crisis of the financial system. Thcir tests 
suggest the existence of a speculative bubble in the ChiJean stock market. 

21 Falling asset priees have been blamed for sorne bank crises, such as rhe "wildcat banking 
crisis." See Rolnick and Weber (1984). 
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Table 8. Selected Relative Priees of Assets, 1977-84 

Car Priees Apartment Priees Cattle Priees 
Deflated by Deflated by Deflated by 

Exehange Exehange Exehange 
WPI rate WPI rate WPI rate 
( 1)  (2) (3) (4) (5) (6) 

1977: 1 1.052 0.908 0.846 0.730 1 . 149 0.991 
Il 0.917 0.833 1 .041 0.946 1 .089 0.990 

Ill 1.032 0.997 1 .040 1 .004 1 . 1 95 1 .154 
IV 1 .0 1 1  0.973 1 .024 0.986 1 .054 1.015 

1 978: 1 1 .077 1 .097 0.866 0.882 0.874 0.890 
Il 1 .085 1 .261 1 . 1 37 1.321 0.836 0.971 

Ill 1 . 174 1 .509 1 .055 1.356 1.023 1 .315  
IV 1 . 179 1 .659 1.144 1.610 1 . 270 1 .788 

1979: 1 1 .077 1 .686 0.755 1 . 1 83 1 . 2 1 7  1 .906 
Il 0.899 1 .586 1 . 1 33 1 .999 1 .319 2.326 

Ill 0.863 1.769 1.441 2.954 1 .648 3.377 
IV 1 .073 2.140 1 .233 2.460 1 .434 2.860 

1 980: 1 1 .081 2.246 1.397 2.901 1 .308 2.718 
Il 1 .065 2.445 1 .221 2.805 1 .412 3.244 

Ill 1 .088 2.613 1 .493 3.586 1 .258 3.023 
IV 1 .098 2.784 1 .520 3.852 1 . 100 2.789 

1981: 1 1 . 138 2.618 1 .490 3.428 1.018 2.342 
I l  1 . 128 1 .318 1 .210 1 .414 1 .059 1.237 

Il l  1 .202 1.724 1 .078 1 .545 0.928 1 .330 
IV 1 .093 1.491 0.976 1 .330 1 .277 1 . 742 

1982: 1 1.267 1 .908 0.754 1 . 1 36 1 . 1 1 3  1 .677 
Il 1 . 132 1 .060 0.713 0.668 1 .226 1 . 148 

Ill 1 . 134 1 .009 1 . 103 0.981 1 .496 1 .331 
IV 1 . 2 1 2  1 .039 0.884 0.758 1 .422 1 .220 

1983: 1 1 . 1 89 1 .069 0.985 0.886 1 .307 1 . 175 
Il 0.940 0.925 1 .307 1 .286 

Ill 0.866 0.619 1.322 0.945 
IV 0.773 0.898 1 .203 1 .397 

1 984: 1 1 .082 0.931 1.273 1 .096 
Il 1 .007 1 .099 1 .056 1.153 

Ill 0.884 1 .034 1.516 1.773 
IV 0.975 1 . 167 1.018 1 .219 

Source: Central Bank of Argentina. 

U.S.  dollar. Thus, the ratios in Table 8 also illustrate the opportunity cost 
of holding real assets relative to holding su ch financial assets (or liabilities). 
The first two columns, which correspond to the priee of cars, illustrate the 
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effect of the appreciation of the peso over mu ch of the liberalization period 
(as weil as the restrictions on car imports). Whereas cars appreciated by 
only 18  percent vis-à-vis the wholesale priee index between the second 
quarter of 1977 and the first quarter of 1980, they appreciated by almost 
170 percent vis-à-vis the U.S. dollar over the same period. Furthermore, in 
this period the rate of appreciation vis-à-vis the WPI was negative in 
severa! quarters, whereas the appreciation vis-à-vis the dollar was continu­
ous except for two quarters (last quarter of 1977 and second quarter of 
1979). The appreciation vis-à-vis the dollar extended until the end of 1980, 
just before the policy of preannounced devaluation began to change in 
February 1981. 

Apartments appreciated steadily both with respect to wholesale priees 
and to the dollar (third and fourth columns of Table 8): between the second 
quarter of 1977 and the first quarter of 1980 apartments appreciated by 34 
percent vis-à-vis wholesale priees and by 207 percent vis-à-vis the dollar; 
by the end of 1980 these rates of appreciation had reached 46 percent and 
307 percent. 29 The last two columns correspond to cattle priees. JO Aga in, 
although cattle appreciated by about 20 percent vis-à-vis wholesale priees 
between the second quarter of 1977 and the first quarter of 1980, its 
appreciation vis-à-vis the dollar was mu ch higher-1 7  5 percent over the 
sa me period. 

ln summary, Table 8 suggests that no general pattern was evident for 
asset priees un til the second quarter of 1981,  wh en the substantial deval­
uations of the peso that had taken place during that quarter caused asset 
priees to plummet in terms of dollars; the dollar priees of assets remained 
substantially below the 1979-80 values throughout the period under analy­
sis. Apartments depreciated both in terms of dollars and of the wholesale 
priee index: the latter fall began in the first quarter of 1981, and the real 
priee of apartments never returned to the high levels of the period that 
began in the second quarter of 1979 and ended in the first quarter of 1981. 

Table 9 presents series on the index of value of the stock market. This 
index reflects the value of the outstanding shares of ali firms listed in the 
Buenos Aires Stock Exchange valued at the la test available priee. The first 

19 This appreciation did not result from higher costs of construction. Although construc­
tion costs increased fas ter th an wholesale priees, the ratio of the two indices increased by only 
8.5 percent between June 1977 and March 1980 and by 35.6 percent betweenjune 1977 and 
December 1980. 

10 The priee of carde was included because it was one of the most important asset priees in 
the Argentine economy for which data were available. However, caule priees are subject t0 
the livestock cycle, so their leve) depends to an important extent on the decisions on stocks 
taken sorne rime before. 
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Table 9. Stock Market Behavior 
(Base: }anuary 1978 = 1) 

Index of Stock Value 

Nominal Deflated Deflated by 
value byWFI exchange rate 

1977: 1 0.853 1.837 1 .586 
I l  0.712 1.279 1 . 162 

Ill 0.528 0.742 0.717 
IV 0.565 0.622 0.599 

1 978: 1 1 .786 1 .555 1 .584 
Il 1 .667 1 . 1 65 1 .354 

Ill 3.195 1 .837 2.360 
IV 3.177 1 .439 2.026 

1 979: 1 6.416 2.265 3.547 
Il 1 3.493 3.715 6.554 

Ill 1 1  .320 2.402 4.923 
IV 1 2. 1 39 2.403 4.795 

1980: 1 21 .488 3.772 7.836 
Il 14.578 2.179 5.003 

Ill 15.382 2.109 5.066 
IV 1 2 .477 1 .569 3.976 

1981 : 1 1 5.198 1 .692 3.892 
I l  1 3 .035 1 .007 1 . 1 77 

Ill 1 4.578 0.853 1.222 
IV 22.918 1 .028 1 .403 

1982: 1 1 9.809 0.706 1 .064 
Il 34.384 0.917 0.858 

Ill 57.926 0.872 0.776 
IV 61.150 0.667 0.572 

1 983: 1 98.127 0.744 0.669 
Il 181 .043 1 .018 1 .002 

Ill 287.462 0.988 0.706 
IV 468.200 1 .001 1 . 162 

1984: 1 1 , 1 84.650 1 .658 1 .427 
Il 1 ,323.600 1 . 1 1 7  1 .220 

Ill 1 ,487.820 0.715 0.836 
IV 2,345.670 0.691 0.827 

Sources: FIEL, lndicadores de Coyuntura, various issues; and Boisa de Comercio de 
Buenos Aires, Bo/etfn, various issues. 

column shows the average vaJue of the index over each month; the other 
two columns present the deflated values using the wholesale priee index 
(second column) and the exchange rate index (third column). The series 
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displays a high degree of variability;31 nevertheless, the index appreciated, 
both in terms of the wholesale priee index and of the dollar, between the 
last quarter of 197732 and the first quarter of 1980--which is the peak 
period of the two series. The behavior of the stock value index differs 
sharply from the behavior of the relative priee of the other assets just 
discussed. Stock priees dropped in both nominal and relative terms (com­
pared with wholesale priees and the U.S. dollar) immediately after the 
start of the financial cr isis (March 1980); in contrast, the dollar priee of the 
assets included in Table 8 continued to increase wh ile their priee relative to 
wholesale priees showed no significant change in the next few quarters 
after that date. 

The evidence in Tables 8 and 9 does not support the hypothesis that a 
bursting speculative bubble caused the first episodes of the cri sis (i.e., the 
bank failure and interventions of March-April 1980). However, the value 
of enterprises declined dramatically after the crisis began, panly as a result 
of the uncertainty induced by the crisis. This decline deepened the 
financial crisis by reducing the value of collateral and making it more 
difficuJt for enterprises to substitute capital market financing for banking 
loans. 

The Combined Effect of Changes in Interest Rates and Relative 
Priees 

The variability of interest rates and relative priees, including the priees 
of assets, complicates the analysis of the effects of lending interest rates on 
various sectors during the liberalization period. Gauging these effects 
helps in evaluating the merit of sorne demands for debt relief, which were 
based on the assertion that extended periods of high interest rates had 
driven many borrowers into insolvency. A way to analyze this issue is to 
compute the cumulative effect of real lending rates on a Joan, using 
different priee indices. This is done in Table JO for selected priees. Figures 
in that table correspond to the ratio between the value of a loanll.H and the 
priee index indicated at the top of each column. Therefore, if a ratio rises 
between two dates, the debt burden of the borrower ri ses, measured as the 

" For instance, the coefficient of variation for the data in the second column equaled 0.524 
for monthly data betweenJanuary 1977 and December 1984. 

11 The momhly series allow for a more precise da ting of the trough in October 1977. 
11 lt is assumed thar interest on the Joan, at the average lending rate, is compounded 

monrhly and that there are no paymems of interest or principal until the Joan matures. 
Because loans in Argentina were made at an adjustable rate, both new and old loans paid the 
sa me rates . 

.... nie ,,a(ue onne lôan IS set equa(to one rn fanuary 1978. 
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units of the priee index that would be needed to repay the loan. Alternati­
vely, in the case of an asset, the rise in the ratio indicates what yield of the 
asset, compounded and net of depreciation, would have allowed borrowers 
to keep their wealth unchanged between the chosen dates. 

The data in Table JO show substantial volatility in most of the series: in 
particular, this is so when wages and cattle priees are chosen as denomina­
tors (first and sixth columns). The data also indicate that the debt burden, 
measured by the wholesale priee index or by the stock priee index, had 
begun to increase about two quarters before the first episodes of the crisis 
and continued to do so until the end of the first quarter of 1982. The next 
quarter the debt burden began to fa li because of a rise in stock priees and a 
fall in real interest rates (the latter resulted from the establishment of 
interest rate ceilings in July 1982). For the same reasons, the debt burden 
measured in dollars also went clown dramatically after the first quarter of 
1982, using the exchange rate as the denominator (column 3). JS 

Enterprise Debt 

The previous discussion suggests that economie agents had to face 
important shocks during the financial liberalization, which included sig­
nificant changes in key relative prices-including assets-and, during 
sorne periods, high borrowing costs. The vulnerability of firms to such 
shocks depends, inter alia, on the ratio of debt to total assets ("gearing 
ratio"); a high ratio not only magnifies the effect of interest rates on firm 
profits but also indicates that the firm has a low capital base to absorb 
!osses. 

Petrei and Tybout (1984) have analyzed the evolution of the gearing 
ratio and similar indicators between 1976 and 1981 .  Their analysis is based 
on financial statements of 1 5  5 publicly traded industrial corporations, 
classified into three major categories: exportable goods producers, import­
able goods producers, and nontradable goods producers. Their work 
suggests that, except for exportables, the gearing ratio increased over the 
liberalization period, whereas liquidity feil and foreign debt increased as a 
proportion of total assets. They conclude: 

During the 1ate 1970s, firms appear to have substituted doUar debt for peso debt, 
keeping their overall 1everage stable. But beginning in 1980, when earning rates 
feil sharply, firms steadily increased their reliance on debt finance. So this year 
and thereafter, sorne of the increase in firms' financial riskiness may have been 

11 The de,•aluation of the domestic currency helped to restore the competiti,·eness of many 
firms but also increased the debt burden of those that had borrowed in foreign currency. The 
latter obtained debt relief later. 
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due to distress borrowing. The beginning of the upward leverage trend corre­
sponds to the emergence of banking sector crises, and may weil have been a 
causal factor. (p. 50) 

Using the same data base, Dreizzen (1984) constructed an indicator of 
financial fragility f, based on Minsky's theories. This indicator is defined 
as the ratio of debt-service payments to self-generated funds where debt 
service is defined as debt amortization plus interest payments, and self­
generated funds are defined as profits plus asset depreciation and interest, 
minus taxes. Dreizzen's sample included 143 "normal" enterprises and 2 3  
that had to renegotiate their debts under judicial surveillance. Therefore it 
is possible to compare the behavior of these two categories of enterprises. 
His data suggest that the firms that eventually feil under judicial surveil­
lance had a much higher increase in the index of fragility than normal 
firms. However, it is unclear whether this index provides an explanation 
of wh y sorne firms had difficulties or whether it just states those difficul­
ties-that is, being unable to service debts with their own resources. 

Business Failures 

The economie developments just summarized caused business failures, 
which in turn contributed to the failure of banks and other financial 
institutions. Table I l  presents sorne data on the liabilities of failed busi­
ness firms for the Buenos Aires court district. The table shows quarter! y 
total liabilities in nominal terms (first column), deflated by the wholesale 
priee index (second column), and as a ratio to bank credit to the private 
sector (third column). Inflation makes it difficult to interpret the first 
column. However, the last two columns give the same broad picture: 
business failures increased in real terms every year until 1982, peaking in 
the (irst quarter of that year, while the ratio of business failures to total 
private credit shows the same pattern, except for 1980 when the ratio feU. J6 

Moreover, the highest real rate of increaseof business failures (76 percent) 
was in 1980 (i.e., when the financial crisis started), although this develop­
ment is masked in column 3 by the expansive credit policy followed 
vis-à-vis the private sector. lndustry was the sector most seriously hit in 
the earl y stages of the cri sis: its share in total liabilities of ban kru pt firms 
jumped from 53 .7  percent in 1979 to 83.9 percent in 1980.n 

16 The data in column 2 are casier to interpret than those in column 3, which require two 
special-though plausible-assumptions: that financial liabilities in failed firms can be 
proxied by total liabilities and that business failures in the entire country can be proxied bv 
business failures in Buenos Aires. 

" Balitïo (1987), p. 35. 
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Table 1 1 .  Total Liabilities of Bankrupt Firms 

Liabilities of Firms Dedared Ban kru pt over the Quarter' 

Deflated by bank credit 
ln nominal terms Deflated by WPI to private sector 

(1) (2) (3) 

(ln australes) 

1977: 3,404 3,985 4,693 
1 7 1 6  48 
Il 66 121 76 

Ill 248 380 913 
IV 3,083 3,468 3,656 

1978: 17,499 10,099 16,057 
1 2,293 2,143 7,615 
Il 2,151 1 ,639 3,302 

Ill 1,768 1,094 2,155 
IV 1 1 ,287 5,223 2,985 

1979: 73,693 16,452 28,788 

1 2,854 1 ,033 8,123 
Il 3,387 1 ,055 2,975 

Ill 25,201 5,720 9,469 
IV 42,251 8,644 8,221 

1980: 209,485 29,024 22,517 

1 23,563 4,249 7,969 
Il 22,195 3,509 4,072 
Ill 39,969 5,639 4,870 

IV 123,758 15,627 5,606 
1981:  440, 127 35,799 41,854 

1 102,124 1 1 , 768 19,118 
I l  171 , 123  15,059 1 1 ,556 
Ill 58,260 3,776 8,013 
IV 108,020 5,196 3,167 

1982: 1,382,678 39, 151 43,733 
1 758,210 28,021 27,960 

Il 1 70,760 5,105 9,013 

Ill 1 1 2,261 2,062 4,522 
IV 341,447 3,963 2,238 

1983: 2,049,399 7,781 12,695 

1 187,910 1,553 4,955 
Il 168,024 1,078 1,533 

Ill 688,781 2,851 3,464 
IV 1,004,684 2,299 2,743 

1984: 15,317,202 10,74 1 18,956 

1 1,810,683 2,879 5,841 
Il 2,238, 1 1 4  2,145 3,026 

Ill 5,527,367 3,874 8,671 
IV 5,741,038 1,843 1,418 

Sources: FIEL, lndicadores de Coyuntura, various issues; and International Monetary 
Fund, International Financial Statistics, various issues. 

'Comprises data for firms fi ling for bankruptcy or for judicial surveillance in Buenos Aires 
courts in each quarter. 
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m. The Fmancial Crisis 

The Financial System Before the Crisis 

Argentina's financial crisis was the result of the economie developments 
discussed in the previous section and of developments within the financial 
sector itself. A key aspect of the latter was the financial liberalization thar 
was implemented in 1977, which drastically changed the functioning of 
the financial system. The delay in fully adapting the supervisory appa­
ratus to these changes played a major role in deepening the cri sis. Once the 
crisis started, the Central Bank acted swift! y to prevent the collapse of the 
financial system. However, the measures adopted over rime to deal with 
the crisis had a long-term influence on the structure of the financial system 
and on the economy as a whole. 

The Argentine financial system underwent radical changes in the 1970s. 
Before 1977, it was heavily regulated. This regulation had been reinforced 
by the law of nationalization of deposits enacted in 197 3 and by the 
ensuing complementary measures adopted by the Central Bank. The 
nationalization law had established that commercial banks would receive 
deposits only for the account and on behalf of the Central Bank; the banks 
had to keep these deposits in the form of cash-in-vault or deposits with the 
Central Bank. ln other words, banks had a reserve requirement of 100 
percent . 38•39 Banks could only !end out their own capital and reserves and 
the funds received via rediscount. The aim of thar law was to empower the 
Central Bank to allocate credit selectively to different sectors and regions. 
The Bank also set the interest rates on loans and deposits.40 However, the 
system of nationalized deposits and regulated interest rates soon proved to 
be too rigid, particuJarly when the inflation rate, which had been re­
pressed by priee controls in 1973, went up significantly in 1974 and 
jumped dramatically in 1975. l n  addition, the lack of an explicit link 
between deposits and loans reduced bank incentives to attract deposits. 
Therefore the system had to be made more flexible. In 197 5, interest rates 
on certificates of deposit were freed, and automatic rediscount facilities, 
linked to the growth of specified deposits, were introduced; interest rates 
on time deposits were also raised significantly. Despite these measures, 
the yield on nonindexed financial assets was negative in real terms. As a 
result, over the nationalization period (1973-77), M2 feil by 50 percent in 
real terms, ti me deposits by 56 percent, and M 1 by 46 percent. This 

11 A similar system had existed between 1946 and 1957 (see Baliflo (1982)). 
19 The Central Bank paid a commission to commercial banks as compensation for the 

administrative cost of deposits. 
40 The Central Bank a Iso set maximum fees and commissions on other bank operations. 
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shrinkage of the financial system was made easier by the existence of 
indexed government bonds, which not only provided a hedge against 
inflation but a Iso were very liquid. 41 

Entry into the financial system also was heavily regulated. The Central 
Bank had to approve the establishment of new banks and the opening and 
closing of branches of existing banks. 42•4J The approval process included an 
evaluation of the need for new ban king services and the prospective bank's 
capital adequacy. 

The administration that came to power in March 1976 immediately 
decided th at a profound reform of the financial system was needed. The 
economie program announced on April 2,  1976 stated the need "to give 
back to the financial and banking system its flexibility and efficiency [by] 
eliminating the system of deposit nationalization that is inoperative from 
the point of view of official credit control and that also conspires against 
the development and agmty of financial activity. "44 The reform legislation 
was enacted in earl y 1977; its two main pieces were Law 2 1 495, which 
authorized the Central Bank to convert the financial system back to a 
system of fractional reserve requirements, and Law 2 1 526, which pro­
vided a new legal framework for financial institutions. 45 

These laws provided the legal basis that allowed the Central Bank to 
deregulate the Argentine financial system to an unprecedented degree. 
The Central Bank freed interest rates, which had been totally or partially 
regulated since 1935. At the sa me ti me, in order to facilitate competition 
by improving market transparency, the Central Bank enjoined banks from 
charging commissions and special fees on loans, practices that had been 
widely used to raise the cost of credit when rates were regulated. The 
Central Bank also abandoned most selective credit practices, returning the 
responsibility for credit allocation to the commercial banking system; 
however, the Bank established a special refinance line to facilitate export 
financing at preferential rates. 

Prudmtilll Regulations and Bank Superuisiqn Before the Crisis 

Adapting prudential regulations and bank supervision to the new, more 
liberal, system created by the financial reform was difficult because the 

•• lndexed bonds issued by the Treasury coexisted with nonindexed assets: the former 
became very popular as a hedge against an increasing and ,·olatile rate of inflation. 

•• State banks, howe,·er, were free to open new branches within meir jurisdicrion, subject 
only to a communication w the Central Bank. 

41 Argentine legislation has traditionally vested the powers of chartering, bank regulation, 
and supervision in the Central Bank. 

44 Central Bank of Argentina (1977, p. 25). 
•• The conversion to the fractional reserve scheme became effective as of June 1, 1977. 
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many years of heavy regulation provided no guidance on how the Argen­
tine financial system would function in a more liberal environment. 

The Central Bank of Argentina has traditionally enjoyed wide powers 
over the regulation and supervision of banks and other financial institu­
tions. Such powers were preserved by the financial reform, rhus allowing 
the Central Bank to revise existing regulations. The revised regulations 
covered four areas: capital requirements, asset immobilization, liabilities/ 
capital ratios, and ratios between the amou nt of the Joan and capital (of the 
lender and of the borrower). 

Minimum capital requirements varied according to the type and loca­
tion of financial institutions. These requirements were adjusted annually 
by the wholesale priee index. 

The regulations on asset immobilization required that immobilized 
assets could not exceed 100 percent of the capital and reserves of financial 
institutions.46 For this purpose, immobilized assets were defined as physi­
cal assets, prepaid expenses, ali kinds of noncurrent and value-impaired 
loans, and sorne other assets of lesser importance. ln addition, noncurrent 
and value-impaired loans could not exceed 5 percent of the capital and 
reserves of financial institutions. 

For ali financial institutions, the maximum ratio of financial liabilities to 
net capital and reserves was set at 2 5 .  Limits were a Iso set on the maximum 
financing, including both loans and bank guarantees, that a given client 
could obtain. These limits were set at 50 percent of the borrower's capital 
and reserves for borrowing from any individual financial institution and at 
80 percent for total borrowing from the financial system. Financial institu­
tions could exceed these limits when clients offered real assets as collateral; 
moreover, loans to promote ex ports, sorne loans to state suppliers, and 
seasonal loans were not included in these ceilings. Jn addition, total 
financing to an individual client could not exceed 40 percent of the lender's 
equity, and a sublimit of 30 percent was set for actual financing of any 
kind (i.e., excluding guarantees). There were sorne exceptions for these 
li mirs in the case of foreign trade operations. 

At the same time, branching regulations were eased. The new law 
eliminated the requirement that the Central Bank had to approve branch 
openings of domestic banks. Thereafter, domestic financial institutions 
simply had to comply with sorne specifie requirements and advise the 
Central Bank in advance of their intention to open a new branch. But, the 
Central Bank specified thar institutions located outside the major centers 

46 For new institutions, the limit was set at 50 percent initially and increased 10 points 
annually until it reached 100 percent. 
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would temporarily receive preference for opening branchesY Local 
branches of foreign banks remained subject to prior authorization. More­
over, the establishment of new institutions and the transformation of 
existing ones were facilitated; many formerly nonbank institutions became 
banks, and thus could broaden the scope of their activities. 

These regulations were revised over the years of the reform. Most of the 
revisions in 1978 and 1979 aimed at increasing the freedom of financial 
institutions. For instance, in 1978 the Central Bank eliminated the limit on 
maximum bank lending defined as a proportion of the borrower's capital, 
but the limit defined as a proportion of the lender's capital remained in 
force. 48 In 1979 however, the Central Bank increased the minimum capital 
requirement for financial institutions, measured in real terms_.9 

An important change in deposit insurance took place in 1979. Until 
then, the Central Bank had full y insured depositors and had borne the full 
cost of the insurance scheme. The scheme that became effective in No­
vember 1979 provided limited coverage, and financial institutions were 
free to join or not. Those that decided to join had to pay a monthly fee 
equal to 3/10,000 of their average liabilities subject to reserve require­
ments. The scheme was not a funded insurance system, however, because 
the coverage provided was independent of the insurance fees collected. 
Domestic currency deposits of up to 1 million pesos50 were full y insured, 
whereas those above that amou nt would be insu red only up to 90 percent; 
the amount that received full insurance would be adjusted monthly with 
the WPI. Oeposits in foreign currencies were not insured. 

These measures dramatically changed the perceived riskiness of finan­
cial assets, although the perception of risk became widespread only when 
failures of large institutions began. The public believed that one particular 

'7 Ir is interesting to note th at the three banks th at failed in .Marc hl April 1980, which 
included the largest private bank, as weil as the largest nonbank financial institution in the 
country, which had failed in the pre,•ious year, ali had their head offices in the imerior and 
had used this preference to extend thcir branch network dramatically. 

41 The new regulations established that maximum lending to an indi,·idual client would fall 
gradually, to reach 5 percent of the bank's capital as of January 1, 1980. The purpose of these 
changes, according ro the Central Bank, was ro allow financial institutions "to am ply recover 
their rights to consider and determine, for each operation, the amounts of assistance 
technically appropria te to the activity and size of the borrower" (Central Bank of Argentina 
(1978, p. 15)). 

49 There was sorne hesitation in the Bank's regula tory action. For instance, as of .\1arch l ,  
1979 the Bank established thar at least 50 percent of a financial institurion's portfolio had to be 
covered by domesric collateral or by guarantees from foreign banks. This rcquirement was 
dropped in late 1979 with the argument thar financial "institutions [themseh-es shouldl 
determine the . . .  collateral rcquiremems to be provided by their borrower" (Central Bank of 
Argentina (1979, p. 17)). 

10 EQuivalent to about US$640. 
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group of institutions provided de facto full insurance, despite the fact that 
most of them chose not to participate in the Central Bank insurance 
scheme. This group comprised state banks, usually guaranteed by the 
corresponding government (national, provincial, or municipal), and 
branches of foreign banks, which people thought would receive help from 
their parent banks in case of need. The riskiness of the rest of the system 
remained to be evaluated by the public, usually on the basis of seant 
information. 

Ali in all, the prudential regulations in place at the time were fairly 
comprehensive. Moreover, Jack of observance of central bank regulations 
carried penalties ranging from fines to withdrawal of the charter. How­
ever, the Central Bank lacked the supervisory structure to cope with a 
financiaJ system that was growing fast and was experiencing a dramatic 
increase in its freedom of action. In addition, the liberalization of the 
system generated many mergers, transformations of one type of financial 
institution into another, and an expansion in the number of branches. 
Many new participants entered the financiaJ system. Moreover, the Cen­
tral Bank's supervisory mechanism was biased toward monitoring compli­
ance with regulations rather than analyzing the quality of bank assets­
and poor quality assets would become an important cause of fa il ures. 

The Central Bank recognized these difficulties and started to srudy 
ways to improve its supervision of banks and nonbank financial institu­
tions. 51 However, a new comprehensive system of bank supervision be­
came operative only as of]anuary l ,  1981, weil after the crisis had begun.52 
In the meantime, the Central Bank supervised financial institutions 
through an analysis of the reports that those institutions had to submit 
periodically and through on-site inspections. It is hard to evaluate the 
quality and scope of this supervision, but the an nuai reports of the Central 
Bank usually provide sorne data on the number of inspections carried out 
over the year. Although the data are fragmentary, they suggest a drop in 
the percentage of institutions inspected between 1977 and 1981, which 
began to be reversed only in 1982. 

The foregoing discussion suggests that the main supervisory problems 
were the Jack of an appropriate supervisory mechanism and the seant use 
of the one available, rather than the Jack of regulations or supervisory 
power, which were quite comprehensive. The Central Bank began to work 
on the first problem soon after the start of the reform, but ir began to 

11 See Central Bank of Argentina ( 1979 and 1980). 
n The new system involved substantial changes in bank accounting and reporting, stan­

dardization of auditing procedures, and reorganization of the bank supervision area at the 
Central Bank. 



©International Monetary Fund. Not for Redistribution

The Argentine Banking Crisis of 1980 • 89 

revamp the supervisory mechanism only in 1981, weil after the crisis had 
begun. 

PArly Warning lndicators 

The question arises as to whether the Central Bank, using available 
information, could have detected that a crisis was imminent. A way to 
answer this question is to construct sorne indicators and test their power in 
predicting the crisis; this was clone in two papers on the Argentine crisis. 
The first, by Duefias and Feldman (1980), presents a set of six indicators 
based on the financial statements (balance sheet and profit and Joss 
statement) that banks have to file with the Central Bank of Argentina: (1)  
liquid assets/deposits; (2) capital, reserves, and nondistributed profits/risk­
bearing assets; (3) problem loans/total loans; (4) risk-bearing assets/income­
earning assets; (5) total operating costs/ total operating income; and (6) net 
income from exchange operations/total net income. The data sample runs 
from June 1977 to June 1979 and comprises 17 banks, 2 of which were la ter 
liquidated by the Central Bank. The study shows that those indicators 
would have provided earl y warning about the problems of those 2 banks. 
Only in January 1981, however, did the Central Bank begin to compute 
and use such indicators systematically-even though the necessary data 
had been available for a long time. 

The second paper, by Arnaudo and Conejero (1985), also concludes that 
individual bank failures could have been predicted. Relying only on 
published sources, the au thors considered severa] indicators to analyze the 
behavior of the four major banks thar collapsed in March-April 1980. 
Their approach was to compare these banks with one another and with the 
average behavior of private domestic banks. Several indicators are dis­
cussed, including the "unit defensive position, "53 growth of deposits in 
relation to interest rate premium paid, cost per unit of deposits, share of 
foreign exchange operations, and branch expansion. Of these, the first 
three were effective in warning of the impending collapse. These rwo 
studies suggest thar sorne indicators could have predicted the onset of the 
crisis. Other information regularly received by the Central Bank-such as 
bank reserve positions----could have provided additional warning of indi­
vidual problem banks. 

The studies just described suggest methods for detecting when individ­
ual banks depart from the system's norm for sorne performance ratios. 
Although the Argentine crisis initially affected only a few banks, it 

11 The authors define the "unit defensive position" as loans/deposits ( 1  - legal resen·e 
requirement) and interpret it mainly as an indicator of bank capitalization. They are 
assuming implicitly thar changes in other assets and liabiliries (such as excess resen·es or 
foreign exchange operations) do not distort the \"a lues of this indicator. 
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Table 12. Share of Problem Bank loans 
by Economie Sector, 1974--80 

(ln percent) 

Share of Problem Loans at End of Period' 

Economie Sector 1974 1975 1 976 1977 1 978 1979 1 980 

Primary sector 1 .71 1 .70 0.35 2.15  2.73 3.52 1 1 .71 
Manufacturing 1 .80 3.00 0.70 1.07 1.95 3.43 12.83 
Electricity, gas, 

and water 0.02 1.08 0.47 0.02 0.37 0.17 0.33 
Construction 4.93 2.44 1.43 1.85 1.74 2.32 6.28 
Commerce 4.93 1.26 0.60 3.70 3.72 3.28 10.61 
Services 0.51 0.27 0.19 0.85 1.23 0.71 3.45 

TotaF 1 .95 1.79 0.53 1.52 2.22 2.62 9.13 

Source: Central Bank of Argen tina, Boletfn Estadfstico, various issues. 
'lncludes all loans currently overdue for more than 10 days, and those that were overdue 

for more than 1 0  days in the past and for which special agreements were reached to 
regularize payments. 

2Excludes persona! loans and loans to unclassified activities. 

became evident fairly soon thar most of the system had substantial portfo­
lio problems. Therefore, ir is useful to analyze whether there were sorne 
leading indicators of the condition of the whole banking system. 

Table 1 2  presents data on problem loans, as reported by banks to the 
Central Bank between 1974 and 1980. ln the case of loans to the primary 
sector and manufacturing, the share of problem loans increased contin­
uously beginning in 1976; the heavy weight of those two sectors in total 
loans then caused a similar increase in the overall ratio. But the other 
sectors do not show such a clear pattern until 1980, when every sectoral 
ratio increased dramatically and the overall ratio jumped by almost 250 
percent. These data suggest thar until the end of 1979 the deterioration of 
the portfolio of the banking system as a whole was not particularly 
alarming, especially given the structural changes that were taking place in 
the economy. But in 1980 that deterioration became alarming because the 
economy decelerated (Table 1 suggests that a recession began in February 
of thar year). Moreover, indicators of the firms' situation, such as earnings, 
Liquidity, and profits, worsened. 54 This worsening is a Iso reflected in the 
jump in enterprise bankruptcies in 1980 (Table I l}. 

14 See Perrei and Tybout (1984). 
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Although many of the problems that led to the financial cri sis had been 
discussed for sorne time, until 1980 the evolution of the financial system 
had suffered no major setbacks. The first overt signs of a financial crisis 
wcre the failure of one bank, the Banco Intercambio Regional, on 
March 28, 1980; the intervention of three others by the Central Bank 
almost immediately afterward;H and a signjficant reshuffling of deposits 
within the financial system. The failed bank had, in a few years, becomc 
one of the largest private banks in the country, with a network that had 
increased from 46 branches in 1977 to 96 in 1979. lts failure caused 
important losses co its depositors: those thar had dollar deposits lost 
everything56 and those that had peso deposits lost the fraction uncovered 
by deposit insu rance (at least 10 percent) plus the cost of having the 
insured fraction immobilized until the Central Bank actually paid off 
insu red deposits. 57 This failurc made the public acutely aware of the fact 
that bank deposits had sorne risk, which varied widely from one institution 
to another. People withdrew funds from institutions whose solvency they 
questioned and deposited the funds with institutions the depositor consid­
ered solvent. In addition, operators in the interbank moncy market became 
more cautious because participants would have little chance of recovering 
loans made to a failed financial institution. Among the institutions whose 
solvency was questionable were those that had expanded enormously in a 
short time, largely because they paid high interest rates on deposits-in 
other words, institutions whose performance rcscmbled that of the Banco 
de lntercambio Regional. The institutions thar were considered solvent 
were those backed by the Government at any level (national, state, or 
municipal) or by a foreign parent institution, or, to a lesser extent, those 
domestic private banks that had a well-established reputation. Deposits 
could be reshuffled rapidly owing to their short maturities-time deposits 
were concentrated in maturities no longer than 30 days. This reshuffling 
and the drying up of interbank funds helped to propagate the crisis: The 

H Sorne of the interventions thar took place in 1980 wcrc challenged in court-unsucccss­
fully-bccause, at the timc, the law did not grant explicit intervention powers to the Central 
Bank. 

,. Their only hope was that the failed bank would have sorne funds w rcpay dollar 
depositors, at !east partially, once the liquidation proccedings were finished. But bank 
liquidations are usually lengthy proceedings, and in this case there was little chance that any 
funds would remain to pa y back dollar deposits. 

" This period was longer than usual in the case of the Banco de lntercambio Regional 
owing to its extensive network and chaotic administration. The law only required the Central 
Bank to pay back insurcd deposits of a financial institution within 30 days of each deposit's 
maturity. The depositor earned no interest over this period. 
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Central Bank had to intervene three banks within a month of the Banco de 
lntercambio Regional's failure. Although the economie situation of these 
banks might have required sorne central bank action, the run on their 
deposits made urgent intervention the onJy policy option open to the 
Bank. 

The Authorities' Reaction to the Crisis 

The authorities had to act on several fronts to cope with the crisis. First, 
they had to take emergency measures to avoid a bank panic; second, they 
had to search for longer-term solutions to the private debt problem and its 
effects on financial institutions; and third, they had to find ways to 
restructure the financial system. 

Emergency Measures. When the Banco de lntercambio Regional was 
closed, the Central Bank had to address the solvency problem of those 
institutions that faced massive deposit withdrawals. lts first measure was 
to create a new credit facility to aid financial institutions whose deposits 
were falling. This step was taken on April 3 ,  1980, when it became evident 
that existing lender-of-last-resort facilities were inadequate to cope with 
the size of the withdrawals. The second measure was to increase by a 
multiple of lOO the maximum size of full y insured deposits rerroactively to 
November 18, 1979, which was the date when the reduction in deposit 
insu rance had come into effect. ss The third measure was the authorities' 
intervention, on April 28, 1980, of the three banks that had suffered the 
biggest drain in deposits (Banco lnternacional, Banco Oddone, and Banco 
de los Andes). 

These measures gradually succeeded in stabilizing the situation. Aggre­
gate deposits feil in real terms immediate! y after the start of the crisis, but 
by August they had already exceeded the March levels. However, the 
distribution of deposits among financiaJ institutions changed in favor of 
state and foreign institutions, a pattern that persisted over time (Table 1 3). 

Solutions to the Private Debt Problem. Once the immediate danger of a 
panic had been averted, the authorities turned their attention to the 
problem of priva te debt. 59 The first actions attempted to provide relief by 
encouraging the lengthening of Joan maturities, most of which had been 
very short (i.e., below one year). ln November 1980, the Central Bank 
announced that it would be prepared to make advances to financial 
institutions at a much longer term (one year) than prevailing deposit 

" The maximum size was increased from 1 million to 100 million pesos (10 australes), 
which at the rime represente<! an increase from US$600 ro US$60,000. 

59 Sorne estimates suggest that total private debt (gross debt, i.e., without subtracting 
private holdings of financial assets) had increased from about 18 percent of GDP in 1976 
(year-end) ro about 32 percent in 1980 and reached a peak of 39 percent in 1981. These figures 
are from Arriazu, Leone, and L6pez-Murphy (1985). 
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Table 13. Distribution of Deposits Among Groups of Institutions at 
Selected Dates, 1980-84 

(ln percent) 

Ali Other Financial 
End of Period State Banks Foreign Banks Institutions 

March 1980 35.7 8.6 55.7 
April 1 980 40.9 10.2 48.9 
May 1 980 43.6 10.6 45.8 
June 1 980 42.7 10.4 46.9 
September 1981 38.9 12.2 48.9 
June 1982 40.0 1 2 . 7  47.3 
June 1983 48.0 12.0 40.0 
March 1 984 44.7 15.1  40.2 

Source: Central Bank of Argentina, Boletfn Estadfstico, various issues. 

maturities. By reducing the maturity risk of financial institutions, these 
loans would encourage those institutions to extend the maturities of their 
own loans. However, this measure was in operation only in November 
and December 1980. A second effort was made in April 1981 when a new 
scheme of central bank advances to financial institutions was announced. 
Financial institutions were allocated funds, first by auction and later by 
direct allocation, up to 12  percent of their deposits, at market-related rates. 
These funds had to be used to refinance existing business debt-mainly 
debts of the agricultural, manufacturing, and construction sectors. This 
scheme was abandoned in November 198 1 ,  when a special law established 
a more ambitious refinance program with the following characteristics: 

(a) Banks and other financial intermediaries should refinance 50 percent 
of the liabilities of the manufacturing sector and 40 percent of the debt of 
other industrial sectors (excluding persona! and mortgage debts) outstand­
ing at the end of August 1981. The refinanced portion of the debt wou Id 
be payable over seven years, with a three-year grace period. Borrowers 
would pay a yearly interest of 3 percent, and the principal would be fully 
indexed to the Financial Adjustment Index (Indice de Ajuste Financiero­
JAF), which was computed by annualizing the interest rate paid by a 
sample of banks on 30-day deposits (tosa testigo). 

(b) Banks and other financiaJ intermediaries were authorized to redis­
count with the Central Bank the full amount of the refinanced debt. This 
rediscount carried a zero rate of interest and was full y indexed to the 1 AF. 

(c) Along with the rediscount, the banks had to lodge with the Central 
Bank a government bond for an amount equivalent to the rediscount. This 
bond had a maturity of seven years with a three-year grace period, was not 
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transferable or negotiable (except between banks), and paid a yearly 
interest rate of 6 percent (tax free), with full indexation of the principal to 
the IAF. 

(d) Private financial institutions were free to participate or not in the 
scheme. Participating institutions had to provide refinancing to ali client 
firms requesting debt consolidation. Participation was compulsory for ali 
official banks. 

(e) Participating private institutions had the option to contribute 1 .5  
percent of the amou nt refinanced to a guarantee fu nd administered by the 
Central Bank. The guarantee fund applied to 7 5 percent of the refinanced 
debt, and provided banks with protection against bankruptcy or default by 
firms receiving refinance. If a firm defaulted, the guaranteed portion of 
the principal would be frozen, interest free (although it would continue to 
be indexed to the IAF), for the remainder of the seven-year period, at the 
end of which the guarantee would be made effective. The rediscount of 
that transaction and the equivalent bond amount would be canceled. 

(f) Ftrms benefiting from the debt consolidation would have to increase 
their capital by 10 percent of the refinanced a mount (1 AF-adjusted) over a 
two-year period. Any distribution of dividends, moreover, would have to 
be matched by an equivalent cancellation of the (indexed) refinanced debt 
at the moment the distribution took effect. By March 1 ,  1982, this 
refinancing program had provided funds for 4,709 billion pesos-equiva­
lent to about 2 percent of total loans to the private sector. 

The mechanisms just outlined were, in essence, refinancing schemes 
with an element of subsidy, but they still preserved the principle of free 
rates. Near the end of 1981 the authorities diluted this principle by setting 
a so-called reference rate and establishing that any interest differentiai over 
that rate had to be deposited with the Central Bank. This measure did not 
have much effect because the reference rate was rapidly phased out when 
the administration changed soon thereafter. This administration-in of­
fice between Oecember 1981 and July 1982-restored free interest rates 
and tried to follow a free-market approach to economie management. 
However, the conflict over the Falklands/ Malvinas caused the authorities 
to intervene more actively in the economy-though not in the financial 
market-and eventually led to the downfall of the administration. 

The administration that came to power inJuly 1982 believed that "there 
is a manifest disproportion between the magnitude of enterprise and 
household liabilities, both in pesos and doUars, and also the liabilities of 
the public sector itself, in relation to the value of real assets, especially 
productive assets (farm land, urban industrial, and commercial real estate, 
machinery, etc.). "60 To solve this problem, the authorities decided to 

60 lntcr\'iew with Domingo Ca\'allo, President of the Central Bank of Argentina in July 
1982 (de Pablo (1986)). 
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introduce a drastic reform in the financial sector, the major aim of which 
was to generate negative real interest rates for a limited time in order to 
erode the value of existing bank loans and deposits.61 At the same rime, 
new financial assets were created in order to give the public sorne protec­
tion against future inflation, and thus encourage the financial savings 
needed for new lending. ln broad terms, the strategy called for a transi­
tional period during which the financial system would have three main 
segments: a regulated segment, whose relative importance would fall over 
time as negative real rates shrank the value of its assets and liabilities until 
the segment disappeared altogether, and two other segments, one with free 
rates and the other indexed, whose combined relative importance would 
grow over time. 

Although the financial system that emerged from these reforms was 
supposed to evolve back to a free system, later adjustments moved it in the 
opposite direction: the regulated segment grew in size while the free 
segment languished. Finally, in August 1983 the Central Bank prohibited 
the acceptance of any new deposits for the free segment, which was phased 
out as outstanding deposits matured. 

The effects of the reform on the real value of the outstanding debt and 
on the size of the financial system were dramatic: negative real regulated 
rates eroded the outstanding real value of bank loans and reduced the 
demand for financial assets. Table 10 shows that the real value of debt 
deflated by the WPI had fallen by almost 37 percent between the second 
and fourth quarters of 1982 and by 62 percent by the end of 1984; ali the 
other deflators in that table give a sim il ar picture. Moreover, the size of the 
banking system shrank significantly below its prereform size, as measurcd 
by the real value of loans and deposits (Table 14). Table 14 shows that the 
real daims of the system on the private sector outstanding by the end of 
1982 represented only 85 percent of those outstanding in June 1982, a 
proportion that feil to 70 percent by the end of 1983 and to 63 percent by 
the end of 1984. For total daims (i.e., induding daims on the Central 
Government) the corresponding figures are 65 percent for the end of 1983 
and 60 percent for the end of 1984. Moreover, the proportion of total 
daims financed by priva te sector peso deposits dedined from 39 percent in 
June 1982 to 26 percent three months later, and then began to increase­
but without reaching the levels that existed during most of the financial 
liberalization experience. 

Table 15  presents quarterly data on deseasonalized monetary aggregates 

61 Other measures taken simultaneously sought to encourage the refinancing of prh·ate 
foreign debt and to reduce further the attractiveness of public sector securities through the 
advance repayment of outstanding public debt denominated in pesos. Also, the peso was 
sharply de\·alued and the exchange market was split in two--one market for commercial 
transactions and anothcr for financial transactions. 



©International Monetary Fund. Not for Redistribution

96 • TOMAS J.T. BALINO 

Table 14. Evolution of the Banking System 
(ln thousands of australes) 

Real Claims of the Share Funded by 
Banking System' Domestic Currency Deposits 

End of On private Of daims on Of total 
Period sector Total private sector daims 

1977: 329 407 0.497 0.403 
Il 4 1 0  508 0.609 0.491 

Ill 465 560 0.635 0.528 
IV 478 584 0.672 0.550 

1978: 1 471 642 0.742 0.544 
Il 485 677 0.789 0.565 

Ill 518 684 0.825 0.624 
IV 552 703 0.713 0.559 

1 979: 1 542 716 0.784 0.593 
I l  581 744 0.782 0.611 

Ill 604 753 0.791 0.635 
IV 792 989 0.728 0.584 

1 980: 1 873 1 ,086 0.716 0.575 
Il 9 1 0  1 ' 122 0.634 0.514 

Ill 989 1 , 2 1 5  0.662 0.539 
IV 1 ,049 1,261 0.633 0.527 

1 9 8 1 :  1 1 ' 1 48 1,396 0.611 0.502 
Il 1 ,099 1,333 0.520 0.429 

Ill 1,021 1 , 3 1 7  0.578 0.448 
IV 996 1,285 0.534 0.414 

1982: 1 936 1,259 0.592 0.440 
Il 881 1 , 2 1 6  0.535 0.388 

Ill 798 1 , 1 09 0.366 0.264 
IV 752 999 0.383 0.288 

1 983: 1 694 929 0.466 0.348 
Il 692 9 1 8  0.467 0.352 

Ill 600 785 0.473 0.362 
IV 621 785 0.505 0.400 

1 984: 1 597 757 0.548 0.432 
Il 550 701 0.557 0.437 

Ill 501 650 0.562 0.433 
IV 556 731 0.543 0.413 

Source: International Monetary Fu nd, International Financial Statistics. 

'Deflated by the WPI. 
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Table 15.  Monetary Aggregates in  Real Terms, 
Deflated by the CPI, 1977-84 

(ln thousands of australes) 

Period' Ml' Quasi-Money1 M2• 

1977: 23,480 17,831 41 ,354 
Il 25,023 24,293 49,510 

I l l  23,339 28,644 51 ,767 
IV 1 9,699 30,468 50,303 

1 978: 1 19,214 33,158 52,317 
Il 1 9,254 34,758 53,856 

Ill 1 9,839 37,710 57,660 
IV 19,215 36,809 56,142 

1979: 1 1 9,068 37,188 56,288 
I l  18,930 40,332 58,909 

Ill 18,542 41 ,867 60,680 
IV 19,897 49,629 69,539 

1 980: 1 2 1 , 1 4 7  51 ,642 72,928 
I l  21 ,020 48,607 69,132 

Ill 21 ,633 51 ,435 73,441 
IV 21 ,360 50, 127 71 ,446 

1981: 1 18,539 46,499 65,266 
Il 15,259 42,855 57,663 

I l l  14,670 44,589 59,697 
IV 14,870 45,686 60,308 

1 982: 1 4,033 44,305 58,581 
Il 17,329 44,652 61,587 

Ill 16,155 33,801 50,172 
IV 15,216 30,005 45,232 

1 983: 1 1 3,784 29,072 42,967 
Il 1 3,487 28,8 1 1  42,050 

Ill 12,794 27,144 40,123 
IV 1 2,822 27,354 40,128 

1 984: 1 13,740 27,902 41,732 
Il 12,986 26,085 38,850 

Ill 1 1 ,344 23,488 34,996 
IV 10,464 23,045 33,440 

Source: Central Bank of Argentina, Boletfn Estadfstico, various issues. 
'Quarterly average of end-of-month balances. 
2M1 = Currency in circulation plus demand deposits of the private sector. 
1Quasi-money: Savings and time deposits and Mother deposits" of the private sector 

(accrued interest is a major component of Nother deposits"). 
•M2 = M 1 plus quasi-money. 
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in real terms, for the period beginning in the first quarter of 1977 through 
the fourth quarter of 1984. Two major conclusions can be drawn from that 
table. First, although the crisis caused monetary aggregates to fall in the 
second quarter of 1980, there was a recovery in the third quarter, wh en 
M2 reached its peak for the who le period included in Table 15.  Also, the 
fall in the demand for monetary aggregates became increasingly pro­
nounced between the fourth quarter of 1980 and the second quarter of 
198 1 .  These two facts suggest that uncertainty about economie policies 
(related to an impending change in administration) was more important 
than the earlier bank failures in undermining people's willingness to hold 
peso-denominated assets. Second, only after the reintroduction of interest 
rate controls in the third quarter of 1982 did quasi-money and M2 fall 
below the levels they had reached immediately before the liberalization. 

As the system shrank, banks had to rely Jess on the public for their 
funding and more on the central bank rediscount, which became a major 
source of funding.62 Also, as the importance of bank lending feil, the 
market sought alternative financial sources. Sorne, like bank acceptances, 
went through official channels; others, like inter-enterprise Joans, did not. 
Lack of information on these alternative sources prevents us from analyz­
ing them in thjs paper. As a general proposition, however, a financial 
market with regulated and unregulated segments entails a Joss of economie 
welfare and macroeconomie control, compared with a free, integrated 
market. ln particular, financial savings will tend to be lower and the cost of 
capital higher, on average, because of the market imperfections created by 
the segmentation. 

Besicles relieving the burden of domestic currency debts, successive 
administrations also took measures to relieve the burden of foreign cur­
rency debts. One of the first measures was to compensate sorne borrowers 
for the increase in the domestic currency value of their debts that resulted 
from the devaluation of June 198 1 .  This compensation covered debts 
incurred or renewed between January 1 and May 29, 1981 that matured 
until the end of that year, provided that the debts were rolled over for at 
!east one year. ln addition, the Central Bank established an exchange 
insurance scheme that subsidized borrowers insofar as the premium 
charged was below the actual rate of devaluation.63 Over time, the scheme 

61 This increase in central bank funding bcgan in 1981, when debt relief mechanisms were 
put in place. 

61 The criteria ro calculate the premium varied over ti me, but rwo were used quirc oftcn: 
the wholesalc priee index and the domestic deposit interest rate. The subsidy in the insurance 
scheme resulted from the significant real depreciation of the peso over the period and from 
the fact that the domcstic deposit rate did not full y reflect the peso depreciation. Moreo\·er, in 
many cases borrowers could choose the criteria for the adjustmenr of rheir exchange 
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was enlarged and made even more attractive as Argemina's reserve posi­
tion deteriorated and the authorities tried to induce borrowers to renew 
their foreign credits. 

Measures to Restructure the Financial System. The Central Bank acted to 
facilitate the restructuring of the financial system not only by liquidating 
failed financial institutions but also by encouraging mergers and sales and 
by increasing the Bank's own flexibility to deal with problem institutions. 

In October 1980 the Central Bank established a special line of credit to 
finance a fraction of the cost of mergers and purchases of financial 
institutions. The financed fraction could vary in each case and the interest 
rate on this line of credit was below market rates. 64 La ter, the Central Bank 
created a formai service to help financial institutions meer partners for 
mergers or purchases. 

In 1982, a new law broadened the powers of the Central Bank to deal 
with problem financial institutions. The purpose of this law was to give 
more flexibility to the Central Bank, which, under the old law, had very 
few options besides liquidating insolvent financial institutions. Liquida­
tion has always been the last-resort remedy provided by the Argentine 
banking legislation to deal with institutions in serious difficulties; in 
addition, liquidation has been the most severe penalty thar could be 
inflicted on a financial institution. When the Central Bank approves the 
Jjquidation of a financial institution, a liquidator-usually from the Cen­
tral Bank staff-is appointed to replace the chief executive officer and the 
board of directors of the institution. The liquidator's first task is to pa y the 
insured part of maturing deposits with funds advanced by the Central 
Bank. 65 The liquida tor does not make new loans but is responsible for 
collecting those outstanding as they mature. The liquidator also has broad 
powers in administering the institution on a day-to-day basis, subject to 
the approval of senjor central bank management. The liquidator's task is 
completed once court approval has been obtained for the final disposition 
of the institution's assets and Liabilities. 

The liquidation process is qui te costly. First, announcement of the 

insurance premium between at !east rwo indices. The cost of the subsidies implicir in the 
insurance scheme was borne by the Central Bank, which also bore the !osses caused bv 
swaps. 

6< ln 1981, 227.1 billion pesos were granted under this facility. To ha\'e an idca of its 
relative importance, in September 1981 the average capital and reserves of a pri\'ate bank in 
the Province of Buenos Aires approached '36 billion pesos; the corresponding figure was 
lower for most other areas. 

61 The Central Bank usually recovers only a fraction, in real terms, of the funds so 
advanced. Such rccovery takes place only as the credits made by the failed bank are repaid 
and other assets are sold. 
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liquidation of a large financial institution cao create a confidence crisis. 
Second, both depositors and borrowers have to transfer their business to 
another institution. Third, funds advanced by the Central Bank for the 
Jjquidation are a source of monetary expansion that may be difficult to 
sterilize. Fourth, the physical and hu man resources that were employed by 
the üquidated institution may lay idle for a relatively long time. Fifth, 
borrowers tend to give relatively low priority to repaying loans made by a 
liquidated bank, because they prefer to honor their commitments to 
operating banks, which can provide new credits; this attitude introduces a 
rigidity in credit distribution in favor of the clients of the liquidated 
institution. Sixth, the cost escalates if the liqwdated institution has ac­
quired assets from bankrupt borrowers that must be administered by the 
liquidator. Few liquidators have expertise in administering assets that 
belonged to the bankrupt borrower (e.g., a steel mill), but many liquida­
tors have had to deal with sucb a situation. 

Because liquidation proved to be a rather costly solution to the problems 
of financial institutions, the new law was intended to reduce the need for 
liquidation by allowing different so)urjons to be applied at the discretion of 
the Central Bank. 66 For instance, the Central Bank could authorize one 
sound financial institution to administer a troubled institution for a given 
period of ti me, at the end of wruch the first institution had the option of 
purchasing the second.67 ln addition, the Central Bank was granted ex­
plicit powers to intervene troubled financial institutions; the Bank had 
exercised such powers since the crisis started but their legality had been 
challenged. The new law also expanded the Central Bank's choices in 
liquidation cases: for example, the Bank could decide to liquidate an 
institution without revoking the institution's charter. 

The financial crisis and the actions of the Central Bank added imperus 
to the restructuring of the financial system that was already under way 
when the crisis began. The number of nonbank financial institutions feil 
sharply beginning in 1979, largely as a result of mergers, transformation 
into banks, or absorption by banks; also, 97 institutions were liquidated 
between May 1977 and December 1983. The number of banks increased 
al most continuously un til 198 1 ,  but this increase was more than offset by 
the decrease in the number of nonbank financial institutions. Despite the 
reduction in the total number of financial institutions, however, the 
number of branches increased steadily throughout the period. 

66 The Central Bank's decisions can be appealed to the Ministry of Finance orto the courts. 
67 This solution was tried on one of the largest and oldest private banks, the Banco Espaiiol 

del Rio de la Plata, but the administering institution decided not to exercise its purchase 
option. The Banco Espaiiol was finally auctioned, and the buyer received central bank 
assistance for the purchase. 
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Steps to Streamline the Liquidatûm Process 

The Central Bank tried severa! mechanisms to shorten the length and 
reduce the cost of the liquidation process. The law approved in 1982 had 
authorized the Bank to sell the assets of failed institutions under the terms 
and conditions thar it deemed most appropriate. lt also specifically al­
lowed the Bank to delegate to other financial institutions the task of 
collecting the loans made by failed institutions. Thus, by 1985, the 
Central Bank had arranged for sorne government-owned commercial 
banks to manage 39 portfolios of failed institutions, but the results were 
disappointing. Therefore, following the recommendations of an ad hoc 
advisory commission, the Central Bank began to allow private banks to 
purchase the portfolios of sorne failed institutions or to administer them on 
behaJf of the Central Bank. When portfolios were sold, however, the 
selling priee reflected a discount as bigh as 80 percent of the face value of 
the loans. 68 Also, in order to speed up the sale of the real esta te held by the 
Central Bank (which had probably become the largest landlord in the 
country), the Bank provided preferential financing to buyers. These 
advantages, together with a more aggressive sales attitude, resulted in the 
sale of more than 1,500 real estate units between 1985 and 1987-a pace 
that accelera red la ter. Before 1985, only 500 units had been sold out of a 
total of about 5, 200 that had been received by the Central Bank. 69 

Beginning in December 1987, the Central Bank also began to sell 
branches of banks under liquidation. These branches were sold as opera t­
ing units, and their staff transferred to the purchasing bank. This practice 
allowed the purchasing banks to expand at a time when it was very 
difficult to obtain central bank approvaJ for new branches. 

E.Jfects of the Crisis on Monetary and Credit Policy 

The measures thar the Central Bank rook to cope with the crisis had 
important implications for monetary and credit polie y. The immediate 
effect was a significant change in the sources of reserve money: as Table 16 
shows, central bank loans to the financial system were equivalent to Jess 
than 2 percent of reserve money just before the crisis began (February 29, 
1980). But that share increased dramatically once the Central Bank started 
to aid troubled financial institutions: by the end of April 1980 it had 
jumped to almost 3 1 percent, and at the end of the year it exceeded 50 
percent. During 1981 and 1982 it kept increasing.The need to accommo­
date financial institutions-and, at a second stage, borrowers-put a 

" Casas ( 1989). 
qi Ibid., pp. 1 12-13. 
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Table 16. Changes in Sources of Base Money 
Creation, Selected Months, 1980-83 

Date 

February 29, 1 980 
March 3 1 ,  1980 
April 30, 1 980 
june 30, 1980 
December 30, 1980 
December 30, 1981 
December 30, 1982 
December 30, 1 983 

(ln percent) 

Ratio of Central Bank Loans 
to Financial lnstitutions 

to Reserve Money 

1.87 
2.76 

30.82 
32.24 
50.12 
81.61 

1 1 0.11  
69.03 

Source: Central Bank of Argentina, Boletfn Estadfstico and Memoria Anual, various 
issues. 

heavy burden on the Central Bank. The rapid growth in credit to financial 
institutions, coupled with faster growth in credit to the Government, 
resulted in a jump in central bank domestic credit (fable 1 7). Moreover, 
net international reserves of the Central Bank feil by US$2. 9 billion in 
1980, US$3.5 billion in 198 1 ,  and US$5.5 billion (including accumulated 
arrears) in 1982. 

Part of this Joss of reserves-and the contemporaneous acceleration in 
inflation-<.:an be attributed to the faster expansion in net domestic credit 
of the financial system that started in 198 1 .  Another cause of the Joss was 
the fall in demand for peso-denominated assets that resulted from a Joss of 
confidence in the value of the peso. The financial crisis and the measures 
taken to cope with it were major factors in this Joss of confidence. Fîrst, the 
public realized that a bank fa il ure could email losses to depositors. 70 
Second, it also realized that much of the financial system was unsound, 
and that any measures taken to solve the problems were likely to email 
!osses to holders of financial assets in pesos. These losses would occur 
because (a) the Central Bank would be forced to provide assistance to 
distressed financial institutions (or final borrowers), and this assistance 
could lead to excessive monetary expansion, immediately if financed by 

10 Even though most of these fears were allayed when practically full insurance for peso 
deposits was restored retroactively, dollar deposirors in the Banco de lntercambio Regional 
have not yet recovered their deposits. 
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Table 17.  Sources of Expansion of Central Bank Liabilities, 1 977--84 
(ln percent) 

End-of-Year Data 

1977 1978 1979 1980 1981 1982 1 983 1984 

ln reserve money 

Net foreign assets 48.33 87.08 129.74 65.71 61.39 36.91 14.59 30.65 

Net daims on the 
Government 37.22 41.85 3 1 .94 53.62 94.06 26.49 79.76 78.93 

Claims on financial 
institutions 17.22 8.85 7.44 50.11 81.61 1 1 0.42 70.53 89.78 

ln total central bank liabilities 

Net foreign assets 47.28 63.27 76.72 38.78 25.89 21 .24 8.85 15.38 

Net daims on the 
Government 36.41 30.41 18.89 3 1 .65 39.67 15.24 48.38 39.60 

Claims on financial 
institutions 16.85 6.43 4.40 29.57 34.42 63.52 42.78 45.04 

Source: International Monetary Fund, International Financial Statistics Yearbook, 1985. 

expanding the money supply, or la ter if financed by issuing interest­
bearing debt; or (b) interest rate regulation could be used to erode the real 
value of the assets and liabilities of financial institutions by generating 
negative real interest rates. 

Costs and Distribution Ejfects of the Crisis 

lt is easy to list the types of costs generated by the financial crisis: 
welfare tosses of Iower money balances, temporary disruptions of the 
credit and payments system, deterioration and unemployment of the 
physical assets of failed financial institutions and bankrupt borrowers, 
unemployment of tabor, misallocation of credit, untimely capital out­
flows, and the like. The list would be even longer if wealth and income 
redistribution effects were a Iso considered, but complete quantification of 
these costs and distribution effects is practically impossible: not only is it 
hard to identify many of these categories, but also data often are unavail­
able. Nevertheless, this section presents sorne estimates to illustrate typi­
cal costs and effects. 

Costs to the Central Bank of Liquidating a Financial /nstitution. When the 
Central Bank liquidates an institution, it advances the funds needed to pa y 
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back ali insured deposits and it bears the cost of administering the institu­
tion until the liquidation process is finished. Because this process ends 
only when ail assets, including loans, have been sold or recovered, it 
usually takes severa) years. Only when the process is completed can the 
Central Bank get reimbursement for its advances and other expenses, but 
only to the extent that the liquidated institution had valuable assers. 7 1  
Typically, the Bank cannot recover the full value, at constant priees, of its 
advances and expenses. Few figures are published on the )osses incurred 
by the Central Bank in this regard. Moreover, the process of liquidation is 
stiU unfinished for most of the financial institutions that have been closed 
since the financial crisis began. However, each year the Central Bank sets 
aside reserves to cover the estimated cost of various contingencics. By the 
end of 1982, the reserves earmarked to cover !osses from the liquidation of 
financial institutions totaJed the equivalent of US$364 million. This figure 
underestimates the true expected !osses because the Bank can also use 
non-earmarked reserves to cover such !osses. 

Wea/th Redistribution Effects. Sorne of the data just discussed suggest 
thar significanr wealth redistribution effecrs rook place during the period 
under analysis, even before the cri sis came into the open. For instance, the 
movements in relative priees, particularly those of assets and liabilities, 
undoubtedly entailed redistribution of wealth among the owners of real 
and financial assets. Moreover, the crisis also had wealth effects, for 
example, on holders of foreign currency deposits, which were uninsured. 
Finally, many of the measures ta ken to cope with the cri sis gave ri se to a 
further wealth redistribution. For example, exchange rate insurance trans­
ferred the cost of devaluation from those enterprises that had borrowed 
abroad to the Central Bank. Given the complexity of wealth redistribution 
effects and the difficulty in obtaining relevant data, only one particular 
measure-the introduction of interest rate controls in July 1982-will be 
discussed here. These controls caused significant redistribution of wealth 
because they resulted in negative real rates, which eroded the value of 
existing loans and deposits in the financial system. 72 

Table 18  presents data for 1982 and 1983, which illustrate the size of 
these effects. The first two columns show the implicit subsidy for bor­
rowers, measured as the difference between the flow of interest accrued at 
the regulated rate and the flow that would have accrued in the absence of 
interest rate regulation. There are two columns because the latter flow is 
defined according to two alternative assumptions about the nominal inter­
est rate: (a) equal to the rate of inflation (wholesale priees); and (b) equal to 

71 Under the law, the Central Bank's daims on failed financial institurions rake precedence 
over other dai ms. 

11 As explained earlier, the maturity of outstanding dcbts also was extcnded. 
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Table 18. Initial Wealth Redistribution Effects 
of 1 982 lnterest Rate Regulation of Commercial 

and Savings Banks, 1 982�3 

Ill 
IV 

1 
Il 

Ill 
IV 

Borrower Subsidy 
with Respect to 

Inflation 
WPI 
(1)  

Real lending 
rate, 

1977-82 
(2) 

Depositor Cost 

Ti me and savings 
deposits' 

WPI 
(3) 

Real deposit 
rate, 

1977-82 
(4) 

Checking 
deposits 

WPI 
(5) 

(As percent of GDPJ 

6.80 7.34 4.87 4.76 1 . 13  
1 . 1 3  1.56 0.84 0.76 0.48 

7.93 8.90 5.71 5.52 1.61 

0.70 1 . 1 2  0.77 0.68 0.63 
-0.04 0.38 0.25 0.15 0.55 

1 .68 2.07 1.51 1 .41 0.85 
0.58 0.94 0.65 0.57 0.72 

2.92 4.51 3.18 2.81 2.75 

Total for 
1 982/83 1 0.85 13.41 8.89 8.33 4.36 

Sources: Central Bank of Argentina, Boletfn Estadfstico, various issues; data furnished by 
the Central Bank of Argentina; and author's own estimates. 

'ln columns (3) and (4) savings accounts are assumed to earn the same rate of interest as 
ti me deposits. 

the nominal rate that would reflect the average real lendi ng rate that 
prevailed in the liberalization period (June 1 977-June 1982). A similar 
procedure is used in the third, fourth, and fifth columns to estimate the 
cost to depositors; for checking deposits, only the rate of inflation alterna­
tive is used. The estimates in the table indicate that in the one and a half 
years under consideration borrowers benefited from an income transfer 
that ranged between 10.8 and 13 .4  percent of GDP, wh ile holders of time 
and savings deposits lost between 8. 3 and 8. 9 percent, and holders of 
checking deposits lost about 4.4 percent of GDP. These substantial redis­
tributions have extended beyond the period covered i n  Table 18, although 
the size of the yearly redistribution has probably been falling as the size of 
the financial system shrank in real terms. As noted at the time by the 
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authorities, however, this redistribution of wealth between holders of 
financial assets and liabilities through the measures adopted in July 1982 
could be regarded as an acknowledgment of the reality that many bor­
rowers could not repay the full value of their debts, necessitating a 
corresponding reduction in the value of deposits. 

IV. Summary and Conclusions 

Because this study has covered a broad range of issues, it is useful to 
summarize its main points before drawing more general conclusions: 

• The financial crisis occurred after a period of economie expansion, 
which was uneven by sector and during which substantial changes in 
relative priees took place. 

• There is no evidence of a monetary contraction that cou Id have caused 
the financial crisis, as sorne authors have claimed was the case during 
the U.S. crisis of the !930s. On the contrary, monetary aggregates 
were growing rapidly before the crisis began and continued to do so 
thereafter. 

• When interest rate ceilings were lifted in 1977, nominal interest rates 
more than doubled and remained significantly higher and more vari­
able than controlled rates had been. This variability was lower during 
the period of preannounced devaluations. 

• High real lending rates helped to precipitate and aggravate the crisis, 
but because negative real rates prevailed in many periods, the effects 
of real rates on borrowers varied according to the timing of their 
borrowing. 

• Although lending rates fluctuated with deposit rates, large and vola­
tile spreads had a major influence on them. These spreads largely 
reflected the gross margin that served to cover administrative costs 
and profits. Risk premiums and monopolistic behavior are hypotheses 
that could explain these margins, but they are not tested in this 
chapter. 

• lmperfect access to foreign loans and uncertainty over exchange 
rate policies can explain why borrowers continued borrowing 
domesticall y. 

• Fînancing of high-yield and high-risk projects, expectations of a bail­
out, and speculative borrowing are the main hypotheses that have 
been advanced to explain borrowing at high real rates, as observed in 
Argen tina. 

• The policy of preannounced exchange rates-and to a lesser extent, 
trade policies-substantially increased the priee of nontradable goods 
relative to tradable goods beginning in early 1979 and lasting until the 
exchange rate policy was changed in 1981. The policy changes forced 
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enterprises to adapt to a dramatically changed economie environment; 
this adaptation was made more difficult by growing uncertainty 
about the sustainability of exchange and trade policies. 

• Stock priees, which had been increasing significantly before the 
financial crisis started, dropped immediately thereafter, both vis-à-vis 
the wholesale priee index and the dollar. This drop made access to 
finance more difficult for enterprises just when lenders became more 
cautious and lending rates were high in real terms. 

• The debt burden, measured as the ratio of a hypothetical debt to 
selected priees, shows substanrial variability over the liberalization 
period. Nevertheless, the burden continuously increased, in terms of 
foreign currency, berween the first quarter of 1977 and the first 
quarter of 198 1 ,  when the situation reversed itself as a rcsult of the 
devaluation. Thus, whether a firm was better off by borrowing in 
domestic currency or in dollars hinged on the period over which the 
debt was outstanding. Also, between the first quarter of 1980 and the 
second quarter of 1982, the debt burden for homeowners more than 
doubled; this burden became a major argument in favor of debt relief 
at the time. 

• Oistress borrowing aggravated the crisis, but its influence in starting 
the crisis is unclear. Sorne evidence suggests that when enterprise 
profitability feil, beginning in 1980, gearing ratios increased. 

• Business failures increased during the liberalization period and 
jumped when the crisis broke out in 1980; industry was the most 
affected sector. 

• The financial reform of 1977 not only freed interest rates but fostered 
competition by liberalizing entry into the financial market and the 
opening of branches. 

• The abandonment of full deposit insurance in November 1979 made 
deposits riskier and helped to propagate the crisis, until mid-April 
1980, when full insurance for most deposits was re-established. Re­
luctance of the interbank market to lend to troubled institutions 
contributed to propagating the crisis. 

• The prudential regulations and penalties for noncompliance that were 
in effect during the liberalizarion period were fairly comprehensive, 
but the emphasis in supervision was on monitoring compliance with 
regulation more than on anaJyzing the quality of the portfolio of 
financial institutions. lndicators that might have given advance warn­
ing on trou bled institutions were not available untiJ 198 1 .  Moreover, 
the percentage of institutions inspected on site feil berween 1977 and 
1981. 

• Bank reports indicated a steady deterioration in bank portfolios, 
starting in 1976 but accelerating dramatically in 1980. 
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• The emergency measures taken by the Central Bank succeeded in 
stopping the run on deposits that started with the Banco de lntercam­
bio Regional's liquidation. 

• Sorne evidence suggests that currency holdings became less elastic to 
the deposit interest rate after the start of the crisis. Also, uncertainty 
over the course of economie policy late in 1980 and early in 1981 
appears to have been more important than bank failures in reducing 
the demand for monetary aggregates. 

• The Central Bank adopted various measures over ti me to provide debt 
relief to the priva te sector. ln 1980 and 1981 the Bank implemented 
schemes to encourage banks to refinance outstanding loans. l n  July 
1982 it took a more drastic approach, the main elements of which were 
interest rate ceilings on most financial assets and debt refinancing. 
Also, the Bank provided inducement, sucb as exchange rate insur­
ance, to encourage the rescheduling of foreign debts. 

• The reintroduction of interest rate controls in 1982 was coupled with 
a rise in the inflation rate. The resulting negative real interest rates 
caused a dra matie fa li in the value of the outstanding stock of debt and 
a faU in the demand for monetary assets. At the same time, central 
bank credit became a major source of funding for the financial system 
and of growth of reserve money. This situation contributed to the Joss 
of reserves and the rise in inflation experienced after the crisis started. 

• The Central Bank establisbed new facilities, including credit lines, to 
facilitate absorptions and mergers. The costs implicit in liquidating 
financial institutions, which was the remedy mandated by law in 
sorne situations, induced the Government to give more flexibility to 
the Central Bank in dealing with troubled institutions, and the Bank 
to devise means to speed up the liquidation process. 

• Figures for the cost of bank liquidations are hard to obtain. By the end 
of 1982, the Central Bank had earmarked provisions equivalent to 
about US$364 million, which probably underestimates the cost. 
Moreover, the costs of keeping resources idle or using them subopti­
mally are impossible to estimate. These resources include not only 
typical bank assets such as bank buildings and computers but also 
property acquired by banks through foreclosure that the Central Bank 
has to manage in the case of failed banks. 

• The financial crisis and the measures taken to cope with it entailed 
significant redistribution of wealth. Depositors in foreign exchange in 
failed institutions )ost their deposits. A further redistribution resulted 
from the negative real rates that prevailed after interest rate controls 
were reintroduced. The latter redistribution transferred the equiva­
lent of at )east I l  percent of GDP to borrowers over one and a half 
years. 
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A broad conclusion that can be drawn from the analysis is that, although 
elements endogenous to the financial system, such as the high level of 
interest rates foUowing the liberalization and loans of dubious quality, 
contributed to the crisis, elements exogenous to the system played a major 
rote in determining the extent of the crisis. Macroeconomie policies, 
particularly with regard to the exchange rate, forced enterprises to adjust 
to substantial changes in economie conditions. Uncertainty about policy 
continuity exacerbated the costs of adjustment. These elements con­
tributed to a recession and to the collapse of many firms, which, in turn, 
caused the quality of the Joan portfolio of the financial system to 
deteriora te. 

Inadequate supervision of the financial system also contributed to the 
crisis. Fmancial institutions tbat were liquidated in the earl y stages of the 
crisis had particular problems that early waming indicators and doser 
monitoring could have detected more prompùy. Earlier detection not only 
would have given more time to find solutions but also could have reduced 
the size of the problem by limiting the growth of those institutions. But 
even with better supervision, sorne deterioration of the quality of bank 
portfolios could not have been avoided in light of the instability of 
economie conditions that made forecasting and planning very uncertain. 
Be that as it may, there is litùe doubt that improved supervision would 
have enabled the financial system to withstand such deterioration better. 

The Central Bank was able to contain the propagation of the crisis by 
granting emergency credits to troubled institutions and by eventuaUy 
reversing its previous policy of gradually reducing the scope of deposit 
insurance. The crisis gave impetus to improvements in bank supervision 
and prompted the introduction of more flexible ways to deal with trou bled 
institutions in order to reduce the need for the inherently costly liquida­
tions. Measures to speed up the liquidation process had mixed success; the 
most promising of such measures appear to have been the sales of branches 
as operating units, sales of real estate, and sales of failed institutions' 
portfolios. 

The reintroduction of interest rate controls brought relief to borrowers but 
it a Iso shrank the size of the financial system, as depositors became reluctant 
to bold financial assets carrying a negative real yield. This situation, together 
with other measures taken to help borrowers and fmancial institutions, such 
as increased central bank funding of the financial system, undoubtedly made 
monetary management more difficult and contributed to the higher inflation 
and Joss of international reserves that had started with the crisis. The huge 
debt relief granted in 1982 also raises difficult questions about the faimess of 
the substantial redistribution of wealth that it entailed and about the extent to 
which more selective relief could have improved bank portfolios and helped 
problem borrowers at Jess cost. 
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Liberalization, Crisis, Intervention: 
The Chilean Fmancial System, 197 5-85 

Andrés Velasco 

In the mid-1970s, the Government ofChile undertook a comprehensive 
program of economie liberalization. A central component of this program, 
particularly after 1977, was a drastic overhaul and deregulation of the 
country's financial system. This reform was carried out in the spirit of the 
well-known McKinnon-Shaw prescription that abolishing "financial re­
pression" is essential for sustained economie development (McKinnon, 
1973; Shaw, 1973): banks were privatized, regulations were relaxed, inter­
est rate ceiJings were abolished, and integration with world capital markets 
was increased. The financial reform was accompanied by stabilization 
policies aimed at reducing the persistent macroeconomie disequilibrium, 
which was reflected particularly in hyperinflation during the early 1970s. 

Du ring the stabilization cum reform program, both the financial and the 
real sectors of the economy appeared to be making progress for severa! 
years before a major financial crisis developed. Between 1977 and 1981, 
inflation feil (albeit slowly), and output boomed white domestic capital 
markets vigorously expanded (Table 1). But, by late 1981 the financial 
system was indisputably submerged in a major crisis. By the end of 1981, 
the nonperforrning assets of banks had reached an estimated 22 percent of 
capital and reserves and were to rise to 47 percent at the end of 1982 and 
1 1 3  percent in May of 1983 (Arellano, 1983a). Two successive waves of 
government "interventions" (one in November 1981 and one in January 
1983) were necessary to rescue or liquidate the troubled financial interme­
diaries. By early 1983, I l  commercial banks (including the nation's 2 
largest private banks) and 5 financial companies (jinancieras) were under 
government intervention or had been liquidated. Many other financial 
institutions survived onJy because of a generous infusion of government 

1 1 3  
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subsidies. The severity of the'crisis contribuced to a substantial weakening 
of macroeconomie performance and major readjustments in policies. The 
fixed exchange rate regime, maintained for almost three years, collapsed in 
June 1982. During 1982 and 1983, inflation rebounded somewhat, and 
real output feil by more than 14 percent in 1982 alone. 

This chapter focuses on the possible causes of the crisis in the Chilean 
financial system and analyzes the measures adopted to deal with the crisis 
and their effects. The Chilean process resembles the "classical" boom-and­
bust cycle of financial crises, as described by Minsk y ( 1 977) and Ki nd le­
berger (1978).1 The study therefore examines the upswing in financial 
intermediation that occurred in the lare 1970s and analyzes the weaknesses 
that eventually led to systemic difficulties. The analysis focuses on the 
interaction among financial and macro variables and policies. 

The macroeconomie policies and outcomes up to the 1982 crisis are weil 
known and have attracted ample academie attention (Corbo (1985); Dom­
busch (1984); Edwards (1985); Fox ley (1983); Harberger ( 1985); Sjaastad 
(1983); Zahler (1983)). 2 lt suffices here to outline sorne of the main changes 
in the macroeconomie environment that accompanied the financial re­
form. A major aim of the stabilization policy during this period was to 
lower the rate of inflation, which had approached hyperinflationary levels 
in 1973. To a large extent, the inflation reflected the need to finance huge 
fiscal deficits, which in 1973 had reached 22 percent ofGDP. 

A tighter fiscal policy was an important component of the policy 
package. Although the growth of fiscal expenditures was reduced, the 
Government took mainly strong measures to increase revenue, including 
tax reform, priee increases for goods and services produced by the public 
sector, and the sale of many enterprises that the previous administration 
had nationalized. As a result, the public sector achieved a significant 
overall surplus by 1979. 

Monetary and exchange rate policies also were modified. The Govern­
ment followed a policy of modera te expansion in domestic credit combined 
with exchange rate adjustments that followed a crawling peg. The strategy 
was to lower the rate of inflation gradually while improving the reserve 
position of the Central Bank and preserving the competitiveness of Chi lean 
ex ports. 

The exchange rate policy was changed in December 1977, when the 
Government introduced a daily schedule for the exchange rate for the 
ensuing 2 months. In February 1978, this schedule was extended for 1 1 

1 This point has been stressed by Barandiar:ln (1983). 
2 The microeconomie aspects of polie y changes and their cffects ha,·e a Iso been described 

in sorne detail by Arellano (J983a); Barandiar:ln (1983); Diaz-Alejandro ( 1985); Zahler (1985); 
and Luders ( 1986). 
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months, and at the end of that year, it was extended through December 
1979. These scheduJes implied a declining rate of devaluation, with the 
aim of driving inflation doser to international levels. In addition, it was 
hoped that preannouncement of the devaluation rates would help remove 
unccrtainty and align domestic interest rates with those abroad. ln June 
1979, the ex change rate was pegged at Ch$ 39 per U. S. dollar-the lev el 
that, according to the schedule, would have been reached only in De­
cember. Moreover, the Government announced that there would be no 
further devaluations. 

Perhaps the most dra ma tic policy changes occurred in the foreign sector. 
The authorities moved rapidly to eliminate trade restrictions and sharply 
reduced both the dispersion and the levels of tariffs, but they moved more 
slowly in freeing capital movements. Most capital outflows remained 
restricted through the 1 970s, and ali new foreign borrowing or refinancing 
of existing credits by commercial banks, except for short-term !ines of 
credit, remained subject to prior approval of the Central Bank. 

These policies succeeded in lowering inflation to Jess than 10 percent 
per year by 1981, wh ile achieving a rate of growth in GDP of 7 percent per 
year over the 1976-81 period. But in 1982, and 1983, the country plunged 
into a major recession; GDP feil 14 percent in 1982, and unemployment 
increased from a low of I l  percent in 1981 to more than 22 percent in 1982. 
This recession had both foreign and domestic causes. The most important 
foreign causes were the collapse in the priees of Chile's main export 
commodities (especially copper), the appreciation of the U. S. dollar, and 
higher interest rates abroad. The main domestic cause was a deterioration 
of competitiveness, caused by the combination of a fixed exchange rate 
and backward-looking wage indexation. The cumulative effect of high 
domestic interest rates si nee 197 5, following the liberalization of the 
financial sector, weakened the financial health of enterprises and served to 
deepen the recession. Furthermore, the Chilean Government addressed 
the declining competitiveness and deteriorating external balance by re­
straining domestic demand and lowering nominal wages. When those 
measures proved insufficient, the Government abandoned the fixed ex­
change rate of the peso; on June 15, 1982, the peso was devalued by 1 5  
percent. Following further sharp depreciation, the peso declined to Ch$66 
per U.S.  dollar by September 1982, when it was announced thar exchange 
rate adjustments would follow a crawling peg. 

Although inflation accelerated from JO percent in 1982 to 23 percent in 
1983, the economy theo began to recover. Jn  1984, real GDP grew by 
almost 6. 3 percent, white inflation continued at about 2 3 percent. Recov­
ery continued in 1985, when GDP grew by about 2.4 percent, although 
inflation accelerated to about 26.5 percent. The rate of unemployment feil 
sharply to about 1 2  percent by 1985; real average wages declined steadily 
between 1982 and 1985. 
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Against this background, this chapter systematically analyzes the con­
nection between macro and purely financial developments and separates 
the micro from the macro causes of the financial crisis. lt is usually taken 
for granted that undesirable macro outcomes such as high real interest 
rates and overvalued exchange rates adversely affect the position of bor­
rowing firms, and th us the financial system as a whole. However, the 
more subtle question of how the financial sector disequilibrium affects the 
health of the macroeconomy is seldom asked. This chapter discusses the 
possibility that the troubles in the financial sector may have contributed 
substantially to the creation of instability elsewhere in the Chilcan econ­
omy. ln turn, the macro disturbances that those troubles helped create 
would come back to haunt the banks, via a weakened pool of borrowers 
and large quanti ries of nonperforming assets. 

This chapter also examines the interrelationships among severa! widely 
accepted hypotheses concerning Chile's financial crisis. The financial 
reform was quite controversial when implemented, but ex post there is 
remarkable agreement as to "what went wrong." Many such explanations, 
however, are partial equilibrium analyses thar focus only on a particular 
feature of the financial problem (high interest rates, for instance). This 
paper juxtaposes these explanations and explores their mutual compatibil­
ity. Finally, this paper benefits from recent! y published work (Gal vez and 
Tybout ( 1985); Corbo and Sanchez ( 1985); Arriagada (1985)) on the mi­
croeconomie performance of Chilean firms during the relevant period. 
This information permits a better discussion of sorne common assump­
tions about the link between firm bankruptcies and bank problems. 

Distributional and welfare issues are dealt with only superficially. The 
process of financial reform and the measures to deal with the financial 
crisis have probably had major distributionaJ and welfare consequences, 
but their measurement and evaluation should be the subject of a separate 
study. 

1. Fmancial Refonn 

The process of financial reform began short! y after a new administration 
came to power in 1973. Broadly speaking, the reform included institu­
tional, regulatory, and international aspects, which will be considered in 
this section. By 1980, the process of liberalization was essentially com­
pleted. From 1981 onward, the changes would be mostly in response to 
the growing imbalances. 

Institutional Changes 

The financial system was almost entirely under state control in lare 
1973. After a long period of mixed ownership, virtually ali financial 
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institutions had been nationalized du ring the period of 1970 through 197 3. 
ln addition, a number of entities linked to ministries and state agencies 
directly supplied credit to sundry activities. 

ln 1974, Chile had 20 domestic nationalized commercial banks. The 
following year ali but the Banco del Estado were sold to the private sector. 
The system rhus became a predominant! y private one, although the Banco 
del Estado has maintained a large and active presence. 

The process and terms by which the banks were transferred to private 
groups have been criticized. Differentiai access to credit and weak (and 
eventually aboli shed) legislation against concentration of ownership meant 
that the bulk of commercial banks ended up in the hands of a few large 
conglomera tes, sorne of which had also recent! y acquired scores of repri­
vatized manufacturing and service enterprises (Arellano (198 3b)). 3 J nter­
locking ownership and management patterns were evemually blamed for 
sorne of the mistakes made by these institutions. 

Even before the commercial banks were privatized in May 1974, short­
term transactions at free interest rates had been allowed. As a result, a new 
kind of financial entity arose, the ftttancieras, which initia li y enjoyed great 
flexibility and a competitive advantage (interest rates on commercial bank 
deposits were not freed until a year later). ln December 1976, problems in 
sorne of the ftnancieras prompted an increase in their supervision. 4 

The development of ftnancieras was only one manifestation of a general 
increase in new financial intermediaries during the 1970s. The authorities' 
efforts to lower barriers to entry brought in foreign banks. The evolution 
of the system is described in Table 2 ,  which shows that by 1981, Chile had 
23 domestically owned banks ( l  of which was state owned), 1 8  foreign 
banks, and 1 3  finance comparues (jinar1cieras). 

During this process, the Sistema Nacional de Ahorros y Préstamos (SINAP) 
(National Savings and Loan System) faced serious difficulties. Founded in 
1960 to provide housing credit, it captured a large portion of domestic 
financial savings during the 1960s. The SINAP had made long-term 
commitments (housing loans) financed with short-term indexed deposits, 
which were inexpensive as long as interest rate ceilings existed. When the 

1 lt is also sometimes argued thar the banks were privatized at unusually generous terms, 
but ir is hard to reconcile this argument with the accompanying critiques of ownership 
concentration. If the banks were sold cheaply, then not only large grupcs (financial and 
manufacturing conglomerates) would have had access to them, unless the Govcrnment had 
intentionally discriminated against other potential buyers. 

• 8oth "formai" and "informai" ftnancierar were in operation until December 1976, when 
the informai ones were eliminated by the institution of a formai approval procedure for 
institutions or individuals desiring to receive deposits from the public. Accounting standards 
were tightened and capital requirements increased to a level equivalent to 7 5 percenr of the 
capital required from commercial banks. 
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ceilings were abolished in 1975, the SINAP was caught in a squeeze. lt 
effectively went bankrupt in 1976, and the state guaranteed its deposits. 

Regulatory Reform 

Chilean bank regulations changed often during the reform period, so 
space limitations permit only a general description here. The general aim 
of these changes was twofold: to promote the rapid growth of the financial 
system and to increase competition. 

As has been noted already, controls on interest rates were lifted in 197 5 .  
During the period of so-called financial repression ( 1930-7 5), the combina­
rion of interest rate ceilings and high inflation had consistently yielded 
negative real rates, but this situation changed after liberalization. lt was 
hoped that positive real yields on domestic financial assets would reduce 
preferences for foreign or nonproductive assets. lndexed savings instru­
ments and domestic dollar assets were to help in this task. The attractive­
ness of domestic financial investments was also to be enhanced by changes 
in tax legislation, which took account of inflation and ensured that there­
after only real interest earned counted as taxable income. 

Another much-criticized feature of the previous system-an array of 
quantitative controls on credit-also was eliminated. Selective credit con­
trois had been a widely used tool of economie po licy un til 197 5 ,  but after 
that date, it was expected that the market mechanism alone would allocate 
credit and improve the allocation of resources. 

To reduce the cost to banks of holding required reserves, which could 
become quite substantial under inflationary conditions, the Central Bank 
began paying competitive interest on such reserves in May 1976. Subse­
quently, reserve requirements were gradually lowered, to 10 percent for 
sight deposits and 4 percent for time deposits, and interest payments on 
reserves were phased out. 

At the same time, the system moved toward multipurpose banking. To 
increase competition and lower costs, distinctions among commercial, 
investrnent, mortgage, and development activities were abolished. In 
addition, foreign banks were also allowed to open branches in Chile and to 
purchase Chilean banks. The result was rapid financial widening. Ac­
cording to Luders ( 1986): 

Savings OJ>(rations (before a monopoly of the Banco del Estado) were permitted 
for ail banks, and housing mortgage transactions (previously a virrual monopoly 
of the SINAP) were also expanded to aU banks. The volume and diversification 
of government and Central Bank pa pers in the market increased noticeably; the 
range and number of mutual funds increased manifold; businesses began to issue 
significant amounts of commercial paper which were intermediated by deposi­
tory institutions, stock exchanges and mutual funds; the insurance business 
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expanded its list of products; consumer credit offered by financial institutions 
expanded noticeably, etc. 

New regulations also increased the powers of the bank supervisory 
agency (Superintendency of Banks) and changed various aspects of fi nan­
cial activity, su ch as capital requirements and credit Limits. Those th at are 
most relevant for the purpose of this paper are as follows: 
• The jurisdiction of the Superintendency of Banks was broadened to 

include ail financial institutions and its name was changed to Superin­
tendency of Banks and Financial Institutions. 

• The Superintendency was authorized to provide general information 
about the quality of the assets and liabilities of financial institutions in 
order to increase market transparency. 

• ln November 1974, the capital requirements for banks were increased to 
take account of past inflation; thereafter, these requirements were auto­
matically adjusted once a year in accordance with the Consumer Priee 
Index (CPI). The maximum debt/capital ratio was maintained at 20, but 
noncompliance was penalized more strict! y, at the rate of 2 percent daily 
on the excess debt. 

• In 1974, the law limited the maximum individual holdings of bank 
shares to 1 . 5  percent (for individuals) and w 3 percent (for firms and 
organizations). However, these limits were abolished in 1978 because 
they had proved very difficult to enforce. 

• ln 1980, the treatment of bank borrowers was made more uniform, with 
regard to their credit limits in relation w bank capital and reserves. 
Previously, the legislation favored corporations over other organizations 
and individuals. The new regulation set a uniform ümit at 5 percent for 
unsecured credits and at 25 percent for secured credits. These limits 
were halved in the case of borrowers linked to the bank. 

• In 1980, to facilitate underwriting operations, the limit on bank invest­
ment in a given enterprise's shares was raised from 1 0  percent to 20 
percent of the bank's paid capital and reserves, but the limit of 1 0  
percent of the firm's capital was maintained. 

• Limits on bank borrowing abroad were modified severa! times, and 
finally abolished in 1980. 
These changes gave more freedom to the financial markets and placed 

more emphasis on rules than on the authorities' discretion in supervising 
the system. As the financial crisis unfolded in late 198 1 ,  sorne of these 
regulatory provisions were modified, as discussed in Sections IV and VII. 

Capital Flows 

The liberalization of international capital flows bas been one of the most 
widely discussed features of the Chilean experience. The process is dis-
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cussed in detail in AreUano and Ffrench-Davis (1981 ), Ffrench-Davis 
(1983), Mathieson (1979), McKinnon (1982), and Edwards ( 1984). 

After many years of controls, the capital account was liberalized gradu­
ally. Starting in August 1976, capital inflows were subjected to a mini­
mum maturity requirement of two years (between 1974 and 1976 the 
minimum requirement was onJy six months), and to a varying but small 
deposit requirement (non-interest-bearing) with the Central Bank. s This 
minimum maturity remained in force until the cri sis in 1982, when it was 
abolished. 

Banks were allowed to borrow abroad in dollars but not to assume the 
exchange risk. The principal of the counterpart domestic loans had ro be 
indexed to the exchange rate (i.e., de facto denominated in foreign cur­
rency). There were also sorne limits (relaxed over time) on banks' foreign 
indebtedness as a percentage of capital and reserves. 

The chief purpose of such restrictions was to ensure sorne control over 
domestic monetary policy. l t  was feared that, given very high domestic 
interest rates, total liberalization would induce huge and destabilizing 
capital inflows. 6 Despite the restrictions on capital inflows, the inflows 
proved massive, as seen from Table 3, reflecting in part the policy of 
preannouncing the exchange rate until mid-1979, which made investing in 
Chile very appealingJ Particularly massive inflows of capital occurred 
after the change in the exchange rate regime to fixed rates. The monetiza­
tion of the ensuing reserve buildup was blamed for the slow progress in 
reducing inflation (Harberger (1985); Corbo (1985)). 

As Table 4 suggests, this process led to the rapid accumulation of 
external debt. In contrast to the situation in Brazil, Mexico, and other 
Latin American countries, the bulk of the borrowing in Chi le was donc by 
the priva te sector: by 1982, 7 3. 2 percent of net foreign debt had been 
incurred by the private sector. Most important for the discussion here, 
financial institutions accounted for the lion's share of private external 
borrowing (72. 9 percent of total inflows, private and public, in 1981). 

A drastic and thoroughgoing trade liberalization also was carried out. 
Quantitative controls were abolished and tariffs swiftly rationalized and 

1 These required deposirs not only varied over ti me, but also depended on the maturity of 
the transaction. For instance, in 1980 they were 15 percent for loans with maturities of less 
than four years, 10 percent for those between four years and 66 monlhs, and zero for any 
above 66 months. 

6 See Minister de la Cuadra, quored in Ffrench-Davis (1983). 
7 To the extent lhat they were credible, the preannouncements reduced the exchange rate 

risk, while domestic interest rates remained high. Although forma li y correct, this argument 
does nor necessarily explain full y the extraordinary size of the capital inflows. Ir has been 
argued (see Edwards (1986)) thar these inflows were not particularly sensitive ro interesr rate 
differentiais. 
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Table 3. Net Capitallnflows, 1977-82 
(ln millions of U.S. dollars) 

Year 

1977 
1978 
1979 
1 980 
1981 
1 982 

Source: Le Fort (1985). 

First 

96.4 
793.6 

1 , 103.4 
1,239.1 
2,044.2 

889.2 

Sem ester 

Second 

471.7 
1 , 1 52.5 
1 , 144.7 
1,921.0 
2,425.1 

415.1 

lowered; by June 1979 a uniform tariff of 10  percent (excepting automobile 
imports) was in place. The fact that liberalization of the capital account 
lagged substantially behind that of the current account in Chile has been 
much discussed. Both ex post and ex ante it has been argued that this 
sequence maximized the chances for adequate macroeconomie control 
(McKinnon (1982); Edwards (1984); and Calvo (1986)). Indeed, McKinnon 
(1982) has gone as far as to say that "Chile is to be treated as a norm or 
standard of reference" in this regard. But experts disagree on whether the 
speed and magnitude of the liberalization process were adequate. 

ll. Effects of the Fmancial Reform: Sorne Macroaggregates 

A central objective of financial reform is the improvement of the 
economy's savings and investment performance. This section reviews 
sorne of the available evidence on the course of domestic savings and real 
investment. The discussion, which is far from exhaustive, is intended only 
as background for subsequent sections. 

Domestic Savings 

The impact of financial liberalization on the economy's overall rate of 
savings is difficult to determine a priori. First, liberalization affects only 
the institutionalized part of the financial market: little can be said about its 
effects on noninstitutionalized sources of finance, which tend to be impor­
tant in repressed financial systems. Second, microeconomie theory pro­
vides no unambiguous propositions on the effect of higher interest rates in 
the institutionalized market-a typical first-round effect of financial liber­
alization-because the income and substitution effects point in opposite 
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directions. Moreover, higher interest rates may affect the distribution of 
income among sectors whose propensity to save may be different (c.g., 
enterprises and households). Empirically, the matter is also far from being 
settled. 8 In his recent empirical paper Giovannini (1985) concludes that in 
developing countries, the interest elasticity of savings is likely to be small. 
The experience of Ch ile also seems to point in this direction. 

Table 5 presents sorne evidence on the evolution of savings in Chile. 
The data show significant year-to-year variation in the ratio of gross 
national savings to GDP, with a peak of almost 20 percent in 1974 and a 
trough of about 2 percent in 1982. Moreover, the average saving ratio for 
the liberalization period (1974-83) did not differ significantly from pre­
vious periods: for that period the saving ratio averaged 10.7 percent, 
compared with about 1 2  percent between 1966 and 1973; however, ex­
cluding the recession years of 1982 and 1983, the ratio increases to just 
1 2 . 6  percent (onJy 1 1 .6 percent, if the 1974 peak is excluded). The paucity 
of data makes it even harder to draw conclusions about the distribution of 
savings between the private and the public sector. Nevertheless, available 
evidence suggests that the private sector was almost always in deficit and 
the public sector in surplus, and thar the sectoral saving ratios also show 
substantial variation during the period. The privatization of the social 
security system completed in 1981 may have had a negative impact on 
total savings, insofar as part of the contributions previously paid into the 
state social security were spent instead of saved. 

Investment 

The data in Table 6 indicate a significant increase (as a percentage of 
GDP) in private investment over the 1975-81 period followed by a sharp 
decline between 1982 and 1985, reflecting the effects of the recession and 
the financial crisis. The sharp increase until 1981 is particularly significant 
in light of the high real interest rates on loans charged during this period. 
To a large extent, this increase in private investment was offset by a 
decline in public investment, which was part of the program to reduce the 
fiscal deficit and the size of the Government. As a consequence, average 
gross fixed investment as a percentage of G OP was onJy marginally higher 
between 1975 and 1982 than it had been between 1966 and 1974. 

Therefore, the effect on GDP growth of the shift in the composition of 
investment would depend on whether the marginal productivity of the 
projects undertaken by the private sector was higher or lower than the 
marginal productivity of alternative public sector projects. A definite 

• For discussion and estimation, see not only McKinnon (1973) and Shaw (1973), but also 
Fry (1978), van Wijnbergen (1983), Giovannini (1985), and Molho (1986). 
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Table 5. National and Domestic Savings, 1960-85 
(As percentage of COP) 

Net Gross Net Factor Gross 
National Capital National Payments Domestic 
Savings Consumption Savings Abroad Savings 

(1)  (2) (3) = (1)  + (2) (4) (5) = (3) + {4) 

1 960-65 1 0  1 1  

1966-70 7 8 1 5  

1971-73 - 1  1 0  9 1 0  

1974 9 1 1  20 2 22 
(9) 

1975 - 7 1 5  8 4 1 2  
(4) 

1976 1 1 3  1 4  3 1 7  
(8) 

1977 - 1  1 2  1 1  3 14 
(8) 

1 978 1 1 1  1 2  3 1 5  
(5) 

1979 2 1 0  1 2  3 1 5 
(7) 

1 980 4 1 0  14 3 1 7  
(9) 

1981 9 1 0  4 14 

1 982 - 9  1 1  2 8 1 0  

1 983 - 7  1 1  4 9 1 3  

1 984 - 9  1 1  2 1 0  1 2  

1 985 - 6 1 1  5 1 2  1 7  

Sources: United Nations, National Accounts Statistics: Analysis of Main Asgregates, 
1983184, New York (1 987); and Central Bank of Chile. 

Note: Figures in parentheses relate to net savings of the public sector. 
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Table 6. Gross Domestic Capital Formation, 1960-85 
(ln percentage of GDP) 

Gross Domestic 

Gross Fixed Change in 
Capital Formation 

Capital Formation Stocks Private Public Total 

1 960-65 1 5 . 1  -0.9 3.8 10.5 14.3 

1966-70 14.5 1 . 6  4.7 1 1 .3 16.0 

1971-73 13.4 - 1 . 9  -0.9 12.4 1 1 .5 

1 974 17.4 3.8 8.4 12.8 21.2 
(0.5) 

1975 15.4 - 2.3 4.6 8.5 13.1  
(2.6) 

1976 1 2 . 7  0.1 7.4 5.4 12.8 
(3.0) 

1977 13.3  1 . 1  7.7 6.7 14.4 
(6.4) 

1978 14.5 3.3 11 .6 6.2 17.8 
(8.0) 

1979 15.6 2.2 12.6 5.2 17.8 
(9.8) 

1980 1 7.6 3.4 15.6 5.4 21.0 
( 1 1 . 1 )  

1981 19.5 1 . 2  15.6 5.1 20.7 
(13.4) 

1 982 15.0 -3.7  1 1 .3 
{10.0) 

1983 12.0 -2.2 9.8 
(7.3) 

1 984 12.3  1 .3  13.6 
(6.4) 

1 985 14.2 -0.5 13 .7  
(7.2) 

Source: Central Bank of Chi le, Direcci6n de Polftica Financiera, Cuentas Naciona/es de 
Chile. 

Note: Figures in parentheses relate to private sector fixed investment. 
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answer to this question would require further study, which is beyond the 
scope of this paper. 

m. Effects ofFmancial Reform: Growth ofFmancial Assets 

One of the most remarkable features of the Chilean experience after 
1975 is the tremendous expansion of financial intermediation. As Table 7 
shows, total financial assets rose from 19.7 percent of GNP in 1975 to 48.1 
percent in 1982. The share of the organized financial system in overall 
financial intermediation rose as weil: papers issued by commercial and 
development banks and financier as rose from 16.2 percent to 70. 7 percent of 

Table 7. Financial Assets1 

Nonmonetary 
As sets 

Total Financial Assets Monetary in Financial 

Year-End Balance Assets2 System1 

ln billions of ln percentage 
Year current pesos ofGNP ln percentage of total assets 

1973 0.47 14.9 53.0 14.3 

1974 2.99 20.0 27.7 14.0 

1975 1 1 .36 19.7 26.1 16.2 

1976 33.75 19.0 25.4 25.0 

1977 75.80 2 1 .0 24.1 38.6 

1978 123.10 23.0 24.6 48.6 

1979 237.80 29.6 2 1 . 1  50.1 

1980 395.70 34.9 19.8 59.8 

1981 510.80 39.0 14.7 69.8 

1982 578.40 48.1 14.0 70.7 

Source: Central Bank of Chi le, Boletfn Mensual. 
Note: Definition of total financial assets excludes equity and time and demand deposits 

held by the public sector. 
1These are financial assets held by the public (i.e., liabilities of the financial system). 
21ncludes currency and demand deposits and ti me deposits held by the private sector. 
1Paper issued by commercial banks, development banks, and financieras. 
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total financial assets in the same period. Between 1976 and 1981, value 
added from financial services expanded at a real annual average of 18.4 
percent, more than two and a balf times the rate of expansion of the 
economy as a whole. 9 

At the same rime, there were significant shifts in the composition of 
financial assets. A crucial shift was the move away from money and 
toward short-term, highly Jjquid, interest-bearing assets. Quasi-money 
accounted for 8.16 percent of GDP in 1975 and 22.32 percent in 1986.10 
This tendency follows naturally the upward trend of sbort-term interest 
rates paid on quasi-money after liberalization and the richer menu of 
financial assets available to the public. 

The boom in financial intermediation, however, did not substantially 
lengthen the average maturity of financial instruments. As shown in Table 
8, much of the expansion in financial instruments came from the shi ft from 
money to interest-earning assets with maturities of Jess than 90 days. 
Longer-term assets (with maturities over 90 days) languished. They ac­
counted for 54 percent of total assets in 1975, and for only 44.4 and 37.2 
percent in 1980 and 1981, respective! y. 1 1  

These figures do not include equity markets, which experienced a boom 
of their own. The (real) stock priee index rose by 2,685 percent between 
1976 and the peak year of 1980 (Table 1). Priees of real estate, land, and 

other comparable stores of value rose dramatically as weil. 
This boom in financial intermediation seems inconsistent with the poor 

performance of domestic savings. An influential view, formulated for the 
general Southern Cone case, offers an explanation that may be worth 
quoting at sorne length: 

In a financially repressed economy with a history of persistent inflation, wea1th 
is held as money, land and capital . . . .  Money is held because of its property as 
a means of payment; capital, because of its expected yield in use; and land, as a 
shelter against inflation. Expected land yields may be low, but they are strongly 
correlated with inflation rates . . . .  ln this context, financia1 reform-mongers 
typically propose introducing an indexed government bond as an instrument of 
financial liberalizarion. oz In the presence of such an attractive asset with a strong 
back-up market, saving propensities should increase and a higher proportion of 
wealth should be held as productive capital . . . .  (However), indexed bonds 
tend to replace capital (and money) rather than land in priva te portfolio holdings. 
True-market-oriented financial reforms are accompanied by a general liberaliza-

9 Cemral Bank of Chi le, Bolttfn Mtt�sual. 
10 See lmemational Monetary Fund, lnttmational Financial Statistics. 
11 There was a healthy shift, however, from assets with marurities of90 da ys ro one year to 

those extending beyond one year (see Table 8). 
11 For the purposes of this srudy, the introduction of any asset thar pays a consistently 

positive rate of retum will play this role. 
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tion of interest rates, in the context of a demand-contractionary package of 
policies . . . .  An excess supply of money may also obtain, in spite of contrac­
tionary policies, if the demand for money is sufficiently lowered by the intro­
duction of the indexed bond (Diaz-Alejandro and Ba cha ( 1982)). 

This critical view of the consequences of financial liberalization captures 
sorne of the tendencies described so far: the extent to which the growth i n  

Table 8. Maturities of Financial Assets, 1 973-82 
(ln percentage of total) 

Monetary Less than 90 Days to 
As sets 90 Days 1 Year 

Year ( 1 )  (2) (3) 

1973 53.0 3.1 40.5 
1974 27.7 18.3 47.2 
1975 26.1 19.9 39.0 
1976 25.4 27.2 28.8 
1977 24.1 38.0 25.4 
1978 24.6 44.7 19.5 
1979 2 1 . 1  37.6 20.6 
1 980 19.8 35.8 22.7 
1981 14.7  48.1 13.3 
1 982 14.0 44.0 16.7 

Source: Arellano (1 983b). 

Monetary assets = Private money holdings: Currency + demand deposits. 

More th an 
1 Year 

(4) 

3.4 
6.8 

15.0 
18.6 
12.5 
1 1 .2 
20.7 
2 1 . 7  
23.9 
25.3 

Less than 90 days = Pagarés Descontables Banco Central (PDBC), Dep6sitos y Capta­
ciones Bancos y Financieras, Ventas PDBC con pacto retrocompra, 
Ahorro a la vista, Emisi6n Pagarés Descontables de Tesorerla (PDTI, 
PDBC Reserva Técnica, CEPAC, Venta Cartera Bancos, Opera­
ciones con Cuentas de Ahorro Sistemâtico (CAS). 

90 days to 1 year = Cuotas Ahorro Corvi, Dep6sitos y Captaciones Bancos y Finan­
cieras, Ahorro a Plazo, Dep6sitos de Ahorro e lnversi6n (DAI), 
Cuentas de Ahorro SINAP, Valores Hipotecarios Reajustables 
(VHR), Ahorro Sistemâtico Cooperative, Dep6sitos Plazo Banco 
Esta do. 

More than 1 year = Cuentas Ahorro Reajustables (CAR), Pagarés Reajustables de Tesor­
erfa (PRTI, Sonos y Letras Hipotecarias, Sonos Hipotecarios SINAP, 
Debentures, Pagarés Banco Central Sistemâtico Previsi6n, Sonos de 
Reconstrucci6n, Pagarés Reajustables Caja Central. 

Note: Until 1975 ali ti me deposits in banking system are classified in column (2). 
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sorne financial assets was the consequence of substitution awa�· from 
moncy; the boom in interest-bearing financial assets; and the sluggishncss 
in the demand for real capital. But, it fails to account for the boom in 
overall financial intermediation, not just in close money substitutes. lt also 
neglects the upward clash of the priee of the existing capital stock, which 
took place even as the demand for investment goods rcmained low . . \n 
explanation of these phenomena requires a closer look at the details of the 
Chilean situation. 

A commonly mentioned cause for the spectacular growth of financial 
assets is the increase in private wealth. l t  is conjectured that increases in 
expected permanent income or in the yield of assets held by the public 
created an upward wealth effect, sorne of which spilled into highcr 
demand for financial assets. As Barandianin ( 1983) purs it: 

The change in expectations toward higher wealth ,,·as the decisi,·e factor in the 
extraordinary expansion of private demand for goods and services . . . . The 
financial system grew alongside private sector wealth: capital gains rcalizcd h� 
the owners of real assets turned in part toward the financial system, producing a 
monetization of real privare assets (in the sense thar highly liquid paper was 
issued on the ba sis of these assets). 

How solid a foundation this process constituted for the grO\nh in bank 
and ftnanciera liabilities is hard to assess. Whether increases in expectcd 
permanent income were effective or only perceived must be a moot 
question, but sorne of the optimism displayed at the ti me seems justified in 
the wake of a massive removal of distortions, a change that had the 
potential for increasing real income. High interest rates produced attrac­
tive short-term yields on financial assets, which also created a perception 
of increased wealth. Finally, booming stock, land, and real esta tc priees 
certainly increased wealth and hence the accumulation of financial asscts. 
However, it seems very likely that such exploding asset priees wcrc 
unrelated to market fundamentals (like the conceivable real yield on capital 
and land) and hence unsustainable. ln fact, econometrie e\'idence (.\!elier 
and Solimano (1983)) suggests that indeed there was a speculati\'e bubble 
in stock priees, of the sort described by Blanchard and Watson ( 1982). 

Another key element in the expansion of financial assets ,,·as the reor­
ientation of savings toward the financial system. •J  During the period of 
"financial repression," the Government served as a channel for an impor­
tant portion of national savings . These were in turn directly in\'ested by 
the Government or lent to state enterprises and the public. As these uses of 
funds declined after 197 3, more and more of the resourccs obtaincd by the 
Government were channeled through the financial system (the liabilities of 

" This point has been stressed by Arcllano (1983b). 
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the consolidated financial system vis-à-vis the Government rose). Another 
important change was privatization of the social security system, begin­
oing in Ma y 1981. The bulk of social security contributions were thereaf­
ter deposited in the financial system. By year-end 1982 such funds ac­
counted for 7. 7 percent of total deposits. 

Finally, the single largest source of the expansion of domestic bank 
liabilities was foreign borrowing. Particularly between 1978 and 1981, 
capital inflows exceeded current account deficits, leading to a buildup of 
international reserves (Table 1). Whether the borrowers were domestic 
banks or firms, such funds would eventually find their way into higher 
deposits in the financial system.14 At the end of 1981, reserves amounted 
to almost 10 percent of GDP and to 35 percent of ali paper issued 
domestically by the financial system. 

Of course, capital inflows are not an exogenous variable. In Chile, the 
bulk of foreign borrowing was contracted by domestic banks, which 
actively sought foreign loans. The same can be said of domestic deposits: 
banks and .financieras have ample means at their disposai to regulate their 
acquisition of deposit liabilities and are willing to attract funds only insofar 
as they expect to tend them out again, at a profit. The expansion in bank 
liabilities described must have had a counterpart in a corresponding 
increase in bank loans. Indeed, it is likely that vigorous growth in the 
demand for bank credit may have acted as a "pull" factor, prompting banks 
to attract additional resources to meet this demand. To explore such a 
conjecture we must examine the course and nature of bank lending, a 
subject to which we now turn. 

IV. Effects ofFmancial Reform: Expansion ofDomestic Debt 

Between 1974 and 1982, the accumulated stock of debt of the nongov­
ernment sector went from 5.0 percent of GDP to 61.7  percent (Table 9). 
The inability of private economie agents to pay interest and principal on 
such a staggering stock of debt was eventually to become the key weakness 
of the Chi lean experiment. 

Much of the debt was denominated in dollars, a factor that increased the 
service burden after the 1982 maxi-devaluation. Table 10 offers a break­
clown of total loans of the financial system by currency and maturity. ln 
1981 , peso loans accounted for almost 62 percent of the total ,  and dollar 
Joans for the rest. Moreover, such debt was predominantly short term: 67 
percent of loans denonûnated in pesos in 1981 had maturities of Jess than 

" Unlike many other countries in the hemisphere, in Chile the Central Bank borrowed 
lirde in this period. 
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Table 9. Loans of Financial System 
to Nongovernment Sector, 1 969-82 

Total Banking System' Central Bank 

End of ln billions of ln percentage ln percentage ln percentage 
Year pesos, 1977 ofGOP ofGOP ofGOP 

1 969 51 .5 18.6 8.3 10.3 

1970 53.4 18.9 8.4 10.5 

1973 82.4 28.7 4.4 24.2 

1974 87.7 30.2 5.0 25.2 

1975 92.7 39.0 6.4 32.6 

1976 87.2 33.3 8.9 24.4 

1977 1 1 0.7 38.5 14.8 23.7 

1 978 1 30.4 41 .9  20.3 21.6 

1979 150.0 44.5 28.2 16.3 

1 980 183.8 50.7 40.2 10.5 

1981 234.8 61 .5 54.9 6.6 

19822 251.9 76.3 61 .7 14.6 

Sources: 1969-78, Central Bank of Chile, Series Monetarias; 1979-82, Central Bank of 

Chile, Boletfn Mensual; and 1979-82 (total loans only), Superintendency of Banks and 
Financial Institutions, lnformaci6n Financiera. 

1Starting in 1979 includes development banks and financieras. 

2November. 

one year. Dollar loans were somewhat longer term, given the two-year 
minimum maturity required of capital inflows, but cheaper dollar credit 
tended to be rationed and was inaccessible to many.•s The short-term 
nature of credit available to firms was a cause of concern throughout the 
period. As early as 1976 Corbo warned, "Domestic currency debt is made 
up almost entirely of 30-day loans. These credits are renewable according 
to different mechanisms, but firms are subjected to a rate of interest they 

11 Regulation on foreign borrowing (see Section 1) had the effect of excluding smaller 
borrowers from the external market. Collateral and creditworthiness considerations may ha,·e 
also played a role. Domestically, then, banks that did borrow abroad had sorne market power 
over dollar credit allocation. See Section V for further discussion of this issue. 
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Table 10. Currency and Maturity Structure of Loans, 1 978-82 
(ln billions of pesos) 

End of 
Year Below 1 year Above 1 year Total 

Domestic Currency Loans 
1978 65.5 19.2 84.7 

1979 120.7 41.0 1 6 1 . 7  

1980 238.9 90.9 329.8 

1981 328.6 164.6 493.2 

1 982 283.3 236.6 519.9 

Foreign Currency Loans 

1 978 45.1 31.8 76.9 

1 979 71 .6 55.1 126.7 

1 980 1 1 6.1 107.1 223.2 

1981 143.3 163.3 306.6 

1 982 147.1  306.3 453.4 

Source: Arellano (1983b). 

Note: Overdue loans are excluded. 

cannot predict beyond thirty days and are faced with the problem of 
renegotiating each month the total of their credits." 

The first factor to explain the growth in debt ratios (Table 9) is the 
financial euphoria that seems to have overtaken Chilean economie agents 
starting sometime in 1977 and peaking in 1980 and 1981.16 Barandiaran 
(1983) bas maintained that "the generalization of optimistic expectations 
about the prospects for the national economy was the main cause of the 
increased indebtedness of firms and households in 1980 and 1981." But as 
Barandiaran himself emphasizes, such euphorie expectations are hard to 
justify, even after taking into account hopes about increased national 
permanent income: these hopes cannot explain a tenfold increase i n  real 
domestic indebtedness. 

A substantial amount of bank credit directly or indirectly financed an 

16 The Chilean economy grew rapidly between 1977 and 1980 despite the modest improve­
ment in investment performance (Tables 1 and 6). Such growth was probably associated witb 
increased capacity utilization or with efficiency gains in the use of capital. 
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increased demand for consumer durables. As already mentioned, years of 
import restrictions had created pent-up demand for imported consumer 
durables, whose low relative priee during the period of peso overvaluation 
made them even more attractive. At the same time, expectations of a real 
devaluation or of a return to higher tariffs or both made overstocking a 
rational course of action (see Calvo (1986)). As a result, there was a flood of 
consumer imports, many of which were purchased with bank credit at 
variable interest rates. This last feature made repayments particularly 
difficult in 1981 and 1982, as real peso rates rose. Similarly, dollar credit 
was contracted for cheaply, but it became al most prohibitively ex pensive 
after the devaluation. Repossession of items purchased on credit became 
common in 1982. 

Other practices added a great deal to this boom in credit demand. An 
important share of credit was extended to grupos (financial and manufac­
turing conglomerates) seeking to purchase firms or other existing assets. 
An unusual sort of competition took place among these conglomerates, in 
which market share or sheer size seems to have mattered more than 
profitability or efficiency. ln a few years, these groups had acquired 
practically ali the nation's largest manufacturing and banking firms, and in 
the process had sent stock priees soaring. Whether these groups acted 
speculatively (expecting to sell later at a higher priee) or whether they 
thought the exorbitant purchase priees were justified by high present 
value of expected real return is irrelevant. The point is thar asset priees 
behaved "as ir' a speculative bubble were taking place (Meller and Soli­
mano ( 1983)), and the process probably absorbed a significant share of the 
nation's available credit. 

Stock priees also were inflated by the practice of grupo firms of trading 
stock among themselves, thus boosting the priee of their shares above 
market value. These stocks were theo used as collateral for bank credit. 
This was but one of many practices intended to facilitate the use of bank 
credit by grupo firms. 11 Often such credit was used to purchase banks 
themselves, in an operation that Luders {1986), following the terminology 
of the time, terms a "bicycle": "The bank would grant a Joan to a 
corporation controlled by the new owners of the same bank; and the 
corporation would use the proceeds of the Joan to pa y for the shares it was 
acquiring." 

The consequences were twofold. First, a good portion of bank credit 
went to finance the consolidation or expansion of grupos. Second, loans to 
firms belonging to the same conglomerate as the lending bank came to 
account for a substantial portion of the banks' portfolios; this problem 

17 Grupos purchased both firms that were being "repri,•atized" and firms that had always 
been in the priva te sector. 
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became known as the problem of the cartera relacùmada. By June 1982, the 
cartera relacionada accounted for 2 1 .  1 percent of the loans of the five largest 
private banks. ln the case of the Banco de Santiago, the nation's largest 
private bank, this figure was 45.8 percent (Arellano (1983b)). 

Finally, perhaps the single most important factor behind the growth of 
domestic indebtedness was the rolling over of credits and the capitalization 
of interest. As Arnold Harberger (1985) has put it, in Chile there existed 
"substantial 'false demand.' The false demand for credit consists of the 
rolling over of what are essentially bad loans." By 1981, many borrowers 
were in a tenuous situation. As Galvez and Tybout (l985) have docu­
mented, real peso overvaluation and sustained high real interest rates were 
major sources of difficulties for manufacturing firms, particularly those 
competing in the export and import sectors. Tables I l  and 12  show 
estimates of firm bankruptcies and of loans in default, respectively. By 
1981, the figures for Joan defaults amounted to 2 .  3 percent of the portfolio 
of the total financial system. This share rose to 8.2 percent in 1982 and 
18.5 percent in 1983 (see Table 12). The implicit dangers, however, were 
greater than these figures would suggest. Chilean banks as a whole were 
undercapitaJjzed with respect to their historical averages (Behrens (1985)), 
so that the ratio of nonperforming assets to total capital and reserves was 
extremely high: Arellano (1983a) estimates the ratio at 1 1  percent in 1980, 

Table 1 1 .  Number of Total Bankruptcies, 1974-82 

Corporate General 
Year Enterprises Establishments 

1974 75 

1975 81 

1976 1 3 1  

1977 224 

1978 2 312 

1979 4 344 

1 980 1 5  4 1 5  

1981 29 431 

1 982 75 810 

Source: Fiscal fa Nacional de Quiebras, ta ken from Luders (1 986). 
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Table 12. Loan Defaults, 1 974-83 
(As percentage of total /oan portfolio) 

Commercial Finance 
Year Banks Companies 

1974 1 . 4 

1975 2.8 

1976 1 . 7  

1977 1 . 4 

1978 1.2  

1979 1 .  1 

1 980 0.9 

1981' 2.4 2.1 

1 982' 8.2 8.1 

1983' 18.7  5.9 

Source: Behrens (1985) , taken from Luders (1 986). 

'lncluding "risky portfolio" loans sold to Central Bank. 

22 percent in 1981, 47 percent in 1982, and 1 1 3  percent in 1983. 

• 137  

Financial 
System 

2.3 

8.2 

18.5 

Furthermore, the tine between a performing and a nonperforming asset 
becomes fuzzy when rollovers and capitalization of interest are widely 
used to keep many problem loans on the books. There is substantial 
consensus (Arellano ( l983b); ZahJer (1985); Harberger (1985); and Luders 
(1986)) that such practices accounted for a large share of the expansion in 
bank credit. Under the extremely high interest rates, interest accumulated 
on domestic currency loans between 1977 and 1982 would add up to 72 
percent of outstanding peso loans by year-end 1982. 

Real interest rates (corrected by the CPI) on loans averaged 77 percent 
per year between 1975 and 1982 (see Table 1 3). Why would firms and 
households continue to borrow in pesos at rates so far above any conceiv­
able return on real investment? One possibility is that, locked into short­
term credits, firms continued to borrow with the expectation that "interest 
rates would soon decline." Another possibility is that the real rates we can 
compute are ex post, while ex ante expected rates were much Jower. In 
1981 and 1982, for instance, real rates rose largely because of a swift 
decline in inflation associated with the appreciation of the dollar in inter-
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Table 13. Alternative Real Loan Rates, 1 975-83 
(ln percent) 

Corrected by Corrected by 
Corrected Capital Goods Stock Market 

Year byCPI' Prices2 lndex1 

1975 164.9 38.9 - 1,494.4 

1976 1 76.4 150.7 124.5 

1977 92.9 60.3 -81.5 

1978 55.0 26.3 34.1 

1979 23.1 24.3 -40.7 

1980 15 .7  19.5 -35.3 

1981 42.4 38.6 77.4 

1982 42.4 47.0 73.7 

1983 15.9 2 1 .8 58.8 

1975-824 76.6 50.7 

Sources: Central Bank of Chi le, Boletfn Mensual, Cuentas Nacionales, 1960-83. 
'Nominal loan rate in pesos corrected by CPI. 
2Nominal loan rate in pesos corrected by the implicit deflator of fixed capital formation 

statistics. See Cuentas Naciona/es. 
JNominal loan rate in pesos corrected by IGPA (Indice General Precios de Acciones). 
4Arithmetic average. 

national markets. 18 Such mistakes in expectations can perhaps explain a 
one-ti me increase in indebtedness, but not a sustained increase such as that 
witnessed by Chile. ln the latter part of the period it is likely that many 
firms were willing to borrow at any ex ante rate simply to stave off 
bankruptcy. On the basis of data obtained by Galvez and Tybout (1985), 
net earnings dropped sharply after 1980, especialJy for firms producing 
tradables, and the gearing ratio of firms began to rise. This situation is 
consistent with the hypothesis that capitalization of interest and other 
related lending cao be considered "distress borrowing" for a significant 
number of firms. 

lt has been argued that firms acted this way because continued post-

" See Corbo (1985). Because the peso was pegged to the dollar, dollar appreciation was 
tantamount tO a revaluation of the peso vis-à-vis other major C)lrrencies. Hence, the reduction 
in Chilean inflation in 1981 may weil have been unexpected. 
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ponement of bankruptcy made a govemment bailout more likely. Accord­
ing to Arellano ( l983b), 

As borrowers become aware that this is a generalized phenomenon that has no 
micro but only macroeconomie solutions, they become indifferent to the interest 
rates they are charged. Debts become mere entries in the books--banks cannot 
collect them. This must have been the perception of large debtors--certainly the 
conglomerates-during much of the period, and has certain! y been the percep­
tion of the immense majority of debtors since 1982. 

What borrowers expected ex ante we may never know; but ex post those 
who expected that mounting debts would bring sorne kind of official help 
turned out to be correct. 

A:lthough many institutional features of the post-reform Chilean finan­
cial system facilitated excessive risk taking and unsound lending patterns, 
the legislation aimed at curtailing such patterns was weak or nonexistent 
until 1980, and the Superintendency of Banks allowed those practices 
insofar as they did not violate the letter of the law. ln  1980, the Superin­
tendency began to set up a system for the classification of loans according 
to risk-irrespective of whether they were overdue-and the correspond­
ing rules were established for "individual" provisions for nonperforming 
loans to supplement the "overall" provisions.19 In late 198 1 ,  the authorities 
adopted measures that limited the amount of bank exposure to a single 
enterprise and to a bank's own subsidiaries. But it was not until 1982 that a 
set of comprehensive measures that tightened bank supervision were 
approved. The regulations included a more precise definition of the limit 
on loans to a single enterprise, which took into account the imerlocking 
ownership of firms. 20 In the case of banks classified as unstable or poorly 
managed, the Superintendency was empowered to regulate the bank's new 
lending, rolling over of existing credit, and collateral requirements. The 
Superintendency also began to develop a formai system of rating financial 
institutions based on "CAMEL" (capital, asset quality, management, 
earnings, and liquidity) indicators, and commercial banks were prohibited 
from investing in equity capital, agricultural land, merchandise, or live­
stock and from accepting stock as Joan collateral (so as to limit the use of 
inflated stocks as collateral). 

Minimum capital asset ratios in force in Chile at the time also made it 
expensive for banks to write off loans. When a Joan is declared to be bad, 

19 Loans were ranked in five categories according to their soundness, and specifie provi­
sioning requirements were applied against all loans ranked in the third category or below. 

10 Although the limit of 5 percent (of a bank's capital and reserves) for unsecured loans­
and any excess up to the limit of 10 percent to be secured-was retained, the li mit covered not 
only the loans made directly to an enterprise but also a share of loans made to other 
institutions which hold stocks of the enterprise. 
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capital and surplus must be reduced by the amount of bad debt, but the 
loan portfolio must be reduced by an even greater amount because of 
regulations on the minimum capital asser ratio. Banks were qui te unwilling 
to do this at a time of high loan rates and booming credit demand. 

Furthermore, banks were able to engage in this sort of risky lending 
because they were not subject to the discipline of depositor or state 
supervision. There were no explicit peso deposit guarantees in Chile until 
January 1983, but apparently there was a widespread perception that the 
Government would rescue depositors in the event of a bank crunch. This 
perception was reinforced at the time of the collapse of Banco Osorno in 
1976, when the Government granted a 100 percent bailout of depositors 
and other creditors. 

The issue of implicit guarantees in Chile bas been widely discussed. 
That peso deposits were perceived to be guaranteed seems clear: there 
were no major bank runs even as practically ali the nation's major banks 
teetered on the verge of collapse, and this fact was amply discussed in 
policy circles and even in the press. 21 Whether bank owners or managers 
perceived their investments or reputations to be guaranteed is clearly a 
different matter. 22 If this was the case, it has been argued, bankers had 
incentives to undertake excessively risky investment. Again, ex ante ex­
pectations are unclear, but sorne ex post observations can be made. 
Starting in late 1981 many bank managers )ost their jobs, and sorne even 
went to jail. When the Government intervened in a bank, the owners 
temporarily )ost control over the bank, and eventually saw their ownership 
diluted by the issuance of new stock. Many banks, whether subjected to 
intervention or not, received generous subsidies. zJ The alternative out­
come for comparison is not the entirely unrealistic one in whic!l bank 
owners or managers Jose nothing, but the one in wbich banks are immedi­
ately liquidated, asset priees plummet, and bankers are left with little or 
nothing in their bands. Compared witb the alternative outcome, Chilean 
bankers appear to have enjoyed a substantial government "guarantee" ex 
post. 

At any rate, if an implicit deposit guarantee had not existed, the logic of 
the market would have necessarily disciplined bankers. Realizing thar 
many banks were in difficulties, depositors would have transferred their 
funds toward the more solid institutions. If accounting were pristine and 

21 An explicit deposit guarantee was granted in January 1983, initially for the period up to 
December 31,  !983, but ir was extended periodically, until a formai deposit insu rance scheme 
was instituted in 1986 (see Section V Il). 

n The distinction is difficult to make, because often major grupo shareholders were direcdy 
involved in bank management. 

11 See subsequent sections for â further rream1ent of this issue. 
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information flows efficient, the collapse of unsound banks would not have 
affected the rest. If, conversely, a panic had been generated, the system 
might have failed anyway, but rouch earlier. 24•25 

The issue of guarantees to foreign creditors warrants special mention. 
As Diaz-Alejandro (1985) has emphasized, the Chilean foreign borrowing 
was largely private and was contracted under explicit government assur­
ances that it would remain so, but the story turned out to be very 
different. ln the words of Arnold Harberger (1985), 

The major international banks seem to have acted in concert, leaving the Chi lean 
government no serious alternative but to assume the position of a reluctant 
guarantor. There can be little doubt that if each foreign creditor bank and each 
ChiJean debtor bank had been left to work out its financial affairs under the 
applicable laws, a fair share of the foreign debt of the (failed or failing) Chilean 
banks would have been written off, and Chile's current debt service problems 
would consequently have been Jess. 

V. Effects ofFmancial Reform: lnterest Rates 

One of the most puzzling features of the Chilean experience is the 
behavior of interest rates. Accordingly, it is one of the most thoroughly 
studied (Arellano (l983a and l983b); Sjaastad (1983); Cortés (1983); 
Ffrench-Davis (1983); Meller and Solimano (1983); Corbo and Matte 
( 1984); Rosende and Tosso (1984); Zahler (1985); Harberger (1985); Ed­
wards ( 1986)) with a variety of methods. Zahler (1985) examined events 
chronologically and attempted to ascertain the changing weight of differ­
ent factors in interest rate determination. But it is also possible to put forth 
a few hypotheses that, with sorne caveats, could apply to the period as a 
whole. We have taken the latter approach here, drawing generously from 
the published work on the subject. 

Three main features characterize the behavior of Chilean interest rates 
in this period: 
• High nominal peso rates, not easily explainable by international interest 

parity considerations; 
• Extraordinarily high real interest rates on peso loans, exceeding an 

annual average of 7 6 percent between 197 5 and 1982; and 
• A high spread between loan and deposit rates denominated in pesos. 

The subsections that follow discuss these features in sorne detail. 

14 Presumably because depositors could not distinguish bctween sound and unsound 
banks. 

11 Perhaps also at Jess oost to the eeonomy at large, but the cost would depend on the 
magnitude and timing of the bank run. 
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Table 14. Dollar lnterest Rates, 1975-83 
(Annual percentages) 

Loan Rate' Deposit Rate' LIBOR2 Spread3 Spread3 
Year (1)  (2) (3) (4) =(1 ) -(3) (5)=(2)-(3) 

1975 86.7 3.1 7.7 79.0 -4.6 

1976 1 1 8.3 44.3 6.1 1 1 2.2 38.2 

1977 58.2 19.6 6.4 51 .8 13 .2  

1978 5 1 . 1  32.7 9.4 41 .7  23.3 

1979 40.5 25.9 12.0 28.5 13.9 

1 980 46.9 37.4 14.1 32.8 23.3 

1981 51 . 9  40.8 16.5 35.4 24.3 

1982 - 1 2 . 1  -20.4 13.2 -25.4 -33.6 

1983 18.6 6.4 9.8 8.5 -3.4 

1 975-824 55.2 22.9 10.7 44.5 12 .2  

Source: Zahler (1985). 

'Nominal peso rates on short-term operations (30-90 days) minus actual exchange rate 
devaluation. 

2Annual average of monthly data on six-month dollar rates. 
lloan rate minus LI BOR. 
•Simple arithmetic average. 

Nominal Interest Rates 

As Table 14  reveals, nominal peso deposit rates (corrected for ex post 
devaluation) exceeded LIBOR for much of the period, except for the 
quarters afrer the maxi-devaluation of June 1982. A similar phenomenon 
emerges for peso Joan rates. The differentiai is also substantial in this latter 
case, and highly positive for ali years except for 1982. Only a small fraction 
of this differentiai can be attributed to the premium over LIBOR charged 
by international tenders to Chile. The average premium charged on loans 
to Chile was 1 .55  percent in 1978, 0.99 percent in 1979 and 1980, 0.89 
percent in 1981, and O. 97 percent in 1982 (Edwards ( 1986)). In short, 
nominal interest rates were "abnormally" high, given that accepted theory 
would predict a tendency toward interest rate equalization. 

Of course, such a prediction assumes substantial capital mobility. lt is 
useful to recall, however, that there were restrictions on capital inflows 
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(albeit in declining magnitude) throughout the reform period. 26 These 
might explain a small portion of the remaining differential, but as these 
restrictions were relaxed over time, the spread feil only slightly. 

Restrictions were applied not only on the length and type of capital 
inflows but also on the uses to which they could be put by domestic banks. 
As already mentioned, domestic banks were not permitted to take posi­
tions in foreign currency, and hence to arbitrage direct! y Y Sjaastad (1983) 
has argued that these restrictions, by requiring severa! transactions, made 
arbitrage very costly and therefore may be held responsible for the stub­
born spread. Under such circumstances, "a Chilean banker may be indif­
ferent between paying 3 percent per month for domestic funds as opposed 
to 1 . 5  percent for dollars." But as Cortés (1983) has pointed out, Chilean 
banks at no time seemed bent on arbitraging, and they did not oppose the 
restrictions. The two principal uses of foreign credit were for grupo loans 
and foreign trade financing. Hence, Cortés concludes that the Sjaastad 
hypothesis, although theoretically correct, is probably quantitatively un­
important. 

Another commonly held explanation of deviation from interest parity 
(AreUano ( 1983b), and Zahler (1985)) alludes to market segmentation: 
borrowers who were privileged by their contacts or collateral (presumably 
the grupos) cou Id borrow cheaply abroad; other borrowers had to resort to 
expensive credit in pesos. The idea is appealing in its simplicity and 
informai observation suggests that it probably has sorne validity, but it is 
difficult to test rigorously. Further doubts are cast by the Galvez-Tybout 
observation ( 1985) that grupo firms do not seem to have enjoyed abnor­
mally Jow borrowing costs. 

Other authors (Corbo and Matte ( 1984)) have emphasized that Chilean 
and foreign assets were imperfect substitutes, and hence there was little 
reason to expect a convergence tO interest parity. They have provided 
evidence to this effect by estimating a simple monetary mode! with three 
assets: money, domestic interest-earning assets, and foreign assets. In this 
mode!, under perfect substitutability and no sterilization, a decrease in 
domestic credit by the Central Bank should be matched by an equal capital 
inflow (reflected in higher reserves), which would Jeave the monetary base 
constant. For Ch ile, the estimated offset coefficient was -O. 34, suggest­
ing that asset substitutability was Jess than perfect (Corbo and Matte 
( 1984)). The logic of this argument is indisputable, but once again its 
applicability to the specifies of the Chilean interest rate situation is 
unclear. Whatever the reason (and despite this apparent limitation in asset 

26 See Section 1 of this paper. 
" Banks had to tend in dollars domesrically, and anothcr nonbank ChiJean institution 

would subsequent! y carry out the lending in pesos. 
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substitutabiliry), capital inflows ro Chile were massive and unprece­
dented. Thar they had only a second-order impact on interest rates is stiJl 
puzzling, even in the context of imperfect asset equivalence. 

What about devaluation expectations? Even in a partially open econ­
omy, expectations of devaluation must have had sorne effect on peso 
interest rates. The problem, of course, is how to compute such expecta­
tions. Ex post devaluation was zero in 1980 and 1981 and very large in 
1982, but fears of an abandonment of parity may have already been al ive in 
1981. Using Bayesian methods, in fact, Le Fort ( 1985) has estimated that 

the expected rate of devaluation rose from 2 percent in July 1979 (a month 
after the nominal rate was fixed) to more than 26 percent in May 1982, just 
prior to the maxi-devaluation. Assuming away such expectational prob­
lems, Edwards (1985) estimated an equation for the nominal interest rate as 
a function of ex post realized devaluation and other variables. The coeffi­
cient on the devaluation variable was significant and had the right sign, 
which suggests that devaluation expectations did indeed play a role. 

Real balances (lagged one period) also were included in the Edwards 
equation, and also proved to be significant. This result fits the framework 
postulated by Edwards and Khan ( 1985): in an economy that is only 
partially integrated with world capital markets, domestic monetary policy 
will normally play a role in determining interest rates. 

Real lnterest Rates 

Real interest rates in pesos (for both loans and deposits) were extraordi­
narily high between 1975 and 1983 (Table 15). In the words of Meller and 
Solimano (1983), "This sole fact inevitably had to lead to an economie and 
financial collapse."  Certain features of the evolution of real rates over ti me 
can be explained with ease: After the capital account was partially liberal­
ized in 1979, rates tended to fall; in 1981 and 1982, when inflation was 
lower than expected,28 rates surged upward. Rosende and Tosso (1984) 
have suggested such a sequence. Using a simple Fisher-type consumption­
savings model, they argue as follows: ln the carly years of the period, 
increases (real or perceived) in permanent wealth tended to reduce savings 
and to push up the real interest rate. This pressure was relieved somewhat 
by the entry of large amounts of foreign savings after 1979. As the crisis 
approached, capital inflows dried up. In the midst of a recession, domestic 
savings dried up as weil, and the real interest rate shot up once again. The 
dynamics of su ch a process are highly plausible. However, even at their 
lowest in 1979 and 1980, real interest rates on peso loans averaged 19.4 

11 Sec discussion in Section IV of this paper. 
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Table 15.  Real lnterest Rates, 1 975-83 

Real Peso Real Peso 
Year Loan Rate Deposit Rate 

1975 1 64.9 68.7 

1976 1 76.4 1 25 . 1  

1977 92.9 58.9 

1978 55.0 38.6 

1979 23.1 10.9 

1 980 1 5 . 7  8.5 

1981 42.4 32.2 

1 982 42.4 29.7 

1983 1 5.9 3.9 

1 975-82' 76.6 46.3 

Sources: Central Bank of Ch ile; monthly rates taken from Boletfn Mensual (several issues) 
annualized and corrected by official CPI. Rates correspond to short-term (30-90 days) bank 
transactions. 

1Arithmetic average. 

percent (LIBOR in those two years averaged 1 3 .05 percent). Additional 
explanations stiJl seem to be warranted. 

As Edwards and Khan (1985) have emphasized, in a semi-open economy 
both "external" and domestic factors should help determine interest rates. 
The obvious external factors in this case are the international real interest 
rate and the expected real devaluation. Edwards (1985) reports that both 
factors seem to have been significant. 29 By contrast, Meil er and Soli mano 
(1983) attempted to assess the impact of the expected n()Tilinal devaluation 
(estimated with parallel exchange market data on ex post devaluation) on 
the real interest rate. Estimation of a reduced form of the Dornbusch 
(1 980) mode! yielded a coefficient with a "wrong" sign for expected 
devaluation, suggesting no effect. Hence, the evidence is mixed concern­
ing the effect of devaluation expectations on the real rate of interest. Casual 
empiricism, however, suggests that in 1979 and 1980 (at )east) both the 
policymakers' commitment to the fixed exchange rate and the leve! of 
international reserves were high. At that time, expectations of devaluation 

19 Edwards (1985) apparently used the realiud real de,·aluation as a proxy for expected 
changes. 
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Table 16. Nominal lnterest Rates, 1975-83 

Nominal Peso Nominal Peso 
Year Loan Rate Deposit Rate Spread 

1975 505.6 409.4 96.2 

1976 350.7 299.4 5 1 . 3  

1977 156.4 122.4 34.0 

1 978 85.3 68.9 16.4 

1979 62.0 49.8 12.2 

1 980 46.9 39.7 7.2 

1981 5 1 .9 4 1 . 7  10.2 

1 982 63.1 50.4 12.7 

1983 42.7 30.7 12.0 

1 9 75-82' 175.9 135.3 30.0 

Sources: Central Bank of Chi le; monthly rates taken from Boletfn Mensual (several issues) 
and annualized. Rates correspond to short-lerm (30-90 days) bank transactions. 

1ArithmPtir .:IVPr.:IC!P 

must have been very low, y et nominal deposit interest rates were still in 
the 40 to 50 percent range (Table 16). As far as demand factors are 
concerned, demand for real liquidity was fueled, as already mentioned, by 
the "bad loan problem" faced by banks. Harberger (1985) identifies this 
"artificial demand for credit" as one of the two key reasons why real 
interest rates in Chile were so high (the other being the "decapitalized" 
state of Chi lean firms). 

On the supply side, various authors have singled out a "credit crunch" 
as a cause of high real rates. Edwards (1985) expresses the view that the 
absence of sufficient real liqujdity stands out as a significant factor. Meller 
and Solimano (1983) conclude that "monetary policy plays an important 
role in the determination of the real imerest rate." 

Care must be exercised, however, in ascertaining the source of this 
alleged credit crunch. Domestic credit grew 47 .2, 30.4, and 97.1 percent 
in 1980, 1981, and 1982, respectively. (The corresponding inflation rates 
were 3 1 .2, 9. 5 ,  and 20.7 percent.) Hence, booming demand, not tight 
supply, seems to have been at the root of this excess demand for credit, as 
Harberger hypothesized. 
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Spread Between Loan and Deposit Rates 

Table 1 6  also suggests that there was a substantial spread between 
lending and deposit rates over the period, which accounts for part of the 
high absolute levet of real Joan rates. Although real interest paid on 
deposits was high (particularly in 1981 and 1982), it cannot fully explain 
the higb rates charged for loans. Meller and Solimano (1983) maintain, as a 
result of their econometrie work, that the spread is totally independent of 
the variables that determine the real interest rate. Hence, microeconomie 
factors must have been at work in maintaining the wedge between Joan and 
deposit rates. 

Early in the financial reform period the combination of high reserve 
requirements and substantial inflation was blamed for the spread. But as 
bas been discussed in Section 1, interest began to be paid on bank reserves 
in May 1976, and required reserve ratios were gradually brought clown to 
very low levels. Hence, the effect of reserve requirements on bank costs 
was minimized over time. Another cost-based argument is that made by 
Sjaastad, and mentioned earlier, about the existence of arbitrage restric­
tions, but this argument is probably unimportant. Finally, it is commonly 
conjectured that Chilean banks' unit operating costs were much higher 
than those for comparable institutions in more developed countries. This 
feature has been variously attributed to inefficiency, inexperience, setup 
costs, and economies of scale, among other things, but assessment of its 
importance must await a detailed microanalysis of the banks' books. lt is 
also possible that bank managers attempted to offset the high risk of their 
portfolios with a higher spread, or that bad Joan reserve provisions forced 
the spread upward-such provisions constitute an "operating cost," after 
ali. 

Frequent mention is also made in the literature (Arellano (1983b); Meller 
and Solimano ( 1983); Zahler (1985)) of the oligopolistic characteristics of 
the Chilean banking system, but the dynamics of the process remain 
unclear. 30 Barriers to entry were reduced, and monopoly rents should have 
fallen over rime. Vigorous competition seems to have existed among banks 
and financieros, but for sorne reason it focused on quantity and product 
differentiation and seems to have had little effect on financial priees. 

A plausible though imperfect hypothesis to explain this puzzle goes like 
this: for a given market-determined deposit rate, the spread will depend on 
the cost of holding reserves, on operational costs, and on dividends paid to 
stockholders. Other things being equal, the higher the dividends paid, the 
larger is the spread. ln Chile, banks found themselves with a large portion 
of nonperforming loans, so that their effective cash inflow was small 

JO Monopolistic competition actually seems a better label. 
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despite the high Joan rates charged. Had nonperforming loans been of 
manageable size, banks could have lowered dividends or management 
salaries or other flexible costs to cushion the blow. Given the magnitude of 
accumulating bad debt, however, a crisis was inevitable. JI Bankers th en 
faced a dilemma: the higher the bank earnings and dividends are, the 
worse the cash flow of the firm and the sooner the crash would come. At 
one end, if dividends were infinity, the cri sis would have occurred imme­
diate! y; at the other extreme, if dividends were zero, the crisis would be 
postponed but the sum of dividends paid over the period also would be 
zero. Somewhere in between there had to be a rate of earnings/dividends 
-and hence the spread-that maximized the present value of bank 
owners' earnings. This was presumably the stable state the Chilean 
bankers chose. 

VI. Four Theories of the Fïnancial Crisis: 
Separating Micro from Macro Causes 

The macroeconomjc environment began to deteriorate dramatically in 
198 1 .  According to the indices computed by Corbo (1985), the real 
exchange rate appreciated about 45 percent between the second quarter of 
1979 (when the nominal parity was fixed) and the end of 1981. n The trade 
balance worsened accordingly, and, for 1981, the current account deficit 
reached a staggering 14.3 percent of GDP (Table 1). Betwcen October 
1981 and June 1982, the Central Bank of Chile tost US$555 mjlJion in 
international reserves. The need for a real devaluation was by then beyond 
doubt. Policymakers considered a mandatory eut in money wages as a 
possible alternative to nominal devaluation, but the idea was soon 
dropped. The devaluation ( 1 8  percent in nominal terms) came in June, and 
it was accompanied by a relaxation of the indexation of minimum wages, 
which had put a floor to private sector wage adjustments, to ensure that a 
real devaluation would take place as weil. n The public deemed the deval­
uation insufficient and speculation continued. An additional US$890 
million in reserves was !ost in the rest of the year, as floats and crawls were 
tried to stabilize the exchange market. An almost 90 percent nominal 
devaluation was to occur before the exchange market was stabilized. To 
cushion the impact, the authorities swiftly set up preferential exchange 
rates for dollar debtors. 

11 Losses per unit of time could not be full y offset by lowering cosrs and dividends. 
11 The acrual figures are 46.8 percent for the ratio of nonrradables' priees to export priees, 

and 38.3 percent for the ratio of nontradables' priees to import priees. 
11 Minimum wages had been readjustcd at fixed inte.rvals. Each such government-decreed 

rise matchcd the CPI inflation accumulatcd si nee the previous readjustments. 
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The Chilean financial crisis had begun to unfold in lare 1981. By then 
the difficult macroeconomie conditions were taking their roll on the profit 
statements of firms, and business bankruptcies surged-most promi­
nently, CRA V, a large sugar refining company, failed in May 1981. 
Ouring the year, real interest rates, which had fallen in 1980, began 
climbing again, placing further srrains on a weakened financial structure 
characrerized by high debt/equity ratios among enterprises and a signifi­
cant amount of nonperforming assers in the portfolios of banks. 

The first public shock came in November 198 1 ,  when the Government 
decreed the "intervention" of three banks, a development bank, and four 
ftnancieras that together accounted for more than one rhird of the Joan 
portfolio of the financial system. Two of the banks were among the six 
largest private commercial banks in the country (Banco Espai'lol de Chile 
and Banco de Talca); the other was a small regional bank. The banks that 
were subjected to intervention began losing deposits in September 1981; 
the decline in deposits from August to December amounted to Ch$24 
billion, of which al most Ch$1 6  billion took place in November. Through­
out 1982, Chile was plagued by rumors and by evidence of further firm 
and bank problems, made more urgent by the rapidly worsening macroec­
onomie situation.J4 Fears were confirmed in January 1983, when the 
Govemment placed seven banks and one ftnanciera under temporary go\'­
emment management. H These institutions held 45 percent of the out­
standing loans and 41  percent of the total deposits in Chile. They included 
the nation's two largest private commercial banks (Banco de Chile and 
Banco de Santiago), which served as standard-bearers for the two most 
powerful grupos. Thereafter, a wide array of programs would be put into 
effect to stabilize the remaining institutions and to restructure and restore 
to health the ones in which the Government had intervened. J6 

What triggered a cr isis of this magnitude? The financial system had long 
been engaged in a rather unstable process of credit expansion, but until 
sometime in 1981 international reserves and the real economy seemed to be 
booming anyway. There were two immediate activators of the collapse: 
First, capital inflows declined sharply (Table 3). In the first half of 1982, 
net capital inflow totaled US$889.2 million-only 36 percent of the inflow 
in the previous semester. Of course, much of this reduction had exogenous 
causes-the conflict between Britain and Argentina over the Falkland/ 

14 The Government had to intervene two banks and one jinoncitra, ali qui te small, accounr­
ing for 1.5 percent of total loans, during 1982. 

11 Three were immediate! y liquidated. ln contrast with previous intervention, the GO\·crn­
ment guaranteed only 70 percent of deposits this ti mc, but it became necessary to compensate 
100 percent of the foreign creditors' daims. 

16 Tbese measures are described in the next section of this paper. 
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Malvinas Islands, the Mexican problems of August 1982, and the general­
ization of the Latin American debt crisis. Second, asset priees dropped as a 
result of bankruptcies and the reversai of previously optimistic expecta­
tions. This drop had an unusually large effect on the financial health of 
firms, because a good portion of profits until theo had consisted of 
(unrealized) capital gains. 37 After the fa li in asset priees, many firms that 
had apparently suffered only from short-term Iiquidity problems were 
revealed to face long-term insolvency. 

The hypotheses about the deeper or structural causes of the financial 
sector problem cao be classified into four groups: 
• External shock explanations: The negative impact from abroad (higher 

interest rates, deterioration of the terms of trade, credit rationing) was so 
large that no domestic financial system could have withstood ir". 

• Macro-shock explanations: The macroeconomie environment was suffi­
ciently hostile, and variables (like the real interest rate and exchange 
rate) sufficiemly out of line, to ensure the collapse of the financial 
system. 

• Inherent market instability explanations: Unregulated markets cao be 
destabilized by random events. This is especially true of financial 
markets, where elements such as expectations and trust play a key role. 
What happened in Chile was nothing but the unfortunate disequilibra­
tion of an otherwise sound market. 

• Inadequate financial reform explanations: Reforms in Ch ile were carried 
out with little or no regard for possible market imperfections. Competi­
tion and the free flow of information were not sufficiently encouraged. 
The outcome was a predictable combination of severa! market failures 
(oligopoly pricing, moral hazard, adverse selection, etc.). 
Of course, these four views are but caricatures thar require appropriate 

qualifications. They serve, however, as focal points to structure our 
discussion. 

From the point of view of the interaction of a trou bled financial system 
with the economy at large, the first two explanations above are equivalent: 
both maintain that the problems came from outside the financial system. 
Two counterexamples are available to evaluate such an argument. First, 
consider what happened to the Chilean financial system the last time it 
suffered an external shock of this magnitude-in the 1930s. Despite ali the 
caveats that such a comparison requires, it cao be noted thar during the 
Great Depression no Chilean bank went bankrupt; nor did any bank from 
the "major countries" in Latin America: Argentina, Brazil, and Mexico 
(Dfaz-Alejandro (1983)). A second counterexample is the recent fare of 
Latin American countries thar did not liberal ize their financial systems but 
suffered great externat stress as Chile did. Brazil, Peru, Colombia, and 

11 See Barandiar:ln (1983). 
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Venezuela experienced many macro and micro problems over the past 
decade, but not financial problems of the magnitude experienced by Chi le. 
Of course, maintaining financial repression probably entails substantial 
costs, and so does keeping banks alive through more or Jess open subsidi­
zation (as sorne Latin American governments seem to have done in the 
1930s). Such counterexamples, however, do suggest thar governments 
have tools at their disposai that can, to sorne extent at least, reduce the 
vulnerability of a financial system to the vagaries of the macro environ­
ment. l t  seems undeniable that the Chilean Government did not use such 
tools in time during the crisis of the earl y 1980s. 

lt is also important to note that not ali banks in Chile experienced the 
same difficulties in the recent period. The conservatively managed Banco 
del Estado (the nation's second largest) emerged from the crisis practically 
unscathed. So did the various foreign banks operating in Chile. Of course, 
ali banks, private and state-owned, domestic and foreign, were subjected 
to the same macroeconomie storms. The key to their different fates seems 
to be in the differences in micro management, to which we now turn. 

ln contrast to the first two hypotheses, the last two hypotheses focus on 
the financial system itself in searching for the causes of the crisis. The 
third hypothesis stresses thar such a crisis could have happened to any 
market system, given the inherent instability of financial markets and the 
severity of exogenous shocks du ring the period; the last hypothesis is that a 
cr isis was bou nd to happen to this particular market system because of the 
nature of the institutions with which it had been endowed at the time of 
the financial reform. Obviously, severe shocks cao disequilibrate even the 
soundest of markets. But whereas a sound market tends to cushion the 
effects of perturbations, an unsound one tends to magnify them. Unfortu­
nately, the Chi lean market seems to belong in the latter category. Regard­
Jess of the role played by other factors, it is difficult to escape the 
conclusion that the Chilean financial problem had perverse micro dynamics 
"f its own, which in tu rn was made possible only by the peculiar pattern of 
ownership and regulation with which the system emerged from the pro­
cess of reform. Ex post at least, the market failures visible in the Chilean 
financial markets belong to the textbook variety (moral hazard, adverse 
selection, oligopolistic pricing), which were fostered by certain govern­
ment policies (implicit guarantees, Jack of portfolio supervision, allowance 
of interlocking ownership, and lending patterns). 

Furthermore, a strong case can be made thar financial sector imbalances 
contributed to create the macro disequilibrium, and not just the other way 
around. Theorists of stabilization increasingly recognize the crucial role 
that credibility pla ys in disinflation-cum-reform programs. Js Announced 

18 For a general treatment, see Sargent and Wallace (1986). For a treatmem focused on the 
Southern Cone case, see Calvo (1986). 
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exchange rate policy clearly enjoyed substantial credibility until sometime 
in 1981, and such confidence was buttressed by healthy international 
reserves. But the stabilization program coexisted with a mounting private 
financial deficit that was clearly unsustainable in the long run and that, 
under the (apparently justified) assumption of implicit guarantee, would 
eventually become the responsibility of the Government. What measures 
(domestic credit creation, inflation, etc.) the Government would choose to 
deal with this problem could not be anticipated, but they were unlikely to 
be compatible with the maintenance of a fixed exchange rate, a cautious 
monetary policy, and careful management of expectations as the backbone 
of the ami-inflation policy. 39 

The point can be put slightly differently. lt is often argued, as in the 
Argentine case, that the combination of a slow crawl of the exchange rate 
with a large fiscal deficit would make the policy package inconsistent and 
hence unworkable. What, then, was the inconsistency in the Chilean 
program, in which fiscal deficits had been contained? What variable 
played the role that the budget deficit played in Argentina? One possibil­
ity is the system of backward full wage indexation (Edwards ( 1985) and 
Corbo ( 1985)); combining it with a fixed ex change rate was tanta mount, it 
is argued, to imposing two numeraires on the economy. Eventually, one 
had to give. The financial deficit can be suggested as an additional source 
of "incredibility" in the Chilean case. Diaz-Alejandro ( 1985) has hinted at 
this possibility: 

The massive use of Central Bank credit to "bail out" priva te agents rai ses doubts 
about the validity of pre- 1982 analyses of the fiscal position and debt of the 
Chilean public sector . . . .  Ex post, it turned out that the public sector, includ­
ing the Central Bank, had been accumulating an explosive amou nt of contingent 
liabilities to both foreign and domestic agents, who held deposits in, or made 
loans to, the rickety financial system. 

ln other words, it is conceivable that the financial sector deficit played 
the role usually reserved for the fiscal deficit. As is the case with any 
deficit, it can be financed with bonds or with moncy creation. The 
Chilean deficit was financed at first with "bonds": banks borrowed abroad 
and central bank reserves swelled but domestic credit creation was cau­
tious. Eventually, as the limit on foreign borrowing was reached and 
domestic bankruptcies increased, many banks were revealed to be signifi­
cantly overextended. The Central Bank had to intervene or heavily subsi­
dize them; in addition, it had to assume responsibility for servicing the 
foreign debt contracted by banks. The prudent fiscal and monetary stance 
had to be abandoned (at !east temporarily), and the end of the exchange 

19 Aimed, of course, at maintaining the fixed parity. 
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rate regime cou Id not be far away. 40 In the last quarter of 1981, the Central 
Bank extended almost US$1 billion of credit to the financial sector and )ost 
about US$230 million in net foreign reserves; in the first six months of 
1982 the Central Bank extended a further US$535 million of credit to the 
financial system, and lost an additional US$325 million of foreign re­
serves. There can be little doubt thar the financial crisis contributed 
significantly to the loss of reserves and eventually to the collapse of the 
stabilization plan. First, the intervention of financial institutions led to a 
rapid expansion in net domestic credit of the Central Bank to support those 
institutions. Second, those interventions undermined confidence in the 
financial system, which contributed to the decline in the demand for 
domestic financial assets observed in 1982 and 1983. These two factors 
played a major role in generating expectations of higher inflation and of a 
depreciation of the peso, as international reserves were drawn down. 

This is of course a highly stylized account, but it captures one crucial 
feature of the Chi lean problem. The stabilization plan relied heavily on the 
moderation of inflationary expectations. This aim was initially achieved, 
but public confidence could not be sustained as long as a good share of the 
nation's banks and firms were perceived to be insolvent. After a period of 
confidence the public eventually adopted precautionary measures (such as 
beginning to accumulate foreign exchange) to protect itself from future 
policy changes. As a result, the Government's stabilization policy became 
even more difficult and costly to apply. 

VU. Reacti.ng to the Crisis 

The Government's reaction to the macroeconomie troubles thar became 
evident in 1981 appeared at first to be guided by the expectation that an 
"automatic adjustment" would occur in response to such disequilibrium. 
ln particular, high real interest rates would reduce the pressure of dornes­
tic demand. The problem of an overvalued exchange rate also would 
correct itself: in the event of a balance of payments deficit, reserves would 
flow out and the resulting lower money base wouJd push down the priee of 
nontradables. But because such adjustments appeared to take too long, the 
Government decided to take a more activist policy stance beginning in 
May 1982. The Government aimed at easing the adjustment in relative 
priees by devaluing the peso. Moreover, it began to use monetary policy 

40 The amounts of central bank credit extended to the financial system appear in Table 18. 
This drastic increase was not matched immediately by a comparable increase in monetary 
aggregates for two reasons: (1) international reserves and hence the monetary base declined 
and (2) a massive amou nt of illiquid central bank paper was issued as part of the bank rescue 
package. 
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actively to moderate increases in interest rates, especially as external 
financing increasingly dried out. These efforts to reduce domestic rates 
were later helped by the decline in international interest rates; in this 
regard, beginning in 1984, the Central Bank strove to keep domestic rates 
competitive with international rates. ln 1985, repayment of domestic debt 
of the nonfinancial public sector and increased reliance on foreign borrow­
ing eased the need for public sector domestic borrowing. The Central 
Bank provided large credit flows at predetermined rates to financial 
institutions and "suggested" deposit rates to banks. 

At the micro level, the Government's reasoning before the devaluation 
was similar: If any firms were near bankruptcy, they wou Id voluntarily 
declare themselves so. The judicial system would carry out the necessary 
settlements and liquidations. If asset priees feil as a result, that would only 
reflect equilibrium conditions in the corresponding markets. The main 
exception to this hands-off position was a tightening of bank supervision 
by the Superintendency of Banks. As mentioned, in 1982, the Govern­
ment attempted to encouragegrupos to reduce their debt to the public and 
particularly to their own banks. The problem of the cartera relacionada was 
on its way to becoming a public issue. 

Barandiaran (1983) conjectures that in mid-1981 firms' problems were 
still of a manageable magnitude so that a wave of liquidations wou Id have 
been feasible both economically (asset priees would not have plummeted) 
and logistically (the judicial system could have handled the resulting 
workload). By mid-1982, a drastic solution of this sort was no longer 
feasible. A macro relief package was necessary, and it had to come from 
the Government. 

The first round of intervention of financial institutions involving eight 
of them, came in November 198 1 .  At this time, substantial amounts of 
credit began to flow from the Central Bank to the banking system. The 
June 1982 devaluation put further strains on the ability of banks and firms 
to service dollar debts, and more vigorous palliative policies began to be 
adopted. Further rescue measures would be put into effect as part of the 
earl y 1983 bank interventions and un til earl y 1985. 

Measures to Aid Domestic Borrowers 

Reprogramming of Loans to Firms 

In 1983 and 1984, the Central Bank established schemes to enable banks 
to reschedule a portion of their loans to firms. Lenders granted firms lower 
interest rates and longer maturities. Because these measures would worsen 
banks' liquidity and reduce their profits, the Central Bank introduced a 
scheme of subsidization that is described in the next subsection. 

Under the 1983 program, rescheduled debts of firms in pesos carried a 
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real interest rate of 7 percent. The terms for dollar loans were identical 
except that the 7 percent interest applied to each payment in U .S. dollars 
(equivalent) on the basis of the current exchange rate. Ali borrowers were 
to repay the rescheduled credits in ten years, with a grace period of five 
years for principal and one year for interest. The second debt reschedul­
ing, implemented in 1984, expanded the amounts eligible for reschedul­
ing, lowered interest rates (5 percent real for the first two years, rising in 
steps to 7 percent from the sixth year), lengthened the maturities to up to 
15  years, and granted more favorable treatment for smaller debtors. 

From the point of view of debtors, these were not easy terms. ln the first 
round (1983) 5 1  percent of the financial system's loans were repro­
grammed at subsidized interest rates (7 percent in real terms). The re­
mainder was left at market rates ( 1 5  percent, real). The resulting average 
effective real rate-more than I l  percent-was stiJl quite onerous, espe­
cially given the recessive economy. 

This program was substantial: by the end of 1984 rescheduled loans 
accounted for 2 1 .4 percent of domestic credit. 41 There were sorne restric­
tions on eligibility: foreign trade credit and loans to legaJiy bankrupt 
firrns, to other financial institutions, and to holding comparues could not 
be reprogrammed. Nevertheless, this "blanket" program made no effort to 
separate viable borrowers from those that were not. Whereas, under the 
1983 program, the Central Bank sought to reschedule a mandatory mini­
mum 30 percent of the debts of ali eligible debtors, the 1984 program 
varied the rescheduled percentage according to the size of loans. Since la te 
1985 the possibility of a "case by case" rescheduling exercise had been 
discussed, but only a program for small debtors was implemented-in 
1986--and without any subsidy or credit from the Central Bank. This 
program included supervisory incentives and penalties aimed at encourag­
ing banks to regularize the situation of small borrowers. 

Reprogramming of Housing Loans (Mortgages) 

A similar program was established for rnortgage debts. Amounts to be 
rescheduled included installments unpaid since 1981 and a decreasing 
percentage of installments payable benveen 1983 and 1987. The resched­
uled amounts became loans denominated in UFs (for Unidad de Fomento, a 
unit of account indexed to the CPI) and carrying 8 percent annual interest. 
The Central Bank purchased part of the rescheduled loans from the 
financial institutions with a note in UFs also at 8 percent, and refinanced 
the remainder of the rescheduled payments with a central bank line of 
credit carrying 7 percent real annual interest. 

Under this scheme, more than 36,000 loans were reprogramrned. Re-

41 This figure was to drop to 16.4 percent in the course of 1985. 
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scheduled amounts were not very large-about U S$120 million outstand­
ing as of August 1985. 

Sectoral Lines of Credit 

As part of efforts to cushion the effects of the cri sis on sorne sectors and 
to revive other sectors, the Central Bank established sorne special !ines of 
credit. Sorne of these have been targeted to working capital needs, payroll 
financing, labor hiring inccntives, construction and public works, and 
reforestation. They ali provide credit to firms at below-market rates. They 
also carry an implicit subsidy for the financial intermediary in"olved, 
because the cost of central bank credit for these li nes of credit is lower than 
banks are allowed to charge the user. 

Measures to Aid Financial Intermediaries 

Emergency Loans to Banks 

At the start of the crisis, emergency loans were granted to banks in 
which the Central Bank had intervened and others. When more compre­
hensive aid packages were put in place, loans were repaid and converted to 
equity. 

Subsidies to Facilitate Reprogramming of Loans 

As noted earlier, the loan reprogrammjng was facilitated by the provi­
sion of subsidies to the banks and financieras involved: The Central Bank 
extended to financial institutions !ines of credit to be repaid within ten 
years at a real interest rate of 5 percent, with a grace period of five years for 
principal and one year for interest; in turn, financial institutions were to 
use the funds to buy six-year central bank notes on which payments were 
made quarter! y at an an nuai rate of 1 2  percent. 42•43 In short (and abstract­
ing from the different marurities), banks exchanged their own paper 
yielding 5 percent for central bank paper yielding 12  percent, thereby 
receiving a 7 percent spread (with no risk) as subsidy. 

Pure hase af Ris ky Loans by Central Bank 

Beginning in 1982, the Central Bank decided to facilitate the recapital­
ization of the ban king system. The first sc herne, announced in J uly 1982, 
involved a central bank purchase of the substandard Joan portfolio of banks 

42 Credits are denominated in UFs. 
41 The rates on dollar-denominated notes carried a yield of LIBOR plus 2. 125 percent or 

the prime rate plus 2 percent, at the financial instirution's option. These notes (both domestic 
and dollar denominated) were transferable only among financial institutions. 
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up to 100 percent of the capital and reserves of each bank. The Central 
Bank would pay for this purchase by issuing non-interest-bearing central 
bank bonds. Banks would have to repurchase 5 percent of these loans 
every six months for ten years. Both the loans and the bonds would be 
adjusted for inflation. This scheme improved the balance sheet position of 
the banks involved by temporarily removing substandard assets from their 
portfolios and by effectively giving them the possibility of writing off bad 
loans over a ten-year period. 

A more comprehensive recapitalization scheme was introduced in Feb­
ruary 1984.44 ln essence, the new scheme provided for the Central Bank to 
purchase with cash substandard loans at par for up to 150 percent of capital 
and reserves of each bank. To reduce the monetary effect of this cash 
purchase, the selling bank had to use the proceeds to repay any outstand­
ing emergency loans from the Central Bank, and had to use any remaining 
balances to purchase central bank pagarés (lOUs). Once again, the implicit 
subsidy was substantial: the central bank pagarés carried a real rate of 
return of 7 percent (UF plus 7 percent) and a four-year maturity. Banks 
could also exchange an additional amount of substandard loans (up to 100 
percent of their capital and reserves) for a non-interest-bearing, nontrans­
ferable central bank note. Loans exchanged for central bank notes had to 
be repurchased over ten years at their initial real value. Loans sold for cash 
had to be repurchased at their initial value plus a 5 percent real interest rate 
over ten years. Bank shareholders were required, at the time of sale, to 
devote ali dividends on their shareholdings to this repurchase until the 
repurchase was completed. New capital contributions also faced a partial 
limitation on dividends-only up to 30 percent of earnings could be 
distributed as dividends-until the Joan repurchase was completed. By the 
end of August 1985, the a mount of bad loans sold by the commercial banks 
had reached US$2. 36 billion (domestic banks accounted for 96 percent; 
and "intervened" banks for 75 percent). Although initially only banks that 
had not been subjected to intervention were allowed to sell substandard 
Joans to the Central Bank, from 1985 the intervened banks also were 
allowed to participate. As a result, the purchases of substandard loans 
continued through 1987.45 

ln addition, the Government decided to recapitalize intervened banks 
directly. A law passed in February 1985 allowed the Superintendency of 
Banks to require intervened institutions to increase their equity to make 

.. Loans repurchased in 1982 had to be convertcd to the 1984 scheme. The new schcmc also 
aimed to increase the liquidity of banks. 

•s To facilitate this process, new regulations approved in May 1986 allowed for the 
purchase by the Central Bank as substandard portfolio up to 350 percent of new capital 
contributions. As of March 1987, total purchases of substandard Joan portfolios by the 
Central Bank amounted to about Ch$676 billion. 
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them financially viable.46 The new stock would be offered first to existing 
stockholders and then to third parties. Any portion of the required capital 
stock that was not subscribed would be purchased by CORFO, Chile's 
state development agency. CORFO would pay for these shares by assum­
ing the emergency credits that intervened banks had earlier received from 
the Central Bank. ln other words, the Central Bank emergency credits 
were converted to equity. CORFO would have to sell its bank shares 
within five years, at a rate of 20 percent per year as a minimum. Any 
unsold stock would be automaticaJly transferred free of cost to the share­
holders that had already contributed to the equity increase. Moreover, the 
law established that at no point could CORFO shares of a bank exceed 49 
percent of the bank's capital. Any tosses under this program would accrue 
to the Central Bank, although the law provides for reimbursement from 
the Treasury up to a certain amount. 

To attract interest in the shares of effectively bankrupt institutions, 
CORFO made the terms very attractive. Only a small down payment was 
necessary; the balance was payable in 10 years at 5 percent real interestY 
With sorne limits, individuals with no tax arrears enjoyed even more 
favorable conditions: 1 5  years and no real interest. Buyers of such stock 
also enjoyed substantial fiscal advantages: not only tax-exempt dividends 
but also a tax credit equivalent to 20 percent of the value of shares 
purchased. 

Through these mechanisms, the five intervened banks were returned to 
the private sector during 1986. Four were fully capitalized and sold, 
including the largest two in the nation, Banco de Santiago and Banco de 
Chi le. The shares of these two banks were sold to more than 57,000 
shareholders by December 1986, and their management was subsequent! y 
fully privatized. The fifth bank, Colocadora NacionaJ de Valores, was 
merged with the Banco de Santiago. 

Other Relief Measures 

Preferential Exchange Rate 

ln  mid-1982, the Central Bank established a preferential exchange rate 
for debt-service payments on certain dollar-denominated loans.48 Since 
December 1982, the resulting subsidy has been paid with negotiable 

" Recapitalization was a prerequisiœ for selling substandard loans to the Central Bank . 
., UF adjusrment plus 5 percent . 
.. ln effcct, the program provided debtors with access to foreign exchange at a below-mar­

ket priee. The implicit subsidy can be calculated as S = D(E. - E, ), where S = subsidy (in 
pesos), D = dollar amount purchased by domestic resident to service dollar debt, E. = offi­
cial exchange rate, and E, = preferential exchange rate. 
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central bank notes that have a maturity of six years.49 In 1984, the Central 
Bank introduced sorne restrictions on access to this program. In 1985, 
further restrictions were enacted, and it was decreed that the program 
would be gradually phased out. so As a result, although the devaluation of 
the peso in February and June of 1985 increased the total cost of the 
program for that year, the cost subsequendy dropped.51 

lnterest Subsidies on Swap Operations 

Since 1983, swap operations have provided a hedge to domestic agents 
possessing dollar liabilities. Outstanding swaps of dollars derived from the 
repayment of certain foreign currency loans by domestic residents to local 
banks were converted into do!Jar-denominated accounts at the Central 
Bank, carrying a yield of six-month LIBOR plus a spread.52 Banks can 
only draw funds from these accounts in order to purchase foreign ex­
change to service their external debt. Against the remaining balance the 
Central Bank issues peso-denominated )ines of credit to banks at a prede­
termined real interest rate. In the course of 1985, measures were ta ken to 
moderate the effect of the subsidy. The premium over LIBOR that the 
Central Bank paid on these deposits was gradually reduced, and elimi­
nated by February 1987, and the Govemment made efforts to decrease the 
immediate monetary effect of the program. The Central Bank also estab­
lished a schedule for the elimination of the subsidy on swaps; for new 
operations, this subsidy was eliminated by the end of April 1987. 

The most important result of ali these relief programs is that they kept 
the ban king system functioning, however tenuously. The importance of 
this development for an economy trying to climb out of a deep recession 
cannot be overstated. As the overall economy recovered somewhat (real 
GDP grew by 6.3 percent in 1984 and 2.4 percent in 1985), the business 
bankruptcy problem was less dramatic than it was in 1982, and banks' 
fortunes rose accordingly. ln 1985, the banking system as a who le showed 
after-tax profits amounting to 6.2 percent of capital, the first such profits 

09 Before that it was pa id in cash, with the consequent expansionary impact. 
JO l n  February 1984, most public enterprises were excluded from the subsidy, and the 

access of firms engaged in export activities was limited. ln 1985, when the Govemment 
decided to phase out the system, the subsidy was maintained for debts of US$50,000 or less 
outstanding. 

11 Until mid-1985 the preferenrial rate was indexed to inflation. Hence, real devaluations 
increased the spread between tbe preferenrial and market rates, and the size of the subsidy. 

12 Notice thar devaluation of the peso increases the domestic currency value of these 
deposits and creates a loss for the Central Bank. Devaluation adjustments are accrued but nor 
paid in cash, thus postponing the monetary effect. Only the interest on these accounts is paid 
in cash, and then only in pesos. 
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since 1981.  ln 1986, the system registered profits of about 4 percent of 
capital. SJ 

The bank rescue operation, together with the decline in international 
interest rates, may also have facilitated a moderation of domestic interest 
rates (Table 17). This overall encouraging trend obscures sorne short-term 
cyclical fluctuations. ln the course of 1985, for instance, as banks tried to 
shield themselves from the )osses from certain problem Joans, real Joan 
rates rose slightly (even as deposit rates edged clown). But real rates 
declined again in 1986, presumably aided by the fall in international rates. 

The counterpart to the improved asset position of many banks (fewer 
problem loans, Jess cartera relacionada) has been a dramatic increase in 
central bank financing of commercial banks. For instance, this financing 
became more important than deposits as a source of funding erable 18). 
Moreover, as of June 1985, outstanding borrowing in pesos from the 
Central Bank amounted to four times the capital and reserves of the 
banking system and was equivalent to almost 50 percent of the sum of 
loans and foreign assets of the system. A similar point cao be made for the 
income figures, dependent as they are on central bank support. As a result 
of the support extended to the rest of the financial system and of the 
preferential exchange rate subsidy, central bank credit (in terms of liabili­
ties to the private sector) rose by 94 percent in 1982 and by a further 433 
percent in 1983 (Table 19). The bulk of central bank credit in 1983 
consisted of credit to financial intermediaries and transfers to banks and 
the corporate sector as part of the preferential exchange rate and other 
programs involving subsidies. During 1984, the credit expansion of the 
Central Bank slowed clown to 174 percent, even though the Central Bank 
continued to be the principal channel of foreign loans to Chile. 

During 1985, central bank credit increased by about 200 percent,  
large! y reflecting the (osses arising from the preferential exchange rate and 
swap subsidies discussed earlier, which are registered as "other assets" in 
Table 19. Credit expansion was financed to a much larger extent from 
domestic sources in 1985 than in 1984: liabilities to the private sector 
increased by about 90 percent, especially reflecting the issuance of me­
dium-term notes to finance the preferential exchange rate subsidy. The 
issu ance of central bank paper limited the immediate liquidity effect of the 
subsidies, which nevertheless has had to be offset as this paper rnatured 
and its interest was paid. 54 

" The deçreasc refleçrcd the reduction in central bank subsidies summarized earlier. 
14 The spectacular growth of central bank credit to the financial system is in evidence in 

Table 19. The effect of such credit on monetary aggregates, however, bas been moderated by 
the massive issue of central bank paper (Table 20). Such bond financing of govemment 
spending is subject to the limits discussed by Sargent and Wallace ( 1986). 
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Table 17. lnterest Rates on 30--89-Day Operations 
of Commercial Banks, 1981-86 

(ln percent per month)' 

Nominal Real2 

loans Deposits loans Deposits 

Annual average 
1981 52.0 40.8 38.7 28.6 

1982 63.1 47.8 35.1 22.4 

1983 42.7 27.9 15.9 3.9 

1984 37.2 26.1 1 1 .4 2.3 

1985 40.4 3 1 . 6  1 1 .4 4.1 

1983 

March 3.1  2.2 1 . 2  0.3 

June 3.0 2.1 1 .4 0.4 

September 2.8 1 . 9  0.5 -0.4 

December 2.6 1 . 8  2.0 1.2 

1984 
March 1 .7 0.9 -0.8 - 1 .5 

June 2.1 1 .4 0.8 0.1 

September 2.1 1.2 -0.8 - 1 .7 

December 4.2 2.9 2.7 1 . 5  

1985 
January 3.0 1 . 9  -0.1 - 1 .2 

February 3.5 2.6 1 . 5  0.6 

March 3.3 2.7 0.5 -0.1 

April 3.9 3.4 1 .6 1 . 1  

May 3.4 2.9 1.4 0.9 

June 3.1  2.6 -0.6 - 1 . 0  

july 3.6 3.1 2.3 1 .8 

August 2.3 1.8 1.4 0.9 

September 1 . 9  1 .4 0.7 0.2 

October 2.1  1 .7 0.6 0.2 

November 2.1 1 . 7  0.5 0.1 

December 2.3 1.9 1 . 0  0.6 

1986 

January 2.2 1 . 7  -0.5 -0.9 

February 2.7 2.0 1 .8 1 .  1 

Mar ch 1 . 9  1 .3 0.4 -0.2 

April 2.1 1.6 0.7 0.2 

May 2.0 1 . 5  1 . 3  0.8 

June 1 . 6  1 . 0  0.3 -0.3 

july 1.8 1.4 0.8 0.4 

August 1.7 1 . 2  1 . 1  0.6 

September 1.5 0.9 0.6 

October 1 . 9  1 . 6  0.4 0.1 

November 2.0 1.6 0.6 0.2 

December 2.0 1 . 6  0.5 0.1 

Source: Central Bank of Chi le, Sfntesis Monetaria y Financiera. 
'Weighted average of the rates on ali operations during the month. 
2The nominal rate less variation in the CPI during the month. 
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Table 18. Central Bank Financing 
of Commercial Banks, 1981 and 1 985 

(ln percent) 

Credit from Central Bank Relative to 

Commercial bank deposits in domestic 
and foreign currency 

Domestic loans and foreign assets 
of commercial banks 

Commercial banks' capital accounts 

june 1981 

6.9 

3.4 

26.9 

Source: International Monetary Fund, International Financial Statistics. 

june 1985 

1 1 7.2 

49.8 

400.1 

Similarly, despite the progress on the interest rate front, sorne problems 
proved to be more difficult. Oespite the fall in deposit and lending rates, 
spreads continued to be substantial, as banks attempted to offset !osses 
from bad loans not sold to the Central Bank (Table 17). The reduction in 
interest rates owed a great deal as weU to government aid. Without these 
transfers from the Central Bank, interest rates charged to new borrowers 
would probably have been much higher. 

A reasonable case cao be made that the measures taken since 1982 served 
to postpone and dilute over time the effects of the crisis. Progress was 
made in many areas, but key issues remained to be settled. 

One such issue was the determination of conditions that would enable 
individuals and enterprises to service their rescheduled debts without 
incurring further unpayable obligations. As mentioned earlier, the condi­
tions faced by borrowers (unlike those for lenders) were quite stringent 
from the start, creating great pressures for further reprogrammings and 
concessions. According to AreUano (1984), 

The granting of very strict reprogramm ing conditions---which are not sustained 
later on-has been typical since 1982 . . . . ln the end, experience has demon­
strated th at unrealistic conditions such as the ones that prevailed both be fore and 
after the reprogrammings cannot be applied to debtors, and in the long run they 
end up raising costs and further eroding credibil ity. 

Even after loans had been reprogrammed, the bad debt problem per­
sisted: in 1985, overdue loans as a percentage of ali loans started to rise 
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Table 19. Central Bank Operations, 1982-85 
(Percentage change with respect to liabilities 

to priva te sector at beginning of period) 

1982 1983 1 984 1 985 

Net international reserves - 94.5 - 93.2 - 73.0 - 1. 6  

Net domestic credit 94.4 433.4 174.3 199.6 
Net credit to nonfinancial 

public sector' -36.9 -9.8 69.8 - 50.1 
SINAP 1 5.2 26.5 18.0 21.0 
Credit to private sector -0.4 21 .2 -0.9 0.4 
Net credit to financial 

intermediaries 1 67.0 375.8 -30.4 18.6 

Capital and reserves2 - 77. 2  -56.1 55.0 -29.9 
Other assets 26.7 75.9 62.8 239.6 

Net medium- and long-term 
foreign /iabilitiesl 6.4 235.0 133.6 708.2 

Liabilities to private sector -6.4 705.2 27.5 89.7 
Currency - 1 .6 18.0 10.6 10.9 
Other' -4.9 87.2 17.0 78.8 

Memorandum items: 
Total net foreign liabilities 

(in billions of pesos) 101 . 1  328.2 146.7 109.9 
Inflation rate (CPI) 20.7 23.1  23.0 26.4 

Source: Central Bank of Chi le. 
'Excludes holdings of treasury notes on account of the 1983-85 capitalization of the 

Central Bank. These notes are included in other assets. 
2A negative sign implies an increase in capital and reserves. 
lJncludes foreign liabilities on account of deposits placed by the corporate sector in the 

Central Bank in the context of the 1983-85 rescheduling agreements with foreign commer­
cial banks. 

•Jncludes medium-term notes issued by the Central Bank to finance the preferential 
exchange rate subsidy. 
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again. Improved economie conditions beginning in 1986 have gradually 
diminished the importance of this problem. 55 

Reform of Bank Regulations and Legislation 

As part of the response to the financial crisis, the prudential regulations 
were strengthened (as discussed in Section IV) and a new legislative 
framework was developed to govern the restructured financial system. 
But, in the immediate aftermath of the crisis, it was necessary to allow 
sufficient flexibility in the application of various legal and accounting 
regulations to permit ti me for adjustment. In the period following the 1981 
and 1983 interventions, this flexibility encompassed the time allowed for 
an overdue Joan to be transferred to the nonperforming portfolio, the term 
for constiruting individual provisions, the rules governing disposai of 
physical assets acquired by banks from debtors, the accruals of interest, 
and the definition of capital and reserves for the purpose of capital 
adequacy regulations. Only in late 1984, new regulations were issued to 
rerurn to more orthodox accounting practices. Also, since January 1983, 
the general deposit guarantee had been extended from time to ti me, and in 
June 1986, deposit insurance was granted only to domestic Chilean banks 
that met specified minimum capital requirements and only upon applica­
tion by each bank. s6 

In November 1986, a new banking law was enacted that modified 
several key aspects of existing legislation in order to give formai status to 
existing supervisory practices, to further strengthen prudential regula­
tions, and to streamline the deposit guarantee scheme. The main aim of 
the reform was to minimize the need for state intervention in the financial 
system by facilitating market self-regulation. 57 The law a Iso tried to 

ss The indicators preparcd by the Supcrintendency of Banks and l·inancial Institutions 
show thar overdue loans rhat had representcd 3.5 percent of banks' loan portfolios as of 
December 1985 and 3.8 percent as of December 1986 had fallen to 2.9 percent as of August 
1987. However, for the same dates, the ratio ofloans sold to the Central Bank O\'er all loans 
(i.e., loans in banks' loan portfolios plus loans sold to the Central Bank) equalcd 20.9, 23.8, 
and 23.0 percent. Thus, part of the improvement in the quality of banks' portfolios mighr 
have been attributable ro further sales of bad loans ro the Central Bank. 

16 Financial institutions thar receive a state guarantee pa y a commission of 0.0625 percent 
on the average amou nt of guarantecd deposits. 

" ln explaining the measures, the Superintendency of Banks and Financial Institutions 
poinrcd to the necd "to emphasize the private nature of the financial system, not on! y as 
regards irs operation and ownership but, especially, its meehanisms to distribute risks and 
absorb !osses . . .  agents participating in the market-bankers, debrors and depositors-have 
a central responsibiliry to oversee the good use of the funds entrustcd to financial institu­
tions." lnformoci6n Finoncitro, Supcrintendencia de Bancos e lnstitutiones Hnancieras, De­
cember 1986, p. IX. 
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eliminate sorne of the practices that had led to problems in the past, su ch as 
lending to related groups. 

To increase information to the public, the new law directed the Superin­
tendency to publish detailed information on the type and quality of the 
assets of each of the financial institutions it supervises, at least three times 
a year. The law also sets different levels of confidentiality. Strict confi­
dentiality applies only to deposits and other sources of funds to the 
financial system. Banks are allowed to release other information to firms 
specializing in the analysis of financial institutions and, more genera li y, to 
anyone with a legitimate interest-provided such disclosure cannat be 
seen to harm a bank customer. 

The law also strengthened bank supervision by converting previous 
superintendency regulations into law and making sorne superintendency 
powers more explicit. l t  also defined more precisely the concept of bank 
client, in order to take into account interrelated ownership. 

The foregoing measures were intended to give depositors better infor­
mation about the soundness of financial institutions. As a consequence, 
the authorities thought that state deposit insurance should be reserved 
only for small sa vers, for whom 90 percent coverage of their time deposits 
with a maximum of 120 UFs remained. The elimination of the state 
insu rance on other deposits has been ta king place gradua li y, and was to 
have been completed in 1989. Sight deposits, however, will stiiJ be fully 
protected. Banks have to maintain in liquid central bank or treasury assets 
the equivalent of sight deposit balances exceeding two and a half times the 
bank's capital. Moreover, should a bank be unable to meet its sight deposit 
obligations by selling off those liquid assets, the Central Bank would 
advance the necessary funds. ln other words, sight deposits remain fully 
protected, but banks' freedom to invest such deposits has been circum­
scribed. A bank with insolvency problems can, subject to approval by the 
Superintendency of Banks and Financial Institutions, enter into agree­
ments with its creditors proposing ways to meet its obligations. Ali bank 
creditors are eligible for these agreements, except holders of sight deposits 
and time deposits-to the extent that the latter are covered by the state 
deposit insurance. These agreements may include partial or total capitali­
zation of eligible bank liabilities, extension of the maturity of the liability, 
and partial write-off. Lack of agreement of an insolvent bank with its 
creditors is one of the grounds for the Superintendency to liquidate the 
bank. 

The new law has tightened capital requirements. A bank has to increase 
its capital not onJy when it no longer meets the minimum capital require­
ment, as previous law mandated, but also when it does not comply with 
the required ratio between its capital and reserves, and deposits and other 
liabilities. The law establishes the period within which recapitalizarion 
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must take place; in case of noncompliance, the bank is forbidden from 
increasing its loans or any other investments, except central bank instru­
ments. The law also facilitates the rescue of one troubled bank by another 
bank. The rescuing bank can )end up to the equivalent of 2 5 percent of its 
capital to the troubled bank for two years. The Joan can only be repaid if 
the latter bank has been sufficiently recapitalized, without including the 
Joan for this computation. If the loan is not repaid within two years, it can 
be used as a capital contribution, in case of merger of the two institutions, 
or to capitalize the borrowing bank, but with the shares remaining in the 
hands of the borrowing bank. 

Although it is too soon to assess the effects of the new legal framework 
on the functioning of the ban king system, the foregoing reforms constitute 
an interesting attempt to balance the desire to minimize the state's interfer­
ence with private banks against the state's perceived responsibilities in 
monetary policy. The law appears to assign a mu ch grea ter degree of 
responsibility to the state to ensure the smooth functioning of the pay­
ments system than to protect the private sector's time deposits and other 
liabilities. ss 

Vlll. Avoiding and Managing Fmancial Crises: Some Lessons 
from the Chilean Experience 

This section presents nine !essons about managing (and avoiding) fi nan­
cial crisis from the Chilean experience: 
• Financial liberalization is likely to be characterized by rapid growth in 

quasi-moncy and the creation of new forms of financial intermediation. 
But conventional indicators of financial "deepening" or "widening" may 
be misleading in two senses. 
First, ratios like M2/GDP may rise precipitously as a result of substitu­

tion away from other assets or sudden inflows of foreign savings. The 
growth of short-term financial assets does not imply (or require) a better 
national savings performance; nor does it necessarily entai) an efficiency 
gain, as, for instance, in the channeling of resources away from stores of 
value with low marginal product toward more productive assets. 

Second, financial "deepening" and "widening" are not necessarily tan­
tamount to the emergence of well-developed financial markets, if"well-de­
veloped financial markets" means a situation in which key markets exist 
and relative priees are reasonably close to any conceivable range of social 
optima. Markets for long-term transactions, in particular, develop only 

11 This differentiai treatment of sight and ti me deposits resembles the ideas included in the 
"Chicago piao for monetary reform" advanced in the J930s, which are discussed in Friedman 
(1959), Chap. 3. 
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slowly, even in the context of cautious fiscal and monetary policies and 
declining inflation. Real interest rates can remain extremely high and 
erratic, far from the course of variables like the marginal product of real 
capital. For these and other reasons, investment can stagnate even as 
financial intermediation booms. 
• Conceptually, two internally consistent ways of organizing a financial 

system can be distinguished: ( 1 )  laissez-faire, without supervision but 
also without government insurance and a binding and credible pre­
commitment ruling out future bailouts; and (2) government-provided 
deposit insurance, which is then sold to banks at actuarially fair priees 
(to reduce the adverse selection and moral hazard problems typical of 
insurance schemes, the Government exercises stringent supervision of 
bank activities). 
The choice between the two systems (or combinations of them) should 

ultimately be guided by empirical considerations, but one warning should 
be kept in mind: Laissez-faire will work in financial markets only if 
information flows are efficient and inexpensive, so that customers can 
easily assess the soundness of a bank's operations; and if the behavior of 
depositors and creditors is rational, so that problems in one bank will not 
lead to runs at other otherwise sound institutions. If these two rather 
demanding conditions are not met, then government-provided deposit 
insurance ought to be the choice of the cautious policymaker. 
• The Chilean experience suggests that effective bank supervision should 

not be limited to the enforcement of certain key required minimum 
ratios. lnterlocking ownership patterns cause such huge problems that 
they breathe new life into the old-fashioned principle thar cautions 
against banks' ownership of firms, or vice versa. lt is highly doubtful 
that Chi lean banks would have extended so many unsound loans if many 
of them had not gone to banks' own related enterprises. Without this 
sizable cartera relaciomula, a financial crisis of Chile's proportions could 
never have occurred. 

• When financial liberalization is carried out in a high-inflation setting, a 
special problem arises. Highly negative (controlled) real imerest rates 
usually are a serious problem under financial repression, and reformers 
clam or for their elimination. The Chi lean experience from 197 5 to 1985 
suggests that sustained highly positive real rates can constitute at least as 
serious a problem. When real rates stubbornly remain above any con­
ceivable rate of return on investment, problems among businesses will 
become widespread. A business's borrowing decision is then distorted: 
rather than borrow to invest or to finance working capital, many busi­
nesses will borrow to pay interest or simply to stave off bankruptcy. 
Under institutional arrangements such as Chile's, the problem can 
quickly snowball and will inevitably lead to a systemwide crisis. 
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It is also important to notice that even in an economy as open as Chile's, 
policy can have an important effect on domestic interest rates, both 
nominal and real. A central conclusion of this paper is th at domestic supply 
and demand factors were the most important causes of high interest rates. 
This suggests, among other things, that it may have been a mistake to 
assume, without further verification, that only full y open economy models 
were to be used in designing and evaJuating policies in Chile. 
• An "artificial demand" for credit, arising from continuous bank lending 

to troubled enterprises, seems to have been a major force behind high 
domestic interest rates. The rolling over of scheduled principal pay­
ments and the capitalization of interest tended to increase the demand 
for credit. ln turn, banks tended to raise deposit rates in order to attract 
domestic resources to finance thesc practiccs. Loan rates went up corrc­
spondingly, bringing further difficulties to the immense majority of 
firms whose peso borrowing was short term. 
lt is noteworthy that the upward pressure on interest rates remained 

even at times when monetary po licy was somewhat expansionary. This 
suggests that, when setting monetary targets, architects of stabilization 
programs should closely monitor institutional developments in credit 
markets and the composition of credit recipients. What may seem like a 
generous rate of credit expansion to the private sector may turn out to be 
unduly restrictive if the lion's share is taken up by the needs of troubled 
firms.19 
• AJthough macroeconomie shocks can aggravate economywide financial 

problems, the ways in which financial crises can aggravate macroeco­
nomie disequilibrium are Jess weil understood. As already mentioned, 
business problems, credit demand, and interest rates will probably be 
connected. In the presence of high real intcrest rates, priva te investment 
will predictably suffcr. But most important, the accumulation of "ex­
cess" domestic debt can introduce serious distortions into the formula­
tion and effects of macroeconomie policies. If the perception exists that 
depositors, borrowers, or financial intermediaries are under the Govern­
ment's protective umbrella, agents in the economy can come to expect 
that future bailouts will require the abandonment of fiscal and monetary 
prudence. Even if explicit or implicit insurance does not exist, a wave of 
bankruptcies may induce policymakers to adopt expansionary policies. 
AJternatively, the autborities may choose to crea te inflation in order to 
wipe off part of the debt and shift sorne of the adjustment burden from 
debtors to creditors. l n  short, the presence of a serious financial imbal­
ance calls into question the credibility of any stabilizarion program thar 

'" Possible inflationary consequences of increased credit expansion remain, of course. 
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may be put into practice. Moreover, this loss of credibility cao become a 
self-fulfilling expectation. 

• Voluntarily declared bankruptcies (of firms or banks) will not act as a 
brake to the unstable financial dynamics that this paper has described. 
Managers face great incentives to postpone bankruptcy almost at ali 
costs, realizing that the bigger the problem, the more likely it is that 
sorne sort of relief will be forthcoming. In the early stages of the 
problem, the authorities would be weil advised to use ali measures 
within their power to counter this logic. Practices like distress borrow­
ing should be monitored and discouraged. The priee of financial stabil­
ity may weil be eternal vigilance. This maxim holds even for govern­
ments with a preference for laissez-faire: when the bad debt problem 
becomes sufficiently large, prior commitments against bailouts become 
unenforceable and hence Jess credible. 

• If the problem becomes so widespread that govemment intervention is 
inevitable, a central aim of policy should be to uproot the problem as 
decisively as possible. Decisive action begins with taking stock of the 
situation at once and avoiding the temptation publicly to minimize the 
importance of the problem�r worse, implying that with a bit of 
patience it will go away. l t  is important to make a realistic estima te of the 
present value of the transfers necessary to restore troubled banks and 
firms to health. If subsidies are to be granted, debts rescheduled, and so 
on, the terms should be sufficiently generous-given a cautious assess­
ment of the market prospects of the enterprises involved-to make them 
definitive. Otherwise, firms will soon come to reaiize that another 
round of government assistance is necessary. But uncertain of the terms, 
managers are likely to postpone important investment decisions. The 
propagation of a wait-and-see attitude among business groups unneces­
sarily delays macroeconomie recovery. 

• ln designing aid packages, policymakers face a trade-off between the 
across-the-board and the case-by-case approaches. The former fails to 
distinguish between firms suffering different degrees of difficulties and 
may turn out to be unnecessarily expensive; the latter system not only is 
cumbersome and administratively costlier, but a Iso cao run into stick y 
political complications. ln most cases, sorne combination of these two 
approaches is likely to be optimal. Whatever the combination, at sorne 
point, the decision has to be made to stop subsidizing nonviable enter­
prises, to the extent that they cao be identified. Moreover, any case-by­
case reschedulings should be unanticipated (not announced in advance) 
and definitive: unanticipated, so that moral hazard problems will be 
avoided (managers who expect that troubled firms wiJI get better deals 
in the future may have an incentive to slacken or tO manipulate the 
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company books); definitive, so that the expectation of additional casc­
by-case reschedulings will not create moral hazard problems in the 
future.60 
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Crisis in the Fmancial Sector and the 
Authorities' Reaction: 

The Philippines 
jean-Claude Nascimento 

Between 1981 and the middle of 1987, the Philippine economy faced a 
major crisis in the financial sector. Three commercial banks, 128 rural 
banks, and 32 thrift institutions failed, and 2 other private banks were 
under intervention. In addition, the biggest commercial bank, the Philip­
pines National Bank, and the Oevdopment Bank of the Philippines, both 
government owned, became de facto insolvent and, in 1986, were bailed 
out by a transfer of their nonperforming assets (about :P 108 billion, 
equivalent to 80 percent of their combined assets) to the Asset Privatiza­
tion Trust (APT), specially constituted to administer problem assets. The 
crisis began on a limited scale during 1980 and 1981 and intensified 
thereafter, culminating by the end of September 1986 in a significant 
contraction of the financial system (excluding the Central Bank of the 
Philippines-CBP). For the purpose of analysis, three distinct phases of 
the crisis have been identified. 

The first phase, which spanned ali of 198 1 ,  featured a crisis of confi­
dence triggered by fraud in the commercial paper market. 1 Although the 
crisis initially affected only a small part of the system outside the commer-

1 This e'·enr was known as the Dewey Dee Affair. In January 1981, Dewey Dee, an 
industrial magnare who had borrowed heavily in the commercial paper market, fied the 
country, leaving behind an estimated ,P 500--800 million of debt. The news sent a wa,·e of 
panic rhrough moncy market investors and small depositors. The former did not renew their 
funding, causing commercial paper borrowers to defauJt on a large scale. The small deposi­
tors shifted their deposits to large commercial banks, perceived as sounder financial 
institutions. 

175 
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cial and development banks, whose combined assets accounted for 16.5 
percent of total assets of the finaneial system in 1980, the crisis had a 
lasting impact on confidence. The commercial paper market collapsed and 
many nonbank money market institutions went out of business. The two 
largest invcstment bouses belonging to two major holding companies went 
bankrupt, provoking the failure of the holding companies themselves and 
leading to the bankruptcy or takeover of their nu merous corporate subsidi­
aries. Wealth holders shifted funds to the highest-quality paper and to 
more stable and conservative banks. 

The loss of confidence spread to the thrift banking system. Also, 
failures of rural banks, which had sharply increased in 1980, continued to 
rise in 1981. However, the assets of failed rural and th rift banks accountcd 
for onl y 1 .  6 percent of the total assets of the banking system in 1981, and 
the failurcs among them did not pose a threat w stability but sen·ed to 
weaken confidence further. 

In the second phase, which spanned 1982(1)-1983(111), the Government 
intensified its assistance to nonfinancial and financial institutions, which 
served to alleviate the growing distress among nonfinancial corporations 
but widened the budget deficit. The Government increased its emergency 
lending and equity contributions to public corporations, arranged for the 
takeover of trou bled priva te banks by government financial institutions2 in 
order to facilitate their restructuring and eventual disposition, and sup­
ported the takeover by the government financial institutions of numerous 
nonfinancial firms in distress. The Government was attempting to pre­
vent widespread private corporate failures and banking problems, while 
stepping up public investment to offset the slump in private sector im·est­
ment. During this phase, political uncertainty became widespread and 
foreign exchange difficulties grew, although the problem was initially 
masked by swap and forward co,·er operations by the CBP as weil as by 
irregular banking operations. 1 

When the third phase, whieh spanned 1983(IV)-1986(1V), began, there 
was widespread uncertainty in the economy, stem ming from the unstable 
political environment of the first half of 1983 and the balance of paymcnts 
crisis of October 1983. The cffects spilled o,·er to the banking system. 
Indeed, in October 1983, the authorities' announcement of a moratorium 
on external debt payments to foreign commercial banks provoked financial 
panic; a series of runs on the banks ensued, and this ti me commercial banks 

1 Governmenr financial institutions include the Devclopment Bank of the Philippines 
(DBP), the Philippines National Bank (PNB), rhe Land Bank of the Philippines (LBP), the 
Government Service ln surance System (GSIS), and the Social Security System (SSS). 

' Sorne of these deficiencies are discussed in Central Bank of the Philippines (1988, p. 6; 
and 1989, p. 15). 



©International Monetary Fund. Not for Redistribution

Crisis in the Philippine Financia/ Sector • 177 

were included. Large-scale flight co currency and outflo\\'s of capital 
occurred. The capital outflows thar were recorded during this period may 
have occurred even earlier and been obscured by the banking irregular­
ities. The disclosure or sudden Joss of reserves in mid-Octobcr under­
mined confidence and cxacerbared the crisis. 

By the end of this phase the hardest hir financial institutions werc the 
two largest governmenc-owned banks-the DBP and the PNB. The depth 
of the crisis du ring this phase is illustra red by three e\·encs: 

• A staggering decline in commercial bank credit to the privatc scctor, 
which feil by 53 percent in real ter ms bctween the end of September 
1983 and the end of September 1986. 

• A massive restructuring of the DBP and the PNB, which led in 
November 1986 to a transfer of :P 108 billion of nonperforming assets 
(representing nearly 30 percent of total bank assets) to a go,·ernment 
agency-the APT.• Included in the transfer were =P 23.4 billion of 
nonperforming assets from the PNB, which contributed to a decline 
of 20.5 percent, in real terms, in commercial bank credit to the priva te 
sector during the lasr quarter of 1986. 

• Continued government intervention in weak private banks and the 
closing of three priva te commercial banks. 5 

Against this background, this chapter examines rhe causes and manifes­
tations of the crisis in the Philippine financial sector and the reaction of the 
authorities to thar crisis. Attention here is on the behavior of the financial 
system before and du ring the cri sis; the aim is to clarify the linkages among 
financial reform, financial crisis, and macroeconomie performance. 

The main conclusion of the chapter is thar factors within the financial 
system caused and exacerbated the crisis. Although the political and 
economie climatc of the lare 1970s and carly 1980s increased the fragiliry of 
the financial sector, weaknesses of the regulatory frame\\'ork and loose 
banking practices triggered and exacerbated the crisis. In the end, the 
interYentions by the authorities prcvcnted the banking sector from col­
lapsing, but ar a high financial cost to taxpayers. 

Section 1 discusses the background to the crisis and the role of the 
macroeconomie and regulatory environment. Section Il discusses the 
manifestations of the crisis, with emphasis on money and credit develop­
ments. Section I l l  describes the measures taken ro deal with the crisis. 
Section IV highlighrs the main findings. 

• This agency was set up in December 1986 to take over the nonperforming asscts of state 
banks and to resell them to private investOrs. ln 1986, the value of thcse assets was cstimated 
at :P 20 biUion (i.e., 19 percenr of their book value). 

' The fate of one insolvent commercial bank remained undecided as of the end of 1987 
because of litigation contcsting the liquidation. 
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1. Setting of the Crisis 

Three factors within and outside the financial system are examined here 
in order to differentiate their effects on the crisis: (1) the macroeconomie 
setting and political climate before and during the crisis; (2) the structure 
of the financial sector and its liberalization initiated in 1972 and completed 
in 1981; and (3) prudential regulation and supervision of financial institu­
tions and related institutional practices. 

Macroeconomie Setting 

During the 1970s the economy experienced strong growth in real GNP, 
despite the low productivity of investment (see Table 1 and Chart 1). The 
unprecedented, demand-driven economie boom reflected the authorities' 
development strategy based on intensive investment growth.6 The financ­
ing of the investment boom resulted in a widening of external imbalances 
and a sharp rise in foreign savings (in percent of nominal GNP) (Table 1). 
Also, the growth of domestic bank credit accelerated, particularly to the 
private sector (see Table 2). PNB and DBP accounted for a substantial 
portion of credit to the private sector, which often was granted on the basis 
of political, rather than economie, considerations. 

During the lace 1970s and carly 1980s, a deterioration in world eco­
nomie conditions further weakened the external position, wh ile the limited 
crisis of confidence in 1981 seemed to dampen investors' expectations 
regarding growth projections; these developments affected private im·est­
ments adversely in the 1980s.7 By the second half of 1983, the effects of 
rapid expansion in earlier years, the growing uncertainty in the political 
climate, and unfavorable external conditions combined to cause a balance 
of payments crisis, which led to the announcement of a remporary morato­
rium on external debt repayments in October. This event triggered a run 
on banks, a eut-off of external financing, and sorne capital flight, ali of 
which had significant feedback effects on the macroeconomy, particularly 
the balance of payments. ln lare 1983, CBP reacted by injecting reserve 
money to meer the increase in currency demand (see Table 2). The sharp 
increase in reserve money during 1983 also reflected large !osses on swap 

' ln line with this strategy, the authorities carried out inward-looking and expansionary 
macroeconomie policies during the 1970s, namely, protectionist trade polieies, widespread 
tax incentives, and preferential lending by government finaneial institutions to priority 
sectors (i.e., construction, manufaeturing, and energy). 

1 The sharp decline of private investrnent (in percent of GNP) in 1980/8 1 is overstated 
because the investrnent data during the 197�80 period are unreliable. However, the 
magnitude of the decline and the downturn in economie growth point to more sluggish 
investrnent in the 1980s than in the 1970s. 
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Chart 1. Selected Macroeconomie lndicators, 1 970-86 
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operations. 8 As a result, inflation and depreciation of the peso acceleratcd 
during 1983/84. 

The subsequent tightening of monctary policy, the soaring interest rates 
during 1984/85, and the continucd devaluations of the peso ali contributed 
to the spread of distress among financial and nonfinancial corporations. 
lndeed, the high real interest rate and the peso devaluation aggra\"ated the 
debt-servicing problems of firms with foreign currency debt. 9 

With very high interest rates, growing uncertainty, and weakening of 
confidence, aggregate demand dropped, leading to a deep recession. Bank 
credit, especially to the priva te sector, feil sharply in real terms. 

Structure of Financial Sector and Jts Liberalization 

To finance the development strategy based on intensi\"e investment 
growth, CBP introduced numerous reforms between 1972 and 1981. 
Institutional reforms included the liberalization of controls on foreign 
capital. Regulatory reforms included the progressive liberalization of in­
terest rates and the introduction of "uni versai banks. "10 Prudential reforms 
included the elimination of restrictions on the entry of foreign banks and 
on their equity participation in domestic banks, and higher barriers to 
entry for domestic banks (e.g., higher minimum capital requirements). 

Liberalization of Controls on Foreign Capital 

Evidence shows that the liberalization of controls on foreign capital, 
together with lending practices largely influenced by political considera­
tions, increased the financial fragility of nongo\"ernment entities. ln the 
subsections that follow, the specifie polie y measures are presented and 
their impact on the externat debt burden and the financial structure of 
nongovernment entities is discussed. 

Measures. During the 1970s, CBP introduced the foreign currency 
deposit (FCD) system, created offshore banking unies, and eased controls 
on direct foreign investment. These measures were aimed at attracting 
foreign capital and permitting wider portfolio selection for domestic 
investors. 

Under the foreign currency deposit system, resident and nonresident 

8 These )osses amounted ro about ,P 5 billion in the last quarter represenring half of the 
yearly increase in reserve moncy from end-1982 to end-1983. 

• The share of foreign currency debt in the total debt of the nongO\·emment sector rose 
from an average of 44 percent between 1980 and 1982 to 60 percent berween 1983 and 1985. 

10 Commercial banks with a capital of ,P 500 million or more can apply to become a 
uni versai bank or "uni bank" and, upon approval, are authorized to expand their activities to 
include investmcnt banking services, securities transactions, credit guarantees, leasing, and 
equity investments in allied and nonallied undertakings. 
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nationals could hold foreign currency deposits with eligible banks.11 Jn 
turn, CBP allowed foreign currency deposit banks to make foreign cur­
rency loans to domestic residents subject to prior CBP approval, or peso 
loans after these banks had converted their foreign currency into pesos 
under a swap arrangement with CBP. 12 Secrecy laws protected investors' 
deposits. Depositors were also free to withdraw their funds or transfer 
them abroad. Interest rates on these foreign currency deposits were unreg­
ulated. Beginning in 1978, these banks' foreign exchange operations were 
subject to open position limits.u 

Under the offshore banking unit system, both domestic banks and 
nonresidents were allowed to hold foreign currency deposits with offshore 
banking units. Banks' lending operations required prior CBP approval. ln 
addition, banks were not allowed to make loans with a maturity exceeding 
360 days.14 

The relaxation of foreign capital controls included the following mea­
sures: 

(1) Foreign direct cash investment made after 1973 became freely repa­
triable; 

(2) Foreign-owned companies were granted authorization to raise loans 
in domestic currency; 

(3) Foreign banks were allowed to take equity participation, with minor­
ity or majority ownership, in domestic banks. Although significant capital 
controls remained, the removal or relaxation of restrictions stimulated 
capital inflows. 

Overindebtedness and Unsound Debt Structure. As a result of these de,·el­
opments and of the foreign financing of the investment boom, the externat 
debt burden rose sharply white the maturity of this debt shortened (see 
Table l). These developments disputed the contention that liberaJization 
of capital controls would reduce foreign borrowing.15 Rather, these devel-

11 Eligibility criteria included competence in the conducr of foreign exchange operations as 
weil as the minimum unimpaired capital requirement. Liability restrictions consisted of 
holding a minimum foreign currency reserve ratio with CBP. Furthermore, foreign exchaoge 
receipts from exports and most invisible transactions could not be deposited in these FCD 
accounrs. 

11 Banks were prohibited from converting foreign currency inro pesos, except under swap 
arrangements with CBP. 

11 Under Circular No. 547, issued in 1978, banks were required to cover at (east 70 percent 
of the foreign currency liabilities with eligible assets in the same currency. This foreign 
currency cover included deposits with the CBP and other Philippioe-based commercial 
banks, deposits with foreign banks and offshore banking units, foreign curreocy loans or 
securities, foreign currency notes and coins, and foreign currency swapped with the CBP. 

" This restriction applied also to domestic banks operating under the FCD system. 
11 According to McKinnon (1973), freer capital flows would deter capital flight and boost 

the national saving rate, thereby reducing extemal borrowing. 
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opments suggested that liberalization of the foreign capital flow contrib­
uted to excessive externat borrowing, which permitted domestic invest­
ment to accelerate before the crisis. 16 

lncomplete financial reforms, combined with the political climate, en­
couraged such borrowing. lndeed, the authorities cased capital controls 
white maintaining controls in other areas, such as credit allocation and 
trade transactions. 17 Excessive foreign borrowing and domestic protection 
contributed to weakening the financial position of nongovernment 
entities. 

As large foreign capital inflows exerted strong inflationary pressures 
during the second half of the decade, real lending rates became negative by 
1980 (see Table 2). Along with high trade barriers, these negative rates 
created widespread misallocation of resources and encouraged debt fi­
nance. Tndeed, during the 1970s enterprises and banks had relied heavily 
on debt finance, especially foreign, to expand their activities.18 Conse­
quently, the total outstanding debt of the nongovernment sector (both in 
real terms and in percent of national income) doubled beN,een 1972 and 
1980; the share of this debt denominated in foreign currency quadrupled 
to 40 percent in 1980 (see Table 3). For enterprises, the changes in the levet 
and structure of indebtedness were even more dramatic. As a result of 
these changes, the quality of banks' portfolios (especially of the DBP and 
PNB) and the soundness of their liability structure had deteriorated by 
1980. 

Un til 1983, the rise in the debt burden and the weakening of the liability 
structure of nongovernment entities accelerated, reflecting the end of the 
economie boom and deterioration in the political and economie climate 
during tbat period. Thereafter, a massive liquidation of debt took place, as 
domestic and foreign creditors curtailed sharply the supply of funds (see 
Tables 1 and 3). 

lnterest Rate Liberalizatùm 

The statistical analysis in the subsections that follow suggests that 
despite a fairly open capital account, domestic monetary conditions played 
a significant rote in explaining the behavior of interest rates after the 

16 As Fry (1988) notes: "Foreign capital flow liberalization can stimulate invesrment more 
than domestic savings, causing excess indebtedness" (p. 345). 

17 For instance, banks were required to aUocate 1 5  percent of their total deposit base for 
credit to the rural sector. This was known as the agrilagra requirement. Other portfolio 
restrictions included banks' minimum holdings of govemment securities. Furthermore, 
selective credit policies designed to allocate credit to priority sectors (e.g. , exports of 
tradirional products) were maintained. DBP was a main conduit for channeling these funds to 
the priority sectors. 

" lndividuals also resorted to domestic debt to finance their rapidly rising consumption. 
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liberalization. Between 1984 and 1986 these conditions, reflected in indi­
cators of excess demand for real money (M3), 19 were influenced largely by 
the uncertain environmem and by CBP policy efforts to bring clown 
inflation. The main reforms are presemed first and the behavior of interest 
rates following the reforms is discussed. 

Rejom1s. Du ring the 1970s CBP administered the lev cl and structure of 
imerest rates. I t  tried to maintain positive rates in real terms and to keep 
nominal interest rates aligned with foreign imerest rates. In 1976 the usury 
law was abolished, and CBP introduced ceilings on money market rates 
applied to deposit substitutes. 20 

In 198 1 ,  CBP deregulated ali bank rates except short-term lending rates. 
Ceilings on ali deposit rates were lifted in July; those on medium- and 
long-term lending were lifted in October. The ceiling on short-term 
lending rates was eliminated at the end of 1982. Meanwhile, in March 
1982, to enhance transparency in the credit and deposit markets, both a 
Prime Rate and a Manila Reference Rate (MRR) began to be compiled and 
announced. 21 

Determinants of lnterest Rate Leve/s. Following the liberalizatîon, nomi­
nal interest rates first rose graduai! y, th en shot up between 1984 and 1985, 
before declining in 1986 (see Chart 2). Despite a fairly open capital 
accoum, foreign factors (e.g., foreign interest rates and expected exchange 
rate changes) were not the only determinants of nominal imerest rates after 
the liberalization. 

Jndeed, the uncovered interest arbitrage relation explained only part of 
the imerest rate fluctuation from 1981(I) ro 1986(IV). Empirical equations 
for domcstic interest rates (nominal) indicated that the estimated short­
and long-run coefficients of the foreign interest rate (adjusted for ex post 
devaluations) were 0 . 1  and 0.5, respective! y (see Table 4). 22 The estimated 

19 M3 consists of M2 (currency, demand deposits, ti me and savings deposits} plus deposit 
substitutes (interest-bearing securities issued by banks to their customers}. 

20 This measure was aimed at curbing the flow of financial savings from bank deposits into 
deposit substitutes whose yield wa.s unregulated. The ceiling on short-term deposit substi­
tutes was set at 17 percent in 1976 and then lowered to 16 percent in 1978. Both ceilings were 
higher than the rates on savings and short-term ti me deposits. 

11 Under the Prime Rate system, a sample of ten commercial banks regularly publicized the 
rate that they charged to their best customers on a 90-day Joan. Under the MRR system, CBP 
compiled an average cost of bank funds--of 30-day, 60-day, and 90-day maturities-from a 
sample of ten commercial banks. These costs of funds were market determined and known as 
the Mani la Reference Rates or MRRs. 

11 A simple equation for uncovered interest arbitrage was estimated for the 1981(11) to 
1986(1V) period. Because the financial market was assumed to adjust with a lag, a lagged 

dependent variable was introduced in the tested equation. A du mm y ,·aria ble ( 1 from 1981(11) 
to 1983(111) and 0 for the remaining quarters) was added to detect the presence of a structural 
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coefficient of the dummy variable was statistically insignificam-a fact 
that points to a stable interest arbitrage relationship before and after the 
announcement of the moratorium. To test the significance of domestic 
factors affecting nominal interest rates, a more general relationship was 
estimated by including a variable measuring monetary disequilibrium. 23 
The statistical significance of this variable (defined as the difference 
between actual M 3 and the estimated \'a lue of the demand for moncy, both 
in real terms) was evidence of the strong presence of the "liquidity" effect 
on nominal interest rates (see Table 4). 

This liquidity effect was govemed by both the CBP's policy stance and 
the banks' behavior. ln 1982 and 1983 expansionary policies created an 
excess supply of real balances, which, in rum, put downward pressure on 
imerest rates (see Chart 2). Although the expansionary stance was main­
tained in the first half of 1984, a shortage of real balances subsequently 
emerged because of the sharp decline in the money multiplier, which put 
strong upward pressure on imerest rates; the fall in the money multiplier 
resulted from banks' cautious lending policies in the presence of wide­
spread economie uncertaimy. The upward pressure on imerest rates 
persisted in 1985 and 1986, as the monetary policy stance became tight (see 
Section I I  below). 

Determinants of lnterest Rate Structure. The gross margin between Jend­
ing and deposit rate flucruated by an average of about 4 percemage points 
annually between 1980 and 1984, and rose sharply between 1985 and 1986 
(see Table 5). 24 But quarter! y data show that this margin was often larger 
and that it flucruated sharply, particularly for short-term rates (see Chart 
3). The larger margin for short-term rates was caused by the inverted term 
structure of bank lending rates which reflected the increase of inflationary 

shift in the equation after the announcement of the debt moratorium. The Orcutt-Cochrane 
estimation procedure was used. The results reported in Table 4 were qui te satisfactory. The 
coefficients for the foreign interest rate (adjusted for ex post devaluation) and the lagged 
dependent variable were significant at a 5 percent significance leve!. 

" The empirical specification builds on Edwards and Khan (1985). Domestic interest rate 
is related to a weighted average of the foreign interest rate adjusted for expected exchange rate 
changes and of domestic factors, namely, monetary disequilibrium. expected inflation, and 
the long-term equilibrium rate of interest in real terms-a constant. Equations were esti­
mated by the Orcutt-Cochrane procedure and two types of tests were performed. first, the 
interest rate equation was estimated in both an unrestricted form and a restricted form that 
posited that the liquidity effect was absent (i.e., monetary disequilibrium has no short-term 
effect on the real interest rate); a Chow test was applied to test the statistical significance of 
this restriction. Second, a dummy variable was used to test the stability of the slope 
coefficients during the two periods 1981(1) to 1983(1Jl) and 1983(1V) to 1986(1V). 

24 Using a weighted average interest rate on secured loans (lending rate) and MRRs (banks' 
costs of funds) for a sample of ten commercial banks. 
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Chart 2. Movements of Nominal Rates, 1982(1)-1986(1V) 
(In percent per annum; period average) 
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Chart 3. Banks' Gross Interest Margins, 1982(1)-1986(1V) 
(In percent per annum; period average) 
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Table 5. Banks' Interest Margins, Selected Years, 1970-86 
(In percent; period average) 

Gross 
Margins Net unitary income (i.) per peso lent 

i, - id r i, 
.. It i,.r i.a(1 -r )  

( 1 )  (2) (3) (4) (5) (6) 

1970 6.8 20.0 3.0 8.88 0.60 0.00 
1975 7.4 20.0 3.0 7.94 0.60 1 .31  
1 980 4.5 20.0 3.0 8.72 0.60 1 .54 
1981 3.6 20.0 3.0 9.82 0.60 1 .58 
1 982 3.0 18.0 3.0 12.05 0.54 1 .85 
1 983 4.3 23.0 1 .0 1 2.00 0.23 1.72 
1 984 4.5 24.0 4.0 1 6.38 0.96 4.73 
1 985 7.1  24.0 4.0 17.31 0.96 4.00 
1 986 6.4 22.0 4.0 1 1 .40 0.88 1.54 

Sources: Buhat (1987); and IMF staff calculations. 
Definitions: 

Net 
Margins 

i. (i. - id) 

(7) (8) 

9.48 5.18 
9.85 4.95 

10.86 1 .86 
12.00 0.40 

14.44 -0.76 
13.95 -1.05 
22.07 -0.13 
22.27 1 . 1 7  
13.82 2.12  

i ,  - id = difference between lending (i,) and deposit rate (id), as defined i n  footnote 21, 

page 188. 

r = Required reserve ratio. 
i, = Interest rate on required reserves deposited at the CBP. 
i� = Net interest income per peso lent. 

i� = i(1 - t)(1 - a)( 1 - r) 

t = Gross tax receipts on lending operations; t = 5 percent on each unit income from 
lending. 

a = Agri/agra required ratio; a = 15 percent of banks' loan portfolio. 
i. = Interest rate on treasury bill that banks can hold to meet other agri/agra required ratio. 

Thus, the net income per peso lent is derived by adding interest earnings on treasury 
bills held to meet the agri/agra requirement and on required reserves: 

i. = i� + i, .r + i • .  a(1 - r). 

expectations. 25 Indeed, bankers took a cautious stance, incorporating a risk 
premium for inflation in their lending rates (see Buhat ( 1986)). 26 Also, the 
gross margin between the short-term lending rate and the short-term 
deposit rate measured by the 90-day MRR rose steadily until 1983(III); 

21 Growing macroeconomic imbalance and large devaluations contributed to increased 
inflationary expectations. 

26 The gross interest margins (for short-term rates) was regressed on inflation, the ratio of 
overdue to total loans outstanding, and the Herfindahl-Hirschman index (a measure of 
concentration i n  the banking industry) to identify the determinants of banks' gross spread 
after the liberalization. Only inflation and overdue loan ratios were found to be statistically 
significant; the other coefficient had the right sign (see Appendix Table 1). 
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this rise reflected a decline in the MRR soon after its introduction (see 
Chart 3, Panel (A). Fry (1988) suggests that the initial decline in the MRR 
pointed to oligopolistic pricing, whereas Buhat (I 987) interprets this de­
cline as a move by banks to offset the increase in other elements of their 
costs of funds (e.g., the cost of the promotional campaign for deposits). 
Evidence supports the latter interpretation, especially in view of the low 
concentration ratio in the banking industry (described later) and of the 
evolution of the net interest margin. 

The net interest margin-after allowing for the cost of reserve require­
ments and other regulatory factors27-fell sharply between 1980 and 1983, 
but rose between 1984 and 1986 (see Table 5). The regulatory factors 
contributed about 5 percentage points to the average intermediation cost 
between 1984 and 1986; their impact on the marginal intermediation cost 
was even higher (around 8 percent) particularly in times of inflation and 
high interest rates. Thus, the reserve requirements and other regulatory 
factors served to aggravate the crisis by disproportionately raising the 
borrowing costs of firms. As noted earlier, the increase in overdue loans 
also contributed to widening the margins (to reflect risk premiums) and 
further raised borrowing costs. Particularly during 1984 and 1985, the 
increase in loan losses and the resulting caution in lending policies by 
banks served to raise lending rates and both gross and net margins. 

Monetary Control Reforms 

The reforms of monetary policy instruments facilitated greater flexibil­
ity in interest rates and rapid adjustments to major shocks, but the 
financial crisis itself strongly influenced the evolution of the instruments. 

First, during the 1970s, CBP set a uniform legal reserve ratio of 20 
percent across both institutions and instruments. In 1980, CBP announced 
a plan to lower gradually the legal reserve ratio to 16 percent, beginning in 
January 1982. The plan was to reduce the ratio by 1 percentage point 
every six months. During 1982, the plan went into effect and the legal 
reserve ratio declined from 20 percent to 18 percent at the end of 1982. As 
the crisis worsened in 1983, the plan was frozen; in 1984, CBP raised the 
legal reserve ratio to 24 percent in order to contain liquidity pressures. 

Second, until 1983, CBP actively pursued selective credit policies. 
Special rediscount facilities were opened as an incentive to banks, espe­
cially development banks, to extend credit to priority sectors and activities 
(e.g., foodgrain production, land irrigation, promotion of small busi-

17 The authorities applied a lower reserve ratio of 5 percent on long-term deposits, 
compared with the ratio on shorter time deposits in column (2) of Table 5. Other regulatory 
factors include gross receipts, tax, agri/agra requirements, and the 3 percent (now 4 percent) 
interest paid on required reserves. 
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nesses). Following the crisis of confidence in 1981, CBP also opened a 
special rediscount window for medium- and long-term loans and equity 
investment to help government financial institutions finance the takeover 
and acquisition of troubled entities hit by the crisis. In November 1983, 
CBP also opened a liquidity window to counter the increasing pressures 
on the banking system. During 1984 and 1985, however, CBP drastically 
modified the rediscounting policy. It set access limits on the refinance 
facilities, raised the rediscount rates to market-related levels, unified the 
terms of access of these facilities, and, in November 1985, reduced the 
number of regular rediscount windows from five to one. 

Third, beginning in the mid-1970s, CBP relied increasingly on open 
market operations, based on its own securities, to regulate the domestic 
liquidity of the banking system. Indeed, until 1981, CBP used central 
bank certificates of indebtedness (CBCis) with maturities longer than 180 
days. 28 In 1983, however, CBP stopped issuing CBCis by auction and sold 
them on tap at a fixed yield.29 In 1984, CBP introduced central bank bills 
with maturities of less than 180 days; during 1985 and 1986, auctions of 
central bank bills would become the main instrument for the dramatic 
tightening of monetary policy. 

Finally, CBP introduced swap operations in 1982. This instrument, 
which became more important as the 1980s progressed, aimed at improv­
ing CBP's foreign exchange position and providing liquidity to deposit 
money banks so as to smooth out short-term interest rates. Because of the 
fall in the value of the peso, CBP incurred huge foreign exchange losses on 
these swap operations. 

On the whole, these reforms had positive effects, because they allowed 
CBP to react promptly to the numerous monetary shocks (e.g., bank runs, 
portfolio shifts, increased domestic financing of budgetary deficits) that 
buffeted the economy between 1983 and 1986, and to transmit its policy 
actions to the banking system swiftly via interest rates. Through high 
interest rates, CBP was able to meet its reserve money targets and to bring 
down inflation by 48 percentage points within two years; in 1986, infla­
tion stood at 1 . 8  percent. JO The adaptations of discount window policies 
served to prevent a collapse of the banking system. 

The timing and sequencing of some measures, however, seemed to 

21 Owing to their unattractive features and low budgetary pressures, treasury bills played 
no role in the conduct of open market operations. After an unsuccessful attempt to restore the 
primacy of treasury bill issues in 1981, CBP pursued the conduct of open market operations 
using primarily its own securities until 1986. 

19 Treasury bill issues were also being sold on tap ar that time. 
10 The management and impact of monetary policy at the height of the crisis (i.e., between 

1984 and 1986) are discussed in greater detail in Section II. 
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exacerbate instability. In view of expectation of further devaluation of the 
peso against the U.S. dollar as a result of the persistent weakening of the 
external position and accelerating rate of devaluation of the peso between 
1979 and 1982, the introduction of swap operations with foreign exchange 
guarantees seemed ill-timed; CBP was able to finance unsustainable bal­
ance of payments deficits, but it risked large exchange losses if the trend in 
the peso depreciation continued. Jl Furthermore, the opening of numerous 
special rediscount facilities, in addition to the emergency facility, between 
1981 and 1983 was inconsistent with interest rate deregulation, insofar as 
access to these facilities by financial institutions weakened the effective­
ness of open market operations. (Banks could obtain refinancing from CBP 
at below-market rates and at their own initiative.) As expected, these 
measures had inflationary effects between 1981 and 1983. The appropriate 
sequencing of the regulatory reforms should have been to modify the 
rediscount mechanism while interest rates were deregulated, not after. 

Banking Structure 

Measures. Between 1971 and 1981 CBP attempted to consolidate the 
domestic banking system while promoting greater competition by allow­
ing foreign banks to enter. In 1972, CBP substantially raised the minimum 
capital requirement for all banks (see Table 6). After 1975, banks that 
could not comply with this requirement were permitted to merge with 
other domestic and foreign banks. However, CBP also actively encouraged 
banks to open branches, particularly in rural areas. 

In 1980, CBP enacted legislation permitting the establishment of "uni­
versal" banks.12 They also raised the minimum capital requirement again. 
The previous functional classification of thrift banks into savings banks, 
private development banks, and savings and loan associations was elimi­
nated. Thrift banks were allowed to carry on all operations performed by 
commercial banks except foreign exchange operations. The fact that they 
were also subject to lower reserve requirements gave them a cost advan­
tage. Entry requirements for rural banks, which lend to farmers and rural 
entrepreneurs, were very liberal; capital requirements were low and lim­
ited management experience was accepted. n 

Impact of the Crisis. The crisis significandy altered the banking struc­
ture. First, in terms of the volume of assets, by 1980 banks had increased 

11 Actually, in 1983, CBP had abandoned irs earlier stance and indicated that the outstand­
ing amount of swap operations at end-1982 would not be increased. 

11 Nine commercial banks converted to unibanks, one of which (Manila Bank) was recently 
liquidated and another (Philippine National Bank) was subject to major restructuring. 
Unibanks did not actively pursue the opportunities in near-banking activities permitted to 
them because of the unstable environment and the preoccupation with survival. 

11 The banking experience of management often consisted of only a few weeks of training. 
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Table 6. Selected Prudential Ratios of Central Bank, 1972 and 1980 

Minimum capital requirement' 
Extended commercial banks (unibanks) 
Commercial banks2 
Thrift banks (in Manila)l 
Rural banks 
Investment houses 

limits on equity investments 
by commercial banks 
including unibanks in: 

Allied undertakings 
Financial 

Commercial banks 
Others 

Nonfinancial 
Nonallied undertakings• 
Total equity investments 

(in percent of net worth) 
For commercial banks } 
For unibanks 

Single-equity investments 

Capital risk assets ratio 

Borrowings by directors, officers, 
stockholders, and their 
related interest (DOSRI) 

Source: Central Bank of the Philippines. 
'Applies to newly established institutions. 
2For existing ones, it remains at :f/1 00 million. 

1972 

(In millions of pesos) 

900.0 

(In percent) 

49.0 
49.0 

100.0 
0.0 

35.0 

15.0 

15.0 

1980 

500.0 
300.0 

20.0 
0.5 

20.0 

30.0 
1 00.0 
100.0 

35.0 

25.0 
50.0 
15.0 

10.0 

1ln other places, it is :f/1 0 million for new institutions and 4? 5 million for existing ones. 
•By unibanks; for commercial banks, it remains at zero percent. 
SCB Circular No. 357 dated January 22, 1973. K = the aggregate ceil ing on capital 

accounts net of recommended valuation reserves. (This refers to net value of capital 
accounts.) 

their dominant position among financial institutions (see Table 7), but tiers 
had developed in the banking sector. The first tier consisted of a few 
commercial banks and development banks whose size had increased 
sharply during the 1970s. The second tier consisted of a large and growing 
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number of rural and thrift banks, mostly small ones (see Table 8). A 
disproportionate number of institutions in this segment of the banking 
system were hit hard by the crisis, partly as a result of the weaknesses in 
entry regulations and the limited subsequent supervision. At the end of 
1986, a total of 30 commercial banks in the Philippines (9 unibanks, 1 7  
domestic commercial banks, and 4 foreign banks) accounted for 41 percent 
of the gross assets of the financial system (60 percent in 1980). In addition, 
there were 3 specialized government banks ( 1 6  percent),34 1 14 thrift banks 
(2. 7 percent), and 877 rural banks (I percent). Between 1981 and 1986, the 
relative position of banks was eroded somewhat by the growing role of the 
CBP in financing government budget deficits and in supporting troubled 
financial institutions because of the crisis itself. H 

Second, government-owned banks played a central role within the 
banking system, and the concentration of risks in some of them was a 
critical factor in the crisis. J6 Their share of total bank assets, which 
averaged about 33 percent between 1970 and 1980, rose to 36 percent by 
the end of 1985. DBP alone accounted for 29 percent of total bank assets. 
Their troubles threatened the stability of the banking system and culmi­
nated in the major restructuring and rehabilitation of two of the largest 
state-owned institutions that became insolvent. 

Third, significant parts of the banking system were characterized by a 
bank-holding-company structure. Twelve holding companies had interre­
lated ownership and interests in private banks and nonfinancial corpora­
tions. They controlled commercial or savings banks, investment houses, 
and insurance companies. Such was the case with the Herd is Group, l7 

which, between 1979 and 1980, controlled Summa Savings and Mortgage 
Banks, the Summa Insurance Corporation, the Equipment Credit Corpo­
ration, and Interbank and Commercia] Bank of Manila. Js Furthermore, 

,. The specialized government banks are DBP, LBP, and the Amanah Bank. 
ll As the crisis worsened after 1981, CBP granted massive indirect financial assistance to 

public corporations through some government financial institutions. This aid allowed these 
financial institutions to finance their acquisition of troubled nonfinancial entities between 
1982 and 1985. Furthermore, CBP accumulated huge losses on foreign exchange swap 
operations linked to successive and massive devaluations during the first half of the 1980s. 

16 Government-owned banks included the DBP, LBP, PNB, the Amanah Bank, and the 
Philippines Veterans' Bank. 

17 This group effectively went out of business after the 1981 crisis, and many of its 
companies and subsidiaries were bought out by the Government. 

" Similar cases included the Ayala Group, which controlled 37.0 percent of the paid-up 
capital of the Bank of Philippine Islands (the second-largest commercial bank after PNB), the 
Bancom Group, the Cojuango Group (United Coconut Planters Bank, the SC\'enth-largest 
commercial bank in 1981); the Fim Philippine Holding Group (Philippine Commercial and 
International Bank, the fifth-largest bank in 1981). 
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most groups had many interlocking directorships within the corporate 
business sector (see Doherty (1983)). 

The number and size distribution of banks-the Herfindahl-Hirschman 
index showed a ratio of only 0.10 as of December 3 1 ,  1986--suggest that 
the degree of concentration was not a problem.39 The previously noted fall 
in net interest margins between 1980 and 1983 following the deregulation 
of interest rates also suggests a competitive banking system. The rise in net 
interest margins between 1984 and 1986 was attributable to tighter mone­
tary policies, high reserve requirements, and an increase in loan losses. 
Thus, oligopolistic pricing does not seem to have been a factor in interest 
rate developments. However, the bank-holding-company structure, to­
gether with the supervisory weaknesses discussed in the next section, 
permitted excessive risk raking following deregulation, and this risk taking 
seems to have helped cause and aggravate the crisis. 

Prudential Regulation and Super vision and Related Institutional 
Practices 

Supervisory weaknesses were conducive to loose banking practices, 
which later led to numerous bank failures. Also, the existence of a deposit 
insurance scheme did little to prevent or contain the crisis. In the follow­
ing subsections, the supervisory system that regulates and oversees the 
conduct of banks' operations is described, and the role of this system in 
ensuring the soundness and stability of the financial sector is discussed. 

Supervisory Authority 

Although CBP exercises supervisory authority over the banking institu­
tions, the ultimate supervisory authority is the Monetary Board (MB), the 
policy making body of CBP. 40 

The Department of Bank Supervision and Examination is the opera­
tional arm of CBP for supervision. Supervisory procedures in the Philip­
pines, which include reporting requirements and examination, are regular, 
comprehensive, and thorough. 41 Officers of the Department of Bank 

19 The number of banking institutions, including branches, is shown in Table 8. 
40 The MB is composed of the Governor acting as chief executive, the Minister of �inance, 

the Director General of the National Economic Development Authority, the Chairman of the 
Board of Investments, the Minister of the Budget, and two part-time members of the prh•ate 
sector. 

41 For instance, the reporting system covers e1·ery item of banks' balance sheets, and 
information such as credit to directors, officers, and shareholders and their related interest 
(DOSRI credit) is el'en reported daily. On-site examinations and inspections, patterned after 
the U.S. system, focus on the quality of banks' assets, which are classified accordingly. A 
rating system, CAMEL (Capital Asset, Management, Earning, and Liquidity), is used to 
assess quantitatively a bank's soundness, along with a questionnaire for a qualitative assess­
ment. 
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Supervision and Examination are responsible for bank examination to 
assess the soundness of operations and the solvency and liquidity of the 
bank. Reports of these bank examinations are then transmitted to the M B, 
which decides what action to take when a bank is found to be in trouble. 

When a bank faces protracted liquidity or solvency problems, the MB 
may appoint a conservator to take charge of the assets, liabilities, and 
management of the bank in order to protect depositors and other creditors. 
If the conservator is unable to restore the viability of the bank, the bank is 
declared insolvent. 42 The MB then appoints a receiver to take charge of all 
assets and liabiJities of the bank, and forbids the bank from doing business. 
Within 60 days, the MB decides whether to liquidate the bank or to 
reorganize it to permit the resumption of business. In the former case, 
CBP appoints a liquidator to carry out the decision, provided no court 
challenges the decision. 

The ultimate enforcement resides with the MB, and the closing of a 
troubled bank is subject to due process, which may take a long time, 
especially when litigation is brought by owners. 

Supervisory Rules 

Between 1972 and 1982, CBP also modified the main prudential regula­
tions on commercial banks. Capital requirements, defined as a ratio of net 
worth to risk assets, were lowered from 1 5  percent in 1972 to 10 percent in 
1973 (see Table 6). After 1980, ratios as low as 6 percent became permissi­
ble with the prior approval of the MB. The authorities sought to provide 
banks with greater leverage to expand their asset portfolios. 

CBP relaxed its rules regarding credit accommodation to directors, 
officers, stockholders, and related interests (DOSRI). In 1973, DOSRI 
credit had an upper limit equal to a bank's total capital account, net of 
valuation reserves. •J By 1980, this limit had become less restrictive for 
commercial banks, because the authorities had somewhat relaxed the 
provisions designed to limit conflicts of interest between a bank and 
another financial or nonfinancial institution that were linked by interlock­
ing directorate. 44 In addition, regulations governing relations between a 
bank and its subsidiaries were eliminated. 

To restrict banks' risk exposure, the authorities established a single-

•• Insolvency is defined in the law as the inability of a bank to pay its liabilides as they fall 
due in the usual and ordinary course of business. One important limitation of this definition 
is that it does nor apply to insolvency stemming from extraordinary deposit withdrawals 
caused by a financial panic. 

•• See CB Circular No. 357 dated january 22, 1973. 
" See CB Circular No. 596 dated March I, 1978, whereby the Central Bank amended CB 

Circular No. 357 to exclude from the maximum credit accommodation to DOSRI, among 
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borrower limit of 1 5  percent (including loans and equity investment) of the 
bank's net worth; the rule had been in force during the 1970s and is still 
valid, although exceptions have been made. For example, in 1983, the 
Government's takeover of the Construction and Development Corporation 
of the Philippines (CDCP) through the PNB violated this limit. After the 
takeover, PNB's total exposure (in equity alone) in CDCP went to 60 
percent of its net worth. 

In contrast to the trend toward relaxation of prudential regulations, 
CBP expanded the institutional coverage of bank supervision after 1972 in 
order to include the nonbank quasi-banks (NBQB). CBP also monitored 
the nonbank quasi-banks' issues of commercial paper "with recourse" and 
regulated its terms, conditions of roUover, physical delivery, and the like. 

Loose Lending Practices 

As a result of the political climate both before and during the crisis, CBP 
failed to enforce supervisory rules regarding DO SRI credit, supervision of 
nonbank quasi-bank activities, and, most important, the treatment of past 
due loans and their provisioning. 

DOSRI Credit. Failure by the MB to enforce the rules reportedly led to 
substantial bank lending to DOSRJ, to the detriment of other legitimate 
borrowers.•s Inappropriate loans to DOSRI are cited as a major contribu­
tor to bank failures over the past decade. In reaction to the 1981 crisis, 
CBP tightened the regulations on DOSRI credit. 46 Bank credit to firms 
with interlocking directorship/officership was tightened again (reversing 
the earlier stance), but the restrictions regarding institutional relationships 
between holding companies and subsidiaries were loosened. 

Supervision of Money Market Operations. 47 Prior to 1980, regulations 
governing the functioning of the money market were differentiated by 
type of participant and type of operation, each type falling under the 
purview of a different supervisory authority. CBP supervised only banks 
and nonbank quasi-banks and monitored only transactions on a "with 

others, "the credit accommodations to a corporation in whose board of direcmrs, a director or 
officer or stockholder of the lending bank seats as a representative of the bank. However, the 
bank representative's equity interest in the borrower corporation shall only be the minimum 
shares required by law, rules and regulations, or the by-laws of the corporations to qualify a 
person as director to the corporation." (Sycip and others (1978), p. 15.) 

41 Central Bank of the Philippines (1980). 

46 The CBP adopted new ceilings on unsecured DOSRI credit of 30 percent of total credit 
accommodations for ea.ch DOSRl. Total DOSRI credit was subsequently limited to 15 

percent of  a bank's loan portfolio or  its entire capital account, whichever was lower. Also, 
new accounting and reporting standards for DOSRl loans have been adopted. 

41 The money market in the Philippines is characterized by a variety of participants, 
including all financial institutions; the Treasury and nonfinancial corporations; and a wide 
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recourse" basis. The Securities and Exchange Commission supervised 
other participants, while monitoring transactions on a "without recourse" 
basis. Subsequently, CBP imposed regulations on nonbank quasi-banks. 
These regulations included the requirement that nonbank quasi-banks 
hold 20 percent of their liabilities-deposit substitutes-in the form of 
deposits with the CBP; a ceiling on interest rates of these institutions (the 
maximum rate paid for borrowing was 17 percent; the rate charged for 
lending was 18 percent); and a minimum trading lot. Because nonbank 
financial institutions were not subject to such regulations by the Securities 
and Exchange Commission, nonbank quasi-banks lost their competitive­
ness. In response, nonbank quasi-banks started to deal in paper on a 
"without recourse" basis; this paper was issued mostly by subsidiaries or 
affiliates of "groups" to which the nonbank quasi-banks belonged. This 
practice allowed nonbank quasi-banks not only to circumvent CBP regula­
tions and monitoring of their money market activities, but also to help 
businesses of their "group" to mobilize short-term funds by issuing less­
than-prime commercial paper. These unsound lending practices contrib­
uted to the collapse of the commercial paper market in 1981.48 

Accounting Rules. The 1980 reforms did not cover CBP rules governing 
the treatment of overdue loans, the provisioning for bad debt, and scrutiny 
of deposit transactions by CBP examiners. The inadequacies of these 
rules, which remained unchanged until 1986, played a significant role in 
the worsening of the financial crisis. 

CBP used the following rules for its own assessment of bank conditions: 
demand loans were considered past due if payment was not received 
within six months of a written demand. For loans payable in installments, 
the determining factor was the number of payments in arrears, a number 
that varied with the repayment schedule of the loan (monthly, quarterly, 
semiannuaJiy, or annually). The threshold for monthly installment loans 
was ten missed installments. For other loans, the period varied between 
one and two years. Whenever 20 percent of the outstanding balance of a 

range of instruments such as promissory notes issued by banks and nonbank quasi-banks, 
government securities, central bank bills, certificates of participation/assignments, and com­
mercial paper issued by corporations. Commercial paper can be issued "with or without 
recourse." Deposit substitutes issued by nonbank quasi-banks arc also referred to as commer­
cial paper issued by these institutions. See Lontoc (1981), p.S. 

41 In reaction, the authorities modified the regulations governing money market opera­
tions. Among other things. the new regulations limited the issuance of commercial paper to 
prime companies; required that issuers have at their disposal a bank credit line covering 35 
percent of their money market issues; and required that all commercial papers be registered 
with the Securities and Exchange Commission and be printed serially on security paper, by 
the Central Bank Printing Plant. 
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loan was in arrears, the entire loan was to be considered overdue; once a 
loan was classified as overdue, interest could no longer be accrued. In 
practice, however, banks differed considerably in their treatment of over­
due loans. Conservatively managed banks generally placed loans on a 
nonaccrual status more promptly than did the schedule used by CBP, in 
order to avoid the tax on gross revenues; other banks followed loose 
practices, especially as they began facing financial distress. 

Regarding provisions for bad debt, CBP is empowered by law to 
establish rules, either generally or in individual cases. CBP has not en­
forced the rules, however, leaving reserve or provisioning policies to bank 
managements. 49 In the supervisory process, the CBP does compare the 
reserves established by a bank with those it believes are required on the 
basis of its own assessment of asset quality. Under the law, banks are 
allowed to write off bad loans up to :P 100,000, but they must have CBP 
approval before writing off loans above that amount. Requests for write­
off approval concerning DOSRI loans are passed on to the MB; other 
requests are handled by CBP staff. 

Examiners are not allowed to investigate deposit transactions that are 
protected by strict secrecy rules, unless they are duly authorized by the 
MB. The MB may permit scrutiny of deposit transactions only if it is 
satisfied that a bank fraud or serious irregularity has been committed and 
that it is necessary to look at deposit transactions to determine the facts. 

Negligible Role of Philippines Deposit Insurance Company (PDIC). Because 
of its severe staffing constraints and low capital base, PDIC played no 
significant role in improving depositors' confidence in the banking system 
during the crisis period of the 1980s.50 Despite the capital increase from 
:P 20 million to :P 2 billion in 1985, PDIC's resources, human and 
financial, were insufficient. 51 As a result, PDIC faced major difficulties in 
settling the growing claims of insured depositors of failed banks (see Table 
9). 52 Thus, CBP was compelled to tie up most of its supervisory staff in 
helping PDIC settle these claims. 

Summary 

The absence of significant reforms in prudential supervision aggravated 
the banking crisis. First, the existing rules were not enforced in practice, 

49 The policy was formalized in 1987, when the MB passed a resolution requiring all banks 
to set up a system for reviewing loans and other assets for the purpose of establishing 
appropriate and adequate reserves. 

10 Deposit insurance limit was ,P 10,000. 

11 Annual premium contribution by financial institutions amounted to ,P 100 million. 
11 However, in the case of the largest failed bank, PDIC quickly settled the claims of 

insured deposits. 
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Table 9. PDIC Payments to Insured Depositors 
of Failed Banks as of june 1987 

Estimated 
Deposit Insured Total 

Liabilities Deposits Payments Ratio Ratio 
( 1 )  (2) (3) (3)1(2) (2)/( 1 )  

Commercial banks 4,447.3 1 ,463.1 226.5 15.5 32.9 

1970-80 338.7 45.2 45.2 1 00.0 13.3 
1 981-87 4,108.6 1,417.9 1 8 1 . 3  12.8 34.5 

Savings and mortgage 
banks 1 ,015.9 815.8 771.7 94.6 80.3 

1970-80 16.4 1 1 .5 1 1 .5 100.0 70.1 
1 981-85 999.5 804.3 760.2 94.5 80.5 

Private development 
banks' 294.6 183.4 124.2 67.7 62.2 

Savings and Loan 
Associations' 1 , 310.3 1 ,083.8 740.7 68.3 82.7 

Total 7,068.1 3,546.1 1,863.1 52.5 50.2 

1970-80 355.1 56.7 56.7 100.0 16.0 
1981-87 6,713.0 3,489.5 1 ,806.4 5 1 . 8  52.0 

Source: Philippine Deposit Insurance Corporation. 
'Covers the 1981-87 period; figures for the 197�0 period amount to zero. 

although the M B  was informed promptly of the problem-bank cases. 
Second, some of the accounting rules themselves were not codified to 
ensure consistency and transparency. This situation encouraged troubled 
banks to book accrued interest on nonperforming loans and to distribute 
the book profits. The main problem with provisioning rules arose after the 
crisis of 198 1 .  The MB had to decide between forcing banks to provision 
for bad debt so as to maintain confidence in banking institutions or 
remaining tolerant on this issue to give troubled banks time to overcome 
their financial difficulties. The MB took the second option, which acceler­
ated the deterioration of bank finances. 

ll. Manifestations of the Crisis and Its Monetary Effects 

The manifestations of the crisis-loss of public trust in the banking 
system and the spread of financial distress and bank failures- and the 
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monetary effects of the crisis, which complicated the conduct of CBP 
monetary pol;cy and caused a severe credit crunch, are described in this 
section. 

Loss of Public Trust 

During the crisis, financial wealth holders lost trust in the banking 
system, causing both runs on banks and "flight to quality. "53 The spread 
of banking distress weakened the public's confidence in financial institu­
tions, adding fears about the safety of banks' deposits. 

Surge in Demand for Reserve Money 

As noted earlier, the Dewey Dee affair triggered a crisis of confidence 
that provoked bank runs and capital flight in 1981 .54 The bank runs caused 
an increase in the ratio of currency to narrow money in 1981, which was a 
sharp reversal of the declining trend in the ratio during the 1970s. Evi­
dence pointed also to capital flight (see Table 10). 

The currency ratios continued to increase in 1982 and jumped in 1983; 
these increased ratios reflected a major erosion of confidence in the 
banking system. The largest increase occurred in the last quarter of 1983 
after the authorities announced, in late September 1983, the suspension of 
repayments on external debt. Capital flight intensified in 1983 (see Table 
10), because the announcement of the moratorium raised concern among 
foreign creditors and led to the cutoff of suppliers' credit. 

"Flight to Qumity" 

The 1981 panic also caused a redeployment of funds, mostly to institu­
tions perceived as sound, namely, the commercial banks. As already 
noted, investors in the commercial paper market switched to bank de­
posits. Indeed, as shown in Table I I ,  banks' deposit accounts increased as 
a whole by ::P 1 .6 million (from ::P 2 1  million in 1980 to ::P 22.6 million in 
1981), but there was also a switch of deposits away from thrift banks. 
Whereas total bank deposits increased by I I  percent between 1980 and 
1981,  deposits of thrift banks fell by 9 percent, triggering failures among 
these institutions. ss In addition, commercial banks gained 3.2 million 

u A "flight to quality" refers to financial wealth holders' shift from deposits tO safer assets 
such as treasury bills, or from weak banks to banks perceived to be more sound. 

14 Capital flight is defined here as "the acquisiticn or rtltnticn of a claim on nonresident that 
is motivated by the owner's concern that the value of his asset would be subject to discrete 
losses if his claims continued to be held domestically." See International Monetary Fund 
(1988). 

" The collapse of the commercial paper market had also triggered a panic in the thrift 
banking sector. 
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Table 10. Selected Financial Ratios and Years, 1 970-86 

"Financial Deepening" Ratios Measuring Stability 

Ratios of Banking Sector 

Ml L M3 C" C' K l '  6.(' --
Year GNP GNP GNP M1 L 6.0 6.0 

{In percent at end of period ) 

1970 10.3 21.8 2 1 .8 55.8 26.4 20.0 30.0 
1975 9.0 30.5 30.5 46.6 13.8 43.9 1 1 .4 
1 980 8.5 29.9 29.9 45.3 12.9 3 1 .3 10.1 
1981 7.7 28.7 27.0 49.4 13.3 -51 .6 7.5 
1 982 7.0 29.7 28.4 54.0 12.7 -17.6 8.8 
1 983 8.5 3 1 .3 29.8 60.3 16.5 -46.0 36.5 
1984 6.4 26.5 22.8 64.9 15.6 6.2 10.5 
1 985 6.0 30.0 22.3 67.3 13.5 -33.9 5.9 
1 986 6.9 33.5 23.0 68.8 14.2 -52.9 19.1 

Sources: International Monetary Fund, International Financial Statistics, 1987; Table 2; 
and IMF staff estimates. 

'Short-term capital (net), including errors and omissions (these flows represent nonmone­
tary capital flows); this ratio is used as a rough measure of capital flight (minus sign), 
including the trade credit squeeze. 

deposit accounts in 1981-a 32 percent increase over I 980, while thrift and 
savings banks lost 2 . 1  million accounts-a decline of about 30 percent over 
the same period. 

After I983, financial investors again redeployed their funds, thjs time 
toward safe securities with high yields. Specifically, the public shifted out 
of deposits and into treasury and central bank bills. The ratio of M3 to 
total liquidity fell sharply after I983 (Table 2), owing in part to the sharp 
increases in interest rates on treasury and central bank bills beginning in 
1984. Banks as a group lost a large number of deposit accounts. 

Banking Distress 

Between 1981 and I 985, financial difficulties of corporate businesses 
steadily worsened, increasing the distress among banking institutions. 56 
The limited daca on the financial performance of the top I ,000 corpora-

" Official figures on business failures do not exist. In this section, partial data from 
nongovernment sources are relied on to provide an idea of businesses' financial distress. 
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tions from 1980 to 1984 showed a sharp increase in debt/equity ratios in 
1982, declining profitability from 1981 to 198 3 with negati\'e net incomes 
in 1982 and 1983, and a sizable weakening of the liquidity positions of 
firms (as measured by the ratio of current assets to current liabilities) 
between 1980 and 1984 (Appendix Table 2). The sharp increase in the 
debt/equity ratio and in the indebtedness of the nongovernment sector 
(Table 3) in 1982 and 1983 when real lending rates were at a peak seems to 
suggest that distress borrowing was a significant factor. These de\'elop­
ments were reflected in the evolution of overdue loans in the banking 
system. Overdue loans rose from :P 12.5 billion ( 1 1 . 5  percent of total 
loans) in 1980 to =P 16.6 billion ( 1 3 .2 percent) in 1981. The situation 
deteriorated sharply after 1983, and overdue loans rose to a record high of 
19.3 percent in 1986. 

Until 1983, the ratio of nonperforming loans to banks' loan portfolio 
remained below the critical ratio of 15  percent that is perceived by bankers 
and the public as a threshold for individual banks' solvency. s7 Between 
1981 and 1984, banks' ratio of capital to outstanding loans remained above 
banks' ratio of overdue to outstanding loans. Hence until 1983, banks as a 
whole appear to have been sufficiently capitalized to provision for bad 
debt and absorb eventual losses from bad loans. Beginning in 1985, the 
ratio of capital to outstanding bank loans fell below the ratio of O\'erdue 
loans, indicating major solvency problems in the banking system. The size 
of overdue loans was contained in part by the authorities' rescue of (at 
least) 1 2  3 failing businesses and by the troubled banks' practice of keeping 
bad loans current by renegotiating them at maturity.ss In addition, the 
Government alleviated the banking distress by acquiring six troubled 
commercial banks between 1981 and 1983. 

The authorities' rescue of distressed banks significantly helped to limit 
the number of liquidations among commercial banks. By the end of 1986, 
only three sizable commercial banks had failed. The liquidations occurred 
mostly among the many small rural and thrift banks. 

Between 1981 and 1983, 1 3 8  thrift and rural banks failed; this number 
amounts to 12 percent of all banks existing in 1980 (Table I 0). Although 
these failures did not threaten the stability of the banking system, they 
tied down CBP supervisory staff. In addition, the Philippines Deposit 
Insurance Corporation, with its low capital base and inadequate contribu­
tions, found it increasingly difficult to settle the growing claims of deposi­
tors of the failed banks. 

'7 See Businas Day (1982), p. 139. 
11 Renegotiated loans doubled between 1984 and 1985 while loans past due for more than 

one year rose steadily from ,P 6 billion in 1984 to ,P 8 billion in 1986. 
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Monetary Management During the Crisis 

Actions on Supply of Banks' Reserves 

Between 1981 and 1986, CBP had increasing difficulty in achieving its 
often conflicting objectives of monetary stability, confidence in the bank­
ing system, and credit allocation to priority sectors, as both the financial 
crisis and the recession deepened. 

Between 1981 and 1983, CBP gave priority to containing the spread of 
financial distress and stepping up selective credit policies. As a lender of 
last resort, CBP intervened appropriately by providing emergency credit 
during 1981 and by absorbing excess liquidity as the crisis abated in 1982 
(see Table 12). Meanwhile, CBP increased concessional rediscount credit 
to financial institutions. In the aftermath of the banking panics of 1983 
CBP also replenjshed the banks' loss of deposits and began to realize 
exchange losses on swap operations; as a result of these developments, 
reserve money jumped 48 percent between the end of 1982 and the end of 
1983. 

Between 1984 and 1986, to offset the expansionary effects on reserve 
money of the earlier policies and to restore monetary stability, the CBP 
absorbed huge amounts of liquidity from financial institutions through 
massive sales of its own securities and tighter access to rediscount facili­
ties. 59 However, the effect of these actions was mitigated by the huge 
financing of the public sector deficit in 1984, following the drastic cutback 
in foreign financing of these deficits. 60 This policy stance caused inflation 
to jump from 12 percent in 1983 to 50 percent in 1984, and led to a 
crowding out of the private sector. Between 1985 and 1986, CBP finally 
brought inflation under control by maintaining a tight policy. 

CBP continued to provide extensive emergency assistance between 1984 
and 1985, reacting essentially to financial distress rather than to panics as 
in earlier years. To prevent failures of financially distressed firms, CBP, 
through the decisions of the MB, adopted a remedial rather than punitive 
approach. This approach, however, led to a trade-off between short-run 
stability and long-run cost effectiveness of rescue operations. 

The long negotiations over corrective actions to rehabilitate troubled 
institutions may have prolonged the public's perception of uncertainty and 
raised the ultimate cost of rescue operations. Also, CBP's attempt to seek 
additional capital and merger partners for troubled banks proved difficult 

s• After 1983, CBP closed a number of special rediscount facilities and set the discount rate 
on the remaining ones at market-related levels. 

60 Despite the reduction in the public sector deficit (in percent of GNP) after 1983, CBP 
stepped up its financing to this sector in order to offset the sharp decline in foreign financing 
of the public sector budgetary deficit. 
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between 1983 and 1986, when all domestic banks faced financial difficul­
ties. As the .'viB was deliberating the appropriate disposition of problem 
institutions, CBP continued to extend emergency loans, m·erdrafts, and 
equity lending to prevent a collapse of the banking system. This policy, 
combined with the Government's massive issuance of treasury bills to 
finance its budget deficit, had expansionary effects on total liquidity after 
1983 despite the decline in the money multiplier (see Charts 4 and 5). 

Complications from Portfolio Shifts 

Empirical results showed that the estimated demand for real M3 shifted 
downward in 1983(III) because investors shifted from deposit substitutes 
into treasury and central bank bills; as a result, M 3 became an unreliable 
indicator of monetary policy.6' CBP's overestimation of actual M3 contrib­
uted to the loose monetary policy and skyrocketing inflation observed 
until late 1984. 

CBP then re,·ersed its stance to bring inflation under control and began 
targeting reserve money. CBP tightened the supply of bank reserves 
through massive sales of central bank bills, but the surge in the demand for 
reserve money (partly reflecting the currency flight) probably led to 
excessive tightening and thereby caused the steep increases in nominal 
interest rates from late 1985 to the middle of 1986. Large increases in 
domestic government borrowing added upward pressure on nominal inter­
est rates, and contributed to crowding out the private sector. Such in­
creases, which occurred despite the tightening of fiscal policy, stemmed 
from the drying up of foreign financing after the announcement of the 
moratorium. 

Credit Crunch 

After 1981, declining economic growth compounded the negati\'e effect 
of rising interest rates on the demand for real credit, particularly in the 
private sector. The increase in overdue loans, many of which were renego­
tiated between 1984 and 1986, mitigated the sharp decline in this demand. 
Indeed, with private investment (in percent of GNP) plummeting in 1981 
and debts being liquidated, demand for new investment loans by the 
private sector nearly came to a halt. 

Nonetheless, banks apparently curtailed the supply of real credit to the 
private sector by more than the drop in demand, thereby resorting to 

61 When the economic and financial environment became very uncertain in late 1983, 

invesrors moved interest-bearing securities issued by banks to their customers into safer assets 
(sec Section I of this chapter). A rt:eent study (Goldsborough and Zaidi ( 1989)) also provides 
evidence of instability in the demand for ;\II I, an instability consistent with the currency 
night taking place during the 1983(1V)-1986(1V) period of the crisis. 
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Chart 4. Movements o f  Seasonally Adjusted Aggregates, 
1981 (1}-1 986(111) 

- L: Liquidity (i.e., MJ plus nonbank holdings of 
central bank and treasury bill securities) 

- - MJ: Broad money stock 

(A) Aggregates at Current Price 
(End of period; in billions of pesos) 

1981 1982 1983 

(8) Aggregates at 1980 Prices1 
(End of period; in billions of pesos) 

• • • • • R: ReseNe money 
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Sources: International Monetary Fund, International Financial Statistics. 
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Chart 5. Evolution of Selected Monetary Ratios, 1981 (1)-1986(111) 
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credit rationing as the crisis deepened. Between 1983 and the end of 
September 1986, real credit to the private sector fell a staggering 53 
percent, and cumulative output fell by 9 percent. Consistent with their 
prudent lending policy, the uncertain economic outlook, and the chronic 
shortage of reserves, banks may have preferred to stop lending rather than 
to charge higher interest rates. Furthermore, banks found investing their 
liquidity in public securities (of treasury bills and central bank bills) more 
attractive than lending, for safety reasons. Banks' holdings of public 
securities rose sharply during the crisis, particularly between 1984 and 
1986.62 Banks' shift of funds to the public sector crowded out the pri,·ate 
sector. Therefore, the banks' actions seem to have exacerbated the short­
age of funds in the credit market and worsened the recession. 

m. Measures to Deal with the Crisis 

Measures to deal with the crisis included, in addition to emergency 
assistance and some liquidations, recapitalization through government 
funds, financial assistance to nonfinancial corporations, takeover of weak 
financial and nonfinancial firms by government financial institutions, and 
eventually a massive restructuring of some of the government financial 
institutions themselves. 

Financial Assistance to Troubled Entities 

During the 198 1-86 crisis period, CBP and the Government provided 
massive financial assistance to troubled entities under various schemes. 

Schemes 

When the 1981 crisis broke out, the CBP lender-of-last-resort facility 
did not cover quasi-banks. To enable these quasi-banks to meet the 
demand for withdrawal of funds, CBP provided emergency loans through 
a special rediscount facility.6J However, the primary issuers of commercial 
papers, mostly corporate businesses, continued to face liquidity problems 
and failed to honor their obligations as they came due. At that point, 
quasi-banks were the major holders of this paper. 

CBP then set up the Industrial Fund with resources from CBP and the 

62 Between 1984 and 1985, banks (commercial, thrift, and savings) were the heaviest 
subscribers of government securities. These banks' holdings of government securities nearly 
doubled. See Paulino (1986), p. 29. 

61 Before 198 1,  the CBP law required the Central Bank to provide unlimited financial 
assistance during a crisis, but only to banks. This situation was corrected in 1982, when 
non banks became eligible for emergency assistance. 
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national government budget. Through the GFis and unibanks, the Indus­
trial Fund, in turn, lent these funds to troubled corporations, which then 
settled their obligations to the quasi-banks.6-4 The latter, in turn, repaid 
the CBP emergency loans. This scheme amounted to a conversion of 
short-term emergency loans extended through the special rediscount win­
dow into long-term CBP lending through the Industrial Fund. 

In early 1982, the Industrial Fund was replaced by a CBP special 
rediscount window, through which CBP extended medium- and long­
term loans to universal banks, including PNB and DBP, to allow them to 
finance their acquisition of and merger with troubled entities (see Lam­
berte (1985)). That same year, CBP began to provide emergency loans and 
overdrafts to financial institutions facing unexpected liquidity shortages. 

Similarly, the Government provided emergency lending and equity 
contributions to nonfinancial public corporations (mostly from 1981 to the 
middle of 1983) and to the government financial institutions (mostly from 
1983 tO 1985). The Government channeled its financial assistance directly 
through the capital budget, which recorded large deficits. Direct financial 
assistance to distressed public sector firms in 1981 and 1982 was aimed 
both at financing their operating deficits and at stepping up public invest­
ment to offset the decline in private investment after 1981. Assistance to 
government financial institutions, beginning in 1983, was aimed mostly at 
financing their acquisition and merger of distressed entities, and facilitated 
the conversion of debt owed to government financial institutions into 
equity. The Government provided both loans and equity funds to go\'ern­
ment financial institutions, thus allowing these institutions to absorb the 
loan losses and to assist distressed corporations by com·erting the bad loans 
provided to these corporations into equity. Because no dividends were 
expected from these corporations for a long time, this operation amounted 
to forgoing interest payments. In fact, the PNB lost an estimated :P 400 
million in annual interest payments from the Construction Development 
Corporation of the Philippines as a result of such debt/equity con\'ersion. 

Government financial institutions took over large businesses that were 
virtually bankrupt, including the largest conglomerates that had been hit 
severely by the 1981 crisis. To illustrate, the National Industrial Develop­
ment Corporation-a government financial institution and subsidiary of 
PNB-took over 9 corporations of the Construction and Development 
Corporation of the Philippines (CDCP) and 15  corporations of the Herd is 
Group; DBP and PNB took over 87 other CDCP corporations and 14 

" Most of the universal banks involved in the scheme were major creditors of the troubled 
corporations (see Laya (1982)). 
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Herdis corporations.65 The Social Security System (SSS), which had put 
24 percent of its investment portfolio into the hotel sector during the 
1970s, took over 9 hotels. 

Volume 

Between 1981 and 1985, the volume of financial assistance that the 
authorities granted to troubled entities mirrored the intensity of the crisis 
over its three phases. This volume more than doubled during the 1981 
episode, continued to rise in 1982, and doubled again between 1983 and 
1984 (Table 13). In addition, the role played by CBP and the Government, 
as well as the destination of their financial assistance, differed over these 
phases. During 1981 and in the period from late 1983 to 1985, both the 
CBP and the Government provided massive financial assistance to finan­
cial corporations. In 1982 and 1983, however, the Government prO\·ided 
the bulk of financial assistance, mostly tO public corporations (financial 
and nonfinancial). 

As the crisis progressed, the main recipients of government financial 
assistance shifted gradually from nonfinancial to financial public corpora­
tions. Until 1982, the Government provided assistance to troubled nonfi­
nancial firms in part tO maintain overall domestic investment, and in part 
to finance takeovers and acquisition of distressed and bankrupt corpora­
tions by government financial institutions. Beginning in 1983, the Gov­
ernment curtailed public in\'estment to reduce budget deficits. As a result, 
financial assistance to nonfinancial corporations declined somewhat; but 
assistance to financial corporations accelerated. 

Over the whole crisis period, the Government's financial assistance to 
troubled entities, which rose from 1 3 .6  percent of all gO\·ernmcnt expendi­
ture in 1980 to 20.1 percent in 1985, aggra,·ated the Government's own 
position. 

Terms of CBP Financial Assistance 

The terms of the CBP financial assistance rapidly shifted from penalty 
rates to subsidized rates. In 1981, for emergency loans and overdrafts of 60 
days, CBP applied a rate of interest of 24 percent, plus 2 percent for each 
rollover of outstanding amount. Compared with the market rate of 1 6  
percent charged by banks on short-term borrowing, this amounted to a 
heavy penalty rate. Moreover, CBP extended emergency loans against any 
collateral that troubled institutions could submit, e\'en collateral pre­
viously unacceptable tO CBP. With the establishment of the Industrial 

6l These figures are quoted from 8usi11ess Day (1982), the publication of the Securities and 
Exchange Commission. This issue also reported (p. 294) that o(rhe 20 biggest corporations 8 

had substantial government investments in 1981. 
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Fund in the middle of 1981,  however, CBP prO\·ided an implicit interest 
subsidy. On the medium- and long-term resources provided by that fund, 
CBP charged an interest rate of 16 percent, compared with the long-term 
market rate of 2 1 . 6  percent. 

Between 1983 and 1985, CBP continued to accept less than first-rate 
collateral for its emergency loans. Furthermore, between 1984 and 1985, 
CBP provided interest rate subsidies on emergency loans and overdrafts as 
well as on medium- and long-term equity loans provided through the 
special rediscount window. For instance, on short-term loans of 180-day 
maturity CBP charged an interest rate of 27 percent (MRR plus 2 percent, 
see Table 14), which was lower than the comparable treasury bill rates.66 
Similarly, on medium- and long-term equity loans to finance mergers and 
acquisitions, CBP charged I I  percent, which was well below market rates. 

Disposition of Private Banks in Distress 

During the crisis, the authorities arranged for government financial 
institutions to take over four private commercial banks with =P 13 .5  billion 
in assets in order to work out appropriate rehabilitation and decide on 
eventual disposition. If the two banks acquired in the late J 970s prior to 
the crisis are included, the Government owned, by the end of 1986, six 
formerly private banks with =P 20.3 billion in assets ( 12 .  7 percent of the 
total assets of the private banking sector). 67 The rehabilitation scheme for 
these banks consisted of an initial capital infusion from the government 
financial institution that took over each bank, placement of a central bank 
comptroller (if warranted) to work out restructuring, continued central 
bank financial assistance where needed, and arrangement of new private 
sector partners for mergers or acquisitions (sometimes on a "clean balance 
sheet basis"). 68 

The eventual disposition of these banks has varied with the depth of 
their problems and the complexity of the litigation that followed. As of 
1988, two banks had been successfully rehabilitated and were about to be 
reprivatized. Two others have been declared insolvent; one of these has 
been closed, but lawsuits by the owners have delayed liquidation of the 
other.69 The fate of the other two banks remained undecided. The author-

'" Beginning in December 1984, CBP applied the treasury bill rate plus 2 percent to 
emergency loans with 90-day maturity. 

61 Republic Planters Bank and Philipinas Bank were acquired in rhe late 1970s. The pri\'ate 
banks acquired since 1982 were International Corporate Bank, Union Bank of the Philip­
pines, Associated Bank, and the Commercial Bank of Manila. 

• Only one proposal for merger of an insolvent bank was on this clean balance sheer basis. 
Bad loans would be taken our of the balance sheet and the new partner would bring in funds 
to recapitalize the bank. 

69 These two banks and the government-owned Philippine Veterans Bank are the three 
commercial banks that were actually liquidated during the 1980s. 
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ities intended to divest themselves and reprivatize all government-acquired 
banks. Change in ownership and management of these troubled banks was 
not always required. In one case, old stockholders were even allowed to 
maintain their equity position. 

Rehabilitation/Restructuring of DBP and PNB 

By the end of 1985, DBP and PNB, which together accounted for 
nearly one half of banking assets in the country, were recognized as 
insolvent. Their asset portfolios had deteriorated beyond repair; about 80 
percent of the combined portfolio was regarded as nonperforming. This 
deterioration reflected the politically motivated loans these institutions 
had granted during the 1970s and early 1980s, plus their poor internal 
controls, auditing, and lending standards; their takeover of troubled corpo­
rations; the economic recession; and the massive devaluation of the peso. 70 

The rehabilitation and restructuring of the two institutions began in 
November 1986. 

The Rehabilitation Program71 

The program of rehabilitating DBP and PNB included a restructuring 
of the finances, the establishment of new charters, the reorganization of 
staff and management, the setting up of new credit appraisal procedures, 
the introduction of improved budgeting and planning processes, and a 
rationalization of branch networks. 

Following an external audit to re-evaluate the assets and liabilities of the 
two banks, most of their nonperforming assets72 were transferred to the 
Assets Privatization Trust (APT) and others were written off. (APT, 
which was set up to facilitate the administration and disposition of non­
performing assets of government banks, mainly DBP and PNB, is dis­
cussed in the next subsection.) The Government recapitalized the banks 
and assumed the deposit liabilities equal in amount to the book value of 
nonperforming assets transferred minus the capital infusion. Government 
deposits constituted a large part of these deposit liabilities. The liabilities 
taken over by the Government, net of the Government's own deposits, 
became part of public debt. 

The bailout operation involved the transfer of :P I 07.5 billion of assets 
to APT, equivalent to 2 7. 2 percent of the total assets of the banking system 

"' The special position of DBP and PNB allowed them unlimited use of government 
deposits, exemptions from taxes, and access to government-guaranteed borrowing. 

71 This program was supported by World Bank resources under its Economic Recovery 
Loan. 

72 Non performing assets also included real assets and some contingent liabilities. 
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at the end of 1985 (see Table 1 5).'l PNB accounted for =P 47 billion, of 
which :P 6 billion worth of non performing assets came from its subsidiary, 
the National Investment Development Corporation, which was also heav­
ily involved in the rescue of failing businesses. DBP accounted for the 
remaining =P 60. 5 billion. As a result, the balance sheets of these two 
government financial institutions were scaled down sharply. Total assets 
of PNB declined from =P 79 billion in 1985 to =P 26 billion in 1986, while 
total assets of DBP went from =P 74 billion to =P I I  billion. 

Second, new management was introduced into both banks, and staffs 
were reorganized. The size of each staff was reduced over time. DBP staff 
was reduced from 4,147 employees in july 1985 tO 1,981 employees by the 
end of OctOber 1987; PNB staff was reduced from 6,500 to 4,700. The 
number of branches and the size of each head office also were reduced. 

The rehabilitation plan established new charters for the two banks. 
DBP was given the status of a thrift bank and hence will be subject to 
normal central bank regulations governing thrift banks. 74 At first it will 
concentrate on lending for agriculture, small- and medium-scale industry, 
and housing. Expanded lending in other areas-including wholesale rather 
than retail lending-was to be permitted only after a three-year rehabilita­
tion period ( 1987-89). PNB will continue to operate as a universal bank, 
but without access to special privileges or funds, and it will continue to 
serve as the principal banker for the Government and public enterprises, 
but within the rules prescribed for public deposits. After a two-year 
period of successful operations, PNB will be privatized through public 
offering of stock. 

The Handling ofNonpnforming Assets Through APT 

As already mentioned, APT is a government entity set up to administer 
and dispose of the nonperforming assets and government corporations 
transferred to it. ?s It has a paid-up capital of =P 100 million, a five-man 
Board of Trustees appointed by the President of the Phjlippines, and an 
expected life span of five years. 76 The Government contributed the entire 
capital of APT. 

" Bank credit to the private sector, in nominal terms, went from ,P I 53 billion at the end of 
1983 to ,P 96 billion (after transfer) at the end of 1986, compared with ,P 114 billion before 
transfer at the end of 1986. 

•• These regulations include limits on equity investments, limits on exposure 10 any one 
borrower, and the use of guarantees. However, the gearing ratio for the DBP will not exceed 
5:1 during the rehabilitation period although a 10: 1 ratio is permitted for thrifts. 

" In theory, APT could also receive public corporations that the Go\'emment wished to 
privatize. 

76 APT is supen·ised by the Committee on Privatization (COP), which is the firsnier of the 
asset disposition mechanism. COP is a five-man interministerial body chaired by the 
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Banks were allowed to transfer any nonperforming account with a value 
in excess of :P 10 million as well as smaller loans they had made with a 
government guarantee. Transfers were effected at book value. In accor­
dance with these criteria, legal titles on some 400 nonperforming accounts 
were transferred to APT in 1986 and 1987; about 75 percent of these are 
financial claims requiring foreclosure procedures that are expected to be 
long and costly. The remaining assets over which APT has physical 
control were being disposed of expeditiously. 

APT was to dispose of transferred assets according to a given set of 
principles and disposition mechanisms, including the following: 

• Sales were to be open to qualified buyers through competitive bid­
ding or auction arrangements. 

• Rehabilitation prior to disposal was to be undertaken only in excep­
tional cases, when it would lead to a justifiable increase in the assets' 
salability and price. 

• As a general rule, nonperforming accounts were not to be returned to 
their original owners. 

• ln the case of deferred payment, terms were to be consistent among 
the various individual transactions. 

APT could sell the transferred assets either directly or indirectly through 
the use of agents or brokers. The price and terms of settlement of the sale 
were to be decided on a case-by-case basis, upon approval by the Board of 
Trustees. Revenues from APT sales of nonperforming assets were to be 
transferred to the government budget as capital revenues. 

Both DBP and PNB selected members of their staff to participate on 
loan-workout task forces and charged them with managing the nonper­
forming assets transferred to APT: preparing the assets for sale/recovery, 
preparing legal documentation preliminary to the sale or seizure of collat­
eral, and so on.77 A management contract was signed under which APT 
reimburses all expenses related to handling of these nonperforming assets 
by the task forces, including salaries of task force staff. This effective 
transfer of staff was done to ensure that the bank was protected from 
political influence during the recovery process. For nonperforming ac­
counts retained in DBP and PNB (i.e., less than :P lO million in value per 
account), additional task forces went to work to manage loan recovery, and 
loan recovery rates are reported to be satisfactory. 

Minister of 1-inance. It is empowered to issue guidelines governing the disposition process, 
approve or disapprove individual disposition proposals on terms and purchasers, approve 
organizational and financial requirements of APT, and monitor the overall disinvestment 
program. 

71 The names of borrowers have become public and a number of them have now acted tO 
settle their obligations. 
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IV. Main Ftndings 

The paper has analyzed the causes of the Philippine financial crisis and 
the authorities' reactions to the crisis. The Philippine crisis followed a 
boom-bust phenomenon typical of those analyzed in crisis literature. After 
experiencing tremendous growth in the 1970s, both the real sector of the 
economy and the financial sector experienced a major contraction in the 
1980s. The main conclusion of this paper is that factors within the 
financial system were instrumental in provoking and exacerbating the 
crisis, and thus, a key transmission mechanism of the crisis ran from the 
financial sector to the real sector of the economy. This feedback from the 
financial to the real sector constituted the main focus of the paper. 

Although the deteriorating economy, the political climate, and the 
balance of payments crisis increased the financial fragility of corporate and 
noncorporate institutions, three phenomena originating inside the finan­
cial system provoked the crisis and exacerbated its impact on the real 
sector. First, improper sequencing of financial sector reforms in a period of 
macroeconomic and political shocks led to widespread loose lending prac­
tices, fraud, and mismanagement by numerous banks. In particular, the 
financial reforms neglected w tighten bank supervision as regulatory 
restrictions were dismantled in some areas (activity regulations, interest 
rate setting) and even kept in other areas (e.g., selective credit). 

Second, the limited competition in loan markets (reflecting in part the 
domination by bank holding companies) played a key role, although 
competition in deposit markets (reflecting low concentration in the bank­
ing industry as a whole) was strong. Before the crisis, the bank holding 
company structure allowed banks that belonged to these holding compa­
nies to engage in excessive risk taking with newly created and inexper­
ienced subsidiaries. Many of these subsidiaries would be hit by the limited 
crisis of 1981, causing the entire holding group to collapse. During the 
crisis, this structure contributed to the upward pressure on nominal 
lending rates. Statistical evidence suggests that, faced with mounting 
overdue loans, banks passed along to customers the cost of carrying 
overdue loans. Thus poor quality of the banks' own portfolios contributed 
to higher interest rates and exacerbated the effects of tight monetary 
policies. 

Third, sharp portfolio shifts in the banking and nonbanking sectors 
appear to have complicated monetary and fiscal management, and contrib­
uted to crowding out the private sector. After 1983, monetary manage­
ment based on indirect instruments not only became vulnerable to predic­
tion errors and M 3  was no longer a reliable intermediate target, but also 
faced conflicting objectives during a crisis-namely, maintaining mone­
tary stability while preventing the collapse of the banking system. Also, 
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despite a tighter stance and a reduction of the budgetary deficit (in percent 
of GNP) after 1983, the fiscal authorities had to step up domestic borrow­
ing because foreign financing had dried up. These demand management 
policies, in turn, caused interest rates to skyrocket and reduced sharply 
domestic funds available to the private sector, thereby worsening the 
recession. 

Banks' behavior also contributed to the recession as widespread uncer­
tainty in the economic outlook and attractive rates on central bank and 
government securities led banks to ration private sector credit during the 
crisis and to allocate investible funds into safe outlets. However, this issue 
requires further empirical scrutiny. 

In reaction, CBP and the Government took financial assistance mea­
sures to contain the crisis and long-term restructuring measures to restore 
the soundness of the financial system. The various support measures to 
deal with problem banks helped to contain the crisis during the difficult 
macroeconomic environment which existed between 1983 and 1986, and 
the Government eventually had to assume the large accumulated losses. 
The institutional solutions in this regard-the specific recapitalization and 
restructuring of the banking system and the method of disposition of 
problem assets-seem comprehensive and well conceived; their effective­
ness in terms of minimizing future problems remains to be assessed. 
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APPENDIX 

Appendix Table 1 .  Estimation of the Determinants 
of Banks' Interest Margins, 1 981 (IV)-1986(1V) 

(Annual percentages) 

Dependent 
Variable 

(it-iol Independent Variables Summary Statistics 

Herfindahl- Durbin-
Hirschman Overdue' Adjusted Watson 

Constant Inflation index' loans R' statistic 

Equation I 

Equation II 

5.95 
(0.38) 
0.14 

(0.82) 

0.07 
(1 .77) 

0.06 
(2.54) 

-0.40 
( -0.29) 

0 . 19  
(1 .13) 
0.22 

(1 .89) 

Note: (it - ic) = gross interest margin on short-term bank rates. 
'Annual data were divided by four and repeated for each quarter. 

0.20 1 .14 

0.23 1 . 1 7  
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Appendix Table 2. Indicators of Activity 
and Financial Performance of 1 ,000 Top 

Industrial Corporations, 1 980-84 

1980 1981 1982 1983 1984 

Total assets (TA) 176.5 130.0 184.8 251.5 284.2 

Current assets ((A) 58.9 62.7 69.5 82.1 96.8 
Fixed assets (FA) 47.3 53.8 96.3 136.1  160.4 
Other assets (OA) 10.3 13.5 19.0 33.3 27.0 

Total liabilities (TL) 77. 6 89.3 126. 1 178.9 209.4 

Current liabilities (CL) 50.7 57.4 67.8 83.8 96.7 
Long-term liabilities (LL) 26.9 3 1 . 9 58.3 95.1 1 1 2.7 

Equity (E) 38.7 59.2 40.7 72.6 75.0 

Net income (IN) 0.2 - 1. 7 -2.0 2.6 

Gross revenue (R) 1 1 9.2 140.9 167.9 230.0 

Sales 1 1 4.6 137.2 163.5 223.5 

(In percent ) 

Selected financial ratios 
Leverage 

TUE 2.1 1.5 3.1 2.5 2.8 
Activity 

SICA 182.8 197.4 199.1  230.9 
S!fA 88.1 74.2 65 .0 78.6 

Profitability 
IN/E 0.2 -4.2 -2.7 3.5 
INfrA 0 . 1  -0.9 -0.8 0.9 

Liquidity 

rAJt-1 ., 1 r- :> 1('\0 � 1 0? c:: OA () 100 1 

Source: Business Oay(1981-84). 
Note: The 1 ,000 top industrial corporations consist of the largest corporations in construe-

tion; electricity, gas, and water; manufacturing; and mining and quarrying sectors. 
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Distressed Fmancial Institutions in 
Thailand: Structural Weaknesses, 

Support Operations, and Economic 
Consequences 

R. Barry johnston1 

This chapter is one in a series of examinations of experiences with 
financial crises in different countries. Although each of these experiences 
reflects country-specific factors, each also provides general background on 
the potential causes and consequences of financial crises. A recurring 
theme in this book is the interrelationship between the stability and 
soundness of the financial system, the role of regulation and supervision of 
the financial institutions, and macroeconomic conditions. This chapter 
reviews the background for the deterioration in the conditions of financial 
institutions in Thailand, the remedial actions and support arrangements 
that were subsequently taken, and the consequences for macroeconomic 
conditions. 

The financial system in Thailand faced a crisis in the first half of the 
1980s. Poor managerial practices, accompanied by inadequate regulations 
and supervision, led to a gradual deterioration in the quality of the balance 
sheets of Thailand's financial institutions. The difficulties were exacer­
bated by a slowdown in economic activity in the early 1980s. Beginning in 
1983, the Thai authorities had to intervene in the affairs of about 50 
finance and security companies and 5 commercial banks, which together 

1 An earlier version of this paper was discussed at the IMF Seminar on Central Banking, 
November 28-December 9, 1988. I am grateful to V. Sundararajan and Tarisa Watanagase 
for their comments on an earlier draft of the paper, and tO Anne Johannessen for her help in 
compiling the information in Section Ill. 
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accounted for about one fourth of the total assets of Thailand's institu­
tions. Twenty-four finance and security companies were closed and 9 
others merged into 2 new companies; 13 finance companies and 5 commer­
cial banks continued to receive support, including financial subsidies in 
the form of "soft" loans. Remedial actions also continued; these included 
reductions in capital values, management restructuring, and the buildup of 
capital and reserves under financial programs set by the authorities. As a 
result of the crisis, the power of the authorities to supervise and restruc­
ture financial institutions was substantially strengthened. The macro­
economic impact of the crisis was probably procyclical, resulting in a more 
restrictive policy in 1984 and 1985 and a more expansionary policy in 1986 
and 1987. 

Section I reviews the structure of the financial system and the evolution 
of banks and finance companies; Section II discusses some indicators of 
the condition of financial institutions; Section J11 examines the reasons for 
the weakening position of financial institutions in Thailand, emphasizing 
structural and reguJatory inadequacies; Section IV describes the arrange­
ments to support the ailing financial institutions; Section V assesses the 
success of these support arrangements; Section VI examines the macro­
economic consequences of the financial crisis; and Section VII presents 
the conclusion and a summary of the main findings. 

I. Structure of the Fmancial System and Evolution 
of Banks and Fmance Companies 

The financial system in Thailand appears relatively diversified. As of 
the end of 1987 it consisted of the Bank of Thailand (BOT), the central 
bank; 16  local commercial banks and 14 branches of foreign banks; a 
number of representative offices of foreign banks; nonmonetary financial 
institutions comprised 94 finance companies, I I  security companies, and 
25 credit foncier companies; a number of government-owned or govern­
ment-sponsored specialized financial institutions (the Government Sav­
ings Bank-GSB; the Bank for Agriculture and Agricultural Cooperatives 
-BAAC; the Government Housing Bank-GHB; the Industrial Finance 
Corporation ofThailand-lFCT; and the Small Industries Finance Office 
-SIFO); a large number of savings and agricultural cooperatives; 12  life 
insurance corporations; the Securities Exchange of Thailand (SET); short­
term money markets; and a sizable unorganized financial system. Table I 
provides a summary of the main characteristics of the financial institu­
tions. In practice, assets of the financial system are concentrated mainly 
among the commercial banks and the finance companies, which are pre­
dominantly private sector institutions, and the GSB. Because of the 
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concentration of assets, a crisis among the banks and finance companies is 
tantamount to a financial sector crisis. 

The establishment of local and foreign banks had proceeded at a rapid 
pace up to 1955, when the Thai Cabinet passed a resolution to restrict the 
approval of new banks; a virtual moratorium on new banking licenses was 
imposed from the mid-1970s (see Table 2). At the end of 1987 there were 
16  local and 1 4  foreign-owned banks, virtually the same number as in 
1966.2 In addition to imposing a virtual moratorium on new banks, the 
Government restricted each foreign bank's branching activities to a total of 
20 local branches. The local commercial banks, by contrast, developed an 
extensive branch network and at the end of 1987 the 16 local commercial 
banks had I ,  964 local branches, excluding head offices, compared with 
352 in 1960. 

Most local banks were established by Thai-Chinese business families 
and trading houses to help finance their operations. The Bangkok Bank, 
the Thai Farmers Bank, the Bank of Ayudhya, the Bangkok Metropolitan 
Bank, and the Bank of Asia have remained effectively family-controlled 
institutions. The Government has also become an important participant in 
bank ownership: the Krung Thai Bank, and more recently the Sayam 
Bank, are government owned and the Government has minority share­
holdings in several other banks. 1 

The banking system in Thailand is highly concentrated. Local banks 
account for 95-97. 5  percent of total commercial bank assets, advances, and 
deposits (see Table 2). Within the commercial banking sector, business is 
concentrated among a few banks. At the end of 1986 the largest bank, the 
Bank of Bangkok, accounted for about 30 percent of total commercial bank 
assets and deposit liabilities, and the three largest banks (the Bangkok 
Bank, the Thai Farmers Bank, and the Krung Thai Bank) together ac­
counted for about 57 percent of commercial bank assets. The smallest five 
local banks accounted for only 5-6 percent of commercial bank deposits 
and assets. The two government-owned banks, the Krung Thai Bank and 
the Sayam Bank, which have been operationally merged, are the second­
largest banking organization; together they account for about 1 5  percent of 
bank assets. The banks have operated an effective interest rate cartel 

' The only new bank opening after 1966 was the German-based European Asian Bank, 
which reflected both the lack of a previous German representation and the desire by the Thai 
Farmers Bank to open a branch in the western part of Germany. Ofrhe 16 local banks, the 
Sayam Bank stopped accepting deposits and extending credits in April 1987, when its 
performing assets and deposit liabilities were transferred to the Krung Thai Bank (discussed 
later in this section and in Sections II and V). 

1 The Siam Commercial Bank, the Bangkok Bank, the First Bangkok City Bank, the Bank 
of Ayudhya, the Thai Military Bank, and the Union Bank of Bangkok all have some 
govem.ment ownership. 
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Table 2. Date of Opening and Distribution of 
Private Sector Deposits for Commercial Banks 

Deposits as a Percentage 
Year of of Total 

Bank Opening (December 3 1 ,  1 986) 

Local commercial banks 
Siam Commercial Bank 1906 8.7 
Nakornthon Bank' 1933 0.9 
Bank of Asia 1939 2.4 
Siam City Bank 1941 4.1 
Bangkok Bank of Commerce 1 944 4.7 
Bangkok Bank 1 944 26.6 
Bank of Ayudhya 1945 5.9 
Thai Farmers Bank 1945 1 4 . 1  
Laem Thong Bank 1 948 0.5 
Union Bank 1 949 1 .  9 
Thai Danu Bank 1 949 1 .2 
Bangkok Metropolitan Bank 1950 4 . 1  
Thai Military Bank 1957 5.1 
First Bangkok City Bank 1 960 2.9 
Sayam Bank2 1965 2.0 
Krung Thai Bank 1 966 1 2 . 7  

Subtotal 97.8 
Foreign commercial banks 

Hongkong and Shanghai Banking 1 888 0.3 
Corporation 

Standard Chartered Bank 1 894 0.2 
Banque lndosuez 1897 0.1 
Four Seas Communication 1 909 
Bank of Canton 1 9 1 9  
Citibank1 1923 0.1 
International Commercial Bank of 1947 0.1 

China• 
Bharat Overseas Bank5 1947 0.1  
Bank of America 1 949 0.2 
Mitsui Bank 1952 0.3 
Bank of Tokyo 1 962 0.4 
Chase Manhattan Bank 1 964 0.2 
United Malayan 1 964 0.1  
Deutsche Bank (Asia)' 1978 _QJ_ 

Subtotal 2.2 

Total 100.0 

Source: Bank of Thailand. 
' Previously Wang Lee Bank Ltd. • Previously Bank of China Ltd. 
2 Previously Asian Trust Bank Ltd. 5 Previously Indian Overseas Bank Ltd. 
1 Previously Mercantile Bank Ltd. 6 Previously European Asian Bank Ltd. 
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organized around the Thai Bankers' Association (TBA); in recent years the 
cartel arrangements have been breaking down under pressure from foreign 
competition for bank loans to domestic customers and official encourage­
ment of a more competitive interest rate structure; by the end of 1988, the 
competitive setting of local deposit rates had begun to emerge. About 60 
percent of the value of commercial bank deposits is accounted for by 
deposits larger than B 500,000 (US$20,000), and some 70 percent of 
credits outstanding are for loans exceeding B 1 . 0  million (US$40,000). 
Because of various family and corporate connections among bank cus­
tomers, the effective degree of deposit and loan concentr-ation is even 
higher. 

Finance and security companies make up the second major group of 
financial intermediaries. Finance companies-which, in contrast to com­
mercial banks, are highly competitive institutions-first emerged in the 
early 1960s as the finance arm of retailers. Subsequently, finance compa­
nies expanded their activities into certain types of corporate finance; the 
first full-fledged finance company was established in 1969. The entry of 
new finance and security companies was first regulated by National 
Executive Council Announcement No. 58 issued in July 1972, but this 
order left the finance and security companies relatively free in their 
operations compared with commercial banks. Thus the effect of the 
Executive Council Order was largely to give official recognition to the 
companies, thereby significantly increasing their attractiveness to inves­
tors. Further controls were placed on the operations of finance companies 
by the Finance, Securities, and Credit Foncier Business Act, BE 2502, in 
1979, when problems emerged with one finance company (Raja Finance). 
As described (in Section Ill), however, these controls were generally 
inadequate to regulate these companies. 

The number of finance companies grew rapidly during the 1970s, when 
foreign and local banks set up such companies partly to avoid the morato­
rium on new banking licenses and on foreign bank branching, and partly 
to avoid the maximum interest rate and credit controls imposed on com­
mercial banks. Initially, financial companies were not subject tO interest 
rate ceilings, and when those ceilings were introduced, they were higher 
than the ceilings on commercial banks. The number of finance companies 
grew from 1 7  in 1971 to 78 in 1973 and 1 1 3 in 1979. 

Chart 1 illustrates how finance company assets grew much faster than 
commercial bank assets up to 1979; Charts 2 and 3 show the positive 
relationship between the relative growth of finance company promissory 
notes and bank time deposits, and the differential in the interest rates paid 
by finance companies and banks up to 1979. The fluctuation in 1979 
coincided with the emergence of problems with a finance company (al­
ready noted) which temporarily undermined general confidence in finance 
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Chart 1 .  Growth of Finance Company and 
Commercial Bank Assets, 1972-86 

(In percent) 

Finance companies 

1972 73 74 75 76 77 78 79 80 81 82 83 84 85 86 
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Chart 2. Growth of Time and Saving Deposits with Finance 
Companies and Commercial Banks, 1 972-86 

(In percent) 
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Chart 3. Interest Differential Between Finance Company and 
Commercial Bank Deposit Rates, 1 972-86 
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Thai finance companies engage in diverse activities. In December 1987, 
22 were licensed only for finance company business (consumer install­
ment lending, corporate advances, etc.); I I  only for securities business 
(essentially stockbroking); and 72 for both activities, performing functions 
not unlike those of merchant/investment banks. The largest finance com­
pany, with assets of B 8.4 billion, was about the same size as the third­
smallest commercial bank, and 6 finance and security companies had 
larger assets than the smallest commercial bank. The I 0 largest companies 
accounted for about 30 percent of the total assets of finance companies. 
Finance companies can borrow through the issuance of fixed-term promis­
sory notes but cannot accept deposits. Because promissory notes can be at 
call and withdrawn on demand, however, the practical effect of this 
restriction has been limited. Business and household holdings of promis­
sory notes accounted for 52 percent of the liabilities of finance and security 
companies. 

II. Fmancial Position of Banks and Fmance Companies 

The financial position of Thai commercial banks and finance companies 
weakened during the first half of the 1980s. 

Commercial Banks 

Between 1980 and 1986, average bank net profits fell from 25 percent to 
7 percent of capital funds, and capital/assets ratios declined from 6.4 
percent to 5 .  7 percent (Table 3). An examination of the components of 
"other assets" of banks (Table 4) indicates the substantial buildup in 
interest and income earned but not received in recent years, equivalent to 
about 2 percent of total assets. About 15 percent of the total assets of Thai 
banks were estimated to be delinquent in 1987. 

It is difficult to assess the financial position of institutions simply by 
focusing on a few ratios. For example, historical net profit figures are 
misleading because they include accrual of income and interest earned but 
not received. Moreover, because banks did not make adequate provision 
for loan losses, the banks' reported net profit was inflated. More recent net 
profit figures, . which improved to about I I percent of capital funds in the 
12  months to June 1987, also are exaggerated because they have been 
boosted by the soft loan subsidy provided by the BOT (see Section JV). 

Similarly, the historical capitaUassets ratios failed to give a true picture of 
bank solvency because little debt was provisioned or written off. More 
recently, capital values of banks have been ·written down against loan 
losses, and in 1986 and 1987 banks raised about B 15-20 billion in new 
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Table 4. Components of "Other Assets" of Commercial Banks, 
End of Period, 1 983-86 

1 983 1 984 1 985 

(In biflions of baht) 

Premises, furniture, and equipment 1 1 .2 12.4 14.5 
Properties foreclosed 1.5 1 .7 1 .8 
Accrued interest receivable 3.7 5.5 8.2 
Prepaid expenses 0.9 2 . 1  4.9 
Income earned but not collected 1 .9 2.3 2.9 
Interoffice expenses 1 . 1  0.9 1 . 3  
Sundry debtors 1 .0 1 . 4  2 . 1  
Other 4.3 4.9 4.9 

Total 25.7 3 1 .2 40.6 

(Percentage change) 

Premises, furniture, and equipment 10.7 16.9 
Properties foreclosed 13.3 5.9 
Accrued interest receivable 48.7 49.1 
Prepaid expenses 133.3 133.3 
Income earned but not collected 2 1 . 1  26.1 
Interoffice expenses - 1 8.2 44.4 

1 986 

1 6.4 
2.6 

1 1 .0 
5 . 1  
4.5 
1 .4 
0.6 
5.7 

47.3 

1 3 . 1  
44.4 
34.2 

4 . 1  
55.2 

7.7 
Sundry debtors 40.0 50.0 - 7 1 . 4 
Other 14.0 16.3 

Total 21.4 30.1 16.5 

Source: Bank of Thailand. 

capital funds. As a result, the more recent capital/assets ratios imply a 
sounder financial position than the same ratios one to two years pre­
viously. 

Jndicators of the performance of individual local commercial banks in 
1985 and 1986 are shown in Table 5. The capital/assets ratios of most 
banks were relatively low by international standards,• and the ratios for 8 
banks declined in 1986. Seven banks, including the first-, third-, and 
fourth-largest banks, had capital/assets ratios below 5 percent. Eleven of 
the 1 6 local banks for which data are available recorded net profits in 1986; 
however, the net profitability of I 0 of these banks declined relative to 
1985. Two other banks slightly reduced their losses. Returns on equity fell 
by between 3 and 5 percentage points in 1986 to an average of about 7 

• The Basle Committee of Banking Supervisors has recently recommended a minimum 
capital-to-risk assets ratio of 8 percent. See Bank for International Settlements, Committee 
on Banking Regulations and Supervisory Practices, lnurootionol Couvugettct of Capitol Altas­
umumt and Standards (Basic, July 1988). 
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percent. Most banks added to their provisions for loan losses in 1986, but 
the typical provision amounted to much less than I percent of assets. 

During 1987, 5 banks with assets amounting to about 25 percent of total 
commercial bank assets received official support, and 2 other banks were 
reported to be having financial difficulties (see Table 6). 

Finance and Security Companies 

The financial crisis among finance and security companies began in the 
autumn of 1983, when a finance company and two affiliates were closed as 
a result of large losses; between 1983 and 1986 a total of 20 finance 
companies and 4 security companies were closed. These closures were 
accompanied by a loss of confidence which resulted in a withdrawal of 
deposits. In the year to September 1984, finance and security company 
liabilities to businesses and households fell by I I  percent, but the growth 
in their liabilities to the banking system began to accelerate, as banks and 
the BOT moved to support ailing finance companies (Table 7). In 1985 
business and household deposits recovered somewhat, but not enough to 
prevent a further increase in liabilities to the banking system, which rose 
to 25 percent of assets by the end of 1987. The capitaUassets ratios of 
finance and security companies feiJ from 12 percent in 1980 to 6. 7 percent 
in 1985. Reserves for loan losses rose to about 2 percent of assets, and 
delinquent debts were estimated at between I 0 and 1 5  percent of assets. 

Operating losses of finance and security companies were B 200 million 
in 1986, reduced from B 600 million in 1985 and B 400 million in 1984. 
However, as was true of the profit figures for the commercial banks, the 
underlying profit trends are difficult to discern because of the soft loan 
subsidy that has been provided by the BOT and the various provisions for 
loan losses. BOT loans to finance and security companies increased from 
B 3 .  7 billion at the end of 1984 to B 7.4 billion at the end of 1985 and B 9. 1 
billion by the end of 1987. Assuming that the interest subsidy on these 
loans averaged 7 percent, the BOT support arrangements might have 
increased finance and security company profits by B 300 million in 1984, 
B 600 million in 1985, and B 700 million in 1986. But companies increased 
their loan loss provisions by B 900 million in 1986. Similarly, the interpre­
tation of the trends in the capitaUassets ratios has been affected by the 
writing down of capital values against loan losses and the subsequent 
raising of new capital. 

ID. Reasons for Weakening Position of Banks 
and Fmance Companies 

A combination of factors contributed to the weakening financial posi­
tion of banks and finance companies. 



©
In

te
rn

at
io

na
l M

on
et

ar
y 

Fu
nd

. N
ot

 fo
r R

ed
is

tri
bu

tio
n

Ta
b

te
 6

. 
C

o
m

m
e

rc
ia

l 
B

an
ks

 That
 W

er
e 

Rec
e

iv
in

g
 Fi

n
an

ci
al

 S
u

p
po

rt
 o

r 
H

ad
 R

epo
rt

ed
 Fi

na
n

ci
a

l 
D

iffi
cu

lt
ie

s 
1-.j

 
�

 
(Pos

it
ion

 a
t en

d-
Decem

be
r 

19
86

) 
c

o 

•
 

T
ota

l As
sels

 
?

 
In

 
As

 
Ca

pi
ta

V 
Loa

n/
 

R
ec

om
mend

at
io

n
s 

co
 

b
ill

ion
s 

pe
rc

e
nt

 
As

sels 
Depo

si
t 

R
epo

rt
ed

 
b

y 
B

a
n

k
 o

f 
S

u
ppo

rt
 

>
 

o
f 

b
ah

t 
o

f t
o

ta
l 

R
at

io
 

R
a

tio
 

D
iff

ic
u 

I ti
e

s 
Tl-a

a
ila

n
d

 
A

rr
an

gemefl
ts

 
;:

:::; 
;;o

 
<

 

B
an

k
o

( 
As

ia
 

1
7

.2
 

2
.1

 
6

.3
 

7
9

.2
 

B
 1

. 7
 b

il
li

on
 w

a
s 

pr
o-

'
-

0
 

vi
ded

 a
s 

a
 so

ft
 lo

an
 b

y
 

:J:
 

BO
T

 in
 1

9
8

7
. 

z
 

S
ay

am
 B

a
n

k
 

2
0

.8
 

2
.5

 
2.

6
 

8
6

.3
 

Ta
ken

 Ovet"
 by

 Gove
rn

-
Vl

 
..

.., 
m

e
n

t 
in

 A
u

g
u

st
 1

9
8

4
 

0
 

a
n

d
 o

p
e

ra
 ti

o
n

a
 II

 y
 

z
 

m
e

rg
e

d
 

w
it

h
 

K
ru

n
g

 
T

h
a

i 
B

a
n

k
 i

n
 Feb

ru
ar

y 
19

8
7

. 
M

o
n

e
ta

ry
 a

u
-

th
o

ri
ti

es
 pr

o
vided

 8
 3

.5
 

b
ill

io
n

 i
n

 s
u

p
p

o
rt

 
in

 
19

8
6

: 
8

 5
00

 m
il

lio
n

 t
o

 
bo

ost
 

ca
p

ita
l.

 B
 

1 
b

il
-

I i
o

n
 

to
 

a
b

s
o

rb
 

b
a

d
 

d
e

b
ts

, 
an

d
 r

e
m

a
in

d
e

r 
a

s 
a

 so
h

 lo
an

. 
Rrst

 B
a

ngk
o

k
 

2
7

.5
 

3.
3

 
5.

8
 

10
1.

2
 

At
 en

d
-1

9
8

5,
 b

ad
 d

e
b

ts
 

V
al

ue
 o

f c
a

p
it

al
 w

as
 o

r-
R

ece
iv

ed
 a

 so
ft 

lo
an

 o
f 

C
it

y
 B

a
n

k
 

w
er

e
 r

epo
rt

ed
 a

t 
B

 2
.8

 
d

e
re

d
 r

e
d

u
c

e
d

 f
ro

m
 

B
 3

.8
 b

il
lio

n
 w

ith
 a

 1
 0

-
b

il
li

o
n

; 
in

c
lu

si
o

n
 

o
f 

B
 1

.3
6

5
 b

il
lio

n 
to

 B
 68

 
y

e
a

r 
m

at
u

ri
ty

 i
n

 M
a

y
 

d
o

u
b

tf
u

l 
d

e
b

ts
 w

o
u

ld
 

m
il

l,i
o

n
, 

a
n

d
 t

h
e

n
 

1
9

8
6

 f
ro

m
 

B
O

T
. 

RF
 

pu
sh

 f
ig

ur
e

 t
o

 
B

 5
 b

il-
ra

ised
 t

o
 B

 2
 b

ill
io

n
. 

sto
od read

y
 t

o
 t

ak
e

 u
p

 
li

on
. 

6
 5

00
 m

il
rio

n
 o

f 
sha

res
 

is
su

e
d

. 
B

O
T

 o
ff

ic
ia

ls
 

to
ok 

O
vet"

 m
an

ag
e

m
e

flt
 

of
 the

 ba
n

k
. 



©
In

te
rn

at
io

na
l M

on
et

ar
y 

Fu
nd

. N
ot

 fo
r R

ed
is

tri
bu

tio
n

Si
am

 C
ity

 B
an

k 
28

.6
 

3
.4

 
5

.7
 

8
2

.3
 

O
rd

er
ed

 t
o

 r
ed

o
ce

 c
ap

-
Soft

 l
oa

n
s 

pmv
id

e
d

 b
y

 
it

a
l 

fr
o

m
 B

 80
0 m

il
li

on
 

B
O

T
; 

ra
ised

 B
 1

 b
ill

ion
 

to
 B

 4
0

 m
ill

io
n

, a
n

d
 t

o
 

of
 n

e
w

 s
h

a
re

s 
in

 Feb
ru

-
in

c
re

a
s

e
 

it
 s

u
b

s
e

-
ary

 1
9

87
 _ R

F
 w

a
s 

re
ad

y 

q
u

e
n

tl
y

 t
o

 B
 

1
.5

 b
il

-
to

 ta
ke

 u
p

 
B

 5
00

 m
il-

li
o

n
. 

B
O

T
 t

o
 a

p
p

ro
v

e
 

lio
n

 o
f 

sh
ar

e
s 

is
su

ed
. 

m
an

ag
e

m
e

nt
. 

K
ru

n
g

 T
h

ai
 

10
5

.6
 

12
.6

 
4

.2
 

7
3

.6
 

W
e

ak
 c

a
p

it
a

l 
a

n
d

 r
e

· 
R

e
c

a
p

it
a

 I i
 z

a
ti

o
n

 
o

r 
B

a
n

k 
se

rv
e

 
p

o
si

ti
o

n
. 

A
ls

o
 

b
a

n
k

 
w

it
h

 
a 

c
a

p
it

a
l 

ha
d

 e
x

per
ie

nc
ed

 l
o

sse
s 

su
b

sc
ri

p
ti

o
n

 o
f 

B
 2

 b
il-

beca
u

se
 of

 t
he

 ove
re

x:-
li

o
n

 i
n

 1
9

8
7

. 
t:

:::l 
p

o
su

re
 o

f 
a

 f
in

a
n

c
ia

l 
�

-
..

.. 
su

b
si

d
ia

ry
 U

fC
Q

_ 
..

.. 
�

 a
 

O
ther

 B
an

ks
 w

ith
 R

eport
ed

 Fi
na

nci
al

 Dif
ftrulti

es
 

..
.,., 

�
: 

�
 

1:
:1 

B
a

n
g

kok
 

3
3

.8
 

4
.0

 
5

.1
 

9
4

.9
 

lo
an

 e
xpos

ur
e

 t
o

 th
e

 li
-

Ma
n

a
g

e
m

e
n

t 
str

uc
tu

re
 

T
h

e
 G

o
v

e
rn

m
e

n
t 

h
as

 
�

 
...,

 
M

e
tr

o
po

lit
an

 
q

u
o

r 
se

c
to

r 
a

n
d

 
lo

w
 

to
 be

 re
vi

sed
 t

o
 red

u
c

e
 

s
u

p
p

o
rt

e
d

 
th

e
 

S
u

ra
 

<:;
-

-
B

a
n

k
 

ca
p

ita
l 

fu
n

ds
. 

fa
m

ily
 i

n
ft

u
e

n
ce

; 
ex

po
-

T
h

ri
p

 G
ro

u
p

 (
li

q
u

o
r 

f 
su

re
 t

o
 l

iq
u

o
r 

sec
to

r 
to

 
g

ro
u

p
) 

to
 p

ro
te

ct
 b

an
k-

be
 r

ed
uc

ed
; 

reg
is

te
red

 
in

g
sy

st
e

m
. 

�
-

c
ap

it
al

 t
o

 b
e

 r
ai

se
d 

"'
 

::
 

fr
o

m
 

B 
500

 m
ill

io
n 

to
 

..
... 

�
-

B
 1

 b
ill

io
n

. 
,::

 
la

em
Th

on
g

 
4

.6
 

0
.6

 
19

.9
 

1
10

.3
 

E
x

p
e

ri
e

n
c

e
d

 
lo

a
n

 
·

..
....: 

�
 

B
a

nk
 

lo
sse

s 
an

d
 los

s 
o

f c
o

n
fi

-
1:

:1 �
 

d
e

n
c

e
 a

m
o

n
g

 d
e

po
si

-
::

 
to

rs
, 

le
ad

ing
 to

 d
e

po
si

t 
,

::
:.._ 

w
ith

d
ra

w
a

ls
. 

·• "-'
 

�
 

>0
 



©
In

te
rn

at
io

na
l M

on
et

ar
y 

Fu
nd

. N
ot

 fo
r R

ed
is

tri
bu

tio
n

..
.... 

..
... 

0
 

•
 

T
ab

le
 7

. 
In

d
ic

at
o

rs
 o

f 
fi

na
nc

ia
l 

Pos
it

io
n

 o
f 

Fi
n

a
n

ce
 a

nd
 Sec

u
ri

ty
 C

o
m

p
a

ni
es

, 
En

d
 o

f 
Pe

ri
od

, 
19

80-3
7

 
?

 

19
8

0
 

19
8

1 
19

8
2 

19
8

3 
19

8
4

 
19

8
5

 
19

8
6

 
19

8
7

 
t:t:'

 
>

 
;:

::, 

To
ta

l a
sse

ts
 (i

n 
b

il
li

o
ns

 o
f 

b
ah

t)
 

6
5

.4
 

7
7

.6
 

9
5

.7
 

10
6

.3
 

1
19

.5
 

1
3

2
.8

 
14

2
.8

 
16

3
.2

 
::

:0 
-<

 

A
n

nu
a

l pe
rc

en
ta

ge
 in

cr
e

a
se

 
14

.9
 

18
.7

 
2

3
.3

 
1

1
.1

 
1

2
.4

 
1

1
.1

 
7

.5
 

14
.3

 
'-

· 
,.

.. 

A
n

n
u

al
 g

ro
w

th
 o

f 
b

u
si

n
e

ss
 a

n
d

 h
o

us
e

ho
ld

 
""'

 

z
 

De
po

si
ts

 
2

2
.3

 
2

8
.8

 
2

5
.4

 
5

.2
 

-
5

.4
 

16
.0

 
4

.0
 

7
.6

 
3

 
Lo

an
s 

1
1

.8
 

1
7

.6
 

2
1

.0
 

16
.4

 
5

.7
 

8
.2

 
9

.3
 

12
.6

 
,.:

 
e

t 
lia

b
ili

tie
s 

(in
 b

il
lio

ns
 o

f b
ah

t) 
to

 
""'

 
z

 
B

a
n

ki
n

g
 s

ys
te

m
 

4
.3

 
0

.4
 

0
.4

 
6

.6
 

15
.4

 
18

.2
 

2
3

.8
 

3
5

.7
 

B
a

n
k

 o
f 

T
ha

ila
n

d
 

1
.0

 
0

.2
 

-
0

.2
 

0
.2

 
3

.7
 

7
.4

 
10

.1
 

9
.1

 
C

o
m

 m
er

c
ia

 I b
a

n
ks

 
3

.3
 

0
.3

 
0

.6
 

6
.4

 
1

1
.8

 
10

.7
 

1
3

.7
 

2
6

.6
 

B
u

si
ne

ss
e

s 
a

nd
 h

o
use

ho
ld

s 
-

9
.0

 
-

6
.0

 
-

4
.9

 
-

13
.1

 
-

2
1.

7
 

-
1

3
.2

 
-

1
5

.5
 

-
2

2
.5

 
A

s 
pe

rc
e

nt
 o

f 
as

se
ts

 
C

a
p

ita
l a

c
co

u
nts

 
12

.0
 

10
.4

 
9

.2
 

9
.7

 
7

.6
 

6
.7

 
6

.8
 

6
.7

 

R
e

se
rv

es
 f

o
r 

lo
a

n
 lo

ss
e

s 
1

.1
 

1.
7

 
1

.7
 

Bo
rr

o
w

in
g

 fr
o

m
 b

a
n

ki
n

g
 s

ys
te

m
 

9
.6

 
5

.6
 

6
.5

 
10

.1
 

15
.9

 
17

.3
 

19
.3

 
2

4
.9

 
B

o
rr

o
w

in
g

 f
ro

m
 h

o
u

se
h

o
ld

s 
a

n
d

 b
u

si
nes

se
s 

6
3

.2
 

6
8

.5
 

6
9

.6
 

6
6

.0
 

5
5

.5
 

5
7

.9
 

5
6

.0
 

5
2

.1
 

A
d

v
an

c
e

s 
to

 h
o

use
ho

ld
s 

an
d

 b
u

si
ne

ss
e

s 
5

7
.3

 
5

8
.8

 
5

6
.6

 
6

0
.0

 
6

0
.7

 
5

8
.2

 
5

8
.8

 
5

6
.9

 
C

la
im

s 
o

n
 G

o
v

e
rn

m
e

n
t 

4
.6

 
4

.5
 

5
.7

 
5

.0
 

7
.9

 
1

1
.1

 
1

1
.7

 
1

2
.4

 

So
urce

: B
a

n
k

 o
f 

Th
a

ila
nd

. 
So

m
e

 figu
res

 atc
e

 pa
rt

ly
 es

tim
at

ed
. 



©International Monetary Fund. Not for Redistribution

Distressed Financial Institutions in 'J'hailand • 2 5 1  

Institutional Weaknesses 

The oligopolistic structure of the banking system, which allowed banks 
to make profits for many years, also led the banking industry to be 
inefficient and encourage bank management and shareholders to pay little 
attention to safety and soundness. The structure of bank ownership and 
the high concentration of banking activity also led to weaknesses in the 
banking system. In 1981, the Governor of the BOT summarized several of 
the management problems of commercial banks as follows:5 

• Several managers were not professional bankers but were extensively 
involved in commercial enterprises and gave too little attention to 
running their banks; 

• Inadequate internal controls and operating procedures provided scope 
for malpractice, irregularities, and fraud; 

• Contrary to sound banking practices, the institutions extended credit 
and guarantees to businesses in which directors and shareholders of 
the banks were heavily involved; 

• Banks constructed lavish and unnecessarily large headquarters and 
bank offices, which raised banks' operating costs excessively; 

• Banks failed to diversify their share ownership and to include more 
small shareholders-practices that might have imposed greater disci­
pline on the activities of directors and managers; 

• Concentration of lending to a few large interrelated enterprises and 
industries magnified the risk exposure of the banks and reduced the 
supply of credit to smaller borrowers, thereby possibly impeding 
economic development; 

• Lack of competition between banks may have raised lending margins 
and reduced deposit rates thereby discouraging savings and reducing 
the attractiveness of the organized vis-a-vis the unorganized financial 
markets. 

Management weaknesses were especially notable in many finance and 
security companies. In contrast to commercial banks, finance companies 
were highly competitive in bidding for deposits, but their main objective 
often was simply to mobilize funds for use by their own or related 
companies. The management weaknesses were compounded by the gener­
ally lax regulatory framework and controls that were imposed on these 
companies' operations, and their faster rate of balance sheet expansion 
during the 1970s. 

1 Speech by Nukul Prachuabmoh, Governor, Bank of Thailand, to Thai Bankers Associa­
tion, February 18, 1981. 
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Inadequate Legislative Framework 

The internal weaknesses among the banks and finance companies might 
not have threatened the stability of the financial system if the authorities 
had had adequate powers to regulate, supervise, and intervene to direct the 
financial institutions. But the legal, regulatory, and supervisory frame­
work had to be developed after problems emerged among financial institu­
tions, and it has taken time to implement the new regulations fully. 

The central bank is normally placed at the apex of the financial system, 
and the bank's powers over the financial system are clearly defined in its 
statutes. The Bank of Thailand Act, BE 2485 (1942), which established 
the BOT, however, restricted the BOT's powers and meant that detailed 
regulations had to be developed through separate laws and directives. As a 
result, the regulatory system was less flexible and more political, and may 
have been slow to react. Moreover, it took several years before the BOT 
was vested with sufficient power to supervise and regulate financial 
institutions adequately. 

The original laws and regulations for banks and finance companies also 
were inadequately drafted and had to be amended. The original version of 
the current Commercial Banking Act BE 2 505 ( 1962) (denoted here as 
CBAI)6 was first amended in 1979 and was known as the Commercial 
Banking Act (No. 2), BE 2522 (denoted CBA2). This act was again 
amended in 1985 by the Emergency Decree Amending the Commercial 
Banking Act, BE 2505, BE 2528 (denoted EDCBA). The main statutory 
controls over finance and security companies were set out in the Act on the 
Undertaking of Finance Business, Securities Business, and Credit Foncier 
Business, BE 2522 ( 1979) (denoted FCA). The act was amended by 
Emergency Decrees in BE 2526 (1983) and BE 2528 (1985) (denoted 
EDFCA l and EDFCA2, respectively). Table 8 shows the regulatory 
arrangements at the end of 1987. 

Specific Regulatory Shortcomings and Amendments to 
Commercial Banking Act and Financial and Security 
Company Legislation 

Concentration of Ownership and Portfolio 

The original Commercial Banking Act (CBA I)  provided insufficient 
safeguards against a high concentration of ownership. CBA2 set the 
maximum individual shareholding at 5 percent and the minimum number 
of shareholders per commercial bank to 250. Under CBA2 the registry of 

d This act replaced the Commercial Banking Act, BE 2488 (1945}. 
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shareholders was to be made available to the Bank of Thailand before any 
payment of dividends. 

CBA I placed no limits on banks' holdings of shares and debentures in 
companies as a percentage of the banks' own capital, thus permitting an 
excessive concentration of assets. CBA2 limited banks' holdings of shares 
and debentures to 20 percent of the banks' capital and reduced the limit on 
banks' holdings of another company's issued shares from 20 percent to 10 
percent of the total shares sold. CBA2 also prohibited a commercial bank 
from purchasing the shares of another commercial bank, except when 
explicitly authorized to do so by the BOT. 

Conflicts of Interest 

CBA I did not regulate the selection of directors, managers, and advi­
sors; CBA2 listed the qualifications and exclusions for bank employees. 
CBA l prohibited loans to a director or to the spouse of a director, or to 
partnerships in which they were involved, but it did not restrict directors' 
access to a number of channels through which directors could obtain 
finance. CBA2 imposed tighter restrictions on commercial banks' business 
transactions with their own directors; the definition of loans to directors 
was widened to include companies in which they held 30 percent or more 
of the shares issued, and the banks' boards were required to obtain 
approval for, and to notify the BOT about, certain transactions. EDCBA 
further tightened these restrictions by requiring that the BOT approve 
any transactions over a certain amount between a commercial bank and its 
directors. EDFCA2 introduced identical restrictions for finance compa­
nies. EDCBA also expanded the definition of loans to a director to include 
loans to subsidiaries of a company in which the director or the director's 
family members or associates were holding shares. EDFCA2 prohibited 
finance companies from lending money and guaranteeing any debt to its 
directors. CBA2 increased the penalties on interlocking directorships in 
commercial banks. 

Changes in Supervisory Responsibility 

To improve the supervisory arrangements, CBA2 transferred a number 
of regulatory responsibilities from the Ministry of Finance (MOF) to the 
BOT. The MOF retained responsibility for licensing head offices of 
domestic banks, but the BOT gained the power to regulate changes in the 
location of bank offices and to authorize domestic representative offices of 
foreign banks and foreign representative offices of domestic banks. 
EDFCA2 made the BOT responsible for authorizing domestic representa­
tive offices of foreign finance companies, for approving bank auditors, for 
setting banking hours and bank holidays, and for prescribing the form and 
frequency of commercial banks' summary statements. 
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Tighter Regulations and Penalties 

Under CBA I ,  banks had been largely unrestricted in the types of 
activities they could undertake. Under CBA2, the banking business was 
defined in more detail, and any activity by banks that was unrelated to 
banking became either unlawful or subject to approval by the BOT. CBA2 
also gave the BOT authority to set a capital requirement against contin­
gent liabilities, to impose a liquid assets requirement, and to differentiate 
the cash requirement by type of deposit. 

CBA2 specified more power for the MOF w revoke bank licenses and 
authorized the MOF to recommend that a commercial bank dismiss its 
directors or officers to avoid having its license revoked. EDFCA I required 
finance companies to close their books at least every six months and 
specified that balance sheets and profit and loss accounts had to be 
approved by a general meeting of shareholders before being published and 
had to be submitted to the BOT within 2 1  days. EDCBA introduced the 
same regulations for commercial banks. EDFCA I required that the BOT 
approve auditors for finance companies annually; EDCBA extended this 
requirement to commercial banks. 

Stricter penalties were introduced for noncompliance with the law by 
CBA2 and EDFCA I .  The most important changes in the penalties im­
posed on banks are given in Tables 9 and 10. 

Expanded Supervisory Powers and Cease and Desist Arrangements 

CBA I provided for the appointment of bank inspectors but did not give 
inspectors the power necessary to conduct on-site examinations of com­
mercial banks; moreover, the lack of BOT control over bank returns under 
CBAI may have restricted off-site inspection. CBA2 gave inspectors more 
power, including the right to enter a bank's premises when they had 
reason to suspect that an offense had been committed. Inspectors could 
demand cooperation not only from directors, officers, and employees of 
commercial banks, but also from the banks' auditors. EDCBA and 
EDFCA2 gave inspectors (competent officers, in the case of finance 
companies) the right to enter the premises where data were analyzed or 
stored and to obtain information from, and to order cooperation by, 
persons responsible for collecting or analyzing data. With the approval of 
the Governor of the BOT or the MOF, bank inspectors also could enter 
the premises of and examine the operations of a commercial bank's bor­
rower, or otherwise require the borrower or other persons to provide 
information necessary for the inspection of the commercial bank. 

Under CBA I the Minister of Finance could order, in the public interest, 
a license to be revoked or a bank to be placed under control following the 
inspector's report, but these broad powers were not used. CBA2 gave the 
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Table 9. Main Changes in Penalties for Noncompliance with the 
Commercial Banking law Enacted by CBA2 

New Offenses 
Subject to 

Penalties Under CBA2 

Operating representative 
office domestically or 
abroad without obtain­
ing authorization of BOT 

Failing to comply with 
regulations on concen­
tration of ownership of 
shares 

Failing to comply with 
special cash reserve re­
quirements when in effect 

Increased penalties 
for existing offenses 

Undertaking commercial 
banking without proper 
authorization 

Serving as d i rector or 
holding any other posi­
tion in two or more com­
mercial banks simultane­
ously 

Esta b l i s h i n g  branch 
without proper authori­
zation 

Reducing bank's equity 
capital 

Penalties for 
Bank 

Maximum fine of 
B 1 00,000 

Maximum fine of 
B 200,000 

Maximum fine of 
B 300,000 

Maximum fine of 
B 300,000 and/or 
B 3,000 a day 

Source: Commercial Banking Act (No. 2), BE 2522. 

Penalties for 
Responsible 

Persons 

Imprisonment of up to 
one year, maximum fine 
of B 1 00,000, or both 

Imprisonment 

Imprisonment of up to 
five years, maximum fine 
of B 500,000, or both 

Imprisonment of up to 
one year, maximum fine 
ofB 100,000, or both 

Imprisonment of up to 
o n e  y e a r ,  f i n e  o f  
B 300,000, or both 

BOT the power to demand that a commercial bank write off as wonhless, 
assets that were found to be unrecoverable during the analysis of the 
summary statements-thereby allowing the BOT to impose some effective 
remedial measures. EDFCA I established similar regulations for finance 
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Table 10. Main Changes in Penalties for Noncompliance 
with the Commercial Banking Law Enacted by EDCBA 

New Offenses Subject 
to Penalties 

Under EDCBA 

D i s m i s sed bank em­
ployees still working for 
bank or not cooperating 
with new employees by 
providing information 

Prescriptions and condi­
tions for noncompliance 
with following regula­
tions: 

Concentration of own­
ership of shares 

Minimum 250 
shareholders per bank 

Bank purchase/ 
holding of shares in 
another bank 

Cessation of bank 
operations 

Transferral/dismissal 
of bank employees 

Maximum credit 
per borrower 

Liquid asset require­
ments 

Increase/reduction of 
equity capital 

Removal of directors 

Penalties 
for Bank 

Maximum fine 
of B 1 00,000 
per offense 

Penalties for 
Responsible 

Persons 

Imprisonment of up to 
one year and/or maxi­
mum fine of B 1 00,000 

Source: Emerging Decree Amending the Commercial Banking Act, BE 2505, BE 2528. 

companies and gave the BOT the additional flexibility to require finance 
companies to provide special reserves to cover doubtful assets. EDCBA 
extended this additional power for the BOT to commercial banks. 
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EDCBA and EDFCA2 allowed the MOF, with the advice of the BOT, 
to stop all or parts of a commercial bank's or a finance company's opera­
tions temporarily in order to rectify the financial position of the bank or to 
protect the stability of the financial system. The BOT obtained power to 
enforce compliance with regulations through direct intervention, to order 
a commercial bank or a finance company to increase or reduce irs capital in 
order to prevent any damage to the public interest, to remove any director 
or person responsible for operating a commercial bank or a finance com­
pany that threatened damage to the public interest, and to approve new 
officials. 

Lax Regulatory Standards 

Even when the regulatory framework was adequate in Thailand, imple­
. mentation was weak. 

Capital/ Assets Ratios 

The deterioration in the overall capitaVassets ratio of banks partly 
reflected an easing of regulatory standards for commercial banks. In May 
1983, the overall capitaVrisk assets ratio fell from 8.5 percent to 8 percent 
largely because of a lack of capital rather than because of any reassessment 
of the riskiness of banks' assets. This reduction in the overall capitaVassets 
ratio was accompanied by a very rapid growth of bank loans to the private 
sector (34 percent in 1983, see Chart 4). Rapid balance sheet growth by 
itself can strain management resources and credit appraisal systems, and, 
combined with weak procedures for assessing the quality of loans, that 
growth in loans contributed to the banks' subsequent loan losses. 

The definition of banks' risk assets also was weakened. First, a number 
of relatively high risk assets, such as lending to finance and security 
companies, were excluded from the definition; because these assets tended 
to grow rapidly, the quality of banks' balance sheets deteriorated. Second, 
in August 1986, the BOT reduced from 100 percent to 80 percent the 
proportion of loans extended to certain priority sectors that were counted 
as risk assets; this action also tended to weaken banks' balance sheets. 
Third, between October 1986 and April 1987, as a measure to reduce 
domestic currency liquidity in the financial system, the BOT temporarily 
increased the limits on banks' open foreign exchange positions from 20 
percent to 40 percent of capital funds. It subsequently redefined banks' 
open foreign exchange positions to exclude positions in a bank's branches 
abroad, thus providing scope for avoidance of the restriction on banks 
taking an overall open foreign exchange position. Fourth, until 1985 the 
assets of Thai banks' foreign branches were excluded from their capitaV 
assets ratios; and capital requirements remained to be completely consoli-
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Chart 4. Economic and Financial Indicators 
(In percent) 
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dated. As a result of the exclusions just mentioned, Thai banks' on­
balance-sheet risk assets amounted to only 51 percent of their total assets at 
the end of 1986, compared with 64 percent in 1984 (Table I I). In addition, 
off-balance-sheet risks were substantial. 

Off-Balance-Sheet Risks 

A 20 percent capital requirement was imposed against contingent liabili­
ties, but because the definition of contingent liabilities used in calculating 
this capital requirement covered only 1 2  percent of banks' off-balance-

Table 1 1 .  Assets, Off-Balance-Sheet Items, 
and Capital of Commercial Banks, 1 982--861 

(In billions of baht) 

1 982 1 983 1 984 1 985 1 986 

Total assets 496.2 614.7 74 1.4 806.8 870. 1 

Risk assets2 247.0 326.7 396.1 450.5 439.6 
As percentage of total assets 49.8 53.2 64.4 55.8 50.5 

Off-balance-sheet transactions 310.6 348.4 429.7 4 1 1.2 484.5 

As percentage of total assets 62.6 56.7 60.0 51.0 55.7 

Contingencies1 43.4 54.7 61.0 57.5 
As percentage of 

off-balance-sheet transactions 12.4 12.7 14.8 1 1 .9 

Contingencies and risk assets 370.0 450.7 51 1 .4 497.2 

Total assets plus off-
balance-sheet transactions 806.8 963.1 1 , 1 7 1 . 1  1,21 8.0 1,354.6 

Capital funds 24.5 28.0 36.1 42.3 43.9 
As percentage of 

Total assets 4.9 4.6 4.9 5.2 5.1 

Risk assets 9.9 8.6 9.1 9.4 10.0 
Off-balance-sheet transactions 7.9 8.0 8.4 10.3 9.1 

Contingencies 64.5 66.1 69.3 76.4 
Contingencies and risk assets 7.6 8.0 8.3 8.8 

Total assets plus off-balance-
sheet transactions 3.0 3.6 3.1 3.5 3.2 

Source: Bank of Thailand. 
'Including overseas branches. 
2Those assets subject to 8 percent capital requirements. 
lQff-balance-sheet items defined under Section 1 0(3) of the Commercial Bank Act that are 

subject to a 20 percent capital requirement. 
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sheet transactions (see Table I 1)/ the capital requirement against total 
off-balance-sheet transactions averaged only 2-3 percent. Furthermore, 
this capital requirement has been imposed along with the 8 percent 
capital/risk assets ratio for on-balance-sheet risks using the same capital 
base. In other words, the balance sheet risk assets and contingencies have 
not been added together to arrive at a measure of total risk exposure in the 
portfolio for the purposes of determining capital adequacy. 8 Hence, to the 
extent that the capital has been fully employed as a safeguard against 
on-balance-sheet risks, it has not been available as a safeguard against 
off-balance-sheet transactions. Such transactions exceeded 50 percent of 
banks' total assets. The ratio of capital to gross total assets and off-balance­
sheet transactions was approximately 3 percent (Table I 1). 

Dividend Payments and Interest Accruals 

Although the BOT had power under Section 21  of the CBA2 to prevent 
the distribution of dividends and banks were slow to increase provisions 
for bad and doubtful debts, the BOT never exercised its power. Similarly, 
the BOT imposed no restrictions on the accrual of interest and income 
earned but not received in the balance sheets of commercial banks. Restric­
tions on dividend payments and interest accruals have been imposed on 
finance companies. Interest accruals boost recorded earnings and book 
profits, and unwarranted dividend payments could give a misleading 
impression to new shareholders when banks are raising new capital. 

Loan Provisioning 

The BOT defined worthless and irrecoverable assets in a circular, 
BE 2529, on March 18, 1986. The criteria were defined mainly in terms of 
the nonrecoverability of the debt, evidenced, for example, by death, 
bankruptcy, lack of collateral, or legal proceedings rather than by delin­
quency in meeting scheduled payments. Because there were no clear 
criteria for defining doubtful debts, which required provisioning in ad­
vance of loss, the result was to delay provisioning until the debt was 
actually a loss. 

7 £xcluded from the definition were undrawn facilities, interest rate and currency swaps, 
options, and forward exchange rate and interest rate agreements. Such transactions were 
relatively new for Thai banks bur have been growing rapidly, particularly because banks ha,·e 
been seeking to improve their profit positions by increasing their fee incomes and w avoid the 
capitaVrisk asset restrictions on their balance sheet activities. The BOT has been conducting 
a review of its treatment of off-balance-sheet transactions. Tejasmit and others, "Central 
Bank Policy on Off-Balance-Sheet Operations," Thailand Country Paper, presented to 
SEACEN Seminar, July 22-24, 1987, Bangkok, Thailand. 

1 This type of procedure is suggested by Bank for lntemarional Settlements, Committee 
on Banking Regulations and Supervisory Practices, International Convergmce of Capital Meas­
tmmmt and Standards (Basic, July 1988). 
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Concentration of Ownership 

Despite the regulations on share ownership, ownership appears to be 
highly concentrated, and this concentration has interfered with the profes­
sional management of some commercial banks. This problem was espe­
cially severe in banks where the regulations on lending to shareholders, 
directors, and management (or other affiliates) were being circumvented. 

Economic Conditions 

Although distinct structural and regulatory inadequacies were evident 
in the 1970s, the inherent institutional weaknesses were exacerbated by 
the downturn in economic activity in the first half of the 1980s (see Chart 
4). In 1982 the Thai authorities substantially increased nominal and real 
interest rates. Real bank loan rates, which had averaged -+.2 percent 
between 1971 and 1981, averaged 12 .4 percent between 1982 and 1986. 
Nominal bank loan rates rose above the growth of bank credit to the 
private sector in 1980 and 1981 and again in 1985 and 1986, resulting in a 
net transfer of resources from borrowers to commercial banks which acted 
to squeeze borrowers and caused loan delinquencies. As already noted, the 
rapid growth of bank lending in 1983 reflected the easing of the capital/ 
assets ratio requirement. By 1983 the growth of the monetary aggregates 
slowed significantly (see Chart 4). The difference in the growth rates of 
M2 and M3 (M2 plus the consolidated liabilities of finance companies) in 
1984 is indicative of the serious loss of confidence in finance companies in 
that year, which resulted in a shift of deposits out of finance companies 
into commercial banks (see Section VI). The average rate of real G DP 
growth fell from 6.9 percent between 1971 and 1981 to 4.4 percent 
between 1982 and 1986. 

Also during the 1980s, competition in the supply of bank credits 
increased for several reasons. First, after 1985 the authorities encouraged a 
more competitive determination of bank interest rates and placed less 
reliance on interest rate ceilings. Second, between 1983 and 1986 the 
emergence of positive differentials between Thai and Eurodollar interest 
rates encouraged increased borrowing abroad by prime corporations. 
Third, in 1986 and 1987, the financial sector showed a high le\'el of 
liquidity-a reflection of the improved balance of payments and foreign 
exchange reserve accumulation by the BOT. Fourth, between 1984 and 
1986 loan demand was relatively sluggish and loan/deposit ratios fell (see 
Table 3). As a result, banks cut their lending rates to prime borrowers to 3 
percentage points or more below posted "minimum lending rates"; the 
effective spread between the average cost of funds to banks and the a\'erage 
return on lending to banks then declined from 2.8 percent in 1982 and 
1983 to 2 .2  percent in 1984, 2.05 percent in 1985, and 1 .95 percent in 
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t986. In some cases, the spread between borrowing and lending rates 
failed to cover the risks acquired in the portfolio, and, as already noted, the 
overall profitability of the banking system was reduced. An increase in 
competition inevitably put pressure on weaker institutions and made their 
recovery even more difficult. 

The combination of weak institutions and economic downturn caused a 
crisis in 1983 when one finance company failed and others experienced 
runs on deposits. Because finance companies accounted for a relatively 
small proportion of total financial institution liabilities, they might have 
been allowed to fail without threatening financial sector stability, but in 
view of the sharp economic downturn, there was concern that any loss of 
confidence could have had serious economic implications. Hence the BOT 
decided to intervene in these companies either to pay off depositors or to 
support and restructure them. A loss of confidence in commercial banks 
was potentially much more serious, but except for deposit runs on the 
Sa yam Bank, there was no evidence of a general loss of public confidence 
in the banking system. 

IV. Support Arrangements and Remedial Actions 

The restructuring and the support of ailing financial institutions in 
Thailand reflect the extent to which the arrangements were put into effect 
as part of crisis management or made in advance of the crisis. EDFCA I 
(1983) expanded the supervisory power of the Minister/BOT over finan­
cially troubled companies. Any finance company that suspended repay­
ment of its due obligations had to notify the MOF and the BOT immedi­
ately, and was prohibited from transacting any business without special 
authorization from the Minister. Upon receiving such a notification, the 
Minister had the power to appoint a competent officer to investigate the 
company. The BOT gained the power to order a banker or finance 
company to reduce or increase its capital, to remove directors and man­
agers, and to appoint new officers in the public interest only in 1985 under 
EDCBA and EDFCA2. Hence the BOT could not really intervene when 
the crisis emerged in 198 3. After 1985, the restructuring of institutions 
through mergers continued to be inhibited by the merger law, which 
required 100 percent agreement of creditors before mergers could take 
place. As a result, the remedial measures have been pursued mainly 
through direct government takeovers and attempts to rehabilitate existing 
institutions, rather than through mergers. In addition, there have been 
legal difficulties in recovering delinquent debts. 
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Support for Finance and Security Companies 

The main elements of support for finance and security companies have 
been injections of liquidity through a number of schemes ("liquidity 
fund," "lifeboat" support, and credit from other financial institutions) and 
through capital and management restructuring. 

lnitilll Liquidity Support 

In late 1983, to provide general liquidity support to the ailing finance 
and security companies, the Government and members of the Thai 
Bankers Association (TBA) established a "liquidity fund" of B 5 billion, of 
which B I billion was provided by the Krung Thai Bank, acting on behalf 
of the Government, and the remainder by other commercial banks. The 
fund, which was used to support 18  companies, was managed jointly by 
representatives of the Krung Thai Bank (representing the TBA), the 
MOF, and the BOT. The TBA charged market-related interest rates on 
its loan to the fund (initially, 1 3  percent, equal to the BOT discount rate); 
rates on the loans provided by the fund to support institutions were also 
market related (set initially at 16-16.5 percent but subsequently reduced in 
line with the decline in market rates). Loans were initially granted for 
periods of up to three years but have subsequently been rolled over. 

"Liftboat" Support and Restn«turing 

In April 1984, after it became clear that a serious Joss of confidence was 
developing in the finance companies, the MOF initiated a "lifeboat" 
scheme for the troubled companies, which provided additional support to 
the liquidity fund and gave the authorities a means to intervene in the 
finance companies (which the liquidity fund and the existing legal frame­
work did not provide). 

Under the lifeboat scheme, any troubled finance or credit foncier 
company that was not a bank affiliate could apply to join the lifeboat, 
which offered three types of financial assistance: credit lines at market 
rates, without a maturity date, to offset deposit withdrawals (the total 
amount available to be drawn was B 3 .2  billion); capital injections through 
equity participation by the Krung Thai Bank9 (B 2.4 billion); and BOT 
soft loans to be invested in government bonds (up to B 6.4 million). The 
soft loans carried a five-year maturity and an interest rate of 0.1-2.5 
percent, depending on the interest rate on government bonds purchased. 

To join the scheme, the company had to reduce the value of its shares 

9 These were later taken over by the Fund for Rehabilitation and De\'elopment of l·inancial 
Institutions (see below). 
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and existing management and major shareholders had to surrender addi­
tional collateral and to transfer to the MOF 25 percent of the shares plus 
another 50 percent of the voting rights; the latter 50 percent was to be 
transferred back to the original owners within five years at a price to be set 
by the MOF. As the authorities injected additional capital into the compa­
nies, their effective voting rights rose to about 90 percent of shares issued. 
The BOT and MOF were responsible for screening applicants; installing 
new management; and determining the amount, type, and terms of finan­
cial assistance. The BOT also had to monitor closely the performance of 
companies in the scheme. 

Twenty-five companies joined the lifeboat scheme; I I  of these were 
viewed to be in a position that could be supported with soft loans, while 
the remaining 14 were judged to be in critical condition. Seven other 
companies refused to join the lifeboat scheme and were subjected to a 
detailed evaluation and restricted from accepting new deposits or granting 
new loans. Of these seven, 4 lost their licenses and were closed in October 
1985; a fifth was closed in November 1986. The BOT has been paying off 
depositors in those 5 companies over a ten-year period without interest on 
the deposits. The controls on accepting new deposits and granting loans on 
the two others were lifted. In July 1986 4 security firms (which had not 
been in the lifeboat scheme) lost their licenses, reducing the number of 
security firms to I I .  

In January 1987 a scheme was announced to resolve the problems of the 
finance companies in the lifeboat: ( l )  The Krung Thai Bank was to take 
over the management of the finance companies still in the lifeboat; staff 
from the Krung Thai Bank were appointed to join the management teams 
and to oversee the operation of these financial institutions; in addition, a 
task force consisting of analysts and examiners was set up at the BOT tO 
follow activities of the firms and to provide management information and 
recommendations to policy makers; (2) The business of the companies was 
to be restructured to make them active in investment banking; (3) The cost 
of borrowing from the liquidity fund was to be cut to 8.85 percent (with a 
similar reduction in the return on placements with the fund); (4) The 
stronger companies in the scheme were tO be reprivatized and the weaker 
companies were to be merged into new companies; (5) Foreign financial 
institutions were to be invited to join in the ownership and management of 
firms in the lifeboat and given incentives similar to those offered tO 
encourage mergers (this proposal has faced difficulties); (6) Nonperform­
ing assets of finance and security companies were to be rediscountable 
with the Fund for Rehabilitation and Development of Financial Institu­
tions (RF), thus providing liquidity to these otherwise nonperforming 
assets. In addition to the funds it had provided to the liquidity fund, the 
Krung Thai Bank set aside a further credit line of B 4 billion to be 
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extended to companies at market rates. This action brought the total credit 
lines provided under the support schemes to approximately B 19 billion. 
By the end of 1987 the net indebtedness of finance companies to the 
banking system had reached B 36 billion (see Table 7). 

By the end of 1988, 5 ofthe 25  companies in the lifeboat had been resold 
to their previous shareholders and directors appointed by the authorities 
had been withdrawn, as originally envisaged when setting up the scheme, 
but the new management installed by the authorities was retained as part 
of the resale arrangement. The prices at which these companies were 
resold did not involve losses to the original shareholders, and additional 
soft loans were provided as incentives for the reprivatization of the compa­
nies. The authorities have encouraged other companies that have common 
shareholders or common debtors to merge and have provided incentive 
schemes such as the privileges to open branches and new lines of business 
(leasing). After two years of legal and administrative preparations, the first 
merger of 6 companies took place in late 1987; since then 3 other compa­
nies have merged too. The merged companies have remained in the 
lifeboat and continue to be supported by soft loans. At the end of 1988, 1 3  
companies with assets of B 2 0  billion remained in the lifeboat. 

Fund for the Rehabilitation and Development 
of Financial Institutions (RF) 

The RF was set up within the BOT as a legally distinct entity with its 
own Board and management under the EDCBA to rehabilitate financial 
institutions. The RF's activities consist of lending (with proper collateral) 
to, placing deposits in, acquiring assets from, and holding equity in 
financial institutions; and offering assistance to depositors in, or lenders 
to, financial institutions during crises. Financial institutions are required 
to contribute to the RF at a rate set by its Board, up to 0.5 percent of 
outstanding deposits; the rate in 1988 was 0. 1 percent. However, in 
November 1988 the BOT contributed the majority of the resources of the 
RF through a capital subscription and loans equivalent to 84 percent of the 
RF's total funds of B 12 .2  billion. The RF has been active in underwriting 
and subscribing to capital issues by distressed financial institutions and 
has taken over the capital injections made earlier by the Krung Thai Bank 
under the lifeboat scheme. It has also provided liquidity support by 
rediscounting nonperforming assets of troubled financial institutions and 
providing soft loans. By November 1988, the RF had lent B 4.2 billion to 
commercial banks-the largest portion to the Krung Thai Bank-and 
invested B 4. 3 billion and B 1 . 0  billion, respectively, in the equity of five 
banks and one finance company. 
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Support for Commercial Banks 

The support and restructuring arrangements for commercial banks have 
also reflected the powers of the BOT to intervene and to order a restruc­
turing of troubled financial institutions. The main arrangements used tO 
support ailing commercial banks have been government takeover, soft 
loans from the BOT and the RF to be invested in government bonds by the 
institution (a de factO subsidy to banks' profits), and equity participations 
by the RF combined with a restructuring of the banks' managements 
under BOT guidance. Proposals to support ailing banks ha,·e been made 
by the Bank Supervision Department of the BOT. On the basis of these 
proposals the Board of the BOT can approve soft loans to the institution, 
and the Board of the RF can approve equity participations, rediscounts, 
and soft loans by the RF. As a condition of support, the BOT has set 
financial programs specifying paths for increases in capital and bad debt 
provisions of the banks. The purchase of shares by the BOT or the RF in 
supported institutions has meant that part of the gain in the net worth of 
the banks attributable to soft loan subsidies accrues to the BOT through 
an appreciation in share values. 

Five banks have received financial assistance (see Table 6). The Sa yam 
Bank, with about B 20 billion in assets (the eleventh-largest local bank), 
was judged insolvent in the early 1980s and, after suffering a run on 
deposits, it was taken over by the Government in August 1984. It has since 
received B 3 . 5  billion in support (equivalent to 20 percent of assets) from 
the monetary authorities and was operationally merged with the nation­
alized Krung Thai Bank in February 1987. 

The Siam City Bank and the First Bangkok City Bank (the ninth- and 
tenth-largest banks, each with about B 28 billion in assets) were also 
judged to be insolvent but did not face deposit runs, and hence, emergency 
intervention and restructuring were not required. Because emergency 
measures were not called for, the BOT could more easily decide the timing 
and type of intervention and was able tO utilize the new powers granted to 
it under EDCBA. After inspections of their books, the BOT ordered the 
value of the banks' capital to be reduced and new capital to be raised to a 
level that could support their activities, thus involving losses for existing 
shareholders. In each case, the banks were supported by soft loans from 
the BOT, and the RF stood ready to underwrite a large part of the new 
capital issue. 

Once the BOT's powers of intervention had become established, it was 
easier for it to encourage funher "voluntary" restructuring by certain 
commercial banks. ln the case of the Bank of Asia (the twelfth-largest 
bank), the BOT provided soft loans when the bank agreed to a compre­
hensive restructuring package, and the shareholders and existing manage­
ment were supported. However, the BOT retained the option of buying 
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shares in the bank at below-market rates should the restructuring fail to 
advance as intended. 

A package of support measures, including an equity participation of B 2 
billion and loans by the RF, was announced in 1987 for the Krung Thai 
Bank, which had been active in supporting the ailing finance companies; 
consequently, the burden of financial institution support has come to rest 
even more heavily with the BOT. 

V. Review of Support Arrangements 

It seems important to distinguish between the support operations for the 
finance and security companies and the commercial banks. As already 
noted, the finance companies were financially less significant and sub­
stantially unregulated before the crisis and the insolvent companies had 
significant negative net worth, which has made their rehabilitation diffi­
cult. There would seem to be a prima facie case for closing these institu­
tions rather than supporting them. On the other hand, the banks were 
quantitatively more important and were at least nominally subject to 
official regulation, and thus there would seem to be a better case for the 
support and restructuring operations. The restructuring operations for 
four of the five commercial banks were better planned, in that they were 
not undertaken in reaction to a crisis. 

The success of the present support arrangements depends on the out­
look for a recovery in profitability of the ailing financial institutions. The 
substantial recovery in the Thai economy in 1987 and 1988 to growth rates 
of 7-9 percent have improved loan performance, raised the value of 
collateral, and reversed the weak profit trends and declining bank lending 
margins noted during the 1980s, thus improving the prospects for success. 
On the other hand, competition between financial institutions has contin­
ued to intensify as the cartel arrangements between banks have continued 
to break down, keeping profit margins low. A competitive financial 
system may inevitably require that weaker firms disappear and new firms 
are permitted to enter, thus requiring a more fundamental restructuring of 
financial institutions and revisions to the present merger law. 

The costs of keeping open the ailing institutions have turned out to be 
high. The direct annual cost of the support arrangements to the BOT, 
because of its soft loan subsidy, and indirectly to the central government 
budget, because of the lower BOT profits available for appropriation, is 
estimated to have amounted tO about I percent of budgeted revenue in 
1987/88'0 (equivalent to an annual cost of about 0.2 percent of GOP, and 2 

10 The contribution of BOT profits to budget revenues declined from B 2.3 billion (1.6 
percent of total revenue) in 1984/85 to a budget estimate of B 1.1 billion (0.6 percent of total 
revenue) in 1987/88. O'·er this period there was a doubling of the BOT's net foreign assets, 
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percent of reserve money). The profitability of the Krung Thai Bank has 
also been adversely affected and has required support. Scarce resources­
both human and financial-were also tied up in keeping open the ailing 
finance companies which might have been better employed in other 
activities. 

The initial decision to support rather than close the insolvent finance 
and security companies was taken on the basis of the estimated compara­
tive costs of paying back the depositors of the companies over a ten-year 
period (estimated in present value terms to be equivalent to 50 percent of 
the value of deposits assuming that no interest was paid on deposits) and of 
keeping open the ailing institutions. The estimates indicated that a salvage 
operation would be less costly. However, the costs of keeping open the 
ailing institutions turned out to be much higher than anticipated mainly 
because the magnitude of companies' bad debts was underestimated, the 
recovery of collateral was more difficult than anticipated, and also because 
the BOT staff, which took over the management of the companies, lacked 
commercial banking expertise. As a result the activities of the companies 
stagnated and their losses continued to increase. In these circumstances, 
new injections of capital were quickly wiped out and did not improve 
companies' solvency, but simply went toward paying interest to 
depositors. 

An alternative would have been to develop at an early stage a program 
which would have involved a larger number of closures or the sale or 
merger of nonviable institutions with sound institutions. Nonviability 
might mean that there was a limited probability that the institution would 
achieve solvency and profitability in a reasonable period of time (say, three 
to five years). The closure of an institution would have required an 
injection of public funds to repay depositors. In a case where it would have 
been possible to sell the institutions (or merge them), which may be 
preferable to outright closure, it may have been necessary tO have an initial 
injection of public funds equivalent to the institutions' negative net worth. 
The government budget has had to carry the cost of the support arrange­
ments, albeit indirectly through reduced BOT (and Krung Thai Bank) 
profits, and the necessary one-time injection of public funds needed to 
restructure financial institutions might not have added to budgetary costs, 
taking a number of years together, while removing the burden of support 
from the authorities. Indeed, selling and merging the ailing companies 
could have placed them under more competent managements, and hence 

which might have been expected to increase profits, although this may have been offset by a 
drop in interest rates which would have acted to reduce revenue. The cost to the BOT of its 
loans to commercial banks and finance and security companies, which amounted to B 28 
billion at end-June 1987, might be estimated at B 2 billion annually, assuming an average soft 
loan rate of I percent and an average government bond yield of 8 percent. 
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their operations might not have stagnated, resulting in lower recovery and 
budgetary costs. Moreover, depositors could have been expected to bear 
some of the losses of finance companies, since they had benefited from the 
previous higher interest rates on finance company deposits. The interest 
differential paid by finance companies may have included a margin to 
cover the risks that deposits with finance companies would not be fully 
repaid, and so depositors may have anticipated some loss. 

Such a program would have had to address the impediments to the 
restructuring of the financial system such as the commercial and bank­
ruptcy laws which have made the closure and merger of financial institu­
tions highly cumbersome, requiring direct intervention by the authorities. 
An easing of the restriction on foreign participation in local commercial 
banks, which has been limited to 25 percent of equity, could also have 
provided an injection of capital funds and management skills that would 
have facilitated the restructuring of financial institutions. 

The BOT was able to restructure financial institutions as part of its 
support arrangements and in many cases imposed sanctions on bank 
managements and shareholders. Nevertheless, the approach to supporting 
existing financial institutions carried risks for financial sector efficiency 
when it prevented or slowed down a necessary restructuring of the finan­
cial sector. In several cases shareholders were also insulated from the full 
losses incurred by their financial institutions, which could weaken share­
holders' incentives to require the highest standards from the managements 
of the institutions concerned. The capital of banks was ordered reduced in 
some cases, but in others the shareholders were not penalized or at least 
did not bear the full losses of their institutions. Moreover, depositors in 
supported finance companies were fully bailed out by the authorities, even 
though the interest rates paid by these companies were at a premium to 
those offered by commercial banks. Intervention by the authorities may 
have raised problems for "moral hazard" and weakened self-regulatory 
systems. 

VI. Macroeconomic Consequences 

As regards the broader economic implications of the support arrange­
ments, there are a number of possible channels by which the financial 
crisis could have influenced the macroeconomy. Since the BOT soft loans 
had to be invested in government securities sold from the BOT's portfolio, 
it is probable that a substantial part of the loans was automatically steril­
ized and therefore did not have direct effects on economic activity. 
However, the requirement that soft loans be invested in government 
bonds might not prevent some leakage of these loans into other activities; 
for example, government bond purchases by these institutions might have 
taken place anyway. The higher budget deficit resulting from the lower 
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profits of the BOT available for appropriation by the Government could 
contribute to monetary expansion if it were financed through the banking 
system. 

A potentially more serious concern was that the stance of monetary 
policy was relaxed by the need to improve bank profitability rather than 
by macroeconomic considerations during 1986 and 1987. During these 
years the authorities permitted a high level of financial sector liquidity and 
the growth of reserve money increased sharply, reaching 20 percent in 
1987. The increase in liquidity largely reflected balance of payments 
surpluses. The authorities had at their disposal the instruments-govern­
ment bond repurchases and issues of central bank bonds-to restrict the 
liquidit y  expansion, and indeed the BOT became more active in its money 
market intervention in 1986 and 1987, but limited the amounts to certain 
nominal ceilings. As a result, interbank rates fell to very low levels and it 
has been suggested that this was partly to help weaker financial institu­
tions by reducing borrowing costs; however, as noted above, the increase 
in liquidity also intensified competition for bank loans and therefore may 
have reduced bank lending spreads. During 1986 and the first half of 1987 

the economy was in the early phases of recovery, inflation was low, and 
the balance of payments was in substantial surplus; therefore a looser 
financial policy may have been justified by macroeconomic conditions. 
Hence, there was no great conflict between supporting financial institu­
tions and the macroeconomic policy stance during this period. Circum­
stances could have been otherwise, and there may be concern that the need 
for a future tightening of policy on macroeconomic grounds could be 
delayed by the need to support ailing financial institutions. 

As is evident from Chart 4, there was a shift in the behavior of the M2 

and M3 monetary aggregates in 1983 and 1984, associated with a move­
ment of deposits out of finance companies into commercial banks follow­
ing the financial crisis which distorted the monetary aggregates. Our 
estimated demand equation shows a significant increase in the demand for 
M2--<:urrency and deposit liabilities of commercial banks-following the 
emergence of the crisis among finance companies in 1983.11 The Thai 

11 The estimated demand equation for ,\-12 is 

�I11M2 = -0.18 + 0.27111 (GDP/M2( -I)) - 0.081" (GDPIII(GDP- GDPA)) 

(1.05) (2.72) (1.21) 

+ 0.03(r,. - r1,) 
(3.28) 

- O.OI(r,. - 1r) 
(0.48) 

+ 0.050 

(2.29) 

fP = 0.52; DW = 2.09; estimated period 197 1-86; /-ratios in parentheses; 
where GDP = nominal G DP 

GDPA = nominal GOP in agricultural sector 
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authorities have used multiple monetary targets as a guide to policy 
including the M2 monetary aggregate. The more rapid growth of this 
aggregate in 1983 and 1984 as a result of the portfolio shift out of finance 
company accounts into bank deposits could have contributed to the signifi­
cantly tighter monetary policy during these years. But there would have 
been no necessary reason to tighten monetary policy simply because of a 
portfolio shift which would not have had expenditure implications. 

Even if policy had not been tightened deliberately, an unanticipated 
tightening of policy could have occurred through two channels. First, 
since the cash ratio requirement was higher on bank deposits than on 
finance company promissory notes (see Table 8), the shift of deposits to 
banks from finance companies would have raised the demand for cash 
reserves. The authorities would have had to supply additional cash re­
serves to avoid an unanticipated tightening of policy, but there is no 
evidence of this. Second, in 1984 commercial banks were requested to 
restrict overall credit growth to the private sector and to restrict the 
opening of import letters of credit. The portfolio shift in deposits out of 
finance companies into banks meant that finance companies were less able 
to meet their credit demands and there was a sharp decline in the growth of 
their loans to the nonbank private sector (see Table 7); hence, there may 
also have been a portfolio shift which increased the demand for bank loans. 
Moreover, banks were increasing their lending to the finance companies 
which may have been caught under the restrictions on credit to the private 
sector, and which may have further crowded out other private sector 
borrowers. Thus the effect of the restrictions on commercial bank credit 
growth could have been tighter than anticipated because of the failure to 
allow for credit reintermediation and the increased demand for loans by 
finance companies as a result of the crisis. The precise impact of the 
financial crisis on real economic activity, inflation, and the balance of 
payments is very difficult to gauge. During 1983-85, economic policy had 

r,, = savings deposit rate at commercial banks 

r1, = deposit rare at finance companies 
.,. = rate of consumer price inflation 
D = dummy variable for the crisis among finance and security companies, 

taking value zero 1971-82 and one thereafter. 
{ - 1) is the lag operator, In the log operator, and 

AX = X - X(- I) is the first difference. 

This equation imposes rhe restriction that rhe long-run income elasricit\' of money demand 
is unity, which is an acceptable statistical restriction. Other equations estimated for .\13 did 
not exhibit a significanr shift dummy as would be expected when the shift was mainly 
between components within M3. The coefficient on the dummy implies that the crisis would 
cause the M2 aggregate to increase by 18 percent in the long run. f.:,·aluated using end-1982 
data, this implies an increase of B 67 billion, equal to the stock of business and household 
holdings of promissory notes with finance companies at end-1982, prior w the crisis. 
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been tightened to correct domestic and external imbalances and economic 
activity slowed sharply. It is precisely during this period that any disrup­
tion to credit availability and a misinterpretation of monetary aggregates 
because of emergence of the financial crisis could have resulted in a more 
restrictive policy and hence slower economic activity. Real GOP growth 
slowed to a very low level by Thai standards in 1984 and 1985 (see Chart 
4). As noted, the subsequent recovery in activity was associated with the 
substantial growth of liquidity support by the BOT and economic activity 
recovered sharply in 1987 and 1988. Hence the crisis and the subsequent 
support may have influenced economic activity in a procyclical manner. 

Vll. Conclusion and Main Fmdings 

The emergence of distressed financial institutions in Thailand had its 
origins mainly in weak managerial practices and an inadequate legal, 
regulatory, and supervisory framework for financial institutions. The 
indigenous private sector financial institutions were established by trading 
families and other powerful economic groupings and had a high concen­
tration of ownership and, in several cases, of loan exposure to interrelated 
entities. Such institutions were not "self-regulatory" in the sense that there 
was a lack of normal checks and balances between shareholders, directors, 
and management, and this resulted in inherent management weakness. 
Moreover the regulation of interest rates and restrictions on branching and 
new bank offices encouraged the rapid growth of substantially unregu­
lated finance companies. 

Against this background, a high standard of external supervision and 
regulation was necessary if institutions were to develop sound and profes­
sional practices. However, the initial legislative framework establishing 
the BOT and covering the operations of financial institutions was very 
weak and did not give the authorities the powers to regulate or supervise 
the financial system. Finance companies were officially recognized­
which acted to increase public confidence in these companies-but they 
were not regulated. Hence poor banking practices went on largely un­
checked, leading to a problem of delinquent debts and erosion of the 
capital bases of the banks and finance companies. These problems were 
brought to the fore with the slowdown in economic activity in the early 
1980s. 

Initially, intervention occurred in a crisis environment and the author­
ities did not have flexible powers to intervene in and to restructure the 
ailing financial institutions. Only in 1985 were the legislative frameworks 
amended to give the BOT adequate powers to supervise and intervene in 
the financial institutions. The subsequent intervention in commercial 
banks using these powers was undertaken before a crisis was allowed to 
develop. This intervention could have been more systematic, involving 
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financial programs that would return banks to solvency. However, cum­
bersome merger laws have continued to restrict the speed and scope for 
more fundamental restructuring of the financial system. It is difficult to 
avoid the conclusion that the crisis first could ha,·e been prevented, and 
second, could have been dealt with more expeditiously if the initial 
legislative system had been adequate and effecti,·ely implemented. That 
is, the central bank should have been given the appropriate powers to 

supervise and regulate the financial system and to intervene when the first 
signs of difficulties emerged. 

The Thai authorities took a variety of remedial actions as the problems 
with financial institutions emerged, including a substantial strengthening 
of the legal, regulatory, and supervisory arrangements; the takeover of 
institutions by the Government; financial support through credit lines at 
market rates; soft loans and equity participation; direct intervention to 
order changes in management and capital restructuring; and mergers and 
closures with deposit payoffs by the BOT. The support arrangements 
maintained confidence in the financial system, but ha,·e been costly in 
terms of the use of public funds and scarce human and financial resources, 
and undermined efficiency in the financial system. In several cases, 
shareholders have been insulated from the full losses of their financial 
institutions, and depositors who invested with finance companies and 
earned higher interest rates have had their deposits underwritten by the 
authorities. Alternative arrangements might have been less costly and 
more effective, such as a more active policy of closures and mergers 
including legislative reform and the involvement of foreign financial insti­
tutions. The finance companies were relatively small and unregulated 
with significant negative net worth, and there would seem to be a good 
case for closing more of these institutions. More generally, the increased 
competitive structure of the Thai financial system may require a more 
fundamental restructuring of financial institutions. 

The broader economic consequences of the financial crisis are difficult 
to gauge. A portfolio shift by depositors and borrowers out of finance 
companies into commercial banks could have led to an unanticipated 
tightening of policy because of an increased demand for reserve money and 
because the restraints on credit expansion by commercial banks may have 
been more restrictive than expected, since they did not allow for the 
reintermediation of credit to the banking system. The faster growth of the 
demand for M2 monetary aggregates could also have added to the mone­
tary policy tightening, and to the already deflationary policies being 
followed by the authorities in 1983-85. The subsequent expansion in 
BOT liquidity support for financial institutions occurred during the 
recovery phase (1986-87). Hence, to the extent that the financial crisis had 
real economic effects, these were probably procyclical, leading to a deeper 
recession (1983-85) and stimulating the recovery (1986-87). 
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Liberalization and Fmancial Crisis in 
Uruguay, 1974-87 

Juan Perez-Campanero and Alfredo M. Leone 

In 1982, a se\'ere crisis emerged in the Uruguayan financial sector. This 
crisis undermined the country's financial stability and had far-reaching 
implications for the banking structure and the real economy in the subse­
quent fi\'e years. 

This chapter prO\'ides an account of the main factors gO\·erning the 
crisis, tracing its causes, examining its major manifestations, and analyzing 
measures taken to deal with problem banks and borrowers. The conse­
quences of some of the inconsistencies in the liberalization and stabiliza­
tion policies during the 1970s are reviewed in order to highlight the 
linkages bet\veen stabilization, liberalization, and crisis. 

Section I provides a general view of the characteristics of the economic 
em·ironment and the progress of the stabilization and liberalization poli­
cies. The main traits of the recent economic history of Uruguay are 
recalled here, with special emphasis on the liberalization program imple­
mented in 1974, and on the stabilization policies using the exchange rate as 
an anti-inflationary instrument. In Section II, the key features of the 
Uruguayan financial system are described. An account is given of the 
financial liberalization and the regulations governing the operation of 
financial intermediaries. Section III analyzes the effects of some of these 
policies on different economic variables and on the financial system, and, 
in the process, re\'iews some of the related empirical literature on Uru­
guay. The topics discussed include the growth of the financial sector, 
savings and in\'estment, the beha,•ior of interest rates, the repercussions on 
the financial structure of nonfinancial corporations, the market structure 
of the banking sector, and the process of currency substitution. 

In Section IV the financial crisis and the policy responses to it are 

276 
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described and analyzed. Two distinct approaches to the problem ,,·ere 
tried. First, the Central Bank of Uruguay (CBU) came to the rescue of 
ailing institutions by providing emergency support funds, by arranging 
the sale of failed banks to healthy ones (while assuming the unrecoverable 
loan portfolio that caused the failure), and by purchasing the low-quality 
loan portfolio of any institution willing to make a seven-year loan in 
foreign currency. Later, the rights of debtors were favored over those of 
creditors when successive policy measures ,·alidated the generalized ex­
pectation of debt relief. These measures led financial intermediaries to an 
unsustainable position. One after another declared bankruptcy and \\'as 
taken over by the Banco de Ia Republica (the state-owned commercial 
bank). Section V summarizes the findings and ad,·ances some conclusions. 

I. Economic Environment and Fmancial Sector: Phases in 
Liberalization and Stabilization Policies 

After nearly two decades of inward-looking economic policy and finan­
cial repression, the Uruguayan authorities began implementing bold liber­
alization reforms in the 1970s. These reforms, which included remO\·al of 
trade restrictions and exchange controls and deregulation of financial 
markets, have received considerable attention in the literature. 1 

The next three subsections briefly review the pre-reform economic 
environment; the sequencing of major reforms that were put in place 
during the mid-I970s and their stylized outcomes; and some policy incon­
sistencies of the reform period. The objective of this review is to bring out 
the linkages among the macroenvironment, the financial sector, and finan­
cial crisis. 

The Uruguayan Economy Before 1974 

For more than twenty years after the early 1950s, policymakers resorted 
to import substitution and wide-ranging controls on domestic goods and 
financial markets; these controls were reflected in high tariffs and other 
trade barriers, negative interest rates in real terms, and extensh·c price 
distortions. Those years were characterized by ,·cry low and decelerating 
real G DP growth; high, \'Oiatile, and accelerating inflation rates; a low 

1 On liberalization and policies in Southern Cone countries, sec World Developmmt (1985); 
Economic Developmmt and Cultural Change (April 1986); the contributions by llanson (1986), 
Harbergcr ( 1986), and Edwards ( 1986}; "Panel Discussion on the Southern Cone," Staff Papers 
(.\hrch 1983); Diaz-Aiejandro ( 1981, 1985); Cah-o (1986); Rodriguez (1982); .\lcKinnon 
(1982); Ardito Barletta, Blejer, and Landau (198-+). llanson and de ,\lelo (1983, 1985); de 
Melo (1985); Tybout (1985); Larrafn (1986); and Corbo, de .'vlelo, and Tybout (1986) focus on 
the Uruguayan case. 
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level of domestic sa,·ings; recurrent balance of payments crises; increasing 
fiscal deficits; and high unemployment. 

The rate of growth of real GOP decelerated from 5.4- percent a year 
between 1944 and 195 I to 3.0 percent between 1951 and 1956, 0.1 percent 
between 1956 and 1967, and increased to 1.6 percent between 1967 and 
1974.2.) 

The inflation rate increased continuously, averaging 49.8 percent a year 
between 1965 and 1970 and 62.7 percent between 1971 and 1973, reaching 
97 percent in 1973. The unemployment rate exceeded 8 percent between 
1965 and 1973. 

The balance of payments experienced recurrent difficulties owing to 
rising fiscal deficits, inadequate credit and exchange rate policies, and 
some external factors. The fiscal deficit, as a proportion of GOP, in­
creased from an a,·erage of 1.9 percent during the 1965-70 period to 3.2 
percent between I 971 and I 97 3. 4 • rhe inadequate credit and exchange rate 
policies and the persistence of negative real interest rates provided incen­
tives for capital flight, leading to a contraction in the size of the regulated 
financial market over time. During most of these years, multiple exchange 
rates and restrictive exchange controls prevailed. In 1\larch 1972 the 
authorities adopted a crawling peg while maintaining the exchange con­
trols. Two main external factors compounded the balance of payments 
difficulties in I 974: the effects of the first oil shock and the closure of 
European Economic Community (EEC) markets to beef imports, the main 
Uruguayan export. 

In July I 9H, a new economic team responded to the country's weak 
economic performance and growing imbalances by implementing a pack­
age of deregulation policies. 

A brief description of the reform process follows; more attention is paid 
to the reforms in the financial sector in Section IJ.S 

The 1974 Economic Reform: Phase I, 1974-786 

The economic reform implemented in Uruguay in I 974 included meas­
ures to liberalize international trade and capital transactions, to remove 
distortions in domestic markets, and to eliminate fiscal imbalances. The 
liberalization of capital transactions with the rest of the world prncecded at 

1 I Janson and de .\·lelo (1983), p. 479. 
1 Per capita output growth was also ,·er�· low, averaging an annual rate of 0. 7 percent from 

the end of World War II to 1973. See Larraln {1986), p. 4. 
• Corbo, de Melo, and Tybout (1986), Table I. 
1 A chronology of reforms is offered in I Janson and de .\lelo (I 985), Appendix :\. 
6 The delimitation of phases is based on I Janson and de .\lclo (1985); Corbo, de .\lelo, and 

Tybout (1986); and Larrafn (1986). 
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the fastest pace and occurred before other major policy changes. While 
domestic financial markets were also liberalized relatively quickly, the rest 
of the liberalization program proceeded at a slower pace and suffered 
transitory reversals. By the middle of 1977, capital transactions were 
virtually free, while remaining exchange restrictions on current transac­
tions were relatively minor. In contrast, trade restrictions remained severe 
and complex, with imports subject to a multiplicity of charges and exports 
subject to an array of taxes and subsidies that severely distorted produc­
tion patterns. 

In September 1974, capital flows were liberalized, with domestic resi­
dents permitted to hold dollar accounts with domestic banks for the first 
time; moreover, exchange rate controls were eliminated, and Uruguayans 
were also free to buy and sell assets denominated in external currencies 
without restrictions. Capital transfers were freely permitted through the 
financial market. A liberal foreign investment law was also approved in 
1974, which required government authorization only for im·estment in 
specified activities. Foreign investors were guaranteed the transfer of 
capital and profits through the financial market. 7 During this phase of the 
reform, the exchange rate for financial transactions was freed, while the 
exchange rate for transactions in the goods market followed a passive 
crawling peg. 

Although tariffs remained high and a number of restrictions on current 
payments or multiple currency practices prevailed, trade transactions 
were partially liberalized during this phase. From the middle of 1974 to 
early 1975, all quantitative restrictions on imports were removed. lmporrs 
of capital goods were further liberalized in early 197 5, when they were 
exempted from special deposit requirements. On the export side, taxes on 
wool and beef exports were considerably reduced during 1974. 

Further significant changes occurred in the trade and exchange system 
between 1975 and 1978. In 1975, import deposits and exchange taxes on 
beef exports were eliminated, and many trade taxes were reduced. In 
1977, the system of import surcharges was further streamlined, leading to 
more uniform rates of effective protection. However, at the same time, a 
tax (retenci6n) on beef exports was reintroduced, and export subsidies 
(reintegros) on nontraditional exports were reduced. In January 1978 a new 
tariff structure replaced the complex system of import duties and related 
charges with a basic rate of20 percent and multiple rates ranging from zero 
percent to 150 percent. Export taxes continued to increase during 1978, 

' Amortization or proceeds from liquidation of investment registered under this law could 
not be transferred abroad until three years after the date on which the iO\·estment was 
approved. 
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while subsidies on nontraditional exports continued to be reduced. 
During this phase, the authorities began to remove the comprehensive 

price controls in the economy, but slowly. During 1974, controls were 
progressively eliminated or released on selected products and services, 
most of which were not included in the consumer price index (CPf). After 
a temporary reintroduction of price controls in 197 5, all prices of goods 
considered to be competitively produced and not included in the CPI were 
freed in early 1976. Although price liberalization continued, by the end of 
1978, 46 percent of products in the CPI basket were still subject to price 
control. 

Tax reforms were also implemented to reduce tax evasion and simplify 
the tax system. Late in 1974, the tax on earned income and the inheritance 
tax were abolished, while the basic rate on the value-added tax was 
increased from 14 percent to 18 percent. During 197 5, the coverage of the 
value-added tax was widened and its basic rate was increased to 20 
percent, while the tax rate on income from industry and commerce was 
raised from 20 percent to 25 percent. During 1977 and 1978, the author­
ities strengthened tax administration and introduced se,·ere penalties for 
tax evasion, together with indexation of late tax payments. 

The stabilization strategy included an anti-inflationary policy based on 
reductions in fiscal deficits and in monetary growth. The fiscal position of 
the Central Go,·ernment improved substantially owing to a strong rise in 
revenue collection and expenditure restraint. As a result, the overall deficit 
of the Central Government fell from the equivalent of 4. 5 percent of GOP 
in 1975 to 1.3 percent of GOP in 1978 (see Statistical Appendix Table 1). 
However, monetary aggregates continued to grow rapidly (Chart 1). The 
stabilization plan also included an expenditure-switching policy, consist­
ing mainly of a real devaluation followed by a passive crawling peg, and 
the promotion of nontraditional exports. 

Economic performance clearly improved, despite an unfavorable e\'olu­
tion of the terms of trade. A period of rapid growth (Chart 2) replaced the 
pre-reform stagnation: real GOP grew at an average rate of 3. 9 percent 
between 1974 and 1978. Inflation (Chart 3) declined from over I 07 percent 
per annum in the last quarter of 1974 (CPJ) to 41 percent by the end of the 
third quarter of 1978. The balance of payments strengthened substan­
tially, with overall surpluses of US$167 million in 1976, US$102 million 
in 1977, and US$286 million in 1978 (Chart 4). This increase was due 
partly to large inflows of foreign pri,·ate capital, attracted by the remo,·al 
of exchange controls, the introduction of foreign currency deposits in local 
banks, the uncertain political situation in Argentina, and the high interest 
rates in Uruguay. The current account also impro,·ed, reflecting mainly 
the strong growth of nontraditional exports. Both unemployment and real 
wages fell. 
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Chart 1 . Monetary Aggregates: Growth Rates
(In percent per annum)

Source: Statistical Appendix Table 2.

©International Monetary Fund. Not for Redistribution
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Chart 3. Price and Wage Inflation 
(In percent per annum) 
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Chart 4. Balance of Payments 
(In millions of U.S. dollars) 
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The second phase of the economic reform had three key elements: (I)  
the implementation of an active crawling peg, (2) the starting of a process 
of unification of import tariffs, and (3) an important tax reform. In 
addition, deregulation of foreign trade, commodity prices , and financial 
markets continued. 

The strategy underlying this phase reflected disappointment with the 
stabilization measures taken in Phase I ,  which had failed to lower inflation 
to an acceptable level. To deal with this problem, the new strategy relied 
on using the exchange rate to influence inflationary expectations. On 
October 1 7, 1978, the dual exchange market was de facto unified \vhen the 
Central Bank announced that it would buy and sell any amount of foreign 
exchange at rates that would be adjusted from time to time. On Octo­
ber 26, 1978, the Central Bank indicated for the first time the future rate of 
devaluation through the sale of three-month treasury bills redeemable in 
domestic currency or U.S. dollars; the redemption value (principal and 
interest) in U.S. dollars was indicated on the bills. On December 28, 1978, 
the Central Bank published a preannounced schedule of devaluations 
(informally known as the tab/ita). 8 This schedule indicated the daily 
exchange rates for the Uruguayan peso (in terms of U.S. dollars) through 
March 1979. On March 27, 1979, the schedule was extended through the 
end of 1979, and on July I 0 through the first quarter of 1980. Thereafter, 
the schedules were announced six to nine months in advance. 

Corbo, de Melo, and Tybout ( 1 986) summarized the rationalization of 
this plan as provided by the Rodriguez {1982) model: 

Interest rate parity obtains continuously because of the absence of controls on 
capital flows and the assumption of perfect asset substitutability. The law of one 
price holds for tradeables, and the rate of change in the prices of nontradeable 
goods is a function of inflationary expectations-which are assumed to form 
adaptively-and of excess demand for nontradeable goods. The model predicts 
that the implementation of the tab/ita should immediately reduce nominal 
interest rates and, to a lesser extent, inflation. The decline in real interest rates 
should first stimulate demand, creating an excess demand for nontradeable 
goods and thereby inducing a temporary appreciation of the real exchange rate. 
As inflation falls, both the real interest rate and the real exchange rate should 
increase, approaching their long-run equilibrium from below. The economy 
should stabilize without undergoing the recession associated with traditional 
contractionary measures (p. 616). 
Tariff reductions were accelerated during this phase. Import duties on a 

large number of imports were reduced or eliminated during the second 

1 Similar regimes were also adopted in Chile in February 1978 and in Argentina in 
December 1978. 
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half of 1978 and in 1979. Moreover, in December 1978, the Go\'emment 
announced a timetable to unify the numerous import taxes to a global 
tariff, and to reduce this global tariff gradually to an a\·erage le\'el of 35  
percent over the period January I,  1980-J anuary I,  1985.9 

Export subsidies were also reduced. On March 29, 1979, the system of 
export prefinancing (preanticipos) was eliminated. Howe\·er, export subsi­
dies for many products continued to be granted in the form of tax credit 
certificates. 

In November 1979, a major tax reform went into effect. This reform 
included new taxes on agricultural income and sales, the merger of several 
excise taxes, the rationalization of a number of other taxes, and the 
substitution of higher \'alue-added tax rates for several social security 
taxes. This tax reform's primary purpose was to increase the international 
competitiveness of Uruguayan products by lowering labor costs and elimi­
nating taxes on exports of agricultural products. 

Price deregulation continued during this phase, and the role of the price 
control agency gradually shifted from controlling prices to monitoring 
price movements and market behavior to protect consumer interests. 
Nevertheless, by March 1981, the prices of 24 percent of the goods and 
services constituting the consumer price index remained subject to control. 

The foregoing measures succeeded for a time. The economic perform­
ance was impressive until the beginning of 1981.  GOP growth exceeded 6 
percent over the period 1979-80 (Chart 2). Moreover, after accelerating 
during 1 979, the inflation rate receded from early 1980 until the third 
quarter of 1982 (Chart 3). The balance of payments was consistently in 
surplus (Chart 4), exports were greatly diversified, and official interna­
tional reserves rose to a comfortable level. Balance of payments surpluses 
resulted mainly from capital inflows and tourism from Argentina. The 
peso appreciated in real terms with respect to the currencies of all major 
trading partners except Argentina (Statistical Appendix Table 6). More­
over, capital inflows fueled two booms, one in agricultural land, the other 
in real estate.1° Confidence in the peso strengthened, and substantial 
amounts of private savings flowed into the domestic banking system. 

Certain policy inconsistencies and several external factors resulted in the 
steady deterioration of Uruguay's economic and financial performance 
beginning in late 1980. Demand for Uruguayan exports weakened as a 
consequence of the recession in the world economy and the policy adjust­
ments undertaken by Argentina and Brazil. Moreo\'er, the deterioration of 
the terms of trade and the rising world interest rates adversely affected the 

9 However, to contain inflation, import duties on some products were lowered ahead of the 
planned timetable during the second half of 1979. 

10 Hanson and de Melo ( 1985), p. I 0. 
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current account of the balance of payments. The public sector financial 
position also deteriorated as a result of a decline in the tax base, a large 
increase in social security payments, 1 1  and a surge in the burden of 
servicing the public foreign debt. 12  Finally, the Argentine devaluations of 
March 1981 fueled the growing expectations that the Uruguayan tab/ita 
was becoming unsustainable. 

These factors led to a crisis in confidence in the tab/ita, resulting in 
major capital outflows and capital flight-which were evident in large 
changes in errors and omissions items of the balance of payments (Chart 
5)-and a deep recession. Real GOP growth decelerated w about 2 percent 
in 1981,  and in 1982 GDP declined almost I 0 percent (Chart 2). Finally, in 
November 1982, the Government dropped its commitment to maintain 
the tablita and a major devaluation followed (Chart 6). 

ll. The Fmancial Sector and Evolution of the Regulatory Process 

Financial markets in Uruguay evolved within an em·ironment of exces­
sive regulations during the 1960s and early 1970s, and a deregulation 
process was initiated in the middle of 1974. During the early 1960s the 
persistence of interest rate controls led to nonprice competition for a 
dwindling pool of savings, reflected in the increases in the number of bank 
branches, real estate speculation, and high spreads between loan and 
deposit rates. IJ Further regulation from the Government led to capital 
flight and loss of reserves, and the position of banks was weakened further. 

In 1965, a generalized crisis of the banking system developed, and the 
number of bank failures multiplied. As a result, some very strict regula­
tions were passed, including a ban on entry of new firms into the secror 
and a ceiling on the total number of branches (thus, if a bank wanted ro 
increase the number of its branches, it could do so only if a competitor 
grew smaller); limitation of credit available to the private sector; direct 
subsidies; and interest rate controls. 

In 197 1 ,  another wave of bank mergers and bankruptcies developed, 
spurred by the deterioration of bank assets caused by high real interest 
rates. Heavy regulation pervaded the financial activity, including prefer­
ential credit programs, high reserve requirements, compulsory purchase 
of government securities, and interest rate ceilings. An informal lending 
market developed (the parabancario market), operating through public 
notaries who certified the transactions between borrower and lender, 
thereby creating a tradable financial instrument (certified promissory 
notes). 

11 llanson and de Melo (1985), p. 10. 
11 Larrafn (1986), p. 19. 
" See Daly (1967). 
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Chart 5. Balance of Payments: Capital Account and 
Errors and Omissions 
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Chart 6. Nominal Exchange Rate 
(Pesos per U.S. dollar, end of period) 
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As Larrafn (I 986) notes, 

At the time of the reforms, the role of the banking system as intermediator of 
funds was reduced to a critically low level, at approximately 35 percent of the 
real value of loans and deposits that it had in the early fifties (pp. 8-9). 

The structure of the Uruguayan financial system prior to the middle of 
1974 is described below. 

• The Central Bank of Uruguay (CBU) was established in 1967 and was 
in charge of currency issuance, managing of international reser\'eS, 
formulation and execution of monetary and credit policies, and con­
trol of the banking system. 1• 

• The two state-owned banks Banco de Ia Republica Oriental del 
Uruguay (BROU) and the Banco Hipotecario (BH). The BROU, 
which was established in 1 896, was the largest commercial bank in 
Uruguay. It handled all financial transactions of the central and 
departmental governments, controlled foreign exchange proceeds 
from exports, and collected some excise duties and tariffs. 15 The BH 
specialized in financing low- and middle-income housing. 

• Private commercial banks: they could receive deposits in pesos and 
could extend loans in either pesos or foreign currency. Some of these 
banks were foreign owned. 

• Banking houses (casas bancarias): they differed from commercial banks 
in that they were not allowed to accept deposits. They were allowed 
to intermediate in the bankers' acceptances market and in export-im­
port operations. Their main activity was to borrow abroad and lend 
those funds in the domestic market. 

• Financial intermediation cooperatives operated exclusively with their 
members. 

There were significant differences in the evolution of these institutions 
between 1974 and 1985 (Statistical Appendix Table 7). The salient fea­
tures were the small variation in the number of banks, the rapid increase in 
the number of banking houses after 1977, and the significant growth in the 
number of offices and employees. 

Compared with banks in other countries, Uruguayan banks seemed to 
be relatively small: only 3 made the top 100 of Latin America as of 1986 
(the BROU (No. 3 1 ) ,  La Caja Obrera (No. 96), and Comercial (No. 99)).16 

The share of "Banks, insurance, and other financial intermediaries" in 
nominal GOP at factor cost increased from 4.7 percent during 1975-77 to 
6.5 percent during 1983-85 (Statistical Appendix Table 8). 

14 For a legal analysis of the role and functions of the CBU, see Delpiazzo (1983). 
" This bank operated also as a monetary authority until the Central Bank was established. 
16 See The Banker (October 1986), p. 91. 
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Against this background, we will review now the process of deregula­
tion of the financial markets, in the context of the liberalization-cum­
stabilization experience of 1974-82. 

Liberalization of International Financial Transactions 

As noted in Section I above, in September 1974 domestic residents were 
allowed to trade in any kind of assets denominated in any currency, since 
exchange controls were eliminated altogether, and banks were authorized 
to receive deposits denominated in foreign currency. Moreover, the aboli­
tion of the personal income tax in July 1974 eliminated the need to report 
these transactions. Also, nonfinancial firms were allowed to borrow in 
foreign currency at home or abroad with no limitation, and nonresidents 
were allowed to repatriate both earnings and capital with no limit. 

As Larrafn ( 1986) notes, 

... this deregulation is all the more remarkable since before September of 1974 
it was illegal for Uruguayans to hold dollars and stories are told about people 
sent to jail after being caught holding a hundred-dollar bill (pp.21-22). 

Interest Rates 

The economic reform that began in 1974 included various adjustments 
to the ceilings on interest rates, culminating eventually in full liberalization 
of interest rates. 

Effective September 25, 1974, the maximum interest rate (payable in 
advance) on bank peso loans was raised from 24 percent to 32 percent per 
annum. At the same time, the ceiling on bank commissions (also payable in 
advance) was reduced from 10 percent to 6 percent, while the tax on 
financial transactions (which could be passed on to borrowers) was kept at 
6 percent. These measures increased the effective cost to borrowers 
(including the said tax) from a maximum of 66.6 percent to 78.6 percent 
per annum. The annual interest rate for loans in foreign currency had 
already been increased in July 1974 from 14 percent to 16.5 percent. The 
BROU kept preferential interest rates for public sector loans, and for a few 
priority sectors. 

Interest rates on peso deposits continued to be fixed by the Central Bank 
until March 1976. Effective October I ,  1974, an annual interest rate of 10 
percent was set on demand deposits, which previously had been non­
remunerated. However, this measure was reversed a few months later. At 
the same time, the interest rate for savings deposits was increased by I 0 
percentage points to 1 8  percent a year. For time deposits the annual rates 
were increased by 15-2 3 percentage points ranging from 30 percent (for 3-
to 5-month deposits) to 48 percent (for deposits of 12 months and over). 
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Rates payable on deposits in dollars were free throughout the period. 
During 1976, the authorities attempted to reduce interest margins, 

improve the interest rate structure and encourage efficiency in banking 
operations. From January I ,  commissions were eliminated and all interest 
rates were made payable at maturity, whereas before they were payable in 
advance. From April I, all rates of interest on deposits were freed, but 
maximum lending rates continued to be set by the Central Bank. These 
changes enabled banks to pay positive real interest rates on deposits for the 
first time in many years. Nevertheless, the BROU continued to charge 
promotional rates on loans for nontraditional exports and for meat packing; 
these loans were rediscounted with the Central Bank. However, from 
April I ,  1976, the annual rate for all new central bank rediscount facilities, 
which had ranged from 8 percent (for rediscounts to the BROU) to 12  
percent (for regular facilities to commercial banks), was raised to 17 
percent. In September 1976, rediscount was restricted only to emergency 
lending to banks facing temporary liquidity problems and carried a penal 
interest rate. 

The ceilings on lending rates were increased again in late 1977 and 1978. 
In addition, in May 1979, the tax on bank loans was substantially reduced. 
Finally, on September 12 ,  1979, all interest rate ceilings were eliminated. 

Reserve Requirements 
The level and structure of reserve requirements varied throughout the 

period, and the requirements were generally reduced, simplified, and 
unified between 1975 and 1979. This reflected a changing balance be­
tween the needs of raising revenue for the Government, inducing a certain 
portfolio composition, and promoting the liberalization program. Both 
peso and foreign currency deposits were subject to reserve requirements, 
whose level depended on the maturity of deposits, and which could be 
partially satisfied with government bonds during certain periods. (For a 
chronology of adjustments in the reserve requirements, see Appendix 1.) 

To assist banks that were placed in a difficult financial position because 
of the new interest rates announced in September 1974 (which implied a 
smaller spread for the commercial banks), effective October I ,  1974, the 
Central Bank reduced the reserve requirements. Early in 1975, the mone­
tary authorities established a 40 percent marginal reserve requirement on 
the excess of peso deposits over their average level in December 1974. 

A major reform in regulations on reserve requirements took place at the 
beginning of 1976. An important change was to disallow the use of any 
assets except cash in vault or deposits with the Central Bank for the 
fulfillment of reserve requirements. At the same time, however, it was 
decided that private commercial banks would have to keep in their portfo-
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lios government securities whose value was equivalent, at a minimum, to a 
certain proportion of their deposits. l n  June 1977 the requirement to hold 
government debt was eased, while reserve requirements were increased 
considerably. 

Late in 1977 the authorities began to equalize the treatment of reserve 
requirements on local and foreign currency deposits. From January I, 
1979, all reserve requirements, both on local and foreign currency deposits, 
were unified at 20 percent of outstanding deposits at the end of 1978. All 
increments of deposits above that amount would have a zero reserve 
requirement. Finally, in May 1979, all basic reserve requirements were 
eliminated. After this measure, the only reserve requirement which re­
mained in force was a marginal requirement of 100 percent, which applied 
to the amount of deposits in local currency exceeding 16 times a bank's 
capital and reserves. Jn June 1979, this limit was temporarily increased to 
30 times capital and reserves, but was extended to foreign currency deposits, 
lint:s of credit, guarantees, and other obligations. 

Entry Barriers 

Under the 1965 law, no new banks were allowed, and a ceiling was set 
on the total number of branches. This law did not ban the establishment of 
new banking houses, but since they could not raise deposits, this was not a 
very important exception. 

The first major change in entry regulations took place in 1976, when the 
Central Bank of Uruguay allowed banking houses to recei,·e foreign 
currency deposits from nonresidents. This was a main factor in the rapid 
expansion of these houses after 1976, whose number increased from 2 in 
1976 to 23 in 1981. 

In November 1981 (Law 15207), the entry prohibition in the banking 
sector was lifted. New banks were allowed, in a number not to exceed each 
year 10 per cent of the number existing in the previous year; the ban on 
branch expansion was also lifted. 17 

Prudential Regulations 

Uruguay's financial system was subject to a limited array of prudential 
regulations, most of which were in force for the whole reform period. No 
formal deposit insurance scheme existed at that time; banking supervision 
consisted primarily of control of capital and reserve requirements and 
on-site inspections; the accounting framework and off-site analysis were 
weak. 

17 See Olivera Garda ( !982a and b) for a description of the legal details. 
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Maximum liability/capital ratios limited banks' expansion. Liabilities ex­
ceeding the maximum ratio were subject to a 100 percent resen·e require­
ment. In February 1974 it was established that domestic deposits should 
not exceed an amount equal to 1 5  times each bank's capital. That ratio was 
raised to 16 some months later, but only for local currency deposits. The 
maximum limit for bankers' acceptances was set at 50 percent of the bank 
capital. In 1979, the liabilities/capital ratio was set at 30 times for banks 
and 20 times for banking houses, and was extended to cover both domestic 
and foreign currency deposits. 

Minimum capital requirements were in force, varying according to the type 
of institution (higher for banks, lower for banking houses) and the location 
(higher for offices in Montevideo, departmental capitals, and the cities of 
Las Piedras, Pando, and Punta del Este) These requirements were updated 
periodically, and were in force throughout the period. 

Maximum financing limits existed until 1979. When the reforms started in 
1974, a bank's credit to a single client could not exceed 20 percent of the 
bank's capital and reserves (except for export prefinancing). In 197 5 ,  this 
limit was raised tO 25 percent. A 1977 regulation forbade financing above 
25 percent of the bank capital to corporations whose boards were linked to 
the banks' boards or managements. 

In March 1979, all regulations on maximum financing and risk concen­
tration were eliminated. They were reinstated in December 1980, when 
they were set at 25 percent for individuals or single firms, and at 35 
percent for conglomerates or groups of firms. They applied to disbursed 
and nondisbursed loans, endorsements, etc. In August 1981, these limits 
were abolished and were replaced by a requirement that each borrower be 
subject to a detailed analysis, using a uniform methodology. In September 
1982, lending to managerial personnel of firms was prohibited. 

Foreign exchange exposure was not regulated. Thus, banks could borrow in 
dollars and lend in pesos without any limits. 

Asset immobilization limits were set at 60 percent of capital and reserves in 
1976, and raised during 1977 first to 70 percent and then to 100 percent. 

Banking Supervision and Early Warning Indicators 

Table I provides information on the number of on-site bank supcn·ision 
visits. 

These data suggest that the number of inspections the Central Bank 
carried out each year exceeded the number of banks and banking houses in 
operation. However, these numbers should be interpreted with caution. 
The numbers alone do not provide any information on the quality of the 
inspection or the criteria used for the audit, the amount of information 
made available to the auditors, or the penalties that could be applied. 
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Table 1. On-Site Bank Supervision Visits, 1 975-83 

Year 
Number of 

Visits 

1 975 36 
1 976 40 
1 977 97 
1978 82 
1979 66 
1 980 74 
1981 
1982 99 
1 983 96 

Source: Central Bank of Uruguay, Annual Report, various issues. 

According to Larrafn ( 1986), supervision 

has been mainly confined to the traditional control of capital and reserve 
requirements. Balance sheets and profit and loss statements are also re,·iewed tO 
judge if they are appropriately drawn up so that they accurately reflect the 
financial siruation of the bank (p. 29). 

An interesting comment on this issue is made by J. Gil Dfaz, President 
of the Central Bank of Uruguay from 1974 to 1982: 

During my tenure . . . there was no legal norm that allowed the Central Bank to 
regulate the way in which the accounting information of financial institutions 
should be presented and evaluated." 

Similarly, there does not seem to have been any early warning indica­
tors or other systematic or informal off-site analysis of banks in the Central 
Bank.19 Nevertheless, the Central Bank management might ha\'e been 
aware of banking difficulties well in time, as Gil Dfaz states: 

... the Central Bank of Uruguay, within the limits of irs capacity, discharged 
its responsibility of controlling the national banking system. Through its super­
vision, auditing, analysis of periodical information and special information 
requests, it soon detected that a group of institutions was weaker than the rest. 10 

11 BU!qutda, No. 361, December 12, 1986, p. 14. 
19 See, for instance, the papers in Altman and Sametz (1977) for examples of alert 

indicators. 
10 BU!qutda, o. 361, December 1 2 ,  1986, p. H. 
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ill. Impact of Reforms on Macroeconomic Variables 
and the Fmancial Sector 

Financial Intermediation and Growth of Financial Sector 

Charts 7 and 8 illustrate the financial deepening process in Uruguay after 
1974 by depicting the ratios of bank assets and liabilities relative to GDP. 

The interest rate reforms and capital account liberalization generated 
important portfolio shifts and capital inflows with significant conse­
quences for the Uruguayan financial sector after 1974. The ratio of M I 
(currency in circulation plus sight deposits) to GOP declined from about 
12 percent in 1974 to less than 8 percent in 198 1 ,  while the ratio of M 3 (M I 
plus savings and time deposits in foreign and domestic currency) to GOP 
increased from about 19 percent to about 43 percent over the same period. 

The sequencing of the economic reform was also reflected in the 
evolution of the composition of M3. During the first years after the 
economic reform was initiated, liberalization of foreign currency deposits 
in Uruguay was quickly completed, while important regulations contin­
ued to prevail for domestic currency transactions. During this period, 
foreign currency deposits increased much faster than peso deposits. The 
ratio of foreign deposits to GOP increased about six times from 1974 to 
1977 (with a large proportion held by nonresidents), while the ratio of 
domestic currency time and savings deposits to GOP increased only 33 
percent over the same period. 

After 1977, when interest rate ceilings were gradually removed and the 
authorities began to equalize the treatment of local and foreign currency 
deposits with regard to reserve requirements, domestic currency deposits 
became more attractive to investors. The ratio of savings and time peso 
deposits to GOP increased 2.5 times from 1977 to 1980, while the ratio of 
foreign currency deposits to GOP declined from 1978 to 1980. The factors 
that adversely affected the Uruguayan economy and contributed tO the 
loss of confidence in the tab/ita reversed these trends after 1980.21 

The question arises whether this growth of the financial sector trans­
lated into an increasing availability of credit to the private sector or whether 
funds were invested abroad or used to finance fiscal deficits. 

Chart 8 shows a fast growth in credit to the private sector bet\veen 1974 
and 1982. The remarkable reduction in fiscal deficits reduced go,·ernment 
borrowing needs between 1974 and 1980. Most of the increase in private 
sector credit corresponds to credit in foreign currency, which, as a share of 
GOP, increased about five times over the period. 

The problems faced in the early 1980s by the Uruguayan economy, and 

" See also de Melo and Tybouc (1986). 
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Chart 7. Financial Intermediation 
(Liabilities of banking system as percentage of COP) 
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particularly by its financial sector, tightened credit conditions. Moreover, 
fiscal deficits, which had been negligible before 1980, absorbed a larger 
share of domestic credit. Thus, credit to the private sector, and particu­
larly credit in domestic currency, decreased after 1982 as a share of GOP. 22 

Hanson and de Melo ( 1 985) stressed that a substantial share of private 
credit was in the form of consumer credit, whose share in total bank credit 
grew from 4 percent in 1979 to 12  percent in 1981.  And that 

another part went to finance, and made possible, two asset price bubbles. The 
first was the agricultural land boom after the fourfold increase in domestic beef 
prices between August 1978 and August 1979 .... The second bubble-which 
followed immediately-was the real estate boom ignited by Argentine pur­
chasers of real estate in Punta del Este (p. 12). 

Effects on Savings, Investment, and Efficiency of Investment 

The question arises as to whether the financial deepening described in 
the previous subsection resulted from an increase in savings or simply 
reflected portfolio shifts (financial operations which were carried out in 
informal markets being absorbed by the formal financial sector under the 
new policy regime), and capital inflows (attracted by the new conditions 
prevailing in the formal financial sector but also responding to conditions 
prevailing in neighboring countries). This subsection also discusses the 
effects of the liberalization on investment behavior. 

Chart 9 presents data on aggregate savings and investment. Also, de 
Melo and Tybout ( 1986, p. 568) provide the following period average data: 

1955-63 1964-73 1974-78 1979-83 

Domestic savings/GOP 11.9 12.5 11.0 11 .7 
Private savings/GOP 11.3 9.6 9.6 
Foreign savings/GOP 2.9 -1.7 2.5 2.9 
Private investment/GOP 9.6 12.1 12.6 

A straightforward reading of this evidence provides no support to the 
view that the domestic savings rate rose in response to interest rate 
deregulation. Although gross domestic savings seem to have been only 
slightly lower during the reform period, private savings fell during that 
period. Moreover, both gross domestic savings and gross national savings 
showed a declining trend after 1976, following two years of rapid increase 
(Chart 9). 

11 The 1982 peak in assets and liabilities of the financial sector reflects the devaluation 
impact when the tab/ito was abandoned. 
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Chart 9. Savings and Investment as Percentage of GDP 
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De Melo and Tybout ( 1986) analyzed the influence of the financial 
liberalization on savings rates, and concluded that the effect of real interest 
rates on the savings rate was statistically not significant, although the 
savings rate shifted upward in the post-reform period. Foreign capital 
inflows and real exchange rates had the dominant impact on savings. 

With respect to investment, the ratio of private investment to GOP rose 
in the reform period. ll This could also be attributed, as de Melo and 
Tybout ( 1986) point out, to the exceedingly low return on capital in the 
pre-reform period, as documented in Harberger and Wisecarver (1977). 

However, the shift in period averages masks two distinct trends appar­
ent in the yearly data. Investment ratios (in relation to GOP) increase 
steadily until 1980 (from 7. 7 percent for private fixed capital formation 
and 1 1 .6 percent for gross domestic investment in 1974 to 1 1 .8 percent and 
17 .4 percent, respectively, in 1980), with a marked decline thereafter (to 
5 .2  percent and 9.3 percent, respectively, in 1984). 

De Melo and Tybout ( 1986) document structural shifts in the invest­
ment function (an upward shift of the intercept term and more responsive­
ness of investment to interest rates and real exchange rates) but this is not 
interpreted as evidence in support of the McKinnon hypothesis. Rather, 
they interpret the finding of significant accelerator-type effects to be a 
sign that Uruguayan savings were not constrained, despite the presence of 
"financial repression" in the pre-reform years. Larrafn (1986) points out 
that the rationalization and decrease of profit taxes as well as the elimina­
tion of quotas on imports of capital goods were major determinants of the 
shift in post-reform investment function. 

On the issue of the efficiency of investment, Hanson and de Melo (1983) 
find a 40 percent rise in the ex post incremental output/capital ratio from 
1967-1974 (0. 18) tO 1975-198 1 (0.25). They argue that the improvement in 
efficiency probably reflected not only the improved allocation of credit 
but also the improved utilization of capacity, the rapid growth in less 
capital-intensive industries (which benefited from the goods and financial 
market reforms) and the easing of restrictions on capital goods imports. 24 

Thus, even though the empirical evidence does not support a strong 
responsiveness of domestic savings to financial liberalization, the eco­
nomic reforms implemented in Uruguay in the mid-1970s raised the level 
and efficiency of investment. 

11 This is in accordance with the .\ltcKinnon-Shaw thesis, which suggests that the disman­
tling of financial repression and the increase in real intert>St rates will contribute to increases 
in savings and im·estment, and in the average efficiency of investment, and will promme 
economi c  growth. See McKinnon (1973) and Shaw (1973). 

14 Further evidence on the allocative efficiency of investment is considered in the study by 
de Melo, Pascale, and Tybout (1985) using microeconomic data. 
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Behavior of Interest Rates 

Nominal Interest Rates 

Nominal interest rates fluctuated sharply as ceilings were lifted and 
economic conditions changed (Charts 10 and I I). 

In general, nominal lending and deposit peso interest rates increased 
during the first years of the reform, but the ceilings continued to be 
binding until late 1977. Interest rates were relatively stable during the 
second phase ( 1 979-82), particularly after late 1979. They jumped when 
the stabilization policy collapsed and inflation started tO regain momen­
tum. Nominal interest rates on dollar operations increased during the 
whole reform period, particularly during the second phase (under the 
active crawling peg regime). However, interest rate ceilings on dollar 
lending rates were also binding until late 1977. Nominal interest rates on 
dollar operations became highly volatile between the second half of 1979 
and late 1982, when they started to fall steadily. 

With regard to the second phase of the reform, Favaro (1985) also points 
out two stylized facts in relation to two nominal rates. First, the term 
structure of interest rates remained upward sloping (i.e., interest rates on 
short-term deposits were below the rates on longer-maturity deposits). 
Also, despite changes in economic circumstances and in the institutional 
scenario, domestic interest rates experienced little fluctuation. 

The authorities attempted to reduce the spread between lending and 
deposit rates after 1976. However, only after 1979 did spreads decline 
markedly (Charts 1 2  and 1 3), when the tax on bank loans was substantially 
reduced and basic reserve requirements were eliminated. Increased com­
petition in banking also contributed to the decline in spreadsY Spreads, 
particularly those on peso rates, widened considerably in late 1982 and 
early 1983. This measure of spread does not indicate intermediation costs 
or performance of the banking industry, as the net spread-net of the 
impact of taxes, reserve requirements, etc.-would do. 26 

However, there is not enough information available to analyze the 
evolution of costs of intermediation. Moreover, constantly e\'olving regu­
lations on portfolio and reserve requirements for financial institutions 
make it difficult to construct a series on net spreads from the available 
information on gross spreads. Nevertheless, the available data show that 
the removal of different regulations greatly contributed to the reduction of 
financial spreads. 

" Spiller and Favaro (1984) and Hanson and Neal (1986). 
16 For a study of different definitions of spread, see Hanson and Rocha ( 1986). 
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Chart 10. Annual Nominal Interest Rates (Peso) 
(In percent) 
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Chart 1 1 .  Annual Nominal Interest Rates (Dollar) 
(In percent) 
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Chart 12. Spread in Interest Rates (Peso)l 

(In percent per annum) 
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1 Prime loan rate less interest rate on time deposits of up to six months. 
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Chart 13. Spread in Interest Rates (Dollar) 1 
(In percent per annum) 
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The Spread Between Peso and Dollar Riztes 

With free convertibility of the peso and no interest rate ceilings, it was 
expected that interest parity conditions would obtain, owing to asset 
market arbitrage. Therefore, the domestic interest rate would be deter­
mined by the world interest rate, adjusted for exchange rate risk. 

The ex post spread between the rates on peso deposits and peso equiva­
lent rates on dollar deposits was high and varied throughout the period 
(Chart 14). It widened after the adoption of the tab/ita, remained about 
constant in 1980, and dropped "sharply during the period of exchange 
guarantees extending over seven months starting in February 1981.  "21 

The evolution of the spread between peso and dollar rates raises two 
issues: (I) why the rate of interest on assets in pesos exceeded the rate of 
interest on assets in foreign currency, even when the assets were traded in 
the same domestic market (so that we can abstract from country risk 
considerations), and (2) why this ex post realized premium kept changing 
over time. 

The most common explanation for the existence of the premium is that 
of expectations of devaluation, i.e., the lack of credibility of the public in 
the exchange rate policy. Jf  this is true, then the variation in the premium 
could be traced to the factors that affect those expectations. ;\lloreover, a 
positive spread implies that expected devaluation was higher than realized 
devaluation. 

Hanson and de Melo ( 1985) tested a model of interest rate determination 
along these lines, based on the uncovered interest rate parity using 
monthly data for November 1978 to December 1981.  They concluded that 
the long-run elasticity of the peso deposit rate with respect to the rate on 
foreign currency deposits, 0.98, was not significantly different from the 
unitary elasticity predicted by the interest parity theorem, suggesting a 
constant ex ante spread. MoreoYer, the ex post rate of devaluation seems to 
have had an insignificant effect on the ex ante spread. 

Favaro ( 1985) found the expectations of deYaluation hypothesis unsatis­
factory and proposed an alternative explanation, based on a model of 
financial cost minimization that introduces the existence of real costs of 
adjusting a given net foreign asset position. He emphasized that, under 
certain policy rules, limited arbitrage opportunities may result in a wide 
gap between the nominal interest rate and the rate of inflation and hence in 
movements of the real rate of interest. He also concluded that differences 
between domestic and foreign interest rates do not necessarily mirror 
expectations of devaluations, but reflect the existence of real adjustment 
costs of the debt structure owing to uncertainty in the policy regime and 
incomplete futures markets. 

11 Hanson and de Melo ( 1985), p. I 3. Fa,·aro ( 1985) also discusses the e\'olution of spreads. 
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Ex Post Real Interest Rates 

Real interest rates (ex post) showed a high volatility between 1976 and 
1985 (Charts 1 5  and 16). This volatility of real interest rates generated 
financing difficulties for the Uruguayan firms. Declining financial costs 
when real rates were negative (up to mid-1980) led to O\'erindebtedness, 
which generated a large debt-service burden for Uruguayan firms when 
real rates went up to high levels in the next few years (up to mid-1982). 

Blejer and Dfaz ( 1986) conclude that external factors-foreign interest 
rates and tradable goods prices-were the major factors affecting the 
behavior of real interest rates in Uruguay, while monetary disequilibria 
and changes in the nominal exchange rate had insignificant effects on real 
rates. Also, they conclude that the exchange rate risk did not affect real 
interest rates. 

Financing of Nonfinancial Sector Firms 

A study by de Melo, Pascale, and Tybout (1985) discusses the interplay 
of real and financial shocks in the Uruguayan economy using financial 
statements of industrial firms. This study distinguishes three phases in the 
development of the financial crisis. 

A first phase, of opportunities for nonoperating earnings, 28 is described 
as the time when "the seeds of disaster were sown. "29 In this phase (up to 
the late 1970s), with the opening of the capital account and the economic 
recovery under way, firms (especially in the exportable sector) took ex­
posed positions in dollars to expand their capacity and to take ad,·antage of 
currency arbitrage opportunities. Real borrowing costs were highly nega­
tive, owing first to the controlled interest rates and then to borrowing in 
foreign exchange. The authors explain that at the time, rapid dollar 
indebtedness may not have seemed inordinately risky because "operating 
earnings were clearly improving, prevailing interest rates posed no major 
debt-service problem, and government reserves seemed adequate to main­
tain the exchange rate regime indefinitely." These expectations would 
prove unwarranted in the end. 

The second phase, of real side problems and rising financial costs, 
corresponds to the time when "the desire to surYive . . . replaced the lure 
of easy money as the motive behind increasingly risky financial struc­
tures. "JO When expectations of the abandonment of the Argentine tab/ita 

u Defined as "all income from nonoperating assets, net of real financial costs. l ienee, 
unlike under the standard accounting definition, nonoperating income accrues w firms 
whenever real financial costs arc negative" (Tybout, 1985, p. 6}. 

19 Ibid. 
JO Tybout (1985), p. 15. 
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policy and devaluation generalized, confidence in the sustainability of the 
Uruguayan exchange rate regime waned. Interest rates started to climb, 
which induced firms to borrow in dollars in the hope that the exchange 
rate regime could be maintained. The authors explain that although 
operating earnings were stable, reflecting Argentine demand, net earnings 
dropped, reflecting increasing financial costs. Corporations stepped up 
their borrowing, partly to offset the reduction in internal sources of funds, 
but also, surprisingly, to finance increased fixed investment and the 
continuance of large dividend payments. This situation affected especially 
the exportable sector (with export subsidies reduced or eliminated). Thus, 
the scenario of the financial crisis was set, with overindebted firms left in 
an illiquid position and highly exposed in dollars. 

The final phase corresponds to the financial crisis itself. The confidence 
crisis triggered by Argentina's devaluation caused rapid deterioration in 
the situation in Uruguay, and led to the final collapse of the exchange rate 
regime in November 1982, with the abandqnment of the tab/ita and a 100 
percent devaluation. This shock devastated the firms hea\'ily indebted in 
dollars and made an important part of bank loans nonperforming, with 
many banks becoming technically insolvent. 

Mezzera and de Melo ( 1985) study the importance of different shocks 
based on interviews with managers in manufacturing, agricultural, and 
exporting firms. These subjective assessments also confirm the impor­
tance of financial shocks (impact of devaluation, rising costs of working 
capital, etc.). 

Market Structure 

Describing the situation before the banking crisis of 1965, Daly (1967) 
notes that the great expansion of bank branches represented nonprice 
competition in a context in which negative real deposit rates, liberal 
rediscounting policies, and real estate speculation allowed banks to sustain 
high profits, despite high operating costs and a small volume of deposits. 

The 1965 law severely limited the installation of new banks and opening 
of new branches. Spiller ( 1984) notes that these restrictions to entry and 
the easy access to information on competitors' beha\'ior (distributed by the 
Central Bank) promoted the development of cartel relationships. 

Spiller and Favaro ( 1 984) study the effects of the 1977 decree which 
allowed banks to raise deposits from nonresidents (sec Section I I  above). 
The study focuses on interaction among oligopolistic firms. The authors' 
main conclusion is that the interaction among the four dominant banks was 
reduced after the legal change, and that firms in the fringe group (small 
firms with a market share of less than 2 percent) did not expect retaliation 
from dominant firms. 



©International Monetary Fund. Not for Redistribution

Liberalization and Financial Crisis in Uruguay • 3 1 3  

The effects of the 1981 law, which liberalized entry somewhat, have not 
been similarly studied. The effects of the banking crisis on the structure of 
the banking system have, however, overshadowed the effects of that law 
and other measures. Hanson and de Melo ( 1985) point out that 20 of 22 
Uruguayan banks have changed hands since 1981 .  As the financial crisis 
worsened and the commercial banks were being intervened or capitalized 
directly or indirectly by the Banco de Ia Republica Oriental del Uruguay 
(BROU), the concentration in the sector has increased sharply, with the 
BROU and the banks owned by it holding more than 70 percent of the 
banking system deposits in 1986. 

Currency Substitution 

The share of foreign currency assets and liabilities in the Uruguayan 
banking system increased sharply between 1974 and 1985 (Charts 1 7  and 
18). 

The share of foreign currency deposits jumped from 1 1 .8 percent of 
M3 and 3 1 . 7  percent of total time and saving deposits in 1974 to 65.6 
percent and 7 5.4 percent, respectively, in 1985. On the credit side, 
whereas only about 1 8  percent of the credit of the banking system to the 
private sector was denominated in foreign currency in 1974, this share 
amounted to 77.4 percent in 1985. Moreover, although no statistics exist 
on foreign currency deposits held abroad by domestic residents, an idea of 
the trend of these deposits can be obtained from the U.S. Treasury 
Department data on deposits in U.S. banks held by nonbank Uruguayan 
depositors. These deposits grew steadily from 1974 to 1976, declined from 
1977 to 1979, and regained strength beginning in 1980 (Chart 19). 

A high and increasing proportion of foreign currency deposits in Uru­
guay have been held by nonresidents (mostly Argentines). The fraction of 
foreign currency deposits in the private banking system held by nonresi­
dents increased from 16.8 percent in 1974 to 49.3 percent in 1982, 
declining thereafter to 45.0 percent in 1985 (Chart 20).11 

These huge portfolio shifts and the sharp process of dollarization are 
most remarkable and have potentially far-reaching implications for the 
implementation of monetary policy. Banda and S.anto ( 1983) analyze 
empirically the domestic money substitutes and their importance for the 
effectiveness of monetary policy, concluding that the closest substitutes 
for a narrow money definition are savings and time deposits, denominated 

H However, Hanson and de Melo (1985) point out that official statistics may not be a good 
measure of the importance of nonresident deposits because they have been subject to 
different treatment during the period. For example, they initially were subject to higher 
reserve requirements than resident deposits, which encouraged banks to request that nonre­
sidents declare a Uruguayan address. 
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Chart 17. Foreign Currency Deposits as Percentage of M3 
(In percent) 
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Source: Statistical Appendix Table 14. 
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Chart 18. Currency Substitution 
(In percent) 
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Chart 19. Deposits in U.S. Banks by Uruguayan Nonbank Private Sector 
(In millions of U.S. dollars) 
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Chart 20. Foreign Currency Deposits in Private Banks 
Held by Nonresidents 

(Percent of foreign currency deposits) 
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Source: Statistical Appendix Table 14. 
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in pesos, with a low elasticity of substitution between foreign currency 
and domestic deposits. They argued that after the capital account \\'as 
opened, increases in foreign currency deposits reflected speculati\'e capital 
flows from Argentina rather than a portfolio shift by domestic residents, 
and that this capital inflow was often monetized-resulting in an increase 
in M I .  In contrast, Ramirez-Rojas ( 1985) concludes that currency substi­
tution-defined as the demand for foreign fiat money by domestic resi­
dents-was empirically important in Uruguay, and should be taken into 
account in the implementation of economic policy .32 

De Melo ( 1985) argues that a dollarization of the magnitude observed 
reflected more than an increase in the demand for fiat money. l le suggests 
that it was caused by a portfolio adjustment between dollars abroad and 
dollars held in the Uruguayan financial system. He bases this contention 
on the e\'olution of the ratio of Uruguayan dollar deposits in the United 
States to dollar deposits in Uruguay. This ratio decreased sharply between 
1974 (3. 53  percent) and 1980 (0. 24 percent) and then started rising again 
(0.85 in 1983) (Statistical Appendix Table 14). De .\tclo attributes these 
movements to changes in expectations about the evolution of the economy, 
and the maintenance of the exchange rate regime, and after 1982 to the 
impact of the domestic financial crises and insolvency of Uruguayan banks 
on people's confidence. 

The turning point probably began during 1980 instead of 1()82. At that 
time, deposits in U.S.  banks by Uruguayans began to rise again (Chart 19) 
and at a faster pace than foreign currency deposits in Uruguay (see 
Statistical Appendix Table 14) while, at the same time, the share offoreign 
currency deposits in the domestic financial market also increased consider­
ably (Charts 1 7  and 1 8). This evidence suggests that the external factors, 
which adversely affected the performance of the Uruguayan economy and 
more expansive fiscal policies, began to make the exchange rate policy less 
credible in 1980, promoting a new round of currency substitution. 

IV. The Fmancial Crisis and Policy Responses 

The Financial Crisis 

As described abO\·e, the financial position of Uruguayan firms, espe­
cially in the tradables sector, deteriorated sharply between 1980 and 1982, 
owing to the increasing peso overvaluation, the rise in interest rates, and 

ll For theoretical models of currency substitution, see Cah-o and Rodriguez ( 1977). Frenkel 
and Rodriguez {1982), and Cai\'O (1985); for empirical srudies, see Ortiz (1983) and ,\1arque-L. 
(1984). On the issue of "symmetrical" currency substitution (residents and nonresidents 
holding both currencies) see, for instance, Cuddington (1983). 
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the historical buildup of debt denominated in foreign currency. The 
collapse of the tab/ita and the accompanying devaluation were a major 
blow for enterprises-especially producers of nontradables who lacked 
foreign exchange cover-and triggered the financial crisis by inducing loan 
defaults which made many financial institutions technically insoh-ent. 

The devaluation of the Argentine peso (78 percent in March 1981) 
provoked a massive outflow of capital in Uruguay, owing to the lack of 
confidence in the sustainability of the Uruguayan tab/ita once Argentina 
had abandoned its own. The capital outflow and the drop in Argentine 
demand together reduced the price of assets in Uruguay, H thus also 
reducing the value of collateral on bank loans. 

As Chart 2 1  shows, banks' loan portfolios were clearly affected (see also 
Statistical Appendix Table 15). The stage for the crisis was set. By the 
beginning of 1982, many banks were in serious difficulties and there was a 
threat o f  a generalized banking crisis. When the peso was finally devalued, 
firms indebted in dollars were devastated, and to make things worse for 
banks, the value of collateral had dropped, making foreclosures more 
difficult. 

Policy Responses 
The authorities attempted a series of measures to overcome the financial 

crisis, but their response was complicated by the ongoing political transi­
tion. Expectations of a general debt relief were generated, and the attitude 
of "hold off payments, wait and see" was reinforced by the e"olution of the 
legal developments and the workings of the judicial system, which tended 
to favor debtors. 

The Bairout: Special Credit Facilities and the Portfolio Purchase Scheme 

As nonperforming loans began to cause serious trouble for financial 
institutions, the Central Bank of Uruguay (CBU) devised a series of relief 
mechanisms. 

In 1982, and particularly during the second half of the year, some 
emergency support funds were provided by the Central Bank of Uruguay 
to troubled financial institutions. The Banco Hipotecario recei,·ed sub­
stantial financial assistance after early 1982. Net credit from the CBU to 
that institution increased over 1 , 500 percent from September 1981 to 
September 1982.34 

11 Fossati mentions that the price of urban real estate dropped from US$500 per square 
meter in 1982 to less than US$200 in 1984; and the price of pasture land, from more than 
US$600 to less than US$220, Basqueda, o. 374, March 12, 1987, p. 3. 

,. It increased over 1800 percent during 1982. See Central Bank of Uruguay, Bolt/in 
Estadistico. 
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Chart 21. Ratio of Bad Loans/Net Worth in Consolidated 
Banking System 
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Another source of monetary expansion during 1982 (but prior to the 
abandonment of the tab/ita) was net credit to the Central Government. It 
increased about 400 percent from September 1981 to September 1982 Y 
Moreover, two special facilities were established to assist private sector 
borrowers: the export prefinancing scheme and a voluntary refinancing 
scheme. These schemes involved subsidized interest costs which were 
mostly borne by the Central Bank and subsequently caused a substantial 
expansion of the monetary base. 

The export prefinancing scheme, abolished in 1979, was reinstated in 
September 1982 and eliminated when the tab/ita was abandoned two 
months later. This amounted to an exchange guarantee and was made 
available only to nontraditional exporters. Under the scheme, dollar loans 
from commercial banks against future export revenues were deposited at 
the CBU (for a six-month term) for their peso equivalent, and when the 
deposit matured, the CBU would refund the original amount (minus a 10 
percent annual charge). After the devaluation, capital gains were reaped 
by exporters, with the losses absorbed by the CBU. The voluntary refinanc­
ing scheme allowed debtors in the agricultural, industrial, and commercial 
sectors to reschedule their debt (up to a maximum of 33 percent of the 
outstanding private commercial bank credit to those sectors) for a period of 
five years, with a two-year grace period. Maximum interest rates were to 
be 2 points above the London interbank offered rate (LIBOR) (for 180-day 
maturities) on foreign currency loans, and 90 percent of the average rate 
charged by banks on peso loans. During the grace period, the borrower 
would pay only three fifths of the interest cost of the rescheduled loan to 
his bank, with CBU covering the rest. Thus two fifths of interest cost 
would be capitalized and repaid as part of the amortization payments, once 
the grace period expired. However, the most decisive relief measure was 
the portfolio purchase scheme, which comprised two different operations: 
the portfolio purchase linked to loans to the CBU (compra de cartera 
vinculada a prestamos a/ Banco Central), and the portfolio purchase linked to 
bank intervention (compra de cartera vincu/ada a negociacion de bancos). These 
two measures provided for the CBU to purchase commercial banks' 
nonperforming loan portfolios with dollar-denominated bonds and prom­
issory notes issued by the CBU. In the first operation, the banks were to 
arrange for medium-term external finance to the CBU in a multiple of the 
amount of the loan portfolio transferred to the CBU while, in the second 
case, the CBU arranged for the sale of a bankrupt local bank to a foreign 
financial institution, and purchased the bad loan portfolio with the issue of 
bonds and the write-off of previous financial assistance. 

Under both operations, which took place from late 1982 to 1984, the 

11 Central Bank of Uruguay, Boktfn Estadfstico. 
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CBU acquired assets for the equivalent of US$632 million36 and received 
financing for the equivalent of US$328 million against the issuance of 
bonds and promissory notes for US$855 million and cancellation of finan­
cial assistance for US$105 million (see Statistical Appendix Table 16). 
Thus, Table 2 shows the effects of the operation on the balance sheet of 
the CBU, abstracting from interest payments within this two-year period. 

Table 2. Changes in Central Bank Balance Sheet 
(In millions of U.S. dollars) 

Assets Liabilities 

Credit to the private 
sector (portfol io 
purchased) 

International reserves 
(resulting from 
external financing 
toCBU) 

Claims on commercial 
banks (cancellation 
of financial assistance) 

+ 632 

+ 328 

- 105 

Long-term debt 
(bonds and promissory 
notes issued) + 855 

A disaggregation by currency of portfolios acquired by the Central Bank 
of Uruguay is given in Charts 22 and 23.  It is shown that 74.5 percent of 
portfolios purchased through the scheme that involved loans to the CBU 
and 65. I percent of those acquired through the scheme that im·olved bank 
interventions were denominated in foreign currency. H 

The loans purchased by the CBU were concentrated in the livestock 
sector (36.8 percent of peso portfolios and 25 percent of dollar portfolios), 
and the industrial sector (2 1 .  8 percent of peso portfolios and 3 7. 8 percent 
of dollar portfolios) (Statistical Appendix Table I 7). 

The portfolios purchased by the CBU were highly concentrated in 

terms of the size of the debt. Less than 1.5 percent of borrowers (those 

16 This amount represented about 22 percent of total outstanding credit tO the private 
sector granted by the consolidated banking system, and about 24 percent of total deposits in 
that system in 1983. It also represented about 60.5 percent of total 1983 Uruguayan exports. 

17 As shown in Statistical Appendix Table 14 for the years 1982-84 the fraction of credit to 
tbe private sector denominated in foreign currency averaged 73.8 percent; therefore, the 
currency composition of portfolios purchased corresponds roughly to that of total credit to 
the private sector. 
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Chart 22. Currency Composition of Loans Purchased 
(As percentage of portfolio purchases linked to loans to CBU) 

Foreign currency 74.5 percent 

Source: Central Bank of Uruguay. 

Local currency 
25.5 percent 

Chart 23. Currency Composition of Loans Purchased 
(As percentage of portfolio purchases linked to bank intervention) 

Source: Central Bank of Uruguay. 

Local currency 
34.9 percent 

Foreign currency 65. 1 percent 
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with outstanding loans of more than US$1 million) had debts totaling 48.3 
percent of the debt purchased, and about 16.5 percent of borrowers (those 
with debt outstanding of US$50,000 or more) had debts equi,·alent to 
almost 92 percent of the total debt purchased (Statistical Appendix Table 
18). Unfortunately, no similar figures for total credit are available for 
comparison.l8 In any case, the available information suggests that prevail­
ing prudential regulations on risk concentration and maximum financing 
limits proved insufficient to preserve loan quality. 

The administration and management of the portfolios purchased by the 
Central Bank of Uruguay kept switching throughout the period, from 
CBU delegating them to the BROU and the foreign banks involved in the 
purchase of local banks, to assumption by CBU, to administration by 
BROU, and, finally, to administration by one of the newly nationalized 
commercial banks. This is partly attributable to the lack of appropriate 
human and technical resources at CBU for the difficult task of managing 
such huge and diversified portfolios. Loan recovery undoubtedly has 
suffered from the indecisive management policy. It turned out that a good 
part of the loans was unrecoverable, with far greater costs to the CBU than 
had been anticipated. 

Whether it was appropriate for CBU to use long-term dollar debt to pay 
for a portfolio partly denominated in pesos gave rise to some debate. It was 
justified by the Government on the basis of (a) the spreading out of the 
monetary effects over several years, and (b) banks' unwillingness to hold 
long-term peso assets. For instance, the then president of the CBU de­
clared later in parliamentary testimony that monetary conditions pre­
vented a cash payment; in his view, a cash payment would have been 
immediately used to purchase dollars. He also argued that payment with 
long-term notes in domestic currency was not feasible either: the nonexis­
tence of this type of assets was proof that they would not have been 
acceptable. 19 

The portfolio purchase linked to loans to the Central Bank of Uruguay 
started in October 1982, when the Central Bank declared its readiness to 
purchase part of the loan portfolios of commercial banks, in return for 
foreign currency loans equivalent to 200-300 percent of the portfolio 
purchased. This proportion varied according to the quality of the loans 
purchased, of which at least 66 percent had to be of good quality-as 
judged by the CBU--or to be guaranteed by the selling bank. The 
operation was financed by the issue of promissory notes with seven years' 

,. Ideally, a time series of debt disaggregated by size would have provided information on 
the effects of regulatory changes on risk concentration, and its comparison with the bad loans 
data would have allowed to discuss whether or not banks' risk exposure was excessive. 

19 Btlsq�da. No. 362, December !986, p. \8-19. 
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maturity and three semesters' grace, which carried an interest rate of 1 . 5  
points over the LIBOR, with repayment scheduled to be in I I  semestral 
installments, equal and consecutive. 

The CBU did not select the portfolio, but did assess it. If according to 
this assessment, at least two thirds of the portfolio offered was not 
considered of good quality, offering banks could attempt a recomposition 
of the portfolio offered to CBU until that threshold was reached. For the 
election of transferable portfolios, banks would have to take into account 
borrowers' capabilities to meet the following conditions: (I)  a minimum 
interest rate of two points over the LIBOR for dollar debts and 90 percent 
of the average market loan rate for peso debt, and (2) a maximum maturity 
of seven years, and a maximum grace period of three semesters. 

As a result of the operation, the CBU purchased portfolios for the 
equivalent of US$2 16 million, receiving fresh loans in foreign exchange for 
US$328 million (i.e., the credit received from the commercial banks net of 
the purchased portfolio value) and financing the transaction with the 
issuance of notes for US$544 million (see Statistical Appendix Table 16). 

This operation was decided on because the CBU was facing an acute 
shortage of reserves, triggered by the lack of confidence in the tab/ita and 
the massive intervention required to sustain the exchange rate. In 1982, 
international reserves fell by about US$1 ,000 billion (see Statistical Ap­
pendix Table 5).10 Benero ( 1985) argues that a feasible alternative would 
have been the sale of a pan of the gold reserves, and her computations 
show that the CBU could have obtained the same amount of foreign 
exchange with the sale of about 21-25 percent (depending on market 
prices) of its gold reserves at international prices. 

Charts 24 and 25 clearly show that the main sellers of the portfolios in 
this operation were the foreign commercial banks, with 60.2 percent of the 
loans denominated in pesos and 74.3 percent of the loans denominated in 
dollars. For comparison, only 24.8 percent of the peso-denominated assets 
and 24.6 percent of the assets denominated in dollars of the banking 
system were held by foreign banks in 1982.41 

The more sizable portfolios acquired by the Central Bank of Uruguay 
under this operation were sold by the Citibank (the equivalent of US$74.8 
million) and the Bank of America (the equivalent of US$49.9 million), 
totaling 58 percent of the portfolio purchased by CBU (against loans from 
the banks to CBU for US$297. 3 million) (see Statistical Appendix Table 
20). It is noteworthy that Citibank and Bank of America were among the 

.., J.M. Puppo, who assumed the presidency of the CBU in July 1982, stated that "the 
operation of portfolio purchase linked to loans to the Central Bank of Uruguay was decided 
given its financial need at that time" (BUsf{tleda, No. 362, December 1986, p. 18). 

" Information provided by the Central Bank of Uruguay. 
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Chart 24. Portfolio Purchases Linked to Loans, Peso Denominated 
(As percentage of portfolio purchases linked to loans to CBU) 

Domestic commercial banks 
38.5 percent 

Foreign commercial banks 
60.2 percent 

Source: Statistical Appendix Table 19. 

Banking houses 
1.3 percent 

Chart 25. Portfolio Purchases Linked to Loans, Dollar Denominated 
(As percentage of portfolio purchases linked to loans to CBU) 

Foreign commercial banks 7 4 .J percent 

Source: Statistical Appendix Table 19. 
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creditor banks negotiating the external debt of Uruguay at the time.�2 The 
portfolio purchase transaction with Citibank was closed a month before 
the demise of the tab/ita, allowing this institution to make a sizable capital 
gain.43 

The portfolio purchase linked to bank intervention was of a different 
nature. As the position of local banks worsened, the Central Bank of 
Uruguay stepped in to forestall bankruptcies by arranging the sale of 
insolvent local banks to foreign banks. As a condition for buying those 
insolvent institutions, the foreign banks got the CBU to acquire the 
portfolio of poor quality loans (for the equivalent of US$416 million) 
paying for it through the issue of bonds and promissory notes, denomi­
nated in U.S. dollars-with seven years' maturity, two years' grace, and at 
an interest one and a half points over LIBOR44 (for a total of US$3 1 1  
million), and through writing-off the equivalent of US$105 million in 
emergency financial assistance credits that had been granted to these 
institutions (no longer needed once they were taken over by the soh•ent 
foreign banks). 

A total of five takeover operations took place. The ultimate rationale for 
these operations was the avoidance of a banking panic and the maintenance 
of the stability of the financial system. There have been claims of irregu­
larities in some of these takeover deals, with the subsequent opening of 
parliamentary and judicial investigations. •s 

The authorities had in mind a monetary approach to the theory of 
financial crisis and sought to implement the unavoidable bailout (after 
emergency financial assistance failed to save the banks in difficulties) in 
what seemed the most efficient way.46 The main arguments advanced in 
favor of thjs means of implementing the bailout instead of some alternative 
like direct intervention of the affected banks were as follows:47 

• It allowed a case-by-case treatment, permitting more flexibility. 
Interventions cannot do this, owing to their adverse effect on expecta­
tions, which could trigger a generalized banking panic unless all 
interventions took place at the same time. 

• Direct intervention amounts to a monetization of the deposits of 
insolvent banks with negative consequences for the conduct of mone-

41 For a heated debate at the Uruguayan parliament on the issue, see Busqurdo, 1o. 275. pp. 
1 2  and 32, April 1985. 

41 US$34.8 million out of the US$74.8 million of the porrfolio sold to the Central Bank of 
Uruguay in October 1982 was peso-denominated (see Statistical Appendix Table 20). 

44 See Bt1squtdo, o. 224, February 1984. 
•J See Btisqutda, No. 275, April 1985, especially pp. 12 and 32. 
� See Btlsqutda, No. 361, December 1986, containing a justification along these lines from 

Mr. J .  Gil Draz, President of the CBU from December 1974 until July 1982 . 
• , Ibid. 
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tary policy. Jn addition, the operating costs of the intervened banks 
must be borne by the central bank. On the other hand, the adopted 
scheme allowed the spreading of the bailout losses over several years, 
and minimized the losses for the state, since previous financial assis­
tance could be recovered and did not entail bearing the operating costs 
of the distressed banks. Unfortunately, hardly any data exist on the 
recovery of the loan portfolio purchased under both schemes. 

According to press reports48 the terms initially offered to the debtors 
under both operations, i.e., portfolio purchases linked to loans to the 
CBU, and portfolio purchases linked to bank intervention were one-year's 
grace, two-years' amortization, and rates going from 7 1  percent to 79 
percent, for peso debt; and two-years' grace, three-years' amortization, 
and 1 3  percent interest for dollar debt. 

Some measures were taken in April 1984 to attempt the recovery of part 
of these nonperforming assets. 49 A National Office of Asset Recovery was 
created to administer the portfolios. Also, borrowers were classified into 
two groups: high-standard and low-standard borrowers. High-standard bor­
rowers were those who had paid in 1983 at least 60 percent of the interest 
accrued during six months of that year and would have to pay, before 
May 15,  1984, 60 percent of the interest accrued during 1983 as a whole. 
This classification applied to both peso- and dollar-denominated debts. 

High-standard borrowers benefited from the following measures: 
• The equivalent of 20 percent (for borrowers in local currency) and 40 

percent (for borrowers in foreign currency) of the interest accrued 
during 1983 was written off. 

• Maturity periods were extended to five years with one year of grace 
for portfolios denominated in local currency purchased before 1984; 
to four years for portfolios denominated in local currency purchased 
during 1984; to eight years with one year of grace for portfolios 
denominated in foreign currency purchased before 1984; and tO seven 
years with one year of grace for portfolios denominated in foreign 
currency purchased during 1984. 

• Borrowers in local currency could opt to convert their debt outstand­
ing on December 3 1 ,  1983, into indexed debt, to be repaid in 14 
six-month installments at  an annual interest rate of 4 percent over the 
adjusted principal. For each period, the adjustment factor to be 
applied would be the lower of (a) the change during the period in the 
exchange rate or (b) the change in the corresponding sectoral price 
index. 

48 La Srmaua Uruguoya, May 8, 1984, p. 16 . 
.. La St111a1ra Uruguaya, May 8, 1984, p. 16; and Central Bank of Uruguay (IY84). 
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• Borrowers in foreign currency could opt to convert their foreign­
currency-denominated debt as of December 3 I, 1983 into local­
currency-indexed debt, with the same interest rate and conditions 
given to debtors in local currency who opted for converting their debt 
into indexed debt. 

In addition, all borrowers who, before September 30, 1984, made 
prepayments 180 days before the due date would benefit from a write-off 
equivalent to the prepaid amount, up to a maximum equivalent to 25 
percent of the debt outstanding at the time of prepayment. Those debtors 
making prepayments (180 days before the due date) after September 30, 
1984 would also benefit from a write-off equivalent to the prepaid amount, 
up to 1 5  percent of the debt outstanding at the time of prepayment. 

These measures improved somewhat the debt collection: data on recov­
ery of outstanding debt as of August 3 1 ,  198450 show that 30 percent of the 
recovery on dollar debt and 34 percent of the recovery on peso debt took 
place between May I and August 3 1 ,  1984. Nevertheless, the recovery 
pace remained dismal. By December 3 1 ,  1983 the Central Bank of Uru­
guay had recovered only US$8. 7 million (or 1 .8  percent) of the dollar debt, 
and NUr$409. 9 million (or 6.4 percent) of peso debt (see Statistical 
Appendix Table 2 1). By August 3 1 ,  1984, these figures had risen to 
US$13.  7 million for dollar debt and NUr$724.5 million for peso debt. 
The recovery pace seems to have slowed down afterwards, against the 
background described in the next subsection. 

This poor performance can be attributed to a number of different 
factors: (I) Actual insolvency of debtors, aggravated by debt concentra­
tion; (2) unwillingness to pay on the part of debtors, on the expectation of a 
general debt amnesty; (3) inadequacies of the judicial system, which have 
tended to favor borrowers and made it difficult to attach their property; 
and (4) the belief that the future improvement of economic conditions 
would increase the real value of collateral, allowing a better recovery 
performance. 

The long-term impact of this purchased portfolio on the accounts of the 
Central Bank of Uruguay is hard to assess, and there is no public informa­
tion on issues such as how the loans are being accounted for, which part is 
in arrears, and whether interests are being capitalized. It seems, though, 
that an important part of this portfolio may have been written off. 
Moreover, the data on total credit of the Central Bank to the private sector 
show sharp falls in the months of December, suggesting that a portion of 
these loans are written off as operational losses at the end of every year. 51 

10 See£/ Pats, November I I ,  1984. This is the last time that data on recovery were made 
public. 

" See BU.squefh, August 28, 1986, p. 24. 
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The Backlash: The Domestic Debt Refinancing Law and BROU 
Takeovers 

In the last few years of the period under study payment habits deterio­
rated. Growing expectations of a general forgiveness of debt pervaded 
society, with demands for a "political" solution to the debt problem 
becoming increasingly aggressive. 

Regulations on compulsory selective credit to exporters were reinstated 
in 1984, and a forward exchange market linked to compulsory credit in 
pesos to exporters was also created. 

Banks were confronted with an increase in arrears as debtors delayed 
payments in expectation of some sort of debt relief after the change in 
administration in March 1985 and, rather than lending to the private 
sector, preferred the safer returns from holding treasury bills. These 
expectations also affected the recovery of the portfolio purchased by the 
Central Bank of Uruguay under the schemes described above. 

According to a local observer, the demise of the tab/ita influenced notably the 
deterioration of respect for any kind of jurisdiction. This was aggravated by the 
belief that the private banks had accumulated huge profits during the period of 
the tab/ita. As a result, the issue of the inability of corporations to pay began to 
be considered as having a political origin and later, with the return of democratic 
political activity, these problems were added to the revisionist and demanding­
of-damage compensation claims attitude developed since then.12 

This climate is reflected in the figures on the fraction of loans in arrears 
and unpaid over the total liabilities of domestic debtors with private banks 
shown in Table 3 .  

Table 3. Loans Unpaid and in Arrears 

Date 

September 1980 
September 1981 
September 1 982 
September 1983 
September 1984 
September 1985 
March 1 986 
june 1986 
September 1 986 

Source: Busqueda, No. 374, March 12, 1987. 

12 Fossari, Btisquedo, No. 374, March 12, 1987. 

Total Loans 
(in percent ) 

1 .5 
3.0 

1 1 .0 
18.0 
25.0 
34.0 
42.0 
56.0 
59.0 
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The demanded "political solution" was offered by the Domestic Debt 
Refinancing Law (Law No. 15786), passed in November 1985, and the 
decrees complementary to the law (Decree 83/986 on the refinancing 
regime for the agricultural sector and Decree 8-+1986 on the refinancing 
regime for industry and services), issued in February 1986.H The purpose 
of the law was tO alleviate the debt burden of financially viable firms and 
provide the legal environment for an orderly rescheduling of that debt, in 
order to allow those firms new access to borrowing. The law in itself 
favored debtors, and provisions in the law allowed solvent firms to post­
pone payments. Moreover, the law included a transitory moratorium for 
all debtors that applied for classification under the law. Evaluation and 
classification of debtors according to the provisions of the law was left to a 
specially appointed Financial Analysis Commission, whose work was 
delayed with the result that loans were not serviced in the meantime.H 
Financial intermediaries were squeezed by the nonperformance of assets, 
and one after another domestically owned banks became technically insol­
vent, and were taken over by the BROU. 

The law's refinancing schemes were optional for private debtors. For 
debtors to the banking system, a two-stage process was established. First, 
the Financial Analysis Commission had to determine which debtors were 
eligible for refinancing. Then, commercial banks had to proceed with the 
refinancing agreement, which entered into effect if the debtor accepted it. 
However, if the debtor disagreed or was delinquent in servicing the 
refinanced debt for more than six months, he was subject to judicial 
procedures to liquidate nis/her assets. The law aimed at providing debt 
relief to economically viable firms in financial difficulties, excluding from 
its provisions firms considered "solvent," firms considered "nonviable" 
(except for some special cases), and foreign-owned firms. The provisions 
of the law were complicated, containing different criteria, circumstances, 
and terms of refinancing for different debtors. H 

The eligibility criteria to obtain refinancing differed across sectors. 
Solvent firms were excluded, as noted. For the agricultural sector, sol­
vency was defined in terms of maximum indebtedness per hectare, which 
varied across subsectors. Firms exceeding that maximum limit 
(NUr$4,000) had access to refinancing. For industry, firms were consid­
ered solvent if the sales/liabilities (with the financial system) ratio was 
greater than 2 .  5 ,  except for small firms, which were considered solvent if 

u For a comprchensi,·c legal analysis of this legislation, see Ferrerc and Olivera Garda 
(1986) and Rodriguez Olivera and Varela Artagaveytfa ( 1987). 

" The CBU appointed the three members of this commission, which was also in charge of 
settling disputes between borrowers and lenders. 

51 See Rodriguez Oli,·era and Varela Artaga,·eytfa ( 1987). 
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indebtedness per employee was less than NUr$20,000. For the commerce 
and services sector, firms were considered solvent if their liabilities were 
less than 60 percent of assets, except for small firms (indebtedness less 
than NUr$25 ,000 per employee in this case). Nonviable firms in the 
agricultural sector were those whose indebtedness per hectare exceeded a 
cerraif1 maximum (which varied according to the subsector); in the indus­
trial sector, nonviable firms were those with a sales/liabilities ratio of less 
than 0. 9 (priority activities) or I (other activities). In the commerce and 
service sectors, nonviable firms were those with a negative operative 
margin (special activities) or that operated with a negative margin and had 
debt exceeding NUr$2 million (general activities). All firms that were not 
solvent or nonviable were viable. Small agricultural and industrial nonvi­
able firms were also eligible, as were debtors that refinanced their liabili­
ties according to previous norms issued by the Central Bank of Uruguay. 

In general, the conditions and terms of refinancing were contingent on 
the categorization of debtors. Debtors in the agricultural sector were 
classified in categories A, B, C, D, E, F, G, depending on the subsector, 
the size of the unit, and the amount of outstanding debt per hectare. For 
the industrial sector, categories included small firms, priority activities, 
nonpriority activities, and debtors that had rescheduled their liabilities 
under previous debt-relief programs and that had met the corresponding 
installments. The categories for the commerce and services sectors were 
small firms, special activities, general activities, and debtors that had 
refinanced their liabilities under previous debt-relief programs. 56 

The amount subject to refinancing was computed in two steps. First, 
the total amount outstanding as of June 30, 1983 was computed. For this, 
interest was capitalized up to January 1983 at the terms originally con­
tracted, and after that date, penalty rates were not to exceed the market 
loan rate for domestic debt, or the preferential rate for dollar debt. Second, 
the outstanding debt as of October 1 5 ,  1985 was computed taking account 
of the outstanding debt as of June 30, 1983 previously calculated and using 
pre-established interest rates: for the favored debtors (those that originally 
contracted loans at preferential interest rates), it was the basic rate charged 
by the BROU for domestic debt, and 1 2  percent for dollar debt; for all 
others, the normal rate for peso debt and the preferential rate for dollar 
debt. The grace period was between one and three years, depending on the 
sector of activity, while the payment period was between five and ten years, 
also depending on the sector and categorization of the debtor. The interest 
rates were generally lower than the market rate (from 3 3  percent to 90 
percent of the average market rate) for peso debt, depending on the sector 
and category, and equal to the market rate for obligations in dollars. 

'6 See Ferrere and Oli,·era Garda (1986), Chap. 5 for details. 
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Interest payments were in some cases only a fraction of the required 
amounts, with the unpaid portion subject to capitalization. A fraction of 
the interest unpaid between June 1983 and October 1985 (depending on 
sector and category) could be deferred to the latter years of the repayment 
period. A premium of up to 20 percent for prompt payment was estab­
lished for some sectors and categories. The amortization was quarterly, 
with amounts increasing over time as a fraction of the outstanding debt, 
with the precise schedule depending on sector and category. 

Also, firms were not allowed to pay dividends until debt was reduced to 
one third of the original amount, and dividend distribution required 
approval of the Financial Analysis Commission and a majority of creditors 
(dividends were not to exceed 20 percent of profits in any case). 

The debt-relief scheme involved cumbersome procedures, which al­
lowed borrowers legally to delay servicing their debts. One of the first 
measures of the new parliament had been approval of a law suspending 
court attachment of debtors' property for all debt contracted after July 
1978 for a period of35 days (Law 15741, ofApril 10, 1985).57 This period 
was subsequently extended through November 20, 1985. The law of 
domestic debt refinancing extended this period for another 60 days. More 
important, it established that after this extension lapsed, the moratorium 
would continue for all debtors applying for refinancing for as long as their 
application was under study. 

The commission had to determine whether a debtor was subject to 
automatic refinancing under the provision of the law (i.e., was a viable 
firm or otherwise eligible firm) or not (nonviable firm). The procedure 
was likely to lead to delays. A debtor could submit his application to 
anyone (but only to one) of his/her creditors. Then, all these applications 
had to be centrally processed, and all the creditors notified of all applica­
tions presented by all the firms against which they held any financial 
asset, after a comprehensive list had been produced. Taking into account 
the number of debtors (tens of thousands) and the applications presented 
(estimated to be about 9,000, according to press releases),58 a formidable 
amount of paperwork was involved.59 It is not surprising then that the 
work of the commission was delayed for more than a year, until mid-1987. 

As a result, bank losses continued to increase, and a new phase of the 
crisis arrived, marked by the takeover of banks by the BROU resulting in 
progressive de facto nationalization of the banking sector. 

The first episode of government participation in the banking sector took 

11 See Ferrere and Olivera Garda (1986), Chap. I I. 
sa See Btisqueda, Nos. 331,  May 1986, and 341, July 1986. 
19 Often debtors had to be summoned to provide required additional information. See 

Btisqueda, No. 344, August 1986. 
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place much earlier, at the beginning of 1984, when the Banco del Plata was 
liquidated, with deposits being reimbursed. 

At the beginning of 1985, before further takeovers by the BROU, the 
three largest pri,·ate banks in Uruguay were the Banco Comercial (10.2 
percent of deposits), the Banco Pan de Azucar (9.9 percent), and the Banco 
de Italia (4. 7 percent).60 

In May 1985, the Banco de Italia was taken o,·er. It was the local branch 
of an Argentine bank that had been intervened by the Central Bank of 
Argentina. The local branch was solvent, though, according to press 
reports.61 The CBU ordered the intervention and the BROU assumed the 
majority of the equity. 

In July 1985, the Banco Pan de Azlicar was taken over. It had become 
insolvent, and its head office in Chile was also in the process of liquida­
tion. The BROU assumed the equity capital without indemnization. 

In April 1986, Banco Pan de Azlicar and Banco de ltalia merged, under 
the name of Banco Pan de Azlicar. About 83 percent of the equity of the 
new institution was held by the BROU.62 

In March 1987, the Banco Comereial, by then technically insoh·ent, was 
recapitalized by BROU in an operation ordered by the CBU. Its capital 
was raised from NUr$750 million tO 1\Ur$10,000 million (with a priority 
right for the acquisition given to former shareholders), and roughly 90 
percent of the capital was held by the BROU at the end of the operation. 63 

In june 1987, the Banco Pan de Azliear-in which BROU had assumed 
the majority of shares-acquired Banco La Caja Obrera (which was the 
last domestically owned private commercial bank in Uruguay), following a 
run on the latter's deposits. As a result, 7 5 percent of deposits ended in 
government-owned banks, amounting to a sort of "de facto" nationaliza­
tion of the banking sector. 

This nationalization was a highly debated topic in Uruguay, with some 
arguing in favor of a de jure nationalization, integrating the purchased 
banks in the official bank system, and others in favor of a reprivatization. 

DevekJpments in the Late 1980s: New Measures to Deal with the 
Consequences of Portfolio Purchases by the CB U 

In recent years both the BROU and the CBU have adopted measures to 
address the domestic debt problem. Most important among these measures 
are (a) the rescheduling of certain nonperforming loans by the BROU; (b) 
the introduction of a debt-to-debt conversion scheme by the CBU; and (c) 

60 See Btisquetla, No. 376, .\larch 1987. 
•• Sec Btisquetla, No. 334, June 1986, p. 2 1 .  
62 Btisqtttdo, March 20, 1986, p. 24. 
•• See Btisqutda, o. 376, March 1987, p. 13 .  
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the strengthening of regulatory and supervisory procedures in the CBU. 
In 1987, BROU began w reschedule loan order terms more favorable 

than those established in the 1985 refinancing law. This decision was 
triggered by the increasing share of nonperforming assets in the portfolio 
of the BROU following the takeover of Banco Comercial and Banco La 
Caja Obrera in early 1987. In selected cases, the BROU allowed debt-to­
debt con\'ersions, involving the repayment of domestic debt with external 
claims on BROU purchased abroad at a substantial discount. Moreo,·er, 
the BROU resumed lending to those delinquent debtors who had resche­
duled their debt. 

The CBU has also addressed the problem of limited collection on its 
private loan portfolio which has become the major source of its quasi-fiscal 
losses in recent years. In late 1987, the CBU introduced its own debt-to­
debt conversion scheme. Through this mechanism, pri,•ate debtors are 
able to cancel their liabilities to the Central Bank with public external debt 
purchased in the secondary market. Moreo\'er, in early 1988, the CBU 
transferred to the BROU the administration of its impaired pri\'ate sector 
loan portfolio. 

In 1989, the Government launched an extensi,·e reform of the financial 
sector with assistance from the World Bank. The main objecti,·es of this 
reform are the strengthening of the banking system and the restoring of 
necessary safeguards to normal credit operations to a\'oid a repetition of 
previous lending practices. The reform includes the rehabilitation of three 
of the failed banks absorbed by the BROU with a view to their subsequent 
privatization and the liquidation of a fourth insolvent bank. This reform is 
supported by a srrengthening of the CBU's regulatory and supen·isory 
procedures for evaluating credit applications, determining reserves for 
potential operational losses, and raring of uncollectible loans. New ac­
counting procedures for commercial banks were introduced, including 
standardized balance sheets, guidelines for classifying credits in arrears, 
and special solvency and liquidity checks. At the same time, banking 
inspection was stepped up. In this context, the BROU is required to 
conform to the new banking and accounting standards applicable tO 
private banks and to report separately to the CBU on its banking and 
non banking operations and their financing. 

V. Summary and Conclusions 

A major financial crisis developed in Uruguay in 1982 with far-reaching 
effects in subsequent years. A wide range of factors-both macroeconomic 
and regulatory-contributed to the crisis, which seriously disrupted the 
functioning of the Uruguayan economy. 
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In 1974 a profound economic reform was initiated. The reform implied 
a significant change in past policies and practices, and immediately im­
proved the performance of the economy in terms of grQwth and efficiency. 
However, the sequencing of the reform-whereby the liberalization of 
capital transactions with the rest of the world was completed quickly, the 
liberalization of domestic financial markets was at a slower pace, and the 
removal of distortions in domestic commodity and labor markets and trade 
barriers proceeded at the slowest pace and suffered transitory reversals-­
together with prevailing conditions in neighboring countries (Argentina 
and Brazil) promoted important capital inflows that led to a surge in 
borrowing, particularly in foreign currency. 

The reforms did not affect the CBU's supervisory techniques and 
procedures, which remained basically unchanged with respect to those 
prevailing during the pre-reform period. Supervision was confined to the 
traditional control of capital and reserve requirements. No legal norms 
regulated the way in which the accounting information of financial insti­
tutions had to be presented and evaluated. Most important, there were no 
early warning indicators or other systematic or informal schemes for 
off-site analysis of banks by the CB U.  

Delays in removing trade barriers and other restrictions in domestic 
commodity and labor markets, together with the important capital in­
flows, complicated the management of monetary policy and contributed to 
high inflation during the first years of the reform process. In attempting to 
solve these problems, in late 1978 the authorities introduced an active 
crawling peg, announced a timetable to remove trade barriers, imple­
mented an important tax reform, and continued to improve the fiscal 
position of the (nonfinancial) public sector and to liberalize domestic 
markets. Even though they succeeded in decelerating the inflation rate 
(particularly after late 1979), some adverse shocks affected the Uruguayan 
economy beginning in 1980. 

The early 1980s was a time of recession in the world economy. It was 
also a time of important policy adjustments in Argentina and Brazil. As a 
result, demand for Uruguayan exports weakened and terms of trade 
deteriorated. At the same time, international interest rates increased. 
These developments caused a deterioration in the current account of the 
balance of payments. The public sector financial position also deteriorated 
owing to a shrinking tax base and large social security payments. Mone­
tary management became more difficult because of the increasing financial 
needs of the Government and the deteriorating financial position of some 
financial institutions (mainJy official banks). As a consequence, continua­
tion of the active crawling peg regime (known as the tab/ita) became less 
credible and a renewed process of currency substitution began to develop. 
Domestic interest rates became highly positive in real terms (particularly 
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those on assets and liabilities denominated in local currency), reflecting the 
increasing risk of devaluation and adversely affecting the financial position 
of borrowers. This process was considerable fueled by the Argentine 
devaluation of early 1981, which created major capital outflows and capital 
flight. 

When confidence in the tab/ita receded, and the expectation of a deva­
luation generalized, the position of nonfinancial firms, overindebted and 
exposed in dollars, was threatened. Already squee-£ed by rising real inter­
est rates and by the fall of collateral prices after the reverse of the 
speculative upsurge caused by Argentine demand, the beginning of the 
peso float by a substantial devaluation represented a major blow. The 
financial sector saw the quality of its portfolio worsen rapidly, and the 
injection of emergency funds from the Central Bank was insufficient to 
revitalize the banks. 

After the first indications of banking panics were detected and a general­
ized banking crisis was feared, the CBU bailed out depositors by arranging 
the sale of troubled banks to foreign banks, which only accepted the deal 
insofar as the CBU assisted the troubled banks by purchasing their bad 
loans. The CBU spread out the monetary effects of such purchases over a 
period of seven years. 

In addition, the depletion of foreign exchange reserves at the Central 
Bank and the contemporaneous renegotiation of the external debt led the 
CBU to agree to purchase the poor-quality loan portfolio of some foreign 
banks in return for a loan in dollars. The deal was repeated later with a 
number of local banks, but the situation had deteriorated and the portfo­
lios bought from local banks were of poorer quality. Owing to a number of 
factors, most of the debt that the CBU acquired through these schemes has 
proved so far impossible to recover. 

The issue turned highly political, as debtors presented organized resis­
tance to foreclosure procedures and resisted repayment in general, de­
manding a "political" solution. A law was passed in late 1985 that compro­
mised between these demands and the need to resume normal lending 
operations by providing a legal framework for orderly rescheduling. 

In the meantime, the position of banks became increasingly fragile, with 
some of them being affected also by the weak position of their head offices 
in other Latin American countries. One after the other, banks became 
insolvent, suffered bank runs, and the BROU stepped in, taking over 
failing banks by means of a recapitalizing operation sponsored by CBU. 
As a result, in 1987, the BROU held 7 5 percent of deposits while foreign 
banks held the rest. 

The limited collection on the loan portfolio acquired by the CBU 
through the different portfolio purchase schemes during 1982-84 became a 
major source of losses in recent years. Also, the assistance provided by the 
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BROU to the troubled banks that it absorbed and its relief to delinquent 
debtOrs decreased its profitability. These factors have increased the finan­
cial needs of these official financial institutions, jeopardizing their auton­
omy, and complicating monetary management. 

To address these problems, several measures were adopted in recent 
years. In late 1987, the CBU introduced a debt-to-debt conversion scheme 
under which over US$50 million of its foreign liabilities were canceled. 
The BROU rescheduled certain nonperforming loans under terms more 
favorable than those provided for under the 1985 rescheduling law. It also 
implemented a selective debt-to-debt conversion scheme by allowing loan 
cancellations against its foreign liabilities purchased abroad at a discount. 

Later, in June 1989, the Government launched an extensive financial 
sector reform. The main objectives have been the rehabilitation of three of 
the failed banks absorbed by the BROU and their subsequent privatiza­
tion, and the liquidation of an insolvent bank. In addition, the CBU has 
started a review of the accounting rules for financial institutions and has 
strengthened its regulatory and supervisory role. 
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APPENDIX I 
Major Regulatory Changes in the Uruguayan 

Financial Sector, 197 4-86 

Interest Rates 

Uruguayan financial regulations have traditionally included interest 
rate ceilings. This continued to be the case during the first few years of the 
reform process. Later, interest rates were freed for a few years, after which 
followed a period of more intervention ("moral suasion" or administrative 
ceilings on interest rates). 

CBU Circular No. 524 (6/28/74) set the ceiling for foreign currency loan 
rates at 15.5 percent per annum paid at maturity; the ceiling was raised to 
16.5 percent effective July 22, 19H. 

CBU Circular r\o. 549 (9/24/74) set local currenc�· maximum loan rates 
at 32 percent per annum, paid in advance (about 61.3 percent at maturity); 
the same circular set a 6 percent limit on commissions and fees paid in 
advance. 

CBU Circular t\o. 550 (9/24/74) limited annual interest rates on domes­
tic currency deposits as follows: I 0 percent for check ing accounts, with 
interest paid only if daily average balance exceeds t\Ur$100,000; 18 
percent for savings accounts; for time deposits above r\Ur$50,000: 30 
percent for 3- to 5-month deposits, 36 percent for 6- to 11-month deposits, 
and 48 percent for deposits with maturities of 12 months and O\'er. 

CBU Circular No. 614 (4/3/75) modified the ceiling for foreign currency 
loan rates, setting it at 14.5 percent per annum. Effective April I, 1976, 
this rate was set at 12 percent per annum. 

Beginning in March 197 5, no interest was paid on checking account 
deposits. 

CBU Circular No. 728 (3/5/76) set the maximum interest rate for 
lending operations in local currency with banks' own resources at 62 
percent paid at maturit�'· At the same time, all interest rates on time and 
savings deposits could be fixed freely by banks. CBU Circular 1'\o. 730 
(3/5/76) established that private financial intermediaries should communi-
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catc monthly to the CBU the most frequent interest rates charged or 
offered on their operations. 

CBU Circular No. 869 (10/14/77) set maximum legal interest rates on 
loans at 90 percent for those in domestic currency and 15 percent for those 
in foreign currencies. 

Effective June I, 1978, the maximum interest rate on foreign currency 
loans was increased from 15 to 20 percent per annum. 

CBU Circulars Nos. 941 and 950 (9/7/78 and 11/20/78) defined a "Basic 
Interest Rate," equal to an average of the more frequent deposit interest 
rates paid by the five most important banks. 64 These circulars also indi­
cated that the basic rate would apply to export prefinancing schemes and 
to the lines of credit granted by the CBU to assist private banks. 

In 1979, CBU Circular No. 990 (9/11/79) (based on Law 14887 and 
Decree 450/979) abolished all interest rate ceilings. A period of free 
interest rate determination followed. 

Beginning in July 1983, CBU began using "moral suasion" with private 
banks to bring interest rates down from the prevailing levels at the time. 
Another brief period of formal administrative regulation followed soon 
thereafter. 

In November 1984, an interest rate ceiling of 85 percent per annum was 
set for domestic currency loans. The ceiling was raised to 87 percent in 
December of the same year, to 90 percent in January 1985, and to 95 
percent in February 1985. 

Finally, interest rate ceilings were abolished again in December 1985. In 
the most recent period, and against the background of a stagnant financial 
system, the state commercial bank BROU played a major role in setting 
the market pace for interest rates. 

Reserve Requirements 

Reserve requirements were traditionally high, and continued to be so 
during the first few years of the liberalization period. In 1979, reserve 
requirements were eliminated, although they were reinstated later, and­
together with compulsory investment coefficients-have been raised in 
recent years. All through this period the reserve requirement policy has 
been changing in terms of the percentages required, the type of assets that 
can satisfy the requirements, and the type of deposits subject to them. The 
main developments may be summarized as follows: 

CBU Circular No. 548 (9/24/74) set the following requirements, effec­
tive October I, 1974: 

(i) For domestic currency deposits: 30 percent on sight deposits; and 

64 Importance was defined in terms of relative share in total deposits in domestic currency. 
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10 percent on time deposits with maturities exceeding 30 days. The 
requirement could be satisfied with cash in vault (up to 85 percent of the 
requirement); deposits with monetary authorities (with CBU or BROU); 
holdings of government bonds (up to 40 percent of the requirement, with a 
minimum of 10 percent in treasury notes and a minimum of 5 percent in 
adjustable mortgage bonds); and gold. 

(ii) For foreign currency deposits, 20 percent, which could be satis­
fied with sight deposits in foreign currency at CBU or BROU (minimum 
25 percent of the requirement); and government bonds denominated in 
foreign currency (up to 75 percent of the requirement). 

CBU Circular No. 502 (2/12/74) established a 100 percent reserve 
requirement for all deposits exceeding 15 times the capital and resen•es of 
the bank (see section on liabilities/capital ratios). This limit was later raised 
to 16 times (CBU Circular No. 548, 9/24/74), effective January I, 1976. 

CBU Circulars Nos. 593 and 595 ( l/30/75 and 2/6/75) created an addi­
tional reserve requirement: 40 percent of the increase in deposits in local 
currency over the level of December 1984. The requirement could be 
satisfied with sight deposits with CBU, yielding 20 percent per annum 
interest rate; and special local currency treasury notes. These additional 
reserves were then reduced to 20 percent for domestic currency time 
deposits with maturities exceeding a year. 

CBU Circular No. 703 (12/30/75) unified the basic and additional legal 
reserve requirements. Effective January I, 1976, these requirements were 
40 percent for sight deposits and deposits of less than 30 days; 20 percent 
for 30-day to 360-day time deposits; 5 percent for deposits of O\'er 360 
days; and 10 percent of capitaJ for financial houses. This circular estab­
lished that these reserve requirements could be fulfilled only with deposits 
with the CBU or cash. 

Beginning in March 1976, private banks were forced to hold govern­
ment bonds for 19 percent of local currency deposits, of which at least I I  
percent were required to be in treasury bills, and at least 4 percent were 
required to be in mortgage bonds. 

CBU Circular No. 679 (I 0/8/7 5) determined that government bonds 
held in fulfillment of foreign currency reserve requirements must be 
deposited exclusively with the CBU. 

CBU Circulars Nos. 75 3 and 769 (6/3/76 and 6/30/76) eliminated the 
remunerated deposits in local currency as a form of holding reserves. 

CBU Circular No. 799 (12/29/76) established a gradual increase in 
required reserves on foreign currency deposits, to 23 percent as of Febru­
ary 1977 and to 28 percent as of July 1977. At the same time, it established 
a remuneration on foreign currency of 2 percent over LIBOR, pro"ided 
that the deposits were made for at least three months and for at least 
US$100,000. 
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CBU Circular No. 808 (2/10/77) ordered a 100 percent resen·e require­
ment for transitory deposits in banking institutions, to be met with cash 
and domestic currency deposits at the CBU. 

CBU Circular No. 832 (5/9/77), which became effective as of June I ,  
1977, established the following reserve requirements: 50  percent for sight 
deposits and time deposits with a maturity of less than 30 days; 35 percent 
for 30-day to 360-day time deposits; and 12 percent for deposits of more 
than 360 days. 

CBU Circular No. 877 (10/14/77) ordered that, starting 1\"ovember I, 
1977, legal reserve requirements would be 50 percent for sight deposits 
and time deposits with a maturity of less than 12 months; 30 percent for 
30-day to 360-day time deposits; 6 percent for deposits of more than a year; 
and 32 percent for foreign currency deposits. 

Bankers' acceptances (including financial houses) were tO be subject to 
the following reserve requirement ratios: 30 percent for acceptances of up 
to 12 months; and 6 percent for acceptances of more than a year. 

CBU Circulars Nos. 840, 855, 865, and 876 (5/20/77, 7/28/77,9/15/77, 
and 10/14/77) regulated the remuneration of reserves. 

CBU Circular No. 875 (10/14/77), which came into effect as of No­
vember I, 1977, set the required reserves for banks and financial houses at 
32 percent on foreign currency deposits. Government bonds were elimi­
nated from the required reserves. 

Effective June I, 1978, it was established that prevailing legal reserve 
requirements on all kinds of deposits would be applied to the monthly 
average deposits of each bank for the month of April 1978. All increments 
of deposits above this amount would have a unified reserve requirement of 
20 percent. 

At the same time, the legal reserve requirement for foreign currency 
deposits outstanding as of April 1978 was set at 28 percent. All increments 
of foreign currency deposits above this amount would also have a reserve 
requirement of 20 percent. 

CBU Circular No. 945 (10/27/78) reduced the reserve requirement ratio 
for foreign currency deposits outstanding as of April 1978 from 28 percent 
to 24 percent. 

CBU Circular No. 951 (12/7/78) unified (effective january I, 1979) the 
reserve requirement ratio for both domestic and foreign currency deposits 
at 20 percent. These requirements applied to the stock of deposits of each 
bank outstanding at the end of 1978. All increments of deposits above this 
amount carried a zero reserve requirement. 

CBU Circular No. 905 (3/8/78) established a remuneration for required 
reserves on domestic currency deposits of up m I 5 percent a year for 
30-day to 360-day liabilities subject to reserve requirements. The excess 
would also be remunerated up to an amount equal to 6 percent of domestic 
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currency deposits with maturities exceeding 360 days. 
CBU Circular No. 936 (8/7/78) limited w 10 percent of liabilities subject 

to reserve requirements the fraction of reserves tO be remunerated. CBU 
Circular No. 951 (12/7/78) set this limit at 2.5 percent, beginning in 
December 1978. 

CBU Circular No. 976 (5/8/79) eliminated all reserve requirements, 
except those related to maximum liabilities/capital ratios: deposits over 16 
times the capital and reserves became subject to 100 percent required 
reserves. CBU Circular No. 979 (6/27/79) raised this ratio from 16 to 30 
times the capital and reserves. 

Reserve requirement ratios were reintroduced after the failure of the. 
preannounced devaluation regime. CBU Circular No. 1127 ( 12/29/82) 
established that, starting in 1983, reserve requirement ratios would be set 
at 5 percent for local currency deposits outstanding as of December 1982; 
and 20 percent on the increment in local currency deposits over those 
outstanding in December 1982. These reserves would be remunerated at a 
variable rate. 

CBU Circular No. 1128 (1/5/83) increased reserve requirements to 10 
percent of liabilities in domestic currency existing by the end of December 
1982 (from 5 percent previously); and to 40 percent for increases over that 
level (from 20 percent). CBU Circular No. 1137 (3110/83) increased from 
lO percent to 13 percent the reserve requirement on liabilities in domestic 
currency, and CBU Circular No. 1149 {9/21/83) lowered the marginal 
requirement from 40 percent to 25 percent. CBU Circular No. 1153 
( 12/1/8 3) ended this transitory period by setting a 14 percent reserve 
requirement ratio and eliminating the marginal requirement. 

CBU Circulars Nos. 1124 and 1149 (2/8/83 and 9/21183) spelled out the 
penalties for not satisfying legal reserve requirements. 

Entry and Branching Regulations 

Law 13,330 of 1965, passed after the banking crisis of 1965, forbade 
both the installation of new banks and the opening of additional branches 
or offices of existing banks (a new branch could be opened only if another 
office was closed by the same or another institution). 

Banking houses were not included in the prohibition, because at the 
time onJy one banking house existed, and its weight in the financial system 
was negligible. 

CBU Circular No. 799 ( 12/29/76) allowed banking houses for the first 
time to receive foreign currency deposits from nonresidents. 

Law 15,207 of 1981 lifted the entry prohibition in the banking sector. 
New banks were allowed to enter the sector, in a number not to exceed 10 
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percent of the number that had existed the previous year, and the ban on 
branch and office expansion was lifted. 

Risk Concentration and Maximum Financing Limits 

Before the reform, maximum financing limits to a single client were in 
force, and risk concentration regulations applied for most of the period 
except for a brief interval of less than two years. 

CBU Circular No. 547 (9/24/74) maintained the prohibition against 
lending to a single client more than 20 percent of the bank capital and 
reserves, with the exception of export prefinancing. 

CBU Circulars Nos. 640, 642, and 706 (6/15/75, 6/27/75, and 12/2/75) 
removed some pre-existing norms on banned lines of financing and on 
promoted lines of credit, and raised the maximum credit to a single person 
or firm to 25 percent of the bank capital (with some exceptions). 

CBU Circular No. 860 (7/24/77) addressed the issue of interlocking 
boards of directors by forbidding financing above 25 percent of the bank 
capital to corporations whose board of directors included members of the 
bank board or management. 

CBU Circular No. 964 (2/22/79) modified the regime of exceptions to 
the financing limit tO a single customer. 

CBU Circular No. 971 (3/29/79) eliminated all regulations on risk 
concentration and maximum financing. A deregulated period followed. 

CBU Circular No. 1048 (12/10/80) reintroduced legal maximum risk 
concentration limits, which were set at 25 percent of the bank capital (as of 
the next-to-last month) for individuals or single firms and 35 percent for 
conglomerates or groups of firms (with no single firm within the group 
exceeding the 25 percent limit). The limits included disbursed and nondis­
bursed loans, banking acceptances, and endorsements. 

Some exceptions were considered for guaranteed loans and loans with 
more than three years to maturity, if covered by the Credit Insurance 
Fund. 

For a transition period of three months (I anuary-March 1981 ), banks 
that did not satisfy the limits when the regulation was issued had to 
observe limits of 40 percent for single firms and 60 percent for conglomer­
ates, to be gradually adjusted to the 25 percent and 35 percent limits. 

The limits were abolished in August 1981, when restrictions were 
replaced by requirements for detailed information on borrowers, to be 
provided to the Central Bank of Uruguay according to a uniform method­
ology. 

Liability to Capital Ratios 

Throughout the period, the capacity of banks to take deposits or to 
incur liabilities was linked to the bank capital. 
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CBU Circular No. 501 (2/12/74) established a maximum bank deposits/ 
capital ratio of 15 times. CBU Circular No. 548 (9/24/74) of the same year 
raised that ratio to 16, with a J 00 percent reserve requirement for all 
deposits exceeding the limit. 

CBU Circular No. 735 (4/1/76) regulated bankers' acceptances, setting a 
limit of 50 percent of the bank capital. It also set a maximum limit for 
discounting commercial paper. 

CBU Circular No. 782 (5/25/76) set the limits on bankers' acceptances at 
either 50 percent of the bank capital or up to 20 percent of the deposits in 
local currency subject to reserve requirements. 

CBU Circulars Nos. 971, 980, 982, and 999 (6/27/79, 7/6/79, 7/22/79, 
and 11/15/79) defined maximum legal limits to the liabilities in local 
currency or foreign currency that the financial intermediaries could have. 
This was set at 30 times the capital for banks. Also, for banks that, as of 
June 30, 1977, had liabilities in excess of 30 times their capital, and for 
banking houses with liabilities in excess of 20 times their capital, the 
following transitory regime was established, effective December I ,  1979: 
the 100 percent reserve requirement for liabilities above the limit was 
waived until March 1980; increases in liabilities above the Je,·el of June 10, 
1979, were subject to a 100 percent reserve requirement. 

CBU Circular No. 1150 (9/23/83) set a maximum level for bank liabili­
ties equal to 20 times the sum of their capital plus reserves at the CB U plus 
holdings of government bonds not affected to meet reserve requirements. 

Minimum Capital Requirements 

Throughout the period, regulations on legal minimum net worth (capi­
tal and reserves) for banking firms were in force, and were updated 
periodically to take account of inflation. 

Decrees 439 and 614 (of 1976) updated previous minimum capital 
requirements for financial intermediaries, setting basic requirements at 
NUr$3.5 million for banks; NUr$1.5 million for banking houses; 
NUr$350,000 for cajas populares; and an additional minimum capital re­
quirement of NUr$300,000 for every office in Montevideo department, in 
the capitals of all other departments, and in the cities of Las Piedras, 
Pando, and Punta del Este; and NUr$150,000 for each office in any other 
location. 

Decree 540 and CBU resolution of October 14, 1977, redefined mini­
mum capital requirements. The basic requirements were set at NUr$6 
million for banks; NUr$3 million for banking houses; NUr$6 million for 
cajas populares; and the additional minimum capital was set at NUr$500,000 
for offices in Montevideo department, in the capitals of other depart­
ments, and in the cities of Las Piedras, Pando, and Punta del Este; and 
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NUr$250,000 for offices elsewhere. 
CBU Circular No. 960 (1/23/79) again updated these minimum require­

ments. The basic requirements were set at NUr$7 .8 million for banks; 
NUr$3.9 million for banking houses; and the additional ones at 
NUr$650,000 for offices in Montevideo department, in the capitals of all 
other departments, and in the cities of Las Piedras, Pando, and Punta del 
Este; and NUr$325,000 for offices at all other locations. Also, a require­
ment of NUr$325,000 for exchange house offices was set. 

CBU Circular No. 1007 (12/12/79) set the requirements at NUr$46.5 
million for banks; and N Ur$27. 9 for banking houses. 

CBU Circular No. 1032 {9/14/80) stated that holdings of domestic 
financial corporations equity would not count for the fulfillment of mini­
mum capital requirements, and that general equity or bonds could be 
counted only up to 5 percent of capital. 

CBU Circulars Nos. 1082, 1083, 1098, and 1110 (issued in 1982) raised 
the minimum capital requirements. 

CBU Circulars Nos. 1140 and 1150 (5/6/83 and 9/27/83) again updated 
minimum requirements to NUr$145 million for banks; NUr$87 million 
for banking houses; NUr$7.25 million for credit cooperatives. 

The minimum capital requirement regulations continued in force after­
ward, and were periodically updated. 

Asset Immobilization 

CBU resolutions of January 7, 1977 (Circular No. 801), and Febru­
ary 16, 1977, established limits on immobilized assets in the balance sheets 
of banking firms at no more than 60 percent of the capital and reserves, to 
be raised to 70 percent after September 1977. 

A CBU decision dated October 14, 1977, set this limit at 100 percent of 
capital and reserves. 
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Statistical Appendix Table 6. Real Effective Exchange Rates, 1978-84 
(Index 7978 = 700) 

1978 1979 1980 1981 1 982 1 983 1984 1985' 

Argentina 100.0 1 4 1 . 0  185.2 1 70.8 94.9 80.5 95.0 90.1 

Brazil 100.0 90.4 80.7 99.1 104.5 84.8 85.1 86.4 

Mexico 100.0 105.9 1 1 8.2 133.5 95.6 84.3 98.0 109. 7 

United States 100.0 97.5 98.0 1 1 1  . 2  124.7 129.1 139.6 153.4 

Uruguay 1 00.0 1 08.6 135.7 152.7 1 64.3 103.8 98.9 95.8 

Source: World Bank, "Country Economic Memorandum on Uruguay, 1986," Table 9.7. 
'january- june. 

Statistical Appendix Table 7. Banking System Structure, 1974-85 

Government-
Owned Commercial Banks Casas Number of Number of 

Year Banks Domestic Foreign Bancarias Offices Employees 

1974 2 1 2  8 2 248 5,718 

1975 2 1 3  8 2 263 5,336 

1976 2 1 3  8 2 248 5,718 

1977 2 1 3  8 4 261 5,777 

1978 2 1 3  8 1 1  274 6,280 

1979 2 1 3  8 1 7  299 6,655 

1 980 2 1 3  8' 20 3 1 6  7,500 

1981 2 1 3  8 23 318 7,980 

1982 2 1 2  1 0  20 325 7,839 

1983 2 1 3  9 1 9  332 7,856 

1 984 2 1 3  9 1 7  

1985 2 1 3  9 1 6  

Source: Central Bank of Uruguay. 
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Statistical Appendix Table 8. Value-Added of the 
Financial Sector Relative to GNP, 1975-85 

1975 

1976 

1977 

1978 

1979 

1980 

1981 

1982 

1983 

1 984 

1 985 

Source: Central Bank of Uruguay. 

(In percent) 

4.61 

5.08 

4.35 

5 . 1 8  

4.97 

5.06 

5.28 

6.08 

6.47 

6.44 

6.72 
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Statistical Appendix Table 16. Portfolio Purchase Scheme 
(In millions of U.S. dollars) 

Cancellation 
Portfolio Cash of Financial 

Purchased Received Assistance 

Linked to loans to the 
Central Bank 2 1 6  328 

Linked to bank intervention 4 1 6  1 0 5  

Source: Busqueda, No. 224, February 1984. 

Statistical Appendix Table 17. Structure of 
Portfolios Purchased by Central Bank by 

Sector of Activity of Borrowers 
(In millions of new Uruguayan pesos and percent) 

Bonds 
Issued 

544 

3 1 1  

Debt Denominated Debt Denominated 

Agriculture 

Livestock 

Industry 

Commerce (nonretail) 

Commerce (retail) 

Services 

Consumption 

Total 

Pemar and Banco de Londres 

Total 

Source: Central Bank of Uruguay. 

in Local Currency in Foreign Currency 

NUr$ Percent NUr$ Percent 

1 2 7  3.4 3.6 0.9 

1,379 36.8 96.7 25.0 

8 1 7  21.8 145.7 37.8 

543 14.5 68.4 1 7 . 7  

3 1 8  8.5 21.6 5.6 

377 1 0 . 1  44.4 1 1 .5 

182 4.9 5.9 1 . 5 

3,743 100.0 386.3 100.0 

44 36.1 

3,787 422.4 
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Statistical Appendix Table 18. Structure of Portfolios 
Purchased by Central Bank by Size of Debt 

Thousands Amount of Debt 
of U.S. Number of Percent of (In millions of Percent of 
dollars Debtors Total U.S. dollars) Total 

> 1 ,000 88 1 . 4  234.1 48.3 

500-999 1 3 3  2 . 2  78.9 16.3 

400-499 46 0.8 20.1 4.1 

300-399 70 1 .2 24.5 5.1  

200-299 107 1 .8 26.8 5.5 

100-199 256 4.2 38.4 7.9 

50-99 306 5.0 22.9 4.7 

0-49 5,072 83.4 39.2 8.1  

Total 6,078 100.0 484.9 1 00.0 

Source: Central Bank of Uruguay. 

Statistical Appendix Table 19. Portfolio Purchases Linked 
to loans to Central Bank by Type of Bank 

Domestic commercial banks 

Foreign commercial banks 

Banking houses 

Source: Central Bank of Uruguay. 

Peso-Denominated 
Debt 

(In millions of 
new pesos) 

429.6 

672.7 

14.4 

Dollar-Denominated 
Debt 

(In millions of 
U. 5. dollars) 

24.5 

1 1 9 . 1  

16.6 
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Statistical Appendix Table 21. Debt Recovery of Central Bank 
(In millions) 

Amount 

Percent of total 

As of 12/31/83 

New 
pesos 

409.9 

6.4 

u.s. 

dollars 

8.7 

1.8 

As of 04/30/84 

New 
pesos 

479.9 

U.S. 
dollars 

9.6 

As of 08/31 /84 

New 
pesos 

724.5 

u.s. 
dollars 

13.7 

Sources: Central Bank of Uruguay (1 984), and El Pafs, November 11, 1984. 
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