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In a generally healthy and well-regulared banking sysvem, individual
hanks can and usually should be allowed to fail. Allowing marker disci-
pline and supervisory intervention to weed out weak institotions mini-
mizes moral hazard, Where valnerabilicy is widespread, however, the
potential negatve externalities associated with widespread bank failures
may call for intervention beyond what can be accomplished by the market
or standard supervisory instromenis.! Systemic bank restructuring com-
prises a comprehensive program oo rehabalitate a sigmificant part of 2
hanking system so as to provide vital banking services efficiently on a sus-
tainable basis, Such restructuring programs have been undertaken by
some 30 Fund member countries over the last fifteen years in a range of
economic and political circumstances,

Systemic bank restructuring programs typically encompass an array of
mi;:n:r:l,:rrrmm'il:., i.r'un:l;iI:|||.ti.-|:||'|.]|I anicl T:E'I,I]l‘tl:lT}' measures,” Such programs
alses have xigﬁiﬁnﬂ.‘r‘lr AT CONGITIIE in'||:||:ir.:l:'.i|:r|:|:n:I ok least hecause tl‘m
fiscal and quasi-fiscal costs are wsually substantial. There are also implica-
tions for monetary policy, the balance of payments, macroeconomic sea-
hility, and growth; for the equity, efficiency, and transparency of public
policy; and for the furure fanctioning of financial markets.

Systemic bank restructuring has often been a response to an outright or
impending crisis, typically manifested by bank illiguidity, runs on banks
and on the domestic currency, or an impending catoff of foreign interbank
lines of credic. In other cases (such as most of those in Africa and cransi-
tion economies) restrucouring was undertaken during financial distress

"See Limedgren, Garcla, and Saal (19960
A frameswori For imsesiing renicniring siralegics & developed m Chapeer 1.
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I = SYSTEMIC BANK RESTRUCTURING

when significant problems were apparent, but without a liquidity crisis,
The scale of the banking sector problems and the strategies used to
address them have sometimes had important implications for the balance
of payments, Some countries confronted their banking problems in the
context of Fund-supported programs or with assistance from the Wiorld
Bank and regional development hanks, while others acted without exter-
nal support,

The linkages between the banking system and macroeconomic policy
have made bank-restructuring programs an important issue for the Fund,
This chapter consaders strategies for systemic bank restructuring and their
macroecodnomic aspects and implications. It reflects experience gained in
the Fumd® rechnical assistance programs and other work over the last Tew
vears, and draws on lessons from the countries surveyed in Chapter 3.
Among the international financial institutions, the World Bank and
regional development banks have had lead responsibility in providing
assistance for bank restructuring to developing and eransition economies.

Across countries, awthorities” goals in underaking bank restructuring
have been similar, with differences arising from inital conditions in indi-
vidual countries, from market and political pressures, and from the
urgency under which the restructuring program was formulared and
execued.

Restructuring Strategy

As soon as systemic banking problems are recognized, comprehensive
policies should be implemented o prevemt further deterioration, mini-
mize the cost of any restructuring, and reduce the likelihood of a ligquidi-
ty crisis. Systemic bank restructuring is a multiyear process and typically
consists of a comprehensive package of macroeconomic, institutional, and
regulatory measures. The problem needs wo be assessed and the key strave-
gic decision regarding who will bear the losses must be made. Instimtiona)
responsibility for implementation needs o be assigned. This section pro-
vides a basis for the assessment of restrucouring straregies by laying out
the principal elements of such a strategy and then focusing on the finan-
cial and operational restructuring instruments that must be ar its core.

Assessing the Problem

To formulate a workable restructuring strategy and determine the spe-
cific instruments for achieving its goals, the financial and operational con-
ditron of individual banks and the problems of the overall banking system
must b assessed, The assessment shoold cover, inter alia, the solvency
(net worth) of banks, present and potential operational efficiency, prof-

©International Monetary Fund. Not for Redistribution



Masrascwenmic Impar awd Poliey Reqpanse = 8

itability, cash flows, and the capacity of the system as a whole o provide
necessary financial services to the economy. It should also consider the
principal cavses of the banks' problems, including deficiencies in the
operating framework (e.g., the kegal system and the competitive structure)
and the macroeconomic environment,

In miost cases, only an approximate assessment of most of these Bctors
can be made within a reasonable period. For example, as a banking system
deteriorates or a crsis emerges, data become much less relimble, The net
worth of a problem bank with an impaired loan portfolio can anly be esti-
matesd and will evolve as the underlying circumstances of the economy
amd banks’ clients change and as asset valoes shift, partly in response to
changes in public confidence and economic policies.” In such circum-
stances, estimates of bank asset values and off=-halance sheet items can be
used, based on available supervisory and audic daa adjusted, o che exvent
possible, for probable loses,

Assessment should distinguish potentially viable banks thar merit
restructuring from nomviable banks that will have vo be closed # Estimates
should be made using uniform assumptions and methodology tw facilitare
aggregation and analysis for the entire banking system.* Information on
the exposure of individual banks 1o each ather, w other domestic financial
institutions, o banks abroad, v the centeal bank, and w the public sector
[ihr:hn]ing EOVETTHTIENES: at all lewels, ]:||.1|'||:i|.' ;E'Enti-Eu, and 1!|uh|i|': WCtor
enterprises) will help determine the likely risk of system contagion and the
potential incidence of losses, although in this respect too, some data are
likely vo be at best rough estimares,

Allocating Losses

By the time restructuring begins, the losses of insolvent banks have
already occurred, cannot be reduced (e.g., through creative accounting),
and should be distribured as cransparently and equitably as possible.
Resources to fill the holes in the balance sheets—haoth ar banks that have
already failed and ar those awaiting restructuring—maost often come only
from the government or the domestic private sector® The government

may provide transfers or recapitalize, usually increasing public sector

e Lindgren, Craren, ssd Saal (19546], Appendis L

*n assesmment of whether wsine nonvishle banks provele seraces chan are considered esenoal 1o the
efficiens fimctioning of the economy may be reqeired. There may be cases whes & bank mary be *roo lug
1o fail® withour cawing significess damage a0 che sormemy, however, thiv concern is evaled far more
ofien than clearly usified.

Yommimeoe valwstion criteria for bank assets will enhance their mansparency and mrasferabiling.

“When availahle, foreign capital rypically goes through the governmem or seder & government guar-
aree. Privace foreign capiual bes rarely been forthooming.
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indebtedness. Private sector owners, other banks, bank credivors and
depaositors, and borrowers may also be obliged to bear the costs by writ-
ing down capital or deposits, or by paying wider spreads berween deposit
and loan rates as banks try to earn their way out, effecovely “taxing™ cus-
tomers, The problem of allocating losses is complicated by the fact that
the loss estimates change as the restructuring proceeds. Nevertheless,
establishing the prnciples that will goade the allocation s ciocal, not
least because it will be an important determimant of the macroeconomic,
especially fiscal, impact of the restructuring.

Laosses should first be charged against owners” capital to reinforce mar-
ket incentives for remaining ar future bank owners, Experience indicates
that in most cases of insolvency, owners will not be willing to put in addi-
tional capital; as a result, they should be required to relinguish control of
their bank to the ereditors, The distribution of creditors” losses 15 usually
dbefimed h}' the iputiﬂu han k.rllr'll,"L':f' |l I:':.g., C4Y B T TAta hasis or on an
established preference ranking) but will be modified by the specific rules
guiding any existing depositor protection scheme or explicit government
guarantecs.

The typical country experience is for the public sector to absorb a large
share of the accumulated banking system losses, as well as most of the
administrative costs of bank liquidation and restructuring. In some cases,
lesimes have been i|'|‘||:um|:| Ll:irul;l.‘]].' o lll;."]:lll witorrs withioart t_:nm.'ing a [un'ir_'
ar a run on hanks, MNevertheless, EIWETTIMENTS are wary ||-‘Fi|1'||:|nﬁing Caisly
an depositon and other credivors for fear of paalitical repercussions as well
a5 doamino effects, ditl‘up-l:il::ln of the payments system, or general loss of
confidence.” Equity considerations might also dictare thar the govern-
ment absorb losses when banking sector problems reflect government
action (or inaction), such as intervention in the credit allocation process,
grossly inadequate macroeconomic policies, extreme regulatory forbear-
ance permitting frawd, or excessive support from the lender of last resort

(LOLR) thar has inhibived marker discipline.

Designing Strategy

A comprehensive strategy for systemic bank restructuring must be
designed to improve the finances and operations of individual banks,

TThs, tha relaove scarcity of muns in madern bankisg sstems: reflecs govemment or cemral bank
podicios. specifically desgred 1o forestall rure, Mieeertheless, rens, somi Fesined and others maore omen-
s, have eccerred in roovss years in Arpenting, Bolvaa, Belgarma, Chile, the Crech Repablic, Essoma,
Horg Kong, Hmgary, Japes, Jordan, Malaysia, the Fhilippmes, Taiwan Provinee of China, Tasaana,
Thailand, Terkey and the Urated Seaivs {see Lindgron, Garos and Saal (19961, Tables ! and §, and
Caarces amad Saal {1%94), Tahle 1),
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redres any deficiencies in the operating environment and configuration
of the banking system, and restore public confidence, Some of the high-
lights of the country experiences surveyed in Chapter 3 are presented in
Box 1.

In virmually all countries, deficiencies of bank management and of gov-
£TRANCE STPUCTUPES are important contributors o systemic banking prob-
lems and therefore operational restrocturing of individual banks must be
an integral part of a systemic response. Operational restructuring includes
refocusing a bank's atrention on core products; improving its techniques
for credit assessment and pricing; strengthening its management practices
and accounting systems; and ensuring adequate accountability and disclo-
sure.® It often invalves reviewing a bank’s branch nerwork strucrure and
organization. To stem the flow of losses, changes in management, staff
reductions, and other cost-cutting measures are often required, along with
improvements in operating methods, such as loan approval procedures.®
As shown in the case studies and in the stavistical survey (Chapter 3), fail-
ure to achieve operational restructuring is likely wo lead to recurrence of
hanking problems. Addressing the existing stock of accumulated losses
also requires both operational and financial restructuring, The instro-
ments chosen to accomplish this put into effect the authonties” decisions
with respect to loss allocanon and determine the fiscal impact of the pro-
gram; they are discussed in greater detail below,

Far the system as a whele, it s important to ensure that a legal and
institutional framework that promotes sound banking is in place, that
supervision and prudential regulation are improved, and that the structure
of the sector does not inhibit competition or profitabilicy. Measures to
transparently and credibly rehabilitate the banking sector will be the mest
:ill:'||:r|:||'!=.|‘.|l contributors to II,EII‘\'I:II.'iTJE' |r|.||:n]i|,' confidence, Additional mea-
AUTEE, such ax the ||r¢n'1'5-:i1:|r| of an :Hln:lpriat\t: 1LOLE fnr;iﬁl}r and l;h:pl:mit
:il'HI.IHI‘IL“’E’.. nia}' also hl.': m:l:dl:l!.

."I.C'hii."!'iﬂg' il Hl'l_:,r COdi%eresias an ]!ﬂ n]il:_p E‘I:I.il!li am_] Ilﬂlﬂll E‘m‘incirﬂet :l‘n;.l
[ 15] l.l-'ht'l will he |'|='i.|':u:|:'|!i|!'|n]= feai |'l|'.|.|'||li|'|g' amil i1:||ph:n|:nhl:i|:||'| will i1l|pr|:r|.-=
the efficiency of the stravegys execution and forestall eoordination prob-
lems. The political eommitment required o accomplish a systemie
restructuring implies that inital planning should take place at a high level,
and thar the overall straregy should be approved by the parliament or its
equivalent. The details of implementation, on the other hand, are best
derermined ar the rechnical level. Experience has wuoght thar restructur-
ing is not a task for bank supervisors alone. An expert technical group is

SUpcraimnal resrsciering i dscusad in meee dictail in Chapier I,
"Hclaics mcamines o addrom salvency and profitability probldoms = the real and senbank Anancal sec-
s mmiay akin he required (we Borish, Lomg, and Née] (19957); thess are boyond the seope of this poeper,

©lInternational Monetary Fund. Not for Redistribution



= SYSTEMIC BANE RESTRUCTURING

Box 1. Lessons from Experience: Strategy

A Mlp-rr.bmn'?'e .n:p:pfwdr is I\EI'LlIiI'Ed, .HHn:uir:F nist nnl}' the immediste
stock and fow PmHi:rm of weak amd imsolvent banks, but also :nrrhaul'inp;
:hnrt:nrn:inp in the SCCOUNEINE, |eg=|, anl n:-_gu!nrnr:.r framewnrk and
imperoving supervision and compliance. Chile, Cate d'Tvoire, the Philippines,
Paland, Spain, and Sweden successfully implemented far-reaching reforms in
the banking sector as part of their restructuning strategies.

Prompr acttow i an important ingredient of suceess. Couneries that
achieved substantial pregress took action within one year af ].u'uhl.-l.'nlu
emerging. Action may be slowed where the aothombes ek the necessary
legal powers. In Chile and Cite dTvoire, response was delayed by several
manths, but once legal difficulises were overcome both countries undertook
comprehensive restructuring,

Firan extt policles are an moegral part of best practios; most countries
achieving substantial progress elosed opne of more banks. Closure was
emphasized in Chile, Cite d'Tvsire, the Unived Staes, and a number of
transition countries, Both Chte dTvoire and Lasvia convineingly demon-
strated that no bank would be provected exchsively because ivmigha be con-
sibered “roo large vo fil.”

Diesapnaning a Lad ageary improves implementaton, Sweden formed a
miw agency; in Spain and for banks in che Unived Staves, the deposit insir-
ance agencics ook the lead; in Chee d'Tvoire, external donors played an
impaortant Fole im comanaging the ank-restructuring process, Experienes
shows that when the cenrral bank is the lead agency, it is frequently drawn
inuo financing bank restrocuring, resulting in a strain on s resources and
conflicts with irs ather responsihilines. While the cooperaton of the gos-
crnament, the central bank, and the kank supervisory authorivies is necessary,
the lead agency should have some degree of sutonomy and be backed by
# firm and unambiguous commimment oo reform st the highest levels of

EETIIMEN T,

Source: Chapier 1

best suited to implement the stratepy in order not to distrace the bud-
getary, monetary, and supervisory authorities from their regular tasks,
The expert group could be a special agency established for this purpose,
or o unit within the ministry of finance or the central bank. Regardless of
institutional arrangements, accountability and close cooperation between
the different authorites will be vital.

Assessing problems and diagnosing their causes will determine the
appropriate specific policy responses, bat in all cases successful systemic

bank restructuring requires attention to a broad range of microeconomic
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mexsures, The availability of expertise is often a constraint, and lﬂgll
issues such as the lack of a framework for supervisory control of banks, for
hankruptey, and fior the transferability of assets may also delay or hale the
bank-restructuring process. It is therefore important o identify and
remove critical bottlenecks early and to keep the srrategy as simple and
flexible as possible.

Implementing Instruments for Financial Restructuring

Financial restrocmuring aims ar restoring solvency by improving banks'
balance sheers (stock position) and income statements (flow position) o
provide an adequare level of capiral, a capacity for sustainable earnings,
and the fexibility to manage liquidity and control risk exposure.'” Some
of the principal lessons from the survey in Chapaer 3 are presented in Box
1. The rest of this section provides an overview of the instruments for
restoring the balance sheet and improving the income of banks wo be reha-
bilitated; some of these will also be wseful in liquidating those banks that
are to be closed.

Country experiences indicate thar it is importane thar the instruments
chosen conform oo a few basic principles. The mstroments chosen should
be cost effective, taking inbo account bath the immediate and the longer-
term costs (e.g., debt semvice), and simple to implement. They should be
designed to distmbuote losses equitably and minimize the public sector buar-
den. Limiong public sector contributions to fimancial restrocturing is nec-
essary not only to contain the fiscal borden and provide sound macroeco-
nomic management but also to avoid grang mse to the moral hazard of
subsequent expectations of additonal support dunng this or 2 future
instance of banking distress. Finally, moral hazard = redoced and internal
governance of banks promoted if the restructurning mstroments require
thase responsible for creating the losses to bear them,

Tproving the Balance Sheet

There are, in essence, three ways to improve the halance sheet: inject
new capital, shrink Labilities, or rehahibtate assets to reverse some af the
I !

P roper sccouniing for e sccumuolsted losses on loans and other sscis sl operatng dehicits ol 3
eroubled Bank will shore thai capiial s ssvercly impaired or, more likely, negaivee. The conimucd opera-
ein of such a Bank is degeroes: there i oo cushion agaimd bascs, and cramons with ses capigal at siake
have l#ile or e incenizve i ogemage the hank cesponsibly; ghey may even loot the bank Belore conirol is
Eaken from them.

Furiher shrmbkage of ghe assct purtiolio can help be make the lank more manageable bul does noi
restore snbrency.
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Baox 2, Lessons from Experiencs: Instrumcints

Ciovernment financial support of insolvent banks is unaveddable in mos
instances, Bomd eamsfers and orher fiwancial imovements were widely wsed,
Suceessful use of such instruments in the Philippines, Polad, Spain, and
Sweden combined financial suppert with changes in management and
degailed plans for operatienal restructuring. The experiences of Maaritania
and “Tanzania illustrate that when financial support is given withour a such
restructuring problems recur,

Liguidiny suppert fa iatde Beaks may be required during restrocturing. Very
few countries avoided using the central bank we provide short-term liquidi-
1y suppor, via brosd application of discounting, short-term loans, or reduc-
tions of reserve requirements, Successful countries, however, minimized the
use of central bank financing and aveided central bank lending o insolvent
hanks,

IJ-Fmr'.uing bo fewer il by shared berween the state, the banks, and the
|1|.1|'.|||'|; % an inn:B'ml jart of swocesshul hank rnsrnu:nlring. | amms=shan ng
arrangements can be facilitated by designating a deposic insurance agency
funded by comtributions from banks as bkesd agency, as was the case in Spain
and in the United Stares, In most countries the authorives have avoided
impnr:i:l.g |z o anrn::i.hm._ n|t|'||:|1|.g'|'| i.11:rr:n:ir.|g|:,-' sme have :im|'u11|=||
auch |osses.

Mast countries found it sasier te addrers the stack proddems than m restore
income flows and profitability. Rewsuing neprrfarming s from the banks
halance sheets and transferring them to 2 separate loan recovery agency isan
effeotive way af a-d.rln:;sing the banks" sk pn.'l|.1|¢'rn. It may not, however,
be sufficient to solve the flow problem.

Sowroe: Chapier 3,

Injecting Capital

The most commaon methesds of injecting capital are shown in Table 1.

Private sector contributions to capital may take the form of cash purchas-
es of equity issued by the bank (ter | capital on the Basle Commitee def-
inition) or new subordinated debe (ter 2 capital).? Usoally government
asdistance takes the form of transferring assers o the bank. With no cor-
responding claim made on the liability side, this inereases the bank’s equi-
tv. When government assistance is designed as a swap of government debit
for nonperforming assers, the pricing of the assers is critical. A one-for-

g the Basle Commimes o Ranling Supervsion (uly 1988}
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Table 1. Capital Injectiens in Selected Counfries

Firam Farm L raindrses lssLa5

Existing private Cash ar other Mauritania (1993 Equity Is preferable
SPCIDE cWneTS assets, Tarzania {19495] i suthordinaged
new | nwesinn Idrnchren | 199 5-01&) diehit, Osher asseis must

Unibesd S2ades (19005 be realistically valued.

Gowermimend Cash. Egypl (1991 Fiscal cost, Mometary
Fanlard {1591-94) impdications. Moral
MAauritarsia (1993 hazasd.
Phillippires [1986)
Swesclen 11991}

Long-lenm hoans Armperding (1994-95)  Fiscal cost. Moral
or ather irstruments Aredbaijan (1995) hazard. Loans are debi,

represending a Fanlarud {1991) nol ecquety, bul may
porvemimen claim Fungary {190:4) oount a8 Capital,
o parlicipalion. Pl | 1 905
Dhedinl Aramsiers Chile (1084} Fiscal cost. Moral
funreguited or in Cehams | 1950) hazard. Value degends
e hanie for oeer- Humngary (1993-94F  on servicnp bemms.
walued probilem Lakvia (1993-94)
dssastal, Lithugnia | 1'956)

Mawirilania [1993)

Padand {1993-04)
Equity Cormeersion Eeryva | 1986-89) Fiscal ooss,
ol public deposits Mioral hazard.
ardl ¢lains, Momiranspanen!

Soume: IMF stal.

one swap at market value adds no capical, but it will increase the nsk-
weighted capital-to-asset rato, as it did in Mexico in 1993, However, a
swap of nonperforming loans at book value would allow the reversal of
recorded losses and provisions, raise income, and thus increase equity,
The latter approach, of course, has a larger fiscal impact.

Experience suggests two major lessons with respect to bank recapical-
ization, First, in most cases private capital is preferable to government-
prowided funds, Where capital is being contributed by the public sector,
the form of recapitalization will have a bearing on the fiscal positon and
the public sector debt profile. Second, iF it is to contribute to the viability
of the institution and provide owners with incentives for sound opera-
tions, the new capital must be penvine; the market value of the con-
tributed asset must st least equal i valuation on the books of the recipi-
ent bank.
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Cash and bonds paying market raes can be used w recapitalize a bank,
while assets (even prwvernment bonds) with below-market returns may not
sufficiently improve a banks carnings capacity. In some countries, long-
term nontradable government debe has been used to lomie the addition of
new ligquid imstraments to the securities markes or o restrict a bank man-
agement’s discretion regarding liquidity, Such assets, however, reduce
banks" abality to manage maturity, interest rate, and Ligquidiny rsk,
Sbrinkmg Liabilities

Some countries have u.rmrlg'i;:l;l the transfer of liakilities from Em:lhlﬂll
banks to sound or Sun'emm:ntum‘n:ﬂ hanks -[L-.E'., Venezuela), This has
the potential advantage of downsizing problem banks, T ensure the
rnl.:ipiunr lasnks are naot 1||:|;ﬂ|:|i1;|ia'.:1.], ln:t:.']"ling nasels, .-I.l.u;h a4 a transber I:lF
government bomnds, should be provided. Cost minimization and incentive
com patibility suggest that some labilities be written off. On equity
grounds and 1o ereate incentives for market discipline, shareholders and
subordinated debe holders should lose their investments firse, followed by
nondeposit creditors and large deposivors. Small depositors might be pro-
vected fully on equity grounds, in order to mitigate any macroeconomic
effects of a reduction in savings and imermediation consequent on confi-
dence-impairing losses, w reduce the risk of runs, and because small
depositors have little scope 1o exert marker discipline.

Experience differs with regard wo the extent w which losses have been
imposed on depositors in the private sector. Many countries have aug-
mented their systems of deposit insurance 1w enable depositors o recover
more than the statutory amount of coverage. Finland, Japan, Sweden, and
Turkey, for example, exvended full coverage o depositors during recent
crises or periods of financial distress. Other countries have proved willing,
at least in cerain episodes, v impose losses directy on depositors (Table
). This can strengthen market discipline and reduce demands on the
budget and on LOLR lending, provided it does not cause a generalized
loss of confidence and bank runs,

High unanticipated inflation also has the effect of shrninking habilities
(and financial assets) in real terms. However, this lowers the quality of
loans and credit evalvation by distorting enterprises’ balance sheets.
These distortions lead banks to overestimate the creditworthiness of their
customers, underprovision for losses, and report artfcally inflated prof-
its, Negative real interest rates that usually accompany high inflation also
discourage deposit growth and cavse disintermediation.

Rebabiistating Acete
Failing tor actively manage the nonperforming assets of all banks, as well
ns the remaining good assets of failed banks, increases the total cost of sys-
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Table 2. Imposing Losses on Depositors in Selecied Countries

Soope!

Treatmert of Deposilons

Dreposil Insurance

Arpentinag
1G&a-a0

Brazil
[ L

Chile
1982-84

Ciite o lvoing
1991

Estoinia
1992

Larvia
19495

Mlalaysia
1 SHG-HE

Thailand
190387

10

04

.,

47

b4

15

Tirme deposits al ol banks
alsove the equivalent of

LSS 100 waere oo to
Bonds thal initially traded at
a &7 peroenl discownl

Deposits aboswe BE 20,000

beekel a1 ismalll Biguidianed banks
wiere bost, Honvever, the langest
pralem hanks were ol ligui-
dated, so heir deposisors did
vl o,

Oy 30 percen of domesiic
cheporsits wene pail an banks
that wene liquidaed,

Minely-iive perent of
dhepusilore mecevid reimbirse-
ment amdisnling o al least

85 percent of thew depasir,

Lirssies are estimated a1 bebween
15 percent and 75 percent of
cheposils a1 liquidaned banks

Dhepositors are o be
compensabied only 1o the exhen)
thal assels are reconerned, To
daie, litike has been recovered,

Varying schems, including
eutenided maturity (with inberest

fargonied and ety payments
in lesu of cash,

Deposits were epakd aver hen
wiears; estimated koss of real

waluse about 50 percent.

Degromsil insurance was mid
introchecesd until Apeil 1995,

The deposit inswance schems,
ntrocluced i Movember 19495,
retroactively rarsed coverage
abaye hee RS3,000 lirnit for
deposils im all banks Closesd
sinCe July 1994,

[esponsil inssarance inbrosdisce
n 1986

There i ro sysiem of deposit
HEATARICE,

Deposil insurance legislation is

being prepaned,

Deposil insurance s undher
cansideralion.

There & re depasit insuranoe,

There is mo sysiem of deposil

IR reir,

Sowiires: Hier and Klirgebse] | 19955 and I84F aaii,
Wi ra. chenobes nod avail el
"Pesrerage of hanking sysiom awarts beld by banks adopting the treatseent lised in the able.

pernic restructuring, creates an inequitable distribution of losses by
rewarding defaulters, and impairs incentives for debt repayment in the
future. Mass liquidation could result in asset-price deflation, with conse-
quent negative macroeconomic effects. Banking syszem assers need to be
actively managed to maximize returns amd maintain asset values in the
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ccomoany, Sommetimes liquidation & required, but loan or detwor restruc-
muring may also be indicaved. Table 3 shows how different countries have
financed and handled bad assets during their bank-restructuring effores.

Drecentralized workoutr units (within or ouside individual banks) can
have the advantage of allowing banks to build their capacity to assess and
manage problem loans. However, responsibility for managing problem
assets in addition vo operational restructuring can strain banks' manager-
ial capacity. In the case of banks thar have closed, bankruprey focuses on
liquidarion of assets, and there is generally no administrative structure for
loan workout. Further, asset liquidation by individual banks may duplicate
administrative costs, and, if they all oy to unload assets quickly, will
depress marker values excessively, Many countries have therefore opred
for a centralized asset-management company (AMC) to handle problem
loans, particularly those that are to be liquidated. Problem loans are
exchanged for debe or equity of the AMC, or for government debt, The
transfer price and capitalizavon of the AMC are crincal to establishing
appropriate incentives for recovery,'? It is also important that the neces-
sary legal framework for recovery be in place; deficiencies in this area
hobbled AMC performance in Tanzania, among others,

Tmproving Income

Stemming the fow of losses will be assisted by the financial restructur-
ing instruments discussed above, but will also necessitate operational
changes in the restructured banks, Reductions in staff and branches and
downsizing of operations reduce expenditure, A capital injection will usu-
ally have a pasitive impact an the income statement, as will improved asser
recovery (if the assets stay at the bank), Banks” income can be enhanced to
the extent that they can find low-cost sources of funds, "squeese” cus-
pomers by increasing spreads, increase fee income, and reduce tax pay-
ments, Problem banks' cost of funds can be reduced and their ligquiclity
increased by placing government deposits with them {as was done in
Belarus, Kuwait, and Lithuania) or by lowering the central bank discount
rate {as in Argentina and Kuwait). The former exposes the government to
credit risk and may complicate monetary policy, while the lawer could
interfere with macrocconomic management unless a low central bank
lending rate were justified in any event.

Some strategies have forgone balance sheet restructuring in favor of
requiring banks to recapitalize out of increased rerined earnings. If che
need for recapitalization is large, savings from operational restructuring

g shoald b mooed thar an ssser swap s markes valee is i @ recapializasion, and the problom of
lnadng banks” halance showts with ponmarkesable, nonesrning securimies applies bere a3 well @ m capired
Nkt
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Table 3. Handling Bad Assets in Selected Countries

Type of Agency ard
Laiwce of Funding

Periprmance, Crher
Redevant Indormmation

Arrangensents emphasizing decentralized loan workowls

Fimland

Einrea

Hungary

Mexico

Plobdova,
Polarel

Cemral bamk arsd goneernmeeni
established three separate assel
MaNAREMETI COmpanies,

Certral bank designed the mulei-
vear loan write-off plan. There was
no public funding.

Tightened bankruptoy legislation
prompied insolvency of delinguent
barik borroweers. Bards assigred
lead rale in credilor commitiees
OWETSEEing enberpriss ressution.
Gowvermmend temporasily holds
nonperforming loans ina Trust
Furkd, bt Foan workoul remains
banks' responsibility.

Central bank direcied banks 1o

establish workoul units. Mo pubilic
funding.

Mimisiry of Finance estabdishied

i greeEmimenit-owmees] asset
managemen! companies [AMCs),
capitalized with public funds. Ciber
banks also established AMCs
wilthoul govemment assistance.

Agsel managemsenl was nod chosely
mionitoned o given high pricnity
wnkll 1991,

Simglified the scope and peocecures
o boan wriie-nls,

riot susncessiul because the oourts
wopre awerhurcdened, resolusfion was
stalled, and banks were not prepaned
o play this rode.

Experience is io recent o evaluate,

Thee workout was. coondinated with
enterprise restruciunng in Poland,
which helped make the program
relatively successiul.

Proceeds from assel sales are likely
o cowert thie nitial goeennment
ouklays.

Armangements with cenfral agencies for loan workouts

Chile

Cile
tFhvsire

Husngary

Kazakstan

Central bank mok aver naon-
perdorming kxrs.

Bank Liquslalion sApency.

Hurganian encesiment and
Dervelopment Bank was designated
& mandge cemain assels for the
R,

(1} Cownrnment-gusrameed
fareign exchange and ieade-relaled

Twn classes of stockholders were
catabilished, “old”™ and “new.” Old
orwners were obligated by use thesir
dividends 1o repunchase ks fram
the central bank.

Fortw-brve prercent ol Ranete]
recoveries achievesd e lar (1993 -96).

A nesw bankropacy Mw since reised)
initially bed 1 an uamanagealle
i o Bunkruplcies

The lsars o enlerpises were
coardnated with enterprise
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Table 3 (concluded)

Type of Agency and Performarce, Cibser
Savece of Funding Kelewam Inlamalion
assels asumied by the Ministey restruchuring supponed by the

of Fimance; (2) loars of 30 probdemn-  Waorld Bank
atic enterprises by the Rehahilitation

Bank; (3) agriculmural lnans by the

Suppot Furel; and (4 the residiaal

maanaged by banks.

Lishisania Ir - 1996, an ARC was Banmiead Trarsier of koans Teoem fweo stahe-
fren a falled bank, capitalized by oeened banks in exchamge for
OO Ting S T niment lang-term govermement bonds |5
depasis o eoguity and by gowem- pllanrend for lase 19%6,
ment injections of cash and bonds,

Fhilippines  Asset Privatization Tus) was Cionaprmmaenl assumied cormesponding,
creabed for assets of two state barks,  amownt of bank [abibitles and

regarched the outcome as satislaciong,

Spsain Bank liguidation and rehabelitaion  The Deposil Gaaranbes Fund was
wene performed by the Deposi jintly funded by the central bank
Ciusaranies Fured. and the hanks.

Tanzania  MNonpericeming assels were Recowery has nod been significant,

transfermed from two state bands o partly because the legal framework
a rewely created Loans and Advances was initlally not supportiee of
Realization Trust in exchange for receivership or liguidaticn.
gowernment bonds.

Sodirces IF slall.

may not be sufficient. In fact, recapitalization through higher bank
income requires regulatory forbearance as well a5 guarantees that keep
depositors from withdrawing their funds from the undercapitalized banks.
These Buarantees represent a contingent labilicy thar has usually not been
valued or budgeted transparently by either the banks or the government.
A squeeze on banks” customers through controls on interest rates—hath
deposit and lending raves—and special monopaoly privileges for banks can
allow banks to widen interest rate spreads, lowering their cost of funds,
and raising interest income. Such actions are costly w bank customers,
distort saving and investment behavior, and reduce incentives for banks o
control their internal operating cosrs.

Restructuring measures will change bank management and the marker
configuration of the system. New, profit-conscious managers may take
sdvantage of any I't'Sl.l|tInE' market power to widen spreads and raise fees,
subject to the interest elasticities of the supply of deposits and the demand
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for loans, Banks' ability to increase spreads by reduwcng deposic rates 15
limited when depositors have access to alternative liquid instruments (at
home or abroad) and demand a premivm for placing their funds in risky
domestic banks, Banks may have maore opportunity, on the one hand, to
increase their lending rates becavse many borrowers do not have ready
access to credit from other banks or nonbank sources. High interest rates,
on the other hand, may deter the most creditworthy borrowers or drive
them to other sources of funds (e.g., foreign borrowing), leaving domes-
tic banks with only the riskiest borrowers.

Bank income may also be improved by reducing taxes. The implici tax
of reserve requirements can be reduced (as was done, for example, in
Argentina, Hungary, Spain, and Veneruela), with consequent positive
effects on banks” postrax income. In addition, restructuring the banking
system provides an opportunity o reassess the mxation of banks and 1o
institute a rational and efficient system. In particular, where rax rares for
banks exceed those for other businesses, a more neutral approach would
be desirable; this should include permirting the rax-deductibility of loan-
loss provisions, which are legitimare business expenses for a bank (see

Chaprer 4).14

Macroeconomic Impact and Policy Response

The ﬁ:rﬁgﬂing discussion of financial FesEructuring stravegies and
instruments makes clear that systemic bank restrucruring usually enrails
significant government involvement. This section reviews why such
strategics are also likely to have substantial macrosconomic implicarions

thar will require a policy response.

Macroeconomic Impact

The macroeconomic impact of bank restructuring will fall in dhree
areas: debt sustainability, aggregate demand, and aggregate supply.

Db Sustainakility

Cash-based government assistance oo banks will have standard macro-
ecomoanic imphcatons,'’ but most government assistance involves the
isuance of government debs, either in exchange or to compensate for

i the weme e, iweeern, ad boe changes in the ax gviem desgnod o provide special asissancs in
hanks a3 & poicnisd “eoond-heni”™ salubion sbould Be aeoded; hews would b conily and roenbranspanesd
anil weukl divert the s sovicm feom s ncimon of rasing revenue cificienily and peodicialsly.

PFur a discsssin ol the marmimonremic mmplications of giecrmment expendure aml Bnancing, s

EMIF (1955 k).
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nonperforming loans. As for any other debt instrument, the cost to the
issuer is the present value of the associated cash flow, which has to be met
through future income. '* Thus the sustainability of government debe will,
in the absence of countervailing messures, worsen,!”

It can be argued, however, that government indebtedness does not
change following such a financial restructuning because (1) implicit gov-
ernment liabilines (e.g., the negative net worth of public banks} are mere-
ly made explicat; and {2) the growth of exphicit debt (interest on povern-
ment securities) is equal to the growth of the implicic debt (capitalized
interest om bad loans), '® While the first poant does have merit when gov-
ernments entirely own insolvent banks, it does not imply that there are no
implications for the fiscal stance. Not only are there other important
aggregate demand effects from the debt issuance (see below], but also the
implicit debe shoubd have been aken into account in assessing sustain-
ability before the financial restructuring. The second point is unlikely o
hold because insolvent banks operate under perverse incentives {eg.,
shareholders’ equity is no longer at stake), leading them o lose maney
faster than the growth of explicit debt. Delaying restructuring thues usaal-
Iy increases costs and eventually requires a stronger response.

Agprepate Demand Impact

Aggregate demand for goods and services will be increased—relative o
what would happen without assistance—by debt-hased bank assistance o
the extent thar private sector wealth and incomes rise and thi MOREY Sup-
ply expands. These effects will depend on the response of the banking svs-
tem and the public to the financial restructuring. There are various chan-

nels through which demand can be affected, bur it is imporant firse o
consider the counterfacrual.

Connterfiactual

In the medium o longer term, the consequences of not ﬁn:ancia]lsl'
restructuring a weak banking system are fairly clear—aggregate deman

and cutput will weaken. If banks cannot earn their way out of their sol-
vency problems, they will eventually become insolvent and illiguid. As the
public confidence in the banking system declines, its demand for

" peiengially important oot of fuiurs incomeg = the reory vales of bank sscis obeained by
the prvermmeni, or publc restructunng agency, durisg hank restroctursg, For example, Sweden fin
1991}, recovernl subwianial scome from such hank awcis, which therely greaily reducsd the cventual
eenl ol goveminent asistanee by the banks. Sech subsianiz] cost reomvery s, Bowever, the coeeption
rather Ehos Ehe rerm.

e Appendin | for 3 more formal doscription of the asociaied didst dymomic.,

195 |ame: {1708 for an anabosi of this posiiion.
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deposits will fall. Shifts of deposits into currency or other financial instru-
ments, including foreign assets, will reduce dhe availability of credic and
contribute o demonetization, disintermediaton, and foreign exchange
reserve loss (or pressure on the exchange rate, or both), Banks ecarning
their way out of their solvency problem will do so largely by charging
higher spreads, These impose costs on borrowers and lenders, lead to dis-
intermediation, and tend to lower investment and growth, Successful
restructuring that not only restores banks' solvency, but also improves
their operations to ensure that solvency is maintained, will prevent, or at
least moderate, these repercussions,

Examining how banks would have behaved without financial restrsc-
turing sets the basis for the question of what impact systemic restructur-
ing is likely to have on aggregate demand, There are five main channels
through which debt-based fnancial restructuring can affect aggregare
demand: interest rate spreads; actual, or perceived, private wealth; future
recapitalization; the money supply; and the external sector ¥

Irterest Sprevds

The behaviar of interesa spreads has important implications Fror doames-
tic demand, The fall of interess spreads as a result of fimancial restructur-
ing is equivalent wo removing a tax on the bank's depositors and borrow-
ers and thus boosts demand. Whether spreads fall or not depends on the
marker strucrure and price-serting behavior of the banking system.
Interest spreads will end 1o be linked vo the extent of nonperforming
loans if banks ser interest rares by markup rules rather than maximizing
profits. Banks will have more leeway to charge higher spreads the greater
their marker power. Spreads will also fall following a successful opera-
tional restructuring of banks, as efficiency rises.

The available empirical evidence suggests that spreads are likely wo be
lowered significantly following successful financial restructuring. For
example, Begg (1996) artributes 4.4 percentage points of the Caech hanl.‘_—
ing system spread of 6.1 percentage points in 19%4 to provisioning—a cost
estimated at 3.3 percent of GDE Further, in the absence of successful

*financial restructuring, banks would likely attempt oo increase their net

worth by widening spreads (see Chapter 337

"Hank restructuring citen takes plce in the coniexs af subwianisl sucteral roforms of the inancial
wysbem and i sizhilization clfors. The onsdenagion ol the impoct of bank ssntancs oper-
alhorm on recrecenom: varsles in this soction sheiracts from ehe cffects of these other oo,

Siing cvidence Irean Eastcrn Furoge:, “Thaene (1953, po ¥58), lor coample, viabes that “i is common
bt these hasdes . _ . [wagh s large preportion of roaperformesy debs) - . o iscrease the sverage bank led-
irg rate and bank sversge spreal.” For madels linkng sonperiomming looans and interest spres, see
Munns-Feegres and Paps {17A) sl Buck (195}
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Wealrh Effects

Debt-based government financial resorucroring will ransfer net assers
from the government to the recipients of the assistance (some, or all, of
the bank's smkeholders). Recipients’ perecived wealth will change as a
result, provided first, that lower government wealth (or higher govern-
ment debt) is not fully internalized (i.c., offser by higher saving) by the
private sector and second, that the financial restructuring is not fully
anticipated.?!

Theoretical and empirical evidence suggests that the first requirement
is likely to apply, especially for less-developed economies.?? However, the
second requirement is met in practice to varying degrees. For short-term
depositors, provided that they always had the chance w remove their
deposits, the fact that they did not do so implies chey almost fully antici-
pated government intervention or did not perceive any problems. For
longer=term stakeholders in the banks—shareholders, managers, and
longer=term creditors—the extent of government assistance 15 maore
uncertain, and thus less anticipated, especially when any guarantee is
imphct. This effect will be lower in the financial restructuning of state-
ownieid banks with explicit deposit guarantees and higher for small, private
banks with no deposit guarantee; but in nerther case is the assistance like-
Iy to be fully anticipated, Debtors’ perceived wealth wall mse if repayment
becomes bess likely as a result of government financial restructuring. In
many cases, government assistance has led to repayment being less
enforced as government agencies and restructured banks have often had
little incentive and abality to recover loans (Sheng, 1991}, However, as dis-
cussed earlier, good asset recovery can, and should, be a vigal component
of bank restructuring,

Recurvent Croverament Aoience

The discussion so far has treated financial restrecturing as a one-time
operation. But Bnancal restrocturing, and the problems it s designed o
albeviate, may well recur. This is especially hikely if i€ 15 not scoompanied
by measures to address the source of bank weakness, such as poor bank
management, forced subsidized credie o loss-making public enterprises,
and macroecomomic il:'l:-lt:l.hililj.r. Indeed, if no scoompanying measures are
taken, financial restructuring could be viewed a8 merely rewarding, and
thus exacerbating, inappropriate lending behavior, leading o future
reemergence of the stock problem (see Chaprer 3). In the short term,

T the ewvem thar the bevel of ssimance is bes than anoipaced, che wealth effeo will be megaive.
EMlare specifically, tha ssumpeion of srice RBicardian neimralicy s ssdikely vo hobd, Se¢ Hayashi (1982
and Hiasgue and Monrniel {19687
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however, aggregave demand will be boosted by recurrent government
assistance as the increase in a bank’ ability w arract deposits and make
loans hased on its improved capital position allows for a continuation of
lax lending policies.

Monetary fmpact

A restructuring of banks will tend vo increase broad money, as it is like-
Iy to forestall or reverse a shift away from deposis. Indeed, the demand
for deposits may increase as recipient banks are seen as safer; in miost of
the countries studied, the ratio of M2 o GDP increased in countries that
undertook bank restructuring (see Chapter 3). A more direct monetary
imipact 1s likely to emerge when financial restructuring increases the cen-
tral bank’s net domestoic assets, This will occur when restructuring 15
financed by recourse to the central bank or to external borrowing. Unless
any cansequent increase in hank reserves 15 held as excess reserves or oth-
erwise sterilized, broad money will expand,

Even if outside money 15 not injected into the system, for example, i
payments on government debs are financed by borrowing from domestic
hanks, the change in the distribution of reserves within the system may
result in an increase in the reserve maney multiplier. When a banking sys-
tem is weak, the greaver volatility of deposits and increased riskiness of
lending often prompts sound banks to hold high levels of precautionary
excess reserves, Conversely, weak banks tend to minimize reserves, owing
tor the strain on their hguidity and their preference for high-return assets,
If financial restructuring draws on resources from within the banking sys-
tem, the total level of reserves may remain unchanged but the amount
effectively sterilized as excess reserve holdings diminishes; a lower reserve
ratice results in an increase in the money rr.|||.|ti]:||ie|'. l__.'hangt:x in the et~
terns of intermedhiaton and a0 the demand for domestic maoney as the
|'rp:lh:i.|'|g' ﬂ:.-:ﬁ:mn wa.h:m jl'l.d % tht:n n:r:l.'nu.:hl.l"-l:l:l will alsos ﬂ:ﬁul! i 2hifis
it 1.'=|l'tu:i|::|.' {pfmsihl}r tu]ur_'i:llg' the |.|:n‘|n.|‘||:|. i|:|.‘||:|.:r_'|: 1:|f higl'll:r ||.‘|l|:||"|£:|.' WPFI-]I.'
during restructuring).

Fxternal Sector Tpact

The restructuring of banks can exert an impact on the balance of pay-
ments, foreign exchange reserves, or the exchange rare. Under a fived
exchange rave with full international capital mobility, any flows w the
banking system from the central bank thar result in an increase in the lat-
ters net domestic assets (NDA) will tend wo reduce foreign exchange
reserves (unless compensated by an increase in the demand for money).
With less than full capital mobility and a fived exchange rare, however,
central bank financial assistance is likely to lead to a combination of for-
eign reserve loss and the aggregare demand effects discussed above. Wich
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a Rexibile exchange rate, such assistance will likely feed more directly into
a |.1E|'|rur.:i:l;:i|:m af the I'.'I,"H;.':I'II.'}".”

Asg rnlru:l:uring ol the ha nl::ing' system ||r\v|'u'.'-e:.t:.|:|s=1 howewver, the finan-
cial and rechnical ability of the banking system wo intermediate interna-
tional capital Aows will improve. Incressed Bnancial stabiliey and
domestic and external confidence in the banking system may reduce dis-
intermediation and capital ﬂigl:l and help reestablish international lines
of credit and correspondent relationships. Ar some point, restructuring
will likely lead wo remonetization and an increase in the demand for
maoney, which should iself positively affect capiral lows and the balance
of payments.

Aggregate Supply Impact

Bank restrucruring will also have aggregare supply effects. A sound
banking system contribures to economic activity by mohilizing financial
resources for investment, providing expertise in project screening and
corporate governance, and furnishing rransaction services and payment
systems. As restructured banks’ ability o produce these services
improves, the increase in resources and services available o support
nonfinancial enterprises’ productive activities will raise aggregate
supply.

The increase in intermediation has two dimensions. Unsound banks
will end to have few resources available o lend and o misallocate cred-
it. A comprehensive restructuring program will redress both of these
deficiencies. Recapitalization, efforts to recover nonperforming loans
and restore depositor confidence, and a reduction in interest spreads (dis-
cussed above) will increase the gquantty of financial mrermedianon by
raising the amount of resources flowing into the banking system,.
Improvements in bank management and operations, particularly in the
area of loan asesment, will improve the qualicy of imvestments, and nar-
rower interest spreads will reduce adverse selection. Both the increased
quantity and quality of intermediation contribute to o more efficient use
of financial resources and an enhanced supply response from the produc-
LIve Sectins.

Policy Response

Bank restructuring may require a response in one or several areas,
including fiscal, monewary, external, or institutional.

¥ the ement thie such flows are spenlized so dha deere 5o ovenll increase m o 5D of the cen
wral Banke enternal e will be mingansd
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Fivcal Response

Choosing the appropriate fiscal response o bank restructuring requires
careful consideration of many factors and should feed invo the design of
the restructuring strategy.

Fiscal Response to & Given Restrocturing Strategy

Unless the fiscal stance is tightened in response oo debt-hased govern-
ment assistance, the rato of public debe to GDP will grow faster, or fall
more slowly, over the medium term than was envisaged before the bank
assistance, Thus, more prudent responses should be considered, such as
reestablishing the previous rate of change, or the level, of the debt-to-
GDP ratio, ™

The appropriate fiscal response in a specific case will depend on a num-
ber of factors. For countries with very low initial debe stocks and strong
primary balances,® debt sustainability will not be o constraing however,
for those with a high initial debt stock and a weak primary balance, delt
sustainabilicy will be an issue. Further borrowing in the latter case will
compound the sustainability problem and require a more immediate, and
sulstantial, fiscal adjustment. The problems will be exacerbated when
government assistance is expected to recur (e, iF the assistance is not
accompanied by a suitable operational restructuring program) as markers
anticipate a permanent, rather than a one-time, financing need.

While problems of debt sustainability may in some cases be immedi-
ately binding, there can be scope for different primary balance paths. The
short-term evolution of the fiscal stance should reflect the impact of bank
restructuring on aggregate demand, which, as discussed above, can be
substantial. ‘To determine the appropriate fiscal response, all ypes of assis-
rance should be guantified and assessed in the context of a comprehensive

medium-term macroeconomic framework,
Choasing the Fiscal Response and Restructuring Stravegy Togesher

The above macrocconomic implications should feed interactively into
the formulation of the restructuning stravegy. If the amount of fiscal con-
solidation required to attain a minimam level of macroeconomic stabilicy
is unacceptable or impractical, other options need to be examined, First,
the financing of government financial assistance operations could be
adjusted to allow a more gradual fiscal adjustment while ensuring macro-
ceonomic stability, for example, through concessionary external financing,

Hagpendin | presenits the underyisg algebra and & more detalled ssplinaton of dlvemacre fiscal

Tespaies.
FRmoag™ @ the wemse that the senial primary balice b significasly gresser e than reguined o
kevzp e debe-po-GIDF ratio constan {eee Appendia 1.
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Second, the public sectors share of total restructuring costs could be
reduced, for example, by imposing greater costs on depositors. Third, the
scope of the restructuring strategy could be narrowed, for example, by lig-
uidating rather than recapitalizing some banks, This process should be
completed to arrive at a consistent restructuring strategy fefare any
announcement 15 made, Such a prior examination would also clarnfy the
econamic implications of the politically appealing decision o provide
government assistance, in particular, that € will be poid for by future
administrations and generations, Box 3 summarzes some key interrela-
ticins between the fscal response and restructuring strategies.

Mumetary Response

Unsound banking systems complicare the conduct of monetary policy.
For example, interbank markets may not work properly and recovering
banks, to meet capital ratios, may be constrained from lending. The
exchange rate may be the only functioning transmission channel amil
could become hypersensitive to even minor adjustments in the manetary
stance. Money multipliers, the currency-to-depatit ratio, money demand
functions, and the ratio of broad money o GDP, become unstahle.
Monetary series, especially credit data, may need to be recalibrated, for
example, for loans misclassified as performing. Moreover, the sectoral
impact of monetary policy may shift as transmission channels become dis-
vorted. The authorities may also need to mke account of the effects of the
asset-price deflation thar often accompanies the aftermath of banking sys-
wem problems. As noted in Chaprer 3, the resolution of banking system
problems may take several years, during which the banking system will be
rerurning only gradually w a stare of health.

Central banks increasingly have begun to stave their primary monetary
policy goals in terms of a single objective, such as anaining price stahility
or maintaining a particular level of the exchange rave, while preserving the
safery and soundness of the banking and financial system is usually seen as
a secondary objective thar is consistent with the primary objective over
ome. When banking systems are unsound, the pursuit of primary ohjec-
tives may require policies incompatible with those needed to support sys-
remic restructuring, and difficult rrade-offs must be faced. For example,
when systemic banking problems emerge, the sticking point is often the
exchange rate, which has come under strong downward pressure {e.g., the
Nordic countries and Veneruela), entailing the need for sharp and sus-
taineid interest rate increases to support it Such mcreases vsoally exacer-

BEwen afier financial kealth has returned, soes of e Bobavicral changes that were induced by 3 peni-
wxdl of banking enssendnes: may well poreit
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Box 3, Lessons from Experience: Fiscal Aspecis

Minisrizing pebdic sectar pasry. This helps ensure mascroeconomic stabilicy,
an edquitable dissribution of the coss (provided the government was no
respansble for the problems) and the right incentives. While thie public sec-
1o has borne a large share of the cosis of systemic bank restrocmuring in
many countries, Lavia minimized the public secoors share by ligquoidaning
many of the affected bunks and providing compensation only toe the extent
bank assets are recovered, Sweden mimimized costs by recovering more than
half of initial owtlays chrough suocessful asser management, privatizacion,
and improved profiabiliny of all banks,

Srrengriening the fiscad prance while asicring bawks, Failore w do so will end
e exacerhate problems of inflaton, extemnal imbalance, confidence, snd
debic sisminsbilicy. Despite large assistance o banks and a sharp recession,
the Philippines, for exsample, managed w oo the consolidared public sector
deficit from ¥ percent of GNP in 1983 o 4.8 percent of GNP in 1984,

Transparenily recordimg pubili; sector aenr, Giovermments have wsed numer-
ous methads o assise banks, many of which were ot rransparently record-
ed in the budger. Mauritania, however, explicity recorded government
assistance m banks, increasing the fiscal deficit by 7.4 percent of GOP in
19493, This mansparent recording, in addition to improving confidence and
governance, conributed m the recognition of the peed o mke offsetting
TNEASINES.

Linkirg gavernment assisionce t hawk and enrerprive venroovring. Assisuing
hanks before their restracruring wastes public resources and provides the
wrong ineentives, Because banks' probdems are often intmarely linked to
pablic enterprises, importance should also be amached to restrucouring these
ENbErprises. Palandd succeeded in this re-gnnrl h]."ﬂ:pli:il:l'rl.' tving governmsent
assistance to a comprehensive program o restructure puldic banks and
enterprises,

Source: Chapeer 3,

bate banking sector problems and contribute further o exchange rare
pressure. Sharp depreciation of the exchange rate is likely vo make infla-
tion objectives less arminable and may also add w banking secror prob-
lems (e.g., Chte d’lvoire). In these circumstances, consideration may need
to be given to moderating the timetable for achieving primary ohjectives.

The asymmetries in the effects of monetary policy—in particular, the
limited scope o tighten liquidity and crediv conditions and raise interest
rates—when the banking system is under distress may also persist during
the systemic restructuring phase, Other chings being equal, a looser mon-
etary policy compensaved by a righter fiscal policy would be conducive to

©lInternational Monetary Fund. Not for Redistribution



2 = SYSTEMIC BANK RESTRUCTLRING

bank restructuring. In addition to playing a larger restraining role, fiscal
policy may have to be used more actively o respond wo shocks than when
banking systems function normally, This would particularly be the case
where macroeconomic policy suddenly needs wo be tghtened; for exam-
ple, when inflation unexpectedly begins w rise. Thus, close coordination
of monetary and fiscal policy becomes even more essential than when
banks are sound.

The operating framework will inevitably have to be modified in
response to diswortions in key economic relationships and the informa-
tion they impart. This is particularly likely for rules-based systems cen-
tered on intermediate monetary aggregate targets. The needed modifi-
cation will depend on the extent of changes in underlying quantitative
relationships, which the central bank will have to constantly monitor
and assess. Experience shows, however, that the information content of
monetary and credit aggregares becomes increasingly disvorred and
unreliable during severe bank distress, pushing central banks into judg-
ment-based frameworks in which the authorities seek to “look at every-
thing” in making policy adjustments. In these circumstances, it may thus
be necessary to supplement the interpretation of monevary and credit
aggregates with greater focus on movements in the exchange rate and
INCErest ranes.

The effecovencss of indirect instruments of monetary policy (such as
open market operations, short-term refinance facilities, and reserve
requirements) may be redoced until the restructuring process is well
under way, This will ke the case, in particalar, of the interbank and short-
term money markets are slow to return to normality and remain seg-
mented or nonoperational, Increased reliance on direct instruments,
such as credit ceilings and interest rate controls, has been advocated as a
remedy, This may be appropriate for 3 country that is in the process of
shifting from direct to indirect instruments, but for others, direct instru-
ments are no more likely to be effective than indirect ones, Moreover,
direct instruments entail costs and distortions thar may delay the retum
of the banking system o normality (Alexander, Balifio, and Enoch,
1995).

Anather :|'||n:n::|:|ﬂl 1% :r'l:ﬂ'lﬁ.' LM .-n.|.|!|p]=n!|=nt Ir:ll.‘tiL‘l.lI!l' wndirect instru-
ments, For example, there may be a need for greater reliance on automatie
central bank facilities to provide short-term liquidity previously provided
by the interbank marker. Greater amention may therefore have to be given
to the design and use of Lombard facilities, and other forms of short-term
refinance available o remaining viable commercial banks, Introduction of
eollareralized operations (repurchase agreements) may be a way of resus-
citating interbank borrowing and lending activicy when not all banks are
seen as creditworthy.
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External Sector Responses

Pressure on foreign reserves or the exchange rave is hkely o increase
strongly during systemic bank distress or crises, The interaction between
pressures on the exchange rate or foreign reserves and banking crises may
work in both directions. A run againse the financial intermediaries gener-
ares 3 sudden demand for foreign exchange reserves thar may force a
depreciation of the domestic currency. Ar the same time, an expected
depreciation may trigger runs on banks (and capital flight), helping fulfll
the depreciation expectations. The depreciation itself may exacerbate the
insalvency problem for those banks and their costomers that have sub-
stantial uncovered foreign exchange exposure. “The mumal interaction
berween financial fragility and sharp exchange rate declines can amplify an
initial shock. Further, if there is a deposit insurance system or if hanks are
backed by the grvermment, runs against Anamncial imtermediaries may trig-
ger a currency onss by imposing a heavy burden on the fiscal sector,
thereby undermining confidence.

There is no clear policy prescription thar would apply for all countries.
In general, however, a clear, credible policy response o restructure the
banking system will reduce external pressures on the banking system amd
pave the way for normalization of capital fows in the balance of payments,
Such a policy response should include a comprehensive restructuring strar-
egy in tandem with consistent and eredible macroeconomic policies. The
fiscal dimension of the former will be crucial wo the eredibility of the laner.

Instivational Responsibilivies and Crivie Management

Successful response to systemic bank distress demands not only an
appropriate fiscal and monetary policy, but also a credible strategy
manage an acmal or potendal domestic financial crisis. This will require a
clear definition of institutional responsibilines.

Solvency support for problem banks, just like subsidies wo other sectors
of the economy, should be provided by the budget, As shown in Chaprer
3, thas principle 15 generally adbered oo in industral conntres but seldom
in developing countries, where a large share of financing typacally 1s pro=
vided by the central bank or other public entities. Solvency support in the
form of loans from the cenrral bank is analogous o providing direct mon-
etary financing of the fiscal position. Transferring the solvency problem wo
the central bank through long-term central bank lending or asset rransfers
can also complicate monetary management and contribute to inflation,
since central banks typically have minimal capital and a small revenuoe
base, and tend oo monetize their losses.

Central bank support also makes it a stakeholder in the banks being
rehabilitared, creating potential conflicts with is responsibilivies for
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supervision, monetary management, and LOLR lending, Central banks
are seldom equipped to handle banks' governance changes, manage
impaired assets, or hguidate banks, The empirical work in Chapter 3
broadly confirms that the degree of succes of 3 restructuring program
tends tov be greater without the long-term financial imvohement of the
central bank. Nonetheless, the central hank has an important role to play
in many ather aspects of systemic bank restructuring (see Appendix T1),

In scune cases of bank restructuning, the authontes will fiirse need o
deal wath a liquichny crsis. A systemic run on bank deposits—enggered by
domestic or external events—combined with an exchange rave crisis or a
swdden curoff of external lines of credit o banks seriously reduces the
authorities’ policy choices and time for planning, as restoration of comfi-
dence—amnd |1-|:n]iti|.1.| cover—Decoane the |r|.'|:'m'|'|=||:||'||'|! En-im-il'ir_'h. The
challenge in responding wo such a crisis is wo ke credible measures that
are consistent with any forthcoming restructuring strategy and do no
excessively distort incentives. To support monetary and external policies,
contingent foreign lines of credie should alen be secured. An IMF-
supported program is potentially importane in this regard, as i wisbd alsn
fosver access w foreign credit and boost confidence. Temporary govern-
ment guarantees might be considered (possibly excluding depositors and
creditors of nonviable banks), bur should be combined with a compre-
hensive and sustainable restructuring plan. In some cases, a bank holiday
has been declared 1w buy time o formulate a policy response; the danger
in this approach is that if the policies announced before the banks reopen
are i.I:qu'ﬁL‘:il:l'|I|:|.' credible, confidence in the entire system will have been
shaken.

Because banks must remain liquid mw keep operating,? the central bank,
as the LOLR, wpically provides liquidity support until a restructuring
plan has been adopted, and frequently during the restructuring as well. A
major danger is that emporary LOLR support often expands rapidly in
size and the central bank can be drawn into providing liquidity suppory ro
what urn out 1o be insolvent banks.*® Responsibility for chis suppor
should be shifred o the government budger once the recipient bank’s
insolvency becomes apparent.

Transparency in Fiscal Recording

As the preceding sections discuss, government involvement in the
financial restructuring of banks can have substantal macrocconomic,

A Banks efen can sy baguaial aler they boosine msobenl, somictimes ko o8 colcmsve perinl, bacanne
they can e new depanie 1o cover operationl ke and deposic witbalrawals.
SLOLR ||.'|I-|]II'|': bl be fully eollateralioed e affond weiiie phulcoiin bo the coibral bdink
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especially fiscal, implicatons, To faciliate effective policy formulation
and good governance, these implications should be recorded transparent-
Iy in the fiscal aceounts amd consistently across countries. This section
reviews the problems in current practice and puts forward a solution.

Current Practice and lssues

Current guidelines for classifying government bank assistance are
founded on the use of the cash-based balance of the general government
a5 described in the IMFS A Manual on Gevermmenr Financial Starissics
(GaFS)see IMF, 1986), Under this system, the fiscal balance is affected by
financial assistance that involves cither cash transfers from the gencral
government (e.g., subsidies to banks), or lending minus repayments (c.g.,
lnans or exchange of cash or bonds for bank assets), by the general gov-
ernment to financial institotions. This standard (GFS-based) system, how-
ever, inadequarely captures in che fiscal balance some of the most commaon
and important bank assistance operatons.™ Consequently, eurrent Fand
practices have often differed from GFS guidelines. The varieties of strate-
gies and their divergene classification for a sample of countries are pre-
sented in Table 4.

The shomecomings in current guidelines resule from the focus on the
general government, the exclusion of noncash operations, and divergences
between the timing of cash outlays and the economic impact of resolution
sETatEgies,

Chrvasi=fircal opevations are often used by governments that do not wane to
assist financial institutions directly through the general government bud-
get. When banking problems mmitially appear, the central bank usually
extends credit o troubled banks, Assistance can also be provided by other
public institutions and agencies (e.g., deposit insurance funds); indeed,
certain bank asistance operations can only be carried out by public finan-
cial institutions, most notably the extension of directed or subsidized
credit, or bath,

Yer while the macroeconomic impact of such operations is largely inde-
'|:|-|.".|I|.|Er'|1. ol which branch of the public sector implements them, only
those operations carried out by the general government affect the present
standard GFS measure of the fiscal balance. The wpes of quasi-fiscal
operations that are common in systemic bank restructuring have been
either excluded entirely from government budgers or incluoded indirectly
through the incorporation of the net operating income of the central bank
{or exceptionally, other public banks).

“Whik GFY escladi el operilaiii I deterininifg Ehe hecal balince, i provides fur their
pecording i micimoradum i
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Tahle 4, Budgetary Classification of Major Methads of Covernment
Assistance in Resolving Banking Problems in Selected Countries

Miethiod Conindry and Dale Budgelary Classificalion

Hrec! maedlsods
1, Recapitalizabion

A, Cash purchase 1. Egypt (1991) 1, Expenditine, capiial,
i prlny 2. Finland (1991941 2, Hank of Finland purchases not
5. Mauritania (1991) e,
4. Philippines (1986) 3. Fxpendibine, “restructuning and nes
5. Swaden (1991) leniding.®
4, Expendinee, “eguity and net lending.”
5. Ewpendiuee, “hank restruciuring.”
B. Bond brarsfer 1. Ghama 119900 Frincipal ewcluded from expendie,
Exchange 2, Murgary (199291  interest included.
fir b 5. Lao People's Dem.
foans Foesp. (1594
&, S Lanka {1993
Linrequiled 1. Chile (1984} 1. Meither inderest nor principal
2. Ghama 11990} reciwded in exopendibure,
5. Hurgary (199394 2. Principal excluded from expendiiune,
A Latvia (1993-94) mnleresl inchuded.
5. Poland | 1993-04) 5, Princapal exclheled from expendilume,
6. Mauritaria {1993 interest inchudesd.
A, Primcipal exclucded from expendiluns,
leres) inchudex],
5. Princapal excluded rom expendilune,
interes inchudesd.
6. Bath imlerest and principal ingluched
i espend jbune.
C, AssumyHion 1. Arpentima 1 99:4-95F 1. Loan amaclization ageralions
ol [naetd 2. Chebe (1983) el ] from expenditure,
liahilities %, Finlard 11991) 2. Mot included inoexperidiure,
4, Mauritamia (19865 3, Takeover of bunk oot recordid in
5. Mulipspives (1986) ik,
4. Al cash and deln componenis
included in expendinn,
“Restruciuring and ret bending.”
Wirite-olf of reasury claims
uncashed Checks) recorded as
TR VL el o ST
5, Caly inberest on delt econded
in expencitune,
2, Loans
Standard loan 1. Amgentina (19924-95) 1. Quasi-fiscal lending by ceniral hank
2. Chile (1982-81) included in expendinane.
5. Latvia (1913 2. Fucluded from expend i
4. Mauritania (1991 3. Excluched from expencibune.
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Table 4 froncludea)

Cioamiry arel Dt

Buslgetary Classification

Placemsni af

o

5, Philippines {19061

6, Agerbadjan {1995)

. Lighwania (19955

. Bank deln to cemiral hank assusmiead

by governmeent inoes pendure.

. Dhperating positeon of cemtral bank

included in flscal arcownis

. Lending minus repayments.
1. Excluded from expendiiune.

depasits
Indirect metbods
Assumpion of 1. Axerbaljan [1995) - Lending minus repayments.
enberpree detl I, Moldova (1954) . Lending meinus repaymenis,
Equity conwversion of 1. Kerya (1986-849) . Exclusled from eapendilune.
ronbudge pubdic
depositsy/claims
Loans ar transfers s 1. Hungary (1987 - Escluled from eapendilune.
ENBETpnses o 2, Philippines (198641 2. Expenditure, bending, or subsidy
allow sendcing’ enprenditune.
repaay meent af
bank deli
Srmarrae: I wLall

Nonoask aperations: several restrocmuring operations with similar aggre-
gare demand effects and public policy motivations have been reated dif-
ferently in the fiscal accounts due o the cash/moncash criterion. For
example, recapitalization via the unrequited issuance of public debt to
rroubtded banks (one of the most common forms of bank assistance) only
affects the standard fiscal balance through interest payments, not the prin-
cipal, even if the bank immediately sells the debr. If the government had
floared che debt and ransferred the proceeds, this would have been clas-
sified as expenditure. Current practice for the countries surveyed tends to
follow this cash'moncash criterion, although Maurcania, by fully record-
ing all noncash bank assistance operatons in the budget, 15 an exception,
Thus, Egypt’s fiscal balance deteriorated by & percent of GDP in 1991 as
the bank assistance invobved a cash injection, whereas that of Hungary was
unaffected by the isvance o banks of negotiable public debt equivalent to
9 percent of GDP between 1993 and 1994,

Similarly, other bank assstance operations may not be recorded at all
under current practice owing to their similanty with portfolio decisions,
Two examples are the shifting of government deposits from sound to troo-
bled banks {e.g., Lithuania, 1993) and the conversion of 3 banks obligation
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to the government into equity (or a longer-verm obligation). Both, howev-
er, may reflect public policy and not the ohjective of maximizing returns
from the governments portfolio or Bcilitting reasury operations.

Tenisng of impact: when divergences arise berween the tme of the eco-
namic impact and the cash outlay of bank assistance, the cash-based sean-
dard fiscal balance does not fully reflect the povernments impact on the
ELTHICHTY, Such 4,1il.ri:rg1:nuux could amse in pao sitoations r-u]util'lg' Loy Sy~
termic bank restructuring:

* Banking problems may result from years of prior policy actions, such
as directed credit, and only later, when the economic effects have
occurred, is there any impact recorded in the budger. Any resulting
recapitalization would then represent recognition of accumulated
past quasi-fiscal operations. The governments impact on the econo-
my would thus have been understated previously and overstated
when any assistance occurs (if the assistance affected the measured
fiscal lalance).

* Some bank assistance operations do not involve cash outlays when
implemented but may lead w futere outlays, Such furure outlays may
be fully known because their extent and the government’s obligation
arc certain (e.g., assumption of a bank’s liabilities). Alvernatively, they
may be contingent, becavse either the evenrual quantity is unknown
{e.g., deposit guarantees) or the government’s obligation is not spec-
ified (e.g., an insalvent bank thar would likely not be allowed o fail).
Under current practice, these operations would only affect the fiscal
balance when, or if, any cash payvments by the general government
were made; whereas public sector net worth and the governments
role in the economy would be affected when the operation was
implemented.

An Augmented Measure of the Fiscal Balance

The fundamental aim of anv definition of the fiscal balance is to pro-
vide a transparent and comprehensive measure of the impact of fiscal pol-
icy that is reasomably comparable across countries. In this respect, there is
a meed to strengthen current practces in accounting for the fiscal impact
of bank assistance operations. Rather than undertaking a piccemeal revi-
sion of current, (rFS=based, practces, which have important merits from
the perspective of monetary consistency and established uwnderstanding
and usage, it is recommended thar they be complemented with an “aug-
mented balance” concept. The avgmented balance would explicitly incor-

THFY would comdder such aperatiom as deficil-deiemining sem
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porate the major quanofiable fiscal costs of bank assistance operations that
are not already included in current defininons of the overall balance,
These costs would be included in a separate category of the augmented
balance, entithed “hank assistance measures,” which would be added o the
standard overall balance,?! The augmented balance would not replace the
overall balance but would be wsed alongside this, and other, measures of
the fiscal stance for countries where bank assistance operations are impaor-
tant. Presentation of the augmented balance would, however, provide a
transparent basis for considering the aggregpate demand effects of particu-
lar restructuring instruments and asesing the need for offsetting action,
Table § summarizes the sugpested treatment of some common bank assis-
tance operations within this augmented balance. 32

An alternative approsch would be to extend the current GFS-based
measure of the bscal balance to incude soome of the :naim‘ cowts of bank
AsKISEnCe 1:|Fu:r;l,"|'rmw in the l;awg::lrit_-.s i which thl;!].' lsest fir. Far :xnmiﬂr:l
1|||Enti|::|m: im.'ulring thie EUVETTITENE 11h-1'aining' a claim of silar eco-
nomic value might be clasafied under lending minus repayments; unre-
1.'|||'i|\t:|.| payments lnig]'ll; e imcluded under corrent or :,:a||i1;| transfers, as
il'l]:lﬂ:lrﬂ'irll‘\t!. This is the a'|:|pr|:u-|,'|'t that has been in effect ;l.||::||1h,:|:|. 10 SoEme
of the Country F‘m'l:-r:n'r;r.il:mx I::l;:.l_r.., Mauritania). The aug‘rm:nl;:ﬂ halance
has, however, the .:l.|1.':|:|ll:u.gv|,:x of nat n,-:l].'il'lg' e an wid haoe system af classi-
Fication, and, when bank assistance costs are large and lumpy, providing
both a standard and sugmented balance Bclitares analysis of hscal stance
developments over ame, The augmented balance approach also has the
important sdvantage of being supportive of the current proposals for
revising GFS, which provides for the measurement of many quasi-fiscal
operations, advocates an acerual recording basis, and allows for the sup-
plementary recording of contingent items.** Specifically, creating the aug-
mented balance would entail the following.

Clivasi-frvcal operations relating o bank assistance should be included in
the augmented balance. One of the most imporant such operations is
lending by the central bank, or other public financial institations, 1o sup-
port a troubled bank. ™ ldeally, some estimate of the implicit subsidy com-

Wl prosorve gomcinginy, evianmg bank-resrructunng peograms ooubd inclede ander “hank amistano
meares only those orars nen already encomgessed wighan che oveerall halance

'Tha augrmenivd halance concope coubd, in principle, be exemid od i capune any qus-lscal sctivines
mi recnirded in che 40 F5-based Balancy in addicen i thoss eelaced en bank sssrranee . A nomeenacsl ccam-
e of the erlaonsbip betwoen the segmenicd and siandard fiscal halaner for & syliand bank asistance
eperaiimn & pressed = Spposdia D11

"5 [MF (1758 amad Eifoed 11

" 0ets rmining if 3 bank is iresbled i dificuli snd should Ellew the distincion betaven LOHLR leml-
g and svescy support by the ceniral bank dscusnl abovg. Certanly, sy proiracied ceniral bank sup-
prors shanld! be classfied) a5 a2 liscal aperatzon,
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Tahle 5. Recommended Classification of Some Common

Bank Assistance Operations
Curren Risconmmuen i

Ciperation Practice Classification
Cuiash-fiscal aperations
Lending ws, of exuity purchase Oinly affeces the overall  Loans minies repayments,
Im, tesibdedd hanks by the frscal halarce thiough erpiity princhase minus
central hank o public dinan-  esther the mcosparation dividendsfsale peoceeds, and
clal Instiiutions, ar mon- of niel dncomie in e cheporsit transfers should be
starelard govermment loars, budget, ar bielgetary profit ncluded in the augmeenied
siach as placernent of trarssiers [ the marginal  halance. !
depasies, rale af transier is pasitivel,

of the public firancial

s hisuion.
| | .
Recapitalization through Mnierest included in Prancipal component shauld
issuance of govemnmen! debt espendiuee, bt the b recorded n the
hoth ureecuited are in return principal comporent augmenied balance.
foer nonperieming assels. daes nid wsually affect

the cverall balance.
Divergent timing of cash

and economic impacls
Assumgpition by the goeem. Excluded from the budget  The full amount of liabilities

me=nl, aw other public financial when asemed. shild be rescorded in the
irstitutions, of the bank's, or augmenied balance when
bac] dlestir’s, liahil#ies ! assaimes.

Continpent liabilities, for Mol reconded. Repor estimate of the
example, insolyvency of & ptenlial cost o the
pabdac Bark o Deporsil povemmenl a8 a4
Irsurance Agency (DAL miemarancum ifem, for

example, the estimated
msaheency of a bank ar the
A,

Vwith & conequent offeet in ceniral Bank wansiers o e budget.
TFrowided liakalities are rod assemed a5 pant of govermment takeoser of 2 bank.

ponent should be recorded as fiscal expendioure, bur in practice this is no

generally possible. A more practical approach is o classify such lending for
policy purposes as a determinant of the augmented balance.** When quasi-

fiscal operations of public financial institutions cannot be separately iden-
tified, their operatung position can be included in the avgmented balance.

V¥ For more desails on mreanisg qua-fiscal operations sse Mackenzie and Soells (1996,
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The cost of ather quasi-fiscal operations, such as purchasing equity in a
troubled bank, should also be recorded in the augmented balance

Nowcash bank asistance aperations not included in the standard fiscal bal-
ance should be included in the augmented balance if implemented for
public policy. Some such strategies will have more substantial and imme-
diate implications for demand and the fiscal stance (e.g., if the debt issue
is negotiable) and others less, bur this argues for careful interpretation of
the augmented balance rather than not recording the operations. Thus,
the principal component of bank recapitalization via issuing public debe
should affect the augmented balance regardless of whether assets are
received in return or the debr is negonable. The full amount of deposics
shifted to troubled banks should be included in the augmented balance if
the motivation is to assist the bank.*” In the absence of clear informanon
om the motvaton, the deposit shift should be included if the depositor
agreed to frecze the deposits for more than, say, a month {i.e., the deposit
shift 15 effectively a short-term loan), Conversions of a bank's noncapital
liahilities to the government into bank capital, undertaken when a bank is
experiencing financial problems, are clearly effected for reasons of public
peslicy and should be included in the augmented balance,

Rank arsivtanee aperations that bave mibstentially divergent cash aud ecvrvern-
te mrpacts should, in principle, be recorded in the fiscal balance when the
pedicy affects the economy. For operations that reflect prior policy, the
implication would be to adjust past fiscal balances. Practically, this course
is not feasible, and since it 35 preferable o record the costs at some stage,
rather than at none, the operations should be shown when they are
effected,

Operations that imply fugwre outlays should be included in the aug-
mented balance when implemented if the outlays are certain and known,
For example, government asumption of a bank% liabilivies should be
ackded to the augmented balance Gf not included in the standard balance)
when the liabilities are assumed rather than when they are liquidaged.**
Subsequent liquidation would be treated as amonization of government
debr. Bank assistance operations that are contingent, either because of

H{ the pablic inancial manoemon's ret income & incorporated inm the budgen, or is marginal rae of
prafic sramafer iz poasree, it conerburion s ghe fsoal halarce dhould ke offam m avaid double couming
Thir oy wemld be 100 peercens iF ne incomas & flly scorporased or che marginal raee of profis irans-
foe is FD porooni

FThis requirgment in offect clarifies evising GFS reccmmpnid stinns

51 thy hatalitees arg implicity ssvomed a8 port of o goeernment akeover of @n msobeent bank, e B
hileies shoveld not be recordied) in the augmienied bolarce 38 this would oeersain the s o che pove -
meenit, Rather, an estimaig of the hank’s insdvency (ic., fs negative net worth) shoubd by eocoreded a5 a
memarandem item whes the hank is ken over and any subsequient bask assistance meavares, mich a2
boand i, shosld be recordied in the segmenicd balancy whes implomenied,
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uncerwinty regarding the amount or obligation, should nor, however, be
included in the fiscal accounts for practical reasons. Including these sums
would involve a high degree of estimation and may even lead o moral
hazard, as recognizing a potential claim on government resources may
encourage perverse behavior. Thus, the current practice of recording such
liahilities when they are liquidared is appropriate. However, since these
liahilities still have an implication for assessing the sustainability of, and
potential risks to, the fiscal stance, ivis important wo inclede some assess-
ment of their expected magnimude a5 3 memorandum ivem.

Conclusions

As soon as systemic banking problems are recognized, comprehensive
poficies need to be formulated withour delay to prevent further dereriora-
tion, minimize the cost of resoructuring, and reduce the likelihood of a
liquidity crisis. Such policies require strong political support and an effec-
tive msttutional framework for design and implementation; proper diag-
nosis and transparent loss sharing are partcularly important, Systemic
hank restructuring typically consists of a comprehensive package of
macroccommmic, mstitotional, and regulatory measures. The operating
envircmment, the configuration of the system as a whaole, and the policies
necded to restore public confidence—for which consistent macroeco-
nomic policies are crocial—all require attention, Instroments chosen for
hank restructuning should be cost effectve and simple to implement, dis-
tribute losses equitably, aim at minimizing the burden on the public sec-
o, avaid generating future moral hazard problems, promote good gover-
nance, and be consastent with sound macroeconomic management, For
restructuring to be successful (so that it does not need to be repeated), it
requires net only inancial restructuring but also operational restructuring
of banks, Systemic bank restructuning is therefore a multiyear process,

An asesment of the fiscal and other macreeconomic implications of a
bank-restructuring strategy requires analysis of its medinm-term sustain-
ability and supply and demand impacts. Public sector financial assistance
should only be provided in conjunction with a comprehensive restructur-
ing plan thar is consistent with macroeconomic stability, which may
require substantial fiscal adjustment. The recording of government bank
assistance operations, which currently varies considerably across countries
and excludes many important operations, should be comprehensive, rans-
parent, and consistent; use of the proposed “augmented™ balance frame-
work would facilitate this objective. Banking system unsoundness poses
difficule trade-offs for the monetary authorities. Establishing and main-
taining macroeconomic stability is necessary for successful hank restruc-
turing, but, if pursued withour compromise, dght macroeconomic policies
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may exacerbate solvency problems and ulomately mise the overall cose ol
hank restructuring. 1t may be necessary, therefore, 1o consider stretching
out the timetable over which such macroeconomic objectives are

achieved.

Appendix 1. Debt Dynamics and Bank Restructuring

Dehe-hased bank restructuring will require a higher primary balance to
maintain, and restore, debt sustainabilicy.

Primary Balance Improvement Required to Maintain
Debr Sustainability

The expected change over time in the government debr-to-GDP rario
follows the simple dynamic equation: ™
d={r—ght—s, (n
where o = ratio of debr vo GLIP:
r = average expected real rate of interest on public debr;

g = average expected real growth rare; and;
£ = average expected primary balance ravio o GDE*

If r is greater than g, the system is unstable unless there is a compen-
satory primary surplus. Let & be the primary surplus requined to stabilize
the debr-to-GDP rato at is current level:

j‘:[r—g}ﬁr. 1.:]

After recapitalization of the hanking system, the debt-to-GDFP ratio
increases by &, The new required primary balance is 5,

& =(r—gid + B {3

The increase in the required primary balance to stabilize the debi-to-
GDP ratio (the “sustainabality gap") is then

£ = = r=gib. )
Thus, for the gap between the average expected primary balance and
the debt-stabilizing primary balance not to increase after recapitalization,

the aveTHe 1::||:|u:-|.:l::|_| !:riln;r}' halance must he highzr h}' {r = g].b in each
p-erim.l.

FBaaed on Lo (195 )
s umming o sl pEnEage
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Alternative Fiscal Responses

Twn fiscal responses to address the impact on the sustainability of public
debt following a debr-based bank assistance operation are illuserated in
Figure 1. In each case, the impact on the primary fiscal balance and debe
ratio is compared with the sinsation in the absence of financial restructuring
(Scenario A) and with passive acceptance of the sustinability gap (Scenario
B). The first response, recstablishing the sustainability from a flow perspec-
tive, restores the prefinancial restructuring sustainability gap, zero in this
case, This would entail increasing the primary balance o the extent that the
sustainability gap has risen a< a resule of the jump in the stock of goven-
ment debt associated with the bank restructuring operation (Scenario C).
The second response aims at restoring sustainability from a stock perspec-
tive tos the level that would have existed withour recapitalizagon. Within chis
general goal, two paramerers are crucial: the length of time taken to restore
the debr rato, and whether this restoration should be done gradually or in
a single step. Both examples in Figure 1 wake ten years m restore the debe
stock but achieve this resule with different time paths for the primary bal-
ance paths, Scenanio D achieves the desired debt reduction by adjusting the
primary balance immediately to that which when mameaimed over ten years
wirild restore the debt ratio to the level that would have prevailed withoune
recapitalization. Scenario E portrays a more gradual response, where the
desired debr reduction is achieved by equal annual increments in the pri-
mary halance. Whatever the choice, the response ennails a much stronger
adjustment than the previous alternative of restoring the sustainability gap.

These alternative fiscal responses are illustrated using dama for Hungary
following the large-scale bank financial restrocturing between 1992 and 1993
(Box 4). Faced with real interest rates that appeared likely wo significandy
exceed growth rates, failure 1o consolidate the primary balance would have
resulted in a sharp increase in debt over the mediom term. This adjustment
would have had to be substantial—one scenario that aimed at restoning the
debi-to-GDP ratio to its before-restructuning level would have requared dn
immeediate improvement of 1.7 percent of GDP in the primary balance.

Appendix I1. Role of the Central Bank in
Bank Restructuring

Central banks have FI‘H].'EI.' sieveral rodes in hank rﬂrul;'ruring.“ The
ﬁ:il]ml."in_g ofservations are based on the COUNERY Gl studlies and the sra-
pistical analysis presented in Chapter 3 of this book.

AT his appeemadin was pecpared by Claudio Diriohek
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Figure 1. Some Allernative Fiscal Responses to Recapitalization

Primary balance 2 percentage of GDP
55 —h
-'F‘--r
5.0 E .= 50
45| - 45
e

R - A S —

4.0 ] —{ 4.
f o
) _r.ﬂ"'

3.5 |- j—' L 15

F ..Il.-"-_____________________________________
1] - 'f"-!- = — —3.i

A
2.5 i i i i i [ [ i i i i 25
1 0 I X i 4 5 s 7 & 0 1]
Dbt stowck as pevoentage of GDF

1ns 115
[ ] - 1na
105 |= 1015
THD — 100
q5 ] ] ] ] ] I 1 ] ] ] 05

sk &, B, T, [0, E ovller 1o clilleren acemadiog:

A ;i g agelalis alaci;

B afted necapialization, primary alanoe smaintain peslrecapilalization aslasability gag;

C: aly recapilali 2aten, presany Balince mdnlaes, poeoss agelal it suslanaielbly gap;

[ aler recapitalization, immediate i nease i prsasy Balanos 1o beeed that shom maintained
o i et Bengge phae e -0 IO i Baec b s the B | thal svoisld haver eaisiind weilheoat

1 recapitalization; and

E: aber recapitalization, ponraye primary balinoe thal within jom peans bing the debi o GEOE

rati b thee bewed that veold harer existod without recapitalization by gradual. even, incremens.

A srenanos seue inial (T = -1) debn gk of 100 pecent of GOP. a primary balance of 10 perceni
ol GIOF, amadl 3 seal derel rabe for the entine peniod thal eacends the groswah raie by 3 piceniipe point.

©lInternational Monetary Fund. Not for Redistribution



o SYSTEMIC BANK BESTRUCTURING

Box 4. Hongary: Debt Sustinability and Altemative Mediom-Term
Fiscal Responses to Recapitalization

The Hungarian Government issued dels |.'|.'||.1iw.1|.:r||: i bt 91 percent
of GOP m n.'l.'lpilniiu the st lunlu'ng SVSLE berwesn 1997 aned 1991
increasing general government debs w 90,2 percent of GDP By assumang
that the real interest rate would have exceeded the growth rate by about 2.8
percentage points in the medium term, as proved o be the case over the fol-
lowing three years, it can be implied that the sctual 1'%93 primary deficie, 3.3
percent of GOP was sobstantally weaker than the posicon that would have
been required m prevent the debi-to-GOP ratio from incressing over time.
Two alternative fiscal responses amned ot restoring sustmmabality may be
ilbustraged.

Flowr rustamablity: hrin!;ing the rate of increase of the debi-o-GGOF o
back o previows levels would have implied mmprosing the primary balance
by (13 percent of GDE However, the debi-to-0GDP rato would sall have
been (9.1 percentage points of GOP) higher than iof the recagetalization had
not occurred.

Kook :u.rrar.u.n'hu'rrp |:|r|r.|t|:||1g the delit-to-GDP oo hlLk withm ben
years, o the bevel that would have prevailed without recapitalization could
have been achieved through different phasing. Ome approach would have
been to inceese the promary balance by an equal amount each year over the
next ten years. This would have implied improving the primary balanee by
0.3 peTeent aof GDP each }'L'nr.l Mturmﬁw]g,‘. the prumnary balanee el
have been incrmsed immedately o a level that would be madntamed over
the mext ten vears—this would have entibed a one-tome increase of 1.7 per-

cent of G in the prinsary balance.

Ihis cabolation asaiimes o eositerfacnal where the rate of |.|'u||p: ool the bt G pirs
winald be eusstsne m the new, bgher rne.

The central bank is well placed wo play a key role in developing and
monitoring the overall restructuring strategy, for examiple, because it has
timely and comprehensive information about all aspects of the financial
sector and it interacts with banks on a daily hasis in the condoct of mon-
ctary policy. In many instances, the central bank operates the national
clearing system and thus has information about arrears incurred by inds-
vidual banks that generally provide early signs of quidity problems.

In most countries the central bank is responsible for banking regulation
and supervision, As the supervisory authonty, it s responsible in many
countries for monitoring enforcement of prudential regulations; design-
ing corrective actions; and, ulamately, intervening in and closing nonvi-
able hanks. In cases of systemic bank restructuning, normal bank supera-
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sory instruments are generally insufficient or inapplicable. The task of
developing a bank-restructuring strategy goes beyond the mandate of
brank supervisors.

A further reason why the central bank has been involved in hank
restructuring is that it may have the right amount of “arm’s length” dis-
tance from the government. This aspect is often stressed in transition
countries where nonperforming loans wo state enterprises, or even to the
povernment itself, are 3 major reason for bank msolvency, When an inde-
pendent central bank oversees the bank-restructuring program, politcal
intervention may be minimized. It may also have an advantage over the
government in terms of its expertise on hanking issues.

In many of the countries surveyed, the central bank played an impor-
tant role as manager or comanager (e, torether with the ministry of
finance or with a deposit insurance agency) of the overall hank-restr:-
turing strategy alchough not always with the best of results (see Chaprer
31 Central banks played chis role in Chile, Cote d'Tvoire, Finland,
Hungary, Korea, Kowait, Mauritania, the Philippines, Poland, Spain, and
Tanzania. In practice, this role enmiled developing the overall strategy,
being part of the implementation, and momitoring progress of the
implementation,

Inm contrase, other comntries made conscious decisions not toimealve the
central bank in the coordination of the bank-restructuring process, In
Peru, the Ministry of the Economy ook the lead and, in Sweden, the
Ministry of Finance assumed the lead at first, later transferming the
responsibilices to a special Bank Support Authonty. In Sweden and Peru,
the hanks” difficulties were diagnosed as insobency problems at an early
stage and the government accepted responsibality for designing and
financing the bank=restructuring strategy. In the United States, legislation
has transferred the role of hank resoluton exphcitly to the Federal
Dreposit Insurance Corporation (FDIC), This design s a legacy of the
hanking crisis of the 1930s when the government accepted the responsi-
hility of coordinating the bank-restructuring strategy bat was not ready o
foacit the ball £

Central bank lguidity support to the banking sector has taken various
forms 'im.:lul:ling direct loans to |:|.;|r|.'|-::n1 reduction or waivers of reserve
rvl,-:|:|1|in':.|.'|'|r.-.|.'|1'.':1 =.r||;|. |1n1-a.-|_! n]:lplil.'a.tinn ufl]is.l:_:-ullnl'ing anel « nfutl'll:'r |1||:m|:|::|1'].'
ISt rarmen . I.l:nn;l-l:r-i:l!'-h'-rt- eSO I'al:ﬂit:in are r.ln:|:|.' np||r|:|priahu ik SyS=
LT hil'luki:lig ]:lmhlzmx b e il'l!ﬂlll'n-'\ll:lll.."lu' rather than i|:|i:||.1i|.15|!].' ig the
uh:luﬂ:,.'ing' |'||'|.||:||¢m, anil lemder-of-last-resore facilites should iﬂn:ll:,-' e
limived 1o cases of illiquidir‘-,-. This distincrion is not 2asy to make;

e the LS case sudy in Chapier 3.
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Table &, Mumerical Example of Standard and Augmented Fiscal Balances

Saniaed Aqigmenied
Treatmenl Ineanimeil Lol
Bt e 17.6 176 Arhirary amouni chissen o
ensane gem owerall balance,
Evpenditure and lending
minus repayments 176 178
Expenditune:  noninberest 5.0 5.0 Credicar cash eeimburse-
mael da curen trarsien,
inleres 126 1256 Inéerest mn bonds (120 and
assurned defi diuh)
Crverall balandce — — GF% treatmen,
Additiomal opserations
Bank assistarsse mesasines
nodt incluslied ahowses:
Exprered ibune
Mncash transicr - 1200 Countenpan o financing
reflecting bond eniry for borcks. issued o
recapatalization hank 11050 and creclitors (300,
Mpncash Iransfer — [ANED Craunterpart fo financing
reflecting assumption entry bor assumesd
ol «iehi interhank debd.
Lending minus repayments
Cuasi-liscal operabions: — 0.0 Lareg-bewmn Baan by
ceniral hank loan ceniral bark,
Augmented balance — o
Financing —_ 2100
Beirecls — 1204p
Dbt assumpdion —_ a0
Amarization = ¥ ] =] Bepayment of imerhank
clehs (6l and sale of
10 percent of bords {1.2).
Charge in cash balances | ()] Ml decrease
cashideposit holdings.
Augmented reatment also
includes cemtral hank
b 30K
Memaoranoin ifems
Dt increase 18 (i Increase in liakilitkes for
s (1 2000 and deld
assumption (GO, less
amortization {7200,
Cortirgent liahalivy = S0 Estimaled irsdvency af

public secior bank.

T o ik asdislancs seamunes wene mol werequited bt ssociaied with Scneases in goen menl
ejiiity B ancinits show would b recondsd nder bending minis oo et

Araf noncadh isssance of delbn, GES s the deln labslity, ceen thaugh o does mol shoa 1he rans-
SCt s tabed withs tha dcsgpasition of the labily
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although, experience shows that extended liquidity problems typically
reflect insolvency.

Fven when the problem has heen diagnosed as insolvency, liguidicy
remains @ major problem forcing the authonioes oo ake immediate action,
The central bank is better equipped to provide immediate liquidity sup-
port than the government because of its daily presence in financial mar-
kets, Ligquidity support from the central bank was provided in many coun-
tries, for example, Chile, Céte d'lvoire, Egypt, Hungary, Korea, Kuwait,
Mauritania, the Philippines, Poland, and Tanzania, In Sweden, liquidicy
support was not provided by the central bank but by the government, In
.-'l.rgl.-r.n;:iﬂ.;F the [:1II1.'I.'=I'|:i.|1i|iI'_I.r Law limited such suppart anad rwi xpe:rinl
government trust funds were established to provide banks with Lguidiey,

The central bank has been involved in medivme= and long-term lending
ta hanks, In Finland and in Spain, the central bank did not prosvade -
quidity support bt provided long-term assistance to banks, In some
countries, the central bank was forced to transform short-term ligquiadiny
support into longer-term loans. In order to protect the central bank’s
financial integrity, longer-term loans should be either guaranteed by the
government or refimanced through the government budger. In some
cases, it has been required o take over bank ownership and thus has
become involved in bank management. Ownership, or quasi-ownership,
of commercial banks, however, is not compatible with the central bank’s
role as monetary and supervisory authority.

Appendix IT1. A Numerical Example of Standard and
Augmented Fiscal Balances

Consider the case of a government (Table 6) that recapiralizes a bank by
izuing bonds to the bank {100} and o ereditors (20), assuming the bank’s
interbank deb (60), and giving creditors cash (5). Bonds issued o the.
bank and credirors pay 10 percent annual interest and have IIII'q.-r[u:ll ani-
al amortization payments. The interbank debr is for one month and bears
a monthly interest rate of 1 percent. The central bank also extends a lon
term loan of 30 wo the bank. An audir also reveals thar a public bank has
an estimated insolvency of 50
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