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Foreword

Globalization of economies creates opportunities and risks, but in
this new global environment, it is clear from the vantage point of the
International Monetary Fund that the soundness of banking and
financial systems must be of worldwide concern. The banking pro b
Iems experienced by Fund member countries in recent years have not
just affected them individually: the global economy and the interna
tional financial system have also suffered from costly financial crises.
This book is a welcome addition to the literature, because it takes a
global view of the causes and consequences of banking sector prob
lems and points ta ways in which banking systems can be strengthened
nationally and internationally.
In March

1996,

the IMF's Executive Board discussed the papers that

are the core of this volume. The discussion conflii1e
1 d that concern
over bank soundness is widespread, not only in economies that face
banking sector problems, but also in every country that might be
affected by spillovers from disturbances that originate elsewhere. lt
also made clear that there is broad agreement on the principles that
must guide policymakers as they seek to strengthen their own banlcing
systems and contribuee ta the stability of the international financial
system:

(1) the

soundness of a bank is first and foremost the responsi

bility of its owners and managers; yet the soundness of a banking sys
tem is a public policy concern;

(2)

bank sow1dness is crucially linked

to sound macroeconomie policies; (3) a framework for sound banking
must include structures to support internai governance and market
discipline, as weil as official regulation and supervision; and (4) inter
national cooperation and coordination can play an important role not
only in strengthening the global financial system but also in improv
ing the soundness of national banking systems.
The authors of this book have pointed to the need for further
efforts by ali concerned-national authorities, regional groups, and
international bodies at ali levels-to upgrade the standards of bank
ing around the world and the structure of international cooperation
so as to strengthen financial systems. The Fund, entrusted with
particular responsibility for multilateral surveillance of its

181

mem

bers, will continue to do its part to assist in these efforts, not only
through surveillance over member country policies but also through
technical assistance programs, and any appropriate action its memv
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bers would agree on in order to ensure that banlcing and financial
institutions continue contributing to global prosperity rather than
imperiling it.

MICHEL CAMDESSUS
Managing Director
International Monetary Fund

©International Monetary Fund. Not for Redistribution

Preface

For sorne time now, it has been recognized that an appropriate macro
economie policy stance, however necessary to attain balance in an econo
my, is unlikely to be sufficient to maintain it, unless supported by adequate
microeconomie conditions. That a symbiosis exists between macroeco
nomies and microeconomies has not only been accepted as a general pol
icy proposition, but has also been recognized as having a dual dimension
in specifie policy areas. In the fiscal area, durable balance will require,
besicles an appropriate fiscal policy stance (the macroeconomie compo
nent), efficient expenditure and tax management (the microeconomie
component). The potential role of the exchange rate as a nominal anchor
for the economy is very much an aspect of macroeconomie management,
it is concerned with absolute priee leve! objectives. Yet, the ability of an
exchange rate to anchor an economy durably will depend on whether it
also ensures external competitiveness, a key microeconomie concern in
that it addresses a relative priee issue. A similar duality arises in the con
text of extemal debt-management policy: on the one hand, recourse to
foreign debt can allow for a higher leve! of domestic demand (a macro
economie question); but, on the other, efficient use of foreign savings will
enhance the economy's productive potential (a question typical of micro
economies).
Monetary policy also exhibits this bidimensional character, yet it is
hardly recognized by most of the literature on the subject. For example,
analyses of the microeconomie foundations of macroeconomies and of
monetary theory have had limited bearing on monetary policy prescrip
tions. Instead they have emphasized the macroeconomie aspect of mone
tary policy: on its role to secure stability in the standard of value, either
internally, through domestic priee discipline, or externally, through
exchange rate discipline.
Needless to say, such emphasis on the stability of the standard of value
is essential for attaining balance in an economy. But it is by no means suf
ficient to maintain that balance. Besicles an efficient mix of monetary and
exchange policy instruments, sustained monetary equilibrium requires a
sound and competitive banking sector, and more generally, a sound and
competitive financial system. These are microeconomie aspects of mone
tary management, in that they focus on a specifie sector rather than on the
economy at large. While the significance of an efficient policy instrument
mix is being increasingly recognized, the aims of a sound and competitive
banking and financial sector have been rarely, if at all, perceived as intevii
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gral aspects of monetary and macroeconomie policy. This book attempts
to redress that deficiency by examining how the soundness of a banking
system and macroeconomie policy are linked.
In recent years, the experiences of a broad range of countries, from
industrial to developing and transition economies, have made clear the
importance of bank soundness from a macroeconomie perspective. Such
experiences illustrate the extent to which unsound, uncompetitive bank
ing systems and inadequate institutional and regulatory frameworks weak
en efficient credit allocation, distort the structure of interest rates, disrupt
monetary policy signais, and impose significam fiscal costs, with adverse
consequences for macroeconomie stabilization and balance.
These issues are of legitimate concern to the !MF given their linkage
with macroeconomie management and performance. A clear illustration
of this institutional interest is the technical assistance program of the

Monetary and Exchange Affairs Department (MAE), which for sorne
time now has been deeply involved in the supervisory and regulatory

aspects of central banking. The !MF has also been addressing banking
sector problems through its regular policy consultations with ali of its
members countries, as weil as through its policy research. This volume is
one product of that research effort, drawing upon the experience MAE
has accumulated over severa! decades. The present work is based on
internai policy papers that explore the macroeconomie implications of
banking and financial sector issues and that were presented to the
Executive Board of the IMF in March 1996. But it takes its place in a
broader body of policy research that includes the papers gathered in
Banking Crises: Cases and Issues (International Monetary Fund, 1991) and

studies currently under way regarding payments systems risk manage
ment and systemic bank restructuring.
There can hardly be a more opportune time than the present to
address the issues sun0unding the linkages of bank soundness and
macroeconomie policy. Not only is there a significant number of coun
tries with vulnerable banking sectors or confronting banking crises, but
there is also a renewed focus on the need for international cooperation in
this area. The communiqué of the Group of Seven at their summit meet
ing in June 1996 in Lyons noted that the globalization of financial mar
kets has created a more complex financial environment, in which
improved prudential regulation and supervision in the financial markets
are essential to preserve the stability of the international monetary and
financial system.
Concern for such stability is at the core of the IMF's mandate to pro
mate international monetary cooperation and exchange stability. It is
hoped that the contribution of this book to the policy discussion will be
of help to those involved with the interrelationship of the banking sector
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with macroeconomie policy, and that it will add to the understanding of
how structural and macroeconomie policies can be formulated to under
pin safe and sound banlcing.

MANUEL GurrrAN
Director
Monetary and Exchange Affairs Depammnt
International Monetary Fund
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Part 1
Worldwide Experience with

Bank Fragility
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Introduction

Since 1980, over 130 countries, comprising almost three fourths of the
International Monetary Fund's member countries, have experienced sig
nificant banlcing sector problems (see Figure 1 and the annex to Part I).
Developing and industrial market economies alike have been affected-as
have ali economies in transition. Their experiences demonstrate that
chronic weaknesses and crises in banking can have significant costs and
highlight the importance of a sound banlcing sector for macroeconomie
stability and the efficient conduct of stabilization programs. They also
underscore the influence of macroeconomie and structural policies on the
soundness of a country's banlcing system.
An appropriate macroeconomie policy stance is unlikely to be suf
ficient to maintain balance in the economy unless it is supported by
sound underlying microeconomie conditions. This is true on the fiscal
front, where expenditure and tax management must be adequate to sus
tain the fiscal stance, and in the external sector, where the ability of an
exchange rate to anchor an economy on a sustained basis depends on
whether it also ensures competitiveness. It is no less true in the monetary
policy area, where maintaining a policy stance geared to priee level sta
bility requires a sound and competitive banking system to transmit mon
etary policy signais and ensure the efficient allocation of financial
resources.l
This volume discusses the linkages between macroeconomie policy and
bank soundness and places macroeconomie policy within the framework
of policies and structural elements that are required to maintain a sound
banking system. Part 1 outlines why banking is a particularly important
activity in most economies and discusses how bank soundness may be
defined, measured, and predicted.

1 See Guirian (1993).

3
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Figure 1. Banking Problems Worldwide, 1980-96
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Part II discusses the macroeconomie causes and consequences of
unsound banlcing systems. Conditions and policies across ali aspectS of the
economy may have an impact on the condition of a banlcing system. Banks
cannat remain sound if the economy in which they opera te is unstable, or
banks' clientS are themselves weak. In addition, sorne policies or policy
instruments may have a particularly adverse effect on banks. The
unsoundness of a banking system, in turn, will have important macroeco
nomie consequences, particularly in the rnonetary and fiscal areas. The
behavior of unsound banks is often very different from that of sound
banks: unsound banks tend to be Jess responsive to market signais, and this
may impede the transmission of rnonetary policy. As most governmentS
are reluctant to permit widespread bank failures, a fragile banlcing system
often has significant fiscal consequences. The analysis presented is sup
plemented by references to a set of country cases presented in a series of
tables throughout these and subsequent chapters.
Part III discusses the contributions of the operating environment,
internai governance, market discipline, official oversight, and appropriate
macroeconomie policies in supporting banking system soundness. Bank
soundness depends crucially on the environment in which banks operate.
However, internai governance in individual banks is the most important
ingredient for sound bank.ing. Internai governance is both encouraged
and reinforced by adequate market discipline and external governance by
regulators and supervisors. The balance between market discipline and
traditional regulation and supervision may shift over time. As an economy
and financial system develop, increasing reliance can be placed on market
forces to regulate bank behavior; however, even in advanced market
economies, internai governance and market discipline do fail. Thus offi
cial governance continues to play a role. In recent years, oversight by
domestic regulators has increasingly been supplemented by various forms
of international regulation, which are discussed in the concluding chapter
of Part III.
Part IV concludes with an examinarion of the role of macroeconomie
management in the two-way linkage between macro policy and bank.ing
system soundness. The effects of policy on the bank.ing system may come
to the fore in designing stabilization programs, choosing monetary instru
mentS, pursuing fiscaJ balance, and coping with capital flows. At the same
time, the presence of an unsound bank.ing system may constrain policy
choices. Thus banking sector soundness itself must be considered a goal
of macroeconomie policy.

©International Monetary Fund. Not for Redistribution

Banking in the Economy-Why Banks
Warrant Special Attention

The legal definitions of banking, and the permitted activities of banks,
vary across countries. Nevertheless, the essential characteristics of banks
are the same. They issue liquid, nominally vaJued liabilities, many of
which are payable on demand at par, and they mainly acquire assets thar
are illiquid, relatively difficult to value, and of longer maturity than their
liabilities.2
While the role of banking in the economy is declining in sorne indus
trial countries, banks continue to dominate the financial systems of most
developing and transition countries. A sound banking system is important
because of the key roles it plays in the economy: intermediation, maruri
ty transformation, facilitating payments flows, credit allocation, and main
taining financial discipline among borrowers. Banks provide important
positive externalities as gatherers of savings, allocators of resources, and
providers of liquidity and payments services. In transition and developing
economies with less well-developed financial markets, banks rypically are
the only institutions producing the information necessary for intermedia
tion, providing the portfolio diversification required for maturity trans
formation and risk reduction, and helping monitor corporate governance.
Even in economies with highly developed financial markets, banks remain
at the center of economie and financial activity and stand apart from other
institutions as primary providers of payments services and as a fulcrum for
monetary policy implementation.
Banks are particularly subject to market failures arising from asymme
tries of information. On the asset side, they take on the risk of valuing
projects and funding borrowers whose ability to repay is uncertain. On the
liability side, the confidence of creditors and depositors who have imper-

1 See Diamond and Dybvig (1983), Fama (1985), and ChristopherJames (1987).
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fect information on the bank's actual position is essential to a bank's abil
ity to prov1de deposit and payments services. High leverage and the illiq
uidity and intransparency of bank assets render banks particularly vulner
able to lasses of creditor confidence. Because of sequential servicing
(where the first in line is served first), depositors and other creditors have
an incentive to run when confidence is lost.3
The vulnerability of banks leads to public policy concems because of
the negative externalities related to bank failures. These negative exter
nalities occur when bank failures spill over to harm other banks and eco
nomie agents. Contagious runs and attendant domino effects and pay
ments system disruptions are the main negative extemalities associated
with bank fragility. Runs to quality, that is, from unsound banks to safer
havens, may be rational but can disrupt the financial system. When,
because of deficient information, depositors cannat distinguish sound
banks from unsound banks, they may precipitate unjustified runs against
sound banks, which could cause a systemic crisis.4 The ev1dence on the
actual susceptibility of banks to contagion is mixed, and research has
focused on only a few countries. For example, Pozdena (1991) prov1des
evidence of spillovers at U.S. banks, but Kaufman (1994) argues that a
wealth of ev1dence for the United States shows that depositors have been
able to distinguish sound banks from unsound ones.
In addition to worries over the potential for contagion, public policy
concern is often justified on the grounds that banks prov1de public goods.
Banking services do not fit the definition of a pure public good-one
where consumption by one persan does not diminish the supply available
to another (often referred to as "nonrivalry in consumption," see Sandmo,
1987). Nevertheless sorne bank services, such as the mobilization of fm an
cial resources and the provision of payments services, do have quasi-pub
lic good properties.
Both the potential negative externalities in banking due to depositor
runs and the public good aspects of banking deriving from savings mobi
lization and payments services are linked to the traditional banking busi
ness of taking demand deposits and making loans. Moreover, it is the jux
taposition of par-valued deposits with opaque and illiquid loans that gives
rise to many of the most significant difficulties in maintaining soundness
in both universal banks and commercial banks operating with a more lim
ited scope. However, banks in many countries engage in a broad range of
activities. For example, they provide a wide variety of financial services
1

Diamond and Dybvig (1983) discuss banks' vulnerability to runs.
Sundararajan and Balitio (1991, p. 3) define a financial crisis as, "a situation in which a significant
group of financial institutions have liabilities exc eeding the market value of their assets, leading tO runs
and other portfolio shifts, collapse of some financial firms, and governmenr intervention."
•
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and trade and invest for their own accounts, as well as for clients. Even
though these activities add to the risks that banks undertake, draw a new
set of clients into contact with the banking system, and provide new
avenues through which the core obligations to depositors may be jeopar
dized, they do little to alter the public policy concerns surrounding the
functioning of the banking system.5
Regardless of the extent of bank involvement in broader financial ser
vices and investment activities, the banking system plays a central role in
the economy. Therefore, virtually no government will permit widespread
bank failures or forbear from intervening to support depositors in the
event of systemic bank insolvencies. Such public involvement has political
as weil as economie determinants. The difference in treatment of banks
compared with other types of enterprises-typically reflected in lender
of-last-resort accommodation of banks and explicit and implicit guaran
tees of bank liabilities by governments-has implications for the design of
macroeconomie and prudencia! policies. The impact of macroeconomie
conditions on the banking system requires special attention for two rea
sons: first, a well-functioning banking system is important for the effec
tiveness of macroeconomie policies, and second, weaknesses that emerge
in the banking system, if left unattended, could pose a threat to macro
economie stability.
Public policy concerns with banking soundness should be focused on
the banking system as a whole, rather than on individual banks. Only
when the deterioration of a particular bank has systemic implications due
to possible contagion or domino effects, or when the bank represents a
large portion of the ban king system, would the consequent damage to the
system as a whole warrant public policy attention. Prevention of stress in
a banking system requires well-balanced institutional and regulatory
structures, as well as a macroeconomie policy mix that is sensitive to
banks' financial soundnt-is.

s Nordoes involvemem in such acriviries dirninish the importance of the framework for sound bank
ing, which n
i dudes both internai and external governance, as is discussed in Chapter ).
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Defining, Measuring, and
Predicting Soundness

Bank soundness is a concept commonly used to denote, for example, an
ability to withstand adverse events. Nevertheless, its usage is typically
imprecise and gives rise to questions regarding its definition, measure
ment, and prediction.

Defining

a

Sound Banking System

A sound banking system may be defined as one in which most banks
(those accounting for most of the system's assets and liabilities) are sol vent
and are likely to remain so. Solvency is reflected in the positive net worth
of a bank, as measured by the difference between the assets and liabilities
(excluding capital and reserves) in its balance sheet. In other words, the
distance between soundness and insolvency can be gauged in terms of cap
italization, since net worth is eqwvalent to capital plus reserves. The like
lihood of remaining solvent will depend, inter alia, on banks' being prof
itable, weil managed, and sufficiently weil capitalized to withstand adverse
events. In a dynamic and competitive market economy, efficiency and
profitability are linked, and their interaction will indicate the prospects for
future solvency. Inefficient banks will make !osses and eventually will
become insolvent and illiquid.6 Undercapitalized banks, that is, those with
low net worth, will be fragile in the sense of being more prone to collapse
when faced with a destabilizing shock, such as a major policy change, a
sharp asset priee adjustment, financial sector liberalization, or a natural
disaster.
6 Although problems may first become public through illiquidity, insolvency normally precedes illi
quidity. Banks can conceal !osses and fund them by attracting new deposits or other liabilities. When
problems become severe enough, which is usually weil after insolvency, net flows of funds rurn negative
and illiquidity results.

9
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lt is difficult to precisely classify a banking system as "sound" or
"unsound,'' because there is no benchmark measure of systemic insolven
cy that determines when a banking system is unsound or when a crisis will
occur. Banking systems may exhibit different degrees of vulnerability over
time. They may be functioning poorly, or may be working relatively weil
now but ex.hibit signs (e.g., low earnings or capitalization) of probable
future problems or potential crises. Nonetheless, having no precise classi
fication does not detract from the usefulness of the concept of soundness,
proxied by solvency, any more than the difficulty of precisely defining
concepts Jike a realistic exchange rate or a sustainable balance of payments
has barred the application of those useful notions.

Measuring Unsoundness
Accepting the usefulness of a definition is one thing; practical applica
tion from a macroeconomie policy perspective is another. Using current
solvency as a proxy for the soundness of a banking system abstracts from
important measurement and projection issues.
While solvency is straightforward to define, it is difficult to measure.
Bank loans, which represent the bulk of bank assets in most countries, are
extremely difficult to value; that is one reason why even in countries with
well-developed capital markets bank loans are not readily traded or secu
ritized.7 From an economie standpoint, insolvency results when the
present value of the expected stream of future net cash flows becomes
negative and exceeds capital. Obviously, a high reported leve! of nonper
forming Joans would indicate fragility. However, there is always an ele
ment of judgment in projecting and valuing uncertain future receipts. In
addition, owners and managers of unsound banks have incentives to
accrue unearned incarne and show loans as perforrning in arder not to
Jose their bank. T hus, balance sheet figures on asset value and on non
performing Ioans may not represent a bank's actual circumstances.
Assessing insolvency is further complicated by off-balance-sheet items
and problems of consolida ting the balance sheets of bank subsidiaries and
other related financial unies.
These weaknesses in information explain why bank.ing problems emerge
with little apparent warning even in the most advanced countries. Even the
combined resources of external auditors, credit

rating

agencies, stock mar

ket analyses, and supervisors may not spot bank.ing problems in time.
To the extent that it can be measured, solvency can be aggregated across
banks; clearly a banking system in which a large portion of banks are
insolvent at current valuation would be unsound. Aggregation across
-Valuation is discussed funher in Appendix !.
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banks, however, may mask problems. For example, a key payments center
bank whose net worth is slightly negative might have more significant sys
temic implications than a savings bank with a highly negative net worth.

Predicting Unsoundness
Apart from the difficulties in measuring current solvency is the addi
tionaJ complexity that the concept of a sound banking system should
encompass its dynamic development and its susceptibility to shocks.
Solvency is essentially a static concept: it characterizes a bank (or a bank
ing system) at a point in time. A forward-looking measure of banking sys
tem health should capture the determinantS of bank insolvency, which
include poor asset quality and eamings, as weil as less quantifiable factors
such as management weaknesses, faiJures of interna] and extemal control,
and the potential impact of exogenous eventS. Thus, if a significant portion
of bank profitS derives from speculative activities, or if bank govemance
structures are such that they facilitate high-risk transactions, such as
related-party lending, the probability of future insolvency will be higher.

Predicting Unsoundness at Individual Banks
Supervisors in sorne countries have constructed setS of indicators to
provide an early warning that a particular bank is likely to experience dif
ficulties. These indicators consist principally of bank-specifie informa
tion provided by the reports banks make to the supervisory authority
("cali reports"). Early warning indicators are usually used to determine
where scarce supervisory resources would best be deployed in on-site
examination.
Bank-reported data are often used in conjunction with complementary
statistics from other sources and qualitative indicators, many of which are
based on supervisory inspections. To the extent that bank data are inaccu
rate, the quality of such indicators and models is impaired. Even in such
circumstances, though, the data may contain significant information: for
example, an increase in loans past due provides a warning, even if such
loans are systematically underestimated. Thus, specifie indicators and
trends derived from bank statistics, along with complementary data and
judgment, can help to predict bank unsoundness.
Where data are available, sorne supervisors have constructed more
complex econometrie models to identify where severe problems are like
ly to develop. These empirical models identify factors that raise or reduce
the probability of bank insolvency in any period. The characteristics of an
individual bank can then be fed into the estimated equation to gauge the
bank's soundness. The relevant characteristics are moscly bank specifie,
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but may also incorporate sectoral information (such as the concentration
of the local banking market) and macroeconomie information (such as the
regional unemployment rate). Supervisors then use the results of these
models to identify banks that warrant greater supervisory attention, for
example, in the form of more frequent on-site inspections.
There has been considerable published academie work in this area as
weJI.8 Again, models try to predict whether a particular bank is likely to
experience difficulties, often defined as insolvency. Published work has
focused on the additional question of predicting failure, which is distinct
from insolvency. Insolvency is deterrnined by events in the banking mar
ket; a bank either is insolvent or is not. Failure in most cases hinges upon
a supervisory decision, wbich may or may not be taken, and may be taken
before or after insolvency. Failure usually depends on the same variables
that determine insolvency, but as a regularory decision, failure is subject
to rnisincentives, forbearance, and political interference. Thus, the likeli
hood of insolvency and the timing of failure may hinge on different
factors.
Insolvency should be the dependent variable in empirical exercises, but
because banks are difficult to value, market value insolvency may not be
observed or measured except after failure. Nevertheless, since regulators
and other analysts ali define an unsound bank in a sirnilar fashion (focus
ing principally on insolvency), comparable sets of variables are used in
most approaches. One key difference is that models used by regulators
have access to a bank's prior supervisory ratings. For example, the U.S.
Federal Reserve's FinanciaJ Institutions Monitoring System (FIMS) uses
prior composite supervisory ratings as one of the predictors of future rat
ings and risk of failure.9 Such information is not normally available to out
side investigators. While they do have access to sorne of the data underly
ing supervisory ratings, such as capital and earnings data, they would not
normally bave access to information on management and asset quality
derived from on-site examinations. Research by supervisors has shawn
that using data from on-site inspections and from reports submitted by
banks results in more accurate forecasts than relying on either alone;
FIMS provides one example. In practice, however, supervisors tend to
watch a larger number of variables than those identified by researchers.IO
Despite the difficulties, models using publicly available data have been
successfully formulated and applied.
Research has generally concluded thar a small number of variables can
accurately identify at an early stage those individual banks that will ulti� Demirgüc-Kunt (1989) provides a survey. See also Cole and Guncher (1995), Gilbercand Park (1994),
Thomson (1992), and Whalen (1991).
• See Cole, Cornyn, and Gunther (1995).
10 For example, see U.S. Office of the Compcroller of rhe Currency (1989).
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mately become insolvent (while avoiding incorrectly flagging banks that
will survive). A summary of sorne of the variables used is provided in Table
1, along with the expected direction of the effect of each variable on the
probability of insolvency.
These variables include traditional measures of capital adequacy, asset
quality, management, earnings, and liquidity. The impact of macroeco
nomie conditions on banks is captured in sorne of the variables used.
Recognizing that a bank will not remain weil capitalized unless it operates
efficiently, sorne models also include measures of operating efficiency.
Assessing efficiency through financial performance indicatars, such as
earnings relative to assets or relative to employees, requires sorne control
for market structure; a monopolist may be inefficient but still show high
earnings. Thus sorne studies have included market structure variables as
weil.
Most of the anticipated effects are straightforward, but sorne are com
plex. In general, supervisors should be concerned about banks with unusu
ally high or low financial ratios. For example, a high capital-to-asset ratio,
which will cause a low rate of return on equity (ROE), may lead to hostile
takeover activity that can have positive or negative implications for bank
soundness, while a low capitaJ ratio implies a high probability of failure. A
low loan-to-asset ratio implies that banks are not carrying out their inter
mediation role and may be involved in other, possibly speculative, activi
ties, whereas a high ratio indicates high exposure to credit risk.
Much of the published work in this area has focused on the United
States, whose large banlcing sector, extensive recent experience with bank
failures, and well-developed statistical reporting systems have provided
abundant data. Translating this work to other banking environments will
require further research. Since the basic financial operations of banking
are the same across countries, the sets of relevant variables wouJd be
expected to be similar. It must be recognized, however, that in many coun
tries individual bank data do not exist, or are inaccurate and outdated, pre
senting such a large errors-in-variables problem as to cali into question
the validity of any empirical estimates of the probability of insolvency for
those economies.
A different approach to gauging insolvency has recently been adopted
by a number of researchers. If financial markets can assess a bank's value,
and the market priee for equity reflects it, then an asset pricing mode) can
be used to infer the risk of insolvency that the market has assigned to
each bank. The capital asset pricing mode) was applied by Hall and Miles

(1990) to assess bankruptcy risk for severa) U.K. banks and for a set of
U.S. banks, including a subset that subsequently did fail. Clare (1995)
used an arbitrage pricing mode) based principally on macroeconomie
variables to estimate the probabilities of failure among individual U.K.
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Table 1 . Early Warning lndicators of the Probability of Bank lnsolvency
Bank
Federal
Variables'

Expected
Efiect2

Reserve
FIMSJ

Balance
Sheet
Models4

Asset·
Pricing
Models

Macro
Studies

x

x

Capital
x

Capital adequacy
loan-loss reserves/assets

x
x

Bank size (ability to raise capital)
Asset quality
loans past due 30-89 days/assets
loans past due 90 plus days/assets
Nonaccrual loans/assets
Foreclosed real estate/assets

Safe investment securities/assets
Rate of asset growth
loans/capital
loans/assets

+

x

+

x

+
+

x

+
+
+1-

x

x
x
x
x

Sectora 1 loans/assets
(various sectorsl

x

+1-

Management
Examiners' on-site rating of
management
Previous overall on-site rating
Corporate structure
Expenses/total revenue
Earnings
Net income/assets
loan revenue/total revenue

x
x
x

+/-

x

+

x
x

+/-

Revenue from secure assets/total
revenue
Change in interest and fee

x
x

income/assets
Change in interest expenses/assets

x

+

Liquidity
x

large certificates of deposit/assets

+

Liquid assets/total assets
lnterest-sensitive iunds/total funds

+

x

+/-

x

+/-

x

+/+
+

x

x

Market structure
local banking market
concentration
State of the economy
Deposit growth rate
Priee of oil
Corporate default risk
Current account imbalance

x
x

x

x
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Table 1 (concluded)
Bank
Balance

Asset-

Sheet
Models4

Pricing
Models

Studies

+

x

x

+/+/-

x

x

x

x

Federal
Expected

Reserve

Effect2

FIMS3

Variables,
Inflation/deflation
Market interest rates/bond yields
Equity prices/yields

Terms of trade
Real GDP

Macro

x
x

International capital flows
Exchange rate changes
Government deficit, banking
sector daims on government
Policy shocks

+/+

x

+

x

+

x

x

1 Similar variables have been grouped together; îor example, îor capital adequacy, studies use vari

ous versions of capital/assets. These are not shown separately.

l This column indicates the direction of effect that an increase in each explanatory valuable is expect

ed to have on the probability of bank insolvency. Thus, for example, a better on-site raling oî manage
ment would be expected to correlate with a lower probability of insolvency. The direction of effect of
sorne individual variables will depend aIso on other factors; these variables are idicated as +/-.
, Financial Institutions Monitoring System. See Cole, Cornyn, and Gunther (1995).

4 As surveyed in Oemirgüc-Kunt

(1989).

merchant banks. Fischer and Gueyie (1995) applied an option pncmg
mode] to estimate the implied variance of bank assets in a number of
countries that bad liberalized their financial systems_ The asset pricing
approach has the advantages of using data that are publicly available,
principally market priees for bank securities, and of incorporating the
information inherent in financial market priees (see Table 1). However,
to the extent that financial markets are Jess than fully informed and effi
cient, the inferences drawn from these models may be insufficient as an
early warning of bank unsoundness (for a critical view, sec Simons and
Cross (1991))
.

Predicti ng Systemic Unsoundness

Relatively little empirical work bas been done on predicting systemic
unsoundness. In part this is because supervisors use a bottom-up
approach; they are concemed initially with individual banks, and the sys
tem is then viewed as the sum of ail banks. Most early warning models
focus on predicting problems at individual banks and require access to
bank-specifie data. There is porential, however, to measure or project sys
temic banking problems from aggregate economie data as weil. Three
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possible approaches to predicting systemic unsoundness are summarized
here, followed by a brief review of sorne recent literature.

Bottom- Up Approach
A bottom-up approach to systemic soundness estimates the probability
of insolvency developing for each individuaJ bank in the economy, based,
for example, on a balance sheet madel. These data then provide the basis
for constructing a distribution of bank assets by probability of insolvency.

A concern for systemic stability would be warranted when the probability
of insolvency becomes significant for a large proportion of the country's
banking assets, or when that probability increases substantially in any
period of time. The critical range is a matter of judgment and will depend
in part on the risk-aversion of the supervisor or policymaker undertaking
the evaluation.
While a full distribution provides a more complete picture, a single
measure of the condition of the bank.ing system might be constructed as
an asset-weighted probability of insolvency based on the probability of
insolvency for each bank. The sum of asset-weighted probabilities will
range between zero (when ali banking assets are housed in banks with no
probability of insolvency) and

100 (when ali the nation's banlcing assets are
1).

in banks with a probability of insolvency equal to

The principal drawback to applying this methodology is that sufficient
bank-specifie data to estimate the underlying mode! are not readily avail
able for most countries. A secondary drawback is that it does not system
atically take into account the different functions that banks may play in a
market, and the degree of interaction between banks. Banks with certain
functions, such as key payments centers, may be more important to the
functioning of the system than simple asset weighting shows. The degree
of interaction between banks, for example, interbank market exposure or
overlapping exposure to certain sectors, will determine the extent of
potential domino or contagion effects.

Aggregative Approach
Given the difficulty in obtaining bank-by-bank data, it might be useful
to estimate the probability of systemic insolvency using aggregate bank
ing sector data, which are often published by central banks or other offi
cial statistical sources. The approach here would be to apply a mode!
based on single bank characteristics similar to those summarized in Table

1

to a synthetic aggregate bank. In this case, the mode! would have to be

developed using cross-sectional data from countries with similar financial
systems, since rime-series data for a single country might not provide suf
ficient instances of systemic insolvency to establish the necessary econo
metrie relationships. The mode! could then be applied to the aggregate
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bank data to determine the probability of systemic insolvency for that
system.
One significant drawback to this approach is thar aggregation may hide
problems. For example, while the capital-to-asset ratio is used as an indi
cator of individual bank condition, it is not possible to adequately assess
the strength of the banking sector as a whole by looking at an average,
even an asset-weighted average of the capital-to-asset ratio. Two banking
systems each with ten equally sized banks might have an average capital
to-asset ratio of zero percent. In one system, each bank could have zero
capital and so offer the public no sound banking options. The other might
consist ofhalf the banks with capitaH ratios of 10 percent and the other half
with minus 10 percent. This system offers sound options to the public.
Thus a distribution of bank assets by capital ratio is needed to assess the
vulnerability of the banking system to systemic crisis. When a significant
proportion of banking assets is held by undercapitalized or insolvent
banks, the banking system would be considered unsound. An aggregate
measure, however, would not always provide this information.
Another drawback would be the difficulty in estimating the mode) from
cross-country data. First, as noted, defining systemic insolvency presents
a number of challenges, although one might alternatively focus on pre
dicting the extent of likely undercapitalization. Second, legal, regulatory,
financial infrastructure, political and even cultural factors come into play
in determining the degree to which a bank may be subject to !osses, runs,
and failure. Direct comparability across countries will be difficult to estab
lish, but analysis using countries with similar economie structures or at
similar stages of development might yield worthwhile insighrs.

Macroeconomie Approach
Banks are derivative institutions in that their health reflects the health
of their customers, which in turn reflects the health of the economy as a
whole. Instead of looking at bank balance sheet data for interna! sources
of unsoundness, it should be possible to establish systematic relationships
between economywide variables and an indicator of bank soundness, such
as capitalization. A number of macroeconomie variables would be expect
ed to affect the banking system or reflect its condition. Indeed, sorne of
the models summarized in the first columns of Table 1 employ macroeco
nomie variables to predict problems at specifie banks. One would expect
these same variables to be significant for the soundness of the system as a
whole.
Broadly speaking, these macroeconomie factors can be grouped as indi
cators of macroeconomie conditions and indicators of financial fragility.
The former group would include GDP and sectoral growth rates, indices
of industrial activity, and indicators of macroeconomie balance, such as
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capital account, current account, and fiscal balances. For example, if an
economy or certain important sectors are in a prolonged recession, there
is cause for concern about the soundness of the ban king system; indicators
of macroeconomie conditions would be relevant in these cases.
Indicators of fmancial fragility would include data on money and cred
it, interest rates, asset priee indices, consumer credit, corporate indebted
ness, and bankruptcy rates. For example, excessive credit growth relative
to GDP and rapid rises in asset priees have been associated with a weak
ening of the quality of bank portfolios and an increase in risk exposure.
Indicators of systemic distress would include frequent requests by banks
for liquidity support and a tiered interbank market. Qualitative variables
reflecting the political situation, legal and financial infrastructure, and
regulatOry environment might also be useful barometers in that the
resilience of banking systems will depend to a significant degree on the
framework in which they opera te, as discussed in Part III.
Data availability for most of these variables should be high. Sorne
researchers have looked at the history of banking crises in a particular
country over cime; an example is Gorton (1988), who studied the nation
al banking era in the Unüed States (1865-19 14), during which there were
numerous panics. Under current institutional structures in most coun
tries, estimation of an insolvency probability mode! at the systemic leve!
would again require cross-country data. Such an approach might provide
a means of estimating the impact of particul ar events, such as a fall in asset
priees, on the banking system as a whole. Where bank-specifie data are
available, macroeconomie factors could be applied to individual banks to
derive their sensitivities to particular factors. Even where bank-specifie
data are not available, sorne insight into the sensitivity of the banking sys
tem as a whole to these factors could be derived from aggregate data, as
described (and subject to the caveats noted) above.

Recent Literature
Recent literature has begun to look systematically at banking crises
across countries with a view to better understanding the contributing fac
tors. The methodology applied has been a case study approach: examples
of countries that have experienced crises are selected, and common
macroeconomie trends surrounding the crises are analyzed. The papers in
Sundararajan and Balifio (1991) and the studies of Baer and Klingebiel
(1995), Caprio and Klingebiel (1996), and Garcia (1994 and 1995) identi
fy a number of the macroeconomie and financiaJ fragility variables listed
above as contributors to banking sector crises. The analysis of these stud
ies is largely retrospective, focusing on explanation rather than prediction.

A

few recent works have taken a more forward-looking view. Mishkin

(1994) attempts to outline signais that a financial crisis is in prospect.
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These include declines in stock priees, increases in interest rates and cor
porate indebtedness, and unanticipated declines in inflation. Hausmann
and Gavin (1995) note that Joan delinquencies are lagging indicators, and
focus instead on macroeconomie shocks to asset quality and bank funding,
and the role of credit booms in fostering financial fragility. Kaminsky and
Reinhart (1996) focus on the links between balance of payments and bank
ing crises and conclude that financial liberalization helps to predict bank
ing crises across a range of countries, although this may be due to selec
tion bias. As precursors, they identify recessionary conditions, declining
economie activity, export sector weakening, sinking asset priees, rapid
credit expansion, reversais of capital inflows, increases in the money mul
tiplier, and high real interest rates. Fischer and Gueyie (1995) use a com
bination of bank balance sheet, macroeconomie, and policy variables to
explain changes in bankruptcy probability (as gauged by an option pricing
mode!).
Sorne of the variables that have been characterized by these studies as
contributing to the emergence of a crisis are listed in Table 1. The stud
ies are largely qualitative; no formai mode! to predict the onset of a crisis
or the emergence of an unsound system has been estimated. An appropri
ate set of early warning signais will vary across countries, depending on
the quality and availability of banking and macroeconomie data, and the
specifie institutional setting. However, as guides to policy these studies are
important contributions. The logic underlying the importance of the
identified macroeconomie factors is explored further in the next chapters.
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Annex
Survey of Banking Problems Worldwide

A review of the experiences since 1980 of the 181 current Fund mem
ber countries reveals that

1 33

have experienced significant banking sector

problems at sorne stage during the past fifteen years.11 This figure repre
sentS

73.5 percent of Fund member countries. A surnmary of the review is

presented in Table 2. Two general classes are identified: "crisis" (41
instances in

36

countries) and "significant" problems (108 instances).

There is sorne degree of judgment in these classifications, but in general,
following Sundararajan and Balifio (1991 ), we refer to cases where there
were runs or other substantial portfolio shifts, collapses of financial firms,
or massive government intervention, as crises. Extensive unsoundness
short of a crisis is termed significant.

As is evident from the table, severa! countries experienced repeated
problems. In others there were problems in sorne banks that did not have
a significant impact on either the functioning of the bank.ing sector as a
7 such cases was available

whole or the macroeconomy; information on

and is recorded as weil but not categorized as crisis or significant.

Il Sources for this review and for the more deuiled accoums of a sample of countries presemed in
Table 2 include L\1F desk economists, Sheng (1996), Caprio and Klingebiel (1996), the srudies in
Sundararajan and Baliiio (1991), and various official and news publications.
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Table 2. Survey of Banking Problems: 1 980-Spring 1 9961
Type of
Country

Problem

Albania

Significant

Measure of Extent
Thirty-one percent of "new" (post-July 1992
cleanupl loans are nonperforming; some banks are

(1 992-present)

facing liquidity problems owing to a logjam of
interbank liabilities.
Algeria
(1990-92)

Significant

Fifty percent of loans were nonperforming and were
taken over by the treasury; operations covered ali
the 5 commercial banks, and were followed by
ongoing structural reforms.

Angola
( 1 991 -present)

Significant

Argentina
(1 980-82)

Crisis

(1 989-90)

Crisis

Nonperforming assets constituted 27% of the
aggregate portfolio and 37% of the portfolios of
state-owned banks. Failed banks held 40% of

Uanuary to

Crisis

Through September 1995, 45 of 205 institutions
were closed or merged.

Significant

The central bank has closed half of the active banks
since August 1994, but the nonperforming asset

The two-tier banking system (established in 1 9 9 1 ) is
stiJl not consolidated; 2 commercial banks (state
owned) are experiencing solvency problems.
Ni ne percent of loans were nonperforming in 1980

and 30% in 1985; 1 6 8 institutions were closed.

financial system assets.
September 1995)
Armenia
(1994-present)

problem of the large banks remains to be tackled.
The Savings Bank has negligible capital.
Australia

Significant

Azerbaijan

Nonperforming loans rose to 6% of total assets in
1991-92. State-owned banks, especially in Victoria
and South Australia, had to be rescued at a cost to
the state governments of 1.9% of GDP. A large
building society fai1ed.

(1989-92)

Significant

One large state-owned bank is facing a serious
liquidity problem; new management has been
appointed; 1 2 private banks have been closed
owing to noncompliance with regulations; 3 large
state-owned banks will be insolvent if loan losses

(1995-present)

are written off.
Bahrain
Bangladesh

The system withstood deposit withdrawals from the
offshore center during the Persian Gulf war.
Significant

(1980r-present)

ln 1987, 20% of the loans of 4 major banks, whose
assets accounted for 70% of all lending, were
nonperformi ng.

Belarus
( 1995-present)

Significant

Many banks are undercapitalized; forced mergers
have burdened some banks with poor Joan
portfolios; the regulatory environment is uncertain.
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Table 2 (continued)
Type of

Country
Benin

Problem
Crisis

Nonperforming loans amount
of total loans.

Significant

Nonperforming loans reached 30% of banking
assets.

Significant

Two banks with 1 1 % of assets were closed in
November 1994. Four of 1 5 domestic banks, with
30% of assets, were undercapitalized and had

(1 986-87)
( 1 994-present)

to

Significant

(Early 1990s-present)
Bolivia

All three commercial banks collapsed; 78% of loans
were nonperforming at the end of 1 988.

(1988)
Bhutan

Measure of Extent

approximately 7%

liquidity problems and high levels of nonperforming
loans in 1 995.
Bosnia-Herzegovina
(1992-present)

Significant

There has been no major bank closure. Loans made
in the late 1 980s and early 1 990s are in default
owing to the breakup of the former Yugoslavia and
the war; this also translates into unrepayable
commercial bank debt to international lenders.

Botswana

Significant

(1994-95)

One problem bank was merged in 1994, a small
bank was liquidated in 1995, and the state-owned
National Development Bank was recapitalized at a
cost of 0.6% of GDP.

Brazil

Significant

Twenty-nine banks, holding 15.4% of total deposits,
were subjected to official intervention, placed under

0994-present)

special administration, or received assistance to
merge.
Brunei Darussalam
(Mid-1980s)

Significant

Severa! financial firms failed in the mid-1980s. The
second largest bank failed in 1 986. ln 1991, 9% of
loans were past due; the level of such loans has
subsequently declined.

Bulgaria

Crisis

About 75% of nongovernment loans were
nonperforming in 1 995, leaving many banks
insolvent. Runs on banks have been reflected in
pressure on reserve money and a queue of unsettled

Significant

Thirty-four percent of loans were nonperforming.

Significant

Twenty-five percent of loans were nonperforming in

(1 99 1 -present)

interbank payments.
Burkina Faso
(1 988-94)
Burundi
(1 994-present)
Cambodia
(Ongoing)

1 995; one bank was liquidated.
Significant

Commercial banks have rapidly expanded in the
past two years. A number of banks do not meet
prudential regulations. As supervisory capacity is
rudimentary, there is no current information on the
quality of the banks' portfolios.
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Table 2 (continued)
Type of
Country
Cameroon

Problem

Measure of Extent

Crisis

ln 1 989, 60-70% of loans were nonperforming.

(1 995-present)

Crisis

About 30% of loans were nonperforming in 1996.

Canada

Significant

(1 989-93)

Cape Verde

(1 993-present)

Fifteen members of the Canadian Deposit lnsurance
Corporation, including 2 banks, failed.

( 1 983-85)
Significant

ln September 1993, the central bank was separated
from the principal commercial bank. An estimated
30% of loans of the commercial bank were
nonperforming at the end of 1995. This is in addition
to nonperforming loans of public enterprises
amounting to about 7% of GDP that remained with
the central bank and were transferred to the
government in September 1994.

Central African

Crisis

Four banks were liquidated.

Republic
(1976-92)
(1 995-present)

Significant

Forty percent of loans are nonperforming; one state
owned bank is being taken over by a private group.

Chad

Crisis

Full banking operations were resumed after the
1 979 civil war, with a moratorium on sorne loans

( 1 9 79-83)

and deposits.
(1 992)

Significant

Thirty-five percent of loans to the private sector were
nonperforming. The central bank consolidated those
loans held by the 3 main commercial banks.

Chile

Crisis

(1 981-87)

The authorities intervened in 4 banks and 4
nonbank financial institutions (with 33% of

outstanding loans) in 1 981; 9 other banks and 2
more nonbanks (with 45% of outstanding loans) were
subject to intervention in 1 982-83, and many others
were assisted. At the end of 1983, 1 9% of loans were
nonperforming.

China2

Significant

Problems have been recognized, but their size is
very unclear; official estimates suggest that between

(1 980s-present)

10% and 20% of bank loans could be nonperforming.
Colombia

Significant

(1 982-85)

The authorities intervened in 6 major banks and
8 finance companies. 1 5% of loans were
nonperforming in 1984-85 (5.5% in 1980, 6.6%
in 1 988). Sorne insolvent banks were nationalized
in 1985-86.

Congo, Republic of
(1 994-present)

Crisis

Seventy-five percent of loans to the private sector are
nonperforming; 2 state-owned banks are being
liquidated and 2 other state-owned banks are being
privatized.
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Table 2 (continued)
Type of

Country

Costa Rica

Problem
Significant

(Mid-1 994-present)

Measure of Extent
One large state-owned commercial bank was
closed in December 1 994. The ratio of overdue
loans (net of provisions) to net worth in state
commercial banks exceeded 100% in june 1 99$.

Côte d'Ivoire

Significant

Five specia lized financial institutions and one
commercial bank were restructured. Nonperforming

(1 988-90)

loans reached 1 2 % of bank credit.
Croatia

Significant

Banks accou nting for 47% of bank credit have been
found to be unsound and have been, or are

( 1 995)

scheduled to be, taken over by the Bank
Rehabilitation Agency du ri ng 1996.

Czech Republic

S ign ificant

( 1 9 9 1 -present)

Denmark

Significant

(1987-92)

ln 1 994-95, 38% of loans were nonperforming.
Severa! banks have been closed since 1993.
Cumulative loan !osses over the period 1 990-92
were 9% of loans; 40 of the 60 problem ba nks were
merged.

Djibouti

S ign ificant

Two of 6 commercial banks ceased operations in
1991 and 1992; their bankruptcy is being finalized.

(1991-93)

Another bank experienced difficulties.

Dominican Republic

Significant

More than 5% of the total loans of the financial
system are estimated to be nonperforming. ln the

(1992-present)

past three years, 3 small banks have been
liquidated. ln April t 996, the Monetary Board
intervened in the third largest bank, which
represents 7% of the assets of the banking system.

Ecuador

Significant

High levels of nonperforming loans; the authorities
intervened in severa! smaller financial institutions in

( 1995-present)

late 199 5 to early 1996 and in the fifth largest
commercial bank in March 1 996.

Egypt

Significant

El Salvador

Four main public sector banks were given capital
assistance.

(1991-95)
Significant

Nine state-owned commercial banks Uater
privatized between 1991 and 1993) had 37% of

(1989)

loans nonperforming in 1989.

Equatorial Guinea

Crisis

Two of the country's largest banks were liquidated.

(1 995)

Significant

The principal bank's main shareholder has been
placed in liquidation.

Eritrea

Sign ificant

State-owned banks were undercapitalized, but

(1 983-85)

( 1 994)

information on the quality of bank portfolios is
scarce.
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Table 2 (continued)
Type of
Countr
�
Estonia

Problem
Crisis

(1 992-95)

Measure of Extent
lnsolvent banks held 41% of banking system assets.
The licenses of 5 banks have been revoked, 2 major
banks were merged and nationalized, and 2 large
banks were merged and converted to a loanrecovery agency.

Ethiopia

Significant

A government-owned bank was restructured, and its
nonperforming loans were taken over by the
government.

(1994-95)

Fiji
(1 995-present)

Significant

Finland
(1 991-94)

Crisis

Ten percent of the loans are nonperforming. The
problems are concentrated in one large bank that
has 30% nonperforming loans.
Nonperforming loans and credit !osses reached
1 3 % of total exposure at their peak in 1992; there
was a liquidity crisis in September 1991.

France

Significant

Nonperforming loans were 8.9% of total loans in
1 994. Fifteen percent ($27 billion) of Crédit
Lyonnais' loans were nonperforming, and sorne

(1 991-95)

other banks have posted large !osses.
Gabon
(1995-present)

Significant

Ni ne percent of loans are nonperforming; one bank
was temporarily closed in 1995.

Cambia, The
(1985-92)

Significant

Ten percent of bank credit was nonperforming in
1992. A government bank was restructured and
privatized in 1 992.

Georgia

Significant

About a third of banks' outstanding loans are
nonperforming; most large banks would be
insolvent if adequate provisions were made for ali

( 1 991 -present)

nonperforming assets.
Gennany

Significant

There were major problems at state-owned banks in
East Germany following unification. The costs were
handled by an extrabudgetary fu nd.

Significant

Forty percent of bank credit to nongovernment
borrowers was nonperforming in 1989; one !:>ank

(1 990-93)

Ghana
(1 983-89)

was closed and two were merged.
Greece
(1991-95)

Significant

There were localized problems that required
significant injections of public funds into
specialized lending institutions.

Guatemala

Two small state-owned banks had high
nonperforming assets; these banks discontinued
operations in the early 1 990s.
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Table 2 (continued)
Type of

Country
Guinea

Problem
Crisis

The state-owned banking system collapsed; 80% of
loans were nonperforming.

(1 980-85)
Guinea-Bissau
(Ongoingl

Measure of Extent

Significant

After transition to a system in which the central
bank and private commercial banks operate
separately, sizable nonperforming loans (equivalent
to 3.5% of GDP) were assumed by the treasury in
early 1996.

( 1 988-present)

Significant

Guyana

Significant

ln August 1 995, 26% of loans were nonperforming.
One public bank was liquidated and merged with
another public bank, holding more than one third
of financial sector deposits. The surviving bank is

(1 993-95)

to be restructured because of high levels of
nonperforming loans. ln 1 993-94, US$28 mi Ilion
(approximately 7% of GDP) in nonperforming loans
were written off.
Haïti

Significant

The political situation in 1 994 resuhed in a
disruption of normal banking and a run on banks.

Significant

Eight banks, accounting for 25% of financial system
assets, became insolvent. At the end of 1993, 23%
of total loans were problematic.

Significant

One of three state-owned banks became

(1991 -present)
Hungary
(1987-present)
leeland
(1 985-86)

insolvent and was eventually privatized in a merger
with 3 private banks.

(1 993)

Significant

The government was forced to inject capital into
one of the larges! state-owned commercial banks

lndia
( 1 991 -present)

Significant

The nonperforming domestic assets of the 27 public
sector banks were estimated at 19.5% of total loans
and advances of these banks as of the end of March

after it had suffered serious loan !osses.

1 995. At that rime, 1 5 banks did not meet Basle
capital adequacy standards.
lndonesia

Significant

( 1 992-present)

Nonperforming loans, which were concentrated in
state-owned banks, were over 25% of total lending
in 1993 but declined to 12% in September 1 995. A
large private bank was closed in 1992.

lreland

Significant

One of the four clearing banks wrote off one fourth
of its capital when its insurance subsidiary sustained

Significant

The government nationalized major banks

(1985)

lasses and was placed under administration.
Israel
(1983-84)

accounting for 90% of the market; there had been
an undercapitalization problem exacerbated by a
crisis in the stock market.
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Table 2 (continued)
Type of
Country

Problem

Measure of Extent

Italy
(1 990-95)

Significant

Jamaica
(1 994-present)

Significant

Japan
(1 992-present)

Significant

ln early 1996, the Ministry of Finance estimated
problem loans at around 8% of GDP.

Jordan
(1 989-90)

Crisis

The third largest bank collapsed in August 1989; six
other financial institutions encountered difficulties.
The central bank provided overdrafts equivalent to
10% of GDP to meet a run on deposits and allow
banks to settle foreign obligations.

Kazakstan
(1991-95)

Significant

Forty percent of assets are to be written off; 80% of
banks would be insolvent If ail loan losses were
written off.

Kenya
(1993)

Significant

About 66% of loans of one third of the commercial
banks were nonperforming. The local subsidiary of
Meridien BIAO was closed in 1995 with little
spillover.

Korea
(Mid-1980s)

Significant

Nonperforming loans of deposit money banks rose
significantly in the first half of the 1980s, exceeding
7% of total assets in 1986. The ratio of
nonperforming loans to total assets declined
subsequently to 0.9% in 1995.

Kuwait

Crisis

There was a banking collapse associated with
problems in the informai stock market. An estimated
40% of loans were nonperforming in 1986.

(1 990-91 )

Significant

A large part of the private sector's loan portfolio
became nonperforming due to the loss of property
and collateral.

Kyrgyz Republic
(Ongoing)

Significant

Eighty to ninety percent of ail loans are doubtful;
4 small commercial banks were closed in the
past year and 2 large state banks are facing
problems.

Lao People's
Democratie Republic
(Early 1 990s)

Significant

Nonperforming loans dominated the portfolios of
the state-owned commercial banks. ln 1994, these
banks were recapitalized with an injection of cash
and bonds equivalent to 1.5% of GDP.

Problems were concentrated in the south, affecting
particular institutions. Systemwide, nonperforming
loans were 10% of total in 1 995. During 1990-94,
58 banks (accounting for 1 1 % of total lending) were
in difficulties and were merged with other
institutions, and 3 of the 10 largest banks received
significant injections of public funds; 1 0 banks were
undercapitalized in 1994.
A merchant banking group was closed in December
1994; a medium-sized bank was supported in 1995.

(Mid-1980s)
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Table 2 (continued)
Country
Latvia

Type of
Problem

Measure of Extent

Crisis

Two thirds of audited banks recorded losses in
1994. Eignt bank licenses were revoked in 1994 and
1 5 more were revoked du ring the first seven months
of 1995. The subsequent closure of the largest bank
(with 30% of deposits) and two other major banks
triggered a banking crisis in the spring of 1995.

Crisis

four banks became insolvent; 1 1 banks had to
resort to central bank lending.

5ignificant

Of 4 commercial banks, 1 that serves mostly the
agricultural sector and has only a small share of
bank assets has had a large portfolio of
nonperforming loans. Banking services were
disrupted for two months in 1991 owing to a strike.

Crisis

5even out of 11 banks are not operational; their
assets were equivalent to 60% of total bank assets
at mid-1995.

Crisis

Of 25 banks, 1 2 small ones are being liquidated
and 4 larger ones do not meer the capital adequacy
requirements. The fourth largest bank was closed.
The operations of 2 banks, which accounted for
15% of deposits, were supported in 1995.

Crisis

Seventy percent of loans were nonperforming. The
government took responsibility for banks' foreign
debts and closed the second largest bank.

Significant

Five major banks had nonperforming loans ranging
from 45% to 75% of their portfolios.

(1 991-95)

5ignificant

There were severe management problems in the 2
remaining state-owned banks. Loan !osses resulted
in reserve deficiencies and the need for substantial
provisions in 1994.

Malaysia

Crisis

The largest domestic bank wrote off nonperforming
loans equivalent to approximately 1 .4% of GDP in
1983. Nonperforming loans were estimated at 32%
of total loans in 1 988.

Significant

The largest bank was nearly illiquid, with 75% of its
loans nonperforming; it was restructured in 1989
with equity injection and government loan
guarantees.

5ignificant

The government made an "equity" loan to
strengthen the capital of one bank following the
•oll.lfN' ,,f Mt·ridk•n 13,Jnk.

( 1 995-present)

Lebanon

(1988-90)
Lesotho

(1 988-present)

Liberia

(1991-95)
Lithuania

( 1 995-present)

Macedonia, former
Yugoslav Republic of

(1 993-94)
Madagascar

(1 988)

(1985-88)

Mali

(1 987-89)

(1 995)
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Table 2 (continued)
Type of
Country
Mauritania

Problem

Measure of Extent

Significant

The Development Bank ceased operations and was
liquidated in 1 994; 3 of the 4 commercial banks

( 1 991-93)

requ ired substantial recapitalization.
The central bank closed 2 of 1 2 commercial banks

Mauritius

for fraud and other irregularities in 1996.
Mexico

Crisis

The government took over the troubled banking

Cr isis

The ratio of nonperforming to total loans rose from

system.

(1982)
(1994-present)

9% at the end of 1994 to 12% in December 1995.
The authorities intervened in 2 banks in September
1994 and 4 of the remaining 35 banks (holding
17.5% of total end-1994 assets) in 1995. An
additional 2 were taken under the administration of

FOBAPROA (the deposit insurance agency). The
overall cost of the severa! programs to support the
banking system is estimated (in present value) at
6.5°/.., of GDP.
Moldova

Significant

A significant stock of nonperforming assets has built
up in most banks, largely resulting from earlier

(1 994-present)

directed credits. Audits of the 4 largest banks will
help quantify the extent of the problem.
Mongolia

Significant

Mozambique

Significant

(1 988-93)
(1 994-95)

Twenty-five percent of loans were nonperforming
in 1995.

( 1991-presentl

Most of the loans outstanding at the end of 1988
were written off with central bank assistance.

Significant

The 2 dominant state-owned banks became
increasingly dependent on central bank support,
pending privatization.

Myanmar

Significant

The banking system is dominated by 4 state-owned
commercial banks, the largest of which is

(Ongoingl

experiencing heavy !osses and has a large portfolio
of nonperforming loans. The other state-owned
banks are widely recognized to be undercapitalized,
but information on the quality of these banks'
portfolios is scarce.
Nepal
(Late 1980s-present)

Significant

Official estimates indicate thal nonperforming loans
amou nt to between 10% and 15% of total loans in
the two large public banks, which account for
nearly 70% of total bank deposits.

Netherlands

Banks overcame problems with mortgage loans in
the late 1970s.
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Table

2 (continued)

Type of
Problem

Country
New Zealand
(1 989-90)

Signifie ant

Measure of Extent
Of 4 large banks, 1 that was state-owned and
accounted for one fourth of bank ing assets required
a capital injedion of almost 1 % of GDP because of

bad loan problems.
Nicaragua
(late 1 9805-· r.�resent)

Significant

Niger
(1983-present)

Crisis

ln the mid-1980s, 50% of loans were
nonperforming. Four banks were liquidated and
3 restructured in the late 1980s. Reform was
initiated in 1987-90, and the restructuring process
is still undcr way.

Nigeria

Signifi<.ant

ln 1 9 9 1 , 77% of loans wcre nonperforming. Of 1 1 5
banks, 34, accounting for 10% of deposits, were
technically i nsolvent at the end of 1994.

Crisis

Six percent of commerci a l bank loans were
nonperformi ng Heavy !osses and insolvencies led
to a cri sis at the end of 1 9 9 1 . The government
became the principal owner of the three largest
banks, whose share of total commercial bank assets
was approximately 85%.

Two large state-owned banks have had long
standi ng financial problems. About 50% of loans
are nonperforming.

(1991-95)
Norway

(1 987-93)

.

Pakistan
( 1 980-present)

Signifie a nt

Nonperforming loans arc cstimatcd to be 10% of
bank assets.

Panama

Crisis

A bank holiday that lasted for nine weeks was
declared in March 1 988. As a resu h of uncertainty
and loss of confidence caused by a political crisis,
the public banks were particu larl y affected by a loss
of deposits and a rapid deterioration in their loan
portfol ios that stemmed from poor lending decisions
and the sharp contraction of the economy. The
financial position of most commercial banks a Iso
weakened, and 1 5 banks ceased operations.

Si gni fica nt

A severe economie downturn in 1989 led sharp
increases in loan !osses at commercial banks.
Eighty-five percent of the savings and loan
associations ceased operations as a result of the
economie problems, m ismanagement or fraud. fhe
public lost confidence in the banking system and
withdrew deposits in 1994.

(1988-89)

Papua New Guinea
(1989-present)

,

Paraguay

(1995-presentl

Significant

The authorit ies invervened in institutions
accounting for sorne 10% of financia l system
deposits d uring the summer of 1 995. There have
been interventions i n 6 other financial institutions
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Table 2 (continued)
Type of
Country

Problem

Measure of Extent
since then. Depositor restitution and operations to
facilitate borrowing by distressed institutions cost an
estimated 4% of GDP by the end of 1995.

Significant

Peru
(1983-90)

Two large banks failed. There were high levels of
nonperforming loans and financial
disintermediation following nationalization of the
banking system in 1987.

Philippines

Crisis

Banks accounting for 1 .6% of banking system
assets failed in 1 9 8 1 . Through the mid-1 980s, a

(1981-87)

number of institutions failed or were taken over by
government financial institutions. Nonperforming
assets of two state-owned institutions were
transferred to a government agency. These assets
accounted for nearly 30% of total banking assets.
ln 1986, 1 9 % of loans were nonperforming.
Poland
(1991 -present)

Significant

Sixteen percent loans were classified as !osses, 22%
as doubtful, and 24% as substandard in 1 9 9 1 .

Romania
( 1 990-present)

Significant

Five major state-owned commercial banks had 35%
of their accrued interest receivables overdue as of
june 30, 1 994.

Russia
(1992-present)

Significant

Rwanda

Significant

There is a substantial amount of nonperforming
loans. One bank, with a well-established network,
has been closed.

Crisis

Over 90% of loans of the monobank were
nonperforming in 1992. ln 1993, a new central

credit to the private sector at the end of 1995.

(1991-present)
Sào Tomé and
Principe
(1980-present)

Official estimates of Joan arrears were 40% of total

bank began operations. The commercial and
development departments of the former monobank
were liquidated, as was the only other financial
institution. At the same time, 2 new banks were
licensed and look over many of the assets of their
predecessors. The credit operations of one newly
created bank have been suspended since the end
of 1 994.

Senegal

Crisis

(1 983-88)

ln 1988, 50% of loans were nonperforming. Reform
was implemented in 1 988-91 ; 8 banks were
liquidated and the remaining 8 were restructured.

Sierra Leone

(1990-prese nt)

Significant

ln 1995, 40-50% of loans were nonperforming.
Recapitalization and restructuring is ongoing. The
license of one bank was suspended in 1994.
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Table 2 (continued)
Type of

Country

Problem

Singapore

Measure of Extent
Nonperforming loans at domestic commercial
banks reached 0.6% of GDP in 1982.

Slovak Republic

Significant

loans classified as nonstandard were high at the
end of August 1995. There were no runs or major

(1991-95)

bank closures, but ali 5 major banks required
government-sponsored restructuring operations.
Slovenia
(1992-94)

Significant

Somalia

Crisis

assets. were restructured du ring this period. The
percentage of bad loans i s not known. Bank
rehabilitation was completed in 1995.

(1990)
South Africa

Three banks, with two thirds of banking system

Crisis

There were nonperforming daims on both private
and public sector borrowers during the civil unrest.
Banks built up large short-term foreign liabilities
owing to high domestic interest rates. When foreign
banks began to reduce their exposure, in part owing
to political factors, the exchange depreciation and

(1985)

liquidity squeeze on banks resulted in an official
moratorium on external capital repayments.
ln 1989-90, one major bank, which held about
15% of banking assets, was recapitalized and

( 1 989-presentl

reorganized after suffering Joan losses and
management problems. Since 1991, severa! small
banks have been liquidated or put into curatorship,
with no systemic repercussions.
Spain
(1977-85)

Crisis

From 1978 through 1982, 1 1 0 banks. accounting
for 20% of deposits, were rescued. ln addition, in
1983 one group that controlled 100 enterprises and
20 banks was nationalized.

Sri lanka

Significant

Thirty-five percent of the portfolios of the two stateowned commercial banks, which accounted for over
60% of banking system assets, were nonperforming.

(Early 1990s)

ln March 1993, bonds equivalent to 4.8% of GDP
were issued to recapitalize these banks.
St. Vincent and the

Significant

The only domestic bank is a state-owned

Grenadines

commercial bank, which accounts for 30% of

(1 994-present)

deposits. About 1 0% of its assets are nonperforming.

Sudan

Smaller banks are being encouraged to merge with
larger banks to ensure compliance with the Basle
capital standards before June 1997.

Swaziland
( 1 995)

Significant

Meridien BIAO Swaziland was taken over by the
central bank. The central bank also took over the
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Table 2 (continued)
Type of
Country

Problem

Measure of Extent
Swaziland Development and Savings Bank (SDSB),
which faced severe portfolio problems; the
government is now expected to sign an agreement
that will allow a foreign bank to take over the
management of the SDSB.

Sweden

Crisis

Eighteen percent of total unconsolidated bank loans
were reported lost and the two main banks were

(1990-93)

assisted.
Tajikistan
(Ongoing)

Significant

Tanzania

Crisis

(1988-present)

One of the largest banks is insolvent; 1 small bank
has been closed and another (out of 1 7 ) is in the
process of liquidation.

State-owned commercial banks, accounting for over
95% of the system, were insolvent. At the end of
1994, 60% to 80% of ali loans were nonperforming
and the !osses of the largest bank were equivalent
to 70% of deposits.

Thailand
(1983-87)

Crisis

Fifteen percent of bank assets were nonperforming.
There were runs during the crisis of 1983-85 and
1 5 finance companies failed. More than 25% of the
financial system's assets were affected.

Togo
(1989-9 1 )

Significant

One of 1 0 commercial banks with 7% of bank
credit was insolvent and liquidated and its credits
were taken over by the government.

Trinidad and Tobago

Significant

(Early 1982-93)

The banking seoor expanded rapidly in the
mid-1 970s in a time of lax supervisory and
prudential controls. With the onset of the general
downturn in the economy in the early 1980s, sorne
financial institutions experienced solvency problems,
resulting in the merging of three government--owned
banks in 1993 as an intermediate stage to the
planned privatization of the merged bank.

Tunisia
(1991-95)

Significant

lntroduoion of new loan classification and
provisioning standards and capital adequacy
requirements in 1991, coupied with extensive
portfolio audits in 1992, made clear that most
commercial banks were undercapitalized. (State
owned banks accounted for over 65% of total
lending.) From 1991 to 1994, the banking system
raised equity equivalent to 1.5% of GDP and made

provisions equivalent to another 1.5%. Thus
recapitalization through 1994 required at !east 3%
of GDP, and sorne banks remained undercapitalized;
recapitalization continued through 1996.
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Table 2 (continued)
Type of
Country
Turkey

Problem

Measure of Extent

Crisis

Several small banks and most brokerage houses
collapsed.

(1991)

Crisis

The start of the Persian Gulf war led to bank runs.

(1 994)

Significant

Depositor runs in the spring of 1994 resulted in the
closure of 3 medium-sized banks. To stem further

(1 982)

runs, the government introduced full deposit
insurance in May 1994.
Uganda

Significant

A small bank failed in early 1993. Several other

banks are in difficulty or insolvent, including state-

(1 990-present)

owned banks accounting for more than 40% of
banking system assets.
Ukraine
(1 994-present)

Significant

ln 1994, many banks did not meet capital and
other prudential requirements. Audits indicated that
one of the five largest banks was insolvent.
Approximately 30% of loans outstanding were in
arrears. The authorities intervened at 20 small to
medium-sized banks in 1995.

United Kingdoml

No systemic problems, but several notable bank
failures, including johnson Matthey (1984), Bank of
Credit and Commerce International (1991), and
Barings ( 1 995), have occurred.

United States
(1980-92)

Significant

Du ring the period, 1,142 savings and loan (S&L)
associations and 1 ,395 banks were closed; 4.1% of
commercial bank loans were nonperforming in
1987.

Uruguay
( 1 981-85)

Crisis

Uzbekistan

Significant

Almost 10% of loans were reported to be overdue
in October 1995.

Crisis

ln 1993, before the crisis started, 8.5% of loans
were reported as nonperforming. The authorities
intervened in 1 3 of 47 banks, which held 50% of
deposits, in 1994, and 5 additional banks in 1995.

1982, 59% in 1986.

(1 993-present)
Venezuela

Eleven percent of loans were nonperforming in

( 1 994-present)

Support by the government and the central bank to
the banking system amounted to almost 17% of
GDP in 1994-95.
Vietnam

Significant

State-owned banks are widely recognized to be

(Ongoing)

undercapitalized, but information on the quality of
their portfolios remains scarce.

Yemen Arab Republic Significant

Banks have extensive nonperforming loans and
heavy foreign currency exposure.

(Ongoing)
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Table 2 (concluded)
Type of
Country
Zaïre

Problem
5ignificant

Four state-owned banks are insolvent; a fifth bank is
to be recapitalized with private participation.

(1991 -present)
Zambia

Measure of Extent

Significant

One of the largest commercial banks, the local
Meridien BIAO subsidiary, failed in early 1995
and received official support equivalent to
approximately 1 .5% of GDP. Two small banks

(1994-present)

failed in late 1995, and severa! others are fragile.
Zimbabwe
( 1 995-present)

Significant

Two of the 5 commercial banks are unable to meet
their statutory reserve requirements owing to a high
percentage of nonperforming loans.

1 Under "Problems; a blank space indicates that there was a problem but thal it was neither •signif·
icant• nor a "crisis.• Years in parentheses denote the period of banking problems.
J ln 1 995, fraud resulted in major losses and depositor runs at two institutions in Taiwan Province of
China; one was taken over by a state-owned bank and the other supported by the central bank and a
state-owned bank. The large state-owned banks are reported to have an overhang of bad loans to real
estate projects.
3 From 1982-86, 16 Hong Kong banks and other deposit-taking institutions failed, were liquidated,
or were taken over. The dosure of the BCCI subsidiary in Hong Kong in 1991 led to minor runs on sev

era! local banks.

©International Monetary Fund. Not for Redistribution

This page intentionally left blank

©International Monetary Fund. Not for Redistribution

Part II

Macroeconomie Causes
and Consequences of Unsound
Banking Systems

©International Monetary Fund. Not for Redistribution

This page intentionally left blank

©International Monetary Fund. Not for Redistribution

Macroeconomie Causes of
Bank Unsoundness
The linkage between macroeconomie policy and microeconomie struc
tures and policies runs in both directions: microeconomie structures affect
macroeconomie performance, and macroeconomie policics have micro
economie consequences. Structural policies that encourage real sector
growth are ultimately reflected in the prosperity of inJiviùual enterprises
and affect macroeconomie policy objectives and outcomes. A loose fiscal
stance will tend to put pressure on governmenr revenue sources and sys
tems, the microeconomie clements of fiscal operations. Macroeconomie
shocks, particularly in the rnonctary domain, will tend ro put pressure on
bank balanec sheets anJ banking- �ysrem health. The banking system,
however, plays a central role in the cconomy anJ is linkec..l to more than
just monetary policy and inrerest ro�rc determination. The following chap
ters consider four traditional areas of policy analysis (real sector policy,
monetary policy, fiscal policy, and external sector policy), and discuss the
two-way linkage between the soundness of the banking system and each
of these areas.
Economie conditions and policies are key determinants of the sound
ness of the banking system. Banks fail, and banking systems become
unsound, for many reasons, including poor or negligent management,
excessive risk taking, a poor operating environment, fraud, or a sharp
deterioration in the economie environment thar invalidares the assump
tions on which loans and investments were initially made. Although bank
soundness is first an issue for individual banks, it is more likely to be sys
temic when unsoundness is due to macroeconomie conditions, because ali
banks will be exposed to those conditions. In addition, individual banking
problems could become systemic owing to the spread of liquidity or sol
veney problems through contagion and domino effects, and this could
compound the effects of macroeconomie shocks on banks. This chapter
fir<;t nntlincc; hnw m�crnccnnomic conclitionc; :1ffect the h:mking system
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and then turns to the effects that particular monetary, fiscal, and exchange
policies and instruments may have on bank soundness. Finally, the impact
of the overall policy stance is considered.
Banking system fragi!ity can impair the efficient working of markets
and implementation of macroeconomie policy. An unsound banking sys
tem not only fails to provide the microeconomie channels necessary for
the efficient implementation of monetary policy, but may also impair eco
nomie growth prospects, impose significant fiscal costs, and interfere with
the smooth functioning of the exchange system. These effects, discussed
in Chapter 5, arise from the impact of banks' portfolio weaknesses and
constraints on the leve! and structure of interest rates, on the volume and
allocative efficiency of credit, and on the responses of the hanks and of
other economie agents to monetary conditions.
The following discussion draws on a sample of country experiences to
illusrrate both aspects of this two-way linkage between banking systems
and macroeconomie policy. The sample comprises 34 countries that have
recently experienced significant banking sector problems or crises and for
which data on a range of aspects of both the causes and consequences of
these problems were available. It includes 19 developing countries, 8
countries that are in transition from a command to a market economy, and
7 industrial countries. In terms of geography, it includes 5 countries from
Africa and the Middle East, 8 from the Western Hemisphere, 8 from Asia,
and 1 3 from Europe. The European experience is heavily represented to
include a number of transition economies. Nine of the banking problems
featured here happened principally or entirely in the 1980s, 23 occurred
main!y in the 1990s, and 4 are longstanding. At !east 1 7 of the problems
were still ongoing at the time of writing (mid-1 996). Eight cases for which
sufficient data were available are analyzed quantitatively in the annex to
this Part; the conclusions drawn from that analysis are incorporated into
the discussion throughot.t the book.
While an effort was made to choose cases that were representative of
different regions, types of country, and problems (e.g., developing coun
tries, problems caused by the transition from a planned economy), to a
great extent the sample was dictated by the availability of information, and
even among the sample countries there was, unfortunately, a great degree
of disparity in the type and quality of information. Thus, while the tables
that follow summarize these countries' experiences in order to provide
illustrative examples of the various issues covered in this study, they
should not be construed as providing an exhaustive survey of ali cases in
which these issues arose.
Table 3 provides summary information on these 34 cases: it lists the
types of financial institution in each country that were affected and a brief
description of the problems. The experience of these countries is tracked
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Table 3. Selected Cases: Institutions Affected and Description of Problemsl
Country

Institutions Affected

Description of Problems

Argentina

Businesses, banks,

( 1 980-a2)

and other financial

1980 and 30% in 1985, and 168 institutions

institutions.

were closed.

5tate banks and the
central bank.

the aggregate portfolio and 37% of the

( 1 989-90)

Nine percent of loans were nonperforming in

Nonperforming assets constituted 27% of
portfolios of state-owned banks. Failed banks
held 40% of fïnancial system assets. There
were depositor runs, high levels of
nonperforming assets, 8 banks holidays, and a
forced renewal of time deposits.

(1995)

Banks and finance

The financial system experienced currency

companies.

outflows and flight to quality. Eighteen percent
of depositors were withdrawn between
December 1994 and May 1995. Forty-five of
205 institutions were closed or merged
through 5eptember 1995.

Bangladesh
(1 980s-present)
Bolivia
( 1 994--present)

Ali domestic banks,
accounting for 95% of

ln 1987, 20% of the loans of 4 major banks,
whose assets accounted for 70% of ali

banking assets.

lending, were nonperforming.

Private commercial
banks.

Two banks with 1 1 % of assets were closed
in November 1994. There were depositor
runs. Four of 1 S domestic banks, with 30% of
assets, were undercapitalized and had
liquidity problems and high levels of
nonperforming loans in 1995.

Brazil
(1 994-present)

State banks, private
commercial banks,
and other financial
institutions.

Of 246 banks, 1 7 small private banks have
been liquidated, 3 private banks have been
subjected to official intervention, and 5 state
banks have been placed under special
temporary administration. These 25 banks held
8.8% of total deposits in mid-1994. ln addition,
2 large and 2 medium-sized banks (representing
6.6% of deposits) have received assistance to
merge.

Chile

Banks and other

( 1 981·-86)

financial institutions.

The authorities intervened in 4 banks and

4 nonbank financial institutions (with 33% of
outstanding loans) in 1981; 9 other banks and
2 more nonbanks (with 45% of outstanding
loans) were subject to intervention in
1 982-83, and many others were assisted. At
the end of 1983, 19% of loans were
nonperforming. The central bank purchased
substandard loans at par to help recapitalize
banks; such purchases continued through
1 987, although the largest intervened banks
were recapitalized and sold by 1986.
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Table 3 (continued)

Country

Institutions Affected

Czech Republic State and private
( 1 99 1 -present)

Description of Problems
38% of loans were nonperforming in 1994-95.

commercial banks

There was a bank run. Three small banks

and savings banks.

were closed in 1 993-94, and 1 failed in 1 995
and another early in 1 996.

Egypt

Commercial banks.

Estonia

Four main public sector banks were given
capital assistance.

(1991-95)
Commercial banks.

lnsolvent banks held 4 1 % of banking system
assets. Two major banks were merged and

(1 992-95)

nationalized, and the licenses of 5 ethers (1
large) were revoked. Ahhough in early 1 994 it
appeared that the problems had been
resolved, in 1995 the nationalized entity
experienced severe difficulties. ln addition,
during 1 994, 2 more large banks were found
to be insolvent and were merged and
converted to a loan-recovery agency.
Finland

Commercial, savings,

(1991-94)

and cooperative banks.

Nonperforming loans and credit !osses reached
13% of total exposure at their peak in 1992;
there was a liquidity crisis in September 1 9 9 1 .

France

Crédit Lyonnais (a large Nonperforming loans were 8.9% of total loans

(1 99 1 -95)

state-owned bank)

in 1994. 15% ($27 billion) of Crédit Lyonnais'

and some privately

loans were nonperforming. Some other banks

owned banks.

have posted large !osses, including Crédit
Foncier de France, which in 1996 announced
tosses for the previous year greater than
shareholder capital.

Ghana

Covernment-owned

Forty percent of bank credit to nongovernment

(1 983-89)

banks, private

borrowers was nonperforming in 1989; one

commercial banks,

bank was closed and two were merged.

and rural banks.

Hungary
(1 987-present)

State and private

Eight banks, accounting for 25% of financial

commercial banks.

system assets, became insolvent. At the end of
1993, 23% of total loans were problematic.
There have been 2 depositor runs.

lndonesia

State-owned and

Nonperforming loans, which were

(1 992-present)

private banks.

concentrated in state-owned banks, were over
25% of total lending in 1993 but declined to
12% in September 1995. A large private bank
was closed in 1992.

)apan
(1 992-present)

Commercial and

ln earl y 1996, the Ministry of Finance

saving banks, jusen,

estimated problem loans at around 8% of GDP.

credit cooperatives,

A regional bank and several credit unions

and 1ife i nsuranee

failed in 1 995, and there were depositor runs

companies.

at sorne of the credit unions. Many of the
larger banks declared !osses for 1995-96.
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Table 3 (continued)
Country

Institutions Affected

Description of Problems

Kazakstan
(1991-95)

Most private
Forty percent of assets are to be written off;
80% of banks would be insolvent if ali loan
commercial banks,
but especially formerly losses were written off.
sectorally oriented
banks.

Kuwait
(1990-91)

Entire financial system.

latvia
(1995-present)

Large and small
private banks.

lithuania
(1 995-present)

Large and small banks. Of 25 banks, 1 2 small ones are being
liquidated and 4 larger ones do not meet the
capital adequacy requirements. The fourth
largest bank was closed. The operations of 2
banks, which accounted for 1 5% of deposits,
were supported in 1995. There were large
scale deposit withdrawals at the end of 1995
and beginning of 1996. A restructuring plan is
under consideration.

Malaysia
(1985-88)

Commercial and
cooperative banks,
finance and insurance
companies, illegal
deposit-taking
institutions.

The largest domestic bank wrote off
nonperforming loans equivalent to
approximately 1 .4% of GDP in 1983. During
1 985-86, there were sporadic bank runs and
a number of deposit-taking institutions failed.
The authorities intervened in 3 banks,
4 finance houses, 24 deposit-taking
institutions, and 1 4 insurance companies.
Nonperforming loans were estimated at 32%
of total loans in 1 988.

Mexico
( 1 994-present)

The entire financial
system.

The ratio of nonperforming to total loans rose
from 9% at the end of 1994 to 12% in
December 1995. The authorities intervened in
2 banks in 5eptember 1994, and 4 of the
remaining 35 banks (which held 17.5% of total
assets at the end of 1994) in 1995. An
additional 2 were taken under the
administration of FOBAPROA (the deposit
insurance agency). Several banks placed

A large part of the private sector's loan

portfolio became nonperforming due to the
loss of property and collateral.
The publication of audited reports in April
1995 revealed that two thirds of the audited
banks recorded losses in 1994. Eight bank
1 icenses were revoked in 1994, and 1 5 more
were revoked during the first seven months of
1995. The subsequent closure of the largest
bank (with 30% of deposits) and 2 other major
banks triggered a banking crisis in the spring
of 1 995. A decision has been taken to
liquidate the larges! bank (subject to court
approval), and several banks, including a few
large ones, have had their licenses revoked.
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Table 3 (continued)
Country

Institutions Affeded

Description of Problems
subordinated obligations of mandatory
conversion with FOBAPROA to

meet their

minimum capital requirements and to repay
external credit lines; the latter were fully
amortized by September 1 995. The

government, through FOBAPROA, assisted the
recapitalization of some banks by purchasing
problem portfolios at their accounting value net
of loan-loss provisions. At the end of 1995,
19% of the bank loan portfolio was restructured
into long-term loans denominated in inflation
indexed units. The overall cost of the several
programs to support the banking system is
estimated at 6.5% of GDP.

Norway

Commercial and

Six percent of commercial bank loans were

( 1 987-93)

savings banks, credit

nonperforming. Heavy !osses and insolvencies

1 991 . The

cooperatives, and

led to a crisis at the end of

finance companies.

government became the principal owner of
the 3 largest banks, whose share of total
commercial bank assets was approximately
85%.

Pakistan

Mainly state-owned

The banking system is financially vulnerable

(1 980-present)

banks.

because of a high proportion of nonperforming

Paraguay

Banks and finance

The authorities invervened in 4 private banks

(1 995-present)

companies and illegal

(out of 35), a savings and loan, and 3

deposit-taking

finance houses, accounting for some 10% of

loans-estimated to be 1 0% of bank assets.

institutions.

financial system deposits, du ring the summer
of 1 995. There have been interventions in
6 other finance companies since then.
Depositor restitution and operations to
facilitate borrowing by distressed institutions
cost an estimated 4% of GDP by the end of
1995.

Philippines
( 1 981 -87)

The commercial paper

Rural and thrift banks accounting for 1 .6% of

market, investment

banking system assets failed in 1981, owing in

houses, commercial

part to the effect of a confidence crisis sparked

and rural banks, a

by fraud in the commercial paper market that

development bank,

also resulted in bank runs and the failure of

and thrift institutions.

severa! investment houses. Through the mid1 980s, 3 private commercial banks, 128 rural
banks, and 32 thrift institutions failed; 2 other
private banks were taken over by government
financial institutions. The largest commercial
bank, which was state owned, and the
Development Bank were bai led out; their
nonperforming assets, which were transferred
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Table 3 (continued)
Country

Institutions Affected

Description of Problems
to a government agency, accounted for nearly
30% of total banking assets. ln 1986, 19% of
loans were nonperforming.

Poland
( 1 991-present)

State and private
commercial banks,
cooperative, and
specialized banks.

Sixteen percent of loans were classified as

Russia
(1 992-present)

Most domestic banks.

Over 2,500 banks have been established since
1992. ln 1994, 1 1 0 banks were closed and 96
were closed in the first 8 months of 1995.
Official estimates of Joan arrears were 40% of
total credit to the private sector at the end of
1 995.

Spain
(1 977-85)

Small, medium-sized,
and new commercial
and industrial banks.

From 1978 through 1982, 1 1 0 banks,
accounting for 20% of deposits, were rescued.
ln addition, in 1983 one group that controlled
100 enterprises and 20 banks was nationalized.

Sweden

Started at finance
houses and spread to
banks and mortgage
institutions.

Eighteen percent of total unconsolidated bank
loans were reported lost (on a consolidated
basis the figure was 13%), although the Joss is
likely to be Jess than 10% after recoveries and
the sale of collateral. The 2 main banks were
assisted.

Tanzania
(1 988--present)

Domestic state-owned
banks, and the local
Meridien subsidiary.

State-owned commercial banks, accounting
for over 95% of the system, were insolvent.
Between 60% and 80% of ali loans were
nonperforming, and the !osses of the largest
bank were equivalent to 70% of deposits at
the end of 1994. The government contributed
to recapitalizing this bank and to the
reorganization of the second largest bank
between 1993 and 1995. There was a run on a
small state bank in 1994, which subsequently
failed in 1995. The Tanzanian subsidiary of
Meridien BIAO also failed in 1995.

Thailand

Fifteen percent of bank assets were
finance companies,
nonperforming. There were runs during the
securities companies,
and commercial banks. crisis of 1983-85 and 1 5 finance companies
failed. More than 25% of the financial
system's assets were affected. Through 1987,
25 institutions were closed, 9 were merged,
and 1 8 supported.

(1 990-93)

(1983-87)

Turkey
(1 994)

State and private
commercial banks,
unlicensed fringe
institutions, and
stockbrokers.

!osses, 22% as doubtful, and 24% as
substandard in 1991.

Depositor runs in the spring of 1994 resulted
in the closure of 3 medium-sized banks. To
stem further runs, the government introduced
full-deposit insurance in May 1994.
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Table 3 (concluded)

Country
United States
(1980-92)

Institutions Affected

Description of Problems

First t hrifts and credit

Du ring the period, 1,142 savings and loan
(S&L) associations and 1,395 banks were
closed; 4.1% of commercial bank loan s were
nonperforming in 1987.

unions, then

commercial banks.
Venezuela

Commercial banks and ln 1993, 8.5% of loans were reported as

(1994-present)

financial groups.

nonperforming before the crisis started. The
authorities intervened in 1 3 of 47 banks,
which held 50% of deposits, in 1994. These
inc luded 3 of the 4 largest banks. An
additional 5 banks were subject to intervention
in 1995. Support by the government and the
central bank to the banking system amounted
to almost 17% of GDP in 1994-95.

Zambia
(1 994-present)

Domestic commercial
banks, including local
Meridien subsidiary.

One of the largest commercial banks, the
local Meridien BIAO subsidiary, failed in early
1995 and received official support equivalent
to approximately 1.5% of GDP. Two small
banks failed in late 1995; 2 other small banks
are experiencing liquidity, and possibly
solvency, problems. Other banks are a Iso
considered to be fragile.

1 Years in parentheses denote the period of banking problems.

in this volume in subsequent tables, which catalogue the factors (struc
tural, macroeconomie, and microeconomie) that contributed to their
bank.ing sector problems, and the repercussions for monetary, fiscal, and
exchange policies and the real economy.

Economie Conditions and Sound Banking
Banking system soundness reflects in large measure the health of the
economy. In a weakening economy, there may be few new bankable proj
ects. Business and household borrowers and even the government may
have difficulty in servicing their existing loans. Financially and opera
tionally fragile enterprises, with high debt, low profitability, and declining
marketS, will have reduced ability to service their loans and responsiveness
to interest rates. 12 Thus fluctuations in real sector conditions, particular
ly in the enterprise sector, have an immediate impact on banking system
soundness through the quality of loan portfolios; Joan !osses in turn
reduce the leve! of bank capital and reserves (net worth). The country
cases presented in Table

4

include many instances of recessions in the

period leading up to banking sector problems.
11 See Kneeshaw (1995) and Sundararajan (1995).
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Table 4. Shifts in Macroeconomie Policy and Conditions1
Argentina (1 980-82): Recession in 1 980-82. Fast growth in money and credit occurred
as the boom of the late 1970s matured. Substantial real appreciation of the peso and a
loss of international reserves preceded the crisis. Inflation was reduced in the early 1980s
from the high levels of the 1970s.
(1 989-90): Recession in 1988-90. There were strong capital outflows and a sharp
devaluation in 1989. The fiscal deficit was high and the government was unable to
barrow. There was a hyperinflation from 1989 to July 1990, and a sharp devaluation in
1989.
( 1 995): Inflation ended abruptly when the exchange anchor was introduced in 1 9 9 1 .
Growth started t o slow i n 1 993 and there was a recession i n 1 995. The public sector
borrowing requirement shifted from approximate balance in 1 992-93 to a marked deficit
in 1 994. Strong aftershocks from the December 1994 Mexican crisis were experienced in
the capital markets leading to large capital outflows and a loss of excess gross
international reserves under the convertibility regime. lnterbank interest rates rose from
1 0% in December 1994 to 65% in March 1 995. Sorne politi cal uncertainty preceded
elections in May 1 995.
Bangladesh (1 980s-present): Droughts and floods were factors, as was political unrest.
Inflation reached double digits, and interest rates became negative in the early 1980s.
Inflation was reduced from 1988 to 1994.
Bolivia (1 994-present): Hyperinflation in 1 985, since reduced; the economy has since
stabilized with moderate economie growth but rapid credit growth. Dollarization
reached 90%. lnterest rates doubled, while U.S. rates were falling, and spreads were
high. There was a flight to quality, although the Mexican crisis had little effect.
Brazil (1 994-present): Monthly inflation feil dramatically from an average of almost 45%
a month during the second quarter of 1 994 to 3.3% by August 1 994 with the adoption of
the Real Plan. Since then, the monthly inflation rate has remained low, averaging below
1 % in the first quarter of 1996. Economie activity surged in the second half of 1994 and
first quarter of 1995, but as a result of restrictive policy measures, growth was 4.2% in
1995 as a whole. Monetary and credit aggregates increased substantially in the second
half of 1 994 owing to remonetization in the economy as a result of the sharp fal i in
inflation rates. There was a strong spillover from the Mexican crisis that began in
December 1994. There had been large capital inflows prior to and following the
introduction of the Real Plan, but they reversed to strong outflows during the Mexican
crisis. ln May 1995, the inflows began to increase again and international reserves
increased by US$13 billion in 1995. Monetary conditions tightened in 1 995. lnterest
rates increased in real terms in the first half of 1995 reflecting the government's
economie policies to cope with the overheated economy and the increase in risk
following the Mexican crisis, but they declined throughout the second half of the year
and continue to decline in 1996.
Chile (1981-86): From 1974, there was determined stabilization through tight monetary

and fiscal policies and, from 1977, through a predetermined exchange rate that was
eventually fixed in 1979. As a result, inflation declined sharply but the real exchange
rate appreciated noticeably. Credit to the private sector rose sharply before the crisis.
Beginning in 1979, massive capital inflows led to a substantial accumulation of private
foreign debt. From 1981, the priee of copper (Chile's main export) collapsed, while
international interest rates rose. lmports surged and the current account deficit rose to
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Table 4 (continued)

14% of GDP in 1981. ln 1 982 foreign capital inflows shrank to less than 30% of the
amou nt received in 1981; there was a recession from 1982-83.
Czech Republic (1991 -present): Inflation rose to 57% in 1991 but fell to 10% by 1994;
there was a deep recession from 1991 to 1993. Capital inflows were spurred by bank
inefficiencies in intermediation, which kept spreads high, and by an unwillingness on the
part of domestic banks to lend long term.
Egypt (1991-95): The economy was initially overregulated; the move toward a decentralized
and outward-oriented economie structure started from 1991 . Graduai stabilization was
achieved with a drop in the inflation rate and a reduction in the fiscal deficit. Exchange rate
depreciation in 1991 contributed to significant commercial bank !osses.
Estonia (1 992-95): Trade with the Soviet Union was lost in 1990 and there was a terms of
trade shock. Monetary policy was tightened and a currency board was instituted to end the
posttransition inflation. There was a sharp recession in 1992 and the beginning of 1 993.
Finland (1 991-94): Lower interest rates and rapid credit growth led to a real estate bubble
and overheating of the economy in 1988, du ring which monetary policy was constrained
due to the exchange rate regime. Monetary tightening started in 1989. A tax reform that
limited the deductibility of interest payments, coupled with high debt burdens, burst the
bubble and caused a recession in 1990-93. Trade with the Soviet Union collapsed in
1990, and the economy suffered from a worldwide recession du ring the Persian Gulf war.
The currency depreciated sharply in November 1991 and from September 1 992 to early
1993, leading to defaults by businesses with foreign currency obligations.
France (1991-95): There was a real estate boom followed by an economy-wide
recession in 1992-93; a real estate depression in 1992-95; and low inflation, but high
unemployment and fiscal deficit.
Ghana (1983-89): Severe weather induced fluctuations in agricultural output (e.g.,
drought in 1982-83 and flooding in 1 989). There is high exposure to priee fluctuations
in commodities such as gold and cocoa. Controlled interest rates were negative in real
terms until 1983. An economie reform program was put in place from 1983, and there
were sharp exchange and interest rate adjustments in 1 983-87. Ad hoc monetary
measures were implemented, including a demonetization of notes, a freezing of large
accounts, and the recall of certain loans. Credit rose sharply before the crisis, then feil.
Hungary ( 1 987-present): There was a severe recession in 1991-93. The current account
deficit was almost 10% of GDP in 1993-94 and the external debt rose from an already
high leve!. The high inflation that followed the transition was reduced. Strict bankruptcy
laws were introduced in 1 992. The fiscal deficit grew to 8% of GDP in 1 994 and a
crawling peg was introduced in March 1995. There was heavy foreign borrowing by
enterprises in 1994-95 and strong capital inflows in the second half of 1995.
lndonesia (1992-present): Money and credit grew quickly after liberalization in
1988-89; they were severely tightened in 1991-92. Periodic surges in capital inflows
complicated monetary management. The interbank rate rose from 10% to 16% in a
strong reaction to the Mexican crisis in early 1 995.
Japan (1 992-present): Expansionary monetary policy in the late 1980s contributed to
bubbles in the real estate and the stock markets. A tightening of monetary policy led to
the bursting of the bubbles in late 1990 and a downturn in economie activity.
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Table 4 (continued)
Kazakstan ( 1 991-95): The economy was stagnant from 1 986-90; there was a drought in
1991 and a sharp decline in the economy in 1 991-95. The country exited from the ruble
area in lare 1 993 and the exchange rate feil sharply in 1993-94. Fiscal and monetary
poli cies were tightened in late 1994. Large subsidies to enterprises continued through the
end of 1 994; however, real interest rates became positive. There were capital inflows in
1995.
Kuwait (1 990-91 ): Banks and the economy were hurt by structural weakness in oil
priees. The Persian Gulf crisis from 1990-91 disrupted the economy and destroyed
property, including bank collateral.
latvia (1995-present): A terms of trade shock and a collapse of eastern markets occurred
early in the transition. Banks' profit margins on trade financing declined as a resuh of
priee liberalization in Russia. Inflation was reduced from almost 100% in 1 992 to 26%
in 1994.
Lithuania {1995-present): The economy lost most of its Soviet trade in 1 990 and
experienced a sharp rise in energy priees to world levels. There was a recession in
1 9 9 1 -93. Expansionary monetary policy and supply shortages led to hyperinflation in
1 992-93, which was reduced to 30-35% a year in 1 995.
Malaysia (1 985-88): Fast money and credit growth and a fiscal deficit of 20% of GDP in
the early 1980s spurred inflation and priee bubbles in the stock and real estate markets.
The countercyclical policy led to a recession in 1985-86 and the bubble burst. Inflation
was reduced to less lhan 1 % in 1 985. The slowdown resulled in a contraction of cash
flow; corporate deposils feil by 19%. Oil and other commodity priees feil sharply in
1986. Real estale priees declined by 60-70% in 1986 relative lo 1 983. The terms of
trade deteriorated sharply and the ringgit depreciated 1 7%.
Mexico (1994-present): During 1994, events such as the uprising in Chiapas in january,
the assassinations of presidential candidate Colosio in March and of the secretary general
of the ruling party in September, and a second Chiapas uprising in December,
contributed to an environment of considerable political uncertainty. On December 20,
1994, the Mexican authorilies widened the exchange rate intervention band that had
been in place since late 1 9 9 1 . Two days later, as capital outflows persisted, the exchange
rate was allowed to float. This was followe.d by a sharp depreciation of the peso and an
increase l n interest rates, accompanied by an abrupt downturn in the economy. The peso
depreciated from MexN$3.94 per U.S. dollar (prior its floating) to MexN$7.60 per U.S.
dollar in mid-March 1 995. Short-term interest rates rose from 1 4 % in 1994 to around
50% in 1995, reaching a peak of 85% in mid-March. GDP, which grew 3.7% in 1994,
was expected to decline by about 6-8% in 1995. At the beginning of 1995, banks faced
problems in rolling over foreign currency deposits and other short-lerm li nes of external
credit. The government had to amortize a substantial amount of short-lerm debt
(Tesobonos) indexed to the U.S. dollar.
Norway {1987-93): Capital inflows were strong until the oil priee decline in 1986. Tax
reform occurred in the late 1 980s. There was a credit explosion in the mid-1980s
financed by foreign borrowing and central bank credit. A low interest rate policy was
maintained. The exchange rate depreciatecl during and after 1986. Following the decline
in oil priees, the bubble burst, and credit to the private sector feil in 1987. There was a
recession from 1989-9 1 .
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Pakistan (1980-present): The economy has been highly regulated. lnterest rates were
decontrolled in 1995. There has been slow progress in fiscal consolidation. A recent
devaluation caused losses on account of foreign exchange cover equivalent to 0.25%
ofGDP.
Paraguay (1995-present): No significant shocks.
Philippines (1981-87): The ratio of credit to GDP experienced a sustained increase
before the crisis. The world recession from 1 980-82 hurt bank borrowers. The balance of
payments crisis of October 1983 spi lied over to the banking system, with the
announcement of a moratorium on external debt payments provoking panic and runs.
The exchange rate depreciated during the crisis.
Poland (1991-present): The hyperinflation that followed the transition ended in 1990-91,
and the fiscal deficit was reduced. There was a recession in 1990-91.
Russia {1992-present): Following the collapse of the former Soviet Union and the end of
central planning, there was a sharp decline in economie growth and lax demand
management policies were adopted. The liberalization of priees in 1 992 resulted in an
abrupt jump in the domestic priee level. The collapse of the ruble zone in early 1993
resulted in a sharp deterioration in the terms of trade and a collapse in trade flows. ln
1994 and 1995, macroeconomie policies were tightened, resulting in a reduction in
inflation and increased exchange rate stability.
Spain (1 977-85): Oïl priee shocks in 1973 and 1980 hurt this oïl importing economy.
The death of General Franco in 1975 gave rise to some political uncertainty. Monetary
policy was tightened to reduce inflation. lndustrial production feil from 1975 to 1978
and again in 1981. Real interest rates rose to high levels after having been negative.
Share and real estate priees feil from 1 974-81.
Sweden (1990-93): There was a large increase in credit following liberalization in 1985.
There were capital outflows from 1988 to 1992. Inflation was eut sharply early in the
1990s, ending a real estate boom; real estate priees feil up to 50% in a short period. Tax
reform contributed to the decline in real estate priees. The ERM (exchange rate
mechanism) crisis in 1992 led temporarily to very high short-lerm interest rates that hurt
banks.
Tanzania (1988-present): The economy was highly controlled until the mid-1980s. The
financial sector was nationalized after 1 967. Inflation was high; the exchange rate
became overvalued; and real interest rates were negative from 1971 until 1988.
Stabilization and strudural reform programs began in 1986.
Thailand (1983-87): Credit grew very rapidly until there was a slowdown in economie
activity in the 1980s.
Turkey (1994): Several years of increasing macroeconomie imbalances contributed to
banking fosses. High and rising fiscal deficits and an appreciating real exchange rate
resulted in a rapidly increasing trade deficit, buildup of foreign debt, high inflation, and
high real rates of interest. There was an exchange and financial market crisis du ring the
early part of 1994, followed by a major depreciation of the currency. ln April 1994, the
government introduced stabilization and structural adjustment policies.
United States (1 980-92): The Federal Reserve shifted from targeting interest rates to
reserves in October 1979, which began the process of curtailing inflation in the United
States. lnterest rate ceilings, phased out in 1 978-83, contributed to poor banking
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Table 4 (concluded)
practices. lnterest rates, which had been negative in real terms, rose to high real levels
and became volatile in the early 1980s. The thrift industry was rendered market-value
insolvent almost overnight, and the international debt crisis affected major money center
banks. Oil priee fluctuations contributed to booms and collapses in oil producing and
consuming regions. There were recessions in 1 980, 1982, and 1990-92. A silver crisis in
spring 1980 caused problems for sorne U.S. banks. The decline in commodity priees
caused bank failures in agricultural states in the early to mid-1980s. The exchange rate
appreciated until 1986, hampering exports; thereafter the dollar declined until 1995. Tax
reform in 1986 limited the deductibility of interest payments, reducing incentives for
borrowing. The Persian Gulf war accelerated the decline thal was beginning in the
property markets in the early 1990s, while hurricanes and floods presented additional
challenges to banks in affeded regions. Political and tax preferences for housing
encouraged an overexposure to the real estate industry.
Venezuela (1 994-present): Oil priees declined after the Persian Gulf war ended. There
was political unrest in 1992-94. Fiscal deficits spurred high inflation in the early 1990s,

but recession in 1 993-95 led to a decline in the asset priee boom. Expansive monetary
policy allowed negative real interest rates in 1994-95, coinciding with a large fiscal
deficit. The external situation deteriorated with capital flight and exchange rate
depreciation in 1994. Confidence declined further following political disruption and
bank failures. Spillover from the Mexican crisis that began in December 1994 hurt

domestic banks.
Zambia ( 1 994-present): Fiscal and monetary tightening in 1 992 led to a reduction in
inflation. Indirect instruments of monetary policy were introduced in late 1992. The
exchange rate was allowed to float in 1993. Prolonged drought exacerbated economie
problems.
1 Years in paremheses denore rhe period of banking problems.

Bank difficulties associated with business cycles or other temporary
effects can often be managed within the context of an appropriate cyclical
macroeconomie policy. ln sorne cases, however, the fundamental banking
sector weak.nesses exposed by a cyclical downturn are too severe to be
redressed solely by an economie upturn. For example, recent banking
problems in )a pan were linked to the bursting of the asset priee bubble in
1990 and exacerbated by the prolonged recession. The cyclical downturn
helped to reveal, but was not the principal cause of, the weaknesses in
bank balance sheets. It is now recognized that simply waiting for the econ
omy to grow out of the problem is unlikely to be sufficient without addi
tional measures to restructure and recapitalize banks. Asset priee declines,
particularly in real estate, also played a role in the Nordic countries, the
United States, and Venezuela.
Beyond the general difficulties of operating in a weak economy, macro
economie shocks often contribute to bank unsoundness. Table 4 summa
rizes economie shocks experienced by the 34 sample countries. Sharp
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changes in relative priees can present problems to enterprises and to their
banks. Economies in transition have undergone dramatic shifts in relative
priees, which contributed to enterprise insolvencies and bank unsound
ness. The rise in oil priees in the 1970s and early 1980s damaged oil
import dependent businesses and countries, and their banks; the decline
in oil priees beginning in 1986 contributed to recessions and bank failures
in oil exporting countries (e.g., Nigeria and Norway); and in 1981, the
collapse in the priee of copper contributed to bank problems in Chile.
Shifts in the terms of trade have contributed to banking difficulties in
many countries, including Chile in the early 1980s, Malaysia in the mid1980s, and the countries of Eastern and Central Europe, the Baltics, and
the former Soviet Union in the early 1990s. Finally, major changes in an
economie system can lead to the disappearance of markets or sectors,
which will present problems for enterprises, traders, and their banks. The
demise of the Council for Mutual Economie Assistance (CMEA) had
severe effects on both member countries and their nonmember trading
partners (such as Finland).
Noneconomic shocks, such as wars or severe weather (droughts,
floods), may have an adverse economie impact. Table 4 indicates a oum
ber of instances in which such events have contributed to banking sector
difficulties in the sample countries.
Monetary Policy Instruments

The monetary instruments used to implement poücy will also have
effects on the banking system. The absence of a properly functioning
lender-of-last-resort facility can distort the smooth functioning of pay
ments systems and drive ilüquid banks into insolvency through a fire sale
of assets. Credit or interest rate controls can compel banks to hold unre
munerated excess reserves, constrain bank liquidity management, and
result in disintermediation, reducing banks' client base and profitability.
Required reserves that are not remunerated at market rates constitute a
tax on the banking system, and a large increase in nonremunerated
required reserves may force banks to execute sudden portfolio adjust
ments that might affect their solvency and liquidity.l3 Similarly, high li
quidity ratios that are used as a means to finance budget deficits at below
market interest rates also constitute a tax on the banking system and can
result in a widening of interest rate spreads, increased bank lending rates,
and disintermediation.14

IJ See Marston
14 See

(1996).
Guide (1995).
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ln part reflecting the concern for soundness of moncy markets and
banking systems, monetary operations typically strive to implement poli
cy through smooth adjustments in instruments that avoid high volatility
in interest rates. The development of market-oriented financial instru
ments, such as treasury bills, can facilitate liquidity management by banks,
but, where treasury bills are widely held by nonbanks, may increase pres
sure on banks' deposit base and expose market risks. Thus, the manage
ment of bank soundness during a transition from direct controis to indi
rect monetary instruments, and during the subsequent operation of

market-based instruments, poses unique challenges for each country. 1 5

Fiscal Instruments
Fiscal policy instruments may affect bank profitability and incentives to
recognize Joan !osses on the banks' books in a timely manner. Tax systems
that do not allow banks to deduct Joan-Joss provisions or that define earn
ings to include interest accrued on nonperforming assets effectively tax
nonexistent profits, decapitalizing banks. Systems that include bank-spe
cifie taxes, or taxes on bank-provided financial instruments and transac
tions (such as taxes on checks or on bank debits) impose a burden on inter
mediation that c a n both weaken banks and reduce their role in the
economy. Sharp changes in taxation, such as rescinding the tax deductibil
ity of interest payments, c a n affect asset priees and the ability of barrow
ers to service loans. Such fiscal innovations, if inappropriately sequenced,
may jeopardize bank liquidity and solvency, as was the case in severa!
Nordic countries and the United States.16
Governments frequently use banks as a source of finance, through
reserve requirements or required holdings of government securities; if
these assets do not pay market rates, bank earnings suffer. ln addition, sorne
governments have imposed quasi-fiscal roles on both the central bank and
commercial banks, particularly state-owned banks, in the form of programs
of directed credit at below-market interest rates, portfolio restrictions, and
regulations covering credit allocation, interest rates, and bank branching.
These typically weaken banks (and sometimes the central bank) and have
contributed substantially to systemic unsoundness in many countries.

Exchange Rate Policy
The effects of exchange rate policy vary across sectors.

A

prolonged

overvaluation will be detrimental to export sectors, while a prolonged
Baliiio, and Enoch (1995) and Sundararnjan ( 1995).
See Orees and Pazarba�oglu (1995), and Table 4.

15 See Alexander,
16
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undervaluation will negatively affect sectors reliant on imports. The pri
mary impact on bank profitability of the level of the exchange rate will be
through the performance of borrowers although there may be sorne
impact on banks' foreign exchange services or trading.
Exchange rate shifts also have different effects across sectors. The
impact of a significant change in the exchange rate will usually worsen the
financial condition of sorne borrowers and increase the number of non
performing loans. The impact on banks may be compounded if regula
tions and management practices have not lirnited banks' direct and indi
rect foreign exchange risk exposure. Exchange rate shifts played a role in
many of the 34 countries in our sample (Table 4).
Exchange rate instability and high levels of uncertainty negatively affect
bank operations.

Uncertainty linked to the Mexican financial crisis of

1995 in turn triggered financial problems in severa! Latin American coun
tries and placed stress on banking systems in other emerging markets far
removed from the crisis.J7 Unstable or deteriorating conditions are often
accompanied by sharp increases in real interest rates, reflecting increased
risk premiums. Exchange rate policies, often coupled with political con
cerns, may induce capital flight and bank runs. Expectations of a devalua
tion can cause disintermediation as depositors shift to foreign currency.
Dollarization, which reached

90 percent in Bolivia, for example, can limit

the effectiveness of domestic monetary policy instrumentS. Furthermore,
while extensive dollarization of domestic intermediation may appear to
reduce exchange risk, this is often only at the expense of increased credit
risk, which will surface when a depreciation impairs borrowers' ability to
service their foreign-exchange-denominated loans.

Overall Policy Stance
The macroeconomie policy stance will affect banks directly and via the
real sector. Restrictive policies tend to have an immediate negative effect
on the banking system, particularly if banks are already unsound.

A

relaxed policy that accommodates inflation may improve bank profitabil
ity but carries itS own risks. When stabilization is finally implemented,
banks are likely to find the adjustment difficult.
While sound banks should have sufficient balance sheet flexibility to
adjust to changes in liquidity conditions, a sharp monetary contraction
could trigger liquidity crises among unsound banks, which in turn could
lead to or reveal insolvency. For example, the
beginning in

1979

U.S. monetary contraction
(S&L) crisis. Banks will

sparked the savings and Joan

also be affected by a rise in interest rates or a change in the slope of the
Il

See Folkerrs-Landau, Ito, and others (1995), and Rojas-Suârez and Weisbrod (i995b).
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yield curve, to the extent that the rates banks pay to acquire funds adjust
at a different pace from the yields of the assets banks hold. Interest rate
increases will eventually be passed through to borrowers, but this will
increase banks' credit risk as sorne borrowers, particularly highly lever
aged borrowers, will be Jess able to service their loans at the higher rates.
To the extent that a monetary tightening slows economie growth, the
cyclical effects discussed above will come into play.
Experience has shown that although a loosening of monetary policy
could be to the advantage of banks in the short term, an excessively loose
policy may contribute to asset priee bubbles and inflation and to future
banking system problems. Rapid expansion of domestic credit tends to
result in increased lending to high-risk sectors and to distort asset priees.
Rapid growth in banking system credit relative to GDP was observed
prior to frnancial crises in Argentina

(1981),

Chile, Colombia, Finland,

Japan, Mexico, Norway, Sweden, and Uruguay.lB
Banks can usually mitigate the impact of high inflation on their own
profitability by indexing lending rates and shifting into assets whose priees
lead inflation, such as foreign exchange. However, bank income under
such circumstances is often derived from the float on payments, from the
inflation tax collected on nonremunerated demand deposits (net of
reserve requirernents), and from foreign exchange dealing. These earn
ings

may

be unsustainable, particularly when

inflation

declines.

Furthermore, bank portfolio risk i s likely to increase.
High inflation or exchange rate variability, or bath, reduces the quality
of information provided by interest rates and goods priees. High interest
rates during inflation may exacerbate the moral hazard and adverse selec
tion problems inherent in bank lending. Uncertainties associated with
inflation also erode the information base for business planning and credit
appraisal (see Appendix I).

Prolonged macroeconomie instability and persistently inflationary poli
cies will exact a tOII from the economy, by, among other things, distorting
bank operations and eroding the real value of bank capital. However, the
transition to a more stable environment may not be easy for the banking
system. Stabilization preceded episodes of unsoundness in Chile,
Malaysia, and Finland, among other countries.19 Where previously
expected inflation has been incorporated into investment decisions, a
rapid reduction in inflation will leave those forecasts unmet and barrow
ers unable to service their loans. Furthermore, after banks have adjusted
their operations to inflationary conditions, macroeconomie stabilization
may have a significant impact on bank profitability. A decline in inflation
1�

Hausmann and O.vin (1995).

1 9 Garcia

(1995).
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deprives banks of inflation-linked sources of earnings. Instead, banks must
rely increasingly on traditional intermediation, focusing on loan and
client assessment.
The required transition in bank operations takes time, is difficult to
manage, and has contributed to systemic banking problems in a number
of countries. High inflation in Russia resulted in underemphasis on cred
it analysis and overemphasis on foreign exchange speculation. Tightening
of monetary conditions in early

1995

reversed the gains in foreign cur

rency positions and made default by marginal borrowers more likely as
loan principal was no longer eroded by inflation.20 Banks in Brazil experi
enced similar difficulties in

1995

owing to the reduction in incarne asso

ciated with the inflation taf(. Brazilian banks seemed to have successfully
adjusted to a high-inflation environment; however, the recent decline in
inflation revealed underlying weaknesses in sorne banks' balance sheets
and credit assessment. A significant reduction in the rate of inflation
appears to have been a factor in

21

of the problem cases listed in Table

4.

These observations do not constitute an argument to retain persistent
ly inflationary policies. Rather, they show that the mix of policies to
reduce inflation has implications for bank unsoundness. The type of mon
etary tightening and the mix between interest rate and exchange rate poli
cies may affect banking soundness, depending upon initial balance sheet
exposures. For example, a steep rise in interest rates (or reduction in
domestic liquidity) can result in a sharp decline in asset priees. As noted
above, significant decHnes in asset priees were contributors to banking
problems in the United States, Japan, the Nordic countries, and else
where. On the other hand, operating through the exchange rate could
achieve a tightening of monetary conditions with perhaps a more attenu
ated effect on domestic asset priees, but would negatively affect banks to
the extent that they have uncovered foreign asset positions. Regardless of
the specifies of a bankin�:; system's exposures, an adjustment program that
relies too heavily on monetary restraint could place excessive demands for
swift adjustment on banks. In particular, a policy stance in which tighter
monetary policy is used to compensate for unconstrained fiscal imbalances
is likely to strain the microeconomie foundation for monetary policy, the
banking system.

zo Seejaffee and Levoruan

(1995).
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Macroeconomie Consequences of an
Unsound Banking System
A

banking system that is in distress can distort allocative efficiency and

macroeconomie policy implementation, even though it can continue to
function as long as it remains liquid. ln addition to complicating monetary
management, banking system unsoundness can also impose high costs in
the form of fiscal obligations and other macroeconomie distortions.

Behavior of Unsound Banks
In analyzing the policy implications of bank unsoundness, it is impor
tant to bear in mind the behavioral patterns observed in unsound banks
that affect the banking system's interactions with and responses to policy
instruments. Banks that have !ost most or ali of their capital face a dif
ferent incentive structure from sound banks, and competition from insol
vent banks can pose threats to the financial soundness of their competi
tors. As owners and managers try to recoup their !osses, moral hazard
increases, particularly when managers or owners do not have their own
funds at stake.21 An unsound bank may offer higher interest rates than
competitors to draw in deposits to pay opera ting expenses, may resort to
outright gambling by choosing high-risk transactions, or may incur high
er risk through adverse selection.22 ln many cases, unsound banks
become captive to insolvent debtors or carry a portfolio of loans to relat
ed borrowers, who have no intention of repaying their debts. Unable to
declare loans in default lest they acknowledge their own insolvency, such
banks may continue to )end to nonperforming borrowers or to capitalize
11 Monl haurd is the tendency for people to be Jess careful when they do not expecr ro bear the full
cosr of their behavior.
22 To raise pro6tabilicy, a banlt would be inclined tO charge higher interest rares to borrowers. Adverse
selection occurs if it fails ro adequarely screen cusromers and artracts and selects only those cusromers
looking to fund high-risk projects.

57

©International Monetary Fund. Not for Redistribution

58

•

BAA"'K SOIDmNESS AATD MACROECONOMie POLICY

interest on these borrowers' loans (a process sometimes referred to as
"evergreening"). As the situation deteriorates huther and prospects for
long-term employment are reduced , insiders may tum to fraud and theft.
Thus, banks that are desperate to raise incarne or that have become
overburdened with nonperforming assets may spiral into insolvency with
increasing speed. As an unsound bank searches for liquidity at any cost or
is willing to assume any risk, it will tend to be Jess responsive to interest
rates and other market signais, or may exhibit perverse responses. Such
behavior, when sufficiently widespread, has important implications for the
reactions of economie agents, the functioning of financial markets, the
efficiency of financial resource use, the transmission of monetary policy,
and the ultimate resolution costs. The degree of unsoundness at which
these effects take hold will vary from situation to situation; where
unsoundness is systemic, the macroeconomie effects are likely to be
significant.

Impact on the Real Sector
A sound banking system contribu tes to economie growth by mobilizing
financial resources and by channeling them to activities with the highest
expected rates of retum for a given leve! of risk. The banking system also
provides transaction services and payment systems, which increase the
efficiency of economie activities. In addition, banks provide expertise in
project screening and corporate govemance, which aids in the efficient
use of resources.
A weak banking system is unable to intermediate savings effectively.
Across a range of countries that experienced banking crises, growth and
economie efficiency have suffered. It is often difficult to separate the
effects of banking sector problems on the real economy from a decline in
real economie activity that may have contributed to the banking sector
problems in the first place. Nevertheless, the experiences of the countries
in the sample, as shawn in Table

5, suggest that episodes of fragility in the

banking sector have been detrimental to economie growth in the conn
tries concerned.23
The Jack of a sound banking system is particularly severe in developing
and transition economies in which equity and capital markets are under
developed and do not provide alternative financial instruments. The
soundness of intermediation is as important as its volume. In severa! Latin
Arnerican countries, despite a rising volume of intermediation, the
reduced efficiency of investment interrnediated by unsound banking and
financial systems apparently contributed to a negative relationship
!J

See also johnswn and Pazarba�oglu (1995).
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Table 5. The Impact of Bank Unsoundness on the Real Sector1
Argentina (1 980-82): lnterest rate spreads were high. Credit and payments systems were
disrupted. Growth was reduced after the 1 980-82 crisis. There was a substantial
redistribution of wealth in favor of debtors.
(1 995): The sharp growth in real GDP following convertibility was reversed to a
recession in 1 995.
Bangladesh (1 980s-present): 5preads are wide and reduce intermediation.
Bolivia (1 986-87): High interest rates and heightened caution on the part of liquid banks
limited the access of small businesses to credit.
Brazil ( 1 994-present): High interest rates and increased caution on the part of the
banking system limited access to credit.
Chile (1 981-87): Growth was reduced from an average of 8% a year in the five years
before the crisis to 1 % in the five years after il. The payments system was disrupted.
Czech Republic (1991 -present): There were high spreads between domestic deposit and
loan rates and between rates on domestic and foreign funds. High levels of
nonperforming loans reduced banks' ability to extend credit.
Egypt (1991-95): lnterest rate spreads were high.
Estonia (1 992-95): There was already a severe recession before the banking crisis
occurred; it is not clear whether the banking problems exacerbated the downturn.
Finland (1991-94): Growth averaged 4.5% in the three years before 1990, zero for 1990,
and -4.0% in the following three years. Unemployment reached a peak of 18.4% in
1994.
France ( 1 99 1 -95): No apparent impact.
Ghana (1 983-89): low levels of intermediation, inadequate resource mobilization, and a
large stock of nonperforming assets reduced banks' flexibility to lend to new customers.
Favorable returns on risk-free investments also discouraged lending. Economie growth
feil from 3% in the five years before the crisis to 2.5% in the three years after it.
Hungary (1 987-present): Stabilization and growth were impeded. Despite enacting
bankruptcy legislation, enterprise restructuring was hampered by inadequate reforms to
bank lending policies.
lndonesia (1992-present): High spreads led to disintermediation and a growth in
nonbank financial institutions.

)apan (1 992-present): Weak bank balance sheets have tended to undermine public
confidence and may have limited the speed of economie recovery. Loan rates rose
relative to funding costs.
Kazakstan (1991-95): Real interest rates became positive. A lack of competition and
perceived weakness in the banking system induced very high interest rate spreads.
Kuwait (1 990-91): Banks' hesitancy to lend and uncertain domestic investment prospects
reduced growth.
Latvia (1 995-present): There was a decline in economie activity, but it was not as sharp
as the 20% decline observed in the monetary aggregates.
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Table 5 (continued)
lithuania (1995-present): There was a credit crunch, especially in the agricultural and
energy sectors.
Malaysia ( 1 985-88): A secondary mortgage market to aid bank liquidity was established.
The crisis caused high real interest rates as banks increased their margins to cover the
cost of their nonperforming loans. This contributed to disintermediation and impeded
investment.
Mexico ( 1 994-present): Real interest rates are high and are affecting the repayment
capacity of borrowers. l t is estimated that credit to the private sector declined by about
20% in real terms du ring 1 995.
Norway (1987-93): Growth feil from an average of 3.2% in the five years before the
crisis to 1 .7% in the two years after it, but not solely as a result of the banking crisis.
Pakistan (1 980-present): High interest rates and credit shortages for the private sector
diminish investment and growth.
Paraguay (1995-present): There was a flight to quality, reducing the availability of bank
funding. Economie growth slowed toward the end of 1995 owing in part to the disruptive
effects of the banking problems.
Philippines (1 981-87): Real interest rates rose and there was a recession and a credit
crunch. Growth feil from an average of 6% a year in the five years before the crisis to
- 1 . 25% in the following five years.
Poland (1991-present): Lending to enterprises was viewed as risky and banks preferred to
lend to the government. Thus financing to the real sector declined sharply from
1991 to 1993. Banks raised interest rate spre.ads in an attempt to earn their way out of
trouble.
Russia (1 992-present): The weak banking system has·not mobilized savings efficiently
and has a limited ability to intermediate savings to private sector investors. Banks
have focused on short-lerm investments in foreign exchange and government
securities.
Spain (1977-85): Financial intermediation costs rose (both interest margins and operating
expenses), imposing an increased burden on enterprises.
Sweden (1990-93): Small borrowers complained of high interest rates and restricted
access to credit. There was an economie downturn, but it is difficult to separate the
effects of the banking crisis from those of the currency crisis and the broader European
recession.
Tanzania (1 988-present): The cash-based economy has hindered growth. There is little
intermediation. The deposit-to-GDP ratio declined from 1980-88 and much of those
funds that were available were misallocated. The payments system is slow.
Thailand (1983-87): Bank spreads feil, and there was a sharp decline in finance
company loans to the private sector. The effects are difficult to gauge but growth slowed
in 1984-85.
Turkey ( 1 994): Real rates are high and a flight to quality and tiering have occurred.
Responding to a number of factors, output contracted sharply in 1994, but recovered
quickly in 1995.
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Table 5 (concluded)
United States (1980-92): The real estate markets in severa! areas of the country
experienced a cutback in credit supplies as a result of the problems in the thrift industry,
which may have contributed to the decline in property priees in the early 1990s. The
credit crunch arising from weak bank capitalization slowed recovery from the 1990-92
recession.
Venezuela (1994-present): lnterest rates turned sharply negative following the
reintroduction of exchange controls; nevertheless, the fali in imports disrupted
production. The demand for credit remained strong.
Zambia (1994-present): The wealth effect of deposit !osses diminished demand and
growth. There was a credit crunch for sorne borrowers, but intermediation in general and
the payments system werc not impaircd.
1 Years

in parentheses denote the period of banking problems.

between growth and financial intermediation in the 1970s and 1980s.24 ln
many economies i n transition, private sector development and the transi
tion process have been hindered by vulnerable banking systems.25
A sound banking system in a competitive environment provides finan
cial intermediation at low cost. A competitive environment limits the abil
ity of individual banks to increase spreads; banks would have little scope
to charge higher interest rates except by lending to higher-risk borrowers.
In the competitive U.S. system, troubled thrifts in the 1980s lowered
spreads by aggressively bidding for deposits and reducing loan rates to
attract customers. Excessively low spreads as institutions try to grow out
of their problems by garnering market share at any cost are one manifes
tation of the pathology of unsound banks.
ln other cases, especially in less competitive markets, weak banks may
widen their spreads to cover the cost of nonperforming loans, penalizing
depositors and discouraging investment. For example, in 1985-88
Malaysian banks did not reduce lending rates even when general liquidity
conditions improved and deposit rates fe11.26 Attempts to compensate for
loan defaults may explain the rise in Joan rates relative to funding costs for
Japanese banks beginning in 1990.27 High interest rate spreads character
ized periods of banking sector problems in most of the countries in our
sample.
A widening of spreads and a rise in lending rates may occur even in a
relatively competitive banking market if unsoundness is widespread or

�<De Gregorio and Guidotti (1992).
ll Borish, Long, and Noël (1995).
26 Sheng ( 199 ).
2
17 Bank ofJapan ( 1994), p. 50.
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systemic. When most banks share the same problems, such as high levels
of nonperforming loans, the interest spread reflects the high cost struc
ture of banking throughout the sector. Montes-Negret and Papi ( 1996)
provide illustrative calculations showing how break-even spreads rise with
the ratio of nonperforming loans to assets. \Nider spreads and higher lend
ing rates allow banks to recover profitability, but they also deter the invest
ment needed to support faster macroeconomie recovery. Galbis (1993)
examined the role of banking market structure and financial fragility in
bouts of high real interest rates following financial liberalization. That
study found that unsound banking practices, panicularly lending to com
panies in distress, conrributed to high real interest rates in Chile and the
Philippines following the liberalization of interest rates in those countries.
The stock of nonperforming loans in bank portfolios will also limit the
amount of credit available for new and better borrowers. An unsound
bank may continue lending to unprofitable enterprises with which the
bank has had a long-term relationship, or to insolvent debtors to prevent
defaults that would in turn result in open insolvency of the bank. This has
been the experience in a number of countries in our sample, particularly
formerly centrally planned economies.28 If depositors shift their funds out
of unsound banks into cash or other financial instruments, the availability
of credit will be further reduced; a pronounced flight to quality occurred
in severa! of the countries in the sample. As Calvo and Coricelli (1 994)
show, excessive credit contraction can shift the economy to a lower out
put path; this evidently contributed to the persistence of output declines
in Poland and severa] other Central and Eastern European countries in
the first stages of transition.
A bank with insufficient earnings may have to use deposits to cover its
operating expenses, thereby distorting its role as an intermediary and
decreasing its net worth. Unsound banks will have reduced incentives to
avoid riskier projects, since any Joss in excess of already depleted capital
will be borne by deposirors, the deposit insurer, or the public sector. The
perverse incentive structure facing unsound banks can result in adverse
selection of borrowers and further increases in real interest rates, ham
pering the efficient allocation of credit resources and conrributing to high
costs of intermediation and to output levels that are below potentiaJ.19
The magnitude of business cycles will depend in part on the soundness
of the banking system; weak banks may be forced to call loans or sell assets
and collateral into a declining market, further exacerba ting a cyclic down
tum.30 In extreme cases, where unsoundness results in a financial crisis,
18 See

also Perotti (1993), Hinds (1988), and Calvo and Kumar (1994).
de Juan (1 991).
JO See Alexander and Caramaua (1994).
19 See

©International Monetary Fund. Not for Redistribution

Macroeco11o111ic Consequences ofau Unsound Banking System

•

63

the resulting uncertainty lowers the expected rate of return on real assets,
with consequent negative effects on asset markets and output.31 It may
also result in a breakdown of the payments system, reducing the efficien
cy with which almost ali domestic and foreign trade transactions are con
ducted. Even where the banking system was not the key factor in precip
itating a financial crisis, a weak and vulnerable banking system may
impede recovery and jeopardize macroeconomie stability; the 1995 expe
rience of the larger Latin American economies is a case in point.
In sorne economies, banks play an important role in helping assess the
value of corporate projects, monitoring borrowers, and enforcing finan
cial discipline, rhus contributing to corporate governance.32 When banks
are poorly managed or are financially impaired, the economy is deprived
of a key source of these services.JJ For example, systemic unsoundness in
economies in transition has severely limited the role banks can play in
reforming the operations and governance of the corporate sector in those
countries.J4 This deficiency is of more significance in developing and
transition economies thar do not have well-developed credit monitoring
agencies and Jack a broad base of managerial talent. Even in industrial
countries, sorne enterprises, particuJarly small and medium-sized enter
prises, are likely to fee! the impact of reduced bank contributions to finan
cial discipline and corporate governance.
Monetary Policy Implications

The banking system is the primary conduit for transmitting monetary
policy signais. Effective implementation of monetary policy requires that
the banking system be able t0 expand and contract its aggregate balance
sheet in response to policy initiatives without adversely affecting the effi
ciency of intermediation or depositor confidence. l'qo matter what the
specifie objectives of monetary policy, an unsound banking system affects
the instruments and results of monetary policy as weil as the authorities'
ability to formulate and conduct monetary policy. This is true regardless
of whether quantitative monetary policy formulation focuses on the bank
ing system as a whole or only on the central bank, since the effects on the
macroeconomy of changes in the central bank's balance sheet are mediat
ed through the banking system.
The importance of the competitive structure of the banking system for
monetary policy has long been recognized and has been the subject of
JI

Brunner and Melczer ( 1 988).
See Prowse (1994) and Aoki and Patrick (1994).
Jl See Berglof(1995).
H See Fries and Lane (1994) and Dirrus (1994).
J!
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analysis, although firm conclusions are difficult to draw because of the
model-dependency of most studies.3S On the other hand, the importance
of soundness for monetary policy implementation has not received much
analytical attention. Recently, the significance of banking system sound
ness for monetary policy was recognized by the June
the European Union

(EU)

1995

amendments to

banking directives, which permit excbange of

supervisory information with monetary and payments system authorities.
The quality of the banking system portfolio affects the relationships
underlying the monetary policy process, including the reliability of mon
etary statistics, and the effectiveness of monetary instruments and trans
mission mechanisms.

Relationships Underlying the Monetary Policy Process
The practical implementation of monetary policy usually requires the
existence of relatively stable relationships between monetary instruments,
opera ting targets, intermediate targets or indicator variables, and ultimate
policy objectives.36 Disruption of the financial system will affect these
relationships; as a banking system becomes more insolvent, the links
between operating targets, such as interest rates, intermediate targets,
such as money or credit aggregares, and policy goals, such as priee stabil
ity, will be altered.
In sorne operational frameworks for monetary policy, the focus is on
established relationships between reserve money and broader aggregates
or macroeconomie objectives. However, variations in bank reserve hold
ings and in public preferences for financial instruments, which often
accompany increasing unsoundness of banks, can destabilize benchmark
relationships such as the money multiplier. As shown in Table
demand or monetary relationships were unstable in

15

6,

money

of the cases stud

ied (see also the quantitative studies in the annex to Part IT). Money mul
tipliers in Argentina, Chile, Ghana, the Philippines, and Uruguay
increased during periods of unsoundness prior to crises. In contrast, the

1992 Estonian ban king crisis precipitated a rise in the currency-to-deposit
ratio and a fall in the base money multiplier. Even when the operational
target is a narrow money aggregate that is under the central bank's con
trol, the linkage to policymakers' ultimate objectives will be weakened by
the same factors. The stability of the money multiplier process has broken
clown for many industrial countries because of financial innovation and
consequent structural changes in the demand for reserve money. These
were not always directly linked to banking sector problems. There is sorne
JS See, for example, VanHoose (1988) and Faig-Aumalle (1987).
l6 For a discussion ofthe linkages between these variables, see Alexander and Caramazza (1994).
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Table 6. Consequences of Bank Unsoundness for Monetary Policy1
Argentina (1980-82): Emergency credit to banks rose to 100% of their reserve holdings.
Inflation increased rapidly after the problems of the early 1 980s. The money multiplier
rose before the 1980-82 crisis and became volatile in the 1 980s, making monetary
control difficult. lnterest controls were reintroduced.
(1 989-90): lhe excess reserve ratio became volatile, and central bank aid to troubled
institutions rose to 110% of reserve money i n 1992.
(1995): Reserve requirements were reduced to aid banks and the differentiai between
buying and sel ling pesos was removed to reduce bank transaction costs.

Bangladesh ( 1 980s-present): Capitalizing interest distorts the monetary statistics.
Liquidity management is complicated by the recapitalization efforts.
Bolivia (1994-present): Problem banks requiring liquidity support from the central bank
placed an excessive burden on open market operations to control overall credit. Bank
support was sterilized by accumulating public sector deposits.

Brazil (1 994-present): The central bank's results deteriorated as a result of the mismatch
in interest rates on assets that were mainly denominated in foreign currency and on
liabilities that were derived from sterilization operations.

Chile (1981-86): Inflation rose from 9.5% in 1981 to 20.7% in 1982 and to 26.5% in
1985, and remained ahove 1 0% until 1994. Because of massive support programs that
were mostly financed through the placement of central bank paper, the central bank's
operational lasses surged to 18% of GDP in 1985 and declined only slowly in the
following years. The money multiplier rose early in the crisis and became volatile, making
monetary control difficult; credit to the private sector rose sharply before the crisis.

Czech Republic (1991-present): The transmission of monetary policy was impaired as
unsound banks became less interest sensitive and the interbank market became segmented.
Market-based central bank instruments had uneven effects across the banking system, as
liquidity surpluses at sorne banks coexisted with liquidity shortages at other banks.
Egypt (1991-95): High interest rate spreads. Despite large fluctuations in the level of
commercial banks' excess reserves, interest-rate stickiness persists, and inhibits market
responses.
Estonia (1992-95): The currency board arrangement protected monetary policy from
expansion as a result of the banking problems. The economy relied more heavily on cash
payments, so the currency-to-deposit ratio rose and the money multiplier feil.
Finland (1991-94): The money multiplier rose sharply before the crisis. Continued
muhiplier volatility made monetary control difficuh.
France (1991-95}: No effects have been discerned.

Ghana (1 983-89): Credit contrais were ineffective owing to the rollover of
nonperforming loans. Bank deposit and lending rates were unresponsive to open market
operations. Mopping up excess reserves has proved costly. The high level of currency
circulating outside banks limited the effectiveness of monetary policy. The money
multiplier rose sharply from 1988 to 1992.
Hungary (1987-present): The use of indirect instruments of monetary policy was
impeded by the rapid growth of nonperforming loans.
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Table 6 (continued)
lndonesia (1992-present): Concerns over bank profitability affeded the authorities'
willingness to raise domestic interest rates for monetary policy purposes and may have
been a factor behind the increasing use of moral suasion to curb the growth of bank
credit.
Japan (1 992-present): Monetary policy was eased and interest rates were reduced in
1995 to spur economie growth. The low discount rate has contributed to banks' current
profitability, allowing massive Joan write-offs. The Bank of Japan contributed sorne of the
funds for bank and credit union resolution, and the Deposit lnsurance Corporation can
borrow from the Bank of )apan.
Kazakstan (1991-95): The interbank market is limited to banks that meet prudential
standards. A broader set of banks has access to the central bank credit auction. Sorne
small banks are excluded from both markets. This has resulted in a divergence of
borrowing rates across banks.
Kuwait (1 990-91 ): Credit to the private sedor increased owing to the capitalization of
interest on nonperforming loans.
Latvia (1995-present): The Bank of latvia provided limited liquidity support to troubled
banks. There was a sharp fall in the demand for money, and broad money declined by
20%.
Lithuania (1 995-present): liquidity support, under the currency board arrangement, was
kept within the prescribed margins.
Malaysia (1 985-88): liquidity and reserve requirements were reduced du ring the crisis to
a id bank profitability. Deposit rates were freed to give banks greater flexibility. Controls
on interest rates were reimposed from 1985-87. There was a flight to quality and cash,
which complicated the conduct of monetary policy.
Mexico (1994-present): lnterbank interest rates rose to 90% in March 1995. At the peak
of the crisis in April 1995, the Bank of Mexico had to provide liquidity in U.S. dollars in
the amount of US$3.8 billion to banks that were unable to roll over their foreign
currency obligations. These loans were repaid by September. Loans to banks that
required intervention totaled MexN$32 billion (1 .9% of 1 995 GDP). The demand for
base money declined more than expected, which complicated the setting of intermediate
targets.
Norway ( 1 987-93): The Norges Bank placed deposits with commercial banks at
subsidized rates. The money multiplier rose before the crisis and then feil.
Pakistan ( 1 980-present): Monetary policy has had to face a high volume of
nonperforming loans and high spreads. Bank weakness is constraining a more aggressive
use of interest rate policy to tighten monetary conditions.
Paraguay (1995-present): The central bank provided liquidity support to banks in
difficulty; this support was largely sterilized.
Philippines (1981-87): Inflation increased and the money multiplier rose sharply during
the crisis. Controls on interest rates were reintroduced during the crisis. The emergency
credit that was provided conflicted with monetary policy and inflation spurted to 50% in
1984. The money demand function shifted downward.
Poland (1991-present): Policy effediveness is hampered by the low leve! of
monetization. (M2 was only 22% of GDP in 1993.)
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Table 6 (concluded)
Russia (1992-present): The weak state of part of the banking system has led to market
segmentation and contributed to the temporary collapse of the interbank market in
August 1995, which required the central bank to inject liquidity temporarily.

Spain (1 977-85): The central bank provided liquidity support to banks in distress and
loans to the Deposit Guarantee Fund. The increase in central bank credit contributed to
higher inflation.

Sweden ( 1 990-93): No direct effect was observed; interest rates were raised sharply in
an ultimately unsuccessful attempt to defend a weak currency, despite the impact on the
banking sector.

Tanzania ( 1 988-present): Banks' inability to meet reserve requirements in 1989-92 made
the reserve base unpredictable and weakened monetary control. There was a poor
response to indirect instruments and to interest rate signais. The effectiveness of credit
controls was reduced owing to ongoing !osses. The public relies heavily on currency for
transactions.
Thailand ( 1 983-87): The central bank had to sterilize its liquidity assistance.
Nevertheless, monetary policy was eased, banks' reserves and liquidity grew quickly, and
interest rates feil, which aided bank profitability. Money demand increased.
Turkey (1994): There is little stability i n the intermediary targets. The exchange rate is
probably the key variable for transmission, and it is not clear whether interest rates are
an important channel for monetary policy. The central bank can affect the interbank
market and uses reverse repos to mop up liquidity and counteract capital inflows.

United States ( 1 980-92): Monetary policy was eased in August 1982 in response to the
international debt crisis that seriously afflicted the banking industry. Some analysts daim
that monetary policy was a Iso eased in the earl y 1990s to aid banks, but that easing was
also consistent with the need to counter the recession and with the lower inflation that
was being experienced.
Venezuela (1994-present): Credit to the private sector as a share of GDP, which had
been declining and volatile, rose immediately before the crisis, ma king monetary control
difficult. The money multiplier rose sharply at the start of the crisis and then feil.
Misinformation impeded policy. The use of reserve requirements is limited as they are
unremunerated and costly for banks. The central bank eased policy to aid banks. Only
half of the liquidity support was sterilized; the rest contributed to priee and exchange
pressures.
Zambia ( 1 994-present): liquidity support compromised monetary policy. Reserve
requirements were high but were reduced early in 1995.
1

Years in parentheses denote the period of banking problems.

evidence, however, that credit supply problems in the early J 990s reduced
the usefulness of M2 and M3 as policy guides in the United States (see
Akhtar, 1993-94).
In other frameworks, the focus may be on broader money supply and
demand functions. However, as a bank.ing system becomes unsound, the
supply of broad money will be affected by changes in intermediation due
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to the instability or erratic performance of unsound banks. The demand
for money will be altered by factors such as depositor fligh t to higher
quality stores of value, both domestic and foreign, and the rise in uncer
tainty in payment systems and credit market conditions. Resulting portfo
lio shifts may change the imerest elasticity of demand for currency and
deposits, and the value of monetary aggregates as target variables may be
reduced. Shifts in interest elasticities for currency (generally negative) and
for M2 (generally positive) have been documented for Argentina, Chile,
the Philippines, Spain, and Uruguay following banking crises.37 Shifts in
money demand were also observed. After the banking crisis of 1981,
demand for real M3 in the Philippines declined, rendering movements in
this aggregate unreliable as a policy indicator; central bank overestimation
of actual M3 demand appears to have contributed to loose monetary pol
icy and rising inflation in the subsequent years.38
As has been often pointed out, the impact of financial liberalization and
a shi ft to the use of indirect instruments of monetary policy on the stabil
ity of monetary relationships will be affected by banking sector fragility.39
Where banks are sound, a new set of relationships can be expected to
emerge once agents and institutions have adjusted to the new environ
ment following

liberalization. This adjustment process, though, requires
to economie signais, which cannat be expected

consistency in responses

from an unsound

banking system.

Interest rate movements are often used as indicator variables reflecting
supply and demand conditions

in

financial markets. Where

banks

have

incentives (and, owing to limited competition, the ability) to widen mar

gins or assume greater risk to generate short-term cash flow, it will be dif
ficult to determine whether a rise in the level of market interest rates rep
resents real changes in the supply of and demand for funds for productive
investments. The relative contributions of the opportunity cost of funds
and risk prerniurns in determining the real interest rate will be altered.

Market segmentation between sound and unsound banks will make inter
est rate priee signais still more difficult to interpret, as money market con
ditions and interest rates may reflect liqwdity or solvency deficiencies at
particular banks rather than the overall stance of monetary policy. For
example, in Venezuela in 1994 the deposit rates at sound banks feil sharply
while rates offered by unsound banks rose.
The data needed for the quantitative formulation of monetary policy
may be inaccurate in unsound banking systems. There is often extensive
overvaluation of loans and other assets, nonperforming loans are routinely
J; Sundararajan and Baliiio (1991).
l� Nascimenro (1991).

l9 See Hargraves and Schinasi (1993) for a discussion of the impact ofliberalization on money demand.
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misclassified and improperly provisioned, and interest is frequently capi
talized. ln many countries, loans thar are renewed on the basis of capital
ization of pasr unpaid interest are considered to be new loans. For exam
ple, capitalization of interest is estimated to have accounted for 100
percent of credit expansion in Poland in 1991 .40 Such practices, which
result directly from poor accounting and Joan valuation standards but are
almost invariably associated with unsound banking systems, make it diffi
cult to ascertain the true levels and rates of change of domestic credit.
These factors complicate monetary programming and may contribute
to policy errors.41 Because quantitative measures of net domestic assets
include both domestic credit and other items thar would be affected by
improper accounting for loans and by bank !osses, focusing on net dornes
tic assets rather than net domestic credit may case the task of quantitative
targeting. However, distortions due to the behavioral effects of nonrepay
ment, rollovers, and Joan restructuring introduce an additional wedge
between the growth of net domestic assets and real sector effects.

Monetary Instruments and the Transmission Mechanism
As a banking system becomes increasingly unsound, normal relation
ships between policy instruments and targeted objectives become Jess pre
dictable and may be perverse in sorne cases. This occurs because unsound
banks that are Jess able to control their balance sheets are Jess sensitive to
an increase in their cost of funds and are more willing to accept risky
borrowers, who will pay high rates that discourage more creditworthy
customers.
Regardless of whether monetary policy is transmitted through credit
channels or interest rate channels, or both, the importance of the sound
ness of the banking system in shaping the effectiveness of the transmission
mechanism will not be deminished. A credit channel for policy transmis
sion will become Jess efficient, as effective credit demand becomes rela
tively Jess price-elastic; credit availability will tend to be more dependent
on bank capitalization and Jess responsive to policy instruments.42 For
example, weak bank capital positions contributed to the credit slowdown
in the United States in 1989-92. In the United States, monetary policy
action to increase bank resources also failed to produce additional bank
lending because banks were constrained by binding capital ratios.43 Weak
bank balance sheets in Japan limited the scope for strengthening the eco<O See Thorne (1993).
+l The basics of monerary programming are outlined in IMF (1987) and Swiderski (1992).
+Z The lirerarure on the credit channel for monl!!tary policy transmission is surveyed in Alexander and
Caramau.a (1994), Dimsdale (1994), and Gerder (1988), among others.
+1 See Akhtar (1993-94) for a summary of severa! srudies.
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nomic recovery in the mid-1 990s. The process of bank recapitalization
and loan consolidation in formerly centrally planned economies exacer
bated output downturns du ring the transition by starving productive enter
prises of credit.44
Transmission of monetary policy through the money supply and inter
est rates will be hampered by illiquid or insolvent banks, because of their
inability to adjust their reserves or lending in response to monetary poli
cy actions, and by the reduced sensitivity to and predictability of respons
es to interest rates. Banks that do not respond to market forces cannot be
relied upon to transmit interest rate changes. Cottarelli and Kourelis
(1 994) studied the speed of policy transmission through interest rates i n a
sample of industrial and developing countries and found chat less efficient
policy transmission is associated with banking systems in which market
forces are weak, particularly those dorninated by state banks. In more
extreme cases of unsoundness, the supp!y of credit may become Jess con
strained by capital or interest rates, as banks ignore risk factors in their
attempts to generate income. Credit demand and bank lending also
become insensitive to interest rates when banks permit borrowers to cap
italize interest payrnents or when borrowers do not expect to repay loans.
For example, in Bangladesh, successive rounds of loan write-offs and an
inefficient judicial framework have weakened sorne debtors' incentives to
service their debts in a timely fashion, and in many economies in transi
tion, expectations of future Joan write-offs have fueled credit demand by
state-owned enterprises.
Indirect instruments of monetary policy take effect through their initial
impact on bank liquidity and interbank interest rates. Banks with limited
balance sheet flexibility are unlikely to respond appropriately to policy
impulses. For example, reserve requirements or clearing account over
draft limits will not be fully effective if unsound banks are not able to
respond to an increase in the reserve ratio or meet interbank settlement
obligations from their own resources. There is likely to be an increasing
ly imbalanced distribution of excess reserves among banks, with Jess sound
banks being Jess liquid in part owing to a "flight to quality" in the inter
bank market. Official efforts to recycle surplus banks' excess reserves out
side the central bank, as was clone in Argentina in 1995, and decreed, but
not implemented, in Venezuela in 1994, typically require official guaran
tees and may contaminate sound ban!ks and ultimately prolong problems.
Unsound banks may maintain deficient reserves even at a penalty;
shortfalls in required reserves despite liquidity support operations by the
central bank and high penalties for reserve deficiencies have characterized
problem banks in Bolivia, Latvia, and Tanzania, among other countries.
-H See Calvo and Kumar (1994).
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While banks that cannat satisfy reserve requirements should be unable to
contribute to credit expansion, control over the supply of money and
credit will be impaired to the extent that the central bank is forced to
accommodate reserve shortfalls. Meeting a monetary target could require,
other things being equal, a higher reserve ratio to compensate for non
compliance by unsound banks. An increase in reserve requirements to
sterilize the liquidity effects of bank unsoundness is not optimal, as it
would adversely affect the remaining sound banks.
Moreover, the money market cannat be expected to lend to unsound
banks trying to make up reserve shortfalls. The resulting segmentation of
markets can further impede systemwide monetary management and may
eventually disrupt the functioning of the financial markets through which
monetary policy is transmitted. The markets for money and securities,
and the payrnent systems that support these markets, depend on banks
being able to deal routinely and confidently with one another. The avail
ability of suitable collateral, such as treasury bills, can help in integrating
interbank markets. However, banks facing solvency or liquidity difficulties
may not be able to acquire or retain such collateral. When a substantial
segment of the banking system cannat be relied upon, interbank markets
may send extreme signais or may rapidly break down.
Interbank rates in Venezuela in early

1994

diverged widely between

banks perceived as unsound and those perceived as sound. In Paraguay in

1995,

those banks (mainly foreign) thar increased deposits at the expense

of those perceived as vulnerable were reluctant to !end to the latter
through the interbank market. Russian interbank activity was interrupted
owing to concerns about coumerparty soundness in August

1995.45

Breakdowns in correspondent banking relationships were also observed
during the problems experienced by the U.S. saving and loan associa
tions.46 In sorne cases, such problems have impeded the development of
these markets altogether, limiting the authorities' ability to implement
monetary policy effectively. The Croatian money market has faîled to
advance beyond central bank-guaranteed overnight lending in part due to
the perennial illiquidity and potential insolvency of severa! large banks. In
Zambia, a two-tier market has developed, with larger banks trading
among themselves and smaller banks relying on central bank overdrafts.
Liquidity management through open market operations will be blunt
ed when the banking system is unsound. The impact on credit expansion
of open market sales will be reduced by the interest rate inelasticity of
demand of high-risk borrowers, requiring a higher interest rate to absorb
a given amount of funds. Open market operations in segmented markets
4S

See Romt (1995).

-16 Clair, Kolson,

and Robinson {1995).
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may lead to unpredictable results. For example, in Venezuela in 1994, the
market became segmented as sound banks reduced interest rates to avoid
attracting deposits they could not deploy. The central bank sought to raise
rates through the auction of its own securities, but rates dropped sharply
nonetheless, as the sound banks placed their excess liquidity in central
bank securities.
Instruments for injecting liquidity, such as open market operations,
rediscount facilities, and credit auc6ons, also become less effective.
\Vhere unsound banks Jack sufficient market instruments to participate in
open market operations, attempts to provide liquidity to the banking sec
tor may be stymied as liquidity will continue to accumulate at the sound
banks and will not be dispersed across the banking sector due to interbank
market segmentation; this was the experience in the Czech Republic,
among others. Lender-of-last-resort accommodation may be provided to
particular banks. However, operation of such accommodation could be
problematic because of the difficulty in distinguishing between illiquid
and insolvent banks.47 A credit auction or similar market-based liquidity
facilities may be distorted by adverse selection and moral hazard, since
unsound institutions may be willing to borrow at any priee to avoid illi
quidity.48 ln such circumstances, the technical design and operation of
market-based instruments, such as credit auctions, must limit access by
unsound banks and promote collateralized transactions.49
With such adjustments, the desired liquidity impact of central bank
market-based instruments can be achieved, but often at a priee of much
higher interest rates than would apply in a situation where banks are
sound.50 To minimize interest rate volatility, a mixture of instruments
might be needed simultaneously to inject as weil as absorb liquidity.
Although, in cases where indirect instruments have !ost effectiveness, it
may be desirable to employ direct instruments of monetary control on a
temporary basis, direct iustruments, in particular credit controls, are also
Jess effective when applied to an unsound banking system. 51 Credit ceil
ings can become ineffective when banks roll over their portfolios of bad
debts. For example, rollovers contributed to credit ceilings becoming
ineffective in Ghana from 1 983-86.52 Credit ceilings also cannot be relied
•; Where mere is a financial and operational restrucruring plan in place, special lender-of-last-resort
i terbank market, while moving toward a
lending can bridge me gap produced by segmentation of me n
resolution of me banking sector problems.
-Il< See .\1amieson and Haas (1995).
-W See Saal and Zamalloa ( 1995).
JO A rise in n
i terest rates could result in adverse selection ofborrowers and credit expansion ramer than
credit rationing; see Dooley and Isard (1992).
li This is in addition to me difficulties encountered in applying direct controls even in a sound system,
which include the possibility for evasion and me distortion of resource allocation (see Alexander, Balino,
and Enoch 1995).
ll See Kapur and omers (1991).
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upon to hait the growth of broad money because insolvent banks' !osses
contribute to an expansion of net domestic assets of the banking system,
the counterpart to broad money. As long as banks are liquid, net dornes
tic assets can continue to grow, with !osses rather than performing credit
as the counterpart to increased deposits. lnterest rate ceilings may exacer
bate credit misallocation and contribute to disintermediation and capital
flight; this applies to sound and unsound banks alike. In sorne circum
stances, direct intervention in bank management may be required.
When banks are extremely fragile, the application of monetary instru
ments tends to become asymmetric; it will be easier to loosen monetary
policy than to tighten. In sorne cases, appropriate monetary policy action
may not be taken or sustained for fear that it will contribute to a ban king
crisis. For example, in 1994, Mexico's concern about the potential for
bank.ing system !osses due to the effects of higher interest rates may have
contributed to the authorities' failure to raise interest rates sufficiently to
defend the exchange rate,53 and in 1 996 Mexico's inflation targets were
apparently tempered in part by concerns that a faster reduction in infla
tion wouid have adverse consequences for the ban king system in the short
term. The Venezuelan banking crisis resulted in pressure on the central
bank not to permit interest rates to rise enough to accomplish the absorp
tion of sufficient liquidity to forestaJI international reserve !osses in the
first half of 1994. Contractionary Federal Reserve policies in the United
States the la te 1980s may have been constrained by fears of financial cri
sis,S4 and Thai monetary policy may have been relaxed in 1986-87 to
improve bank profitabiliry.ss

In more extreme cases, monetary control may be suspended by giving
unsound banks direct support through overdrafts on their central bank
clearing accounts, reductions in central bank lending rates, or other
means. Central bank support to ailing banks in Zambia in 1994-95 and
Jamaica in the summer of 1995 resulted in liquidity expansion and con
tributed to exchange rate depreciation. The 1995 Paraguayan bank.ing cri
sis resulted in net domestic credit and currency in circulation both exceed
ing their targets, in part due to the extension of central bank credit to
banks that were subject to official intervention or that faced liquidity
shortages.
ln other cases, liquidity has been provided to the bank.ing system as a
whole. The Central Bank of Russia responded to the August 1995 inter
bank market crisis with large-scale purchases of short-dated treasury bills.
Japan's principal response to bank.ing problems in 1995 was to reduce the

SJ
H

Calvo and Goldsrein ( 1 995).
See Bosworth (1989) and Hausmann and Gavin (1995).

ssJohnston (1991).
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discount rate, resulting in rapid monetary expansion. On a wider scale,
international monetary policy in the 1980s was strongly influenced by the
perceived need to provide liquidity to debtor countries so as to prevent
failures of the large internationally active banks.
Finally, the real sector effects of monetary policy adjustmentS will be
determined in large measure by banking practices. Tighter monetary poli
cies carry greater long-term negative effects, if banks do not allocate cred
it on the basis of the expected return of borrowers' projectS and if reduced
levels of credit are poorly distributed among borrowers. In this regard,
distortions in the bank.ing sectors probably increased the real costS of
monetary austerity in economies in transition.56 On the other hand, a
loosening of monetary policy may increase credit availability, but if
unsound banking practices result in misaliocation of these resources, the
real benefits of the policy stimulus will be reduced. For example, in
Argentina, Mexico, and Peru, poor bank credit policies permitted an
expansion of credit in the 1980s to accrue to governmenr-related institu
tions. Instead of generating a corresponding expansion in real economie
activity, the growth in credit contributed to severe inflation.57
Fiscal Impact
Bank.ing problems can affect a country's overall fiscal balance from both
the revenue and expenditure sides. Tax revenues from banks will be
reduced to the extent that increased Joan lasses reduce banks' taxable
incarne. The cost of sterilizing any central bank liquidity support to the
banking system will involve direct costS for the government or reduced
central bank profit transfers, unless unremunerated reserve requiremenrs
(which could further damage banks) can be increased. For example, in
Paraguay, the annual cost of sterilization is expected to cxceed 0.5 percent
of GDP in 1995-96. Central bank profitS will be reduced if the central
bank takes over nonperforming loans or bankrupt institutions, as occurred
in Crule, the Philippines, and Uruguay.58 Revenue from the broader econ
omy will also be reduced by lower levels of economie activity and output
resulting from inefficient financial intermediation.
On the expenditure side, as unsound banks move to risk.ier assetS and
become Jess efficient in intermediating funds, the cost of financing any
given deficit-and government debt-servicing costs generally-will be
affected. The direction of effect would depend on whether or not the
banking problems disrupt the government securities market and on the
amount of bank financing that is used.
lr.
s;

Griffith-Jones (1995).

See Rojas-Su:irez and Weisbrod (1995b), p. 22.
ss See Vos (1995) and Pérez-Campanero and Leone (1991).
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More significant from the expenditure side is the buildup of direct lia
bilities arising from state ownership of insolvent banks and contingent lia
bilities arising from deposit or credit guarantees. In most cases of systemic
unsoundness, the government will ultimately bear a large part of the cost
of resolution. Among the countries in our sample, the recorded fiscal cost
has ranged to almost

20 percent of GD P (Table 7). In sorne of these cases,

the final cost has yet to be determined.
ln fact, the exact size of the government's liability cannot be known
with certaintyuntil the contingencies fall due, and will depend on whether
a separate fund has been set aside for deposit insurance or other guaran
tees, as weil as on how a resolution of the banking problem is effected.
The govemment may provide support directly to banks, to the banks'
borrowers, or to depositors. It may arrange closure, merger, or recapital
ization, which may entai! full or partial write-downs of owners' capital.
Sorne of the costs to the government may be covered by future asset
recovery and the proceeds from subsequent reprivatization of banks (if
they were initially state owned). The extent and form of govemment sup
port to the banking system will, of course, aJso have implications for mon
etary control.
The direct fiscal costs will increase if government entities have placed
funds with banks that failed. For example, many local and regional author
ities in Latvia had deposits at Banka Baltija, which failed in

1995.59 The

Bank of Zambia maintained foreign exchange deposits at Meridien Bank,
which failed in

1995;

the Joss of these deposits had balance of payments

implications. The Venezuelan Deposit Guarantee Fund and the Social
Security Fund of Paraguay both placed a large portion of their assets in
insolvent banks.

Extemal Sector Effects
An unsound banking system will have repercussions for exchange rate
stability and the balance of payments. The experiences of the countries in
our sample suggest that external balance and ban king sector problems are
intimately linked (see Table

8).

lt is often difficult, however, to determine

whether the exchange rate or capital flows are responding to banking sec
tor problems or to the same underlying macroeconomie events or imbal
ances that caused the banking sector problems. Kaminsky and Reinhart

(1996) reviewed the experiences of 20 countries that experienced

banking

and balance of payments crises and found that in about half, the banking
crisis preceded the balance of payments crisis. The causal pattern was

1q limewell (1995).
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Table 7. The Fiscal Effects of Bank Unsoundness'
Argentina (1 980-82): The direct fiscal cost in 1981 was 4% of GDP.
( 1 989-90): Data are not available.
( 1 995): Assistance to the banking system required disbursing $800 million from two trust
funds established for this purpose; sorne recoveries are expected.
Bangladesh (1980s--present): Government bonds equivalent to 4.5% of GDP were
provided to banks. The interest costs of recapitalization hurt the budget and increased
government debt.
Bolivia (1 994-present): The treasury's domestic interest expenditure is increased because
it bears the interest cost of the central bank's taking over 4.2% of GDP in bad loans.
Brazil (1 994-present): The restructuring of the banking system will require tax measures
and quasi-fiscal costs, which have not been quantified yet.
Chile (1981-86): The quasi-fiscal losses of the central bank amounted to 18% of GDP in
1985, 8% in 1 986, 2% from 1987-90, and 1 % since then. The fiscal accounts shifted
into deficit temporarily under the impact of recession and the government-financed
support programs for banks.
Czech Republic (1991-present): 12% of 1994 GDP was spent on bank support through
1994.
Egypt (1 991-95): The cost is thal of servicing $2.1 bill ion of ten·year bonds at the
london interbank offer rate (LI BOR).
Estonia (1 992-95): The cost of restructuring was borne by the budget and equals 1 .8% of
1993 GDP.
Finland (1991 -94): By the end of 1994, funds had been dispersed to the extent of 8.4%
of GDP and an additional 6.1% of 1994 GDP was committed in guarantees.
France (1 991-95): $1.5 billion has already been spent and $10 billion (0.6% of GDP)
more is expected to be necessary.
Ghana (1 983-89): 3% of GDP has been expended, $ 1 70 million of which was borrowed
from international sources.
Hungary (1 987-present): 9% of 1993 GDP was spent between 1992 and 1995. lnterest
on the debt issued to support banks amounted to 1.75% of GDP in 1995.
lndonesia (1 992-present): The recapitalization of state banks through the budget and the
conversion of Bank lndonesia's emergency credit into equity or subordinated debt cost
2% of GDP.
Japan (1 992-present): Initial proposais for the 1996/97 budget were for expenditures
amounting to approximately 0.2% of GDP. The final cost is as yet undetermined.
Kazakstan (1991-95): The cost is between 3% and 6% of the average of 1994 and 1995
GDP.
Kuwait (1 990-91): The cost consists of interest payments on the $ 1 8 billion in bonds that
were issued to purchase problem loans and the $ 1 0 billion in principal (approaching hall
of GDP in 1992) that is not expected to be recovered.
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Table 7 (concluded)
Latvia (1995-present): Compensation to depositors of failed banks had a negligible effect
on 1995 budget outlays, but banking problems did reduce government revenue. The
government has issuE'Cl bonds to recapitalize the savings bank.
Lithuania (1995· ·present): Funds have not yet been expended, but costs are expected to
be high.
Malaysia (1 985-·88): The cost was equivalent to 4.7% of GDP.
Mexico (1 994-present): Most of the costs of the support programs for banks (consisting of
the government's purchase of the loan portfolio, the Unidad de lnversi6n (UDI) loan

restructuring scheme, and assistance to debtors and highway concessionaires) will have a
fiscal impact stretched over several years but no immediate cash impact. The support
program for banking system debtholders (ADE) introduced an interest rate subsidy to final
borrowers who for one year will pay a capped interest rate. The government has decided
to pay in cash the cost of the ADE (about 0.4% of GDP in 1995 and 0.3% of GDP in
1996). The cost (present value) is estimated at 6.5% of 1995 GDP.
Norway (1 987-93): Direct fiscal costs of 3.3% of GDP were incurred in 1993; a large
portion of this has subsequently been recovered.

Pakistan (1 980-present): None have been recogn ized.
Paraguay (1 995-·present): Not known, but the central bank has already lent 3.5% of GDP
to troubled banks.

Philippines (1 981-87): 1 3.2% of GDP was contributed to banks as equity.
Poland ( 1991-present): Bonds issued to recapitalize problem banks amounted to 2% of
GDP in 1 993-94.

Russia ( 1 992-present): There is an unknown contingent liability that is expected to be
significant.
Spain ( 1977-85): The net cost of the cr isis is estimated at 5.6% of GDP, 77% of which

was covered by Jhe Deposit Guarantee Fund and the Bank of Spain.
Sweden (1990-93): 4% of GDP was expended on resolving the banks' problems; a large

portion of this has subsequentl y been recovered.

Tanzania (1 988-present): The costs include interest paid on government restruduring

bonds and direct central bank contributions to the resolution of Meridien Bank and a
small, failed state bank. Bonds equivalent to 1 4.5% of GDP were provided to 2 banks.
The final cost is estimated at between 6% and 7% of GDP.
Thailand (1 983-87): The assistance provided increased the deficit. The annual interest
cost of the assistance was estimated at 0.2% of GDP.
Turkey (1 994): D ifficu lt to quantify, but below 1 % of GDP.

United States (1 980-92): The treasury made a small Joan to the bank insurance fund,
which was rapidly repaid. The estimated cost of the thrift industry bailout is currently
$130 billion (2.4% of 1990 GDP).
Venezuela (1 994-present): 13% of GDP in 1994 and 17% through 1 995. ln addition,

FOGADE (the deposit insurer) has an unfunded liability of $2.3 billion (5% of GDP).

Zambia (1 994-present): The cost of the Meridien crisis is estimated at 3% of GDP.
1 Years in parentheses denote the period oi banking

problems.

©International Monetary Fund. Not for Redistribution

•

78

BANK SOU!\TD!\'ESS AND MACROECONOMIC POLICY

reversed in only a few instances. Thus, there is support for the notion that
bank unsoundness exerts negative effects on the external balance and the
exchange rate.
The reasons for this are manifold. The banking system is a key partici
pant in international trade and capital movements; banks facilitate inter
national payments and transfers and are active in the foreign exchange
markets. An unsound domestic banking system will be Jess capable of pro
viding an efficient foreign exchange market and of maintaining adequate
correspondent relationships and external interbank credit lines. Where
banks are major participants in the local foreign exchange market and pro
vide related payments services to other market participants, disruptions in
the banking sector can destabilize the foreign exchange market and con
tribute to exchange rate volatility. For example, severa! large Tanzanian
exchange bureaus that banked with Meridien Bank !ost access to their
funds when that bank collapsed in March 1995.
Worries about the soundness of the banking system can also lead to a
flight to quality by domestic depositors and overseas investors. This
often takes the form of an exchange of domestic for foreign assets, with
consequent exchange rate effects. Concerns about the ability of
Argentine banks to meet cash demands in the first part of 1 995 led depos
itors to shift to overseas banks.60 In Israel, concerns about overvaluation
of Israeli bank shares in October 1983 led to sales of domestic currency
assets and bank shares; the priee of bank shares collapsed and the cur
rency was devalued.
Flexibility in external sector policy-in particular the degree to which
the mix of interest rate and exchange rate policy can be chosen-will also
be influenced by the strength of the banking system. The ability of a cen
tral bank to withstand a speculative attack on the exchange rate depends
in part on the strength of the banking system. A typical response when a
pegged exchange rate is under pressure is to raise domestic interest rates.
The authorities' ability to raise interest rates may be constrained, howev
er, by a fear that bank portfolios will deteriorate.61 For example, Sweden's
1 992 defense of its peg to the European currency unit (ECU) was limited
by the fragility of the banking system.62 These considerations imply that
the type of exchange arrangement that is feasible may also be circum
scribed; for example, a pure currency board arrangement would be
unlikely to be sustainable in an economy with a significantly weak bank
ing system.63
Ito, and others (1995}.
See Rojas-Suarez and Weisbrod (1995) and Folkercs-Landau, lto, and others (1995}.
62 Goldstein and others (1993, p. 16).
6J Rostowsk.i (1994) and Folkercs-Landau, lto, and others (1995), pp. 12 3-25.
60 Folkercs-Landau,
61
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Table 8. External Sector Events and Effectst
Argentina (1 980-82): The country lost international reserves. There was a sharp
deterioration in the exchange rate in 1 983-84 and it became volatile.
( 1 9 89-90): The policy of openness was reversed. Capital outflows rose and net
international reserves feil.
(1 995): The exchange rate peg held despite capital outflows.
Bangladesh ( 1 980s--present): No effects have been observed.
Bolivia (1994-present): There is a high degree of dollarization. Capital inflows reversed
to heavy outflows in 1995 because of banks' unsound offshore and off-balance-sheet
operations.
Brazil (1994-present): rrade credit li nes have been maintained, or even increased. The
high interest rates attracted capital inflows, especially after the reduction in exchange
rate uncertainty following the smooth introduction of the new exchange mechanism in
March 1995.

Chile (1981-86): After two large devaluations, the fixed exchange rate was replaced by a
crawling peg in 1982. The central bank established a preferential exchange rate to aid
debt servicers.

Czech Republic (1991-present): High interesr rates stimulated the supply of foreign
capital, white the shortage of long-term domestic finance increased the demand for it.
Egypt ( 1 9 9 1 -95): Bank unsoundness led to the imposition of limits on banks' foreign
exchange exposure.
Estonia ( 1 992-95): The exchange rate, pegged to the deutsche mark, was not affeded.
Finland (1 991-94): The exchange rate depreciated sharply during the crisis.
France (1991-95): There was foreign exchange market turbulence in mid-1993. Net
outflows of long term capital in 1 994-95 were more than offset by short-term inflows,
mainly in the banking sector.
Ghana (1 983-89): The exchange rate depreciated during and after the crisis.
Hungary (1987-present): The large intermediation spreads necessary to provision against
bad loans led to large direct foreign borrowing by enterprises in 1994-95.
lndonesia ( 1 992-present): Capital outflows were avoided by interest rate differentiais and
an expectation of a public bailout.
)apan (1992-present): The premium on borrowing in the international interbank market
rose in late 1 995.

Kazakstan (1991-95): International reserves are growing despite the banking problems.
Kuwait (1 990-91): The reduction in official externat assets due to the fiscal deficit
caused by assistance to banks greatly reduced the government's investment income.
Outflows of private capital occurred because of the uncertain domestic prospects.
latvia (1995-present): Capital outflows occurred in the wake of the banking crisis, but
the exchange-rate peg was retained.
lithuania ( 1 995-present): There were widespread deposit withdrawals and large foreign
exchange outflows through the currency board in early 1 996.
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Malaysia (1985-88): The currency was allowed to depreciate and the central bank
reformed its export credit refinance scheme and created an investment fund to shift bank
lending to the tradable sector.
Mexico (1 994-present): The foreign exchange market is very thin and sensitive to news
about the condition of the Mexican banks.
Norway (1 987-93): The exchange rate continued to depreciate during the banking
problems.
Pakistan (1 980-present): The need to boost international reserves led the central bank to
offer incentives to induce capital inflows.
Paraguay (1 995-present): The authorities continued to operate a managed-float exchange
rate policy; there was a small nominal depreciation during 1995.
Philippines ( 1 981-87): Capital fied and the exchange rate depreciated sharply during the
crisis.
Poland (1991 -present): Several exchange rate devaluations occurred through the period,
although these were not linked directly or solely to banking sector problems. The
exchange rate followed a crawling peg during the latter part of the period. There were
devaluations in addition to the crawling peg in 1992 and 1993. More recently, foreign
exchange reserves have been increasing.
Russia (1 992-present): Banking problems may have contributed to the depreciation of
the ruble.
Spain (1977-85): The currency was allowed to depreciate beginning in 1 977.
Sweden (1990-93): Capital outflows occurred as the central bank defended the exchange
rate until the krona was allowed to float in November 1992.
Tanzania (1988-present): Uncertainty and banks' foreign exchange losses may have
affected the exchange rate and the availability of foreign exchange.
Thailand (1 983-87): Monetary policy was relaxed in 1986-87 in part to support bank
profitability, but with inflation low and the balance of payments in surplus, this appears
to have had no significant effects on the external sector.
Turkey (1994): Spreads over the London interbank offer rate (LI BOR) were permanently
raised; banks' losses on foreign exchange speculation temporarily decreased the central
bank's foreign exchange reserves.
United States (1 980-92): High interest rates in the early 1980s attracted capital inflows
and raised the value of the dollar. Later rates were reduced, partiy to a id banks, and the
dollar feil.
Venezuela (1 994-present): There was capital flight, the exchange rate depreclated
sharply, exchange controls were reintroduced, and the exchange rate fixed in mid-1994.
A further sharp depreciation was effected in December 1995.
Zambia (1 994-present): There was a loss of foreign exchange reserves deposited with a
failed bank.
1

Years in parentheses denote the period of banking problems.
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In addition, the degree of capital account liberalization that can be sus
tained may be limited by soundness considerations. Policy flexibility can
be constrained insofar as banks Jack the systems and slcills in credit and
risk management that are necessary to intermediate foreign capital flows
efficiently and to control their own foreign exchange and liquidity expo
sure. Liberalization of the capital account would then allow unsound
banks to look abroad for resources they cannot attract at home, particu
larly if disclosure, prudencia! standards and supervision are inadequate to
the task of limiting banks' foreign exchange exposure. Such resources
may be acquired directly, via affiliates, or through various offshore or
derivative transactions. Once banks have built up large open positions by
borrowing abroad to finance domestic assets, or through foreign
exchange lending to residents supported by domestic resources, the
authorities' room for maneuver through exchange rate depreciation may
become limited. The effectiveness of a flexible exchange system or
adjustment of a fixed rate will also be reduced if unsound banks continue
to extend credit to weak borrowers so as to prevent defaults, since the
resulting rigidity in resource allocation would tend to reduce the supply
response to a devaluation.64

�

See Hinds (1988).
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Annex
Selected Case Studies-Quantitative Analysis

In arder to analyze the implications of unsound banking systems for
macroeconomie policy, a sample of eight coumries that experienced bank
ing sector crises was selected.65 The sample includes Argentina, Chile,
Finland, Ghana, Norway, the Philippines, Uruguay, and Venezuela.66 In
seven of these eight countries, an outright crisis occurred and provided
evidence that the banking system was unsound-a condition that might
otherwise not have been observed. We can posit, however, that in the
period leading up to a crisis, there was a high degree of unsoundness.
Thus, it is in the precrisis period that we can look to verify sorne of the
macroeconomie effects discussed in this study.
While assessing the full range of interlinkages between policy and
banking system soundness and between banking system soundness and
macroeconomie performance is beyond the scope of this brief analysis,
severa! trends do emerge. It is interesting to note that ali of the sample
countries had undertaken financial sector reforms prior to their banking
crises.

Impact on the Real Sector
The evidence from the sample suggests that bath output growth and
efficiency decreased in the aftermath of banking crises (Table

9).

However, causality cannat be attributed definitively to the banking
crises. Causality often runs from a downturn in the real sector to
unsoundness in the banking sector, and while the data in Table

9 suggest

persistent lower growth after a crisis, which may be due to banking sec
tor effects on the real economy, the factors leading to reduced output
growth may have been the same factors that led to banking system fragili

ty and

crisis.

6l This annex draws heavily on work done by Ceyla Paurba�oglu. Able research assistance by Kiran
Sastry is also gratefully acknowledged.
66 Ghana was not idenrified in Table 1 as a crisis case; because the financial system was predominandy
i ter
state owned and irs assers were dominated by the public sector, no liquidity crisis or need for sudden n
vention arose (see Sheng and Tannor, 1996).
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1Qulput-to--capital rario, calculaJed as GDP at

talen as periods oi lhree, two, and one year respeclivety. for Venezuel.l, postcrisis data are 001 iiVililable.

1Meano and mean1 are

Sources: Sondararajan and Bal ino 11991), Orees and Pazarba�ltl 0 995}; L...,f, International Ffnanci.JJ Srarisrk:s; and World Bank Data base.
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Argentina

Table 9. Impact of Banking Crises on the Real Sectorl

84

BAl\'K SOUl\TDl\'ESS AND MACROECONOMIC POLICY

•

Monetary Policy Implications
The analysis of the conditions in the sample countries suggests that the
relarionships between monetary aggregates and the stability of interest
rates were affected by episodes of banking system unsoundness. Greater
volatility of the money multiplier was evident in ali countries except
Finland (Chart l); in Argentina, Chile, Ghana, the Philippines, and
Uruguay, the money multiplier increased sharply prior to or during the
banking crisis. Most of the sample countries experienced sharp increases
in inrerest rates after the crises, and interest rates exhibited a high degree
of volatility prior to the crisis episodes (Table

1 0).

AJI of the sample countries except Venezuela experienced a sharp
expansion of credit to the private sector prior to the crisis (Chart
sistent with the observation
poor lending decisions

thar

2),

con

rapid credit expansion can be a factOr in

thar ultimately contri bute tO unsoundness.

Except for Ghana and Finland, interest rate spreads were very high in

the period leading up to the crisis (Table

10),

reflecting lack of competi

tion, inefficiency, and the need to cover increased expenses due to loan
!osses.

Fiscal Policy Implications
Since the crises
assessing

the

<lre

ovcr in these

C<)untries, most of the

difficulties in

likcly fiscal impact of unsoundness have been resolved.

Recorded fiscal cosLs a re provided in 'là ble I l , along with the year in

which the estimate was made.

Tt should

be noted, however, thar in some

cases, the final costs will continue to change as loan recoveries procecd,
asset priees recover, or ban king system problems continue.

External Sector Effects
Significanr exchange rate volatility and currency crises took plaœ in the
afrermath ofbanking crises in Argentina, Finland, :--Jorway, Un•guay, and
Venezuela

(Chart 3).

The degree to which exchange rate effects con

tributed to the banking crisis or were

a

result ofbanking system unsound

ness cannor be stated with ccrtainty, howevcr.
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Chart 2. Claims on Private Sector/Nominal GDP1
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Part III

Maintaining a Sound Banking System
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Operating Environment

The analysis and case studies that have been presented in Chapter 5
make a compelling case that a sound banlcing sector is critical for macro
economie stability. The effects of systemic banking failures have been dra
matie not only in the countries studied in detail in that chapter, but also
in most of the 140 countries listed in Table 2. When an outright crisis
occurs as the result of extensive bank.ing sector problems, the impact on
the real economy is usually immediate and obvious. Even when an out
right crisis has been averted, the cost of distortions in resource use and of
restructuring and recapitalizing the bank.ing sector will burden the econ
omy for years to come. Particularly where such costs are borne by the
public sector, the implications will haunt economie management for an
extended period of time.
Preventing such problems, or, more positively, maintaining a sound
bank.ing system, is therefore a legitimate and necessary goal of economie
policy. Clearly this goal has microeconomie dimensions, and policies that
affect the structure, conduct, and performance of the financial industry
directly affect the achievement of this objective. The following chapters
present a framework for sound bank.ing that comprises a supportive oper
ating environment, internai governance, external discipline provided by
market forces, and extemal governance provided by regulation and super
vision at the domestic and international levels. No single one of these
elements is sufficient by itself; each is subject to failure, or may be under
developed in a given economy.
The economie environment, the qua1ity of internai governance of
banks, and the structure of the markets in which banks operate will ail
affect bank behavior and their soundness. A sound bank.ing system
requires an appropriate infrastructure to support the efficient conduct of
banking business and a stable macroeconomie environment, which is con
ducive to efficient savings and investrnent decisions.
93
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Economie Infrastructure
There are two important elements of economie infrastructure: the
institutional framework, which includes the legal, administrative, and
political structures that guide economie and financial transactions, and the
structure of financial markets, which provides the immediate operating
context for banks.

Institutional Framework
Banking requires a legal system that facilitates the enforcement of
financial contracts, loan recovery, and realization of collateral. Banks must
be able to collect what is due to them. If they have no recourse against
borrowers who default, borrowers wHl have reduced incentives to repay
their loans. Poorly defined bankruptcy procedures can further reduce
incentives to repay and impair asset recovery. Similarly, where banks can
nat rely on collateral, the value of their portfolios may be in jeopardy;
problems in establishing full title to and realizing collateral have exacer
bated bank weakness in a number of countries. Thus, the legal framework
should include adequate corporate, bankruptcy, contract, and private
property laws.
There must also be an administrative strucrure capable of enforcing the
laws. The judicial system must be impartial, honest, and knowledgeable
regarding financial transactions so that banks can rely on fair and speedy
enforcement of economie rights and obligations. In addition, governing
political structures must respect legal procedures and property rights, and
not interfere in the operations of banks or in the administration of laws
and regulations, including the enforcement of loan recovery. Inadequate
legal frameworks characterized most of the developing and transition
economies in our sample (Table

12), and many of the banking systems suf

fered from political interference in lending.
The structure of the banking industry also influences its soundness. A
competitive banking system is essential for long-term efficiency and
soundness. While a concentrated banking industry may enjoy economie
rents, it often becomes inefficient and unable to respond innovatively to
charges in the economie environment. This phenomenon is prevalent in
banking systems dominated by state-owned banks. A significant number
of countries with concentrated but inefficient systems have had banking
problems, including

23

of the countries in our sample (Table

12).

Competition and a well-functioning market for corporate control can
potentially remove inefficient or unprofitable banks before they become
insolvent. An open and competitive banking market exerts its own form of
discipline against weak banks while encouraging well-managed banks.
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Table 12. Financial and Legal Framework1
Argentina (1 980-82): The financial system was bank dependent and dominated by
publicly owned banks.
(1 989-90): There were still few alternatives to banks, and state-owned banks still
dominated the system with 64% of bank assets. The system was moderately concentrated
at the top with 5 banks holding 36% of banking sedor assets. Banking groups were
important.
(1 995): There were still few alternatives to banks, and state banks still dominated,
although their share had falien to 40%. Foreign competition comprised 1 6.5% of system
assets. However, the system was overbanked with smaller banks because entry was
easy.
Bangladesh (1 980s-present): There was insufficient competition. The contract and credit
laws were antiquated and an anti·repayment and anti-enforcement culture within a
weak judicial system made obtaining judgment in loan-default cases virtually
impossible. Bank exit is a problem as the central bank, Ministry of Finance, ana the
courts are ali involved.
Bolivia (1 994-present): The banking system is somewhat concentrated-two banks own
30% of assets. Laws and regulations and their implementation and enforcement are
inadequate. Judgments are delayed.
Brazil (1 994-present): Weaknesses in the regulatory and supervisory structure are being
addressed by the authorities.
Chile (1981-86): lncreasing concentration of bank and corporate ownership led to the
emergence of unregulated conglomerates that practiced oligopoly pricing.
Czech Republic (1991-present): The money, credit, and capital markets are thin, but
developing. The banking system is concentrated-5 banks own 73% of bank assets.
Egypt (1991-95): Competition exists but remains limited.
Estonia (1 992-95): At the start of the crisis, the financial markets were still
underdeveloped, and were in transition to a market economy. The state still owned the
savings bank. The banking system was concentrated. There was no direct foreign
competition-only joint ownership was permined.
Finland (1991-94): The money and capital markets were undeveloped until the late
1 980s. Competition was limited in terms of the number of credit institutions and new
entrants in the late 1 980s. The banking system was highly concentrated.
France (1991-95): There is an adequate legal framework; however, the system includes
severa! significant state-owned institutions, and the regulatory system did not eliminate
the unequal advantages and constraints that differentially affeded public and private
institutions.
Ghana (1983-89): The government wholly or partiy owned virtually ali banks. Money
market development was hampered by an inadequate operational framework.
Competition was limited: the largest bank accounted for 44% of total assets and the 7
larges! banks, for 70%. There was an inadequate legal, regulatory, and supervisory
framework.
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Table 1 2 (continued)
Hungary (1 987-present): State ownershi p of large banks had fallen to 38% by the end of
1991 but rose again to 70% in 1994 owing to recapitalization. The system is
concentrated (5 banks owned 84% assets in 1989 and now hold 64%}. Foreign
competition is important and increased further in 1995 with the privatization of one
commercial bank and the partial sale of the large savings bank. New financial sector
legislation is expected to be enacted in 1996.
lndonesia (1 992-present): The financial markets are bank dominated. liberal licensing in
the late 1980s and the growing number of private banks have increased competition,
and the market share of state banks has declined.
Japan (1 992-present): There are deep and broad financial markets, but they are bank
dominated and there is high concentration. Foreign competition is weak and entry is
difficult. Some banks are segregated by region and industry. Foreclosures are difficult.
Kazakstan (1991-95): The banking system is concentrated, with 4 banks owning 80% of
the assets. Many new licenses have been issued and competition is increasing, but
foreign banks have difficulty entering the market, which is segregated by industry. The
bankruptcy and collateral laws were inadequate. An improved banking law is now in
place, but accounting is still weak and the courts are unreliable.
Kuwait (1990-91 ): There is a high degree of competition among domestic banks and
other financial institutions, although the regulations prevent the entry of foreign banks.
Latvia (1 995-present): The financial sector is dominated by banking institutions and is
highly concentrated and segmented. Lack of collateral laws and poor enterprise
accounting resulted in high credit risk.
Lithuania (1 995-present): The banking system was highly concentrated and state
dominated, with S banks accounting for about 70% of total assets, and 3 of the 4 largest
banks state owned. Banking laws and accounting practices were inadequate.
Malaysia (1985-88): The financial markets were broad and deep and foreign ownership
was strong (16 of 36 banks). The court system provided fast and stern judgments.
Mexico (1 994-present): Between 1991 and 1994, the Mexican financial system was
reprivatized and grew considerably. The number of commercial banks increased from 20
to 35, although foreign participation in the financial system was limited. Credit-rating
bureaus did not exist until 1995.
Norway (1987-93): There was no foreign ownership until 1984. Finance companies
were unlicensed until 1978. The securities markets were thin.
Pakistan (1 980-present): Despite some entry, there is still little competition. The legal
procedures for recovering bad debts are generally very protracted.
Paraguay ( 1 995-present): licensing is Jax, despite legislation on minimum entry capital.
Liquidation is carried out through the courts.
Philippines (1981-87): Segregation of commercial and development banks weakened
competition as did high concentration at state banks and financial groups.
Poland (1991 -present): The banking system is somewhat concentrated (5 banks own
50% of assets). Needed laws and regulations have been introduced, but they are not yet
fully effective.
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Table 12 (concluded)
Russia (1992-present): Competition exists but the market is segmented. The legal
infrastructure is weak and, in sorne cases, contradictory.
Spain (1 977-85): The thin financial markets were bank dependent. Entry had been
severely restrided, so concentration was relatively high, although foreign entry was
permitted after 1963. The licensing laws became relaxed and many of the 35 new banks
quickly failed.

Sweden (1990-93): Thin financial markets were bank dependent. The banking system is
an oligopoly with little foreign competition. After entry was eased in 1985, severa! new
banks (both domestic and foreign) entered the market.
Tanzania (1 988-present): The financial system is concentrated and bank dependent with
little competition-1 bank holds more than 75% of assets. Foreign banks were allowed
only in 1992.
Thailand (1983-87): There was a lack of competition and heavy concentration-3 banks
owned 57% of assets. The foreign banking presence was minimal.
Turkey (1994): Competition exists, but many banks have close linkages to business
groups both domestically and internationally and banks are specialized by industry.
United States (1980-92): The financial markets were deep and broad and bank
concentration was low. lnterstate restrictions forced banks to be undiversified, however.
Entry restrictions for banks were relaxed in the mid-1980s and many of the new banks
subsequently failed.
Venezuela (1994-present): The banking system was concentrated (6 banks held 57% of
bank assets) and foreign competition was limited until 1995. Laws, regulations and
enforcement were weak.
Zambia (1 994-present): The financial system is bank dependent and concentrated, with
5 of 1 9 banks holding 85% of the assets. 1 2 new licenses are outstanding.
t Years in parenthesesdenotethe period of banking problems.

Therefore, an appropriate structure of antimonopoly laws and competi
tion po)jcies can make an important contribution to the long-term sound
ness of a banlcing system.

Financial Markets
The financial markets define the operating context for banks and the set
of opportunities available to them. Banks that are part of a financial sys
tem with well-developed interbank and money markets will have available
a wider range of investrnents and sources of liquidity and face different
forms of competition than banks in less-well-developed markets. In gen
eral, this would be expected to enhance systemic soundness, by providing
banks with greater opportunities to diversify risk and increase efficiency
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in resource use. It may, however, also result in more competitive pressure,
and in greater ri sks of contagion and domino effects when banks fail to
control their interactions with unsound banks.
Perhaps the most important aspect of banks' market interactions is their
central role in the payments system. Operating within the payments sys
tem exposes participants to various forrns of risk. The most pervasive
arnong these are credit risk and liquidity ri sk. Credit risk is the risk that
one party in a transaction may not be able to meet its obligation because
of insolvency; liquidity risk is the probability that the coumerparty will
not be able to settle on cime. Another risk is operational risk, which aris
es when payments are delayed as a result of a technical problem. The most
worrisome risk, however, is systemic risk. This occurs when the failure of
one or more institution(s) to meet its (their) settlement obligations has a
domino effect throughout the system, leading to liquidity or solvency
problems in other institutions.
Steps can be taken to reduce risk in the payments system. Making trans
actions irreversible and as simultaneous as possible is one approach.
Sometimes this is done by channeling settlement through the central
bank, particularly for large-value payments, and by specifying finality
rules. Real cime gross settlement also reduces payments risk but is not
cast-effective in ali situations and may leave the system susceptible to
gridlock unless accommodated by appropriate liquidity support. Retail,
high-volume/low-value payments are usually cleared through clearing
houses, which often have sought to control risk by removing from the set
dement the transactions of any bank that cannat fulfill its obligations.
Such arrangements could create systemic problerns, however, as with
drawing one bank's transactions could cause other banks to be unable to
settle their obligations. Thus, increased emphasis has been placed on
other solutions, such as explicit loss-sharing arrangements to enable set
clement to occur and having banks control bilateral exposures to each
other. While progress has been made on modernizing and standardizing
laws and practices governing payments across countries, much remains to
be done to create a legal framework that will support payments systems
that can reduce international payments risk.
The broader financial markets also have important influences on bank
soundness. Banks must compete with debt and equity markets as sources
of finance for enterprises. Banks may also engage in securities market
operations on behalf of customers or for their own accounts. These activ
ities provide opportunities for profit, but also present additionaJ risks.
Securities markets that are themselves poorly regulated or subject to wide
fluctuations can adversely affect bank portfolios and thus the soundness of
banks. For example, severa! banks operating in India incurred large !osses
in 1992 due to irregularities in trading in Indian equities, government
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securities, and public sector bond markets. In Japan, banks holding large
equity positions were adversely affected by the sharp decline of the
Japanese stock market after 1990.

Economie Conditions and Noneconomic Shocks
An adequate infrastructure is not sufficient to ensure that the banking
system remains sound. As discussed above, the banking system mirrors the
health of the economy as a whole. If the economy has experienced reces
sion, policy shocks, or other disruptions, the banking system will reflect
these events in its balance sheet (see Table 4). When the economy weak
ens, banks in general may find that their capital, based on earlier expecta
tions of Joss, is no longer adequate. A sound banking system will have the
capital and reserves necessary to weather normal business cycles; howev
er, events in many countries have shown that existing minimum capital
standards have not been sufficient to withstand substantial or prolonged
economie crises.
One factor contributing to this is that loan values may decline rapidly
owing to the simultaneous actions of individual distressed banks. For
example, if severa! banks have extensive real estate exposures, problems at
a few banks that result in distress sales of collateral may drive down priees,
resulting in further deterioration of other banks' positions. Individual
banks may not have the information necessary to assess ex ante the inter
linkages between their portfoljos and those of other banks and tO monitor
the potential impact and feedback effects of broader economie trends.
Banks may a Iso be affected by a variety of noneconomic shocks such as
political unrest or interference, or natural disasters (see Table 4). These
are occasionally predictable or preventable, but often banks have little
opporrunity to protect themselves. Political unrest reduces confidence in
the economy and the financial system and can contribute to the disap
pearance of markets, sudden shifts in priees or exchange rates, or
episodes of capital flight. Wars affect banks in the conflicting countries
but their effect may be more widespread. For example, the Falklands war
adversely affected banks in Argentina, Chile, and Uruguay in 1982. The
Persian Gulf war resulted in the Kuwaiti government's taking over a large
portfolio of bad loans from the banking sector in that country. Severa!
Croatian banks that might have weathered the economie aspects of the
disintegration of Yugoslavia became insolvent because of war-related
defaults.
Natural disasters can impair borrowers' ability to repay, as well as
banks' ability to function. Insofar as natural disasters are recurrent, they
should be anticipated by banks and their borrowers, with additional cush
ions of capital and liquidity built up for contingencies. Events like flood-
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ing in areas that are prone to inundation are sometimes used as an excuse
for debt forgiveness, eroding bank soundness, engendering moral hazard,
and creating the basis for a culture of nonrepayment in the future. This
was the case in Bangladesh.
Political interference in banking for quasi-fiscal purposes is perhaps the
most common form of noneconomic disturbance. For example, govern
ments in many countries direct banks to make loans to certain sectors or
industries often without regard for proper credit evaluation criteria or at
subsidized interest rates. Such interference contributes to bank fragility
and is addressed further below in the context of internai governance and
regulatory failure.
Financial Sector Liberalization
ln recent years, many countries have implemented programs of finan
cial sector liberalization, often as part of a broader program of stabiliza
tion and economie opening. While the long-term benefits of such pro
grams are clear, liberalization is a form of policy shock. Deregulation
permitS banks to enter into new and unfamiliar areas of business, where
they may incur increased exposure to credit, foreign exchange, and inter
est rate risk. For example, formerly regulated banks may Jack the neces
sary credit evaluation skills to use newly available resources effectively,
and rising asset priees may be relied upon for repayment, rather than pro
jected cash flows. Deregulation often opens the domestic banking market
to other financial institutions and to foreign competition; this will put
pressure on the market share and profitability of domestic banks, at !east
in the short term.
Unless properly overseen, liberalization can result in too rapid growth
of bank assetS, overindebtedness, and asset priee bubbles. Market partic
ipantS and supervisors, as weil as banks, face challenges in managing the
liberalization and adjusting to the new environment. Since radical
changes in banks' operating environment can be expected to increase
banking risks and affect banking soundness, liberalization should be
accompanied by prior or concurrent measures to strengthen the over
sight framework.
Sorne form of Jiberalization was under way in most instances of bank
ing sector problems experienced by the sample countries (Table 13).
Although there is no direct connection between financial liberalization
and financial crises, many banking systems have experienced significant
problems following liberalization, particularly where adequate internai
contrais had not been developed and prudencia! regulation and supervi
sion failed to contain the increased risk of new or expanded activities.
Examples include Argentina (early 1980s), Finland, Thailand, the United
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Table 13. Financial Sector liberalization1
Argentina (1980-82): ln 1977, before the crisis, the financial sector grew faster than
GDP. After the removal of controls on interest rates, real rates became positive, doubled
and became volatile. Entry barriers and branching restrictions were removed in 1977.
The economy was opened to trade and capital flows in 1976 and 1981. The exchange
rate was devalued and then allowed to float in 1981.
(1 989-90): Priees and the exchange rate were freed in 1 989.
(1 995): Capital flows were completely liberalized under the Convertibility law of 1991
and the Argentine peso was pegged to the U.S. dollar. lndustry is being privatized.
Bangladesh (1 980s-present): Two state-owned banks were privatized; credit controls
were terminated; and interest rates were largely deregulated i n late 1 984; foreign
exchange markets were unified in 1991-92; restrictions on current transactions were
1ifted in 1994.

Bolivia ( 1 994-present): liberalization was not a fador, although permission for dollar
deposits and transactions contributed to capital inflows.
Brazil (1 994-present): During the second half of 1 994, there was a consumption boom.
The disinflation process was accompanied by rising real wages and a lower inflation tax.
Credit to individuals increased by 91% in the third quarter of 1 994 relative to the
previous quarter, and by nearly 1 4% in the fourth quarter of 1994.
Chile (1981 -86): Comprehensive liberalization of the economy included the removal of
priee controls, privatization of most state-owned enterprises, trade liberalization, and
financial reform. Domestic interest rates remained high, however, in both nominal and
real terms.
Czech Republic (1 991-present): ln transition from a controlled to a market economy.
Enterprise privatization is ongoing and 80% of assets are in private hands; banks have
been privatized, but the state retains an important ownership interest in the largest banks.
Egypt (1 991-95): The liberalization of !rade, interest rates, and priees is under way;
limited privatization is ongoing.
Estonia (1 992-95): ln transition from a controlled to a market economy.
Finland (1991-94): Capital controls and restridions on lending were removed and credit
rationing was ended in the mid-1 980s. An asset-price boom followed. Foreign banks
were allowed to enter in 1982. The banking industry engaged in very heavy competition
for market share after deregulation in the mid-1980s. ln this process, banks' margins were
reduced and interest rates did not compensate for banks' risk exposure.
France (1 991-95): Regulatory reforms were undertaken from the mid-1980s.
Ghana (1983-89): The exchange system was liberalized in 1986-87. Most interest rates
were decontrolled in 1987. Most controls on sectoral credit allocation were abolished in
1988. The agricultural lending requirement was lifted in 1990.
Hungary (1987-present): The economy is in transition from a controlled to a market
economy. lnterest rates were deregulated in 1990. Banks are being privatized and
competition increased.
lndonesia (1 992-present): The financial sedor was deregulated in the late 1980s, and
reserve requirements were reduced.
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Table 1 3 (continued)
lapan ll992-present): lnterest rates were deregul ated and capital movements were freed.
The authorities continued to exercise sorne moral suasion, however.
Kazakstan (1991-95): ln transition from a controlled to a market economy. The
liberalization of priees has been completed; for interest rates and trade, it is under way.
Privatization is aIso under way.
Kuwait (1 990-91): There has been a relaxation of financial and interest rate policies and
limited divestiture of public ownership.
latvia (1 995-·present): ln transition from a controlled to a market economy. Beginning in
mid-1992, directed and subsidized credits and interest rate controls were ended. The
current account became convertible and ali restrictions on capital movements were
removed.
lithuania ( 1 995-present): ln transition from a controlled to a market economy.
Malaysia (1 985-88): lnterest rates were deregulated in 1978-82, but moral suasion
continued and controls wcre temporarily reimposed during the crisis. The exchangc rate
floated with intervention. Capital flows were fairly free, but approval was needed to
borrow foreign exchange.
Mexico (1994-present): Most interest rates and quantitative credit controls were
eliminated in 1 989. ln 1991-92, banks were reprivatized. Financial liberalization and
the strengthening of public finances (which reduced the public sector's resort to bank
credit) resulted in a shift of lending in favor of riskier borrowers. Total loans increased in
real terms by about 25% a year between 1991 and 1994.
Norway (1 987-93): The financial sector was initially heavily regulated. lnterest and
exchange rates were deregulated in the 1 980s and credit restrictions were removed.
Asset priees subsequently rose sharply.
Pakistan (1980-present): The economy was overregulated, but interest rates were
decontrolled in 1 995 and sorne state banks were privatized. Bank borrowers were
successful in delaying necessary reforms and a Iso in thwarting their implementation.
Slow progress in fiscal consolidation contributed to delays in liberalizing the financial
system.
Paraguay (1 995- present): Liberalization began in the late 1980s and was mostly
completed by the early 1990s.
Philippines (1 981-87): Liberalization began in the 1 980s. lnterest rates were freed in
1 980···81. Foreign entry was eased. Universal banking was permitted, giving banks and
thrifts new activities to conduct. Capital markets were fairly free.
Poland (1991-present): ln transition from a controlled to a market economy. lntcrcst rates
were deregulated in 1 990. Nine state banks were commf'rcialized in 1991 and 4 of these
banks had been privatized by the end of 1995.
Russia (1 992-present): ln transition from a controlled to a market economy. Broad-based
liberalization was begun in 1992. By 1 995, most priees had been decontrolled and both
interest rates and exchange rates were market determined. Many state-owned banks have
been privatized, as have 90% of ali small and medium-sized firms, but the Savings Bank,
with 40% of ruble deposits, remains state owned.
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Table 13 (concluded)
Spain (1977-85): lnterest rates were liberalized gradually between 1974 and 1981. Bank
licensing and activity restrictions were eased in 1974. Capital flows were freed and
exchange rate determination was based on a managed float.
Sweden (1990-93): Lending restrictions and inleresl rate controls were lifted in 1985. An
asset-price bubble followed.
Tanzania (1 988-present): Sharp exchange rate adjustments occurred from 1986-90.
lnterest and exchange rates were substantially deregulated in the early 1990s.
Thailand (1 983-87): Most lending rates, but not deposit rates, were freed. Capital flows
became fairly free and prime companies borrowed heavily abroad. Exchange rates were
fixed in relation to a basket of currencies.
Turkey (1994): Liberalization and reforms in the banking sector were ongoing throughout
the 1980s. lnteresl rates were deregulated and the lira was made convertible.
United States (1 980-92): lnterest rates were deregulated in the late 1970s and early
1980s. Legislation in 1980 and 1982 gave thrifts powers to engage in new activities, and
bank licensing was temporarily eased in the mid-1 980s.
Venezuela (1 994-present): lnterest rates were deregulated and credit controls eased in
the late 1980s. There was a shift 10 indirect instruments of monetary policy.
Zambia (1 994-present): The economy was excessively controlled until liberalizalion
began in the late 1980s when controls on external payments, interest rates, and
exchange rates were removed.
' Years in parentheses denote the period oî banking problems.

States, Venezuela, and most economies in transition.67 As a result, it is
now weil recognized that, in addition to adequate stabilization policies,
timely implementation of prudential and bank restructuring policies is
essential to avoid major disruptions to growth and stability during finan
cial liberalization.68
This, however, raises the question ofhow best to design and implement
prudential regulations and supervisory systems to ensure successful liber
alization of financial markets and transition to market-based instruments
of monetary control. lnsofar as the initial condition of the bank.ing system
is marked by significant portfolio weaknesses and inadequate capitaliza
tion, rapid liberalization of interest rates and a strengthening of pruden
tial norms will be difficult to implement, unless a program of bank
restructuring is put in place in parallel with the liberalization package. ln
practice, policies to restructure banks (and enterprises) and strengthen

,,; See also Sundararajan and Baliiio (1991), Johnsron and Pazarba�oglu (1995), Fischer and Gueyie
(1995), and Kaminsl.:y and Reinhart (1996).
"" See Galbis ( 1995).
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prudential supervision can be phased in to support the interest rate liber
alization process.
Country experiences suggest that the scope of official oversight systems
needs to vary with the state of market development and the institutional
environment, and to continuously evolve as markets evolve. Appropriate
sequencing of prudential and bank-restructuring policies can serve to
establish a critical mass of reforms in supervision and of bank balance
sheets, which in turn would help to speed up the adoption of market
based monetary instruments and enhance their effectiveness.69 Opera
tional considerations suggest that reforms of accounting standards for
banks and Joan-valuation systems should begin early in the reform
process, as these strengthen supervisors' ability to monitor banks, increase
the efficacy of oversight by bank owners, and provide a basis for market
discipline. Financial market discipline can be srrengthened by improved
data disclosure, a careful design of the regulatory framework, and policies
regarding deposit guarantees, last-resort lending, market entry, and mar
ket exit that do not inhibit market discipline.
A program of systemic restructuring of banks, where necessary, should
be combined with appropriately strong prudential policies-phasing in
prudential regulations, bringing about balanced application of off-site
analysis, on-site inspection, and external audits-and with policies to
establish institutional arrangements for loan recovery and enterprise
restructuring. Such a comprehensive package, encompassing both official
oversight and resrructuring options, is necessary to avoid adverse incen
tives toward excessive risk taking by banks. Moreover, reforms of com
mercial bank accounting systems and implementation of effective internai
monitoring systems can support stabilization objectives and facilitate the
task of financial resrructuring of banks.
Prudencia! policies to strengthen the banking system should, therefore,
be an integral part of ....ny liberalization program; however, standards
should not be set at levels that few banks can meet. The implementation
of new or more stringent prudential standards also must be undertaken
with due regard to both macroeconomie trends and the strength of the
banking system. Introduction of new prudencia! standards may require
phasing in over severa! years, sometimes taking into account the pace at
which problem banks and their debtors can be restructured and the asso
ciated fiscal adjustments can be made.

"" For a derailed discussion of issues in sequencing prudential reforrns during financial liberali�arion,
see Sundararajan (1995).
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The primary responsibility for keeping individual banks sound lies with
each bank's owners, directors, and managers. Together they must establish
a framework of internai controls and practices to govern the operations of
the bank and ensure that it functions in a safe and sound manner. As indi
cated in Table

14, poor internai governance was a factor in virtually ali the

instances of unsoundness in our sample.
Public policies must aim at limiting the negative externalities associat
ed with bank failures. However, maintenance of a sound banlcing system
depends on numerous factors, only sorne of which are directly influenced
by policies. Public policies can reinforce incentives and market forces that
encourage individual banks to remain sound. At the same time, such poli
cies should not normally focus on individual banks but rather on the bank
ing system as a whole. There may be cases in which a bank is considered
"too big to fail," that is, it cannot be removed without damaging the sys
tem. Such a bank may be preserved and restructured, but its owners and
managers should not be bailed out. It should be noted that the potential
systemic repercussions of the failure of a large bank are often overstated;
the case of Continental Illinois in the United States is an example (see
Kaufman,

1990).
Ownership

The owners of a bank, and the directors they appoint, normally make
every effon to see that the bank is weil

run

and remains sound. A bank's

owners are responsible for capitalizing the bank with sufficient resources
to operate and to withstand reasonable !osses. Owners with their own cap
ital at risk have strong incentives to appoint competent directors and man
agers and to make every effort to see that these officers maintain the
bank's profitability and solvency. An active market for corporate control
will place pressure on owners and managers to maintain the bank in sound
105
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Table 14. Oeficiencies in Internai Governance 1
Argentina ( 1 980-82): Banks knew little about their clients and allowed speculative and
distress borrowing. Accounting was weak.
(1 989-90): Portfolios were not diversified, and banks lent heavily to the public sector.
Public sector banks were inefficient and had very high levels of employment. Accounting
was still weak. Banking was subject to political direction.
(1995): State banks were still weak. Banks were not diversified or automated and they
made a large share of their loans in dollars. Accounting improved only in 1994.

Bangladesh ( 1 980s-present): There is poor corporate governance with weak
accountability and extensive insider lending. State-owned banks that account for two
thirds of deposits have very weak management and accounting systems. Political
interference in lending occurred throughout the period.
Bolivia (1 994-present): Troubled banks have several problems: concentrated ownership,
extensive insider and related-party lending, weak internai controls, a lack of a clear
division of internai responsibilities, low efficiency, and high costs.

Brazil (1 994-present): Management was poor at sorne state banks that were not
run on a commercial basis. The same applied to sorne private banks that did not
diversify risks weil. Sorne banks did not adjust quickly to the postinflationary
environment.
Chile (1981- 86): Banks were undercapitalized with respect to their historie averages.
Loans to control led companies were used to finance speculative asset purchases. From
1980, there was a sharp increase in "distress borrowing," rolling over bad loans, and
capitalizing interest due.
Czech Republic (1991-present): Banks are inefficient and overstaffed, and shareholders
exert pressure to obtain loans on preferential terms. Sorne small banks funded their loans
in the overnight interbank market.
Egypt ( 1 991--95): Domination of banking activities by 4 state-owned commercial banks is
a problem.
Estonia (1 992-95): Banks were not diversified and extended insider loans to owners.
Credit-assessment skills were undeveloped and banks had weak accounting systems and
inadequate classification and provisioning systems for bad debts.

Finland (1991 -94): Banks had low capital, were not diversified, and engaged in
aggressive, concentrated lending. Management focused on gaining market share rather
than on risk analysis. Corporate lending to a large extent was in foreign currency.
Auditing was lax.

France (199 1-95): Internai controls have improved markedly in recent years and are
broadly appropriate, although increased separation of back-office operations is stîll

desirable. More genera l l y, state shareholding in several banks (e.g., Crédit Lyonnais)
poses specifie problems.

Ghana (1 983-89): Inadequate management, information, and internai control systems
led to high operating expenses and even fraud. Loan losses were not recognized. There
was no uniform system of asset classification or provisioning. Accounting standards were
not uniform or were inappropriate.
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Table 14 (continued)
Hungary (1 987-present): Fraud occurred at 2 failed banks. Banks have too many branches
and are overstaffed. There is adverse selection of borrowers at state-owned banks.
lndonesia (1 992-present): State banks have been poorly managed in the past and have
been subject to political interference. lndustrial ownership of private banks has
sometimes led to intragroup lending in excess of the legal limits on large exposures.
Japan (1992-present): The main bank system has led to selected lending. Accounting
systems and internai controls were weak at some banks (e.g., Daiwa Bank). Banks'
financial technology lagged behind their growth. They were not diversified, made
inadequate provisions for problem loans, and grew rapidly in a quest for market share.
Kazakstan (1991-95}: Management has no clear strategy. Speculation in foreign
exchange produced profits but banks have no concept of how to grant and manage
credits. Loans are rolled over and interest is capitalized. Lending is often concentrated or
extended to related parties.
Kuwait (1990-91): Internai governance appears to have been adequate.
latvia (1995-present): Risk-assessment skills are lacking; management is poor and
accounting systems are weak. Major problems have been high foreign exchange
exposure, insider lending, and fraud.
lithuania ( 1 995-present): The country's banks suffered from political interference in
lending, inherited from Soviet times. Management is poor at state-controlled banks and
private banks alike. ln some cases, shareholders have seriously misused their rights.
Malaysia (1 985-88): Banks were often under family control. Sorne smaller institutions
lacked a code of ethics, internai controls, audit committees, and Chinese walls, so that
fraud occurred. Institutions engaging in new activities (such as finance companies) often
lacked professional expertise and fast growth overstretched their managerial resources.
Risks increased rapidly (the loan-to-deposit ratio reached 90%) and distress borrowing
was permitted. Management was not used to dea ling with bad loans in an expanding,
inflationary economy.
Mexico (1 994-present): After many years of nationalized banking (from 1982 to
mid-1992), commercial banks lacked the experience and organizational and information
systems to adequately assess credit and other market risks and to monitor and collect
loans. Accounting practices did not follow international standards. Concentration of
loans and loans to related parties was a problem in those banks that were subsequently
subject to official intervention.
Norway (1987-93): There were problems with high leverage, fast and concentrated
growth in risky assets (especially in real estate}, and lax auditing.
Pakistan (1980-present): State ownership has been a problem-state banks have been
subject to political pressure to lend and to withhold debt-recovery efforts. Political
interference in lending and weak collection have hurt banks.
Paraguay (1995-present): lnsider lending and risk concentration was high and there was
excessive illegal (off the books) deposit taking by banks.
Philippines (1981-87): There were weak banking and accounting practices and portfolios
were not divcrsified. 5tate banks owned 36% of banking assets. Commercial ownership
through groups was high, leading to connected lending, interlocking directorships, and
excessive risk taking.
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Table 1 4 (concluded)
Poland (1991-present): Political interference has occurred at some state banks. Banks
were overstaffed and had poor management and information systems. New accounting
standards were introduced in 1995.
Russia (1992-present): Weak internai controls and management practices have
contributed to falling profitability and fraud. Accounting standards are weak. The central
bank has introduced improved reporting requirements but the underlying chart of
accounts is inadequate.
Spain (1 977-85): Banks were not diversified, and credit was politically directed, which
discouraged the development of credit-evaluation skills. Accounting was not
consolidated.
Sweden (1 990-93): loan administration was poor and systems for credit monitoring were
lacking. Pricing did not adequately reflect risk. There was an undue concentration of
bank portfolios on real estate, and competition to lend to the real estate sedor was
destructive.
Tanzania (1988-present): Management and internai controls at state banks were weak.
These banks were inefficient, overstaffed, and not run for profit. There was political
interference in bank strudure and lending for most of the period from 1967 to 1 994.
Accounting, auditing, reporting, and credit assessment were weak.
Thailand (1 983-87): Banks were run by a few families, who were not professional
bankers. Management weaknesses were pronounced especially at finance and securities
companies. Ownership was concentrated, with little outside shareholder discipline.
Internai controls were inadequate and there was heavy insider lending and high
expenditure on banks' offices. Accounting was weak.
Turkey (1 994): lndustrial owners of banks pressured for subsidized loans. Accounts were
not adjusted for inflation. There were deficiencies in risk analysis and risk management
especially regarding foreign positions, leading to speculation. Banks had poor
(unaudited) information on their borrowers. Banks are overstaffed and overbranched.
There has been fast growth, especially in the off-balance-sheet activities.
United States (1 980-92): ln general, management and internai controls were adequate at
the banks that survived, but they were seriously deficient at many banks and thrifts that
failed. Savings-and-loan regulators encouraged "phony" accounting to hide net worth
deficiencies. There was also political interference in lending in the thrift industry.
Accounting even at banks ignored off-balance-sheet activities until the late 1980s and
was slow to acknowledge the importance of market valuation.
Venezuela (1994-present): Banks had inefficient operations with high costs and extensive
branch networks and offshore operations. There was weak accounting, extensive insider
lending, and rampant fraud.
Zambia (1 994-present): Banks had weak management and internai controls. They
engaged in risky activities, including derivatives, and experienced very fast growth (assets
quadrupled in two years). There has been political interference in banking, and
incentives for performance at the large state bank are weak.
1 Years in parentheses

denote the period of banking problems.
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condition)O The threat oflosing their capital or forfeiting control of their
bank through bankruptcy, corporate takeover, or official intervention
should campel most owners to exert good internai governance.
The incentive structure is usually different for state-owned banks,
which may have other operational objectives than profitability and sound
ness. Governments do not face market pressure for corporate control and
taxpayers do not monitor their stakes in state-owned banks as weil as
shareholders in private banks monitor theirs.7 1 Special efforts need to be
made to ensure that incentives for directors and managers to keep a state
owned bank operating on a sound commercial basis are in place. In prac
tice, this is difficult to accomplish; in many cases, full or partial privatiza
tion is the only way to insulate bank management from political
interference and to ensure also that capital markets can discipline the
owners. Banks that are, or were recently, state owned were a factor in most
of the instances of unsoundness in the sample (see Table

14).

Private ownership per se does not guarantee good governance, howev
er. Sorne private bank ownership structures can result in incentives to
operate the bank in an unsafe and unsound manner. Banks may be mis
used, for example, as captive sources of finance for owners who are relue
tant to service their loans. Insider ]ending or lending to related enterpris
es bas been a principal factor contributing to banking sector problems in
numerous countries. In many of the cases illustrated in Table

14,

banks

were part of financial groups that were able to engage in insider lending
through complex off-balance-sheet and offshore transactions that made it
difficult to track the loans and enabled the banks to bide their !osses.
When private owners' motivation for owning banks is essentially to rob
them, internai governance will be insufficient to ensure the soundness of
these banks. lt should also be noted that in sorne environments, private
ownership does not insulate a bank from political pressure for directed
lending.

Management
Banks assume risk in the course of their business and the role of their
managements is to assess and manage that risk. Among privately owned
U.S. banks, most bank failures may be traced to poor management.72
Among state-owned banks, failures often are due to po)jtical interference,
but management failures are an important factor as weiL

Lax manage-

iO Sec Prowsc

(1995).
for a discussion of this aspect of state ownerslûp.
n Evidence on this for the U.S. case is discussed in U.S. Office of the Comprroller of the Currency
(1988), Sierns (1992), and Barker and Holdsworth (1993).
il Sec Kane (1995)
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ment cao result in failure to institute appropriate procedures and controis

to limit risk exposures and to ensure that the bank carries out its principal
functions in a safe and sound manner.
Management should strive to main tain the value of the bank by ensur
ing that the asset portfolio is sound and produces sufficient income. Loans
constitute the most important class of bank assets; despite the increase in
other types of business, the most common reason for bank failures
remains !osses from bad credit decisions. It should be recalled that cred
it !osses at Crédit Lyonnais in France alone are estimated at around $10
billion, while ali the recent well-publicized, derivatives-related !osses
worldwide only amount to sorne $ 1 5 billion. It is the responsibility of a
bank's management to ensure that credit appraisal and valuation are han
dled properly and that the asset portfolio is properly diversified. It
becomes more difficult to distinguish good from bad borrowers when
bank loans are growing rapidly (see Hausmann and Gavin, 1995); man
agement must ensure that growth in Joans is not so rapid that credit qual
ity is sacrificed. Many loans that are sound at their inception develop into
!osses because of lax credit administration. Good management will insti
tute appropriate policies and procedures for internai Joan review and for
early intervention in problem asset si tuations.
The valuation of the asset portfolio should take imo accoum borrower
specific credit risk and overall economie risk factors. Bank management
also needs to ensure that the bank is not exposed to excessive liquidity risk.
While maturity transformation is a key function of banks, a sound bank
holds sufficient liquid assets to enable it to meet reasonable levels of
deposit withdrawals without forced Jjquidation of portfolio assets. Thus,
good bank managers assess their bank's liability structure, project how li
quidity would be affected by adverse events, and determine if the bank's
asset position is appropriate.

abrupt shifts in exchange rates or interest
exchange !osses depends on the relative balance
of foreign exchange assets and liabilities in the bank's portfoli o. When
banks convert borrowed funds into domestic currency, they face foreign
exchange risk; if they on-lend the foreign currency, their borrowers may
default as a result of foreign exchange exposure. In sorne markets,
exchange risk cao be hedged; in any market, it can be limited through
appropriate exposure management. Interest rate risk arises from a matu
rity mismatch between assets and liabilities and may be managed through
appropria te liquidity matching or interest rate adjustment practices.
Exchange rate and interest rate exposure may be explicit in the balance
sheet or may be implicit in off-balance-sheet transactions such as swaps
and other derivatives. Off-balance-sheet transactions also involve credit
risk, which must be evaluated like the credit risk in regular lending. For
Banks encounter risks from

rates. Exposure to foreign

,
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ali these risks, it is the responsibility o f management to monitor the port
folio and to ensure that exposures remain within the limits determined by
the owners and top management.
Banks are increasingly exposed to risks stemming from their participa
tion in securities, commodities, and derivative markets. Many of these
risks can be readily broken clown into constituent interest rate, exchange
rate, or credit risk elements. However, the complex nature of sorne of the
positions now being taken by the trading desks and investment arms of
banks places greater demands on management to understand, monitor,
and limit the risks assumed.
Finally, banks continue to be subject to operational and reputational
risks Jinked to the fact that they are, after ali, organizations designed and
operated by humans. The danger o f direct financial Joss or Joss of
reputation (and clients) due to errors and fraud will therefore always be
present. Here, too, the primary onus is on a bank's management to
ensure that personnel and operating policies minimize the organizational
hazards.

Internai Oversight
Owners and managers normally have a common interest in establishing
internai systems t0 provide accurate reporting on the bank's condition and
to monitor and control risk. Such systems must include accounting pro
cedures that adhere to generally accepted standards, but extend also to
reporting systems that properly value the bank's asset portfolio and indi
cate its risk exposure, and internai procedures to ensure that risks are not
assumed unintentionally or inappropriately. Internai control systems
should also provide managers with the information necessary to monitor
the bank's compliance with laws and regulations, and to follow up on any
corrective action being taken. Lax accounting or audit were identified as
contributors to more than half the instances of unsoundness in our sam
pie (see Table

14).

Banks are particularly exposed to internai risk in the form of incompe
tence, dereUction of duty, or fraud. Thorough internai and external audits
and written policies and procedures help control these risks. Managers
and directors must possess a full understanding of the financial instru
ments and markets in which the bank does business, be able to monitor
their subordinates' activities, implement internai conrrols, and understand
audit and other data depicting the bank's position. Where there is a clear
potential for problems, rules and procedures are needed to control behav
ior. For example, it may be difficult to apply objective standards to loans
to insiders, so rules are needed to limit such lending and to subject insid
er loans to special oversight.
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Govemance Failures
Internai governance may fail to ensure the soundness of a bank for a
number of reasons, most of which relate to conflicts of interest and infor
mation asymmetries. Bank creditors' eamings are typically fixed or inde
pendent of the return generated by the actual use of their funds, so own
ers and managers may attempt to garner higher profits by making riskier
investments, whose benefits accrue solely to them. Furthermore, owners
wh ose main goal is to use the bank as a captive source of funding for other
enterprises may not be concerned with the safety of the bank, since a col
lapse harms depositors and other creditors more than the borrowers or
owners (see Garcia and Saal, 1996).
Similarly, while capital provides a bank with a cushion against !osses,
owners have incentives to put as little capital at risk as possible. Income
recognition and Joan-valuation rules are prone to manipulation by banks
wishing to show higher profits or capital. By manipulating the classifica
tion of nonperforming loans, restructuring nonperforming loans without
classifying them, including as income the interest accrued on nonper
forming loans, or rolling over principal and interest into new loans ("ever
greening"), banks can show accounting earnings and inflate asset values
even when in fact they are incurring !osses. In many Latin American
countries, accounting standards were so lax that banking systems were
reporting positive net income even during a banking crisis (Rojas-Suarez
and Weisbrod, 1995). For example, evergreening comributed to the bank
ing crisis in Chile in the early 1980s (Brock, 1992). The problem is not
limited to less-developed economies; U.S. banks with low capitalization
have apparently been able to manipulate accrual estimates so as to reduce
Joan-Joss provisions (l(jm and Kross, 1995) and appear to choose their
charge-offs and provisions to manage the leve! of bank capital rather than
to reflect Joan quality (Beatty, Chamberlain, and Magliola, 1993).
Assuring that banks are weil managed may be made more difficult by
conflicts of interest between owners and managers. Owners may not have
the information necessary to prevent managers from furthering their own
interests rather than pursuing the objective of maximizing the value of the
bank. The ownership structure can also be a problem if shareholdings are
so fragmented that the widely dispersed owners are unable to exercise
effective control. Managers may take on excessive risk, since it is the own
ers whose capital is at stake, not the managers.73 Managers may make
excessive outlays on headquarter offices, equipment, furnishings, salaries,
and benefirs, which can dissipate eamings and may lead to loss of capital

1J One factor conrriburing ro rhe increase in risk inclination in recem years may be the rise of man
agers wirh market trading rather rhan rradioonal banlcing backgrounds.
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and eventual insolvency. \Nhere managerial income i s related to earnings,
managers may attempt to hide problems by overvaluing assets or showing
improperly accrued earnings. These problems may be ameliorated by
strong internai contrais, which allow directors and owners to monitor
manager behavior, by incentive contracts aligning managers' persona!
benefits with owners' goals, and by an active market for managerial ser
vices, which puts pressure on managers to mamtain rheir reputations. ln
this regard, treating managers of statc-ownecl banks as ci' il sen·ants. w1rh
the attendant job securiry and salary scale. may blunr managers' pt.:rfor
mance incentives.
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When internai governance fails to ensure the soundness of banks, pri
vate and public sector creditors of banks must themselves strive to ensure
that their interests are not jeopardized. Creditors can reinforce bank's
incentives to operate safely and soundly by providing oversight, exerting
discipline on banks' activities, and driving poorly managed or unsound
banks out of the market. Such market discipline helps prevent isolated
problems at individual banks from contaminating others and building into
systemic unsoundness.

Private Sector
Private capital markets impose discipline through creditors who moni
tor a bank's financial data and respond to signais of unsafe or unsound
practices by requiring higher interest rates or by withdrawing resources
from the bank. This could take the form of a

run

but it need not be an

abrupt process, provided that the market has sufficient-and regularly
available-information to distinguish weak banks from strong ones; it may
involve weak banks being forced to pay higher rates for funds, or the grad
uai transfer of funds from weaker into stronger banks, and ultimately
exclusion from the interbank market. An example of market discipline was
provided in late

1995

by the premium charged to Japanese banks in the

international interbank market. In response, Japanese banks sought to
reassure markets by increasing their disclosure of nonperforming loans.74
Faced with the potential of higher costs or being forced out of busi
ness, shareholders and boards of directors will be cautious about allow
ing high-risk banking practices, because negative market reactions to
such practices would damage their stake in the bank and ultimately force
its exit from the market. The exit of weak individual banks is critical for
H See

"Japan," November 1995.
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the maintenance o f a strong banking system. The prolonged operation of
unsound banks permits them to spiral into deeper insolvency, and possi
bly to damage competitors through market practices that, although not
viable in the long term, might enable short-term survival. Experience has
shawn that unsound banks are invariably in worse condition than their
financial statements indicate and that the !east intrusive and cheapest way
of keeping a banking system sound is to force the early exit of nonviable
banks.
Such market discipline requires that creditors-at !east the larger
ones-have funds at risk in the market (i.e., that their daims not be not
fully protected) and have sufficient information about the banks in which
they have placed their funds, so that they can avoid risk. Large and well
informed creditors, including other banks, typically are most effective in
exercising market discipline because they have more resources with which
to monitor and influence banks. Well-developed interbank, securitized
debt, commercial paper, and money markets are usually capable of pro
viding such discipline. Small-scale depositors cannat generally be expect
ed to provide external discipline because they Jack the necessary financial
analysis skills; they may also lack incentives to do so because their deposits
may be insured. Even so, smaller depositors may manifest their discom
fort with individual banks or with the broader stability of a banking sys
tem through bank runs and capital flight. In addition to creditors, deposit
insurance schemes, credit-rating agencies, credit bureaus, externa1 audi
tors, and market analysts, ali develop and express opinions on the sound
ness of banks. These contribute to market discipline by providing infor
mation not only to creditors but also to banks' owners and potential
owners.
When market discipline is working, banks are forced to correct their
deficiencies or exit the market before they become insolvent. One would
not expect creditors to wait until their daims can no longer be fuJ!y cov
ered by bank assets. Sirnilarly, it is in the interest of a private deposit insur
ance scheme to force the early exit of a bank before it becomes insolvent
and results in !osses for the deposit insurer. Exit pressure is greater in a
competitive market, where an individual bank is more dispensable, than in
a highly concentrated market. Where the fact that a bank is not tao big to
fail is common knowledge among depositors, other creditors, owners,
managers, regulators, and politicians, depositors will have no incentive to
rely on official assistance for the ailing bank.
Exit pressure also may be exerted through the market for corporate
control. While creditors exert discipline by depriving the bank of liabili
ties, shareholders can exert discipline by seUing their ownership stake, and
driving dawn the value of the bank. Where there are concentrated own
ership stakes, shareholders will use the signais provided by market partie-
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ipants (credüors, auditors, analysts) to guide their oversight of the bank

and its management.75

Public Sector
Public sector creditors can also structure their involvement with banks
(private or public) so as to provide oversight and external discipline for
bank activities. Insofar as the government or other state-controlled enti
ties maintain deposits at commercial banks or guarantee credits, they can
act as any large, well-informed creditor to impose market discipline by
withdrawing their deposits or guarantees. The most comrnon public cred
itor is the central bank, which may provide credit to commercial banks
generally for monetary policy purposes or temporary liquidity to individ
ual banks as lender of last resort.76 The central bank can restrict unsound
banks' access to its credit facilities and thus force their market exit.
When deposit insurance is publicly provided, it is important to design
the insurance system so as not to reduce the incentives for other market
participants to exert discipline. Market discipline can be retained by cre
ating an explicit deposit insurance system with clearly defined, credible
rules that make insurance compulsory and confine guarantees to small
depositors. Market discipline may be further reinforced by placing
responsibility for funding deposit insurance on the banking industry
rather than the government. A well-defined deposit insurance system can
enhance market discipline by making the closure of insolvent banks more
politically acceptable and therefore more likely to occur quickly.17
Public sector owners can play a role in disciplining state-owned banks
parallel to the role played by markets with respect to privately owned
banks. Responsibility for ownership oversight of state-owned banks must
be clearly allocated to a particular ministry or agency that will monitor
directors and managers of state-owned banks, and replace them if their
performance is inadequate.
Market discipline has the benefit of avoiding unduly strict and costly
official regulation and supervision. It also avoids creating the impression
that the government vouches for the banking system through its regula
tory and supervisory policies. Market discipline will create incentives for
banks to keep themselves sound, and the occasional exit of weak banks
iS This points ro the potential importance of large shareholders. Poland recognized this in its approach
co bank privatization, which arrempted to ensure the presence of strategie shareholders with significam
ownership stakes (see Benin, 1995). In ether systems, it is assumed that ifthe bank is poorly managed a

corporate raider will emerge to assume this role.
76 (.n sorne counrries, the central bank also provides long-term credit to key sectors to meet develop

mem objectives.

n See Garcia (1996).
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reinforces those incentives, by emphasizing that market discipline is
worlcing.

Failures in Market Discipline
Market discipline may fail if there is inadequate information, inconsis
tent incentives, or a Jack of informed market participants. The experience
of the sample countries, shown in Table

15,

suggests that market disci

pline was not able to contribute to maintaining a sound banlcing system in
almost ail of the cases. It must also be recognized that market discipline
may impose sorne negative extemalities, and it may not be appropriate to
rely on market for<.:es in ali dn.:umstam:es. Even when market ùisdpline

against a particular bank does take hold, there is the danger of undesirable
systemic or welfare repercussions.

Insufficient Effectiveness
Market discipline will fail if there is insufficient information available to
market participants, or if the incentive structures are inadequate.78 This
was a factor in most of the cases in the sample. Effective market discipline
requires that financial information be disclosed promptly and that it pre
sents a true picture of the value of the bank, based on generally accepted
accounting standards and on proper Joan-valuation procedures. Where
banks operate as part of larger financial groups or have overseas opera
tions and do not report their consolidated position, they may operate with
!osses hidden in other operating units and their true condition undetect
ed by the market.

Failure to consolidate the different activities within

conglomerates with off-balance-sheet, offshore, and foreign subsidiaries
made it difficult to detect weaknesses in the condition of Bank of Credit
and Commerce International (BCCI) and Meridien Bank before those
banks failed. As discussed above, banks may have incentives to withhold or
distort information. At the same rime, market participants cannat be given
access to ali bank data because sorne information may be commercially
sensitive. While accounting standards and practices may vary from coun
try to country, certain common objectives, definitions, and valuation prac
tices can be identified (see Appendix !).
Even when information is disclosed, the opaciry of bank assets limits
the abiliry of markets to fully assess the information disclosed, even in the
most advanced markets where the best external auditors and third-parry
credit ratings of borrowers are available. Market discipline exerted by
large depositors, particularly in the interbank market, rypically will come

7M Lane (1993) discusses the conditions for effective market discipline.
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Table 15. Deficiencies in Market Disciplinel
Argentina (1 980-82): The state bore the full cost of deposit insurance until 1979, when a
new, limited, voluntary scheme was introduced, although state banks remained fully
guaranteed by the government. Borrowers were subsidized to the equivalent of between
1 1 % and 1 3 % of GDP. Foreign exchange exposure was guaranteed.
(1 989-90): Deposit insurance ended in 1989. Depositors suffered significant losses when
banks failed. The culture was anticreditor.
(1995): There was no deposit insurance until April 1995.
Bangladesh (1 980s-present): lnsolvent banks continue to operate. Weak accounting and
information availability impede the markets. Politically directed and insider lending that
flourish in opaque environments are blamed for most of the nonperforming loans.
Bolivia (1 994-present): Two banks have been liquidated and 3 of 4 problem banks have
new owners. The central bank compensated small depositors of the liquidated banks, but
depositors with more than US$5,000 incurred losses.
Brazil (1 994-present): There was no deposit insu rance, except for saving accounts, until
November 1 995.
Chile ( 1 981-86): An implicit government guarantee on deposits weakened market
discipline. A dual deposit insurance system was introduced in 1 986, providing full
coverage for demand deposits and coinsurance for limited amounts of time and savings
deposits.
Czech Republic (1991-present): The problem of moral hazard has been worsened by the
resolution of pre-reform debts via transfer to a separate bank and the repeated bank
recapitalizations thal occurred until late 1994.
Egypt (1991-95): State-owned banks dominate the system.
Estonia (1 992-95): There was no system of deposit insurance during the banking
problems in the early 1990s and depositors suffered losses when banks failed. However,
the authorities have subsequently been reluctant to liquidate banks and have supported
them instead.
Finland (1991-94): A full guarantee of the savings banks and full deposit coverage
weakened market discipline. Moreover, the underfunding of the deposit insurance
schemes inhibited closure. The culture was antiregulation.
France (1 991-95): Information is generally good, but there are unequal advantages and
constraints between public and private institutions, which distort competition and allow
risky operations. Crédit Lyonnais had an irnplicit state guarantee as a state bank and its
portfolio was explicitly guaranteed in 1993.
Ghana (1 983-89): The government guided credit allocation and interest rates, which,
along with government ownership of banks, impeded market discipline.
Hungary (1 987-present): There were repeated government-funded recapitalizations.
Extensive preferential and guaranteed loans that were granted in 1 994 further
underrnined incentives for market discipline.
lndonesia (1 992-present): Disclosure is weak and the markets' perceptions that distressed
banks will be bailed out limit market discipline. However, the interbank market is
responsive to information.
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(continued)

)apan (1992-present): The "too-big-to-fail" philosophy applied to the

21 major
commercial banks and the full deposit guarantees extended in mid-1995 may weaken
market discipline. Deposit insurance is underfunded. The postal savings bank's deposits

have long been fully government guaranteed. Poor disclosure prevents the public from
distinguishing weak from strong banks.
Kazakstan (1991-95): Banks not meeting prudential standards are excluded from the
interbank market. Bank closures are taking place. Past subsidization of large loss-making
enterprises (which has now largely disappeared) weakened incentives in the past. The
Housing Bank's deposits are fully guaranteed.
Kuwait (1990-91 ): Although there was no formai system of deposit insurance, there was
an implicit guarantee, which was honored by a bailout of the system in the mid-1980s.
Latvia (1 995--present): There is no system of deposit insurance and compensation to
depositors of failed banks has been minimal.
lithuania (1 995-present): Market segmentation according to type of borrower
(agricultural, energy, interbank) has reduced competition. The state-controlled banks'
deposits are fully guaranteed. A new deposit insu rance law limited the compensation
received by depositors of failed banks in 1996. However, some banks have been
provided with full deposit insurance under special laws.
Malaysia (1985-88): The lack of transparency, arising from poor accounting and
reporting, delayed the recognition of, and impeded the markets' responses to, the
problems that were building up. Audits were sometimes two years overdue at nonbanks.
There was no deposit insurance and depositors were permitted to lose money.
Mexico (1994-present): Although the explicit deposit guarantee by FOBAPROA (the deposit
insurance agency) is limited to the resources available in the deposit guarantee fund,
official announcements indicate that FOBAPROA guarantees ali banks' obligations, except
for subordinated debt. ln addition, there are debtors' organizations that contest the
repayment of bank loans. lnterest rates were lowered after a borrower defaulted, giving
an incentive to default.
Norway (1987-93): Debt was subsidized by the tax system, which consequently
discouraged equity issuance. The deposit insurance scheme, which offered a full
guarantee, was underfunded.
Pakistan (1 980-present): Competition from the poorly run state banks is destructive. The
pro-debtor culture allows customers to avoid meeting their obligations.
Paraguay (1 995-present): Competition from unlicensed institutions is destructive of the
soundness of other banks.
Philippines (1981-87): The underfunded deposit insurance scheme was unable to meet
ali of its obligations or to improve depositor confidence. (Only 52% of depositor daims
had been met by 1 987.) The culture was pro-debtor and the bank closure process was
slow. There was political interference in the ban king sector.
Poland (1991 -present): State banks have an unlimited guarantee through 1999. Limited
deposit insurance was introduced for other banks in 1995. Data reporting and disclosure
are weak.
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Russia (1992-present): Requirements that enterprises hold deposits in only one bank, the
existence of government guarantees on household deposits in the Savings Bank, and
inadequate disclosure of financial information have ali severely limited market discipline.
Because of risks, top-rated banks trade only among themselves.
Spain (1977-85): Lending was directed. Deposit insurance was instituted in 1977 but the
system was revised in 1 980. Weak disclosure discouraged market discipline.
Sweden (1990-93): Depositors expected to be bai led out even before a blanket
guarantee was granted for the duration of the crisis.
Tanzania (1988-present): Repeated recapitalizations, loan guarantees to state banks, and
the practice of exceeding deposit insurance limits have ali weakened incentives and
rewarded bad managers. Inadequate accounting rendered disclosure meaningless.
Minimal market discipline is now imposed by clearinghouse practices; however, until
recently there was no interbank market and the central bank provided overdrafts to cover
shortfalls in payments.
Thailand (1 983-87): Although there was no formai system of deposit insurance,
depositors were bai led out, which reduced market discipline. The culture was pro
debtor, disclosure was weak, and there was political interference in the banking system.
Turkey (1994): Disclosure is impaired by weak accounting standards. Guarantees impede
incentives; for example, the blanket guarantee for ali household deposits, extended in
early 1994, is still valid and loans to state enterprises are considered implicitly
guaranteed.
United States (1980-92): The "too-big-to-fail" doctrine and the practice of merging banks
rather than closing them protected depositors above the insurance limit until the FDIC
lmprovement Act of 1991.
Venezuela (1994-present): Depositors in failed banks were paid in full from 1978
through 1985 and again in 1987. Nonstandard accounting practices hid !osses from
depositors and the Superintendency of Banks.
Zambia (1 994-present): Competition from unregistered and insolvent banks harmed their
competitors.
' Years in parentheses denote the period of banking problems.

into play in an active sense only after there is clear indication of weakness.
This is often too late to fully protect the failed bank's creditors.
The private sector also cannat be counted upon to discipline banks effi
ciently if it is known or expected that the government or central bank will
bail out institutions that run into trouble. The possibility of lender-of
last-resort (LOLR) support creates a potential for moral hazard; banks
may be Jess careful in managing their assets and liabilities given the avail
ability of a such a lender. The LOLR becomes subject to adverse selec
tion-it lends to banks that cannot obtain funding elsewhere and may not
be able to identify which of the illiquid banks are also insolvent. To the
extent that funds are provided at below market rates, LOLR lending may
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subsidize the operation ofweak banks and encourage them to gambie with
public funds in an attempt to recoup previous losses.79 LOLR credit that
is not limited to providing liquidity to solvent banks so as to discourage
unwarranted runs by uninsured depositors can contribuee to delays in
remediai action. Similarly, when governments place deposits of stace enti
tics in unsound banks specifically to shore them up, market discipljne is
undermined and government funds placed at risk.
Excessive deposit insurance coverage can remove the incentives for the
market to impose discipline on banks that are weak or take excessive risks.
Partial coverage would retain creditors' incentives to press for carly cio
sure of weak (but not yet insolvent) banks. Where it has not been proper
ly designed to combat the risks of adverse selection and moral hazard
attendant on the guarantee, deposit insurance can diminish market disci
pline and foster incentives for poor internai governance. In particular,
deposit insurance that provides excessive coverage can increase resolution
costs and harm competitors by creatil}.g opportunities for owners and
managers to continue to operate a troubled bank that would otherwise be
closed by market discipline. Government Joan guarantees carry a sirnilar
moral hazard risk; banks will have reduced incentive to be carefu1 in Joan
assessments if the government bears the credit risk.
Governments may have public welfare and political inccntives to pro
vide deposit or credit guarantees that may undermine private sector mar
ket discipline. In particular, during a systemic banking crisis the authori
ties may be tempted to issue a blanket guarantee. The advantages of such
short-term measures must be weighed against the direct cost as weil as the
future difficulty of re-establishing an incencive structure that will be com
patible with a sound system over the long run. Similarly, banks are sorne
times declared to be "too big to fail" because it is considered that closing
them would carry systemic risks. Although this is occasionally a valid con
sideration, too often it serves as a convenient excuse to postpone needed
actions. Policies that foster an open and competitive banking market can
help to create a banking system in which no single bank is too big to fail.
A strong framework regarding bank exjc (mergers, closure, and liqujda
tion) is at ]east as important to a market system as allowing competitive
entry, if not more important. In many systems, however, there are few
market participants (creditors) capable of forcing exit. This is particularly
crue when wholesale deposit markets are underdeveloped, as participants
in those markets tend co be more sophisticated than the average individ
ual depositor. ln systems with less-developed capital markets or concen
trated and closely held banking systems, there may be few ourside
investors capable of influencing bank owners and managers through a

79 This appears ro have been the case in the United States; see U.S. House ofRepresentatives (1991).
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market for corporate control. The legal and political systems may also
prevent creditors' attempts to force the exit of unsound banks; for exam
ple, in sorne countries, the closure of a bank requires the consent of the
shareholders. In many countries, bankruptcy procedures are excessively
long or are biased against creditors.

Potential Negative Externalities
Exit imposed solely by market forces may produce negative externali
ties. While an effective withdrawal of funds by the market can result in
closure, it will not be a smooth process. A liquidity shortage due to segre
gation in the interbank market, or a run by depositors, may force the dis
orderly failure of a bank, with potentially dangerous repercussions. A fire
sale of assets may further decrease the bank's net worth. The sequential
servicing of deposit withdrawals may impose a sociaUy inefficient distrib
ution of !osses and could result in a domino effect if other banks remain
exposed. As exposed creditors scramble to cover their positions, depositor
confidence may be shaken. If depositors are unable to distinguish prob
lems in an individual bank from sysrtemic conditions, a crisis of confidence
and widespread runs may result. Uncertainty will linger until the situation
is resolved and may spread throughout the system. As noted above, most
markets have difficulty assessing the quality of opaque bank assets, which
may lead to pressures on sound banks as weil.
Market preferences for liquidity and profit over stability do not take
into account the public policy concern for banking system stability.
Furthermore, the distribution of !osses attendant on a market-led closure
may not accord with public preferences. Thus, in most countries there are
both limits to how much reliance can be placed on market discipline and
limits on the extent to which unfettered operation of market forces is
desirable. Additional forms of external oversight and methods to ensure
that individual banks fail with minimal systemic impact are required.
One country planning to rely a]most entirely on market discipline is
New Zealand. The Reserve Bank of New Zealand is moving from a sys
tem of detailed rules and monitoring by the supervisor to a system of
improved public disclosure of financial information, relaxed supervisory
regulation, and enhanced market discipline.so Ir should be noted, howev
er, thar only around 1 0 percent of bank assets in New Zealand are held by
locally owned banks. Th us, in this case, even if the authorities did pursue
detailed official bank supervision and regulation, it would have little bear
ing on the risk profile of the banking sector.

HO

See Reserve Bank of New Zealand (1995).
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Extemal Governance:
Regulation and Supervision

The previous chapters have described how the primary responsibility
for the oversight of banks lies with their owners and managers; there is no
substitute for adequate internai governance. External forces provide addi
tional discipline through financial markets, forcing the exit of poor own
ers and managers or of the entire bank. There are limits, however, to the
efficacy of market forces. To complement internai governance and market
discipline, most countries institute sorne form of official regulatory and
supervisory oversight. Particularly in developing and transition econo
mies, where financial market participants are ill-equipped to monitor
banks and where the alternatives to domestic banks for payments, savings,
or finance are limited or nonexistent, discipline in the form of official
supervisory oversight is critical to compensate for failures in internai gov
ernance and market discipline.

Banking Regulation
The failures in internai governance and market discipline described
above suggest that the standard corporate legal framework is insufficient
to ensure that the banking system operates soundly and that any disrup
tions are handJed smoothly. Risk is inherent in banking. Prudential poli
cies, while not panaceas, can attempt t0 limit risk and make sure that it is
managed properly. Many countries therefore have adopted a separate reg
ulatory framework to govern the entry, operation, and exit of banks.SI
81 In !his discussion, !he tenn "regulation" s
i used to encompass laws, decrees, regulations, and adminis
rrative rules !hat are intended to regulate (conrrol) bank behavior. Counrries' practices wirh respect to what
is esrablished bystarute and what is delegared co adminisrrative regulation differ substantially. In general, fea
i !he law, while rules covering techni
rures considered either fundamental or conrroversial are established n
cal and relatively nonconrroversial aspects are issued as needed and changed as circumstances require.

123
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Such regulations establish the authority of supervisors to regulate banks
and set such detaHed requirements as may be necessary to oversee and
control bank behavior. They should be structured so as to foster cooper
ation between regulators of banks and of nonbank financial intermediaries
and limit the potemial for regulatory arbitrage. Although specifie regula
tory practices will vary across countries, severa! broad categories are used
to reinforce banks' operating environment, internai governance, and mar
ket discipline.
Regulations Reinforcing the Operating Environment

Prudencia! regulations typically control entry into the banking industry
and the scope of banking. Rules governing entry into the industry are
needed because sorne forms of competition from new entrants can be
destructive. While liberal entry rules may increase competition and result
in lower costs to customers, new banks that are inadequately capitalized,
or poorly governed or managed, often offer above-market deposit rates to
attract resources and then cover their higher costs with riskier loans.
Examples include Spain in the 1970s, Malaysia in the 1 980s, and Estonia,
Kazakstan, Latvia, Lithuania, and Russia in the I990s.
At the same time, excessively restrictive entry rules may also result in
unsound banks. While concentrated banking systems might be expected
to generate significant economie rents, restricting competition rarely
irnproves soundness, as poor corporate governance and management
thrive in protected environments. Protected banks become vulnerable to
loss and insolvency when faced with unexpected financial developments or
when introduced to competition. The appropriate goal of entry regula
tions is not to protect individual banks by providing them with monopoly
rents but to bring about a banking system that efficiently serves the econ
omy and the public interest.
Well-designed licensing procedures ensure that banks emering the sys
tem are sound and are operated in a safe and prudent manner, by requir
ing that a business plan be in place and that owners, directors, and man
agers be "fit and proper."82 The ownership structure of a bank as weil as
its ties co financial or industrial groups must be carefully defined.
Furthermore, the bank must have sufficient capital co finance start-up
expenses, conduct its intended business on a profitable scale, and safe
guard it against unanticipated developments. If the licensing conditions
are not met initially or subsequemly, the supervisors must have the
authority to reject the application or revoke the license.
Nl ln this comexc, "fit" refers to technical expertise while "proper" refers co the character and integri
cy of the individuals.

©International Monetary Fund. Not for Redistribution

Extema/ Govemance: Regulation and Supe�vision

•

125

Regulations also define the industrial structure of banking and the
scope of activities that banks may conduct. Rules regarding entry and
scope of activities will determine the competitive structure of the banking
industry. These will legitimately vary across countries, depending on eco
nomie factors, such as the size and diversity of the economy, and institu
tional factors, such as prevailing industrial structures and attitudes toward
antitrust regulation.
Inappropriate restrictions on banking may reduce the soundness and effi
ciency of the banking system. The more concentrated are bank portfolios,
either by client base or region, the more exposed is the banking system to
cyclical fluctuations at the sectoral or regional level. For example, the U.S.
ban on interstate branching exposed its banks to periodic regional reces
sions. Agricultural banks failed in the earlier 1980s when commodity priees
fell; banks in Texas, Oklahoma, and other states failed when oil priees plum
meted; and banks in New England and California became insolvent when
the recessions occurred in these regions (in the late 1980s and early 1990s)
and property priees fell sharply. Canada, on the other hand, with a more
diversified banking sector, smvived both the Great Depression and the oil
priee decline in the mid- to late 1980s without widespread trauma.
Permissible banking activities need to be defined so as to allow ade
quate diversification of credit risk and the conduct of appropriate related
businesses. At the same time, banks' ability to assume excessive risk, for
example, through potentially damaging involvement in nonbanking busi
nesses, should be limited. Banks that are permitted to hold large equity
positions may become more vulnerable to asset priee shocks and exposure
to concentrated enterprise risk. There is no basis, however, for an a priori
assumption that systems of universal banks are more or Jess prone to
unsoundness.83
Regulations Reinforcing Internai Governance

Prudential regulations can provide assurance that owners and managers
are fit and proper, that owners share the risks to which they expose their
depositors, and that bank portfolio quality and risk-management stan
dards are high. Not only do such regulations provide a forma] control
over bank behavior, but they also provide a basis for the production of
additional information that can be used by owners, supervisors, and the
market in disciplining banks.
Because sound banking begins with sound bankers, countries have
increasingly adopted regulations designed to assure fit-and-proper
8l

The arguments for and against universal banlcing are beyond the scope of this book. Saunders

(1994b) discusses the issues and provides references.
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bankers and to improve corporate governance structures. Such regula
tions require that the roles and responsibilities of boards of directors and
senior managers be clearly specified and that the persons appointed be
competent to carry out those responsibilities. In this regard, regulators
should be authorized to approve shareholders with a controlling interest,
directors, and top management of a bank before the bank is ücensed and,
subsequently, whenever there is a change in significant ownership stakcs
or in key officers.
The corporate governance of banks is improved, and the potential con
flict of interest with depositors is ameliorated, when regulations require
that owners put their own capital at risk. Capital adequacy regulations
ensure that, as a bank becomes Jess sound, its owners are required to
recapitalize it and that, as the bank becomes undercapitalized, owners Jose
both their control of the bank and their investment in it. Capital standards
must ensure that bank capital is sufficiently great, so that owners have an
incentive to do their best to protect their stake and avoid a potential loss.
Regulators normally require a certain minimum levet of capital for a bank.
Supervisors must verify that the capital is real, does not consist of bor
rowed funds, and is actually paid up in liquid form. Owners should also
have incentives to limit the risks they assume. Accordingly, capital ade
quacy is established increasingly in relation to a risk-weighted asset port
folio, with more capital required against riskier assets.
In 1988, the Basle Committee on Banking Supervision (Basle
Committee)84 agreed to require large internationally active banks to hold
capital equal to at least 8 percent of risk-weighted assets, thus preventing
banks from unduly increasing credit risk through greater leverage; many
countries other than those of the Group of Ten have also adopted the
Basle standard. For each bank, owners and managers remain responsible
for maintaining adequate capital and reserves and for structuring the
bank's portfolio so as to withstand the adverse shocks inherent in the
banking business. Most well-managed international banks hold capital
substantially in excess of the 8 percent minimum.ss Comparable resilience
in countries where economie volatility is higher than in the Group ofTen
countries would require capital considerably higher than 8 percent of risk
weighted assets.
Critical in implementing capital standards is the parallel implementa
tion of appropriate Joan-valuation and classification practices and sup
porting accounting standards. Effective capital standards require proper
M� The Basle Committee members represent the central banks of Group of Ten countries, as weil as
Luxembourg and Swirzerland. The Comminee works under the auspices of, but is distinct from, the Bank
for International Settlements (BIS).
MS See "World's 100 Largest Banks," August 1995.
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evaluation of a bank's asset quality, which implies that its Joan portfolio,
contingent commitments, and other off-balance-sheet activities are cor
rectly valued. There are numerous instances of banks being insolvent,
despite reporting adequate levels of capital "verified" by external audits,
and of banks reporting positive accounting earnings, despite extensive
economie !osses.

Inadequate Joan classification and provisioning were

factors in at !east I l of the countries in the sample. For example, the
audited accounts of the Tanzanian National Bank of Commerce showed
positive earnings and capital until

1993/94,

despite massive !osses that

accumulated over seven years, but were only recorded as of the end of

1993/94 (National Bank of Commerce, 1995). Failures of external audit
U.S. savings and Joan crisis have resulted in lawsuits and

related to the

judgments against accounting firms that had conducted the external audits
of institutions thar later failed. Thus, capital standards must be combined
with proper valuation standards and requirements that banks classify their
Joan portfolios and make adequate provisions for nonperforming loans.
Whenever such basics are not in place, nominal adherence to interna
tional capital adequacy standards will not be meaningfuJ.86
Policies rcstricting insider lending, foreign exchange exposure, and
maturity mismatch help check bank management's ability to assume
excessive credit, exchange rate, liquidity, and interest rate risk; these poli
cies are described in more detail in Appendix IL Regulations may set spe
cifie levels for key indicators (such as credit exposure to insiders and sin
gle borrowers, liquidity mismatches, or foreign exchange open positions).
Alternatively, regulations may explicitly permit banks' internai risk
management systems to set the appropriate leve! of exposure, where such

1995, the Basle Committee
1988 Capital Accord, recommending that

systems are in place. For example, in late
introduced an amendment to its

banks be required to hold additional capital according to their exposure to
market risk. Market risk may be measured using either a standard mode!
or banks' own risk-assessment models. This approach, along with new dis
closure standards, recognizes that financial innovation has made it
increasingly easy for banks to radically alter their risk profiles with a few
transactions and that new techniques are needed for the official oversight
of risk management. Rather than focus on limitations on each type of risk
or on the use of each financial instrument, the trend is toward a more
comprehensive approach to risk management, stressing the importance of
internai govemance and the role of market discipline.
The role of prudential policy in supporting internai governance is to
ensure that banks institute appropriate internai control procedures, and
that managers are knowledgeable about and involved in the riskli<• See Dziobek, Frécaut, and Nieto (1995} and Kane

(1995).
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assessment process. Regulations may set specifie standards for internai
control, or may allow banks to organize their control systems as they see
fit, provided such a system is in place. lt is typically required that there
be clearly defined internai audit functions and that annual accounts be
subjected to external audit. Accounting and audit standards are critical to
the ability of managers and owners (as weil as the market and supervisors)
to detect and correct weaknesses. Certain internai control principles,
such as the need for at least two managers (the "four-eyes" principle) or
the separation of dealing and back-office functions, may also be regulat
ed. Most details of internai control, however, are usually left to banks'
own discretion.

Regulations Reinforcing Market Discipline
Banking laws and regulations can enhance the soundness of, and confi
dence in, the banking system by ensuring that market participants have as
much information as possible to judge the soundness of banks, and that
the sanctions imposed by the market can take effect.
Prudential policy can support market discipline by fostering enhanced
public disclosure of bank financial information. Adequate disclosure rules
can decrease systemic risk by helping to distinguish good from bad banks.
Even where corporate laws already require the publication of audited
accounts for both financial and nonfinancial enterprises, banking regula
tions may need to make further specifications as to the standard and form
of these accounts, and the specifie rules for disclosure. The balance
sheets of bank subsidiaries and other related entities should be consoli
dated so as to make bank activities more transparent; such consolidation
should include both international affiliates and domestic groups and
companies. With a view to encouraging improvements in reporting on
off-balance-sheet activities, the Basle Committee recently has issued rec
ommendations regarding public disclosure of banks' trading and deriva
tives activities.
A country's legal framework for banks and other companies defines the
rights of bank owners, the obligations of banks as debtors, and the rights
of banks' creditors. These laws facilitate market discipline by allowing
creditors to apply credible pressure and by allowing a market for corpo
rate control to drive out owners and managers who are not maintaining a
bank's value. Clear definitions of creditors' rights also facilitate exit of
unsound banks; transparency allows bank customers and other creditors
to protect their interests during the resolution process. The banking law
should establish rules governing the distribution of !osses of a failed bank,
so as to reduce conflict and speed the liquidation. For example, laws in
sorne countries provide that all creditors share pro rata in the assets of a
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failed bank. Others establish a hierarchy of prioriries for different classes
of creditors, in which collateralized daims and depositors' daims usually
must be satisfied before those of other creditors.
There is a public policy concern to foster the smooth exit of individual
banks to protect the payments system, enhance systemic stability, and
avoid negative externalities exerted by the continued functioning of weak
banks. Where closure policies are weak and unsound banks are permitted
to compete against sound banks, the former often have incentives to sur
vive in the short term by undercutting competitors in an unsustainable
way, which can ultimately weaken currently sound banks and increase res
olution costs. Therefore, the banking law should also authorize the super
visor to monitor, intervene in, close, and possibly liquidate unsound
banks, as discussed below. To carry out their roles and responsibilities suc
cessfully, supervisors need to operate in an institutional framework that
provides them with access tO the information they require to monitor
bank condition.

Supervision
Bank supervisors ensure that regulations are enforced, that markets
have information at their disposai, and thar there is a backstop to internai
governance and market discipline. As discussed in Appendix II, supervi
sion is conducted bath off-site, by monitoring reports that banks submit
to the supervisory authority, and on-site, by actually verifying the adequa
cy of asset valuations, the accuracy of prudencia! repons, and the quality
of internai contrais. Supervisors strive to analyze the financial condition
of banks, evaluate management, restrain unsound practices, and force the
exit of insolvent banks.87
Supervision to Reinforce Interna! Governance
Supervision confirms that bank managers are complying with regula
tions, provides information that owners can use to monitor managers,
helps ensure that bank owners and managers are fit and proper, and pro
vides a means for enforcing compliance with banking regulations.
A principal task of on-site supervision is to evaluate the accuracy of a
bank's reports and the quality of the bank's asset-valuation systems and
ensure that the balance sheet accurately reflects the bank's net worth.
On-site inspection should also address the quality of a bank's earnings,
N; Sorne supervisors use fonnalized rating systems such as 0\.'vŒL (capital, assetS, management, earn
ings, liquidity) or ROCA (risk management, operations, capital, assets) as a summary for this process; see
Appendix D.
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which are a source of cash flow and liquidity and an indicator of the
bank's viability. As mentioned above, profitability and capital provide a
reliable picture of total earnings only when adequate provisioning for
nonperforming assets has been made and the improper accrual of inter
est on past-due loans has been removed. While off-site analysis can pro
vide sorne indications in these areas, only on-site analysis can provide the
verification.
Similarly, bank compliance with prudencia! regulations is monitored by
the supervisors through off-site analysis and on-site inspection. The accu
racy of reported capital adequacy can only be verified on-site. Exposure to
credit, liquidity, interest rate, foreign exchange, and off-balance-sheet
risks and adherence to insider lending limits may be revealed by pruden
tial reporting, but it aIso needs to be verified by audit or inspection. Such
supervisory oversight ensures that bank managers and owners have incen
tives to comply with regulations, and to accurately value assets and off
balance-sheet exposures.
It is increasingly recognized that evaluation of the quality of manage
ment and the adequacy of internai controis and internai audit requires on
site inspection, since the market usually cannot adequately assess these
aspects of bank operations. Supervisors provide an independent outside
assessment. On-site inspection provides supervisors with a view of how
management monitors credit, liquidity, market, and foreign exchange risk.
Where deficiencies exist, supervisors may requjre that adequate systems
be established to monitor and manage risk and will advise bank managers
and owners. In thls way, internai governance is supplemented by provid
ing additional monitoring of staff on behalf of managers and of managers
on behalf of owners.
Given banks' increasing ability to rapidly change the composition of
their portfolios and their risk exposure, it is virtually impossible for any
single person within a bank, let alone anyone outside the bank, to accu
rately value a bank's asset portfolio. Oversight by management, owners,
and the market is becoming increasingly dependent on a bank's own
internai control systems. The supervisors' contribution to this process is
to assess both the quality of management and the adequacy of the poli
cies, procedures, and systems that are used internally to assess, limit, and
report on risk. In addition, supervisors are weil placed to take a systemic
view, and to notice where behavior that may appear rational to each indi
vidual bank, such as rapidly growing credü to a particular "hot" sector or
credit expansion due to capital inflows, may have heightened systemic
risk. In such cases, the supervisor can question banks' asset allocations,
cali for increased collateral, and encourage managers to take a more care
ful look at investment decisions. The Hong Kong Monetary Authority
(1 994) and the U.S. Comptroller of the Currency (Ludwig, 1995), for
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example, each recently issued a general warning to their banks that bank
quality was declining.
Bank owners and managers have a responsibility to ensure that bank
operations are consistent with all relevant laws and regulations. However,
the law must establish the enforcement authority of supervisors for cases
in which bank owners and managers are not in compliance. The law must
provide supervisors with the authority they need, including the ability to
act without political approval to impose a range of enforcement actions,
which might include cease-and-desist orders, fines, removal orders of
senior management and directors, and placement of the bank in conser
vatorship or liquidation. Their authority should enable supervisors to
encourage voluntary compliance, punish noncompliance, and campel cor
rective action.
Supervision to Reinforce Market Discipline

Supervision strengthens market discipline by helping to ensure that
accurate information is disclosed to market participants and that weak
banks are forced to exit the market. Supervisors may disclose information
directly to the market, by releasing aggregate data on the condition of the
banking system or on individual banks, or indirectly by verifying the
information provided to the market by the bank and its external auditors.
External audits can complement the supervisory process, but they can
nat substitute for it. External auditors can evaluate the consistency of
accounting methods, the accuracy of financial reports, and the adequacy
of internai risk-management systems. This information enhances the abil
ity of the market to judge the soundness of the bank. External auditors,
however, are usually hired by, and in sorne senses beholden to, the bank
itself. They may be reluctant to make strong negative statements about an
asset or a procedure. Moreover, bank management may not heed the audi
tors' warnings. For example, Barings's external auditors notified manage
ment of deficiencies in internai controls relating to derivatives activities
during the 1 992 audit. 88 In addition, auditors may not be permitted to
report unsafe and unsound practices to the supervisory agency, much Jess
to the markets. In this regard, the International Accounting Standards
Committee recommends giving auditors responsibilities to convey
adverse information to supervisors, and in recent years, many authorities,
including those of the EU, have increased the responsibilities of external
auditors.89 In sorne cases, supervisors may hire external auditors to pro
vide an independent assessment of a bank.
88 See the United Kingdom (1995), paragraphs 10.33.
s• See International Accounting Standards Committee (1995) and the European Union (1995), Article 5.
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The type of evaluation done by auditors tends to be backward look.ing;
it assesses whether procedures were followed and repayment schedules
met. Few extemal auditors can be counted upon to have the information
or skills to do the forward-look.ing asset valuation, including projections
for particular businesses and the economy as a whole, which is necessary
to assess a Joan portfolio and evaluate the future prospects of the bank (see
Appendix

1).

On-site supervision can monitor the quality of external

auditing and its consistency with the supervisors' assessment of the value
of the bank and its assets; however, since supervisory reports are not pub
lished, the market can only infer broad supervisory concurrence from the
fact that revisions to published audit reports have not been required.
Ideally, a system of prompt corrective actions will prevent banks from
becoming insolvent. For example, in 1991, the United States introduced
legislation (FDIC Improvement Act) that required supervisors to take
prompt corrective action once a bank reaches certain levels of undercapi
talization. Regulation and supervision, however, will not prevent banking
problems from occurring, and, as explained above, the market will not
always respond quickly enough to incipient insolvency.
Supervisory arrangements then must focus on preventing individual
bank failures from becoming systemic problems. The continued operation
of weak but solvent banks presents systemic dangers, including the poten
tial for destructive competition that could weaken other banks. If a bank
does become insolvent, it should be quickly closed and resolved; when this
occurs without systemic disruptions, the process of prudencia) oversight
can be deemed to be functioning properly in support of market discipline.

As noted earlier, market-led exit involves a first-come, first-served distri
bution of assets, which may run counter to desired liquidation priorities.
Furthermore, a precipitous withdrawal of resources from a single bank
could incite a crisis of confidence, which might spread throughout the
banking and payrnents systems.
Thus it is particularly important for supervisory action to be taken to
initiate or at least control closure. C!osure should certainly occur when a
bank becomes insolvent; preferably it would occur earlier, when the bank
becomes seriously undercapitalized. Supervisory data often provide the
basis for such action. If closure has been initiated by market forces, super
visors should be empowered and prepared to oversee and smooth the
process, for example, by closing a bank that is experiencing a run, so as to
put in place an orderly liquidation process.
Rapid closure and liquidation usually requires the ability to act outside
the standard corporate bankruptcy procedures and without political
approval. The bank.ing law should provide the supervisors with the
authority to close a bank and to liquidate it. A system of limited deposit
insurance can assist the authorities in maintaining sorne stability and in

©International Monetary Fund. Not for Redistribution

Extemal Govemance: Regulation and Supen;ision •

133

disposing of insolvent banks, promoting consolidation of creditors by
replacing dispersed depositors with the insurance fund as the principal
creditor. It can also provide polîtical caver for closure decisions.
The desirability of prompt action to enforce corrective measures or ini
tiate the conservatorship, restructuring, or liquidation of troubled banks
on strictly technical grounds without political interference reinforces the
need for adequate supervisory capacity, authority, and independence, dis
cussed below. Orderly bank faîlures should be viewed as powerful
reminders to other banks that the market system works and that they need
to remain sound. Implementing strong exit policies, încluding interven
tion before a bank is formally insolvent, would require a change in atti
tude in many countries. Often the aurhorities consider bank failures to be
evidence of a political or supervisory failure and go to considerable
lengths to avoid closure; however, the closure of individual banks without
systemic repercussions can be viewed in most cases as evidence that super
vision is indeed functioning.

Su pervisory Authority and lndependence
To function properly, the supervisory agency must have sufficient
capacity, authority, and independence. Supervision covers a range of activ
ities and requires adequate human and financial resources. The supervi
sory agency must have the capacity to provide inputs into legislation,
design regulations, evaluate owners and business plans of banks applying
for licenses, assess existing banks' net worth and Joan-valuation proce
dures, and analyze the management functions and internai contrais of
banks. To accomplish these and related tasks, the supervisory agency must
be able to attract and retain high-caliber employees and to provide them
with the necessary facilities, equipment, and training.
Beyond this basic capacity, the supervisory agency must have sufficient
authority, established by law, to carry out its duties. Necessary powers
in elude the authority to request data from banks, to conduct on-site exam
inations at the supervisor's discretion, and to enforce corrective actions
ranging from informai agreements, to cease-and-desist orders, to closure.
Supervisors must be able to act against banks without the delays and sub
versions that result from a need for political approval; their authority to
this end must be firmly established, along with legal protection for super
visors who are properly discharging their duties. In cases where the judi
cial system does not allow a speedy or impartial response, administrative
summary procedures may be required.
The efficiency and integrity of the oversight process is hampered when
the supervisory agency is not independent. Supervisory actions are often
unpopular. The supervisory agency should be institutionally structured to
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have sufficient independence to carry out its day-to-day operations with
out interference. In many countries, this also means that the supervisory
agency should have its own source of funding so that it cannot be held
hostage to politically motivated budget battles; such funding may come
from levies on banks being supervised. To ensure instirutional indepen
dence, provide adequate information flows between the supervisory
agency and the lender of last resort, and assure proper consideration of
banking system soundness objectives in the broader policy mix, the super
visory agency is most commonly located within the central bank.
Alternative arrangements that constitute the supervisory agency as a
separate administrative unit of government can also be appropriate; to a
great extent, the location of the supervisory agency in different countries
depends on historical, social, and political factors. Counrries with differ
ent institutional structures have been able to construct effective supervi
sory systems. It should be noted, though, that supervisory agencies subor
dinated to a government mirustry have often lost their ability to act
independently, particularly when the government stands to bear the costs
of bank closures or other supervisory actions. Supervision generally has
greater independence of action if it is not a part of the government.90
Regardless of its institutional location, it is clear that the supervisory
agency must develop a close working relationship with the central bank.
This is necessary because the central bank requires supervisory informa
tion to back its decisions as lender of last resort and because the central
bank should provide the supervisor with information on macroeconomie
policy and overall conditions in the banlcing system.
The concept of supervisory independence should encompass prudential
regulations, the appHcation of which should be independent of monetary
management. Prudencia! regulations are not monetary instruments to be
varied over the business cycle in an effort tO control domestic liquidity or
to promote recovery from a general or sectoral economie slowdown.
Using them in such a way could result in conflicts between supervisory
and monetary authorities, reduce the long-term safety of the banking sys
tem, and create the mistaken impression that flexibility in the compliance
with prudential regulations is acceptable. Rather, minimum regulatory
standards should be established so as to keep banks sound regardless of the
phase of the business cycle.9 1
Should a decline in general economie conditions cause a particular bank
to have difficulty in complying with regulatory standards, the authorities
may deem it appropriate to agree on a compliance program with that
Tuya and Zamalloa (1994).
The initial implementation of prudential regulations may have shon-term macroeconomie effects;
the need for phasing in such regulations is discussed below.
'Xl See
•1
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bank; in so doing, they would closely supervise the bank's operations and
monitor its progress toward meeting the regulatory standards. This need
not imply a generalized relaxation of such standards. On the other hand,
in periods of rapid growth in bank assets, increased monitoring of lending
to high-risk sectors is in order. This may result in caUs to stabilize or
reduce exposure to such sectors, or in stricter collateralization rules. Such
a tightening of prudential oversight is fully consistent with the supervisor's
responsibility to take an overall view of banking sector developments and
to act to maintain soundness when necessary.
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Challenges Confronting Regulation
and Supervision
The design and implementation of regulatory and supervisory policies
for banks present a number of challenges, including the need to carefully
direct policy toward legitimate and achievable objectives and the potential
for conflictS of interest at a number of levels. Ali too often legislators, reg
ulators, or supervisors fail to meet these challenges adequarely. For exam
ple, politicians may be tempted to use the banking system to achieve social
objectives they are unwilling to fund overtly in the budget, but which may
prejudice bank soundness. Poorly designed incentive structures may
encourage bank supervisors to pursue career interests that detract from
bank soundness. Furthermore, bank regulations frequently have a macro
economie impact. The authorities may legitimately phase in significant
escalations of regulations to moderate their impact and give banks time to
adjust to the new environment. It is not appropriate, however, to adjust
prudential regulations in an attempt to use them as macroeconomie poli

cy instrumentS.

Regulatory Failure
Regulations may fa il by being too Jax, too intrusive, poorly designed, or
inadequately implemented. Regulatory failure in sorne form was a factor
in ali of the countries in our sam pie, with the possible exception of Kuwait
(see Table 16). Where regulations are insufficiently strict or comprehen
sive, the solution is clear. Correcting a situation of regulatory capture,
whjch occurs when regulators or legislators are allied with banlcing inter
estS, is likely to be difficult, but here too the prescription is clear. On the
other hand, banking regulations may also be too intrusive, raising the cost
of compliance and reducing bank efficiency and the scope for innovation.
Bank behavior is often dictared by regulations that are more quasi-fis
cal than prudencia!. For example, laws in sorne countries require banks to
136
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Table 16. Deficiencies in Regulation and Supervision1
Argentina (1 980-82): Changes in the regulatory framework lagged behind liberalization,
and certain favored loans were excluded from capital requirements. Prudential
regulations were fairly comprehensive, but the supervisory agency lacked resources to
keep up with the growth in the financial sector. Supervisors checked compliance rather
than credit quality, ceased conducting on-site inspections in the years before the crisis,
and lacked strong exit powers.
(1 989-90): Supervision remained weak and allowed banks to grow rapidly before the
crisis. Reserve requirements were very high.
(1 995): The system had too many smaller banks because entry was easy. Supervisors
allowed banks to grow rapidly before the crisis.
Bangladesh (1 980s-present): Prudential oversight needs many improvements; monitoring
compliance with loan classification and provisioning ru les is especially weak, as are exit
policies.

Bolivia (1994-present): The supervisory agency has adequate information; however, the
implementation and enforcement of regulations are inadequate, especially the
requirements regarding liquidity and loan classification and provisioning.
Brazil (1 994-present): The central bank's powers to remove management and apply
corrective actions were limited until November 1995, when new legislation was
enacted. Weaknesses in the regulatory and supervisory structure are being addressed by
the authorities.
Chile (1981-86): Lax supervision allowed interlocking ownership patterns (with
connected lending accounting for 21% of outstanding loans at the 5 largest banks in
1982) and facilitated excessive risk taking and unsound lending practices (including the
fast accumulation of short-lerm debt and "distress borrowing"). Prudential regulations
were a Iso weak-loan classification and financial ratings were only introduced in
1980-82.
Czech Republic (1 991 -present): Following the transition from a monobank system,
prudential regulations were put in place, but their implementation had to be tightened in
1994.
Egypt (1991-95): Banking supervision and regulation have improved substantially since
1991.

Estonia (1992-95): Licensing was weak-the capital requirements for new banks were
inadequate and other prudential regulations were lacking. Supervision was inadequate
and allowed fast growth, risky portfolios, insider lending, and inadequate loan
classification and provisioning.
Finland (1991-94): Supervision under the Ministry of Finance lagged behind der�gulation
and, until 1991, lacked authority and resources. The supervisory agency checked
compliance with ru les rather than risk management and did not supervise savings or
cooperative banks.
France (1991 -95): Although the laws, regulations and enforcement powers were
adequate, and although the supervisor (the Commission Bancaire) has the authority,
skills, and resources it needs, its effectiveness is being questioned. The superviser was
aware of Crédit Lyonnais's problems in 1991 but did not disclose them until the first
rescue in 1993 and then allowed them to continue so that a second rescue was needed
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in 1995. For example, Crédit Lyonnais was allowed to grow rapidly and to assume risky
exposures in real estate and to a few large borrowers. ln general, however, there is no
political interference in supervision.
Ghana (1 983-89): There was an inadequate legal, regulatory, and supervisory framework
that did not include capital adequacy, loan provisioning, and other key requirements.
The insufficient supervisory capacity left most banks unexamined and allowed one bank
to operate with an unclear legal status.
Hungary ( 1 987-present): A prudential and regulatory system has been established but is
hampered by weak accounting and fragmentation.

lndonesia (1 992-present): Prudential regulations broadly conforming to Basle standards
were introduced in 1991, but enforcement is uneven and a system for resolving failed
banks has yet to be developed. For example, shareholders' consent is needed to close a
bank.
)apan (1992-present): Foreclosures are difficult; the authorities lack the power to close
failing banks without shareholders' consent o r a court order. Credit cooperatives were
supervised by the authorities in the prefectures, but supervision was inadequate. The
Ministry of Finance applied forbearance between 1993 and 1 995 to insolvent credit
cooperatives.
Kazakstan (1991-95): Too many new licenses have been issued. Bank closures are taking
place, but supervision is understaffed, loan classification and provisioning is very recent,
and provisions are not tax deductible. There is a Jack of standards for risk diversification
and connected lending.
Kuwait (1 990-91): Bank supervision was strengthened following the banking collapse
associated with problems in the informai stock market in 1982 and was further
strengthened in 1993-95.
Latvia (1995-present): Liberal licensing requirements and lax supervision allowed a
proliferation of unsound banks. Enforcement of prudential regulations and exit poliry
was inadequate.
Lithuania (1 995-present): There is insufficient implementation of ali prudential
regulations, particularly capital adequacy. Enforcement of exit policies has been difficul!.
Malaysia (1 985-88): Supervision was slow in dea ling with the problems thar developed,

partly because responsibility was split between the Ministry of Finance and the central
bank. There was a lack of regulations dealing with loans to single and connected
borrowers, suspension of interest, loan classification and provisioning, reporting
consolidated positions and authority to effect exit and take enforcement actions.
Supervision was much weaker for nonbank financial institutions and illegal deposit
taking institutions were allowed to operate.
Mexico (1 994-present): Supervisory and regulatory standards were weak. There were no
limits on credits to related parties, until they were introduced in 1992 and 1994.
Norway (1 987-93): Capital regulations were weak. Supervision lacked resources and
lagged behind deregulation; it monitored compliance with reserve requirements rather
than credit quality and avoided closing banks. The situation worsened when the
supervisory agency was merged with the insurance regulator in 1986, in a process that
preoccupied the staff and diverted them from on-site inspections, which almost ceased.
There were aIso problems with staffing because of low salaries.
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Table 1 6 (continued)
Pakistan ( 1 980-present): Supervision, which has staffing problems, focuses on formai
compliance with legal and administrative issues. Prudential analysis remains embryonic.
Paraguay (1995-present): Rules for loan classification and provisioning have been
partially implemented but they were long delayed. The superviser has inadequate exit
powers, and there is political interference in the supervision process.
Philippines (1981-87): Prudential regulations regarding capital adequacy, connected
lending, and relations between a bank and its subsidiaries were relaxed and, even then,
were not enforced in the years before the cr isis. Reforms were delayed and regulations
were not enforced because of the political climate. Fast loan growth and heavy insider
lending resulted. Accounting standards, loan classification and provisioning rules, and
exit policies were inadequate.
Poland (1991-present): Too many new licenses were issued. lmproved laws and
regulations have been introduced, but they are not yet fully effective. There is now both
off- and on-site supervision.
Russia ( 1 992-present): An adequate supervisory framework exists although improved
coordination between on-site and off-site supervision is needed and some further
modification in prudential regulations is necessary. For example, restrictions on insider
lending, correspondent banking, and foreign exchange exposure are inadequate.
Enforcement of supervisory regulations is lax and exit legislation is inadequate.
Spain (1977-85): Licensing was relaxed. Supervision was antiquated and had not kept up
with dercgulation; it checked compliance with regulations rather than credit quality.
Prudential regulations were inadequate and yet were eased before the crisis. Those that
remained were not enforced.
Sweden (1 990-93): The large exposure regulations on loans to one borrower were
insufficient and there were no regulations to restrain foreign borrowing. Bank closure
was subject to the general corporate bankruptcy code. Bank supervision lagged
deregulation and it allowed fast growth and risky asset portfolios.
Tanzania ( 1 988-present): Prudential regulations were weak; supervision was lax and
concentrated on compliance with credit allocation plans rather than financial condition.
There was inadequate loan classification and provisioning.
Thailand (1 983-87): The regulatory system was inflexible and subject to political
influence. Inadequate licensing practices allowed concentrated ownership with conflicts
of interest and undiversified portfolio composition. Supervisory responsibility was split
between the central bank and the Ministry of Finance. The Ministry of Finance lacked
strong exit and enforcement powers. There was lax oversight of capital adequacy and
loan classification and provisioning. Unpaid interesl was capitalized. Bank regulations
were relaxed before the crisis and, even then, they were not enforced. There were no on
site inspections and no consolidated oversight.
Turkey (1994): Problems of coordination between the Ministry of Finance and the central
bank impeded effective prudential oversight. Regulations on open foreign exchange
positions and accounting standards were inadequate. The supervisory system needed
improved instruments for dealing with problem banks and was unable to enforce rules
on connected lending, which was often hidden in subsidiaries.

©International Monetary Fund. Not for Redistribution

140

•

BM'K SOU1\TONESS MTO MACROECONOMie POLICY
Table 1 6 (concluded)

United States (1 980-92): Regulation and supervision were adequate for banks for the
most part although prompt corrective action requirements were lacking until 1991.
Prudential regulation and supervision lagged deregulation in the thrift industry and were
seriously deficient, encouraging savings and loans to hide their insolvency and continue
operating in the hopes that they would "grow" out of their problems by taking more
deposits and undertaking newly provided activities. There was political interference in
the supervision of the thrift industry.
Venezuela (1 994-present): Laws, regulations, and enforcement, especially regarding
capital, Joan classification, and provisioning were weak. Supervision lacked resources
and basic tools, checked compliance rather than solvency, and did not conduct

consolidated oversight, with the result that financial groups were able to hide problems.

Under the 1995 Financial Emergency Law, most key supervisory decisions, such as
revocation of licenses and requiring recapitalization, must be approved by the Financial
Emergency Board, which is outside the supervisory agency.
Zambia (1 994-present): An inadequate prudential framework was improved in 1 994.
licensing requirements, however, continued to be deficient. Supervisors Jack authority to
discipline or close problem banks.
' Years in parentheses denote the period of banking problems.

extend loans that would otherwise not be extended, by designating prior
ity sectors or mandating "community reinvestment" requirements.92
Liquid asset ratios and similar portfolio regulations may require banks to
!end to the govemment or other entities thar issue eligible assets, often at
below-market yields. Sectoral lending priorities or creating a particular
type of banbng system (e.g., a system composed of small local banks) is
usually politically dictated, with the intent of achieving sorne social objec
tives. Interest rate controls may also be irnposed in pursuit of certain
resource allocation goals. These objectives may be achieved, but often at
the expense of distorted priees, irnpeded market development, and
increased bank fragility. Government developrnent and social welfare
policies are better handled transparently through budgetary allocations
rather than by imposing regulations that could impair bank soundness.
The pursuit of economie efficiency along with banking system stability
requires careful review of regulatory and supervisory policies to see that
they are in line with the environrnent and enhance, rather than reduce,
bank soundness and market discipline.93 The international trend toward
deregulation and financial liberalization reflects the experience that
macroeconomie and allocative controls on bank behavior tend to be inef91 Priority sectors may be favored domestic industries,

or classes of citizens (as in Malaysia); for a dis

cussion of community reinvcscnent requirements in the United States, see Benston ( 1986).
9l This has been referred m a s "market-friendly supervision• (Padoa-Schioppa,

1995).
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fecrive and inefficient.94 However, microeconom ie efficiency (and priva te
profit) may at times usefu lly be traded for stability (and public bt:nefiL}
through pruden rial or consumer protection regulation ; such stabi lit)
enhances overall market efficiency. At the same tim e, these regulat ion�
should not remove the market's incentive to moni tor bank behavior, by
crcat i ng excessive deposit guarantees or by interfering so strongl�· in
bank1ng acrivities thar the public in fers an i mpl tcit govern men r back mg
for the banks. Similarly, regulations must not shelter banks from hea lth \
com peti tion or from the marker for corporatc control. For t:xam plc,
Prowst: (1995) presen ts evidence thar the effectiveness of boa rd inrcrn�n
non and of hostile takeovcrs as disci pl ma!) mechanisms was rcdu œd f01
U .S. banks relativt: to manu factu rin g compa ni cs and attribuees th1s in part
w banking rcgulauon.
ln many J u ri sdicrions, different parts of domesnc financi:1l conglomt:r
ares art: superviscd by different authoriries. \\'hich m stitutions and acti\
1tics art: subject to hankmg laws n ceds ro be care ful l; defined, �o th�H thL
po'>slhi l i t) for regulatO!) :lrb i tragc arnong d omcsti c regu btor� of hank•
and other tlna nci a l institutions is limitcd.

Supervisory Failure
...;upenïso�· failurL usua lly takcs the form of forbear:liKt:--.m .ll l U '>
mc.:n t m the interpretation of rules to accommoda tc problcm h�tn b or
[lil ure to ;tet in a ti mely rnnnncr to prcvent or addrcss unsound i>ankmt.
This can occu r for a num bcr of rcasons. Supcn'lsors may not h�IH' tl t
abi liry to act indepcndentl), becaus e of inadequ:1re org:Jnl7:nion.ll �tn•t
turc or di rect pol i tict l interference. \Vherc rhc pol inca] w i ll re' en fnrlt
rc!!u l :ni ons and supen·isory s tandards 1s mJssing, supervisiOn is unlikt:h tu
o.;uccced in kœpmg the ba nki n g system sound. Somc fonn of o;upen J�or,
f:ti l un: was a factor in almŒt ali of the sampl c coumncs (E1l>lc Ui).
'lupcrvbors m somc cou n rrics d t:\'elop longst:lnding rda uonsh 1 p' \\'Il�
the h�mk
s rher O\'ersec . ..;;uc h supcn•i sors arc subjen LO rcgui. Jtol') LlJltlll't'
:1 procc.:-,s 111 \\ hich Lht· supenïsor identifies more dosch wnh tht• h�llkll'l
mdust!)' th:1n wiLh Lhc puhh<. imcrest, :md may st:e his rolt: <1� prott·cing
r:nhcr tha n disci phn i ng, the banking mdust � ·CJ'
lkcausc the public oftcn pcrcCI\'t:S th t: superv1sor's only rolc .t'> prt:\ l'Ill
mg bank r:11lurcs rather rhan :�s cnsu ring the exit of wca k banks so s t•
maintain systcmir.: soundnc�,-,. su pcn·1sors ma� be reluctant tt> clo...c b.nk
�
•

•

��t.� \itt.l� ( 1 ttfl�).

ln COlUHflc� wh�rr 'UPl'n·i\urs rout'tèly tlnd

1•Jlthc "r."rtur, rcg.ul.triun� 111\l)t hr: u1 pl.:u:e to

c.tl<' th.n thi> wos a prohlern

m .I·•P·'".

en ,,lu)111t'nl an tl1ç h.ln�mg !ic:ctur cftr:t le.
' :
.ufdn.
. �.. pott:ru�.1 cnnt11cu of wr�r•'\t \\dl1.t0 � 1'11-U· nu
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Supervisory accountability may be laclcing, particularly when supervision
is part of a bureaucracy in which responsibility for talcing tough decisions
is not clearly allocated. In addition, political interference may prevent
intervention in a bank.
A common reaction to the emergence of banlcing distress is for the
authorities to adopt a "wait-and-see" attitude, hoping that the difficulties
are temporary, that no serious threat to the financial system is posed, and
that any problems will either resolve themselves or remain submerged
until after someone else takes office. This can occur where supervisory
systems are not sufficiently independent or are underfunded and Jack
qualified staff; consequently, authorities are wary of taking potentially
comroversial decisions. Forbearance, delay, or cover-up may be abetted by
ambiguous assignment of responsibility and a lack of accountability. lt can
also occur in well-developed systems where authorities have become more
concerned about their reputation for overseeing a system with no visible
difficulties than about resolving barnking problems. Deposit insurance
may further exacerbate the problem by removing pressure from deposi
tors as a potential spur to action.96
Delay in addressing unsound banks is rarely effective and usually detri
mental. Unsound banks continue to operate, weakening initially sound
competitors and increasing the likelihood of systernic difficulties.
Furthermore, unsound banks tend to take on even more risk or may be
looted by insiders, which ultimately increases resolution costs.
Supervisory failure may also result in weakened effectiveness of regula
tion. Supervisors, sometimes under political pressure, may try to keep a
banlcing system afloat by lowering capital standards, by allowing contin
ued unfettered operation with Jess-than-adequate capital, or by permit
ting increased risk exposure. This in turn may delay corrective actions
until after a bank has become insolvent. Despite this, supervisors in sev
era! countries have relaxed or failed to strengthen valuation and account
ing standards when banks were weak, ostensibly to give the banks time to
grow out of their problems. For example, U.S. regulators adopted
accounting standards that disguised insolvency during the savings and
Joan debacle (United States, General Accounting Office, 1985). Account
ing procedures obscured the true condition of]apanese banks and thrifts;
corrective measures were first promised by the Bankers' Association,
rather than the supervisors ("Japan," November 1995). ln these and other
cases, delay exacerbated unsoundness.
Systems in which supervisors either do not promulgate regulations
independently or enforce those regulations unfailingly often result in the

96 See Allen and 5allll<lers

(J99J).

©International Monetary Fund. Not for Redistribution

Chal/mges Confrontiug Regulation and Supervision

•

143

continued operation ofweak, undercapitalized banks. Banking laws can be
written, however, so as to limit the possibility of supervisory failure. The
law should be flexible enough to allow the supervisors to apply succes
sively more stringent corrective measures, while being firm enough to
limit supervisory forbearance. It should also protect supervisors acting
professionally, and limit lawsuits or other actions against them. Rules gov
erning prompt corrective actions to be taken against banks that are not
complying with the laws and regulations should be established in the law.
Even with such provisions in place, there are limits to what regulation and
supervision can accomplish.
Market participants will always be changing and innovating, and testing
the limits of legality and prudence. Regula tors and supervisors will almost
always be a few steps behind, trying to adapt rules and supervisory proce
dures to the latest fmancia1 products and developments in financial mar
kets. Innovation and capital market liberalization have made it easier for
banks to circumvent existing regulations on net foreign exchange posi
tions and leverage. Liberalization also makes it possible for banks to blind
supervisors to their risk taking by engaging in complex offshore activities
especially when conducted through derivative instruments. For example,
Mexican banks' use of structured notes and other offshore transactions to
weaken the impact of domestic financial regulations is often cited as a fac
tor contributing to the pressure on the peso in late 1994.
In general, supervisors will not be able to anticipate sufficiently to out
engineer the financial engineers. At the same time, other market partici
pants will often have insights that supervisors Jack. Supervision and regu
lation must therefore work alongside, and encourage, dynamic market and
internai forces. Thus prudential regulation and supervision should be
viewed as just one parr of a comprehensive sysœm of guidllttce l!ttd ineen

tives influencing bank behavior; the system must also include market dis
cipline and strong internai governance.
Macroeconomie Effects of Prudential Regulations
As explained earlier, bank activities affect macroeconomie conditions,
particularly in the monetary area. Prudencia! policies and regulations that
delimit bank activities will therefore have macroeconomie implications.
Much of the concem in this area has been over strengthening capital
requirements, which, it has been argued, could reduce bank lending and
slow economie growth. Other prudencia! regulations, however, may also
have a macroeconomie impact. This does not represent a form of regula
tory or supervisory failure and does not argue for suspension of such reg
ulations. The macroeconomie impact of prudential policies can be antici
pated, and implementation of such policies can be adjusted accordingly.
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Capital Standards
A frequently cited example of the influence of prudential policies on
monetary and macroeconomie conditions is the impact of the 1988 Basle
capital standards on credit conditions in the major industrial countries.
There was a slowdown in credit growth in a number of countries during
1 988-9 1, which appears to have lengthened or worsened cyclical down
tums. It is likely the case that this slowdown, referred to as a "credit
crunch," was in part the result of the increase in capital that banks were
required to hold against assets. Banks apparently responded to the new
capital requirements by reducing the volume of credit extended or by
increasing their interest margins to build up own capital.
It is difficult to fully substamiate whether capital constraints con
tributed to the credit slowdown, however, since the demand and supply
schedules for loans are not directly observable.97 While the contribution
of capital adequacy requirements to the U.S. credit crunch of 1988-91
cannat be isolated,98 sorne studies have found evidence that growth in
lending by U.S. banks that were constrained by the new capital standards
was slower than the growth of lending by better capitalized banks.99 On
the other hand, the Bank ofEngland concluded that the U.K. credit slow
dawn resulted from decreased borrowing capacity and banks' concern to
tighten standards and improve profitability, rather than from problems in
meeting the international capital adequacy standard.HlO Japanese banks
widened their margins and adopted a more restrictive lending stance from
1 988 to 1991, but observers differ as to whether or not wider bank mar
gins reduced the macroeconomie impact of looser monetary policy, and
whether the reduction in credit was due to a capital constraint or was
mainly demand driven. 101 Thus the evidence is mixed, but there is sorne
theoretica1 and empirical support for a capital-induced credit crunch.
Capital adequacy requirements can affect credit expansion in two dis
tinct ways: they campel banks to build up sufficient capital at the rime
when ratios are initially imposed, and they campel banks to reduce risk
assets when the capital constraint becomes binding. To sorne extent, these
rules reinforce what should occur naturally. Banks should maintain ade
quate capitalization to support the risks they assume. A credit crunch sur
rounding a rise in capital requirements should be transitory, and may
reflect other distortions (such as a real estate bubble) that have resulted in
overextension that is difficult to reverse to meet a higher capital-to-asset
See Goldsrein and others (1992), Chaprer ID.
"" See for example, Cantor and Wenninger (1993).
Q<l Brinlanann and Horvirz (1995).
tOO Bank of England (1991).
tOt See Fairlamb (1994) and Shinagawa (1993).
97
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ratio. If default rates rise in an economie downturn, capital will be
reduced. Total assets will also decline as loans are written off, but the Joss
in asset-carrying capacity will be greater owing to the leveraging of bank
capital-if a Joan of 100 is written off, minimum required capital would
decline by 8 but actual capital would decline by the full 100.
The effects of an economie downturn on bank assets will result in
reduced capital due to Joan write-offs. Thus the effects of minimum cap
ital ratios tend to be procyclical, binding during recessions and asset priee
depressions; 102 however, capital adequacy ratios will also dampen volatili
ty in the longer term. Thus, discussion of the effects of the Basle Capital
Accord needs also to take into account the timing of implementation. Had
srricter capital standards been applied in the early 1980s, a larger capital
cushion would have been available to absorb !osses later in the decade, and
capital might not have become a binding constraint on credit growth. l03
Other Prudential Instruments

Concern for macroeconomie effects extends also to other regulatory
and prudencia] instruments, including liquidity, interest exposure, foreign
exchange exposure, Joan limits, and other prudencia! standards. These
may constrain banks' asset allocation, resulting in higher costs or reduced
incarne, and increasing interest rate spreads. For example, a number of
historical periods of tight money in the United States have been linked to
regulatory action, in particular to actions regulating interest rates.I04 If
prudential regulations require banks to hold more liquid assets, and these
yield Jess than other assets the bank rnight have chosen, the reduced
incarne will be reflected in wider spreads.I05 Loan-loss provisioning will
similarly increase bank expenses and contribute to wider spreads.
Excessively stringent regulations may be cause for concern. However,
to the extent that prudential regulations merely force a recognition of the
true costs of doing business safely, the higher priee paid by borrowers and
the lower yield to depositors do not mean that regulation has created
additional costs for banks. Rather, wider interest rate spreads reflect a
shifting of costs from the deposit insurer or lender of last resort and to the
consumers of banking services.
IOl

See Goodhart (1995) and Blum and Hellwig (1995).
In addition, the asser priee n
i flation thar resulred in rhose !osses mighr nor have oceurred ro the
same degree; see Alexander and Caramazza (1994). Cantor and Wenninger (1993) present views thar the
regulamry failure lay in nor conraining the excesses of earlier years.
Il>< Romer and Romer {1993).
lOS Reserve requiremenrs may also have an impact on both banks and the macroeconomy (see, for
example, Chari, jones, and Manuelli (1995) and Spiegel (1995)); however, reserve requiremenrs should be
considered monetary rather rhan prudencia! instruments, even though they overlap liquidiry rules to sorne
IOJ

exrenr.
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Regulations may have spillover effects on other financial instruments.
Prudencia! rules on liquidity management by commercial banks typically
also affect the demand for, and yield of, liquid assets such as treasury bills
and commercial paper. In addition to the possible impact of systemwide
regulations on bank lending and interest rates, actions taken to limit the
activities of certain banks may also have an impact. For example, supervi
sory intervention to li mit deposit acquisition by weak banks may remove
a source of upward interest rate pressure and reduce credit growth. The
actual effects of prudential regulations will ultimately depend on the par
ticular circumstances of the banking system and the economy as a whole.

Cyclical Adjustment of Prudential Regulations
Prudencia! policies should be devoted to creating a framework for
sound banks rather than diverted to cyclical demand management.
Therefore, prudencia] requirements should not be viewed as an addition
al monetary policy tool. While regulations could potentially be adjusted
over time to produce procyclical or countercyclical effects on the econo
my, such an approach to prudential regulation is likely to introduce con
fliers of interest within the central bank and weaken the banking system in
the long run. For example, expansionary policy could be reinforced by
reducing capital requirements.I06 This policy tool, however, could be dif
ficult to reverse, with the result that over time the banking system could
tend toward lower levels of capital and greater risk of insolvency.
It has been argued that in sorne circumstances prudential regulations
could weaken the effectiveness of monetary policy instruments. For exam
ple, a stimulatory monetary policy may be Jess effective when capital ade
quacy regulations constrain bank credit expansion, since the central bank
can control access to, or the cost of, borrowed funds, but does not control
the supply of bank capitaJ. 107 While that is true, there are many aspects of
credit creation that the central bank cannot control, such as the supply of
bankable projects and the credit-screening process. Central banks nor
mally do not seek to control these aspects of credit creation, since it is not
desirable to expand the supply of questionable credit.
Arguments against maintaining strict prudencia) standards on monetary
management grounds focus excessively on short-term considerations. The
central bank should not seek to expand the supply of credit based on an
insecure capital foundation. During periods of economie stress, banks
should be encouraged not only to maintain the minimum level of capital,
but to build up additional capital if possible, for example, by refraining
106 This is suggesred by Goodharr
107 See Brockelmann (1995).

(1995).
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from paying dividends. In the medium to long tem1, there is no inconsis
tency in striving for effective monetary control, strong banks, and sound
prudential policies. In fact, an effective system of prudential regulations
that fosters a sound banking system will increase the flexibility and effec
tiveness of monetary policy instruments, which should enhance monetary
control in a reasonably stable economy.

Transitional Arrangements in Raisin g Prudencia) Standards
Understanding the potential short-run effects of raising prudential
standards leads to a policy approach that recognizes that any changes in
prudential regulations should be phased to take account of the capacity of
the banking system to adjust and of broader macroeconomie trends. An
increase or decrease in capital adequacy ratios can leave the banking sys
tem starved of or flush with capital. Either could cause problems, depend
ing on current and prospective macroeconomie conditions. For this rea
son, the Basle Capital Accord was phased in over a period of four years.
Similarly, the introduction of new or higher liquidity, interest exposure,
loan limits, and other prudential standards needs to be undertaken with
due regard for the short-term effects on the banking system and the mon
etary stance. Prudentia1 policies should be tightened gradually. Any for
bearance that may be required must be monitored and phased out under
an enforceable compliance timetable.

©International Monetary Fund. Not for Redistribution
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The internationalization of bank.ing has created additional concerns in

a number of areas. Individual banks operate in multiple jurisdictions and
even banks operating from a single jurisdiction may have extensive inter
national risk exposure. Three key concerns arise. First, the complicated
corporate structure of international banks and the fact that operations are
often based in different jurisdictions make supervision difficult. Second,
the portability of many banking transactions may provide opportunities
for sorne institutions to engage in regulatory arbitrage by officially
recording transactions in the jurisdiction with the !east onerous regulato

ry regime. This cao result in a bank taking on excessive risk, which may
be poorly monitored because of the dïfficulty in supervising international
banks. It may also lead to competitive deregulation among jurisdictions
eager to see their financial sectors grow. Ill-considered deregulation could
result in systemic weakness. Finally, the extent of international linkages
between banks and bank.ing systems makes it more and more likely that
any significant bank.ing crisis will have international or global dimensions.

As there is no recognized international supervisory authority, respons
es to these issues have taken the form of bilateral arrangements, multilat
eral agreements in a few areas, and efforts at coordination on the part of
international organizations.

lntemational Cooperation to Reinforce the
Operating Environment
Even in an era of global finance, the framework for bank.ing is still
country specifie and may be enforced by different authorities both withïn
and between countries. For example, foreign branches may be supervised
by home-country supervisors using criteria different from those used by
host-country supervisors. Just as the domestic operating environment may
provide opportunities for regulatory arbitrage between financial institu-

148
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rions subject to different regulatory regimes, international differences in
laws, accounting standards, supervi.sory rules, and exit procedures provide
scope for such arbitrage. Regulatory arbitrage can resuJt in competition
among banks on an unequal basis and in decreased effectiveness of super
vision as financial activities will tend to shift to jurisdictions where over
sight is the most Jax.
International harmonization of regulatory and supervisory standards
can improve the operating environment for banks that are internationally
active by simplifying banks' operations in an increasingly integrated
international economy. Harmoniz.ation can make easier the conduct of
consolidated supervision of domestic banks operating abroad, improve the
oversight of foreign banks' local operations, and bring additional disci
pline to local regulatory structures. Harmonization also removes the
incentives for competitive deregulation or regulatory arbitrage.
The Basle Committee has played a leading role in international efforts

toward supervisory cooperation and regulatary harrnonization. 108 The
Basle Committee was established at the end of

1974

by the central bank

governors of the industrial countries comprising the Group of Ten, in
response to the growing awareness of the need to improve international
supervisory collaboration, made more acute by the Herstatt and Franklin
National Bank crises (Freeland,

1994,

and Thompson,

1994).

ln particu

lar, a Jack of intemationally coordinated supervision allowed the failure of
Bankhaus Herstatt in

1974 to spill

over to banks in the United States.

The first significant agreement by the Basle Committee, the

197 5 Basle

Concordat, was an attempt to clarify the operating environment for banks
by establishing a set of principles governing the way in which the super
vision of banks' foreign branches, subsidiaries, and joint ventures is car
ried out. As subsequently revised (see Box

1),

the Basle Concordat

attempts to ensure that no institution escapes adequate supervision. lt
should be noted, however, that not ali countries participate in or fully
implement the Basle Concordat, and that it did not avoid coordination
problems when BCCI, Meridien, and Barings failed.
ln the context of the EU,109 a broader effort to harmonize the operat
ing environment of banks across coun tries has been made. The European
Economie Community treaty recognized that the liberalization of capital
movements would be necessary to ensure the proper functioning of the
common market. Since

1977,

the EU has adopted a series of banking

directives; these directives oblige EU member states to adapt their nation-

Dale (1994) discusses the evolution ofinternational efforts from cooperation to harmonization.
are applied also in the countries of the European Economie Area,
comprising ali EU member states, plus lceland, Norway, and Liechtenstein. The rules are therefore
applicable in a banlcing marker of 370 million people.
lm<

109 The banlcing rules of the EU
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Box

1. The Basle

Concordat

The Basle Committee's first priority was to discuss modalities for inter
national cooperation in closing gaps in the supervisory net for international
banks and in improving supervisory understanding and the quality of bank
ing supervision worldwide. Its approach was based on two basic principles:
that no foreign banking establishment should escape supervision and that
supervision should be adequate.
The original Concordat, entitled "Report on the Supervision of Banks'
Foreign Establishments," was published in September 1975. It is a set of
broad guidelines demarcating responsibilities among national supervisory
authorities for banks' foreign branches, subsidiaries, and joint ventures:
supervising liquidity should be the primary responsibility of host authorities,
while supervising solvency should be the responsibility of home authorities
for branches, and of host authorities for subsidiaries.
In May 1983, a revised Concordat on "Principles for the Supervision of
Banks' Foreign Establishments" replaced the 1975 text. It incorporates the
principle of consolidated supervision and fùls sorne gaps in the supervision
of international banks that appeared n
i sorne countries, especially offshore
banking centers. In April 1990, a "Supplement co the Concordat" was issued
to define more clearly how the Concordat was to be implemented in prac
tice, seeking to ensure that adequate information flows between supervisory
authorities. InJuly 1992, foliO\ving the BCCI incident, the Basle Committee
issued more stringent "minimum standards" to reinforce the Concordat.
Nore: Prepared by Olivier Frécaut, Monernry and E.•change Affairs Department.

al legislation. The First Banking Directive of

1977 establishes the princi
ple of mandatory licensing and sets common basic licensing requirements.

The Second Banking Directive

(1 989)

addresses a range of minimum

standards, and provides that an institution authorized in one member state
can operate in ail member states. Along with this single banking license"
"

principle, other measures to establish harmonized standards of operation,
minimum cover for deposit insurance, and the exercise of banking super
vision on a consolidated basis have strengthened and unH]ed the operat
ing framework for banking across the EU.
The global framework for financial markets has also been considered in
the context of payment system development. International initiatives in
this area have been advanced by a number of public and private organiza
tions and groups. Many of the major-and most broadly accepted-ini
tiatives have been led by the Group of Experts on Payment Systems and
subsequently by the Committee on Payment and Settlement Systems of
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the Central Banks of the Group ofTen Countries. Their work has includ
ed proposais to minimize foreign exchange settlement risk, as weil as risks
arising in domestic payments and securities transfer systems. This has
included proposing standards for domestic currency and foreign exchange
netting systems . 1 1 o I n addition, the United Nations Commission on
International Trade Law has done considerable work on mode) laws on
credit transfers, while the EU Working Committee on EU Payments
Systems has worked on the minimum common features for domestic pay
ment systems within the EU, as well as on the design of both domestic and
pan-EU, real-rime, gross-settlement systems. l 1 1
International Cooperation to Reinforce
Internai Governance

The most important initiative to reinforce internai governance interna
tionally has been the widespread implementation of minimum capital ade
quacy standards. While many countries have individually established cap
ital adequacy standards, the most prominent international standard and
the primary vehicle for harmonization in this area is the Basle Capital
Accord, discussed earlier. While most countries are not bound by the
Accord, many have adopted the same standards, and it is doubtless that
the attention focused on the issue of capital adequacy by the internation
al agreement has facilitated widespread re-examination of existing stan
dards in many countries other those of the Group ofTen.
Again, in the context of the EU, a broader range of initiatives to rein
force internai governance has been taken. For example, the First Banking
Directive requires that "there shall be at !east two persons who effective
ly direct the business of the credit institution." (European Union, 1977,
Article 3). Subsequent directives have set concrete conduct of business
standards for banks. The minimum leve! of initial capital has been set at
ECU 5 million. A risk-weighted capital adequacy ratio of 8 percent is
applied. Banks' holdings of equity in individual nonfinancial institutions
are limited to 1 5 percent of the bank's capital, with the total of such hold
ings limited to 60 percent of capital. Large exposures to a single borrowno The main initiatives regardi
ng foreign exchange sertlemenr risks were presenred in "Report on
Nening Schemes" (February 1989), "Report of rhe Commitree on Inrerbank Nercing Schemes"
(November 1990), "Cencral Bank Paymenr and Sertlemenc Services with Respect ro Cross-Border and
Mu1ti-Currency Transactions" (September 1993), and "Report of the Steering Group on Sertlemenc Risk
in Foreign Exchange Transactions" (March 1996). The main initiatives regarding risks in domescic pay
mems and securicies rransfer systems were presenred in "Delivery Versus Paymenr in Securities
Serdement Systems" (September 1992).
Ill Their main proposais are presenred in "Report ro the Council of the European Monetary Instituee
on che TARGET System" (May 1995) and "Minimum Common Fearures for Domestic Payment
Systems" (November 1993).
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er or connected group of borrowers are limited to 2 5 percent of the bank's
capital, with an aggregate maximum of 800 percent of capital.
Standards to limit market risk and money laundering have been set on
an EU-wide basis. In addition, member states are obliged to exercise
supervision over the internai control and accounting systems, although no
concrete standards have been set in this area; the actual standards are set
by the individual member states. ln the context of the bank-licensing
process, member states are also obliged to apply fitness and propriety tests
to prospective bank managers and to assess the suitability of shareholders.
These requirements must be complied with by the banks at ali times, not
only at the time of ücensing.

International Cooperation to Reinforce Market Discipline
Reinforcement of market discipline at the international leve! has come
chiefly in the area of data disclosure. For example, the IMF has recently
put forward proposais for the dissemination by countries of economie and
financial statistics (International Monetary Fund, forthcoming, mid-

1997). These focus on

improving the accuracy, consistency, and timeliness

of monetary and other macroeconomie statistics. The Basle Committee
has also issued recommendations regarding public disclosure of banks'
activities. Such improved disclosure standards and additional information
on the condition of individual banks would better permit market partici
pants to assess banks' soundness, paving the way for improved market
discipline.
Within the EU, standards have been set for bank disclosure, by means
of the Directive on the Annual Accounts and Consolidated AccountS of
Banks and Other Financial Institutions. This directive specifies the basic
layout of the annual financial statements of banks, covering the balance
sheet, the profit-and-los::. account, and the explanatory notes to the annu
al statements.
lt is notable that there is no international agreement regarding bank
closure standards. Thus exit policy as an adjunct to market discipline func
tions only at the national level, with international cooperation essentially
on an ad hoc basis.

International Cooperation to Reinforce Supervision
As in the areas of internai governance and market discipline, there have
been efforts to improve international coordination and cooperation in
bank supervision. These efforts have been spearheaded by groups of
supervisors such as the Basle Committee, working on behalf of their own
member supervisory agencies. The IMF has contributed to this effort

©International Monetary Fund. Not for Redistribution

lmemationat Govemance

•

15 3

within the almost universal roster of its membership. The closest cooper
ation, however, has developed in regional groups, particularly the EU.

Basle Comrnittee and Regional Supervisory Groups
As discussed above, the Basle Committee has promulgated recommen
dations and standards for consolidated supervision and capital adequacy
and has formulated policies in other key areas, such as the regulatory
treatment of market risks and operations in derivatives. It serves primari
ly as a forum for the Group of Ten supervisors. However, Basle Com
mittee recommendations are increasingly seen as the global standard that
many countries beyond the Group ofTen seek to adopt. Should the Basle
Committee formulate further recommendations, they will in all probabil
ity receive serious consideration for adoption by supervisors worldwide.

In principle, international coordination on banking sector issues among
a broader range of countries than those participating in the Basle
Committee can be accomplished through the regional groups of supervi
sors that have been organized in east and southern Mrica, west and cen
tral Africa, for the Arab countries, the Caribbean, central and eastern
Europe, the EU, the Gulf Cooperation Council, Latin America and the
Caribbean, SEANZA (Southeast Asia, New Zealand and Australia), and
for countries with offshore centers. These regional groups seek to share
experiences, harmonize practices and, on occasion, develop standards on
a regional basis to complement those of the Basle Committee. The Basle
Committee supports these groups and has promoted the creation of sorne
of them.l 12 Over time, the regional groups may develop into a mechanism
for more intensive regional collaboration, which could include regulatory
harmonization and supervisory cooperation; thus far they provide a useful
forum for contacts between supervisors in neighboring countries.

IMF Surveillance and Policy Advice
The IMF has been concerned with bank soundness for sorne time; its
response to the international debt crisis of the 1980s demonstrated its
awareness of the need for soundness of the international banking system
and of principal international banks.113 To the extent that the Fund pro
vides, under adequate safeguards, a financial safety net for member coun
tries, it can affect the performance of markets and the development of
financial institutions across countries.ll4 IMF surveillance of member

Ill See Basle Committee on Banking Supervision (1994).
Ill See Fischer (1995) and Harold james (1995}, Chapter 12.
IH On the role of safety nets in international financial marl.:ets, see Dale (1994).
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countries' economie policies and the design of Fund-supported macro
economie programs have in recent years increasingly acknowledged the
importance of a sound financial sector. Sorne of the IMF's surveillance
activities in this area are reported in the annual International Capital
Markets survey and in the World Economie Outlook publications. In addi
tion, financial sector reform measures have been included in many Fund
supported adjustment programs. l l S
The IMF's role i s not as a banking supervisor, but as a n advisor on pol
icy. The IMF conducts regular broad-based consultations with aJl its
members and is often deeply involved in the design and implementation
of economie reform programs. In addition, the Fund has acquired knowl
edge of financial sectar issues through its technical assistance and inter
national market surveillance activities. It is particularly well placed in
transition countries and sorne developing countries as a result of its sur
veillance over the condition of their macroeconomies and its intense
involvement in the development of these countries' central banks. IMF
consultations help to focus the authorities' attention on the interactions
between financial sector policies for banking soundness and macroeco
nomie and other structural policies, the adequacy of official oversight sys
tems in relation to market developments and the institutional environ
ment, the sufficiency of the bank regulatory framework and its
enforcement, and the desirability of adherence to international standards
and norms of cooperation on supervisory issues.
The IMF is in a unique position among international institutions to
offer such advice because it surveys the economies of virtually all countries
and has access to expertise, both in-house and from member central
banks, on a broad range of supervisory issues and policies. The Fund is
thus weil placed to advocate improved regulation, supervision, data dis
closure, and resolution strategies, to complement the work of other agen
cies by setting structural issues in banking in a macroeconomie context,
and to contri bute to international harmonization of prudential policies.

Bilateral and Multilateral Technical Assistance
Banking supervision and regulation in many developing countries and
virtually ail economies in transition have benefited from external techni
cal assistance. The World Bank and the various regional development
banks have provided technical assistance in addressing banking sector
problems in the context of structural adjustment lending and loans to sup
port financial sector development and rehabilitation. Over the last thirty
years, the IMF has provided advice and operational support in the
Ill See Schadler and others (1995).
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strengthening of banking regulation and supervision to a broad range of
countries in the context of its technical assistance programs aimed at
developing and improving central bank.ing practices in member countries.
This work is supported by a network of cooperating central banks, which
provide personnel and training support. Banking supervision in many
countries has also benefited from assistance provided bilateralJy or by
regional organizations such as the EU.

Initiatives Within the EU
Globally, the most comprehensive program to improve supervisory
cooperation and coordination is tak.ing place within the EU. This coop
eration goes beyond the harmonization of rules and regulations. The
countries of the EU have aIso concluded among themselves a series of bi
lateral Memoranda of Understanding concerning practical cooperation in
performing cross-border banking supervision, inspections of bank estab
lishments in other EU countries by the home country supervisory author
ities, sharing of information, and the implementation of corrective mea
sures against banks. This is an experiment from which other countries can
benefit. The economies in transition in Central and Eastern Europe are
watching with particular interest, as most aspire to EU membership and
may be expected to tailor their nascent supervisory arrangements to facil
itate accession.

lntemational Coordination Failures
ln pursuing international coordination of bank supervision, the limits
to what can be achieved by regulatory harmonization need to be recog
nized. Even so, despite the efforts of the past twenty years, much that is
feasible remains to be accomplished.

Limits to the Benefits of Regulatory Harmonization
Regulatory harmonization among countries that share similar expo
sures to factors that threaten bank soundness is both possible and useful;
there are practical limits, however, to the ability to achieve international
harmonization. Full regulatory harmonization is not always appropriate.
For example, the Basle Committee has successfully harmonized capital
adequacy standards for the Group ofTen countries, by establishing a min
imum standard of 8 percent of risk-weighted assets for banks in these rel
atively stable and diversified economies. The Committee stressed that
higher levels must be adopted in uncertain or volatile conditions. Many
countries beyond the Group of Ten have adopted the Basle capital stan-
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dards even under conditions of high economie volatility and inadequate
accounting and asset valuation, where a much stricter standard would be
appropriate.tt 6
Similarly, appropriate standards o f liquidity will depend on local factors
such as the characteristics and volatiljty of the demand for base money and
the depth of the money markets. Regulations on loan provisiorung should
reflect prior experience with recovery of impaired loans, which will
depend on local factors such as the legal procedures for loan recovery and
for bankruptcy.
In addition, varying institutional frameworks will produce different
operating conditions even with harmonized prudential regulations. The
official safety net of supervision, lending of last resort, and deposit
insurance will differ from country to country; market responses will be
conditioned not only by regulations but also by the nature of the financial

support that can be expected in the event of a probleml 1 7 The competi
tive structure of the banking system as weil as of the broader financial
industry will also determjne the degree to which a leve) playing field
across countries can actually be constructed through bank regulations.
Thus the focus on international standards compatible with those of the
Group ofTen should not be allowed to detract from the development of
a framework for sound banking appropriate to the country concerned.
While the value of identifying best practices is clear, the real work must
take place in applying those practices to create a sound banking environ
ment in each different economie, political, and institutional context.

Insufficiency of Supervisory Coordination
International coordination is not yet sufficiently developed to offset the
differences in operating environment, regulation, and supervisory proce
dures across jurisdictions. For example, confidentiality provisions make it
difficult for supervisors to share information on the condition of banks
and their major customers across jurisdictions, even where bilateral
arrangements are in place. The only recognized international standards at
present are those developed by the Basle Committee. They caver areas of
limited relevance to developing and transition countries that do not have
the financial infrastructure necessary to facilitate the standards and prac
tices used by the Group of Ten. In addition, while the Basle Committee
provides policy recommendations on sorne specifie supervisory issues, it
has not involved itself in legislation, accounting, valuation, taxation, or
resolution issues.
116 See Dziobek, Frécaut, and Nieto

u; See Dale (1 994).

(1995)

and Kane (1995).
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Gaps remain in the international oversight framework. Fragmented
international supervision allowed the failure of BCCI in 1991 (addressed
by subsequent Basle Committee guidelines on consolidated supervision by
home country authorities) and of Meridien Bank in 1995 (which occurred
despite those guidelines having been issued). International supervisory
coordination was also an issue in the Barings and Daiwa cases. Improved
information exchanges might have helped supervisors in Singapore,
Osaka, and Tokyo perceive that Barings was speculating rather than hedg
ing. Setter collaboration between supervisors could have prevented much
of the rancor associated with discovery of the Daiwa fraud and the subse
quent removal of that bank's license to operate in the United States.
Very little has been done to prevent international spillovers and sys
temic risk arising from a bank failure. Policies for bank liquidation and
restructuring typically are purely domestic. There is little harmonization
of exit procedures or standards for early intervention. Crisis resolution is
done on an ad hoc basis, despite the clear need for international coordi
nation demonstrated by severa! significant failures. The spillover effect
due to the way in which the 1974 failure of Herstatt Bank was handled is
a classic example. In the cases of BCCI and Barings, closure was coordi
nated across jurisdictions. The failure of Meridien, on the other hand, was
marked by a distinct Jack of international communication and coordina
tion among supervisors.
The difficulties in improving international cooperation in this area
should not be underestimated. Consider the case of a financial services
group operating banking, insurance, and securities subsidiaries. Each of
these business lines may be regulated by a separate authority, and the
banking units may be overseen by the central bank as weil as banking
supervision and deposit insurance agencies. Operations in different secu
rities markets may be monitored by different regulators as well. Thus in
each country multiple agencies may be concerned when the group
becomes unsound. Multiply that by the number of countries within which
the group may be operating, for example, under the EU's single passport,
and one begins to get a sense of the çhallenge that lies ahead in coming to
terms with the international dimensions of unsoundness.
Recently the Basle Committee has been seeking to expand its role by
providing training programs through the regional supervisors' groups, and
there have been calls for the IMF to assume a more assertive role in mon
itoring banking systems (Fidler, 1996a and 1996b). It must be recognized,
however, that while IMF surveillance can add international and macroeco
nomie dimensions to banking system oversight, neither the Basle
Committee nor the IMF can replace proper banking supervision and
improved collaboration between supervisors. The international communi
ty is only just beginning to grapple with these issues in a concerted manner.
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Macroeconomie Policy Design

The fact that weaknesses in the banking system can constrain the effec
tiveness of macroeconomie measures and damage economie performance
suggests that promotion of a sound banking system represents a legitimate
policy objective-as weil as a constraint-in the design of macroeconom
ie policies. Thus, strategies for dealing with macroeconomie imbalances
will need to consider the degree of soundness of the banking system, and
in many cases an understanding of banking system problems is a prereq
uisite for analysis of macroeconomie policies. The need for appropriate
structural policies to underpin the soundness of the banking system has
been discussed in the preceding chapters. Most structural policy initiatives
have their full impact only over an extended period of rime. In the mean
rime, the severity of any banking problems must be assessed in order to
adapt the objectives and instruments of macroeconomie policies so as to
prevent the system from deteriorating further and facilitate its strength
ening. This chapter further explores four key areas in which the linkages
between macroeconomie policies and banking system soundness may
require adaptation of objectives or instruments: overall macroeconomie
policy formulation in the context of stabilization policies, the choice of
monetary instruments, the fiscal balance, and dealing with foreign capital
flows.

Stabilization Policies
While stabilization generally has a positive impact on the economy as a
whole, as weil as on the banking system, it can also pose transitional prob
lems. Concern for the soundness of the banking system can bring to the
surface trade-offs in the choice of policy objectives and program targets
and influence the pace with which such objectives can be pursued.
Typicaliy, inflation and balance of payments targets are pursued with
monetary, exchange rate, and fiscal policies. In choosing the mix of these
161
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policies, their implications for the soundness of the banlcing system should
be considered along with the influence of the banlcing system on policy
flexibility.
It is clear thar the effect of banlcing system soundness on policy flexi
bility would vary depending upon the specifie structure of banks' balance
sheets and other initial conditions. Restrictive monetary policy measures
that cause high interest rates or large exchange rate adjustments may
result in major distress for banks and bank customers exposed to market
risks, and this could trigger systernic problems. Thus, the soundness of
the banlcing system could constrain the use of monetary and exchange rate
policies to achieve program objectives.
The most extreme case is when a banking system has already deterio
rated to the point where a financial crisis is imminent or in process. The
experience in most countries is that when this situation is faced, short
term stabilization objectives give way to efforts related to preventing or
dealing with the crisis. The prospect of a crisis-which could take the
form of a run on banks or a general collapse of financial institutions
tends to subordinate most other policy considerations, including those in
the monetary and fiscal domains. Avoiding this undesirable outcome
argues for realistic precrisis assessments of weak banking systems, of the
trade-offs in each individual situation, and of the probability of crisis. This
should lead to an orderly bank-restructuring program that is weB inte
grated with macroeconomie and prudential policies.
The constraint of an unsound banking system must be considered
when formulating the targets and phasing of any macroeconomie pro
gram; otherwise, early policy gains could be eroded through bank !osses
or swept away

n
i

a banlcing crisis. There may, therefore, be a need to

adjust the objectives or the phasing of a macroeconomie program to
support other structural reforms to restore soundness to the banking
system and flexibility to policymalcing. This may require an allocation
of resources, including human resources, to facilitate the structural
reforms. Needless to say, concern with banlcing system unsoundness
cannat be seen as an excuse for postponing adjustment, but rather
should lead to a sustainable pace of adjustment, and to an appropriately
designed adjustment program that combines macroeconomie and struc
tural policies.
For example, a sharp decline in inflation, while beneficiai over the
medium term, may have negative effects for the banlcing system in the
short term. Banks earning their incarne from inflation-driven activities
need rime to refocus their business toward traditional bank.ing in a law
inflation environment. Bank clients could be exposed to large relative
priee adjustments and rising real interest rates. An inflation target, there
fore, may need to be tempered by concerns that a faster reduction in
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inflation might have an adverse impact on the bank.ing system in the
short term, as was the case recently in Mexico. Programs of sharp disin
flation would therefore require particular attention to bank.ing soundness
issues.
At ali times, monetary policy will be constrained by what the bank.ing
system can be counted on to accomplish, which is largely dependent on
how sensitive banks are to interest rate signais and the extent to which the
banking system and the central bank itself are able to control their own
balance sheets. For example, attainment of a targeted accumulation of
international reserves may be sought through restraint in domestic credit
expansion or through a combination of credit policy and an exchange rate
adjustment. An unsound banking system saddled with a large share of
nonperforming loans may not be able to reduce aggregate credit flows to
the extent required by the first course of action. Alternatively, a devalua
tion can bring a different set of problems, if banks or their customers have
significant foreign exchange exposures.
Major changes in the exchange rate can seriously damage a bank.ing sys
tem, as can prolonged over- or undervaluation of an exchange rate
although in these situations there are always gainers as weil as Josers. A
shift in the exchange rate will similarly have mixed effecrs. An exchange
appreciation, for example, in response to capital inflows, might hurt sorne
borrowers as weil as banks with net externat asset positions, but could
result in lower interest rates and strengthen banks to the extent that they
have net external liabilities (which is often the case after a period of capi
tal inflows). At the same time, the limitations imposed by a weak bank.ing
system on the use of interest rate policy will limit the scope for exchange
rate management through domestic interest rates-regardless of exchange
rate regime. In particular, an unsound bank.ing system may limit the scope
for sustaining a currency board arrangement. liB

While in the long run the scope for substituting fiscal and monetary
policies may be limited, insofar as monetary and exchange rate policies are
constrained in their short-run effectS by weaknesses in the bank.ing sector,
an additional fiscal effort may become necessary to reduce resource pres
sures in the economy. There may be very limited room for such compen
satory tightening, however, when public finances are weak and the gov
ernment already is being called upon to honor various deposit and Joan
guarantees. This situation would typically cali for a well-considered phas
ing of the necessary fiscal adjustment to support bank restructuring, in
parallel with other structural policies.

IIK The limitaùons posed by an unsound financial sector on the classical interest rate defense of an
exchange rate and the funcùoning of a currency board are discussed in Folkens-Landau, lto, and others
( 1995, Chapter Vfl).
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Monetary Instruments
When a banking system is fragile, there is not only a need to carefully
evaluate the feasibility and implications of the overall macroeconomie tar
gets and policy mix, but also of the instruments with which these policies
will be pursued. This is particularly important in the monetary area.

Use of Indirect Instruments
As explained in Chapter 5, the effectiveness of indirect instruments of
monetary control is constrained when weaknesses in banks' Joan portfo
lios or management make banks unresponsive to priee signais and lead to
interbank market segmentation. If unsound banks' responsiveness to
interest rates is in question, safeguards may be required in the operation
of central bank credit facilities. For example, participation of weak banks
in central bank credit auctions might be limited.1 1 9 Market segmentation
is typically reflected in sound banks receiving more deposits than they can
!end, and in their quest for safe and liquid assets cutting their interbank
exposures and becoming the principal holders of safe instruments like
treasury bills, the yields of which tend to decline. At the same rime,
because unsound banks may not have access to the interbank market,
there may be frequent shortfalls in their required reserves, overdrafts in
their clearing accounts at the central bank, and distress borrowing. This
situation would distort interest rates and complicate the use of market
based instruments.
Under circumstances of extreme market segmentation, indirect instru
ments may lose their effectiveness altogether and direct instruments of
monetary policy may be required for short-term control. This would be
true, for example, when interbank markets are not functioning and the
central bank has to redistribute bank liquidity. Under such circumstances,
bank-by-bank credit ceilings could be useful for credit management on a
temporary basis, as couJd interest rate ceilings to limit distress borrowing.
Using such instruments, however, could weil weaken banks' profitability
and constrain their liquidity management and thus further deepen their
financial difficulties. In cases of management intransigence or other
extreme circumstances, the only way to establish monetary control over
weak banks might be through supervisory intervention, which would
imply official administration of problem banks.
Many developing and transition countries are seeking to develop their
money markets and shift monetary intervention to market-based instru
ments. Problems in the banking system may influence the pace of these

119 See Saal and Zamalloa ( 1 995).
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reforms, as was observed in a number of countries in the 1980s; for exarn
ple, Argentina, Chile, and the Philippines temporarily reintroduced inter
est rate controis to alleviate the burden of high real interest rates on bor
rowers and banks. 12o The appropriate instrument mix and the phasing of
any new instruments will depend on the general state of development of a
country's banking system and broader financial markets, the degree of
unsoundness in the system, and the scope for fiscal, prudencia!, and other
structural measures to strengthen bank soundness.
Lender-of-Last-Resort Facilities

Considerations of bank solvency become highly relevant in managing
central bank LOLR facilities and related payment system policies. Most
central banks provide sorne form of credit facility, such as a Lombard
facility or discount window, which can be used to provide liquidity and
facilitate payments settlement for banks in distress. Central bank last
resort !ending will generally take the form of liquidity injections directed
to a particular bank or set of banks and may need to be sterilized by reduc
ing liquidity elsewhere, for example, through open market operations or
other instruments.
The intent of central bank LOLR facilities is not to provide resources
to insolvent institutions, but to provide temporary liquidity to sound insti
tutions, typically at a penalty rate. To manage its LOLR facility, the cen
tral bank must know (on the basis of information from supervisors) which
banks are approaching insolvency or are insolvent. In practice, however,
both central banks and supervisors often have difficulty distinguishing
illiquid but solvent banks from insolvent ones.l2 1 This is even more diffi
cult when most banks or the entire system is in distress. Experience shows
that banks that have major or protracted liquidity problems invariably also
are insolvent.
In exceptional cases, the central bank may be called upon to !end to
insolvent banks, for example, to buy time for the design of restructuring
strategies when banks are viewed as "too big to fail" or when the lending
is part of a systemic restructuring strategy. In ali such cases, central bank
credit (which essentially provides insolvent banks with equity as weil as
liquidity) must be fully guaranteed by the government. In the case of cen
tral bank lending to insolvent banks, the use of collateral is largely illuso
ry from the public sector's point of view, in the sense that central bank
daims crowd out other creditors in the final liquidation of a bank and sadl lO See Alexander, Balixo, and Enoch (1995), p. 21.
For example, a 1991 study of Federal Reserve LOLR "extended credit" ro banks showed thar 90
percent of those banks subsequently failed (see U.S. House of Representatives, 1991, p. 94).
Il l
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die them with the bank's growing negative net worth, which the govern
ment often ends up absorbing in part or in fuJ1.122 These considerations
suggest that LOLR facilities must be managed with utmost caution, rely
ing on careful monitoring of banking soundness.

Fiscal Balance
The fact that resolving banking system unsoundness often involves sub
stantial government expenditure means that the fiscal balance becomes a
constraint on the type of corrective action that can be taken. Banking sys
tem problems are often known but neglected, and supervisors often are
prevented from intervening in banks because this would bring the prob
lems out in the open and "cause" government expenditure. Typical justi
fications for inaction are that there is "no room in the budget" or that the
fiscal situation is "too weak" to allow for any consideration of banking
problems.
The reasons for a lack of early action are often political, and the opac
ity of banking problems makes it relative!y easy to delay them for a sub
sequent government to deal with. But from an economie point of view
such delays are costly; experience has shown that the longer a solution is
delayed, the more difficult the ultimate resolution becomes, as banks may
spiral deeper into insolvency. Furthermore, the longer insolvent banks are
allowed to continue operations, the more implicated and obligated the
authorities become, which makes it more likely that the ultimate resolu
tion will involve fiscal expenditure on a substantial scale. For example, the
U.S. General Accounting Office

(1987)

tracked the condition of U.S.

banks whose resolution was delayed and found that in most instances their
condition deteriorated further during the delay.
lt is essential for efficient resource allocation that banking system prob
Jems not be "swept under the rug" in fiscal policy formulation. The gov
ernment's full costs, including estimated contingency costs, need to be
taken into consideration in a transparent way.

Ail government current

obligations to banks, including the servicing of any securities for bank
capitalization or restructuring, should be brought into the budget.
Contingent liabilities (such as Joan and deposit guarantees, and any nega
tive net worth of the central bank or state-owned banks) should be esti
mated

as

weil as possible. The extent and form in which such contingen

cies should be included in the budget needs to be considered in each case.
Excluding such contingencies from the budget does not make the expen
diture avoidable; ultimately, the cost of bank unsoundness must be paid.
Ill Nevertheless, encouraging adequate collateraliz.ation-for example, through short-term repurchase
agreemenrs--<:an help ro resrore the functioning of the interbanl:. market.
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However, if such contingencies were transparent to the public, it would be
readily recognized that the fiscal liabilities had already been incurred.
This recognition could in turn contribute to pressure for timely action to
deal with the problem, ultimately reducing fiscal costs.
On the revenue side, tax policies can also be used to provide trans
parency and keep banks sound. To prevent tax payments on fictitious prof
its that would cause gradual decapitalization of banks, it is desirable that
Joan-Joss provisions be fully tax deductible and that interest accrued on
nonperforming loans not be recognized as incarne, until ir is actually
received.
The impact of a weak banking sector on fiscal balance should be evalu
ated after projecting the actual and contingency costs of supporting the
banking system bath for the short and medium term. In addition, current
and prospective expenditures resulting from bank-restructuring strategies
and loan-recovery arrangements should be considered. Special tax breaks
for banks to allow their rehabilitation should be discouraged; it is better
to show such transfers openly. Similarly, any support for weak banks
through loans or deposits from state-controlled entities should be part of
a comprehensive bank-restructuring strategy and not be used merely to
keep banks liquid, which would only serve to increase ultimate govern
ment resolution costs.

Foreign Capital Flows
Banks facilitate international capital movements and contribute to the
integration of international financial markets. Given the central role of
the banking system in ali countries, the perceived soundness of a banking
system will affect capital flows. A sound banking system has greater access
to foreign interbank and capital markets and could induce repatriation of
capital. If the system is allowed to fall into distress, capital flight can be
triggered and bank access to interbank and other foreign capital markets
can be constrained; such a Joss of access could in turn trigger a systemic
crisis.
In recent years, as a result of freer capital movements and increased
financial market integration internationally, the management oflarge cap
ital flows, and especially of swings in such flows, has become a challenge
for macroeconomie policymakers and bank supervisors in many countries.
The dual relationship between macroeconomie policies and banking sys
tem weaknesses has become more transparent with the internationaliza
tion of the financial system. In particular, banks now face greater exposure
to credit and market risk-including off-balance-sheet risks-on account
of their participation in international financial markets. The objective of
a sound banking system therefore should be added to the well-known pol-
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icy dilemma of how to balance monetary, exchange rate, and fiscal policy
objectives in the context of an open capital account. l23
The impact of capital flows and their reversais on a banking system are
in sorne ways similar to the impact of cyclical movements in the domestic
economy. A rapid credit expansion and asset-price inflation can be of
domestic or external origin. In the case of capital inflows and the result
ing rapid growth of liquidity in the banking system-unless the liquidity
is appropriately sterilized-there is pressure for bank credit to grow
rapidly. Experience has shown that me quality of credit tends to suffer
when credit grows too quickly. Thjs becomes particularly worrisome
when there are known weaknesses in the banking system, including prob
Jems in banks' credit appraisal and internai control procedures, poor com
pliance with prudential rules, poor Joan-valuation practices, or weak cap
italization. In the case of capital outflows, banlcing system liquidity would
tighten and-unless expanded by monetary (re)injection of liquidity
banks would be forced to call in credits. This process would expose under
lying weaknesses in bank-Joan portfolios, which if widespread could also
result in a systemic crisis.
The design of prudential as weil as macroeconomie policies, therefore,
should consider the banlcing system's capacity to effectively intermediate
capital flows. Trus will be particularly important in the context of capital
account liberalization, which may radically change banks' operating envi
ronmem. Prudential measures should seek to foster a strengthening of
credit and other risk-management capabilities in banks, supported by
strictly enforced capital adequacy and other prudentia1 regulations. Banks
not in compliance with prudential regulations should be barred from
entering into new activities, accepting new liabilities, or extending certain
credits. A tightening of prudential policies also could have a direct effect
on the capital flows, by leading banks to reduce deposit rates insofar as
banks become restraineJ in accepting new liabilities and granting new
credits.
If it is known that a banking system is weak and that prudencia! policies
are ineffective or seriously deficient in controlling banks' risk exposures,
there is an argument in favor of including in the management of mone
tary policy the aim of preventing excessive credit expansion or contraction
to comain the possible adverse effects on asset quality and banlcing system
soundness of swings in capital flows. These soundness considerations
could influence the mix of exchange rate and interest rate adjustments in
response to capital flows, and thereby affect the choice of specifie operat
ing targets and policy instruments.

Ill See Quirk and Evans (1995).
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The Banking System and
Macroeconomie Policy Flexibility
An unsound banking system affects macroeconomie policy formulation
across sectors. Monetary and exchange policies are likely to be con
strained, as monetary instruments become Jess effective and their ability
to support an exchange rate is diminished. A tightening of monetary pol

icy may be insufficiently effective or cause serious distortions; it could
even trigger a crisis and force a reversai of policy stance. Although the
reduced effectiveness of monetary policy could be offset to sorne extent by
fiscal tightening, banking sector problems could themselves result in
increased budgetary commitments. These consequences of unsoundness,
along with the impact on the real sector of prolonged banking system
deficiencies, imply that actions to strengthen the soundness of the bank
ing system or to prevent any deterioration should receive high priority in
the design of macroeconomie policies.
The degree of unsoundness at which these effects take hold will vary
from situation to situation. A banking system can become increasingly
unsound and yet continue to function for an extended period of time
without a crisis. ln cases where confidence is more fragile, such as in many
emerging market economies, a small degree of unsoundness could have
strong consequences in the form of deposit runs and capital outflows.
Over the long terra, structural elements are critical to building a strong
banking system. Such a system must be composed of individually sound
banks operating in a supportive institutional and economie environment,
controlled by a combination of internai governance, market discipline,
and official regulation and supervision. These structural policies could
themselves affect macroeconomie outcomes, a factor that must be taken
into account in the design of prudential regulations. As important as the
institutional setting and control mechanisms are, however, over shorter
time frames, the soundness of the banking system will be affected most
sharply by the economie environmem.
169
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In sorne cases, particularly when bank unsoundness is associated with
the business cycle, support of the banlcing system may not present a con
flict with overall macroeconomie objectives. Loose monetary policy was
probably appropriate in Thai land in

1986-87,

so support of the banking

system did not hinder the pursuit of macroeconomie policy goals.124 The
same might be said of]apan in

1994-95 and the United States in 1990-9 1.

Happy coïncidence should not be confused, however, with the real ability
to freely choose and conduct policy. ln most instances, particularly in
developing and transition economies, an unsound banlcing system coïn
cides with macroeconomie imbalances that require stringent financial
policies. These may be inconsistent with direct support of the banking
system and may in fact exacerbate bank unsoundness.
This presents policymakers with difficult challenges. A sound banlcing
sector is itself a necessary objective of macroeconomie policy. Banlcing is
universally treated as a special economie activity. Given governments'
propensity to support banlcing sectors that become unsound, it would
appear shortsighted to implement macroeconomie policies that could
weaken the banlcing sector. The externalities relating to bank soundness,
and the imerlinkages between a sound banlcing system and macroeco
nomie developments and policies, argue for adequately considering the
soundness of the banlcing system in formula ting macroeconomie policies
and the policy instrument mix. When the authorities are forced, however,
to make the stability of an unsound banlcing system their chief concem,
policy flexibility is lost. Therefore, in addition to talcing account of the
current state of the banlcing system in macroeconomie policy formulation,
microeconomie policies should be designed so that the banlcing sector is
robust enough to withstand macroeconomie adjustments when they
become necessary.

INjohoston

(1991).
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Appendix 1
The Value of a Bank

The value or net worth of a bank is the difference between the values
of its assets and its debt liabilities. 1 25 Most bank liabilities are debt instru
ments rhat are fixed in nominal terms, 1 26 so thar their valuation is rcla
tively srraightforward in normal times. l n addition to securities thar a
bank holds, the main componenr of bank assets is loans to businesses,
households, and the government, which are also fixed in nominal or
indexed terms. As there is a positive probabiliry thar thesc borrowers will
defau lr on rheir loans even in normal times, banks face a challenge in \·alu
ing their assets and net worrh. As a resulr, rhere is always a fair degree of
uncertainty in the va luation of bank assets. Lesser problcms apply w thci r
liabilities. Valuation uncertainry should be considered to be a normal
occurrence-one considered acceptable as long as it results from a fair and
consistent application of the accounting norms. Wh ile valuatjon is c;ubtecr
to a number of uncerrainties even in normal times, ir becomes much more
problematic in times of stress.
The economie and accounting concepts of net incarne require thar a
bank keep its capital intact so thar i r can continue to generare incomc in
the future. Thus, net incarne measures the resources availablc to the bank
aftcr ir has covcrcd ali of its cxpenses, including capital rcpl emshm cnt :\
nonfinancial firm typically deprcciates the value of its buildmgs and
cquipmcnt ovcr cime and may rakc funds from 1ts currcnt rcccipt� ro hulid
a sinking fund to buy new machinery when the old wears our.
Equivalently, a bank should classi fy irs loans and dcpreciarc rhe1r \aluc
.

according ro the esrimared probabiliry and cxtent of imp:mmcnr.
Similarly, the bank must esrablish a loan-loss n:senc to replenish its fin,m
cial capital thar is dcplctcd by loan dcfaults.

� \',thurmn .ln'l .tcrountu1g is!-Ul!<! Jrt. :ulclrc:�st:tl m Chaptcr ; of th<." drJtt \/,wual lJII \Jcmn,,,
Fmllll(lti/ Srallill'
t (\\·:.shingtun lntt!rn<ltlnnal \lon�t.lf) 1· und, torthrommg in 1md-l <)C)-1
t1•· Ahhough the) m.t)' h� ondcxc•tl to kccp up \\ith ontl.ounn
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Table 17. Methods of Valuation Used in Financial Statements
a. Historical cast or book value represents the priee the company paid for an asset when
it acquired it.
b. Current cost or market value represents the priee that the company wou Id have to pay
today to acquire an asset.
c. Realizable value is the amount thal a company would expect to obtain for an asset
sold in an orderly disposai.
d. Present value is measured as the present discounted value of the net estimated cash
flow associated with an asset.
Sources: American tnstitute of Certified Public Accountants (AICPA) Professional Standards, AC
Sections 9000A and 9030; and the International Accounting Standards Committee, International
Accounting Standards (1 99.5).

Valuation Techniques
Banks are dependent on businesses' own valuations of their assets
(discussed in the annex to this appendix). While, conceptually, banks
and their borrowers have four valuation techniques to choose from
(see Table 17), their country's accounting rules will constrain their
choice. Moreover, bank supervisors often issue accounting regulations
for banks that supplement or even override the conventions that busi
nesses follow.
Loan Valuation in Normal Times

Sorne businesses with heavy fixed investment that rarely need to rede
ploy existing resources and are operating in a noninflationary environ
ment rely heavily on depreciated original cost (book values). This
approach is satisfactory as long as the business is profitable and readily
able to meet its obligations. Most countries require their banks to value
their loans and deposits using historical cost.
Other ongoing 6nancial businesses that trade in volatile markets, such
as investment banks and money market mutual funds with investments in
6nancial assets, constantly need data on the current value of their invest
ments. Obtaining current values may be problematic in developing and
transitional economies where markets are thin, trading is infrequent, and
bid-ask spreads are wide. Thus, mutual funds in developed financial mar
kets can more readily mark to market than those with investments in
emerging markets.
It has been proposed that the global 6nancial position of sorne banking
institutions be assessed on the basis of current market conditions. This has
been tried, but it has proved impracticable. Market values derivcd from
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deep and actively traded organized markets are available only for a limit
ed nwnber of assets (marketable securities, a small share of banks' assets),
and in a limited number of countries. The largest items on banks' balance
sheet are loans and deposits. The economie value of the Joan portfolio is
affected by each change in the leve! of the interest rates. But interest rates
and market valuations can be volatile. Under market valuations, they
would need to be permanently revalued accordingly. For the sake of con
sistency, the same revaluation process would need to apply to ali deposits
although this is often not the practice. l27

In practice, historical costs, although economically inexact, continue to

be relied upon for loans (adjusted by provisioning, as described below) and
deposits, with the approval of the relevant accounting authorities. Market
values are used for specifie items only, such as traded securities.
Loan Classification and Provisioning
ln an alternative attempt to keep Joan valuations contemporary, a bank
should employ an approach similar to depreciated histarical cost when
valuing its loans. A loan's principal value is reduced in a process of Joan
classification and provisioning that should reflect expected future cash
flows as indicated by the likelihood and the expected extent to which the
borrower will fail to pay the loan's principal and interest and the bank will

be unable to caver its !osses by selling any collateral backing the loan. t28
While the details of classification and provisioning vary among countries,
the general principles are laid out in Table 18.
Supervisors require banks to make specifie provisions against the loans
that are impaired. These provisions can be treated in one of two ways.
First, as in the German system, the provision directly reduces the value of
the Joan on the asset side of the balance sheet, so that capital is reduced
correspondingly on the liability side.129 The bank will need to replace that
capital if it is to retain its preprovision capital ratio. Second, as in the
English and American systems, the Joan may be retained at its original
value on the balance sheet but is partly written clown by an allowance for
Joan and Jease !osses that is treated as a contra asset on the balance sheet.
11; This would be a complex, cosdy, daily task in a large bank. More important, i t would lead banks to

post a succession ofsomerimes large, potenriallydestabilizing, gains and !osses on their deposits and loans,
despite the l'act thar, for most of these items, there is a conuactually determined amount and payment
date.

Il� Thus provisioning is equivalent to reducing a loans original cost ro its est:imated present value.

Loans that a bank has had to reschedule because the borrower has been unable to meet his obligations
should norrnally remain classified until the borrower has re-established his credirwonhiness through a

history of rimely servicing.
ll9 Using this approach makes it clear that !osses are being recognized and thar they should, therefore,
be ta:< deductible.
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Table 18. Rules for loan Classification and Provisioning

Classification

Criteria 1

Required
Provision
Amount based on

Not classified

Loan is current and has adequate

"unimpaired"

collateral; original source for

prior charge-off

repayment is adequate.

experience

Classified

lnadequately protected by borrower's

15% to 25%

"substandard"

paying capacity and/or collateral;
distinct possibility of loss.

Classified
"doubtful"

As above, but also recovery in full is
highly questionable.

Classified

Extremely high possibility of loss;

1 00% (less the

"loss"

uncollectible with little value;
difficulties in recovery so great that
the asset can no longer be considered
"bankable."

realizable value
of collateral)

50%

1 Sorne countries base the classilicalion on 1he period over which 1he borrower has failed 10 service

the Joan. For exarnple, a loan rnight be classiiied as nonperforrning after interest had not been paid for
90 days. Practices vary enorrnously, however, over the length of the period required for classification.
For exarnple, sorne supervisors do not dassify a loan until interest has been withheld for one or even

two years. Best practice appears to be 90 days.

This allowance is not recognized as capital under the Basle capital
standards.
Supervisors typically also require banks to make general provisions
against their unimpaired Joan portfolio. The provision may be set in rela
tion to the historical Joss experience relevant to each particular category
of loans. The value of the Joan portfolio is left unadjusted on the balance
sheet and a general reserve is established for possible losses.130 The Basle
standards recognize this item as part of tier 2 capital.
Provisioning will prevent the overstaternent of net income and avoid
paying taxes on fictitious incarne. In addition, a bank should not continue
to accrue interest on loans that becorne nonperforming. To do so over
states the bank's incarne, capital, the tax liability, and ability to pay
dividends.
Table 1 8 sets out a scheme, sirnilar to that which MAE typically rec
ommends in the context of its technical assistance to Fund members, for
categorizing loans as "unirnpaired" or classifying them into one of three
categories of nonperforrning loans ("substandard," "doubtful," and "Joss")
and for making provisions for each category of loans.
llO This process is similar to that used by a business finn when it builds a sinl:.ing fund so that it can
ultimately replace a depreciated or obsolete asset.
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Ideally, a system of classification and provisioning would replicate the
value that a Joan would bring on an efficient market. This approximation
will only be rough, however, because Joan valuation is inexact and subjec
tive, although statistical methods are beginning to be applied to make the
process more scientific. Moreover, the loan-loss reserve would keep a
bank's financial capital intact.

Valuation of Securities
In principle, both the securities that a bank issues and those that it holds
in its asset portfolio can be valued at market priees. However, even when
a clear and undisputable market value is available, as in the case of securi
ties traded on a deep and liquid market, supervisors typically believe that
this value should not be relied upon to assess the worth of bank assers or
liabilities. They take this position because, white the negociable value of
debrs may change with market value, neither the legal obligation to repay
creditors nor the daim on debtors has altered.
It is reasonable to record debrs at original or book values as long as they
will be held to their maturity and the obligors are willing and able to meet
their commitments. (As described above, the loan-provisioning process
can be interpreted as estimating market values for bank loans.) In other
situations, market values, estimated present values, or liquidation values
are more relevant to decision mak.ing.

Securities Issued by a Bank
On the liability side of its balance sheet, a bank may have issued fixed
rate, long-term bonds that are traded on a deep and liquid market.
Following a decline in the leve! of the interest rates, the economie value
of these bonds will increase. A market valuation approach would require
the bank to post additional liabilities in its balance sheet and the corre
sponding Joss, which could be large for long-term securities, in its incarne
statement. Conversely, a rise in the leve! of interest rates would reduce the
economie value of the bank's liabilities and lead the bank to post a gain in
its in come statement, part of which could be paid out in the form of addi
tional taxes and dividends. In bath cases, however, the amount to be final
Jy repaid to bondholders has remained unchanged.
As long as the bank continues in business, it is obligated to repay the
face value of its securities. Therefore, it is preferable to record the obli
gations in the bank's books at face value, treating them in the same way as
deposits, and continuously valuing them on the basis of the contractual
repayment priee.
The market value or present value of these securities is additional infor
mation to the banks' owners and managers at aU times and rnight useful-
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ly be recorded in a foomote to the bank's accounts.IJI If the bank were to
be sold or liquidated, market, present, or liquidation values would likely
become decisive.

Securities Held by a Bank
Countries with well-developed financial systems allow their banks to
select between two valuation methods for securities in their asset portfo
Hos. The choice depends on how long a bank intends to keep these secu
rities.m Although the details of the rules diverge slightly from one coun

try to the next, the principle is similar: securities in the trading portfolio
must be regularly marked to market, with the adjustment in value having
a direct impact on the income statement, while securities in the invest
ment portfolio may continue to be valued at historical cost, the difference
between this cost and the final redemption priee being amortized over the
remaining life of the security.

As a result, two identical securities bought at the same date for the same
priee by the same bank may appear in its balance sheet at different values,
if one was bought for trading and the ether for investment. As part of the
independence of management, the bank determines freely what it intends
to do with each line of its securities portfoHo. The accounting authorities'
role is only to set rules appHcable in each case. Again, as with bank liabil
ities, estimated current values of ail of the bank's assets can usefully be
incorporated in footnotes to bank aocounts.
While book values are appropriate when the bank is expected to contin
ue in business and to hold the asset to maturity, market values are relevant
for securities that the bank intends, or is forced, to sell before maturity.
Sale could occur not only if the asset is part of a bank's trading portfolio,
but also if the bank is illiquid, is to be sold, or is to be liquidated.

Problems in Applying These Techniques
Banks have a recurring problem in that borrowers know more about
their own condition and prospects than do their bankers. Therefore,
sound banks carefully evaluate their borrowers' condition and prospects
before malcing a loan and monitor borrowers' progress afterward. To pre
vent competitors from free riding on that information, banks keep infor
mation on their borrowers confidential. But sorne borrowers are intent on
deceiving their bankers.

Ill The footnote might include an estimate ofthe

early.

option value to the bank of redeeming callable bonds

Ill Strict rules govern the conditions under which a bank can change its methods of valuation. lt is not
allowed to switch back and forth between valuation methods and is penalized if it artempts tO do so.
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Off-Balance-Sheet Items
Adjusted book values exclude the value of intangible assets, such as
goodwill, profit opportunities, and underpriced guaramees, which can
produce net income in the future. Banks also earn income or experience
!osses as a result of their off-balance-sheet activities, which can be very
large in relation to their balance sheet items. While the Basle Committee
has spent many years in attempting to value off-balance-sheet assets and
Jiabilities in an effort to require banks to keep capital that will buffer them
against !osses that arise both on and off the balance sheet, it is agreed that
they have achieved only a rougb approximation of the valuation of off-bal
ance-sheet items.

Valuation During Inflationary Periods
Valuation of business and bank assets and liabilities becomes more com
plex in an inflationary environment. For example, the depreciated book
values of fixed assets tend to understate the market and present values of
existing assets and their replacement cost. For example, an industrial
firm's sinking fund may be insufficient to keep its physical capital intact.
Sirnilarly, a bank's general reserve may fail to keep up with inflation. The
purchasing power of financial assets diminishes

so

that interest rates will

be high if the real value of the principal is to be maintained, unless the
principal is indexed to the general priee leveJ.l33 Sirnilarly, as the valuation
of business assets becomes more complex in an inflationary environment,
so does the valuation of bank assets and net worth.
Even when a bank requires collateral to protect itself wben making a
loan, the marketable value of collateral will change with economie con
ditions. Inflation gives borrowers incentives to service their loans so that
they can benefit from the appreciation in the value of their asset. Even if
borrowers default, the bank should be able to recoup its loan loss by sell
ing the collateral. Deflation, that occurs, for example, when an asset
hubble bursts, exposes banks to defaults and !osses on the sale of collat
eral. An individual bank, conducting credit evaluation according to its
usual criteria, may not be able to perceîve a problem of, for example,
overbuilding in the real estate sector and the sharp reduction in values
that could occur when severa! banks simultaneously attempt to sell their
collaterai.
IJJ The International Accounting Standards (JAS) Comminee (1995) has set accounting standards for
high n
i flation environmenrs (JAS 29). These standards anempr ro value assets and liabiliries on the bal
ance sheer ar currenr priees by universally applying an appropriare priee index. The income sraremenr

then reflecrs gains and !osses thar arise from the effects ofchanges in the priee leve) on the net monerary

position of the organization, so as to mainrain the general purchasing power of the shareholders' equiry.
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Valuation in Volatile Economies
Even stable banks and businesses can become volatile when the business
environment changes abrupcly. Then, established methods of depreciating
book values can produce misleading values. Moreover, market values can
change suddenly and significantly, or become unavailable (e.g., if there is
a hait in trading), and the assumptions underlyi ng realizable and present
values need to be sharply revised. As a result, the firm's most recent
accounts become less meaningful and there is substantial uncertainty over
its values, solvency, and future prospects. In addition, a sharp deteriora
tion in the reaJized or present vaJue of a firm's assets as compared with
their depreciated original cost reduces the firm's ability and incentive to
repay its loans.
To the extent that these changes in the valuation of a firm's assets reflect
the firm's ability to service its loans, they affect the likelihood of default
on, and the value of, the bank's loans. Thus, these changes make it more
difficult for the bank to value its portfolio and maintain adequate provi
sions. Consequently, the value of bank assets may plummet during eco
nomie downtums.

Valuation When the Bank's Future Is in Doubt
Depreciated book or market values (where they exist) are usually ade
quate for ongoing businesses in a stable economie environment; however,
when the future of the business is in doubt, especially if it may need to be
wound up, traditional financiaJ statements are no longer relevant. If mar
ket vaJues are not at hand, depreciated book values may need to be
replaced by estimates of reaJizable o r present value. Accountants are poor
ly equipped to deal with these substitute measures because the estimation
processes are less clearly specified and typically involve business forecasts
and other forward-looking analysis. Moreover, the necessary adjustments
to the balance sheet and incarne statement may be significant.
Similarly, it becomes more difficult to value the bank when its viability
is in doubt. Assets held i n the investment portfolio at original cost may
have to be sold. Thus, market, reaJizable, or present values become more
relevant than historical cost.
ln case of outright bank distress, the approach should be different. The
leve) of uncertainty regarding the bank's (negative) net worth is very high
and cannot be substantiaJly reduced. As a consequence, detailed audits are
a wasteful diversion of financial resources and, more important, of pre
cious ti me. Rough estimates are suffi cient to prepare adequate po licy deci
sions. The estimates for !osses should be prepared preferably in the form
of a range, th us also expressing the degree of uncertainty, rather than in
the form of a misleading single figure.
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A second consequence i s that the resolution plan must deal not only

with !osses, but also with their degree of uncertainty. In the case of plain
liquidation, the burden of uncertainty is shouldered by the crediters,
because they have to wait until the end of the process to know how much
they will recover. In the case of a resolution scheme avoiding liquidation,
one party needs to be allocated this additional burden of uncertainty.

Valuation "When the Bank Rides Its Condition
The severa! difficulties in valuing bank assets give bank managers
opportunities t0 disguise their deteriorating condition by cominuing to
book interest due but not received, rolling over both principal and unpaid
interest into new and unclassified loans ("evergreening"). They may be
encouraged to do so by tax authorities and owners because overstating
their income al!ows banks to pay taxes and dividends from their exagger
ated incarne.
Difficulties in valuing bank assets increase in volatile economies with
very thin markets, where values may change abruptly. Loan classification
and provisioning need ro take such volatility into account, because it
implies a higher probability of large ]osses. High inflation can also be
damaging ro bank equity because banks typically hold more monetary
assets than liabilities, whose value declines as inflation increases. Under
inflation, the real value of capital and reserves of ali kinds depreciates,
unless inflation hedging and accounting are carefully applied.
Moreover, banks operating in inflationary and volatile environments
may seek to avoid disciplinary action and closure by incorrectly classifying
bad loans and making even lower provisions than are common in more
stable economies.

Necessity of On-Site Inspections
Regular on-site inspections of banks are indispensable. Valuation rules
incorporate a materiaJ, yet legitimate, degree of flexibility, but this flexi
bility may be abused by the dishonest. Bank management is expected to
prepare "true-and-fair" financial statements, under the oversight of the
external auditors. Beyond and above the work of the external auditors,
however, is a need for a bank to be inspected by prudential supervisors and
for the behavior of its management regarding valuation rules to be
assessed. The inspectors should take a qualitative approach to the assess
ment of the valuation methods and assess the adequacy of the provisions.
Inspectors need to focus on the degree of genuineness of the financial
statements and to check if and to what extent management has taken
advantage of the flexibility of the valuation rules. Bank managers might
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wish to rninimize apparent !osses, relying on varied techniques that rnight
not raise formai objections from the external auditors. For instance, they
may have renewed the evergreened fragile loans and capitalized accrued
interest. In sorne other cases, banks might also want to exaggerate !osses,
for instance to reduce tax liabilities or following a management shake-up.

Summary
In short, valuing bank assets and liabilities will always demand experi
ence and honesty; nevertheless, there is room to apply modern statistical
techniques (developed initially to facilitate credit scoring) to portfolio
valuation.

Annex: Business Accounting
Even in normal times, bank borrowers themselves confront problems in
valuing their assets. ln addition, valuation becomes far more difficult
under high inflation or when the economie environment deteriorates
abruptly. Moreover, valuation is always an estimate, sometimes a range of
estimates, and can change over time.
Business managers need information about what resources they com
mand, which uses have proved the most profitable and secure, and who
owns them. To meet its informational needs, a business constructs a bal
ance sheet and statements of net income and material changes in the com

pany's condition and performance. 1 34 These financial statements are made

on the assumptions that flows are measured when they accrue, not when
cash changes bands, and that the business is a "going concern," that is, it
is not expected to be liquidated. In these statements, accountants current
ly use four different approaches to valuing assets, summarized in Table

19.

Financial statements have severa! desirable properties that are also list
ed in Table

19,

but two are particularly important for valuing bank assets.

In general, honest accountants and their clients prefer an objectively ver
ifiable measure (a market or book value) to a subjective value (realizable
or present value), which is only as valid as the assumptions on which it is
based. (Others, bent on deception, tend to prefer a manipulable measure,

Il< Financial statements should present a uue-and-fair representation of the position of the company,
so that they meer the infonnational needs of external users (investors, employees, lenders, suppliers, trade
creditors, customers, governments and their agencies, and the public), to enable them to ma.ke informed
decisions. Financial statements are the prime source of information for these groups on the company's
ability to generate cash and meet its obligations.
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Table 19. Reporting and Presentation of Financial Statements
Components of financial statements
Statements should report:
( 1 ) The company's position in a balance sfleet that values assets from which benefits
are expected to flow; liabilities that are expected to necessitate, either by law or
self-imposed obligation, an outflow of resources; and equity, which represents the
owners' residual interest in the assets after ali liabilities are met;
(2) The company's performance in a statement of net income that reports the difference
between income and expenses, where income represents both ordinary and
extraordinary increases in the value of assets (the latter from both realized and
unrealized gains in the value of assets) or reductions in liabilities, while expenses
are reductions in benefits either from ordinary or extraordinary transactions (the
latter include both realized and unrealized losses in the value of assets); and
(3) Material changes in the company's position and performance.
Desirable properties of financial statements
Financia l statements should be:
( 1 ) Understandable to the informed reader. especially when conveying complex
material;
(2) Relevant so that they confirm or contradict impressions derived from other sources,
to enable the reader to evaluate past and present events and future obligations;
(3) Material because important omissions or misstatements could lead to mistaken
decisions;
(4) Rel iable so that they can be depended upon to be free from material error or bias;
(S) Faithful in representing transactions; consequently, items subject to undue
uncertainty such as goodwill are omitted;
(6) More representative of substance than form, so thal fictitious transactions that
appear to, but do not. convey ownership are represented accurately;
(7) Neutral and free from bias;

(8) Prudent; exhibiting a degree of caution when making estimates that avoids both
overoptimism and the omission of hidden rese rves;
(9) Complete, so that no material information is omitted;
(10) Comparable over time and across different companies;
(1 1 ) Timely, so that the information is still useful when it is made available; and
(12) Cost-effective, so that the benefits of the information to users exceed the costs of
obtaining and preparing it.
Sources: AICPA Professional Standards. AC Sections 9000A and 9030; and the International
Accounting Standards Comminee, lnrernational Accounting Standards (1995).

often to overstate incarne and net worth.) In addition, a current value is
more useful than an original cost. The four valuation methods emphasize
the two desirable characteristics of objectivity and current relevance to
different degrees.
Market values derived from deep and actively traded markets are cur
rent, objective, and verifiable. Employing such values tends to make
financial statement'> volatile, but such volatility may merely reflect a real-
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ity that needs to be recognized. For less frequently traded assetS held by
firms that are expected to continue in business, accountantS favor histori
cal cost for the balance sheet, which is objective and readily verifiable.
They attempt to make their valuation current by adopting one of severa!
professionally recognized methods for depreciating the value of an asset
over irs productive life.

©International Monetary Fund. Not for Redistribution

Appendix II
Supervisory Instruments
The work of bank supervisors consists of (l) promulgating prudencia!
regulations;

(2) licensing new banks;

(3) monitoring the activities, perfor

mance, and condition of operating banks; (4) acquiring and using (and, in
sorne instances, also disclosing) relevant information to banks and their
customers;

(5)

enforcing bank laws and regulations and correcting banks'

deficiencies; and

(6)

intervening, for example, by revoking bank licenses

where necessary.135 Their objective is to protect the banking system rather
than individual banks, but it also encompasses protecting the interest of
small depositors who are not able to monitor banks directly.

Regulatory Action
Banks intermediate between savers and borrowers by risk, denomina
tion, maturity, and currency. They typically convert small deposits, the
daims of risk-averse depositors, into larger riskier loans and take on cred
it and market risks; turn short-term liabilities into longer-term assets and
so incur interest rate and Jjquidity risks; and borrow in one currency to
invest in another, exposing themselves to foreign exchange risk. It is man
agement's responsibility to actively manage banks' risk activities and priee
them appropriately, but discipline and incentives from the markets and
supervisors can help banks to manage these and other risks.
First, supervisors may establish regulations that limit the bank's risk
exposure and set minimum standards for capital to enable the bank to sur
vive setbacks. This role is particularly important in economies where cor
porate governance and market discipline are weak. Second, sorne activi
ties, such as significant investments in nonfinancial subsidiaries, are
subject to limitations. Alternatively, rather than limiting or forbièding
certain other activities, regulators may require banks to hold higher levels
of capital when they engage in these activities. Third, sorne regulators

IJS

Because supervisors impose sanctions of various kinds in the exercise of their dut:ies, provision

should be made for their actions to be subjecr ro administrative or judicial review ro discourage them from
acting in an arbirrary manner. At the same time, a balance musr be struck ro avoid unwarramed interfer

ence thar inappropriarely impedes justifiable supervisory actions.

185
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priee banks' risk taking, for example, by charging higher fees to riskier
banks for on-site inspections and deposit insurance.
A summary of key prudential practices, induding those recommended
by the Basle Committee on Bank Supervision, chose adopted in the EU
and the United States, and those recommended by MAE, in its technical
assistance to Fund members, are contained in Table

20. Ir

does not

describe the practices that these entities have adopted with respect to dis
ciplining and closing deficient banks. No international consensus appears
to have been reached on these issues. The Basle Cornmittee has not issued
any guidelines, and practices differ within the EU.

Capital Adequacy
Until

1988,

capital requirements traditionally were set as "leverage" or

"gearing" ratios, which measured equity (plus Joan-Joss reserves and sub
ordinated debt) in relation to total, on-balance-sheet assets. The Basle
capital standards, established in

1988 for banks in the Group ofTen coun

tries, acknowledged thar bank assets !have different degrees of exposure to
credit risk and that off-balance-sheet items also expose a bank ro risk.
Nevertheless, the Basle risk-based standards allow banks a substantial
degree of choice in their portfolio composition by requiring capital ratios
that roughly reflect the risks banks take, both on and off their balance
sheets.

As illustrared in Table 2 1 , the Basle Committee has placed bank assets
into different risk categories and applied different weights chat roughly
correspond to banks' perceived credit-risk exposure. The Committee
wanted to keep the risk-weighting system simple and was, therefore, pre
pared co adopt a "broad-brush" approach. The risk weights, chosen after
negociation, although not statistically derived, intend to reflect default
probabilities observed over a period of time in the Group of Ten coun
tries. The Basle standards have been criticized, however, for having a
smaiJ number of risk categories that fail to account for measurable differ
ences in risk, for not adequately distinguishing between differences in
risks within risk categories, and for aggregating risk-weighted assets with
out considering the covariances among assets that may reduce, or in sorne
cases increase, risk exposure .136
The Committee focused on total capital, which it divided into cwo
tranches (cier

1

and tier 2). It recommended that banks maintain total cap

ital equal to at !east 8 percent of their risk-weighted assets and that at !east

4 percent should be

cier

1

(principally equity) capital (see Table

22).

116 See Folkerrs-Landau, Ito, and others (1995), p. 138 and Kane (1995).
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Table 20. Key Prudential Practices
Practice

Basle Committee

Minimum
capital for

No guidance.

new banks

European Union

United States

MAE Advicel

set at ECU 5

Minimum capital

ln practice
minimum

Minimum
$1 million.

million

$2 million.

($6 million).
Minimum

Total capital

capital

to risk-weighted
assets of at

adequacy
ratio

least 8%.

Loans to
one

Guide to best
practice; not

least 8% total
capital to risk-

At least 8%;
Similarto
Basle standards; more in a
additionally, a

high-risk

leverage ratio

environment.

Not more than

25% of total

Federal limits
15% of total

25% of total

capital to one
borrower, and
not more than

capital; state
rules from
10% to 25%.

to a single
borrower or
group of

weighted assets.

more than 25%
of total capital.

borrower

Compulsory, at

8 times capital

of 4% at a
minimum.

capital applied

related parties.

to ali large
borrowers2 in total,
applied on a
consolidated basis.
Lending to

No guidance,

Less than 20%

At arm's

At arm's

related

but special
attention needed.

to related
enterprises.

length, Jess

length,
between 15%
and 25% of
total capital
applied to
related parties

parties

than 15% of
total capital to
each and
1 00% to ali
related
borrowers.

and in total not
more than

1 00%.

Liquidity
ratios

Guidel ines on

Country specifie.

Guidelines;

Cuidelines are
necessary and

measuring and

case-by-case

managing liquidity
risk.

assessment.

ratios are
useful.

Guidelines;
case-by-case

Limits
necessary

Foreign

New capital

exchange

charges adopted,

exposure

position limits
recommended.

Country specifie;
normally 1 0% to

15% for individual assessment.

either as a

currencies and
20% to 40% in

ratio or in
absolute

total; capital

amounts.

charges required.
• MAE

=

Monelary Affairs Depanmenl of 1he IMF

1 Defined as exposures of

10 percen1 or more of capital.
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Table 2 1 . Essential of the Basle Risk-Based Capital Standards

Assets lncluded

Risk

Risk Weight

Categor
y

(ln percent)

Balance sheet items
Cash and loans to governments and central banks
Claims on public sector entities

2

Claims on OECD banks

3

loans secured by mortgages on residential property

4
5

0
10
20
50
1 00

6

Applicable
weight

Ali other assets, including commercial loans
Qff.balance-sheet items
Each off-balance-sheet item is scaled by a
conversion factor

The Committee bas recently enlarged its capital standards to caver
market risks, which are defined as the risk of Joss arising from position
taking in debt and equities in the trading portfolio and in foreign
exchange (Basle Commütee,
la ter than year-end

1997.

1996). The scheme is to be implemented not

The Committee offers banks two alternatives

for estimating their capital needs. First, a bank may use the traditionaJ
"add-on" measuremem approach, wruch requires it to hold an additionaJ
amount of capital to caver its exposure to market risk. Alternatively, in
sorne cases, a bank may use its own interna] risk-management systems to
assess its exposure instead of the traditional measure and thus avoid a pos
sible conflict between the two approaches and the added burden of meet
ing two capital standards: one internai and one external. Perhaps the best
known internai system for measuring bank exposure to market risks is the
(VAR) system. 137

"value-at-risk"

Given the likelihood that it will become increasingly difficult to set
meaningful capital standards in the modern, fast-moving world of global
finance, supervisors may wish to rely increasingly on banks' own assess
ment of their capital needs. One way to do this would be to adopt the
"pre-commitment approach" to bank supervision. Under this method,
each bank wouJd be required at the beginning of each reporting period to
1J1 VAR estimaœs arrempt to calculate the maximum Joss thar a bank mightincur from market riskover
a given, short rime period. The VAR system of estimares has been criricized because it isdependent on a
large number of assumptions and historical relationships, which may be invalidared by market eventS. Ir
also demands sophisticated modeling, extensive computer capaciry, and a large amounrofdara, which may
become irrelevant when the environment changes (as it often does when banks become unsound). Thus,
VAR is currently usable only by the largest banks-these, however, are the principal dealers in derivatives.
Small banks ,yjJI need to use the add-on approach. Moreover, VAR says nothing about the size of the Joss
es that might be incurred i n the tai! of the distribution beyond the usual 1 percent eut-off leve!. These
omissions may be important if the distribution is not normally distributed.
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Table 22. lier 1 and lier 2 Capital
Capital Measure
Tier 1
Tier 2

Components
Paid-up capital (common stock)
and disclosed reserves.

At least 4%.

Undisclosed, revaluation, and

Limited to 1 00% of
tier 1 capital .

general loan-loss reserves,
subordinated debt, and hybrid
debt instruments.
Total

Recommended Ratio

2 (where tier 1 can
range between 50% and 1 00% of
the tota l)
Tier 1 plus tier
.

A t least 8%, of which
at least 4% is tier 1
capital.

evaluate its need for capital (over and above the regulatory minimum) in
the ensuing period in relationship to its desired leve! of risk exposure. It
would manage its portfolio to limit its cumulative trading !osses during
this interval to an amount less than its capital allocation, so that it does not
fall below the established capital requirements. While the bank would
choose its capital commitment, both the commitment and the adequacy of
the risk-management system that generated it would be subject to super
visory evaluation and approval. To provide incentives to maintain ade
quate capital, penalties would be imposed if a bank's !osses exceed its cap
ital allocation .t38
Many supervisors in countries with more volatile economies have
adopted the Basle standards even when conditions do not warrant their
use. There are severa! reasons why they may be inappropriate. First, the
default probabilities of Group of Ten countries do not apply, so that
supervisors need to require their banks, whose values are volatile because
of economie conditions, to hold higher levels of capital in relation to their
risk-weighted assets to achieve the same probability of insolvency as faced
by banks in the Group of Ten countries.l39 Second, supervisory tech
niques in general and loan classification and provisioning practices in par
ticular in many countries may be so weak that assets are overvalued and
reported measures of capital are, therefore, grossly overstated and infor-

llK See Kupiec and O'Brien (1995), who suggest a capi tal surcharge in future periods or fines as incen
tive-compatible penalties. The Basle Cornmittee adopted elemenrs of the precornnùonenr approach in irs
scheme for n
i corporaring marker risks inro the capital accord. A bank is required ro hold additional cap
ital in the nexr period if "backtesting" demonstrares that irs capital allorment was insufficient in the pre
vious period. A bank thar can demonstrate by badctesring thar irs capital allorment was adequate escapes
the addition.
tl• See Dziobel:, Frécaut, and Niero (1995), Kane (1995), and Hausmann and Gavin (1995).
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marion in general is unreliable. Third, the legal infrastructure makes it
Jess likely that banks will succeed in getting their loans serviced. Hence,
many observers argue that good practice requires that banks in volatile
economies with undeveloped financial and legal infrastructures maintain
(possibly much) higher levels of capital.

Liquidity Standards
There are two supervisory approaches to liquidity risk. The first is to
issue guidelines to banks for the measurement and management of this
risk. The approach is adequate in industrial countries, where a deep inter
bank market can assist banks in maintaining liquidity.
ln many other countries, supervisors adopt a second approach and
require banks to meet certain prudential ratios of liquid assets (cash,
daims on the central and correspondent banks, and short-term, nego
ciable, govemment securities) to deposits or total assers to enable them to
satisfy requests to withdraw deposits. The ratios may be of severa! differ
ent types, sorne of which weight assets and liabilities according to their
liquidity. Supervisors may require banks to strike a more complex balance
between the maturities of their assetS and liabilities.
Because of the difficulty of measuring liquidity (a time- and place
specifie concept) the Basle Committee, the EU, and the United States
have not established formai liquidity ratios. While many countries
still use liquidity ratios, because of the diversity in approaches currently
in use, it has not been possible to reach an international consensus on
this issue. However, in September

1992,

the Basle Committee issued a

set of nonbinding guidelines in "A Framework for Measuring and
Managing Liquidity." The guidelines set out the main elements of a
mode! system for measuring and managing liquidity. They rely on a
maturity ladder and the calculation of a cumulative net excess or deficit
of funds.

Lirnits on Lending to Single Borrowers and Insider Transactions
Supervisors in most countries impose limitS on loans to single barrow
ers to limit risk concentration and on loans to related parties and insiders
to reduce conflicts of interest and possible concentration in the portfolio.

As shown in Table 20, banks may not be permitted to !end more than 15
to

25

percent o f their capital base to a single borrower o r group o f relat

ed interestS-conceptS that need to be clearly defined in the regulation.
Loans to insiders typically are quantitatively restricted as a percentage of
capital and are accompanied by a requirement thar they be made "at arrn's
length" (i.e., not on preferential terms).
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Foreign Exchange Exposure
There are two main supervisory approaches to foreign exchange risk.
The first is to issue guidelines to banks for the measurement and man
agement of this risk. The guidelines would typically encompass standards
for internai controls; recording, accounting, and reporting of data; estab
lishing risk-management responsibilities and a separation between front
and back-office functions; and allocating other responsibilities. Super
visors would request that these guidelines be followed and incorporated
into a written statement of policies and procedures, approved by the
bank's board and made available to the supervisors.
The second approach, which can be combined with the guidelines, con
sists of spccifying prudcntial lirnits on open positions, cxprcsscd as a pcr
centage of the capital base. There are generally limits for open positions
in each currency (typically 1 5 percent of capital) and for aggregate expo
sure (frequently set at 2 5 percent of capital). The definition of the aggre
gate open position used to vary widely from country to country, but
recently an international consensus definition, "the shorthand aggregate
position," has been adopted by the EU and the Basle Committee. 140 In
addition, the Basle and EU capital standards have been extended to
require that additional capital be held in relation to foreign exchange posi
tions, which are viewed as a type of market risk.

Regulations Relating to Internai Controls
Supervisors will encourage banks to introduce good management and
strong internai contrais through on-site supervision to ensure that man
agement adequately contrais risk taking, continues to meet the "fit-and
proper" standards set when they were licensed, follows a "four-eyes" prin
cipie of management review, separates trading from back-office
operations, and requires an internai audit function that reports directly to
the board.141 Sorne supervisors issue guidance on the raies and responsi
bilities of directars.1 42

Consolidated Supervision
It is important that supervisors oversee the consolidated position of
both domestic and foreign subsidiaries, participations, and groups. Failure
to do so has led to serious banking problems in many countries.
HO The shonhand aggregate position is the sum of either the shon or long positions in individual cur
rencies, whichever is greater.
Hl Because Barings Bank in Singapore and Daiwa Bank in New York failed to separate these activities,
"rogue" traders were able to expose these banks to very large !osses.
Hl The U.S. Office of the Comptroller of the Currency (1987) issued a book of guidelines. See also
Peru (1995) and De N'ederlandsche Bank (1987).
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Oversight needs to be consolidated internationally. Particularly in
recent years, banks have increased their international activities through
the development of regional operations abroad and offshore branch net
works or closely related foreign subsidiaries. In such cases, supervisory
authorities must insist on consolidated supervision, which includes off
shore affiliates, in banks' reporting and analysis. The 1975 Basle
Concordat demarcated responsibilities among home and host country
supervisory authorities. These guidelines have been strengthened since
then, most recently in 1992 (after the BCCI incident), to establish mini
mum standards for supervision of international banks and banlcing groups
and a principle of consolidated supervision by the home country. Ali
supervisory authorities that have international banks operating in their
jurisdictions are expected to implement these guidelines.

Licensing Banks
New banks are needed to provide actual and potential competition to
enable the banking system to serve the public interest efficiently.
Nevertheless, the licensing process needs to offer sorne assurance to
depositors that the new bank is sound and stable in order to protect small
depositors and the banlcing system from destructive competition from
undercapitalized, ill-conceived banks or those operated by unqualified or
Jess reputable owners and managers. Consequently, new banks are
required to meet certain standards to enable them to operate successfully.
These requirements, summarized in Table 23, set a corporate frame
work to ensure good internai governance by "suitable" owners, fit-and
proper boards of directors and managers with strong policies, proce
dures, and internai controls; a sound business plan to attain profitability
as soon as possible; and enough capital of good composition to enable the
bank to undertake initial lending activities, cover operating expenses, and
provide a sufficient buffer against potential ]osses that might be experi
enced in the initial start-up years. During periods of banlcing distress,
licensing laws may allow for a temporary moratorium on new banks; this
would permit the formulation and implementation of a strategy for
resolving banlcing problems in an orderly fashion and provide for proce
dures to relicense banks, or to otherwise facilitate exit of weak and insol
vent banks and the enforcement of requirements aimed at strengthening
remaining banks.
With the exception of the EU, there are no international agreements on
licensing standards (although countries have trade-related bilateral agree
ments regarding the application of reciprocity in granting licenses to
branches and subsidiaries of each other's banks). Nevertheless, a host
country should not license a foreign bank branch, subsidiary, or represen-
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Table 23. Basic Elements of a licensing Process for Banks
( 1 ) The licensing process should be made transparent by publishing and uniformly
applying the laws, regulations, and requirements for a license, the process for
applying for one, the decisions made on license applications, and the register of
licensed banks. The law should give the supervisory authorities the right to demand
pertinent information, a strong responsibility to maintain its confidentiality, and
specify penalties for violating confidentiality.

(2) The requirements for a license should specify the nature of a joint-stock banking
company and the provision of limited liability. They should set the ground ru les for
corporate governance, "suitability" standards for owners, and fit-and-proper
specifications for boards of directors and managers to insu re the honesty,
trustworthiness, skili, and experience of bank owners, officers, and managers. They
should determine whether commercial and industrial firms can own banks and set
bounds for the organizational structure and administration of the bank, including ils
internai controls, internai and external audit functions, and any provisions necessary
to prevent conflicts of interest.
(3) The laws or regulations should set minimum levels for initial capital and the
composition of that capital.
(4) The license application should include a feasibility study and a business plan. An
application should not be considered complete until ali demanded information has
been provided.

(5) The scope of the license, specifying activities that the bank can undertake-whether
and to what extent it can take equity positions in nonbanks, engage in securities and
insurance brokering and underwriting, leasing, factoring-should be clearly specified
i n the applicable laws and regulations.

(6) The corporate structure should be transparent.
(7) The bank should be licensed by the country in which it will conduct the major part
of its business.•
• Sometimes

a bank will obtain a license i n a country that does not conduct consolidated oversight

and then operate mainly through branches and subsidiaries in other countries. BCCI and Meridien were
able to escape oversight in this way.

tative office without the approval of the home country's supervisory
authorities.

Monitoring Banks
Banking supervisors monitor the condition of banks, so that corrective
actions can be taken when banks deteriorate. Prudential supervision is
best carried out through a combination of off-site monitoring and on-site
inspections, although these techniques receive varying degrees of empha
sis by different countries. There is, however, a recent tendency toward
recognizing the importance of on-site inspection as the only way to assess
the quality of internai controls and management.
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Off-Site Supervision
The purpose of off-site supervision is to monitor compliance with reg
ulations, provide early identification of problems that require prompt cor
rection, set the priorities among banks for on-site inspections, and assess
general information, press reports, and market data. Off-site monitoring
is typically based on submitted reports containing, inter alia, balance sheet
data, profit-and-Joss statements, cash flows, and supplementary informa
tion, especially that on asset quality. The usefulness of the analysis is only
as good as the quality of the data, however.
Less-sophisticated supervisory authorities limit themselves to relative!y
straightforward calculations of prudential ratios, including capital adequa
cy, liquidity, Joan performance, and provisions for Joan !osses. In other
countries, the performance of a bank is compared both over time and
against that of similar banks in peer group analysis.l43
Sorne supervisory authorities construct computer models to forecast
banks' financial condition and analyze sectoral trends. The accuracy of
such forecasts can be improved by the inclusion of data from the most
recent on-site inspection.

On-Site Supervision
On-site inspections verify the accuracy and reliability of data included
in a bank's financial reports and assess the quality of management and
internai contrais, and so on. Many countries make a full-scope evaluation
of the condition of a bank by constructing a CAMEL ratingl44 assessing
capital adequacy, the quality of its assets, the adequacy of its management
and system of internai controis, earnings, and liquidity. These assessments
cannat be made satisfactorily off-site; in particular, the assessment of man
agement capability has to be made on-site. More limited, targeted on-site
inspections can focus on compliance with prudential regulations or on
specifie problems a bank is experiencing.
The frequency of on-site inspection is important, particularly where a
bank's condit.ion can change rapidly. A worthy goal is to conduct on-site
examinations when they are needed, which is typically at !east annually;
but problem banks may need more frequent attention; while too-big-to
fail troubled banks that carry systemic risks may need to have inspectors
continually in attendance so that they do not use their guarantee to
increase their risk exposure (see Chapter 3).
141 Experience has shown, however, that peer group analysis that idenù6es outlier banks in need ofcor
rection will fail when banks as a group rnal.:e the sarne rnistal.:es (Cole, Comyn, and Gunther, 1995).
1+> A CAMEL raùng is a rneasure of the relaùve soundness of a bani.: and is calculated on a 1-5 scale,
with 1 being a strong performance. The terrn slllnds for capital, asset, management, earnings, and liquidity.
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Early Warning Indicators
Bank supervisors can use experience and statistical modeling to detect
threats to solvency and liquidity at an individual bank. They can assess the
strength of the banking system as a whole from a distribution of banking
assets by probability of insolvency.

Role of External Auditors
Sorne countries use external auditors as either substitutes for, or com
plements to, ovcrsight by a supervisory agency, but sorne aspects of their
use are controversial in sorne countries.I45 There is an increasing tenden
cy for countries to require external auditors to report the deficiencies they
identify not only to the bank's management but also to the supervisory
agency. This development is thwarted, however, when a country's com
mercial law (as in the United Kingdom and the United States) confines
external auditors' responsibility to shareholders, 146 so external audits are
not a source of information for supervisors.I47

ln this situation, the supervisory agency (as in the United Kingdom)
that does not wish to expand its on-site inspection function, may subcon
tract its supervîsory role to external audîting firms, which conduct on-site
examînations on its behalf. An audit is not the same as an on-site inspec
tion, however. An audit is, in large part, backward looking, whereas a Joan
evaluation conducted by supervisors is anticipatory. While external audi
tors can verify accouming data that banks report, they normally do not
have the skills needed to conduct on-site inspections that evaluate the
quality of the Joan portfolio and adequacy of provisions for losses. 148
Other countries, such as Australia, Chile, and those in the EU, view
external audits as complements to the on-site supervisory process and are
increasingly moving to share supervisory responsibilities with externat
auditors.I49 For example, the EU has recently placed responsibilities on a
bank's auditors to notify the supervisors of deficiencies that it identifies. ISO
Sharing responsibilities means that letters to the bank from the superviHS

See American Instirute ofCertified Public Accoumants (AJCPA, 1989, Section 10,040).

14<1 There are a number of instances, however, where auditors have been sued by shareholders for fail



ing to detect damaging deficiencies.
14i Baring's externat auditors notified management of deficiencies in internai controls relating to deriv
atives activities in writing during the 1992 audit (United IGngdom, House of Conunons, 1995, paragraph
i formation might have alerted the Bank of England to the ban.k's problems if it had been
10.33). That n
shared with the supe.rvisory agency. The United IGngdom will need to amend its commercial law to
reflect the new EU requiremem discussed below.
I4N ln the United States, responsible external auditors have been sued and found guilty in a number of
i nstances for issuing "dean bills of health" to banks and thrifts thar failed soon afterwards.
I.W See AJCPA Professional Standards, Section 10,040.
ISO See European Union (1995).
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sors are shawn to the auditors and conversely. Moreover, auditors are pre
sent at supervisory meetings with management and supervisors attend
auditors' final conferences with management and directors.

Role of Banks' Internai Controls
Supervisors' and auditors' traditional reliance on periodic on- and off
site evaluation based on time-specific accounting data is based on a
premise that a bank's condition will not change markedly between report
ing and inspection periods. (It is not reasonable to expect a bank to report
on a continuous basis.) That assumption is less valid today when a bank
can change the composition of its portfolio overnight and its risk exposure
momentarily through, for example, the use of derivatives. While most
banks fail as a result of credit lasses, new approaches to their supervision
need to be developed. 1 51 Supervisors in very few countries are trained to
evaluate the creditworthiness of derivative portfolios. Consequently, risk
restraint is becoming increasingly dependent on the bank's own risk-man
agement systems to ensure the bank� safety, while the supervisor's task is
to assess the adequacy of these systems. l 52
One suggestion is to place increasing reliance on banks' own systems of
internai control. This reliance is feasible when information about banks
and their borrowers is inexpensive, plentiful, frequently updated, and reli
a ble. Then, the supervisors' role is to ensure the adequacy of these con
trois. The precommitment approach to capital adequacy, discussed earli
er, falls in this category.

Enforcement and Corrective Actions
Supervision intends to monitor compliance with prudencia! standards
and safe and sound banlcing operations of the bank. In case of noncom
pliance or unsafe and unsound banlcing practices, supervisors can first seek
improvement through moral suasion, then through "informai" followed
by "formal" actions. The relative emphasis placed on these tools varies
from country to country. When moral suasion fails, the supervisor may
choose to take an informai action (e.g., by issuing a letter of reprimand or
obtaining a memorandum of understanding) that is not legally enforce
able, but which notifies the institution that its noncompliance has been
noted and should be remedied and that it has been recorded to establish a
track record. Continued noncompliance would normally be met by legal-

ISI See Folkerrs-Landau, Ito, and others (1995).
Ill If the assessment of a bank's risk-ma.nagement system is chat it is inadequate, supervisors can con
duce an in-depth analysis of its risk exposures.
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ly enforceable formal actions that include cease-and-desist orders,
removal of major officers or prohibition orders, and fines.
Alternative Approaches
Sorne countries favor a system of prompt corrective actions (PCA)
established by law or regulation that specifies actions that the regulators
should or must take as the condition of a bank deteriorates. Each step in
the graduated process will be triggered by clearly defined deficiencies;
most notably when the bank reaches a certain capital level. Such a legal
obligation to take action will be particularly necessary where supervisors
are prone to forbear or are subject to political interference.
The PCA system in Table

24

describes the system used in the United

States. It defines a critical minimum capital ratio below which closure is
required; categories of banks according to their capital ratios; and correc
tive actions that either must or may be applied to banks with capital
deficiencies.
Other countries prefer to grant full discretion to their supervisors to
take remediai measures as needed. This system can be assisted by an
incentive system that rewards supervisors (perhaps financially) for main
taining a sound system and holds them accountable when they fail to do
so. To operate a discretionary system successfully requires that supervisors
be free from political interference.

Closing Nonviable Banks
If the institution continues to deteriorate, the supervisor should have
the right to take the institution from its owners, place it in conservator
ship to be sold, merged, or restructured, or cali for its liquidation.
Grounds for conservatorship and liquidation are listed in Table

25.

Data Creation and Disclosure
Bank supervisors can play a role in obtaining and verifying for their own
use and supplying accurate data on bank condition to the public and on
borrower condition to banks. Very few publish their information at pre
sent, however, although banks usually have a legal obligation to publish
audited annual financial statements. Where supervisors do not collect and
supply the data themselves, they can encourage private suppliers to pro
vide data services. Data from private sources or from supervisors can caver
the condition of individual banks, the system as a whole, and bank bor
rowers, and report market conditions as they affect banks and their cus
tomers. Regulations can assist in improving the availabiljty of information
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Table 24. Prompt Corrective Actions in the United States
1 . The criticaf minimum capital ratio is typically defined as either zero or 2 percent for
either the unadjusted ratio of equity to assets or the total risk-adjusted capital ratio.
2. Categories ofbanks
Level 1. Banks that maintain capital ratios tllat are significantly in excess of the
minimums established are ca lied "weil capitalized."
Level 2. Banks that meet or exceed the minimum ratios established but do not belong to
level 1 are referred to as "adequately capitalized."
Level 3. Banks that are not in compliance with minimum capital standards but are not in
level

4 or 5 are "undercapitalized."

Level 4. Banks that maintain capital ratios that are above the critical minimum, but
significantly below the prescribed ratios are called "significantly
undercapitalized."

Level

5. Banks that have one or more capital ratios below the critical minimum are
"critically undercapitalized."

3. Corrective actions for undercapitafized banks
•

Ali undercapitalized banks shall submit, within a specified time, a capital restoration
plan to their superviser. The plan will specify how the bank will meet applicable
capital standards without increasing risk (including credit and interest rate risk, and
other types of risk) and the activities in which it will engage. The plan will aIso
provide any other information that the regulators require. The plan must be approved
or disapproved in a timely manner by the supervisory agency, which has the right to
demand that appropriate changes be made to the plan.

•

The supervisory agency shall prohibit any undercapitalized bank from increasing its
liabilities. Limited exceptions may be granted.

•

For banks in levels 4 and 5, the regulators may (1) require banks to sell shares, (2)
prevent them from paying dividends, (3) restrià the interest rates they pay, (4) prohibit
the payment of bonuses or excessive compensation to executive officers,

(5) require

approval for the opening of new branches, (6) prohibit the receipt of deposits from
correspondent banks, (7) require the election of new direàors, and

(8) restrict other

activities.
•

ln addition, banks in level

5 will be prevented from (1) paying interest on

subordinated debt, (2) undertaking any material transaction, and (3) changing
accounting methods.
•

Banks that do not improve and so remain in levet 5 will be placed in conservatorship
or receivership/liquidation after 120 days.
Source: The U.S. FDIC lmprovement Act of 1991, Section 131.

by establishing requirements regarding what data should be reported and
the timing and format of the reports. Nevertheless, supervisors provide a
service only when the data they obtain and disseminate are valid-there is
a danger of obfuscation to achieve political ends. "Disinformation," which
has been a problem in sorne countries, deters market discipline and weak
ens the system in the long run.
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Table 25. Grounds for Conservatorship and liquidation
Conservatorsh i p
•

Serious deterioration with regard to capital
adequacy; for example, capital falls below

25% of the required minimum

•

Serious breaches of laws or regulations

•

Seriously unsafe and unsound

liquidation
• The bank defaults on its obligations
• Negative capital (insolvency)
•

Other reasons for assuming that the
bank is not viable

banking practices
•

Willful violation of a cease-and-desist order

• Willful and unlawful concealment of data
or noncooperation with the supervisor
• Criminal activities

Data on Borrowers
Good credit assessment is a decisive factor in banking. When he applies
for a Joan, a borrower typically knows the condition and prospects of his
business better than his bank. Moreover, an existing Joan can be impaired
if economie conditions worsen or a borrower takes on an excessive
amount of debt from another source. Consequently, bank supervisors can
help to redress this asymmetry of information by collecting data on bank
borrowers and supplying nonconfidential parts of the data to banks.

ln France and sorne other EU countries, for example, each bank is
required to report large corporate loans to the central bank.I53 In return,
banks are told every month the totaJ indebtedness of aH large borrowers
to the banking system. To retain confidentiality among banks, the names
of other lenders are not revealed. As an alternative, a country can take a
decentralized approach by permitting the development of private rating
services for borrowers.I54
Credit evaluation by a bank's Joan officers is a complex, data-intensive
process that requires good judgment that may take years of training and
experience to acquire. Credit bureaus that monitor borrowers' credit his
tory can assist banks in making credit decisions. Supervisors can encour
age the provision of such bureaus in countries where they do not exist,
ISl A BIS (Bank for International Settlements) worlcing group s
i trying to improve the comparability of
credit registers in severa! countries, although neither thar worlcing group nor the Basle Commirtte is
direcrly involved in the international exchange of credit regisrer information.
IH Agencies, such as TRW and Equifax in the United Srates, sell information about small business and
consumer borrowers and severa! companies (such as Moody's and Standard & Poor's) rate larger
borrowers.
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especially as recent advances in credit-evaluation techniques are making
the process more systematic. Credit-scoring techniques, derived from
estimation of borrowers' default probabilities, applied first to judging
applications for consumer credit in the United States, are now being used
to evaluate mortgage applicants. Such techniques could assise banks in
making initial credit decisions and monitoring the continuing condition
of borrowers in other countries. Credit-scoring methods would also assist
supernsors in classifyjng individual loans and setting the appropriate pro
visions against them, but there is no evidence that the technique has been
adopted by any country to date.
Data on Bank Condition

Public disclosure of information can facilitate reduced reliance on
supervision and orient the system toward market discipline and so
strengthen banking system soundness. Releasing data is feasible if most
banks are sound. Then, the provision of accurate data can enable the
public to migrate from unsound banks to stronger ones without precipi
tating a run to cash or abroad. Such discipline will serve to keep the sys
tem strong by rewarding sound actions and penalizing unduly risky
activities.
The public has a right to good data on the condition of banks and there
is evidence from many countries that the public (which includes the bank's
principal creditors) tries to distinguish sound banks from unsound banks
to protect its interests by relocating funds to a safe place. Credible, well
publicized information that a bank is sound is likely to prevent a run on it
and other sound banks in the system, even when sorne banks in the same
region or in the same location are unsound. In fact, an uninformed public
is more likely to run from a sound bank that it considers similar in sorne
way to a failed bank than an informed one. Thus, good information can
avert a generalized run. While transfers from weak to strong banks in a
flight to quality cao be disruptive, they are easier for the authorities to
handle than a general flight to cash or abroad, because a flight to quality
within the banking system does not reduce bank reserves in the aggregate
or cause a decline in the money supply.
Publishing information when there are few if any strong banks and no
credible guarantee of deposit repayment is more problemaric. While the
supernsory agency has an obligation to keep the public weil informed
about the condition of the banking system, it does not want to initiate a
panic, but if it does not inform the public and the public incurs lasses, it
may be held responsible for these )osses. In an unsound system, perhaps
the best that can be achieved is to include provisions for the future full
disclosure of accounting data and even supervisory ratings after the
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banking system, including the legal, reguJatory, and supernsory infra
structure in which banks operate, has been successfully restructured.
Then, the public couJd exert constructive, discriminating discipline on
banks, and regulators would no longer be allowed to hide behind a cloak
of secrecy.

Data on Market Conditions
The damage to severa! countries' banking sectors caused by recent bub
bles in the real estate and stock markets suggest that countries that do not
already do so may want to keep close track and take account of the behav
ior of asset priees and the condition of real estate and other asset markets.
This information is important so that supervisors can amicipate when
they will need to pay special attention to banks with portfolio concentra
tions in these industries_1 5 5 Supervisors can obtain the information them
selves, or use private sector data when they exist. For example, as a result
of the collapse of the real estate market in the United States, the Federal
Deposit Insurance Corporation (FDIC) now publishes a regular survey of
the real estate markets in major regions. Supernsory agencies in other
countries might find the provision of similar information cost effective in
discouraging asset concentration or, at !east, encourage private agencies to
provide these data semees.

Conclusion
Effective bank supernsors help to keep the banking system sound and
protect small depositors. Supervision should, however, complement and
not replace good corporate governance and the constructive force of mar
ket discipline. As is weil known, overregulation can detract from econom
ie efficiency, innovation, and growth. Finding the right balance is an
important challenge.

1 ss Carse (199 ) points out chat banks in Hong Kong failed co appreciate the induscry risk inherent on
5
propeny lending in an inflated market. The lending decisions of individual banks that may have appeared
prudent in isolation were collecrively rash. Consequently, the Hong Kong Monetary Authority required
banks with high exposure in real estate to supply a policy starement detailing lending procedures and
exposure limits.
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