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Foreword

T

he financialsectorsof the post-communisteconomiesof Europe and Central Asia are perhaps

where the most intractable problems existed and where the most difficult reforms were
forced to begin. This element of the transition experience has been extremely educational not
only for financial practitioners, regulators, and policymakers, but equally so for those of us in international institutions who consider ourselves "experts" in the field. We at the World Bank are still trying to comprehend fully what the concept of transition really means. This book seeks to take that learning process one step farther.
This publication, as well as the seminars in Prague and
Benesov on which it was based, brings together the views
of a wide range of financial sector experts, and shares
some of the lessons learned from the past decade. With the
benefit of hindsight, it also looks toward the second decade
of financial transition. I believe this is a very valuable
exercise, as some countries have quite successfully completed the toughest part of their financial transition, while
others still have this hurdle to overcome.

The chapters contributed to the book came predominantly from those who have lived through, and played
active roles in, the economic and financial transformations.
This is appropriate. Every effort was made to include a
wide range of country experience, as well as the experience
of partners such as the International Monetary Fund and the
European Bank for Reconstruction and Development. I
want to personally thank all who participated in this important effort for their invaluable contributions.
Johannes F. Linn
Vice President
Europe and Central Asia Region
World Bank

vii

Preface

T

he transition countriesof the Europe and Central Asia (ECA)region experienceda remarkable
transformation over the past decade, not least in their financial sectors.1 In fact, while many
sectors of the economy had difficultadjustmentsto make, the financial sector was unique in
havingto be reestablishedvirtuallyfrom scratch.In the former SovietUnion-with the exceptionof the
Baltics-the businessof finance, at least as it is known in the West,had not existed for more than 80
years.In CentralEurope and the Baltics,experiencewith market-basedfinancialsystemsis more recent,
but significantrestructuring of the infrastructureand structure of financialmarkets had to take place
even there. This presented seriouschallengesto financial sector policymakersin the ECA countries.
The breadth and depth of this challengecan be
gleanedfrom this collectionof papers,whichwere presentedat two seminarsand a conferenceon transition
financethat tookplace,respectively,
in Pragueand thehistorictown of Benesov,CzechRepublic,at thetime of the
World Bank-InternationalMonetary Fund Annual
Meetings(September
2000).Evenin countrieswherethe
startingpointsappearedsimilarfollowingthe breakupof
the SovietUnion,experiencewith the implementation
of
reformswasmarkedlydifferent.
Importantto financialtransitionwas the globaleconomicand financialenvironmentin whichthe ECAcountriesevolved.Hadworldfinancialmarkets-and in particularthosein neighboringWesternEurope-stood stillthis
pastdecade,thepathof financialtransitionforECAcountriesmighthavebeensmoother.Buttheydidnot, andglobal financialmarketsare likelyto continueto growapace
and to evolvein waysunimaginable
evena fewyearsago.
Thefinancialsystemsof ECAhavehad to adaptquickly.
This bookexaminesthe factorsthat influenced,and
willinfluence,this processof adaptation,startingfroman
examination of how the global financial system-

especially
theWesternEuropeancomponent-hasevolved,
and how thesedevelopmentshaveboth influencedand
challengeddifferenttypesof transitioneconomies.
Thebookalsoprovidesan opportunityto take stock
of progressin thefinancialsystemsof ECAcountriesover
thepast 10yearsand to identifythemainchallengesconfrontingfinancialpolicymakersduringthis period.
Aswouldhavebeenexpected,the bankingsystemsin
thetransitioneconomies
havespearheaded
financialdevelopment,but it hasnot beena linearprocessbyanymeans.
Theneedto developthe legal,regulatory,and supervisory
frameworkfor banksfromscratchhasbeena challenging
one, especiallyas the personnelneededto operate and
supervisethe bankshad to be trained from the outset.
Theinstitutionalcontextfromwhicheachfinancialsector
hasevolvedin eachtransitioneconomyhasdifferedgreatly.But in most cases,earlylapsesin regulationled to the
emergenceof a superfluityof banks.Therefore,muchof
the history of bankingdevelopmentin ECA has surroundedthe questionof how the bankingsystemcould
consolidateinto a moremanageablenumberof players.
Sometimestheconsolidationtook placethroughmergers

1. TheECAregion,for the purposesof this book,is definedto includeAlbania,Armenia,Azerbaijan,
Belarus,Bosniaand
Herzegovina,
Bulgaria,
Croatia,theCzechRepublic,
Estonia,theformerYugoslav
RepublicofMacedonia,
Georgia,
Hungary,
Kazakhstan,
theKyrgyzRepublic,
Latvia,Lithuania,Moldova,
Poland,Romania,
theRussianFederation
(Russia),
theSlovak
Republic,
Slovenia,
Tajikistan,
Turkmenisran,
Ukraine,
and Uzbekistan.
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or an orderlyprocessof liquidation. In other cases, it took
place in the context of serious banking crises.
Consiclerableeffort has gone into the establishmentof
capital markets, particularlystock markets, in ECA countries, but this has not been an easy process.Much of the
stimulusto the growth of these marketshas come from the
privatization of state enterprises and the specificfinancial
mechanismsused to bring this about. Controversyhas surrounded the role and impact of the use of vouchers, for
instance. Ns with the banking sector,the legal,regulatory,
and supervisory framework for the capital markets has
evolved to different degrees of sophisticationin different
transition economies.But these markets have not become
a significantsource of new financingfor private enterprises. Moreover, the movement to integrate stock markets
across national boundariesis callinginto questioneventhe
need for local stock market capacity.
A sufficientlylong set of data pertaining to the transition economiesis now available,allowingus to draw out
some of the lessons of experience by applying appropriate
analytic techniques. In particular, there is a question as to

x

how successfulpolicy reform has been in stimulating a
deepening of the financial sector and improving private
sector access to finance. The book seeks to address this
question.
Looking ahead and through to the end of the new
decade,it is clearthat a freshset of challengeswill confront
ECA'sfinancialsystems.It may prove difficultfor the ECA
accessioneconomiesto catch up with, and fit into, an integrated European financialsystem that has been subjectto
the twin stimuliof the euro and rapid technologicalchange.
The latter, in particular,may create a new set of challenges
for financialmarkets and their regulators.But for many of
the nonaccession transition countries of Eastern Europe
and Central Asia,the challengewill remain simply one of
restructuring the financial sector so that it has a core of
sound and efficientmarket institutions.
Finally,the book seeksto examinethe changingrole of
the World Bank and the International Monetary Fund in
the financial sectorsof the ECA countries.
Lajos Bokros, Alexander Fleming, and Cari Votava
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Overview

T

his book brings together 21 papers-organized into six parts-that address a wide range of
issues pertaining to financial sector transition in the countries of Europe and Central Asia
(ECA).The initial chapters (Part I) place the transition economiesin the context of recent and
prospectivedevelopmentsin global financial markets. Part II then looks back at the experienceof the
past 10 years and takes stock of progress in the move from a command financial systemto a marketbased one, identifyingsome of the key characteristicsof the financialtransition. Parts III and IV examine in more detail-and with referenceto specificcountries-financial transition in the bankingsector
and the capital markets respectively.Part V takes a cross-country,analytic approach to addressing a
number of key policy questions pertaining to the course of financial transition. It also looks forward,
drawing out some of the lessonsculledfrom the experienceof the past 10 years that have relevancefor
the future, but also speculatingon those factors that are likelyto shape the next 10 years.The book concludes with Part VI, which describesthe roles that the World Bank and International Monetary Fund
(IMF)have played in supporting financial transition and how they are likelyto evolvein the future.
Part1.Global
Financial
Markets
andthe

tionof the euro and financialinnovation.

Transition
Economies
One of the key themesthat run throughthe book is

catch-upprocessall the more difficult.Padoa-Schioppa
explainswhyaccessioncountrieswouldbe advisedto look

developed in the context of the chapters by De Laroisiere

closely at the evolving financial systems of the EU countries,

and Padoa-Schioppa.De Laroisiere's chapter makes the
point that ECA countries can no longer be considered a
homogeneous group. A two-speed ECA clearly has
emerged. The faster reformers-mainly the countries of
Central Europe and the Baltics-are those countries that
aspire to accedeto the EuropeanUnion (EU),an aspiration
that is providinga major impetusto the reform effort. The
other group-predominantly the countries of Eastern
Europe and Central Asia-are those countries that still

for they are integrating quicklyand in ways that are not
obvious to the casual observer.Policymakersin accession
countrieswill have to track these developmentsclosely.

have, even 10 years into the transition, fundamental

countries-develops

reforms to undertake in the financial sector. PadoaSchioppadevelopsthis themefurther,stressingthat evenin
the case of the fast reformersthe catch-upprocesswith the
EU is not a simple one. The financial systemsof current
members of the European Union, for instance, also are
changingrapidly in the face of the twin forcesof introduc-

opment. He emphasizesthat financialsector development
has been an uphill struggle and much less successfulthan
reforms in some other areas. It has had to overcomea dire
legacy of crime, corruption, and collusion. Therefore,
financial transition will take a long time to complete.
Bokrosstresses-as did the authors in Part I-the largeand

This makes the

PartI. FinancialSectorDevelopment
in Perspective
The chapters by Bokros and by Kawalec and Kluza
step back from the 10 years of financial transition and
seek to draw general conclusions about the process.
Bokros-who focuseson 10 Centraland EasternEuropean
a typology of financial sector devel-
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growing differences between countries in their financial
sector development and points to the fundamental factors
that determine the scope, nature, and quality of emerging
financial institutions: specifically, internal and external
governance structures, domestic and international competition, and prudential regulation and supervision.
The chapter by Kawalec and Kluza highlights the need
for the banking sector and capital markets to develop in a
balanced way in transition economies. They make 21
insightful observations about the nature of the financial sector transition. Looking to the future, they emphasize that,
except for small and open economies, countries without a
sound domestic stock market may be handicapped in their
economic and social development.

ing sector with strong prudential regulation and supervision. Bulgaria has learned this lesson the hard way.
Szalkai provides a succinct overview of the development of financial markets in Hungary, which highlights
some of the structural vulnerabilities remaining in the
banking sector. These include a need to cleanse portfolios
of remaining losses on the books of privatized banks. But
the main challenges for the future will be associated with
readying the financial sector to join the European Union.
This will require removing the remaining structural impediments in the financial system. Further banking consolidation is expected. The nonbank financial institutions also are
expected to develop quickly, driven in part by the growth
of the fully funded pillars of the pension system. The introduction of a unified agency for financial supervision reflects

PartIll. BankingSectorRestructuring

the integration that is under way across financial institu-

Part III examines the widely divergent experience of
ECA countries in relation to banking sector reform. The
chapters examine experience ranging from Estonia, where
restructurlig of the banking sector is virtually complete, to
Central Asia, where the process of restructuring has a significant way to go. The chapter by Meigas highlights the
rapid change that has taken place in the banking sector
over recent years. Increased competition has resulted in
several major mergers, and many weaker and inefficient
institutions have left the market. The banking market is
now almost totally foreign owned and heavily concentrated. This is a unique outcome within the set of ECA
transition economies and probably not one that is broadly replicable.
The chapter by Skreb and Sonje takes up a very specific
issue on banking sector policy: the relationship between the
central bank and the ministry of finance in their pursuit of
financial sector restructuring. This analysis is undertaken in
the context of Croatia, but the question of coordination
between the central bank and the ministry of finance is pertinent to other ECA countries as well. Skreb and Sonje call
for much closer coordination between the two institutions.
In the absence of proper coordination, financial restructuring wilL be slower, less efficient, and more expensive.
As Jorev vividly explains in reference to the Bulgarian
experience, transforming the banking sector can be a costly business. The state-owned banks funded inefficient and
loss-making enterprises, contributing to the almost total
collapse of the Bulgarian economy in late 1996.
Recapitalizing the Bulgarian state-owned banks-prior to

tions in Hungary.
The chapter by Chekurova examines the restructuring
of the Russian banking system, focusing especially on the
role of the Agency for Restructuring Credit Organizations
(ARCO). The analysis is centered on the period since the
Russian financial crisis in the summer of 1998. The critical
stage of the banking crisis is now over, and the Russian
banking system is gradually adapting itself to new economic conditions. Chekurova cautions that the banking
system remains vulnerable, however. Moreover, she believes
that banking development will require recapitalization of
private sector banks, improvements in legislation and
supervision, and the introduction of private deposit insurance. These are needed to rekindle public confidence in the
banking system.
The evolution of the banking sector in Central Asia is
addressed in the chapter by Uyanik and Segni. Compared
with other parts of the ECA region, banks in Central Asia
typically have remained relatively small, undercapitalized,
and poorly governed, with underdeveloped technical and
operational capacities. This situation changed somewhat in
the second half of the 1990s, with an improved economic
environment and enhanced legal and supervisory infrastructure for banks. There has been only a modest move
toward banking consolidation in this part of the ECA
region, with consolidation being most marked in
Kazakhstan. More needs to be done to improve the overall soundness of banks in Central Asia and to restore confidence in the banking system at large.

their privatization-cost about 25 percent of gross domestic product. Jotev concludesthat there is strong evidence

PartIV. CapitalMarkets:Readyto Takeoff or
Stalledin Flight?

that the most efficient and stable economic systems are
those that combine little or no state ownership in the bank-

In the first decade of financial transition, governments-supported
by the international financial institu-

xvi

Overview

tions and bilateral aid programs-put considerable effort
into the establishment of capital markets, particularly the
stock market component. Such markets were viewed as
being the cornerstone of market-based financial systems.
Although the infrastructure for most ECA stock markets
has been put in place, the volume of stock trading and the
number of new stock issues have been modest, for the
most part. At issue, therefore, is whether these markets are
now poised to play an important role in the next decade of
transition, or whether they are more likely to go into
decline or be absorbed into larger international stock
exchanges.
Claessens, Djankov, and Klingebiel conclude that stock
markets in transition countries are small and dormant and
that most of these markets will not achieve minimum
economies of scale in the foreseeable future. They note
that in the era of globalization, stock market services will
be readily available abroad, both for companies wanting to
raise capital and for investors wanting to invest in stocks.
Thus, they recommend that transition economies avoid
developing costly stock markets and concentrate instead on
building basic legal infrastructure to protect creditor and
shareholder rights and on supporting development of the
banking sector.
Kawalec and Kluza-as intimated above-disagree
with the thrust of the Claessens, Djankov, and Klingebiel
analysis and instead stress the likely impetus that will be
provided to domestic stock markets when the reformed
pension schemes mature. Such schemes hold out the
prospect, in the longer term, of generating large volumes of
investible funds that will be channeled through the capital
markets. Furthermore, Rozlucki, in the context of a chap-

tization scheme under a mass privatization program.
Despite the problems encountered in its early development, the structure of the stock market has improved,
and about 150 core companies are now listed. The establishment of the Securities Commission in 1998 was an
important step in the creation of a standard regulatory
environment for the market, and a strong infrastructure
for the capital market now exists. However, in Rudlovcak's
view, the market has not yet played a visible and effective
role in the economy nor fostered the efficient allocation of
funds, but there are signs that the capital market might be
maturing.
Vasiliev tracks the development of the Russian capital
markets, which was initially ignited-like that of the Czech
Republic markets-by the trading of privatization vouchers. Vasiliev describes three stages of capital market development up to the onset of the financial crisis in 1998,
which saw the collapse of the Russian securities market.
The crisis brought to the surface structural weaknesses in
the Russian market, but the period since 1999 has given
grounds for optimism. The relatively stable macroeconomic and political situation has served to rekindle the
markets. Vasiliev takes heart from the fact that, while the
development of the fledgling securities market has encountered difficulties, these are not unique to the Russian
Federation (Russia). It already has contracted some of the
diseases typical of a young market and has developed some
immunity against them. But addressing all of the issues in
the Russian capital market must await the resolution of
some of the deep-seated structural problems confronting
the Russian economy.

ter analyzingthe factors that have shaped capital market

PartV Lessons
LearnedandFutureChallenges

development in Central Europe, believes that international capital markets can perform few of the functions of a
domestic stock exchange in a transition economy. The failure of local capital markets would deprive ECA countries
of important national assets.
Veselinovic examines ECA's evolving capital markets
from a Slovenian perspective. He highlights factors that
would lead to the development of a successful stock market and indicates political constraints on the process.
Veselinovic believes that in the future, Central and Eastern
European stock markets will be either regional or local and
that they all eventually will have to integrate into the globalized (European) markets.
Rudlovcak undertakes a detailed review of the political economy of capital market development in the Czech
Republic, which was initially spurred by a voucher priva-

In Part V, the analysis of 10 years' worth of key crosscountry data for the financial sector yields important findings, with implications for the conduct of financial sector
policy and the determinants of financial sector deepening.
The chapter by Fries and Taci considers whether the
policies espoused by the World Bank and IMF in support of
financial sector reform in transition countries have been sufficient to encourage the development of sound, market-oriented banking systems. Their analysis assesses the development of banks in transition economies at both the aggregate
level and the level of individual banks. The analysis finds
that at the aggregate level the expansion of banking activity, particularly lending to the private sector, has been associated with progress in structural and institutional reforms
and growth of output. The analysis at the individual bank
level broadly supports this finding. In particular, banking
xvii
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regulation and supervision-especially capital adequacy
requirements-are helpingto establisha firmfoundationfor
the expansion of bank lending. Banking development
nonethelessremainsstunted, as the real expansion of lending to the private sector has failed, on average, to keep
pace with output growth.Analysiscontainedin the chapter
also points to the need to strengthenthe supplyresponseof
banks. The measuresproposed include the more effective
regulation of the entry and exit of banks, improvementsin
the corporate governanceof banks, removalof obstaclesto
the expansion of foreignbanks, strengtheningof the judiciary,and protection of investor rights.
The chapter by Peacheyand Roe analyzesthe factors
that influencethe path of financialdeepeningand the role
that financial crises play in the process. The authors put
down differencesin progresstoward financialdeepeningto
the nature of the macroeconomic disruptions associated
with the early transition years and to the quality of the
recoveryfrom those disruptions.They point to the fact that
severalcountries,includingRussiaand Ukraine,have sidestepped the macroeconomicpressurescoming from tight
monetaryand fiscalpoliciesby allowinghigh levelsof barter
and nonpaymentin their economies.As a result, significant
damage has been done to the prospectsfor the earlyrecovery and deepeningof their financialsystems.The propensi-

changing economic, financial,and technologicalenvironment around them. The thorny questionof whetherforeign
banks should be welcomedinto ECA financial systemsis
broached,and recentevidenceon foreignbank penetration
is presented.A number of countries around the world are
moving to one or another variant of a unifiedsupervisory
body that could incorporatebanking, securities,insurance,
and pensionfund supervision.Durand and Fonteyneexamine the casefor ECA countries movingin this direction (as
is already the case in Estonia, Hungary,and Latvia). They
also address the difficult question of the supervisory
responseto bankingfailurethat has beena commonfeature
of the past decade and is likelyto persistin the foreseeable
future. The authors set out specificprinciples that should
govern the sequencingof prudential supervisionand bank
restructuring policies.They conclude that ECA countries
should establish effective banking supervision, fulfill the
prerequisitesfor its proper functioning,and ensurethat its
designis consistent with the stage of developmentof the
economicand financialsystem it oversees.
Looking to the future, Claessens, Glaessner, and
Klingebielexaminethe broader global financialsectorenvironment in whichECA financialsystemsare goingto have
to operate in the years ahead. They discover that some
transition economiesare starting to participate in the e-

ty of somle countries to protect high-cost and inefficient
banks also contributes to the slow pace of financial deepening. Peachey and Roe propose a menu of policy proposals that would reduce bank costs and lead to deeper banking systems. These include the reform or elimination of
most government policies that contribute to the high cost of
banking (such as directed lending), the radical reform of systems of nonpayment or barter in all countries in which
these practices are widespread, and the adoption of an
increasingly low supervisory tolerance of the high operating
costs and low ratio of earnings to total assets that are characteristic of many large state and former state banks. The
authors also call for the adoption of explicit supervisory

finance revolution and that this is having a significant, positive impact in some markets. E-finance can assist some
transition economies to leapfrog the formal stages of financial sector development through which many developed
countries have progressed. The form in which this e-finance
revolution will come about will be shaped by the forces of
supply and demand as well as by regulatory and other barriers. To reap the fruits of the e-finance revolution, ECA
countries will need to give priority to improving the framework for financial and other information, modernizing and
strengthening their legal systems, and improving technology-related infrastructure (such as telecommunications).

policiesto acceleratebank consolidationso as to concen-
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trate a bigger percentage of banking business on the lowercost banks. They take the view that banking crises can reinforce strong regulation, provided the end result is
intermediation increasingly focused on a smaller group of
more efficient banks. Accordingly, politicians in transition
countries should not fear crisesas much as they typically do.
One of the critical policy areas that impinges significantly on the evolving structure of ECA financial systems
relates to banking regulation and supervision. Durand and
Fonteyne examine the role of banking supervision and the
challenges it will face as ECA banks adapt to the fast

The concluding chapters by Siegelbaum and Fleming of
the World Bank, and Ingves of the International Monetary
Fund examine the changing role of their respective institutions in fostering financial sector development in ECA
countries. Siegelbaum and Fleming explain how the nature
of the Bank's involvement has changed over time, reflecting
both the changing needs of its ECA clients and changing
perceptions in the Bank as to what constitutes good practice in analysis and operational design. All ECA countries-with the exception of the Czech Republic-have
availed themselves of Bank support for financial sector
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reform. This support has focused mostly on restructuring
banks and buildinga sound legal, regulatory,supervisory,
and institutionalframeworkfor financialactivity.An analysis of Bank involvementis undertakenwith referenceto five
categories of ECA countries. The various categories of
countries have drawn on differentmixes of Bank lending
instruments and differenttypes of policy intervention.In
the future, the Bank is likely to concentrate its support
less on the EU accessioncountriesand more on the remaining ECAcountries.
Ingves explains how IMF support for ECA countries
was initiated, focusingon developingthe central banking
function, while promoting the independence of central
banks. This has involved assistancein developinginstru-

ments for monetary policy implementation.Support also
has been furnished in the area of banking supervision,
accounting reform for banks, development of payment
systems, and, most recently,the application of standards
and codes to different fields of financial sector activity.
The basic challengeover the next decade, from the standpoint of the IMF, is to have countriescompletefundamental tasks, while responding to and assisting them in an
appropriate and timely manner when specific problems
arise,evenwherethe fundamentalinstitutions,instruments,
practices,and proceduresare in place.Inevitably,the IMF
will be guided by certain international standards and best
practicesin its assessmentof the basicwork that remainsto
be done in a particular context.
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Part I

Global Financial Markets and
the Transition Economies

Chapter 1

Transition Economies in the
Evolving Global Financial
AMarkets
Jacques de Larosiere
he role of the financial sector in all countriesis of paramount importance.Banks are the intermediation agents between savings and investment, and only solid institutions are able to
attract deposits and to channel them in a professionalway toward productive opportunities.
The efficiencyof the banking sector and of financial markets is a well-recognizedfactor of lasting
growth.
Freedomof capitalflowsis nowpresentin almostall
countries.Combinedwith deregulationand a more and
moreintegratedinternational
financialsystem,thisfreedom
is creatingmany opportunitiesfor emergingeconomies.
Net financialflowsto emergingcountrieshaveincreased
enormouslyoverthepastyears,boostingeconomicgrowth.
Butthisfreedomis alsocreatingmorevulnerability.
Indeed,
short-termcapital is volatile,and, as the experienceof
SoutheastAsiahas shown,thelackof a robust,well-capitalized,and properlymanagedand monitoredbanking
systemcan be a majorsourceof weaknesswheninvestor
sentimentchangesand capitalmovementsstartto shift.
This chapterexamineshow thesetrendsare affecting
transitioneconomiesand whatprogresshas beenmadein
developingtheirfinancialinstitutions.It alsoaddressesthe
futureand outlinesthepossibleavenuesofferedto transitioncountriesregardingbankingsystemsand capitalmarkets.This discussionalsoaddresssesthe EuropeanUnion
(EU)accessionprocess.
Financial
Sector
Development
inaWorldof Free
CapitalMovements
Tounderstandthedevelopments
of thefinancialsector
in transitioncountries,it is usefulto look backat thestartingpoint.Undercentralplanning,thefinancialsystemwas

littlemorethan"a bookkeepingmechanismfortabulating
the authorities'decisionsabout the resourcesto be allocatedto differententerprisesand sectors"(EuropeanBank
for Reconstructionand Development1998, Transition
Report,pg. 92). Securitiesmarketswereabsent,sinceno
marketablesecuritieswere available,and there was no
needforprudentialand supervisoryregulations.Thechallengeforthe transitioneconomiesafter1989washuge:to
createfromscratcha functioningfinancialsystem.
The progressmade in the bankingsystemhas been
quitesignificant,albeitunevenand incomplete.
Theproblemwasallthemoredifficultto resolvein that statebanks
had portfoliosdominatedby nonperformingloans and
personnelwith fewtechnicalskillsin the fieldof banking.
Transitioncountriesacted to createa true banking
systemin two ways:
* Privatization
of statebanks
* Development
of newbanks(private).
Methodsof privatization
variedfromcountryto country. For instance,in the CzechRepublicthe rapid move
toward privatizationbasedon a voucherschemehad the
politicaladvantageof speedbut ledto a numberof problemsrelatedto the absenceof new equityand know-how
inherentin thatmethod.Othercountries,likeHungaryand
Poland,took moretimeto privatizetheirbanksbut did so
3
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by allowing strategic partners (most often foreign)to participate in the process,whicheventuallybrought significant
benefits (equity, corporate governance, and worldwide
presencel. The European Bank for Reconstruction and
Developmentplayed a usefulrole in the process.
In the Russian Federation (Russia) and many other
transition economies, the weakness of the regulatory
authorities allowedthe creation of numeroussmall private
banks, which generallywere not prepared to perform the
banking functions in a professionalway.
The banking sector in transition countries has been
subjected over the years to a number of crises.Those crises
occurred in countrieswhere the financialenvironmenthad
been liberalized,but where the regulatory framework had
not been developed sufficientlyto contain the risks stemming from capital liberalization.Crisesalso have emerged
in countrieswhere macroeconomicstabilizationhas failed.
A banking crisiswas experiencedin Estoniain 1992 and in
Latviaand Lithuaniain 1995. The CzechRepublicsawthe
failure of several medium-sizeand large local banks in
1996. Bulgaria faced a full-fledgedbanking crisis in the
same year, and in 1998 Russia faced a financialcrisis that
led to the collapse of much of its banking system.
The causes of those crises differed from country to
country, but in all cases a combination of two factors was
at work:
* Accumulationof bad loans (eitherinheritedfrom the
communistperiod or developedunder the new conditions, in particular becausegovernments insisted
on protecting loss-makingcompanies)
* Insufficientregulation and supervisionof the banking system.
Repairing the banking sectors in transition countries
has been a major task that has developedover the yearsand
is still ongoing in some countries. It has implied massive
injectionsof capital by the state. In order to make privatization possible,governmentseither have to provide equity
directlyto the ailingprivatizing banks or haveto carve out
impaired assets from their balance sheets.
These actionsto repair the banking systemshavetypicallycost on the order of 10 percentof gross domesticproduct (GDP)per country.This is by no meansunique to transitioneconomies.Bankingsectorsin other countries,be they
industrialized(suchas the Scandinaviancountriesand Japan)
or emerging(LatinAmericaand SoutheastAsia) alsohave
experiencedcrises that have led, in some cases, to more
heavyinjectionsof equity than in transition countries.
Moreover,these banking crisesin transition countries
did not always produce the severe economic disruptions
typical to many other countries. This is probably because
4

transition economieshavea relativelyunderdevelopedsystem of financial intermediation.
An examination of the ratio of bank credit to the private sectorrelativeto GDP by the countries' levelof income
per capita revealsthat transition economies,except for the
Czech Republic,are well below the correspondingmarket
economies.But this gap is graduallyeroding, as progressis
made in strengtheningthe banking systemsin transition
countries.
Indeed,enormousprogresshas beenmadein a number
of transition countries in terms of banking supervision,
privatization, and consolidation. Hungary, for instance,
has a widelyprivatizedbanking system,which is now controlled largely by foreign strategic partners and is well
supervised.Poland also has advanced far in that direction,
and the Czech Republicis catchingup rapidly,with the privatizationof its bankingsystem.In Russia,the systemiccrisis of the banking sectorpersists,and the processof restructuring needs more clarity.
In a number of less-advancedtransition countries,the
consolidation and privatization of banks are among the
major tasks ahead and are most often the centerpieceof
International Monetary Fund (IMF) programs.
Progress
inBuildingLocalCapitalMarkets
Capital markets in transition economies have less
depth and breadth than those in market economiesat comparable levelsof development(where developmentis measured by gross national product per capita).
Comparing the market capitalization of local corporations with that of other emerging-market economies
reveals that the stock market capitalization in transition
economiesremainsrelativelylow,although it has developed
over recent years in countries like the Czech Republic,
Hungary,Poland,and Slovenia.Stockmarketsin the region
also have seen considerablevolatilityin recentyears.
In this regard, it is interesting to look at the balance
between risk and return offered by the stock markets in
transition economies. The industrial market economies
and developing countries have tended to offer a more
favorable balance between risk and return over the past
four years than have the transition economiesas a group.
Except for Hungary, the price to book value ratios are
lower in the transition countries than in developingcountries. Firmsthat are successfulin investingtheir capital as
well as their borrowings clearly tend to have strong
prospects for earnings growth and to have low discount
rates applied to their future earnings. Price to book value
ratios can be viewedas a reflectionof the businessclimate
in the interestedcountries.

Transition

Looking
to the Future
Long-lastinggrowth in transition economiesrequires
the conjunctionof two major elements:
* Strongerlocal savings
* Higher investmentin the productive sector.
In order for this to happen, macroeconomicstability
needs to be pursued. This is indispensablefor reassuring
saversthat their depositsand investmentswill not be wiped
out by inflation. (In this respect, there has been a trend, in
some countries, toward a somewhat excessiverecourse to
foreigndebt and higher current account deficits).A favorable businessclimate is also needed,with clear rules of the
gameand a competitivebusinessenvironment.Eliminating
subsidiesto loss-makingcompanies,enforcingbankruptcy
laws, and eradicating state intervention in the conduct of
enterprisesare some of the prerequisitesfor improvingthe
businessclimate.
All countries, and in particular the European ones,
are exposed to the powerful changing trends that have
characterizedthe international financial systemduring the
past decade.These trends are forcingbanks to consolidate
and adapt to new informationtechnology.They are leading
to the emergenceof financial conglomeratesand are shifting financial resources from commercial banks to markets. These trends are particularly evident in the United
States, but they are affectingEurope and the rest of the
world as well.They are posingnew challengesto regulators
and supervisors.Under such conditions, how should the
Eastern and Central European economiesreact?
It might be imaginedthat, starting from scratch,their
financial systemswould have adapted to the new trends,
thus circumventing the process of rebuilding a classical
network of commercialbanks. But that was not possible
giventhe existenceof bankingsystems(albeitinefficient)in
those countries. Therefore, the transition countries will
have to strengthentheir financial systemsand allow them
both to adapt to the changing trends and to adopt new
technologiesand best industry practices.
Banks must be adequatelycapitalized, and they must
make their decisions on the basis of a professionalrisk
assessmentanalysis.They must be independentin the way
that they act, and they must be seen as independent.
Supervisoryauthoritieshave, of course, a major role to play
in monitoring the capital adequacy ratios and the risk
assessmentmethodsof the financialinstitutionsunder their
control.
As far as the developmentof capital markets is concerned, the followingfactors are especiallyimportant:
* Clear regulation
* Strong supervision
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Protection of minorities' rights

* Progressof privatization
* Improvementof the businessclimate and openness

toward foreigninvestors
* Developmentof pension systems
* Strong macroeconomicfundamentals.

These are some of the conditions that eventuallywill
reinforcethe alreadyencouraging,but stilllimited,progress
that has been made in this field in a number of transition
countries.
Transition countries need a modern capital market
and a good banking systemto help their corporations and
their many smalland medium enterprisesraise funds more
easily.
In 1993 the European Council in Copenhagenadopted the principleof the European Union (EU)enlargement.
Ten countries-the Czech Republic, Estonia, Hungary,
Poland, Slovenia,followedby Bulgaria,Latvia, Lithuania,
Romania,and the SlovakRepublic-are now in the process
of negotiation.The processstarted in December1998 with
the first wave of fivecandidates,followedlater by the second wave.
The preaccessions' strategy consists of combining
reforms by the candidate countries with some financial
assistanceby the EU. The idea is to help the candidates
before accessionto conform with the acquis communautaire.The procedure is based on the negotiation with each
country of an accessionpartnership. These partnerships
outlinethe list of priorities-short- and medium-term-that
have to be met before accession.The partnerships also lay
out the amount of resources that will be allocatedto each
candidate (total of 3 billioneuros a year starting in 2000).
This financialassistanceis conditional on the achievement
of reforms: it can be suspendedin the eventof unsatisfactory performance.
Eachcountry is assessedcontinuouslyaccordingto its
performanceand becomesa memberof the EUwhen it has
met the obligations that apply to all member states.
Negotiationsare conductedon a bilateralbasisbetweenthe
EU and each candidate. Each country is assessedtoward
the month of November of each year in terms of its
progress toward accession.The commission'sNovember
1999 paper stresses, for example, that "Apart from
Hungary and Poland, all of the candidate countriesneedto
make major effortsto ensure financialcontrol. The development of internal control systemrequiresparticularattention" (European Commission, November 1999, Report
on ProgressTowards Accession).
More recently, the European Commission has proposed strengtheningthe process regarding financial insti5
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tutions. The commissionnotes that "From the moment at
which their countries join the EU, financial institutions
from Central and Eastern Europecountries should receive
a 'European passport' allowing them to operate under
home country supervisionin the entireEU." In viewof this,
the accession countries will have to fully adopt all EU
financial serviceslegislation.The commissionwill continue its current efforts to monitor the transposition of the
acquiscommunautaire.However,formal transposition of
the acquis into national law is not all that is required.
Supervisorybodiesalso are needed with sufficientadministrativecapacityto implementthe national law in practice.
Therefore,it will be necessaryto:
* Provide technical assistanceto candidate countries
an-dhelp them to build this capacity,and
* Assess the resources, experience, and prudential
techniquesof supervisorybodiesin these countries,
possiblyby way of peer reviewprocedures.
Sincethe commissionby itselfcannot provide the necessary assistance to the financial services supervisors in
those countries, nor check their efficiency,it is looking to
the pru(dentialauthorities of member states for assistance
and advice.
Evaluation in this context should be based on reviews
carried out by supervisors from EU countries or on assessments made under the Financial Sector Assessment
Program of the International Monetary Fund in cooperation with the World Bank. The results either should determine further needs for institution building or should help
to judge the effective transposition of the acquis by a given
country. In view of this, the results, after being seen by the
appropriate supervisors at the EU level, should be transmitted to the Enlargement Group of the Council.
Contrary to the wish of certain candidates, the
European Council has fixed neither a timetable for the
enlargement nor an objective date for the first accession.
What the 15 countries have agreed on is that the European
Union will be ready by the end of 2002 to accept new
members if three conditions are met:
* Sufficient financial resources
* Completion of the institutional reform of the EU
* Satisfactory bilateral negotiations on accession.
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Ideally,if all conditions are met, first accessionscould
be ready by the end of 2002. Giventhe usual delaysin ratification, the first accessions could become effective in
2004. This is a purely theoretical notion, and the process
may well take more time.
An economicand monetaryunion is an integralpart of
the accessionprocess.Accessionimpliesthat the new members commit themselves to participate in the monetary
union (as long as they meet the convergencecriteria fixed
in the Maastricht Treaty).But the observanceof those criteria is not a necessary condition for acceding to the
European Union. Candidatesvery probably will enter the
union first and the monetary union later on. Each country
will have to negotiate thoroughly, and, at least in some
fields,some may haveto go through a transition period.
In summary,considerableprogress has been made in
strengtheningthe bankingand financialinstitutionsin transition countries. This is all the more remarkable in that it
has been accomplishedin less than 10 years,starting from
a very low point. But there is still much to be done.
The accessionprocessis provinga powerfulenginefor
pushing strategic reforms and for consolidating and
expanding what has already been achieved.
One of the difficultiesof the exerciseis that the acquis
communautaire has become, in a world of integration and
increasing competition, a moving target. Present members
of the European Union themselves have much to do in
improving the functioning of their financial and banking
markets. The creation of the euro should be a catalyst in
this respect. Candidate countries have to think of their
financial future in terms of the changing requirements of an
integrated global world. A constant collaboration with the
monetary, regulatory, and supervisory authorities, but also
with the private financial institutions and practitioners,
will be of the essence if those candidates want to reap the
benefits of more efficient integrated financial markets.
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Chapter 2

Financial Integration in Western
Europe: Can the East Catch Up?
Tommaso Padoa-Schioppa

T

S his chapter examinesthe developmentof financial systems in transition economies-specifically in those countries in the process of accessionto the European Union (EU)-against the
backdrop of recent developmentsin the Western European financial sector. It then addresses the changes in the EU financial landscape followingintroduction of the euro, focusingon the issue
of how to strengthen the public policy side of the process in step with private market developments.
Finally,the chapter examines more specificallythe relations between the EU and its neighbors, 12 of
which are now accessioncandidates.
t

Nowadays,postcommunistcountriesof Centraland
EasternEuropeand the formerSovietUnionare not the

A good illustrationof the catching-upproblemis the

processof buildingpaymentsystems.A processhas been

only countries undergoing a transition: the EU financial sector is also experiencing a profound change. The EU member states, and perhaps even more so those that have adopted the euro, have become the standard of reference for
many of the transition economies in the region. But, as
many Western European countries are experiencing significant changes of their own, they, in fact, represent a rapidly moving target. First, forces as intense as deregulation,
disintermediation, and technological change are, in general, shaping the financial systems. Second, the introduction
of the euro has provided a further impetus for change in the
countries participating in the single currency. Hence, while
the transition economies are in the process of building
political and economic systems based on those in Western
Europe, the financial systems in these "model economies"
are evolving rapidly into new models. The financial landscape in Western European countries may well have undergone a major transformation by the time the transition
economies reach their current goals or the objectives set for
them as a condition of membership in the EU.

under way in Western European countries to build real-time
payment and settlement systems, which reduce systemic
risk because they do not entail counterparty risks but are
quite costly to build and run, particularly if volumes are
small. Central bankers of the transition economies have
tended to boast that they are in the process of launching or
contracting for the development of such systems.
Meanwhile, EU development suggests that, when financial
markets integrate within a larger area, tendencies toward
cross-border consolidation emerge. Payment and settlement
systems have begun to consolidate across Western European
countries. Therefore, separate national payment and settlement systems may not be the reality of tomorrow. Given the
small scale of the markets in at least some accession countries and the high cost of establishing market infrastructures,
these countries perhaps could anticipate this development
and consider the opportunities it may offer.
The same argument applies to securities markets.
Securities markets tend to be strongly country-specific
when they are currency-specific, with the markets for gov-
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ernment securities or foreign exchange providing good
examples. But when the national currency is replaced by a
regional currency and the national currency ceases to
exist-as has occurred in the euro area-the securities markets redirect their operations beyond national borders.
Today, this evolution is taking place very rapidly in the euro
area. The money markets in euro practically integrated
within a few days of the launch of the euro on January 1,
1999. As far as the bond and equity markets are concerned, the pricing conditions have been equalized, and
market liquidity has radically increased, providing an impetus for private issuers in particular to increase the use of
capital market financing. The remaining regulatory frictions blocking the achievement of integrated securities markets are under lively debate at the moment. Despite this
fundamental transformation of markets, the development
of securities markets is viewed in many transition
economies in isolation from the evolution of markets in
Europe at large, or the full potential of securities markets is
not recognized, the focus being mainly on financial instirutions.

TheEUFinancial
Landscape
aftertheEuro
A decade ago, the EU had barely liberalized capital
movements. The basic directives concerning banking and
financial services that have opened up the European markets, permitting access to financial institutions and customers beyond national borders and harmonizing the basic
regulations governing prudential supervision, had not yet
taken effect. Naturally, 10 years ago, the world was totally different for the transition economies, which had just
emerged from the Soviet bloc.
The two most significant developments that have
changed the European financial landscape over the past 10
years have been, first, the creation of a single market and,
second, the move to a single currency. The second step
represents a very consequential step toward integration,
since as long as different national currencies exist, finance
is fundamentally linked to currency, even if the markets
have been unified by common regulations and the opening
up of borders for external competition. Indeed, the multiplicity of currencies in the single market was the fundamental factor behind the preservation of segmentation of
the banking industry. Interesting questions that have been
raised in this context-also by myself on other occasionsare, first, whether signs of a single financial banking and
securities system already are emerging in the euro area
and, second, to what extent the euro area resembles or is
approaching what has historically been a single-country
model with a unified banking system, stock exchange, and
8

securities markets, all of which are based predominantly on
the national currency.
The signs that the banking industry is becoming a single euro-area banking industry are much more noticeable
if one looks beyond the facade. Ordinary people view a
banking system from the consumer or retail banking perspective. Retail banking is very much anchored to the territory and local elements, which are often even subnational or regional. For example, in a country such as Germany,
only a few banks are operating nationwide, and the five
largest banks account for less than 20 percent of the total
banking market in the country. Other evidence of the local
nature of retail banking activities is apparent from the still
significant price differences across German Lhnder. Exactly
the same phenomenon of market localization can be seen in
the United States, as well as in many other countries. There
is a single banking system because there is a single currency, but the system is not crucially formed by retail banking,
although this is on many people's minds. Proximity is an
intrinsic characteristic of the retail market, at least for the
time being, with or without the emergence of a currency
embracing a wider area.
Another common yardstick for measuring the degree
of banking market integration has been the extent to which
cross-border mergers have taken place. This yardstick is
also erroneous because it overemphasizes the ownership
structure, which should not be used as a key criterion for
assessing an industry's level of integration. Until recently,
very few cross-border bank mergers had taken place in
Europe, as most of the many mergers had been conducted
within national borders. This also has been the case in the
United States, where cross-state mergers were quite rare
after the restrictions on interstate banking were lifted.
Because both Europe and the United States have seen relatively few important cross-border bank mergers, consolidation of ownership in the United States and Europe has
been rather similar.
Going beyond the facade, it can be seen that the banking and financial system in Europe is emerging in many
respects as a single banking system, as in the United States.
First, corporate banking and asset management are increasingly important activities for banks, although they are not
immediately visible to the public. Exploiting economies of
scale in these activities has led to a rapid move toward concentration and consolidation, which has effectively unified the market for both corporate finance services and
asset management activities.
Second, the other large segment of the financial system,
which involves securities transactions, is probably moving
even faster. There are daily news stories about the attempts
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to merge large stock exchanges. The bond market is unifying rapidly as well, involving the technical infrastructure of the market and the clearing and settlement systems, which do not, however, always make headlines in the
media. The greatest cost savings are possible in the unification and standardization of these aspects of trading. So,
in many respects, the euro area is becoming almost one
country with its own financial system.
Finally, one could, of course, say that a banking system
is, by definition, a single banking system from the very
moment it has a single currency and a single central bank,
a single lender of last resort, a single payment clearing system, a single money market, and a single interest rate at the
short-term end of the market. In the case of banks, we talk
about a system precisely because of the common currency
and the central bank. The existence of a common framework for accessing central bank liquidity is tying together
euro-area banks to a much larger extent than is usually
acknowledged, thus creating an integrated euro-area banking system.

An important aspect of public policy in Europe is the
idea that banks can provide services over the whole spectrum of financial activity, while the legal framework is
very strict in requiring a license. To provide financial services, an institution needs an appropriate license, and,
hence, it becomes subject to the regulations in force for the
particular type of financial activity it conducts. Compared
with the American approach, Europeans prefer more rigidity on the issuance of licenses and more flexibility with
regard to the principles of universal banking. There also
have been movements on this front in the United States, but
Europe has basically never abandoned the universal banking principle as the United States did in the 1930s.
On the whole, the EU is evolving from national segmentation toward integration of the financial industry.
Throughout this evolution, it has been relatively successful
in combining the rapid changes driven by market forces
with developments on the regulatory, public policy side.
The debate in Europe over the past two years has concentrated on the implications of the euro for financial
supervision, both of banks and of securities markets. The

PolicyAspects
of Integration

first wave of discussions addressed the issue of whether

Much of the unification of the markets to date has
been driven by private business motives. Even the consolidation of stock exchanges has become possible only as a
result of a recent development, in which stock exchanges
have become a business in themselves, a service-providing
industry that can be run as a profitable enterprise. Stock
exchanges have been privatized and have become limited
companies. Some, in fact, are even listed on a stock
exchange themselves. This process has been driven by profit motives rather than policy motives. Ultimately, however,
every financial system needs to be ruled both by market
considerations, reflected in private arrangements, and by
policy considerations, reflected in regulations. Therefore,
one must ask whether these two elements have moved sufficiently in parallel to ensure that public interests are protected. In my view, what is needed at this point is to
strengthen the policy side of the integration process.
Of course, this issue exists in all countries, because the
public policy side always tends to move more slowly than
the private side. This is the case at the national, the
European, and the global level. On the whole, the EU has
been quite effective in developing regulations in parallel
with the process of European integration. At the global

banking supervision should remain a national responsibility in spite of the fact that monetary policy and other central banking activities were being integrated at the euroarea level. The ECOFIN Council has launched a debate on
similar problems related to the securities field. A committee has been convened to analyze these issues and is due to
report its conclusions in a few months.
A system in which major components of the financial
industry are integrated on a euro areawide basis, while
the public and supervisory functions are not, would result
in a dichotomy. Regarding supervision, much discretion is
left to the power of secondary legislation and to the method
of implementation by the supervisory agencies. This
dichotomy raises the question of whether or not the current
supervisory functions are adequate. The European Central
Bank (ECB) has taken the position that this arrangement is
adequate as long as cooperation among national supervisors and the exchange of information among them and
between supervisors and the central banks develop in parallel with consolidation of the banking system. At the same
time, the authorities need to work toward an effective
area-wide perspective.

level, by contrast, there is no formally recognized rule-

TheEUandtheTransition
Economies

making capacity, although much has been achieved on a de
facto basis. In the EU, this capacity exists: the EU is a legislator that produces binding and enforceable laws supported and implemented by the judiciary.

Of the some 200 sovereign countries in the world,
100 or so lie between Finland and South Africa. This part
of the world could be referred to as the European and
African sphere, to distinguish it from the Western sphere,
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which refers to about 40 countries, and the Asian and Far
Eastern sphere, including Australia, which amounts to
some 60 countries. Looking at the world in this way, the
European and African sphere has the largest number of
independent states.
Virtually all countries in the European and African
sphere have a close relationship with the EU, which is their
primary trading and financial partner. For each of them,
there is a treaty of association and cooperation on traderelated issues, as well as activities to foster economic development.. In addition, one of the most striking changes during the latter half of the 1990s was the growing presence of
foreign banks in the local banking and financial system,
often through the acquisition of previously state-owned
banks or through the establishment of subsidiaries.
The fact that the EU provides a natural and actively
used model for other countries-and
the fact that this
model itself is constantly changing-imposes an obligation on the EU to be very open and transparent as regards
the changes it is undergoing. The ECB maintains a close
relationship with accession countries, as well as with a
wider group of countries, to ensure that the systems that
exist in EU countries are sufficiently open and transparent.
The ECB plays a specific role in the accession process.
It is not in charge of banking supervision, and it has no specific functions in guiding the transformation of the financial
system. Nevertheless, it has a strong interest in the stability of the banking system and has the expertise that every
central bank has, even though it is not entrusted with the
task of supervising the banks.
One reason for the ECB to maintain and develop close
ties with the accession countries is to ensure that monetary
policy is both sound and stable. Since the Eurosystem (the
European Central Bank and the participating national central banks) follows the principle of equal treatment in
selecting its counterparts for monetary policy operations, it
also can deal with the branches or subsidiaries of the banks
from the accession countries, which may also participate, in
a broader sense, in the single interbank market in euro. For
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these reasons, the Eurosystem also has a specific interest in
sound financial structures in the accession countries.
More broadly, in the monetary field, the accession
process has a degree of flexibility and allows diversification
in the formulas, the paths, and even the timetables that is
not possible in other areas. Accession itself does not automatically imply adopting the euro, nor does adopting the
euro as an official currency automatically follow participation in the exchange rate mechanism, ERM II. So there
are actually four steps: first, preaccession developments;
second, attainment of the status of membership; third, participation in the ERM II arrangement; and fourth, adoption
of the euro itself.
This multistep process basically reflects the path that
the original members have followed over the years. At the
beginning, there was only membership of the European
Economic Community, which did not have a monetary
system of its own. Later, ERM was set up. Finally, the euro
was created. Even the present members of the single currency have approached this final stage at different speeds,
and some EU member states are still outside the euro area
or even outside ERM II. So the considerable flexibility in
the aspects of the accession process that concern the monetary field may not exist in other areas of the accession
process.
Conclusions
A broad and long-term perspective is needed when
dealing with issues related to the financial system. The
euro-area financial system provides a model for the transition countries, but the model itself is evolving at a rapid
pace. The euro area is quickly developing into a more integrated financial system, particularly in wholesale banking
operations and, increasingly, in capital market structure. In
the long term, separate national financial systems may not
continue to coexist. A lively policy debate in the EU has
started to address the consequences of the integration
process, which the accession countries would be advised to
follow.
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inancial sector developmentin Central and EasternEurope has proved to be a dramatic process

characterized by some well-trumpeted successes, but even more so by many unexpected collapses
of seemingly decent institutions and some systemic meltdown as well. The overall record of transition in the area of financial sector development is much less impressive than the achievements in
macroeconomic stabilization, economic liberalization, and privatization of formerly state-owned
enterprises. There are several reasons for this. Chief among them are the complexities of the financial
sector and the intense political as well as emotional sensitivity attached to any major move in this area.
Influential stakeholders such as politicians, government officials, business, and media people tend to
overestimate the real value of particular institutions and to overemphasize their importance to the
national economy. In the absence of strong external and internal governance structures, managers and
owners of banks, brokerages, and insurance companies abuse this situation at times to increase their
own influence and perceived importance. Therefore, financial sector development in most countries of
Central and Eastern Europe in the first decade of transition has been an uphill struggle to restore reliable channels and prudent practices of financial intermediation-to create a new culture of trust and
confidence against all odds given a dire legacy of crime, corruption, cronyism, and collusion.
TrustBasedon CultureandTradition
It is, of course,cruciallyimportant that financialintermediation be reestablishedin a credibleway since there is
no economic growth unless the financial savings of the
enterpriseand household scctorsare channeled effectively
and efficientlyinto investment.This is preciselywhat was
lacking in the transition world after the devastating experience of communism, where funds were reallocated by
orders rather than businessdecisionsbased on calculated
risk taking. This clearly created a culture and tradition
that did not require trust. To change this culture and tra-

dition back into a market-oriented one will take a long
time, evenif the politicalclass understandswhat it takes to
recreate this trust and behaves accordingly.But the first
decade of transition has shown that the elementsconstituting this trust are neither fullyunderstood nor promoted
in practice.In most countriesthere has beensome abuse of
the incipientpublic trust, and in some countries-notably
the Russian Federation (Russia)-abusive degradation of
the financial systemhas systematicallydestroyedthe public trust altogether.Many Russians who put their money
into licensedbanks lost it twice:when hyperinflationin the
13
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first half of the I 990s wiped out most savings and when the
banking sector collapsed in August 1998. Those who kept
their savings in foreign currency, either under the mattress
or abroad, still have it. Capital flight is not only a phenomenon reflecting illegal and massive exportation of funds
by wealthy businessmen and a few criminals but also a
well-established, everyday practice of the common man
that has been reinforced by hard experience.

* A low level of financial intermediation in the range

InitialConditions

*

of 5-40 percent of gross domestic product (GDP)
* Relatively poor asset quality and serious undercap-

italization
* A narrow range of services, especially in nonbanking

- Largely immature external and internal governance
structures
* An increasingly sophisticated legal and regulatory
framework

Shallowimplementationand enforcementcapacity.

Some countries started to reform their financial system-first and foremost banking-even before the political changes. Hlungary and Poland had established a twotier banking structure as early as 1987 and 1988,
respectively. Yugoslavia, having had a formal, two-tier
arrangement throughout the socialist period, started to liberalize banking regulation gradually in the second half of
the 1980s. Bulgaria, Czechoslovakia, Romania, and member states of the former Soviet Union were much less fortunatc; financial sector reform could start only after the
rather turnultuous political events and under the auspices
of the first democratic governments. However, in all couIntries regulations for the establishment and operation of
banks and other intermediaries were quite liberal-sometimes evmntoo liberal-and this unleashed substantial initiatives leading to rapid growth in the number and size of
these institutions. The good news was that-apart from
initially restricting banks' ability to collect household
deposits or engage in foreign exchange-related transactions-there were no significant administrative restrictions on attracting clients and setting fees and interest
rates. Competition was not restricted by administrative
limitations on the range of clients, lines of business, and
product pricing. The bad news was that prudential regulation did not exist either, and minimum capital standards,
liquidity ratios, the concept of solvency and capital adequacy, rcquirements for asset classification and provisioning, and adequate tax rules were all missing at the
beginning of transition. This created a "wild east" type of
environrnent for liberal capitalism, where clients and managers of state-owned financial institutions as well as owners and rr anagers of newly established private ones could
use and sometimes abuse many of the legal and regulatory looph(oles for their own personal advantage and at the
expense of depositors, creditors, and ultimately taxpayers
as well.

Compared to either the developed industrial countries
or even some of the fast-growing Asian or Latin American
ones, financial intermediation in Central and Eastern
Europe is still very shallow. The level of savings channeled
through the banking and insurance systems lags behind that
of mature economies, and the amount of funds injected
directly into the real sector in the form of loans, corporate
bonds, and secondary share issues seems to be well below
comparative standards and genuine demand. Even the most
advanced Central European economies-the
Czech
Republic, Hungary, and Poland-show a large deficit in
corporate lending: the outstanding amount of loans to the
real economy does not exceed 40 percent of GDP. This
marked shortfall is the direct result of several factors. All
countries experienced excessive and generous lending for
some years, followed by a credit crunch and extreme risk
aversion after the collapse of some banks and brokerages
and the tightening of both monetary policy and prudential
rules applicable to asset classification, valuation of collateral, and provisioning. While the expansion in the first
period clearly was assisted by directed and insider lending
promoted by influential members of parliament, government officials, and well-connected businessmen, this lavish
and sometimes imprudent behavior eventually starved even
the most creditworthy and viable ventures. Many banks in
the transition world continue to act like brokerages in
money and capital markets by trying to link their business
partners directly and offering them fee-generating services
rather than properly intermediating the available funds.
Consecutive government attempts to clean up the
mess and improve the quality of assets also proved to be a
double-edged sword. Although rehabilitation of the largest
state-owned banks clearly was inevitable given the sizable amount of inherited bad loans, state-orchestrated
programs of bank recapitalization and restructuring were
too generous, too broad, too many, and too costly.
Managers of state-owned banks were inclined to under-

Common
Featuresin 2000

state the true size of their losses before it was too late and

After 10 years of transition, the financial sector in
(entral and Eastern Europe is characterized by:

then rushed to overstate it once a program of rehabilitation
had been announced. It was very difficult to distinguish
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between bad assetstruly inheritedfrom the past and those
generated after the political changes, and it was almost
impossibleto establish who was responsiblefor the sharp
deterioration of the loan portfolio in light of the collapse
of a good number of corporate clients. Governments had
no choice but to admit defeat and pump fiscal funds into
ailing flagshipsof the banking sector.This was not a good
excuse, however, for the lack of serious efforts to define
and enforce an adequate set of time-bound, quantifiable,
and monitorable performance criteria against which to
evaluate the achievementsof old and new management.
For this reason and also for the rather loose design of
other aspects of the rehabilitation plans, coupled with
seriousflawsin understandingand realizingthe magnitude
of implicit losses in the case of individual banks, quite a
few governmentswere forcedto repeat bank and insurance
consolidation, thus spending a disproportionately large
amount of fiscalresourceson an economicallyunavoidable
but politicallyvery painful process.Even Hungary, which
has achieved the best results in financial sector development so far,spent more than 10 percent of its GDPin more
than three rounds of banking sector rehabilitation. In
Romania, the flagship bank Bancorex,the former foreign
trade bank, was recapitalized five times before the government finally liquidated it. In other countries-most
notably Croatia-governments felt obligedto rehabilitate
large private banks as well in order to avoid a systemiccollapse. But in countrieswhereprivate commercialbanks did
not play any significant role in collecting household
depositsand channelingthem to the real sector,evena systemic collapse did not necessarilytrigger any meaningful
government action for banking sector rehabilitation.
Russia is the best-knownexampleof this rational inaction.
"BanksHaveMuchMoney,butIt Belongsto
OtherPeople"
There is terribleconfusionabout the nature and role of
banking in the transition world. People tend to have distorted views about the essence of banking, especiallyif
they makejudgmentswhile havingonly a superficialunderstanding of financialintermediation.In the early period of
the evolutionof banking,it was quitecommon and publicly
acceptable to demand that banks pay high interest on
deposits, charge low interest on loans, and still remain
profitable in order to maximizedividendsafter corporatization. Managing risks and liquidityin a prudent manner,
keepinggrowth in check, and optimizingthe costs of gain-
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ing maximum productivitywere concepts largelyunheard
of or clearly misunderstood. Private businessmen,local
governments,and evensome churcheswanted to establish
their own banks in order to attract other people'smoneyto
finance their own particular businessesand related activities. In the name of promoting the establishment,expansion, and proliferationof new firms, banks-private and
public alike-were expectedto accumulatea largelyilliquid
investmentportfolio of corporate equity.Governmentofficials openlycriticizedstate-ownedbanks for not bailingout
important enterprises and for placing too much money
into risk-freegovernment debentures. And the tax police
raided those few managers who attempted to set aside
more reserves to cover eventual losses of their banks.
Governmentdid not establisha consistentset of behavioral
guidelinesfor the managers of state-ownedbanks.
Representativesof various state institutionssitting on
boards and supervisoryboards of state-ownedbanks were
followingeither the narrow interest of their government
department, at best, or their own personal interests, at
worst. Theserepresentativeswere replacedfrequentlyand
in many caseswere sent to promote specificpoliticalinterests of their own constituencies.There were no prudential
rules guiding their activity either.Modern banking legislation was introduced late and changed frequently.
Regulatory and supervisoryagenciesremained weak and
overly politicized,even in the most advanced economies.
In sum, the structure of both internal and external governance remainedlargelyinadequate, exceptfor those financial institutions that were finally privatized and sold to
strong and prudent investors, in most cases to first-rate
and reputable foreignstrategic partners.
Increasing
Differences
amongCountries
in
FinancialSectorDevelopment
Behindthis generally opaque picture, there are huge
and growing differencesin financial sector development
among countries, and these can be explained mainly by
variations in the degree of government policies and the
reforms implementedfor modernization.Sincethese divergencesare gaining increasingimportance by the day and
contribute to the ever-growing differences in mid-term
developmentpotential as well, it is indispensableto highlight them in more detail.
This chapter compares the experience of 10 Central
and EasternEuropeancountries,which can be categorized
in five groups:1

1. There are other important subgroups in the transition world: the Baltic republics, the reconstruction economies of the Balkans,
and the countries of the Caucasus and Central Asia.
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* Ac.vanced reformers: Poland and Hungary
* Reluctant modernizers: the Czech Republic and
Slovenia
* Countries struggling with a double legacy: the
Slovak Republic and Croatia
. Desperate reformers: Bulgaria and Romania
* Prolonged crisis cases: Russia and Ukraine.
This classification reflects the level of progress achieved
in financial sector modernization only, and the countries in
question may not have reached a similar degree of development in other areas of structural reform. In contrast to
macroreforms, where shock therapy and comprehensive
packages of adjustment can be devised and implemented
successfully all at once, in the case of structural and institutional r eforms at the microlevel, only gradual progress
has been made in an evolutionary path that shows a cyclical pattern over time. Nevertheless, after the first 10 years
of transition, one lesson is clear: the maturity and consistency of reforms aimed at financial sector modernization
have proved to be the most important factor behind the
sustainable and healthy growth of financial intermediation.This., in turn, has contributed to the rejuvenation and
emergence of a competitive and rapidly expanding real
economy producing sustainable growth.
One more caveat: other factors, such as initial conditions (fot example, the degree of freedom tolerated and
achieved under the communist system, the relatively free
flow of people and ideas, the openness of higher education,
the level of private property, and the experience in entrepreneurship at large), geographic location (proximity to
western markets), political factors (democratic stability
and maturity and cultural attitudes like popular sentiments toward foreign investment), and widespread and
genuine desire to access the North Atlantic Treaty
Organization (NATO) and European Union (EU) also
played an important role in determining overall progress
in economic adjustment and modernization in the 10
countries in question. There is no doubt that all of these
factors have shaped policies and reforms targeted toward
financial sector restructuring and that the results and failures of these policies and reforms have modified the
impact of all other factors as well.
Advanced Reformers
Advanced reformers such as Hungary and Poland
share the following characteristics:
* Foreign strategic investors control most large banks.
* Foreign capital has a dominant role in overall banking.
* Most banks have good portfolios, adequate reserves,
and adequate capital.
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* Internal corporate governance is close to Western

practices.
* The quality of services is improving rapidly in cor-

porate business.
* Retail banking is developing rapidly, and there is a

wide selection of services.
* Capital markets (government bond and equity mar-

kets) are fairly large and liquid.
* Regulation is advanced, and enforcement is improving.
* The environment is competitive, and entry and exit
are well regulated.
* Cross-border financial services are almost completely liberalized.
* There are pockets of resistance in privatization and
regulation.
* Pension reform and fund management are at an
advanced stage.
Poland and Hungary both adopted a liberal approach
to attracting foreign direct investment in their move to
modernize the financial sector. Newly established foreign
subsidiaries and joint ventures with state-owned banks and
insurance companies appeared in the market even before the
political changes. Interestingly enough, Hungary had sold
off the controlling stake in its two large state-owned insurance companies by 1993 just to avoid bankruptcy and
eventual liquidation. Moreover, foreign strategic investors
acquired all other newly established smaller ventures in the
insurance business in the first half of the 1990s. Poland, in
turn, was much more cautious and somewhat timid in this
area: its single state insurance firm has been restructured
only partially and still awaits privatization.
Banking was much more exposed to fast-track modernization in Poland than in Hungary. Large state-owned
banks, originally established to serve certain well-defined
regions and partially modernized through twinning arrangements with experienced Western financial institutions, have
all been absorbed by foreign investors and are competing at
the level of the national market. The only exception is by far
the largest bank-part of the former specialized savings
bank, PKO BP,which is still owned completely by the state
treasury and keeps being overburdened with the unresolved
stock of nonperforming housing loans. This is a primary
example of the more sensitive and complex nature of savings bank restructuring; the political class tends to nurture
the illusion that it is a very special type of business, a crown
jewel not to be sold to foreign investors.
Hungary also fell into the same trap to a certain extent
when Postabank-a newly established and formally privately owned large spin-off emerging from the postal sav-
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ings business-went bankrupt in 1998 as a consequence of
brutal mismanagement and eventual fraud. The government felt obliged to rehabilitate this bank with a huge dose
of taxpayers' money, and there was extensive debate
whether to keep it in state ownership or to privatize it
again and, if the answer was to privatize, whether to sell
control to a strong and prudent strategic investor or to aim
at an initial public offering only. The former savings bank,
OTP, was privatized in this manner. (Postabank was intended to be sold to OTP without any tender, but the
Hungarian government would not accept the price offered
by OTP, which was considered ridiculously low. As of
April 2000, the government was talking about selling or
transferring Postabank to the state-owned post office.)
In Poland, Bank Handlowy was proud of having no
controlling stakeholder for a long time, just to be swallowed almost completely by Citibank at the beginning of
2000, after the treasury opposed a thinly disguised takeover
bid from the German Commerzbank. This example clearly shows that, despite political resentment and fierce debate,
privatization by selling control to a reputable foreign strategic partner is by far the most successful way of stabilizing
and modernizing ailing state-owned banks. Keeping control
cffectivelyeither by the government or by self-serving management, even in the case of majority private ownership,
can easily lead to a sharp downturn in the fortunes of the
bank. In turn, if and when management is prudent and supported by quality investors, the bank may fall prey to large
strategic bidders in a rapidly consolidating market.
Foreign strategic investment in most leading banks
has proved to be an unqualified success in both Poland and
Hungary, after several consecutive efforts of governmentorchestrated and government-financed consolidation of
insolvent state-owned banks. Foreign strategic partners
have been able and willing to provide not only much-needed additional capital and management skills but also product development and innovation, modernization of risk
management and treasury operations, internal audit and
control, and information technology.
It is no coincidence that Poland and Hungary provide
the best example of capital market development as well.
Both countries have a fairly large, well-capitalized, and
rather liquid equity market by regional standards. This
leading position is a significant achievement in light of
either the absence (Hungary) or the subordinated importance (Poland) of a mass scheme of privatization. Instead,
governments and market participants relied on two important factors: a gradual and, by the mid-1990s, complete liberalization of foreign portfolio investment (coupled with
early capital account convertibility for this type of invest-
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ment) and a high level of transparency, which was made
possible by adopting and enforcing the latest Western standards of information dissemination, listing rules, price formation, and clearing and settlement. A high level of selfregulation has characterized both institutions all along,
which has helped to recreate the culture and trust needed
for a steady growth of turnover in capital market transactions. Apart from trading in equity, the Warsaw Stock
Exchange has developed a sizable corporate bond market,
while the Budapest Stock Exchange has become very active
in trading government securities. Derivative instruments,
such as options and futures, also are traded, albeit this
market is still in an incipient stage in both countries.
Poland and Hungary already have initiated a comprehensive overhaul of their pension system by establishing a
three-pillar structure with fully funded and privately managed mandatory and voluntary schemes. These pension
funds-together with the private insurance companies-are
now providing the backbone of domestic institutional
investment by channeling a growing amount of contractual savings through the recognized capital markets.
The deepness of financial sector reform in these two
countries is reflected by the high and sustainable level of
economic growth achieved in the past four to five years. A
wide choice of financial services is readily available for
real sector firms on a competitive basis. Due to the broad
liberalization of cross-border financial transactions, at least
in the longer end of the market, the largest venturesincluding the foreign ones-can easily finance themselves
even from abroad. Mid-size companies have dozens of
banks wooing them and also have access to the less heavily regulated segments of the private capital market. Small
firms, however, still face difficulties, as only a few banks
have decided to serve this market segment. At the same
time, the difficulty for banks of keeping a track record of
these small ventures, assessing their risk-return profile, and
foreclosing collateral in case of default has to be acknowledged as well.
Reluctant Modernizers
Reluctant modernizers such as the Czech Republic
and Slovenia share the following characteristics:
* The largest banks are still under government control
or were just recently privatized.
* Moves to invite foreign strategic investors have been
postponed or are half-hearted.
* Rehabilitation of leading banks is under way or
recently completed.
- The portfolio of other, mostly mid-size, banks is relatively healthy.
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* Corporate governance needs to be strengthened considerably.
* Both the quality of services and retail banking are
developing rapidly.
* Capital markets are smaller, quite fragmented, and
rather illiquid.
* Regulation is improving, with few loopholes, but
uneven enforcement.
* Competition is increasing in domestic financial services.
* Nonbank financial intermediation is in need of further reforms.
* There is some resentment and resistance against further liberalization.
* Pension reform and fund management are still at an
incipient stage.
The Czech Republic and Slovenia are prime examples
of countries where certain favorable initial conditions have
become a, mixed blessing. These include, most notably, a
high level of income per capita based on a rich industrial
tradition, a sophisticated economic structure well developed by regional standards, and freedom from the obligation to support less-developed parts of the country as a consequence of the breakup of both Czechoslovakia and
Yugoslavia. Both countries enjoyed unprecedented political
stability and an extended honeymoon period, with the
same government or a grand coalition for a long time. The
tremendous success of early macrostabilization, coupled
with a successful shift of export orientation to western
markets, has produced a sense of complacency and great
reluctance to undertake more substantive and painful structural reforms such as financial sector modernization. Both
countries undertook an early recapitalization of their
largest financial firms and then decided to stop there.
Governments were clearly and publicly against selling control of the flagship banks and insurance companies to any
foreign investor. Either they claimed that banks were
already in private hands (in the Czech Republic, large
banks were formally half privatized as a consequence of
mass privatization) or they decided that, in the absence of
strong domestic investors, it was better to keep banks
under close state control (Slovenia).
Mass privatization does not seem to have helped financial sector modernization. In the Czech Republic at least
two of the largest banks-Komercni Banka and Investicni
a Postovni Banka (IPB)-felt obliged to continue financing
many of their traditional and still unrestructured clients, a
good number of whom also became owned by them
through the investment management companies they established. The bank practice of increasing equity holdings in
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their clients' capital was seen as copying the seemingly
positive German practice of establishing an intimate relationship between banks and industrial enterprises without
having the burden of German regulation or German
investors themselves. Slovenia used to have a similar aversion toward foreign investors. Even large banks, brokerages, and insurance companies have not always welcomed
foreign financial investors. The Yugoslav way of mass privatization created even more conflicts of interests because
banks often were owned by their less than fully creditworthy clients rather than the other way around. This is clearly the most dangerous way of interlocking ownership, representing a vicious cycle.
The cost of reluctance and complacency has proved to
be especially high for the Czech Republic. This is perfectly
reflected in the forced renationalization and immediate
sale of the failing IPB to Ceskoslovenska Obchodni Banka
in June 2000, which was an unprecedented move in the history of bank consolidation and privatization. Several
lessons can be drawn from this case.
First, there is no point in selling even a relative majority stake to any foreign entity without transferring real
management control and responsibility. Second, not all
good-sounding foreign names represent trademarks of
truly prudent strategic partners. Third, and most important, governments should prepare very carefully the legal
documentation for all transactions, making sure that, after
due diligence, the value of the assets is assessed reasonably
and realistically, any remaining uncertainties regarding
asset value and contingent liabilities are perfectly identified, and the assets involved are clearly ring-fenced.
Unfortunately, none of these fundamental conditions
seems to have been met when the formal transaction of
selling IPB to Nomura took place in 1997. As a consequence, a textbook case of moral hazard emerged where
the private partners were able and allowed to privatize all
of the gains and the (new) Czech government finally was
obliged to socialize all of the losses. The cost of rehabilitation for the three large Czech banks eventually will
exceed 10 percent of GDP. It could have been much lower
had these banks been sold to reputable and prudent foreign strategic investors right after the initial cleanup, which
happened well before the breakup of Czechoslovakia,
eliminating all nonperforming assets inherited from the
communist period. Even though the Czech Republic can
easily afford the resulting increase in its public domestic
debt, this is a serious loss of opportunity in terms of slower growth and delay in catching up with the EU.
Slovenia has been less complacent in making policy
and issuing declarations, but equally reluctant in inviting
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foreign stakeholders in financial sector institutions. The
two largest banks-Nova Ljubljanska Banka and Nova
Kreditna Banka Maribor-are still controlled by the treasury, and no specific plans for their final privatization are
in sight. Although some foreign banks established wholly
owned subsidiaries and started to compete with the two
large banks as well as the smaller regional financial institutions, the small Slovene market has become so overcrowded that the two large public banks may lose market
share quickly, especially when free branching will be the
rule of the game by the time of EU accession. In addition,
in an apparent move to defend the domestic currency,
Slovenia imposed quite a few brakes on the flow of shortterm and equity capital and kept them in place until very
recently. The country even discouraged direct investment in
nonfinancial firms, perpetuating the inefficiencies of enterprises caused by the flawed mass privatization program.
These inefficiencies, in turn, have effectively blocked any
major restructuring by making it impossible to reduce
excessive labor and keeping salaries much higher than is
affordable, sustainable, and reasonable.
Government policies did not facilitate quick adjustment and deep restructuring either. Payroll taxes are intolerably high just to support a generous and hardly reformed
pay-as-you-go pension system and an overextended health
care system. Private initiative in managing pension funds as
well as insurance premiumiisand other conitractual savings
is in an incipient stage, only partially accessible to foreign
players. In sum, the Slovene financial sector is clearly
underperforming its potential because-apart from successful bank rehabilitation-it has not yet been exposed to
any major fundamental reform.
It is an irony of history that both the Czech and
Slovene equity markets are much smaller and less liquid
than the Polish and Hungarian ones, not so much despite
but largely because of the unfavorable initial conditions created by the mass privatization schemes. Again, the Czech
equity markets constitute a perfect example of what went
wrong. At first sight, mass privatization programs seem to
have provided a magnificent one-time boost for the formal
capitalization of open markets, especially in the absence of
any meaningful criteria for listing stocks and disseminating
information on them. Ideological extremists have even
praised the lack of requiremenits for entry in the name of
unlimited liberalism to create markets first rather than kill
them with burdensome regulation and heavy supervisory
structures. But the lack of transparency and enforceable
rules has proved to be an open invitation to abuse and created a backlash of widespread disillusionment withi and
even hatred against stock markets.
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Negative sentiments, especiallyamong foreign portfolio
investors, and the heroic efforts of some enlightened officials
of the otherwise weak and politically targeted supervisory
agency have resulted in tighter regulations just to recreate
trust and confidence, which either have been lost or never
were created. The Prague Stock Exchange delisted hundreds
of firms in the last couple of years, but despite introducing
and enforcing tough rules for listing and continuous disclosure, its overall turnover was still less than one-third that of
the BLudapestStock Exchange in 1999. (Hungary constitutes by far the best comparator for the Czech Republic: its
economy and population are roughly the same size, with
GDP of $50 billion and a population of lO million people,
which is shrinking and aging quite rapidly.)
Countries Struggling with a Double Legacy
Countries struggling with a double legacy, such as
Croatia and the Slovak Republic, share the following characteristics:
* The largest banks are, or are about to be, sold to foreign strategic investors.
* There is a strong drive to privatize all banks after
costly systemic rehabilitation.
* A number of insolvent banks still have to be rehahilitated or finally liquidated.
* The quality of the portfolio is largely poor except for
some mid-size banks.
* Prudential behavior is still marginal in corporate
governance.
* Both the quality of services and retail banking are
slowly improving.
* Capital markets are small and illiquid, and foreign
participation is low.
* Regulation is improving, but still timid, and enforcement is uneven.
* Competition is weak, with regional and sectoral segmentation.
* Nonbank financial intermediation is in an incipient
stage.
* The intention and efforts to liberalize cross-border
transactionis are serious.
* Fiscal and structural problems are deep, and pension
reform has been postponed.
The political and economic development of the Slovak
Republic and Croatia during the first decade of transition
is strikingly similar and in marked conitrast to that of the
Czech Republic and Slovenia, with which they shared a
common fate and history for almost 70 years. Both countries had nationalist and autocratic governments for a prolonged period after regaining independence in the early,
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1990s. Since Croatia was involved in an armed struggle to
restore its own territorial integrity, and also was involved
indirectly in Bosnia, nationalist tendencies have become
more deeply rooted and caused more distortions in the
weak economy and fragile social fabric than in the Slovak
Republic. Charismatic and populist political leaders
attempted to create a domestic oligarchy in both countries, and this oligarchy gained prominence quickly as a
result of insider transactions following the mass privatization programs that had been started in Czechoslovakia
and Yugoslavia.
Initial conditions were much less favorable for the
development of financial institutions in many respects.
Both countries have inherited a more inward- and eastward-oriented and less competitive real economy, with disproportionately high emphasis on less than state-of-the-art
heavy industries (for example, shipbuilding in Croatia and
armaments in the Slovak Republic). Markets for these
products have collapsed very quickly, and neither of these
countries has been able to regain sustainable export-led
growth since. Overall, real sector modernization has proved
to be painstakingly slow, as weak insiders-in most cases,
former managers and newly emerging political clientseffectively blocked external participation, including muchneeded foreign investment. Relatively high growth in the
mid-1990s was short-lived because it was based on an
artificial boost in demand fueled by corporate borrowing in
both counLtriesand by a reconstruction boom in Croatia.
Because both countries inherited minimal foreign debt, fiscal overspending made it possible to hide structural weaknesses and postpone serious reforms addressing them.
Major financial institutions became formally private
almost by definition as a consequence of the mass privatization schemes. Croatia-like any other former Yugoslav
member srate-experienced the least advantageous form of
privatizat on. When workers' self-management was transformed into share ownership for insiders, banks immediately and almost automatically fell into the hands of their
still unres:ructured clients. In addition, the strong regionalization of Croatia-reflected
also in the name of its
banks-created local monopolies with little or no competition. Autocratic governments in both countries actively
promoted a sense of national unity by assisting the establishment of interlocking ownership between local firms
and financial institutions blessed and sanctioned by local
governme; Its. An intimate web of mutual services and a
lack of transparency created extremely fertile ground for
political abuse and corruption, which finally resulted in the
collapse of many banks in 1997-98. Rehabilitation proved
to be an unusually broad and expensive exercise in both
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countries and covered almost the whole sector, public and
private financial institutions alike.
The legacy of this futile experiment with oligarchic
development is as damaging as that of the communist system. Broad coalitions of democratic parties are now trying
to overcome the dire consequences of these distortions by
implementing bold reforms aimed at catching up with the
most advanced transition economies.
In the Slovak Republic, the government has cleaned up
the portfolio of the three largest state-owned banksVseobecna Uverova Banka, Investicna a Rozvoja Banka,
and Slovenska Sporitelna-and announced its determination to sell controlling stakes in all of them to first-class foreign strategic partners as quickly as possible. (The sale of
Slovenska Sporitelna to Erste Bank has already been completed.) Legal and regulatory modernization, as well as
corrections of insider privatization deals, is occurring rapidly, together with a strong drive to attract foreign direct
investment in large nonfinancial firms. Sweeping financial
liberalization and other bold structural reforms resulted in
Slovakia's becoming the 30th member of the Organization
for Economic Cooperation and Development in 2000.
Croatia, for its part, has successfully completed the
privatization of its flagship bank, Privredna Banka Zagreb,
while continuing serious efforts to attract strategic partners
for a number of mid-size banks. The sale of control to
strong foreign professional investors in Rijecka Banka and
Splitska Banka also has been finalized. However, the liquidation of a number of deeply insolvent mid-size banksincluding one of the largest and most important,
Dubrovacka Banka-needs to be completed before good
governance can take hold in managing financial institutions. Insurance remains largely unrestructured in both
countries, while foreign players are gaining ground very
quickly at the expense of the state-owned former monopoly.
Again, the irony of history is that the Slovak and most
likely the new Croat authorities probably will show a more
genuine desire to introduce the most advanced best practices
of corporate restructuring, insolvency, liquidation, and
restructuring and, at the same time, will woo much-needed
foreign direct investment just to compensate for the poor
image their countries have acquired among international
investors compared with the Czech Republic and Slovenia.
Given their double legacy and their less-developed economic structure, the Slovak Republic and Croatia are encountering more difficultiesin attracting a sizable amount of foreign
direct investment carried out by truly reputable foreign firms.
This is especially true in the case of financial institutions,
where foreign strategic investors are motivated not so much
by the present net asset value of existing ventures but rather
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by the future growth potential of the whole econorny and the
chances that the country will access quickly to the EU. The
Slovak Republic tends to be much more fortunate in this
regard. It may even be able to catch up with the first-tier
accession candidates and join the EU at the same time as they
do, while Croatia has yet to enter serious negotiations at all.
As far as capital market development is concerned,
mass privatization coupled with the lack of adequate regulation and enforcement proved to be detrimental to substantive takeoff. Within the equally bleak picture, the Slovak
equity market seems to have more stocks and perhaps more
liquidity, while the Croat market has some larger firms
with better quality (Pliva, Podravka, and Zagrebacka Banka
are well-known names even in the international arena).
Legislation and regulation have improved recently, but
enforcement still leaves much to be desired. Latecomers
are struggling not only with the legacy of oligarchic development but also with the lack of enthusiasm for going and
remaining public. The small size of the domestic market and
the lack of institutional funds to be invested constitute additional impediments in the short run. Fiscal constraints and
strong vested interests in maintaining generous pension
privileges, especially in Croatia, will make any effort to
boost contractual savings highly unlikely in the foreseeable
future. Conversely, government bond markets have a better
chance of expanding quickly due to sizablefiscal deficits and
debt in both countries.
It is an interesting feature of the institutional arrangement in both countries that the central bank plays a crucial
role not only in overall banking regulation but also in
supervision and oversight. Since both institutions assumed
the role of a proper central bank and started issuing money
and regulating money supply only 10 years ago, it is no surprise that there is a relatively weak institutional capacity to
carry out all these new functions. Both central banks have
implemented strict monetary policies, and this contributed
significantly to the maintenance of macroeconomic stability throughout the 1990s. Prudential regulation and supervision, in turn, proved to be politically sensitive and controversial because strong vested interests worked against
prudent practices more often than not. It is not so much the
weak intellectual capacity but the lack of political support
that has prevented the implementation of tough rules of
prudential regulation and supervision.
Desperate Reformers
Desperate reformers such as Bulgaria and Romania
share the following characteristics:
* Few large insolvent banks are still in government
hands.
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* Desperate attemipts have been made to sell systemic

banks to foreign strategic investors.
* A number of insolvent banks still have to be reha-

bilitated or liquidated.
* Good portfolios are expanding slowly, because cred-

itworthy clients are few.
* Prudential behavior is still marginal in corporate

governance.
* The quality of services is improving slowly, but retail

banking is expanding faster.
* Capital markets are very small and illiquid, with

low foreign participation.
* Regulation is improving, with uneven and unpre-

dictable enforcement.
* Competition is weak, and foreign subsidiaries play a

marginal role in Romania.
* Nonbank financial intermediation is in an incipient
stage.
* Liberalization of cross-border transactions is yet to
be achieved.
* Institutional investors are lacking, and no pension
reform is in sight.
Except for Albania and the former members of the
now defunct Soviet Union, Romania and Bulgaria have
inherited nothing but the worst from the communist system
in Eastern Europe. Both countries used to have extremely
rigid, neo-Stalinist systems of economic management, with
more tolerance toward small-scale auxiliary ventures in
Bulgarian agriculture and especially devastating autarchic
tendencies in Romania. Although preserving national statehood after World War II may have been an asset, public
institutions have proved to be very weak, with a quite
shallow implementation capacity ever since.
Political fragmentation, especially in Romania, has further weakened the reform drive, and no critical mass of consistent measures has been introduced in any important area
of the transition agenda. Romania lost not only the first six
years of transition by postponing structural reforms but also
the next four, when a center-right multiparty coalition government remained largely paralyzed by constant factional
fighting. Bulgaria, in turn, has been more fortunate. Since
the deep crisis of 1996 and 1997, an unusually strong and
unified government has tried to make up for lost time not
only by restoring macrofinancial stability but also by initiating corporate restructuring, privatization, and financial
sector modernization. Despite the negative impact of external factors, such as the Russian crisis, the war in Kosovo,
and the disruption of trade and transportation links,
Bulgaria has managed to distinguish itself as having an
economy with the best mid-term perspectives in the whole
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Balkans. Nevertheless, both countries have a long way to go
before thliy can truly satisfy membership criteria for EU and
close the income gap with other candidates for accession.
Banking sector development was started with the cstablishment of three or four large state-owned banks (each
typically oriented toward foreign trade, industry, and agriculture) without transforming the old savings bank into a
universal financial institution. The left-leaning socialist governments in the first half of the 1990s did not consider
bank privatization seriously. All they did was allow the
proliferation of new and small private commer cial banks as
a consequence of a liberal policy on entry, which also could
be interpreteedas a lack of adeqiuate regulation on minimum
capital standards and prudential requirements of ownership.
These small banks constituted a mixe(d blessing because
miost of Ihemturned out to be almost like pyramid schemes
and quickly went bankrupt, providing a good excuse for
those who opposed privatization of banks altogether.
Hlowever,the large state-owned banks did not perform better eithei; and virtually all of them in both countries proved
to be technically insolvent by the mid-1990s as well,
Reac.ions to this disappointing developnment were
somewhba-different in the two couLntries,mostly becanLseof
divergent political solutionis to the emerging crisis. In
Bulgaria, the whole unreformed economy collapsed at the
end of 1996, and the new autholrities made a complete Uturn in policy. They decided to rehabilitate all state-owned
banks by cleaning up their loan portfolio and announiced
an uncornpromising and ambitious privatization program
involving foreign strategic investors. The Bank
Consolidlrtion Company (B1CC),established in 1992 to
nmanage the rehabilitation of state-owned banks, was
empowernd to direct individual transactions selling control
to reputable foreign iiivestors. Given the dire situation of
the Bulgarian economy in 1996-97 and the negative image
of the counltry among global investors, it has been extremeIv difficult to attract prudIentforeign partners. But the government's steadfastness and perseverance have paid off.
The BLulgariangovernmnenthas mnade wise and careful
decisionis on timing and sequencing and has been able to
build up momentunmand gradually change the perceptioni
of the out-sideworld of the prospects of the Bulgarian econoinv. The easiest target, Postbank-a newly established
and hence relatively unspoiled, small, state-owvned bank
plus a spi ioff of the large foreign trade mlonopoly, the
United Bulgarian Bank-went off the hook first, followed
by two soinewhat larger, regionally important, and more
easily restructured state-owned banks (Expressbank and
llebrosbark). The privatization of the largest and by far-thl
most important bank-the former foreign trade monopoly,
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Bulbank, which covers almost 40 percent of the economywas successfully completed in 2000, despite fierce and
open resistance of the incumbent management to the sale of
control to foreign strategic interests. Only two large stateowned banks remain to be sold-Biochim and Savings
Bank-and this process may not be too difficult given the
momentum generated by recent transactions.
Romania has been able to make much less progress in
both bank rehabilitation and privatization. Although
BancPost, a newly established and healthy state-owned
bank, was easily sold together with the relatively clean
and small Development Bank, little or no real progress
has been made on privatizing the large, truly systemic
banks. On the contrary, the flagship bank Bancorex-the
formler foreign trade monopoly-was recapitalized five
times, costing more than $1 billion to the Romanian taxpayer, only to be liquidated in 1999. Banca Agricola also
was rehabilitated several times and was cut drastically in
size without any hope of a quick sale, apparently due to the
lack of political agreement on a coherent privatization
strategy and, lately, very little outside interest. Banca
C(omerciala Romana (BCR), which was perceived as the
healthiest of the three largest banks, remains in government
hands as well. Given the volatile political environment and
the excessive bargaining power of the managers of the
state-owned banks-who were appointed on the basis of
their political affiliation according to coalition agreements-there seems to be no quick fix either for these two
large state-owned banks or for the recently corporatized
Savings Bank.
Given these circumstances, it is almost inconceivable to
expect substantive inprovements either in corporate governance and prudent behavior or in the quality of services,
assets, internal audit, risk management, or credit allocation.
Although legislation improved considerably in the second
half of the 1990s in both countries, enforcement remained
uneven, unpredictable, and sometimes politically conditioned, especially in Romania. Shallow implementation
capacity constitutes a real bottleneck in both jurisdictions.
None of the two central banks has ever been up to the
requirements of crisis prevention and management.
The lack of confidence and the confusion about rules
aiid values to be upheld are highlighted clearly by the series
of small bankinig crises hitting Romania in 2000. As a side
effect of the collapsc of a sizable investment fund, there was
a run on BCR, and three other mid-size banks were
brought under receivership. (One of them was the proudIy named International Bank of Religion.) In the meantime,
courts rejected the request of the National Bank of
Romania (NBR) for declaring a powerful regional bank,
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Dacia Felix, bankrupt-precisely
two years after the
request was submitted. And when the bank finally was
declared insolvent, the new leftist government forced NBR
and the Savings Bank to accept a partial settlement in order
to pull Dacia Felix out of liquidation in early 2001. This
reflects the lack of clear interpretation and enforcement of
banking regulations as well as the continuation of arbitrary
political interference in managing the financial sector,
Capital markets are very small and illiquid in Romania
and Bulgaria despite or because of the flawed and botched
mass privatization programs that flooded the initially
underregulated equity markets with hundreds-in the case
of Romania, thousands-of poor-quality stocks. Despite
heroic efforts in both countries to introduce serious confidence-building measures by creating all the necessary infrastructure for trading, clearing, and settlement as well as listing and information dissemination, so far neither domestic
nor foreign participants have invested any meaningful
amount of money in those two markets.
The underdeveloped nature of banking, insurance, and
capital markets in Romania and Bulgaria is strongly correlated with the incipient results of efforts to restructure the
real economy. Severe distortions caused by inept and irresponsible communist megalomania clearly render the legacy extremely difficult to deal with, again, especially in
Romania. A large number of sizable industrial firms are not
candidates for privatization, even after financial liquidation
and dismemberment. In quite a few important cases, only
the physical closure of enterprises makes sense because
markets are completely lost, the technology involved is outdated and harmful to health, the ecological degradation is
immense, and there are financial liabilitiesrather than assets.
In light of these extremely disadvantageous initial conditions, the predominance of mass privatization schemes
was even more harmful in these two countries than in
more mature industrial economies, like the Czech Republic
and Slovenia. Mass privatization not only created an illusion of real positive value but also erected a formidable
obstacle to painful restructuring and an aversion to losses.
It is no surprise that prudent banks find it extremely difficult to lend to the real sector because creditworthy clients
with manageable risk are few and far between. This is
especially true in Bulgaria, where most of the systemic
banks are now in the hands of reputable and strong foreign
strategic investors.
The establishment of a market economy depends largely on new ventures, both domestic and foreign. Since foreign direct and portfolio investment have been almost negligible in nonfinancial sectors, both economies have
depended mostly on the expansion and organic develop-
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ment of domestically owned small and medium-size enterprises. Due to the rapid contraction of the state sector, the
incipient and vibrant private sector simply has not been
able to compensate for all the losses in overall output. In
addition, small and medium-size enterprises are much less
"bankable" and have little access to open capital markets
as well. Thus the state of affairs in the financial sector is a
mirror image of the hardships in the real economy.
Apart from the growing arrears in certain enterprises,
especially in large public utilities, and the ballooning intercorporate debt, which reflects soft budget constraints and
lack of strong market discipline involving credible threats
of bankruptcy and liquidation, both countries largely maintained fiscal prudence in the second half of the 1990s.
Bulgaria clearly was helped by the currency board arrangement introduced in the summer of 1997, but even
Romania, which reportedly was on the verge of a financial
collapse from time to time, maintained fiscal discipline
and outperformed even Hungary in terms of general government balance. The sad irony is that fiscal prudence
alone is not a recipe for restarting economic growth, especially if there is no supply-side adjustment in the economy
due to the lack of flexible micro structures able to respond
to market signals. Postponing structural reforms time and
again might render prudent macroeconomic policies largely useless or even harmful. Romania has proved to be an
almost textbook case for this lesson.

Prolonged Crisis Cases
Bulgaria and Ukraine are experiencing a prolonged
crisis with the following characteristics:
* Most banks are in private hands and are insolvent.
* Rehabilitation is selective, and there is a reluctance
to invite foreign strategic partners.
* A large number of banks need to be delicensed and
liquidated.
* Portfolio quality is very poor and hardly improving.
* Corruption, crime, and cronyism are rampant.
* The quality of service is low, and retail banking is
rudimentary.
* Capital markets are small, discredited, and abused.
* Regulation is weak, and enforcement is openly
politicized.
* Domestic markets are fragmented and monopolized.
* Nonbanking financial intermediation is almost
nonexistent.
* The attitude toward financial liberalization is largely hostile.
* The country is experiencing a permanent fiscal crisis,
in which pension reform is not on the agenda.
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Russia and Ukraine represent such peculiar cases that
they hardly find their place in international comparison.
Russia is very special for its sheer size and strategic importance, while Ukraine is unique for its truly permanent crisis and apparent lack of opportunities. Russia could well
afford not to implement any serious structural reform
because its vast exportable natural resources and ability to
extract large amounts of financial assistance from the
Western countries have helped it to survive the worst crises.
Ukraine has given up its nuclear arsenal and does not possess any rneaningful amount of natural wealth. Moreover,
regaining full sovereignty after 300 years of Russian dominance is not an easy task. The Ukrainian state is particularly weak and fragmented and has easily fallen prey to the
emerging local oligarchy. Russia's ruling elite (the political
class and the oligarchy) is largely unwilling, while in
Ukraine it is unable, to introduce substantive market-oriented reforms.
Financial sector development in the two countries was
very similar until the mid-1 990s. Like in Romania and
Bulgaria, three to four large state-owned banks originally
were carved out of the mainframe of the former central
bank of the Soviet Union. Saving banks that were operating throughout the communist period maintained their
narrow focus for many years. And hyperinflation eliminated the value not only of banking assets but also of liabilities, creating a very special "bank rehabilitation
scheme" financed exclusively and involuntarily by the
depositors. This devastating crisis, however, created a magnificent window of opportunity for strengthening the hard
core of th- banking sector by privatizing the state-owned
banks of systemic importance in a prudent and efficient
way. Unfortunately, this moment was lost because the political class in both countries remained suspicious, if not
openly hostile, to the idea of selling their perceived crown
jewels to foreign investors. Instead, they decided to create
a domestically rooted echelon of large entrepreneurs by
allowing some well-connected people to acquire immense
chunks of former state property for a symbolic price. This
artificially and deliberately accelerated "original accumulation of catpital" was assisted first by selective licensing of
foreign trade transactions in a largely closed economy,
then by the mass privatization schemes that concentrated a
large amotnt of wealth in the hands of insiders, and finally-mostly in Russia-by the loan-for-share schemes in
which a handful of privileged individuals were allowed to
take over the controlling stakes in large chunks of extractive industries. In Russia the emerging oligarchy acquired
control over the large state-owned banks as well, while in
Ukraine most are still in government hands but have lost
24

considerable market share to new and private financial
institutions.
Another common feature of banking sector development in Russia and Ukraine was the rapid proliferation of
small private financial houses in the first half of the 1990s.
Like in Romania and Bulgaria, this tendency was the result
not so much of a genuine drive for liberal market reforms
but rather of the lack of meaningful and consistently
applied legislation and regulation. Although banking laws
and rules have been improved considerably in the last three
years in both countries, central banks are still struggling
with the immense backlog of small, frequently nonoperating, bank-like creatures that await delicensing.
From a systemic point of view, it is more important to
analyze the situation and health of the large banks operating nationwide. In both countries even the large banks play
only a marginal role in financial intermediation in general
and in financing the real sector in particular. That is one of
the most important reasons why the collapse of the whole
Russian financial system in August 1998 did not trigger a
serious downturn in the real economy. Nevertheless, the
insignificant role of banks in financing real sector activity
did not prevent the same banks from accumulating huge
losses in their loan and investment portfolios. Although
the August 1998 meltdown was triggered basically by the
collapse of the government debt market and was exacerbated further by the devaluation of the Russian currency, the
crisis was only making already insolvent banks illiquid. At
present, the reverse is also true; the refloating of the Russian
economy as a consequence of the exceptionally high export
prices for oil and some other natural resources coupled
with the newfound fiscal discipline and real sector growth
largely due to opportunities of import substitution have
restored liquidity for quite a few banks, without addressing
the more fundamental problem of deep insolvency.
There are at least two more reasons why financial
intermediation has not developed in a more satisfactory
manner. First, real sector decline was dramatic in both
countries. Russia lost roughly half of its former output,
while Ukraine lost more than 60 percent in the 1990s.
Contrary to what happened in Romania and Bulgaria,
even small and medium-size enterprises could not develop
fast enough in these rapidly declining economies due to selfserving bureaucratic bottlenecks, devastating criminalization of economic and social life, and rampant corruption.
Rent-seeking behavior and public acceptance of corruption
are predominant, crippling almost all economic activity,
but, first and foremost, productive investment. As a consequence, except for firms in the export sector, creditworthy clients are few and far between, while opportunities to
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make money in corporate lending are scarce, and profitabilityis much higher in other areas.
Retail banking was evenless lucrative, and banks did
not put high priority on developingthese services.Banks
were, and have largelyremained,much more interestedin
acting as brokerage firms in the incipient but-at least in
Russia at one stage-fast-expanding capital markets.
Capital market developmentsare very differentin the
two countries. Russia was a magnet for foreign portfolio
investorsat least before the crisis, even though legislation
and regulationconcerningproperty rights,transfer of title,
minority protection, clearing and settlement,and foreign
exchange controls were far from perfect (as they are even
today). This exceptionalappeal of investmentsin Russia
was explainedby the sheer sizeof the potential rather than
the actual market, the overall attractivenessof the exportoriented extractiveindustries,the marked liberalizationof
foreignportfolio investment,and the significantamount of
public borrowing, which created a speculativemarket for
state debentures. None of these factors was present in
Ukraine, exceptfor the last one, which proved to be insufficientin light of political instabilityand lack of strategic
importance.
Things changed considerably after the onset of the
Russiancrisis.Sinceinfluentialpeople,includingreputable
foreign firms, lost a fortune when capital and foreign
exchange markets collapsed, it is unlikely that the same
enthusiasticrush for Russianequityand governmentpaper
will materialize in the foreseeable future. Russia is not
keen to step into the same river either. Recent efforts to
keeptight budgetcontrols and at the same time implement
fundamentalreforms in taxation suggestthat the authorities do not intend to restart massive foreign borrowing
evenafter the oil bonanza. There is more hope of seeinga
gradual revitalizationof equity markets in the long run, if
and when much needed changes in basic legislationand
corporate behavior take place.
Although there clearlyis opportunity, if not certainty,
for the Russianreal economyto take off, Ukraine is likely
to prolong its permanent crisis.The politicalclass is more
fragmentedthan ever,and the government-which is led by
the former central bank governor as a last resort to technocraticleadership-does not seemto haveeitherthe impetus or the political support to undertake any of the desperately needed basic reforms. Unfortunately,in terms of
implementingefficientpublic policiesand micro reforms,
there is no one singlebright spot on the horizon of Ukraine
in the short and medium run.
The vast majority of the population in Russia and
Ukrainehavelost theirtrust in publicinstitutionsand domes-
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ticfinancialfirms.This is alsotrue in most other countriesof
the Commonwealthof IndependentStates.To reversethis
trend will requireheroic effortsand a sea change in behavior on the part of governmentsand ruling oligarchies.
ThreePillarsof FinancialSectorDevelopment
As is obviousfrom evena sketchyanalysisof the political economy of financial sector developmentin the transition world, the formation and evolutionof reliablechannelsof financialintermediationthroughout the 1990swere
very differentfrom one country to the next, and thereis no
reason to believethat this trend will soon be replaced by
strong convergence toward well-developedand mature
structures. Somecountries will join the dreamland of the
European common market within a very short historic
periodof time. Othersperhaps willwait another generation
beforegettingin. There mightbe a tendencytoward equalizationin income-generatingcapacity amongthe transition
economiesafter another decadeof differentiation.Butthere
will be no easy reversalof the culture and tradition that are
so detrimental to the expansion of healthy financialintermediation fostered by efficientlymanaged and prudent
institutions. The emergence and dominance of local oligarchies,sometimesstrongerthan the state itselfand characterized by rent-seeking behavior, asset stripping, state
capture, crime, and corruption could well become so
embeddedin the social fabric that it is no longerpossibleto
get rid of them without a devastating, full-blowncrisis of
the economicand societal system.
The SlovakRepublicand Bulgariahave beenfortunate
to have changed course relatively early on; Croatia has
every hope of following suit. Romania, however, is fast
approachinga historiccrossroad: the resultsof parliamentary electionsin 2000 clearly strengthenednationalist and
populist elements. Some other countries, most notably
Russia and Ukraine, do not seemto have a historicchance
of breakingthe overarchinginfluenceof their oligarchiesin
the short run. But the stronglyappealingperspectivesof EU
accessionand the genuinedesire of the local electorateto
achieveWesterneconomicstandards by embracingnot only
the values of an open and competitivemarket economy
but also its consequencescan be crucialin a mid-termhorizon and may bring about substantivechange.It clearlyis in
the interestsof peopleinvolvedin the developmentbusiness
to facilitatethe accumulationand strengtheningof all creative elements that promote prudent civic culture and to
establish a tradition of individual integrityand honestyin
businessand civic life.It also is their moral obligation.
In the area of financial sector development,there are
three fundamental pillars determining the scope, nature,
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and quality of emerging institutions and influencingthe
basic course of developmenton which these institutions
embark:
* Internal and external governancestructures
* Domesticand international competition
* Pruidentialregulation and supervision.
These three pillars are mutually complementary and
overlapping: improvements in one area clearly help to
modernize and strengthen the other two. Nevertheless,a
critical mass in all three areas must be achieved in order
to develop a mature financial system, put it on a secure
path of sustainable expansion and development, and
maintain a high level of trust and confidence.
Unfortunately, none of the transition countries has
reached this stage of developmentyet; the regulatory and
supervisory structures need to show considerable
progress, even in Poland and Hungary.
Corporate Governance
The following recommendations are offered to
improve internal and external governancestructures:
* Once and for all, rehabilitate viable state-owned
banks of systemicimportance.
* Recapitalize private commercial banks only in
exceptionalcases.

might be. PKO BP in Poland and OTP in Hungary are
good cases in point.
People might find it strange that a kind of universal
panacea is being offeredto remedymost, if not all, fundamental illnessesof the financial sector.The experience of
continental Europe does not seem to justify this peculiar
type of sweepingprivatizationeither; there are quite a few
countries,like Germany,France,and Italy,where state-or
at least local government-control as well as dispersed
ownership of domesticnonfinancialinstitutions and individualshavecharacterizedimportant segmentsof banking,
insurance,and capital markets without substantiallydeteriorating the quality of governance.Why is it not possible
for Central and Eastern Europe to followtheir example?
There are several reasons for this, some of them decisive. First, communism lasted too long and was too successful in destroying trust in domestic private institutions
and a tradition of prudent behaviorin economicand social
life. Second,when the futile communistexperiencein economic management finally ended, world markets were
characterized by massive cross-border transactions, and
international competition was producing new and
improved servicesat a scale never seen before. Third, the
demonstrational impact of liberal capitalism-very much
magnified by modern telecommunication-coupled with

* Privatize state-owned banks immediately after
restoring minimum solvency by selling a controlling
stake to reputable foreign strategic investors.
* Depoliticize and professionalize financial intermediation.
* Discontinue all directed and insider lending and
investment practices.
* Draw up management contracts with time-bound
and monitorable performance criteria.
* Ensure adequate representation of the interests of all
stakeholders in supervisory boards.
* Institute proper checks and balances in internal
management and credit allocation.
* Implement management information systems and
internal audit.
In light of the growing tide of antiforeign sentiment
and fierce debate about the "desirable and acceptable"
level of foreign participation in the financial sector, it
seems impractical and unwise to advise governments to sell
their largest and systemically most important financial
institutions to foreign strategic investors. Even enlightened and pragmatic governments are reluctant to offer
management control to foreign professionals, at least in
the large saving banks and insurance firms, no matter
how prudent and reputable the prospective foreign buyers

the strong desire to catch up with the developed world produced an almost insatiable thirst of clients in Central and
Eastern Europe for getting access to the latest and best
services without delay. The interplay of these and many
other factors make it impossible for people to wait another 50 years before enjoying the same quality of services as
their Western counterparts. But people demanding the best
as customers are unfortunately unable to create them as
producers. Consumers demand reliable and proven foreign
products and services while they may refuse to accept the
structures, including those of foreign governance, that create and maintain the high level of quality for those products
and services. Communist deputies of the Russian parliament have indicated privately that, although they cannot
accept foreign control in flagship domestic banks, they
would place their own money mostly in foreign banks
domiciled in Russia or abroad. Nationalism and populism
just perpetuate the rule of the oligarchy.
Sellingcontrol in financial institutions to foreign strategic partners is the best way to bridge the huge gap between
the very demanding and fully Westernized consumer mentality and the ignorance of what it takes to be a prudent
provider of the same quality of products and services. Since
there is no point in resisting or slowing down the influence
of consumer capitalism, the only path is to accelerate the
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(re)creation of the culture of confidence and the tradition of
prudence inherent in an efficient, well-functioning market
economy.

tee schemes, one-timiiegranits to cover initial costs, trainillg
and marketing subsidies, and infrastructure support make
a lot of sense, as do the strict and even enforcement of regulations on bankruptcy, liquidation, secured lending, fore-

Competition

closure of collateral,title transfer, share and company reg-

The following recommendations are intended to
improve domestic and international competition:
* Provide equal opportunities for entry and exit with
maximum transparency.
* Mount a decisive drive against all sectoral and
regional market fragmentation.
* Eliminate administrative limits on credits, interest
rates, and fees.
* Gradually liberalize cross-border transactions and
capital flows.
* Introduce simple, reasonable, transparent, and equitably enforced rules for taxation.
* Create a strong culture and regulation of creditor
protection in corporate life.
* Enforce insolvency strictly across the whole spectrum of clients.
* Create a level playing field in all areas of financial
intermediation.
* Use fiscal preferences only temporarily to increase
the creditworthiness of clients.
* Involve the state directly in building physical and
human infrastructure.
Managing transition is an art rather than a science, and
timing and sequencing are key. While fostering unlimited
domestic competition is indispensable from dav one, international competition could be increased gradually, according to a well-established, publicly announced set of operational criteria. Countries preparing themselves deliberately
for adopting the single market of the EU will be able to
catch up more quickly in terms not only of income and productivity but also of culture and tradition. Enhancing the
creditworthiness of corporate and individual clients by
introducing proper incentives for stimulating financial savings and investment could multiply the growth and profit
opportunities for financial intermediaries, thus creating a
virtuous cycle of trust and prudence.
Competition, while being a strong incentive and disciplinary force to enhance quality and increase efficiency,also
should be properly managed. Governments should focus on
creating their own single market by eliminating all remaining administrative barriers, on the one hand, and helping
disadvantaged clients, like small and medium-size enterprises, on the other. Transparent, easily accessible guaran-

istration, minority protection, and taxation.
Prudential Regulation and Supervision
The following recommendations are aimed at strengthening prudential regulation and supervision:
* Implement Basle core principles on banking.
* Set even higher capital adequacy and solvency standards.
* Strictly apply the rules on portfolio classification.
* Gradually increase provisioning requirements.
* Extend deposit insurance only to reputable institutions.
* Use independent rating of leading financial intermediary firms.
* Foster close cooperation or consolidation of supervisory agencies.
* Maintain the political and financial independence of
supervisory agencies.
* Foster strong cooperation between host- and homecountry regulators.
* Fight relentlessly against crime and corruption,
cronyism, and collusion.
Finally, the weakest point: after 10 years of transition,
there is no one single country in Central and Eastern
Europe where the financial regulatory and supervisorv
agencies are free from--sometimes very open and brutal-political interference and where the highest professional standards could be applied without compromise.
This is less of a problem in those jurisdictions where governance in and competition among individual financial
institutions are strong enough to support prudent behavior. Nevertheless, this is still a very dangerous situation
because the churning out of new financial products and
services is acceleratiig, arid this requires constanit attention
to market developments, frequent licensing, deep analysis
of complex problems, and increasing reliance on discretionary judgments. If the underlying values anid mandates
governing the behavior of management and staff of these
agencies are shaky or inconsistent, there is little hope that
public confidence will prevail in these financial markets.
The first task for the next decade is to strengthen considerably the institutions of prudential regulation and supervision.
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Chapter 4

Challenges of Financial System
Development in Transition
Economles
Stefan Kawalec and Krzysztof Kluza

T

ransition economies are the economies of the former socialistcountries and states of the for-

mer SovietUnion, which in the early 1990s started to transform their economies from a socialist to a market system. Building a market-type financial sector constituted a key element in
these efforts. However, after a decade of change, the results and the experience are mixed. Most transition economies still have a long way to go to build a robust and efficient financial system.
Thischapterassessesthepresentsituationof thefinancialsectorin transitioneconomiesand discusseswhat are,
and how to face,the challengesthat lic ahead.Threesegmentsof the financialsector-banks,corporatedebtmarket,and equitymarket-are examined.Basedon theexperienceofdevelopedcountries,someobservationsaremade
abouttheroleof thesesegmentsin the financialsectorand
theeconomyasa whole.Thenthe actualroleof thesesegmentsin transitioneconomies
andfuturechallenges
arediscussed.Findingsareformulatedin the formof twenty-one
conciseobservations,someof whicharesupportedby sta1
tisticalanalysispresentedas figures.
Bank-Dominated
Versus
Capital
Market-Oriented
Financial
Systems
inMarketEconomies
A healthyfinancialsystemshouldgeneratean adequatelevelof population'ssavings,allocatethesesavingsto
efficientuses,and provideefficienttoolsof corporatecontrol. To support attainmentof this goal,two modelsof
financialsectorstructurecan be distinguished:

Bank-dominatedmodel.In this model,individuals
keeptheirsavingspredominately
in banks,whichare
the mainsourceof externalfinancingfor thecorporate sector.Banksalsoare thedominantinvestorsin
equity and corporate debt markets sincestocks,
bonds, and commercialpaper function as bank
products,alongsidetraditionalloans.
* Capitalmarket-oriented
model.Inthis model,bank
depositsare not the dominantsavingsand investmentinstrumentsfor individuals.Individualsinvest
directlyin the capital market, buyingstocksand
corporatedebtinstruments
and,to a growingextent,
investingthroughnonbankintermediaries
likepensionfundsor investmentfunds.Accordingly,
banks
playa smallerrolein financingthe corporatesector
than capitaland corporatedebtmarkets,whichare
dominatedby nonbankinvestors(Mellynand Saal
1998).
Foryearsmanyobserverspraisedtheadvantagesofthe
bank-dominated
modelexemplifiedbyfinancialsectorsin
*

1. Theseobservations
mostlydescribe
theprevailing
featuresofthefinancialsectorsinthewholegroupof28transition
countries
inEuropeandCentralAsia.Someof theseobservations
maynot applyto a fewCentralEuropean
countriesthathavethemost
robustfinancialsectors.
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Germany and Japan. Advocates of this opinion underlined
that banks, having insight into companies' financial situation, may effectively control their managements, while
assuring the stability that is necessary for developing and
implementing long-term strategy. They also stressed that in
the capital market-oriented model-exemplified by financial sectors in the United States and United Kingdomdependence on the capital market may force managers to
concentrate on current profits at the cost of neglecting
long-term development.
However, in the 1990s, as a result of problems in the
Japanese economy, flaws of the bank-dominated financial
sector were widely acknowledged. At the same time, in con-

Observation 3. At the start of the transformation,
the main goals of financial sector reform were to (1)
replace the monobank system with a genuine banking system and (2) create basic equity and corporate
debt markets.
Over the past 10 years financial systems in transition
countries have undergone significant changes as a result of
the successes and failures of macroeconomic and microeconomic reforms and changes in the institutional framework. Today, the shape of financial sectors in transition
economies varies significantly in regard to their relative size,
structure, health, and efficiency.

junctionwith the successesof the U.S.economy,more attention was devotedto the significanceof the stock market. In

ThePresentStatusof FinancialSystemsin
Transition
Economies

the United States, in the second half of the 1990s, the stock
market boom and high valuation of information technology
stocks-which raised concerns about, on the one hand, a
bubble economy, and on the other hand, a possible crisismeant easy access to capital for new technology companies.
This enabled the reallocation of capital from traditional
industries to information technology sectors, with a speed
and scale that would be unthinkable in countries without a
developed stock market and where banks constitute the
main source of external financing for companies. Thus,
there is growing evidence that the underdevelopment of the
stock market may hamper an economy's ability to restructure in response to technological changes (Hale 2000).
Observation 1. The banking sector, corporate debt

Three segments of the financial sector are examined
here: banks, the corporate debt market, and the equity
market. The following aggregates are used to indicate the
size of these segments: value of bank deposits, value of outstanding corporate debt instruments (corporate bonds and
commercial paper), and stock market capitalization. The
aggregate sum of these three components can be regarded
as a proxy for the size of the financial system. This section
uses this aggregate (in relation to gross domestic product)
to compare the structure of the financial sector in transition
economies and selected developed economies and then discusses the health and efficiency of the financial sector in
transition economies.

market, and equity market all play an important

Relative Size of the Financial Sector

role in the financial sector. It is important for all of
these to develop in a balanced way.
Observation 2. It is advisable that banks not dominate
the equity and corporate debt markets. To achieve this
goal, nonbank financial intermediaries are necessary,
as is a broad group of individual investors.

The size of the financial sector as a percentage of gross
domestic product (GDP) in Organisation for Economic
Co-operation and Development (OECD) countries and in
transition economies is shown in figures 4.1 and 4.2. The
unweighted average for financial sector size is 198 percent
of GDP in OECD economies and 34 percent in transition
economies. The size of the financial sector in OECD

Goalsin FinancialSectorReformsatthe Startof
Transformation

economiesrangesfrom 100 to 450 percent (the only exception being Mexico, with 53 percent).The range for transi-

Bank deposits were the only officially available savings
and investment instruments for individuals in socialist
economies. The exclusive source of financing for the enterprise sector was bank credit, provided on the basis of
investment and production decisions by central planning
bodies. Banks themselves did not make credit allocation
decisions and did not need to evaluate credit risk. Thus
there were no equity or corporate markets. Although institutions called banks existed, they functioned as govemment
agencies having little to do with modern commercial banking institutions.

tion economies is 2 to 90 percent.
Observation 4. The relative size of the financial sector is, on average, much smaller in transition than in
developed economies.
Observation 5. There are significant differences in
the relative size of financial sectors among transition
countries.
Figure 4.3 illustrates the relation between the relative
size of the financial sector in transition economies in 1998
and cumulative inflation in 1989-98. The trend line shows
that higher cumulative inflation coincides with the smaller
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relative size of the financial sector The coefficient of 0.77
indicates a strong statistical relation.
Figure 4.4 illustrates the relation between the size of
the financial sector in 1998 and the change in cumulative
GDP in 1989-98. The trend line shows that the higher is
the contraction in cumulative GDP, the smaller is the financial sector's relative size. The coefficient of 0.57 indicates a
modest statistical relation. This figure also illustrates the
significance of the primary mode of enterprise privatization
(as depicted by the European Bank for Reconstruction and
Development [EBRD] 1999). Out of nine countries with a
dominant system of voucher privatization, all but one have
larger financial sectors than it is implied by the trend (located on the right side of the trend line). However, most of the
countries with a predominance of other methods of privatization (direct sale or management or employee buyouts)

have smaller financial sectors than implied by the trend. All
things being equal, voucher privatization seems to contribute to a larger size of financial sector.
The statistical relation with a change in cumulative
GDP is stronger when focus is placed on the banking sector (shown in figure 4.5). The trend line shows that the
higher is the contraction in cumulative GDP, the smaller is
the banking sector's relative size. The coefficient of 0.71
indicates a strong statistical relation.
Figure 4.6 illustrates the relation, in 1998, between the
relative size of the financial sector and the average EBRD
grade of progress of reforms in the financial sector (EBRD
1999). The trend line shows that the smaller is the progress
in financial sector reforms, the smaller is the financial sector's relative size. The coefficient of 0.58 indicates a modest statistical relation.
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Figure 4.7 illustrates the relation between the relative
size of the financial sector in 1998 and the level of economic development in the same year, measured by GDP per
capita. The trend line shows that the lower is the level of
economic development, the smaller is the financial sector's
relative size. The coefficient of 0.48 indicates a modest
statistical relation. The relation becomes stronger when
the banking sector is highlighted (shown in figure 4.8).
The trend(line shows that the lower is the level of economic
development, the smaller is the banking sector's relative
size. The coefficient of 0.66 indicates a reasonably strong
statistical relation.
Observation 6. The very small relative size of the
financial sector in transition economies in 1998 usually coincides with (a) very high cumulative inflation
over the preceding 10-year period, (b) a highly negative change in cumulative GDP over the preceding
10-year period, (c) weak legal and institutional infra32

structure of the financial sector, and (d) low GDP per
capita.
Observation 6 describes statistical relations that, in
themselves, do not explain the relation between cause
and effect. In general, it can be assumed that the small size
of the financial sector is an effect rather than a cause of
inflation, a decline in GDP, a weak institutional framework, and low GDP per capita. It is clear that the circumstances (such as adverse economic policies, external
shocks, and civil wars) that triggered high inflation, currency depreciation, and prolonged economic decline did
not create a climate for the development of equity and
debt capital markets.
Very often, a deep decline in GDP reflects a significant shift from the official to the unofficial ("gray")
economy, where funds are neither kept in nor transferred
through banks within the reach of the government or the
tax authorities. An example of such a situation is
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Ukraine, where in 1998 official GDP in real terms was
just 37 percent of its 1989 level. The relative size of the
gray economy is reportedly very high, and bank deposits
constitute barely 8 percent of GDP (see Sultan and
Mishev 1999).
In some cases, however, a sudden contraction of the
financial sector causes a surge of inflation and a severe
decline in GDP. In Bulgaria, in 1996, a mounting situation of bad debts undermined confidence in the banking
system and led to a run on banks and a depreciation of
the domestic currency. Inflation rose sharply, and the
value of the domestic currency declined in real terms to
less than one-sixth of the level before the crisis. Real
GDP dropped cumulatively 18 percent over 1996 and
1997.

Financial Sector Structure
In developed economies, all three segments of the
financial sector play significant roles (see figure 4.9). Bank
deposits account, on average, for 35 percent of financial
sector size, stock market capitalization for 49 percent, and
corporate debt for 16 percent.
In most transition economies, the financial sector is
dominated by bank deposits, which account, on average,
for 63 percent of financial sector size (see figure 4.10).
Stock market capitalization accounts, on average, for 35
percent. However, in several countries (Moldova,
Lithuania, Kazakhstan, and the Kyrgyz Republic) stock
market capitalization represents 60-80 percent of the
financial sector size. Corporate debt markets are noticeable in only a few countries and, on average, have a
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rather marginal share (2 percent) of the total financial sector size.
Observation 7. Compared to developed economies,
transition economies usually have smaller banking
sectors in relation to GDP. However, these small
banking sectors usually dominate the financial sector, as other financial sector segments are even less
developed. (a) Compared to developed economies,
stock market capitalization in transition economies
is lower in relation to GDP and, in most cases, also
in relation to the aggregate size of the financial sector. However, market capitalization is quite significant in some countries. (b) Corporate debt markets
in transition economies are hugely underdeveloped,
and in most countries they hardly exist.

Financial Sector Health and Efficiency
The size of the financial sector and its components is
not always a good indicator of their contribution to economic growth. In looking at the financial system's health
and efficiency, it is important to analyze separately the
banking sector and the equity market.
Observation 8. The shapes of banking sectors differ
dramatically among transition countries, and three
typical groups can be distinguished. (a) The first
group, composed mostly of Commonwealth of
Independent States (CIS) countries exemplified by
Russia and Ukraine, has extremely small banking
sectors as a result of the deep deterioration of bank
balance sheets.2 There is a lack of confidence in
banks, which have a limited role in financial inter-

2. The CIS includesformer republics of the SovietUnion except the Balticstates (Estonia,Latvia, and Lithuania).
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mediation. The fundamentals for an efficient banking sector have yet to be created in these countries.
(b) The second group, exemplified by the Czech and
Slovak Republics, consists of countries with a sizable, but unhealthy, banking sector, where banks
are overburdened with a stubbornly high share of
bad debts. However, stable macroeconomic policies
and firm government support for the banking sector
in these countries have made it possible to maintain
confidence in banks and avoid destabilization of the
system. The intermediary role of banks in these
countries is very significant, although their efficiency is poor: banks allocate savings to inefficient uses
and provide inefficient tools of corporate control. (c)
The third group, exemplified by Hungary, Poland,
and Estonia, consists of countries with banking systems that are relatively small but are healthy and
growing. These countries overcame banking crises in

the first half of the 1990s, without undermining the
general confidence in banks. They created healthy
fundamentals for their banking systems and privatized the bulk of bank assets with the participation of
foreign strategic investors.
Observation 9. In some transition economies stock
market capitalization is quite significant. However,
this indicator may be misleading, as it is related to
the ability of companies to raise funds on the stock
exchange. In some countries, stock market capitalization is inflated as a result of voucher privatization.
In some countries, strategic holdings, mostly by foreign investors or the state treasury, represent the
bulk of market capitalization. The role of the stock
market as a source of capital for domestic companies
is very limited.
There are no data on the amount of capital (as a percentage of GDP) raised by companies through new share
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issues-which would be an important indicator for judging
the stock market's contribution to economic growth.
Fragmented evidence indicates that the ability to raise capital throlagh primary share offerings for companies in transition economies is very limited-much lower than data on
market capitalization would suggest.
0)bservation 10. Except for a few countries in transirion, there is a lack of trusted and appropriate
savings or investment instruments for individuals.
This absence hinders the growth of financial systems, hampers economic development, and constitutes a source of instability for transition
economies.
Except for a few countries in the Central European and
the Baltic region, there is a lack of public confidence in
banks and capital markets in transition economies. People
feel that the official financial sector does not offer them any
36

trusted and appropriate savings and investment instruments. Given the shortage of such instruments, individuals
may follow several strategies:
* Increase spending, which on a macroeconomic level
translates into higher consumption and a lower savings rate.
* Invest abroad, which translates into capital flight
and fewer domestic savings available to finance
investments in the country.
* Invest in the gray economy, which translates into
fewer savings available to finance investment in the
official economy.
* Keep money under the mattress, which translates
into fewer savings available to invest in the country.
All in all, the lack of an appropriate savings or investment instrument hinders the growth of the financial system
and results in fewer savings being available for financing
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investments in the officialeconomy,which has a negative
impact on official GDP growth.

Accounting and Auditing Standards
A number of transition economies have made progress

In caseswhereforeigncapitalinflowssubstantiallycom-

in bringing their national accounting and auditing stan-

pensate for low domestic savings as a source of financing for
the corporate and government sector, the small size of the
domestic financial system in relation to foreign flows makes
economies vulnerable to financial and currency crises.

dards broadly in line with international accounting standards (IAS)and international standards on auditing (ISA).
There are, however, still material differences between
national and international standards in many instances.

Challenges
for FutureDevelopment

Consolidatedbasis. A very important weakness of pru-

After 10 years of transformation, most transition
economies still have a long way to go to create a robust and
efficient financial system. Actions in several fields are needed to build long-term confidence in the domestic financial
system.

dential regulations and reporting and auditing standards in
transition countries is the lack, or insufficient level, of consolidation requirements. This makes it difficult to supervise
banks on a fully consolidated basis, and banks may sweep
some problems away into their affiliates.3 Without full

3. "The implementation of these regulations on a solo rather than a consolidated basis enables banks to bypass the spirit whilst oper-

ating within the 'letter of the law' should they so choose" (FITCH IBCA1998: 2).
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consolidation, not only the public and supervisors may be
misled, but also bank management may not properly
understand the risks borne by their institutions.
Application of the substance-over-form rule. One of the
most important shortcomings of the accounting regulations in transition countries is the precedence of the legal
form of a transaction over its commercial substance
(Cunningham 1998). Application of the substance-overform rule is one of the most important tools against unfair
reporting practices. This tool is not available to auditors in
most transition countries.4

The introduction of the substance-over-form rule is
getting more urgent, as transactions become more complicated and their economic substance is being changed by
derivative instruments. Presentation of accounts based on
the legal form of transactions often is misleading. In these
circumstances, banking supervisors, who may have difficulty catching up with innovations in the commercial sector, would find it difficult to assure adequate enforcement
of the substance of prudential regulations.
Application of the truth-and-fairness principle. Auditing
regulations in transition economies emphasize compliance

4. The concept of substance over form that is absent from accounting legislation usually is recognized in tax legislation; see
Cunningham (1998).
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with regulations and do not provide the auditor with an
overriding principle of truth and fairness, which is key in
LASand constitutes an important tool for countering practices that formally comply with, but are against the spirit of,
the regulations.
Observation 11. Accounting and auditing standards
should be brought fully in line with international
standards: companies should be obliged to present
fully consolidated accounts; the substance-over-form
rule as well as an overriding truth-and-fairness principle should be applied.
Legal Framework
Key tasks of a modern legal framework are to protect
the rights of creditors and shareholders and to protect individuals and firms from excessive and arbitrary taxation.

Protection of creditor rights. In order to carry out their
business, banks need tO have the ability to secure their
loans with various types of collateral and be able to quickly seize the collateral in case of loan default. Bankruptcy
procedures should allow creditors to effectively recover
loans through liquidation. In addition to the proper legal
framework, there is a need for efficient courts and other
institutions to assure that creditor rights are effectively
exercised.
Protection of shareholder rights. Shareholders need adequate information about the company's standing, and they
should have the ability to put up their representatives as
supervisory board members and to change management.
Any privileged transactions that transfer value to insiders
(dominant shareholders, management, or employees) at
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the expense of the company's shareholder value should be
properly disclosed and preapproved by shareholders.
Minority shareholder rights should be protected from
abuse by dominant shareholders.
The EBRD survey on corporate governance in transition economies supports the view that, while many laws in
the region theoretically provide a sound basis for protecting shareholder rights, the implementation and enforcement of these laws are lagging (Ramasastry, Slavova, and
Bernstein 1999).
Protection from excessive privileges of tax authorities.
Effective tax collection is a prerequisite of macroeconomic stability and a level playing field in business activity.
However, granting excessive privileges to tax authorities
should not be treated as an easy substitute for an efficient
40

tax system and an effective tax administration. When
banks act as tax collectors and tax authorities have the
ability to garner transfers coming into bank accounts to
cover tax or wage arrears, then firms tend to avoid transacting through banks (Sultan and Mishev 1999). Giving
tax authorities priority over secured creditors undermines
the value of secured loans. Long-term investors' confidence can hardly be built if companies' financial situations
may be unexpectedly affected by the discretionary actions
of tax authorities.
Observation 12. Laws and law enforcement institutions should adequately protect creditor and investor
rights.
Observation 13. Tax rules should be clear-cut, with
no room for discretion in tax administration. Tax
authorities should not have excessive privileges over

Challenges

other creditors.In case of a disputewith tax authorities,taxpayersshould have an effectivepossibilityto
appeal to court.
Financial Sector Supervision
Independent,strong, and decisivesupervisionis a necessaryconditionfor buildingconfidencein the financialsector. The growth of the relative size of the financial sector
further increases the macroeconomic risk of a financial
sector crisis and thus increasesthe requirementsfor proper regulation and effectivesupervision.
Observation 14. Independent, strong, and decisive
supervision is a necessary condition for building
confidence in the financial sector. (a) In order to
become more effective,supervisionof the financial
sector should be highly focused, putting as much
responsibilityas possible on the private sector and
market discipline; public disclosure requirements
should be strengthened;and the responsibilitiesof
auditors should be expanded (see Kawalec 1999:
33-34). (b) Interdependency among various segments of the financial sector calls for organizational integration under one regulatory roof in order to
make regulation more consistent and effective as
well as diminish industry's cost of dealing with regulators. (c) Supervisionof the financialsector needs
very good professional staff who are adequately
remunerated. To enable this, the financial industry
could pay specialfeesto finance supervision.
Macroeconomic Stability
In case of high inflation, financial assets are likely to
lose part of their real value. When unsound macroeconomic policiesresult in a currencycrisis or default of government domestic debt (as happened in Russia in 1998),
capital market investors as well as bank depositors may
experienceseverelosses.Once confidenceis lost, it requires
many years to rebuild.
Observation 15. Long-termgrowth of the financial
sector requires sound and stable macroeconomic
policies.
Dealing with Unresolved Banking Crises
For most transition countries, the priority is to lay
down institutionalfundamentalsto allowthe development
of a sound banking sectorand stimulateits growth from an
exceptionallysmall relativesize.
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For somecountries, a pressingneedis to deal with crisis situationswherethe large shareof nonperformingassets
threatens the liquidity or solvencyof a significantpart of
the banking sector.A banking crisis constitutes an acute
problem if it happens in a country with a relativelysizable
banking sector,like the CzechRepublic,Slovakia,Croatia,
or Romania (Kawalec1999; Banka 2000).
A banking crisis affectsthe economy in various ways.
It undermines overall confidence in the economy and
causesmisallocationof resources.It may result in a major
banking destabilization, in which major banks lose liquidity or a bank panic resulting in downsizing of the
banking sector's balance sheet. Such destabilization is
likelyto be connected with a drop in GDP (as occurred in
Bulgaria in 1996 and 1997). Even if a one-off destabilization is avoided, an unresolved banking crisis underminesthe confidence in banks and threatens their liquidity,contributingto the systematicerosion of bank balance
sheets (as happened in Romania). A prolonged banking
crisis, even if it neither destabilizes nor erodes the banking sector,is likelyto have a deep negativeimpact on economic growth (as happened in the Czech Republic and
Japan). Dealingwith a banking crisis both decisivelyand
in a way that inspires confidence may minimize the disruptive impact on economicgrowth. The recapitalization
of banks, however, usuallyrequires significantbudgetary
resources.5
Observation 16. For a group of countries facing
bankingcrises,the pressingneedis to deal with these
crises both decisivelyand in a way that supports
rather than undermines confidence.
Bank Privatization
Politicalinfluencein the selectionof managementand
in credit and investmentdecisionsadverselyaffects bank
efficiency, asset quality, and confidence in banks.
Governmentsshould withdraw themselvesas owners and
not influencebank businessdecisions.If there is a shortage
of sound domesticinvestorswho understand bankingbusiness,the involvementof reputable foreignbanks as shareholder in local banks is warranted.
Observation 17. Banks should be privatized and
separated from politics and government influence.
The keyobjectiveof bank privatizationshould be to
create the best conditions for long-term development, soundness, and efficiencyof the privatized
institution.

5. Opinions on variousways to recapitalizeand restructurebanks are presentedin Kawalec(1999: 30-31) and Simonetiand Kawalec
(1995).
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Observation 18. A specific task, still not carried out
in a number of transition economies, is the restructuring and privatization of former specialized savings
banks.
Pension System Reform: Opportunities and Risks
for the Capital Markets
All transition countries face the challenge of developing capital markets capable of playing a significant role in
providing funds to the corporate sector and constituting an
effective instrument of corporate control. Pension system
reform-of the type introduced in Chile in the 1980s or in
Poland in 1999-creates a stream of mandatory savings
that is channeled into specially created, privately managed
pension funds. This might constitute a substantial cure for
a weak base of domestic investors and a lack of long-term
portfolio investors.6 Pension funds soon may become significant investors, sharply increasing the capacity of domestic capital markets to absorb new issues. Pension reform
creates tremendous opportunities for capital market development. There are, however, associated risks:
- One concerns the introduction of pension reform
when the legal and institutional framework for capital markets is too weak. If investor rights are not
protected and there is a lack of transparency, as well
as a lack of effective supervision, then widespread
fraud might undermine the realizable value of pension fund investments. This could destroy conficlence on the part of pension fund members, leading
to dangerous frustration.
* ligh inflation or a financial crisis as a consequence
of unsound macroeconomic policies may cause a
negative return from pension fund investments.
* Another risk concerns the possibility of a stock market price bubble if growing investments of pension
funds constitute too big a part of stock market free
float. Stock prices might increase sharply, exceeding
any conceivable estimates of the fundamental value
connected with future earnings. Sooner or later a
price bubble has to end with a market crash, leading
to a severe loss of the value of the investments.
In order to diminish the risk of a price bubble, there is
a need to increase the amount of assets in which pension
funds could invest. Technically,the easiest way would be to
increase the percentage of pension fund assets that may be
invested abroad and limit the percentage that may be

invested in the domestic market. However, in the case of
transition countries that have a domestic savings deficiency and substantial domestic investment needs, it does not
seem rational to create a forced saving scheme in order to
export capital. Another solution would be to force pension
funds to invest the bulk of their assets in government debt.
However, this likely would dilute and diminish the benefits
of pension fund reform. Thus other solutions should be preferred.
Privatization policy may contribute to the growth of
stock market free float, through more privatization transactions and preferences to initial public offerings as
opposed to direct sales or employee buyouts.
It also is critical to increase the availability of attractive
debt instruments. Adequate regulations are needed concerning commercial paper, corporate bonds, and municipal
bonds, as well as mortgage securities and other asset-based
securities. An adequate regulatory policy is needed that
allows pension funds to invest a substantial portion of
their assets in various nongovernmental debt instruments.
Observation 19. Reform of the pension system
through the creation of privately managed pension
funds may have a substantial impact on capital market development and thus contribute to the improvement of financial sector structure. However, the
introduction of pension reform when the legal and
institutional framework for capital markets is too
weak or macroeconomic policies are unsound may
result in failure.
Observation 20. Pension reform, creating a growing
stream of forced savings channeled into the capital
market, may contribute to a stock market price bubble. To diminish this risk, there is a need to increase
the availability of assets in which pension funds can
invest. To this end, privatization polices should aim
to increase stock market free float. It also is critical
to increase the availability of eligible, attractive corporate debt instruments.
Is There a Role for Domestic Capital Markets in
Transition Economies in the Future?
In this paragraph we react to suppositions presented in
Claessens, Djankov, and Klingebiel (2000) that domestic
stock markets will have no significant role in transition
economies in the future. Claessens, Djankov, and
Klingebiel analyze the present situation and best-case sce-

6. The introduction of funded pension schemeshas been presented as "the singlemost important decision Balticgovernments can
make to support equity culture" (Hansabank Markets 2000: 9).
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narios for market capitalization and market turnover in
transition economies until 2005. They conclude that stock
markets in transition economies are small and dormant
and that most of these markets will not achieve minimum
economies of scale in the foreseeable future. They notice
that, in the era of global stock markets, services will be easily available abroad, both for companies wanting to raise
capital and for investors wanting to invest in stocks. Thus,
they recommend that transition economies should avoid
developing costly stock markets and instead should concentrate on building basic legal infrastructure to protect
creditor and shareholder rights and support development
of the banking sector.
As far as the present situation of stock markets in
transition economies is concerned, the findings by
Claessens and his co-authors are compatible with observations presented here. We also subscribe to their insistence
on building basic legal infrastructure and developing the
banking sector. However, their conclusions and recommendations concerning the future role of stock markets in
transition economies are less convincing.
Claessens and his co-authors' conclusions-that most
of the stock markets in transition economies have no
chance of achieving minimum economies of scale-could
be different if they took a long-term perspective of 10 to 20
years instead of 5 years only. With a longer perspective, the
effects of pension reform on the capital market would be
dramatically bigger than in their five-year scenarios.
In our view, there is interdependence between development of a domestic stock market and pension reform
based on the introduction of mandatory funded pension
schemes. From one side, introduction of mandatory funded pension schemes may dramatically speed up development of the stock market. From the other side, without the
existence of a domestic capital market including a stock
segment, a macroeconomic rationale for mandatory funded pension schemes is questionable, as it would mean
mandatory export of capital from countries that have a
domestic savings deficiency and huge domestic investmenit
needs.
We do not agree that foreign listing may adequately
substitute for a domestic stock market. For a substantial
group of smaller companies, which could consider listing
on the lower tier of the domestic market, foreign listing
may not be practical because of additional costs resulting
from dealing with different legal systems, the necessity to
present documentation in a foreign language, and distance
to investors. We also think that a domestic stock market
hardly can be substituted in its important educational role
for the elite, media, and broader public. Lack of a domes-
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tic stock market may contribute to creation of the Third
World type of structural division of the economy, in which
a separate group of international companies predominately bypasses the local legal system, using foreign jurisdiction
and foreign listing, and in which little pressure is brought
to bear on improving the domestic legal and institutional
framework.
With the exception of very small and open economies
(with very high ratios of foreign trade to GDP) efforts to
develop domestic stock markets make sense, as countries
without them will be handicapped in their economic and
social development. Of course, the existence of a domestic
stock market does not exclude the possibility of cooperation links (including co-listing agreements) with other stock
markets.
Observation 21. Except small and open economies,
countries without a sound domestic stock market
may be handicapped in their economic and social
development. (a) For potential issuers, a domestic
stock market cannot be fully substituted by foreign
listings, as direct access to foreign stock markets may
be practical only to a relatively small group of companies. (b) Lack of a domestic stock market will slow
down economic education of the elite and broader
public and will slow down development of equity culture. (c) Without a domestic stock market, investors
interested in stocks will be forced to invest abroad,
which would diminish the level of domestic investment. (d) Lack of a domestic stock market may contribute to creation of a Third World type of structural
division of the economy characterized by the existence of a separate group of international companies
that predominately bypasses the local legal system,
using foreign jurisdiction and foreign listing, and an
absence of pressure on improving the domestic legal
and institutional framework. (e) Without the existence of a domestic capital market including a stock
segment, the macroeconomic rationale for mandatory funded pension schemes is questionable, as it
would mean mandatory export of capital from countries that have a deficiency of domestic savings and a
huge need for domestic investment.
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Banking Sector Restructuring

Chapter 5

Estonia: The Financial System in
Retrospect and Prospect
Helo Meigas

T

his chapter investigateshow prospectivechangesin the businessenvironmentare likelyto affect
the banking sector in Estonia and, by examiningwhether global pressures are likelyto dominate country-specificfactors, assessesthe extent to which the changes expected to take place
in the global banking sector will be replicated in Estonia. Two main areas are considered:
* Changesin the structure of the banking industry
* The future of banking.

Amongmany trends that are havingan important
effecton banking,this chapter emphasizesthe significanceof competition(bothinternaland global)and new

Partlydueto theimplementation
ofpolicyandregional integration,financialmarketsin Estoniagenerallyhave
adoptedthe modelof "universalbanking,"in whichthe

technology. But these trends first must be examined
against the background of Estonia's emerging financial
market structure.

separation of banking and securities is not mandatory,
and different segments of the financial market are integrated, giving banking groups the leading position in
financial intermediation. The two largest banks account
for 85 percent of the banking sector, 90 percent of leasing
and investment funds, 60 percent of life insurance, and 70
percent of transactions on the Tallinn Stock Exchange
(TSE).
The securities market started to develop in 1994 when
the Estonian Central Depository for Securities (ECDS) was
founded. The ECDS maintains the central register for securities and is the clearinghouse for securities transactions.
The securities market is comprised mainly of equities, while
the share of debt securities is modest. The fixed exchange
rate supported by the currency board system has reduced
the possibility of introducing monetary policy instruments
based on the Estonian kroon. The budget of the central
government has been balanced on the whole, and the securities market has developed without short-term central

Evolution
ofEstonian
Banking
andSecurities
Market
Estonian banking has changed dramatically since the
new economic and legal framework was introduced in the
early 1990s. The number of credit institutions dropped
sharply from 42 banks in 1992 to 11 by the end of 1997
(see table 5.1). A second wave of restructuring occurred in
1998. Increased competition resulted in several major
mergers, and many weaker and inefficient institutions left
the market. Consolidation was followed by an inflow of
foreign capital from Scandinavia. Swedish banks acquired
majority stakes in Estonia's two biggest banks, increasing
the market share of foreign-owned banks to more than 90
percent. In autumn of 1999, the Bank of Estonia issued a
license to a new bank for the first time since 1993, increasing the total number of banks to seven.
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TABLE
5.1 STRUCTURE
OFTHEESTONIAN
BANKING
SECTOR,
1992-99
Indicator

1992

1993

1994

1995

1996

1997

1998

1999

Number of commercialbanks

42

19

22

18

13

11

6

7

Number of private banks

38

17

21

17

12

11

5

6

2

2

1

1

1

0

1

1

Number of state-ownedbanks
Concentration index 21 (percent)

-

31

37

41

45

49

85

84

Concentration index 42 (percent)

-

57

62

68

72

81

94

98

4,788

6,391

10,067

14,857

21,902

40,582

40,995

47,071

Growth cf domesticcredit

1.34

1.56

1.60

1.54

1.74

1.82

1.12

1.12

Ratio of bad to total loans

-

-

1.5

1.1

2.4

1.2

1.4

1.7

Capital adequacy (percent)

-

18.1

13.4

13.7

12.1

13.5

17.0

16.2

-

14.7

29.0

33.4

44.2

60.

61.6

Total assets of banks
(millionsof EEK3)

Share of foreignownership(percent) -

- Not available.
1 The percentage of two largest banks' assets from total banking sector assets
2 The

percentage of four largest banks' assets from total banking sector assets
3 1 EUR = 15.65 EEK (Estonian Kroon)
Source:Bank of Estonia

government securities. The private sector has taken over
benchmarking to a large extent.
Since 1996, the TSE has operated an electronic on-line
interactuve trading system offering continuous quotation
within an order-driven system, and all securities are dematerialized. Clearing and settlement are processed on a delivery versus payment basis.
FromrNovember 1996 to September 1997, the number
of traded companies grew from 5 to 26. As a result of the
excessive optimism of local investors, the abuse of leverage,
and changes in the external environment, Estonia's stock
exchange index, TALSE,more than tripled. Market size grew
sevenfold in 1997, reaching 38 percent of gross domestic
product (GDP). The volatility in global markets has had a ripple effect in Estonia. The first crisishit in October 1997, when
the TALSE index fell 60 percent from its peak in August of

that year. In 1998, the TALSE fell another 68 percent, and
market tumover fell 50 percent; it has yet to recoverfully.The
relatively low level of stock prices encouraged foreign
investors to acquire a majority stake in several Estonian companies. The share of foreign investors in the equity market
increased to more than two-thirds and is dominated by
Swedishand Finnish capital. The more than twofold growth
in the capitalization of the stock market in 1999 was mainly
due to the listing of Estonian Telecom shares.1
Despite the rapid development of the securities market,
the banking sector remains dominant (see figure 5.1).
Strong relations between banks and other financial intermediaries allow banks to exert a significant influence on the
development of the financial sector at large. At issue is
whether global trends are going to alter Estonia's pattern of
financial development.

1. The shares of Estonian Telecomconstituted approximately half of the EEK 40 billion capitalization of the stock market at the
end of the first quarter of 2000 (Estonia's currency is the kroon).
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Changesinthe Structure
of the FinancialService
Industry:
Concentration
andNewCompetitors

becausethe market was expandingand marginswere wide.
Since 1998, when consolidations took place, banks have

Internationally, the main driving force behind consolidation has been the need to enhance competitiveness by
expanding activities geographically and offering a wider
variety of services. The obvious implication of consolidation has been the reduction in the number of banks.2
In Estonia, the number of banks has decreased from 42
in 1992 to 7 today. The profit margins of banks have been
relatively high, and mergers have been triggered mostly by
the need to strengthen the balance sheet of weaker banks.
There is almost no room for further consolidation through
mergers, and each institution must find the means to
increase efficiency within itself.
Recent mergers show that consolidation helps to
increase efficiency. Until 1998, banks did not target costs

been trying to lower their costs by reducing their staffing
and closing branches. As a result of these efforts, banks
likely will again enjoy upward-sloping returns.
When internal resources for streamlining costs have
been used up, the only way for banks to remain competitive is to expand their activities to neighboring markets
using cross-border and cross-business acquisitions. Both
of these have occurred on a wide scale in Scandinavian
countries and on a smaller scale in the Baltic states during
the past two to three years.3 By 1996-97, several Estonian
banks had established leasing subsidiaries and were about
to open subsidiary banks in other Baltic countries.
Instead, the Russian crisis forced them to lower their own
cost base and to concentrate mainly on domestic organi-

2. In the United Statesthe number of banks decreasedfrom 9,881 to 7,152, or 28 percent, during 1988-98 (Mishkin and Strahan
1999); in Europe the drop was from 12,256 to 9,285, or 24 percent, during a slightlyearlier period (ECB1999).
3. For example, in the case of MeritaNordbanken or SkandinaviskaEnskilda Banken (SEB),the initial building blocks came from
one country. During the 1990s they were transformed into pan-Scandinavianfinancial conglomeratesoffering a wide range of
financial products. After establishing a presence in Scandinavia, Skandinaviska Enskilda Banken, MeritaNordbanken, and
Swedbank enlargedtheir scopeto the Balticregion by enteringall three countriesduring 1998 to early 2000. MeritaNordbanken
made the last acquisitions,buyingbanking subsidiariesfrom SocieteG6n6ralein Latvia and Lithuania. The deal went into effect
on March 31, 2000.
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zational structures. As a result, financial organizations
consolidated in 1998-99, revising and postponing panBaltic strategies.
Geographic expansion has been accompanied by diversification into other financial services. Leasing offers good
possibilities for diversification and is growing rapidly.4 Life
insurance is included in organizational structures, but the
market is immature and volumes remain low.
The structure of the Estonian banking sector is expected to follow international trends. Based on recent developments, the number of banks in Estonia probably will be
roughly the same in 10 years as it is today. Consolidation
is not likely to proceed further. Three (at most four) banks
will offer a wide range of financial services, and a few
smaller, niche banks will compete mostly with nonbank
institutions, largely because they are oriented toward asset
management. All banks are either predominantly or fully
owned by foreign capital. They maintain efficiency by
expanding to neighboring countries and by looking for
sources of revenue outside traditional banking services.

The Asset Side of the Banking Sector
It is an international trend for borrowers to bypass
banks. Offering access to bond markets has become a profitable business for nonbank financial institutions. Through
the elimination of one middleman, borrowed funds have
become less costly, and that, in turn, has opened up the
market to nonbanks and led to a boom in the commercial
paper market. This has caused banks to shift their assets
from lending to securities.5
In Estonia, the volume of the bond market historically has been low, with no significant increase in recent
years.6 Compared with the banking sector's loan portfolio,
capital markets have not established themselves as an alternative for financing the economy. Commercial paper has
been dominating the market, and only very recently has
turnover increased in the maturities of 3-12 months; longer
maturities are still almost nonexistent (see figure 5.2).7

Banks are the main intermediaries and dominate the
business side of the bond market. Several analysts in
Estonia have argued that there is no good reason why
other institutions could not offer similar services at better
prices. Nonbanks have been able to compete successfully
with banks primarily in public offerings. The development
of pension funds should increase the demand for fixedincome products, which are traded on the secondary market. As a consequence, big, high-quality borrowers (such as
municipalities, telecommunications firms, and utility companies) will shift away from banks. The small and mediumsize enterprises, which are difficult to analyze and in which
lending risks are higher, likely will become the main clients
for banks.
Two factors are offsetting this trend in Estonia. First,
banks have established themselves firmly in the commercial
paper and bond market and have good client relationships
with larger corporations. Their main advantage is their
ability to offer combined services, because nonbank financial institutions do not have sufficient balance sheets to
offer underwriting. Looking at the liabilities' side of
Estonian enterprises shows that banks are very dominant
(see figure 5.3).
Banks' superior ability to assess the credit risk of a
borrower historically has been a major comparative advantage of banks. Banks also have been able to access funds at
better rates. Today, credit rating agencies in developed markets are taking business away from banks, and the market
is now able to estimate the credit risk of borrowers.
Investors feel comfortable lending directly to companies
without the intermediation of banks, making it possible
for companies to obtain competitive rates. Estonia, in contrast, does not have local rating agencies. International rating agencies are not likelyto establish themselves in the market, because local companies are too small to afford the
costs of rating. Banks are the only other companies that possess ratings from international rating agencies, and that is
not likely to change significantly in the near future.

4. The income earned from the leasingactivitiesof the total consolidated banking groups in Estonia reached as highas 44 percent
of total interest income and 16 percent of total revenues as of the first quarter of 2000. In recent years, when the economic slowdown brought a decline in lending, growth was restored first in lending to financial institutions, mostly leasing companies. In
the first half of 2000, total banking sector lending to financial instiutions was double lending to corporations.
S. According to Saapar and Soussa 2000, the share of loans in big banks in the Organisation for Economic Co-operation and
Development (OECD) countries decreased and investments into securities increased over the period of 1991-98. The sample
incLided 74 OECD banks with total assets of £100 billion or more as of December 31, 1998.
6. The total volume of new bond issues registered in ECDS at the end of 1999 was less than EEK 800 million. Total bond market
capitalization at the end of the first quarter of 2000 was EEK 3.6 billion (less than 5 percent of GDP), whereas the loan portfolio of the total banking sector in the first quarter of 2000 was EEK 27.5 billion (36 percent of GDP).
7. In absolute terms, it amounted to EEK 750 million.
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Infrastructurecompaniesand banks are the only companies
likely to be able to tap directly into (international)bond
markets. Banks,with their strong ownershipstructure, are
in a relatively good position to access capital markets.8
Consequently,the cost of funds to nonbank and industrial
borrowers tends to be higher than the cost of funds to
banks. If smaller enterpriseswere to issuea public bond,
they still would need a bank either to underwrite the issue
or to provide a guarantee.
Second, the size of the market in absolute terms will
work against the developmentof a local bond market. The
capitalization of the debt securitiesmarket is EEK 3.6 billion or 8 percent of bank assets (as of March 2000).
Additional supply to the market can come either from the

governmentissuingdebt or from foreigninvestorshedging
their local currencypositions.In connectionwith the forthcoming pension reform, various foreign expertshave recommended issuing central government securities in the
local market. But from the point of view of long-term
financial safety, it may not be advisable to generate government deficit just to create domestic investmentopportunities for the second pillar of pension reform. The government's financial discipline in avoiding significant
amounts of external or internal debt has contributed to
macrostability and enhanced credibility in the currency
board arrangement. After Estonia joins the European
Monetary Union, foreigninvestorswill no longer have to
issue kroon-denominated securities to cover foreign

8. Recent improvementof Hansabank credit rating to BBBby Standard and Poor's has brought its rating to the level comparable
to that of the Republic of Estonia, and the recent 150 millioneuro bond issue was priced significantlylower than even the sovereign debt of the neighboringcountries (that is, Eurobor + 109 basis points, includingcosts).
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FIGURE5.3 SHAREOFBANKLOANSIN TOTAL
CORPORATE
In Estonia, local factors (the smallness of the market,
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35 _
take much longer than in other countries. In the coming
*Bank loans
years, banks will lose some of their largest clients, but as the
30 -Leasing
fixed-income market for medium-size companies is not
Debt securities
[2
|
likely to pick up rapidly, most of the financing will come
either from banks or directly from parent companies.
25
In Estonia, capital markets do not seem to be signifi= 20
cantly threatening the position of banks in the lending
Iu
*
*
*market.
This may not be beneficial from the point of view
l5
of competition and efficiency of the financial markets. To
take a more active approach to developing the infrastruc10
tore, authorities will need to analyze which segment of the
fixed-income market is most likely to succeed and develop
S
that particular market segment. Within the context of the
globalization of financial markets, a full-fledged local bond
0
market may turn into an inefficient undertaking, suffering
1994
1995
1996
1997
1998
from low liquidity and high volatility.
Source: Bank of Estonia.

The Liabilities Side of the Banking Sector

exchange risk. Today, the main players in the debt securitics market arc Nordic financial institutions, whose bond
issues cover two-thirds of the primary market and approximately half of the secondary market. This trend is changing as Estonia is increasingly perceived as a home market,
and therefore, neither financial institutions nor real sector
enterprises hedge their investment positions in local currency. As -he supply to the bond market is fairly limited, the
demand for fixed-income investments (coming from pension funds and from other institutional investors) is likely
to go to foreign issuers, which are rated by independent
agencies and have a longer track record.
Securitization of the loan portfolios of banks will
remain relatively limited because the secondary market for
fixed-income products is not active enough, and little local
expertise is available to assess the securitized credit risk.
Also, the cost of setting up the legal and institutional framework for starting an efficient securitization is relatively
high compared with the limited volume of the market.
Until their capitalization remains high and they need their
earning assets, banks will not be interested in selling loans.9

Internationally, pension funds and mutual funds have
been fighting for access to houschold savings. By purchasing a diversified portfolio of assets, they have been able to
offer investors the possibility of holding a well-diversified
and liquid portfolio with a much higher yield than that provided by a bank deposit. Adequate regulation has helped
such intermediaries to offer their clients the same level of
confidence as that offered by banks.
The structure of personal savings (bank deposits versus
securities market versus insurance premiums held by private individuals) shows the dominant position of bank
deposits in Estonia (see figure 5.4). Neither the equities
market nor investment funds have been able to advertise
themselves as safe alternatives for personal long-term savings. 10 Most of the money in the securities market has
been speculative, as proved by the market's relative liquidity despite its smallness in absolute terms.11 In order to gain
a reputation and growth rate similar to those of banks,
securities markets and fund managers must demonstrate a
good track record in order to attract savings instead of
speculative money.12 Another illustration of the lack of

9. Averagecapital adequacy of the Estonian banking sector in the first quarter of 2000 was above 17.3 percent.
10. The tctal investment of private residents at the end of 1999 was EEK 1.4 billion in shares and EEK 37 million in investment fund
units. Total private resident deposits in the commercial banks had risen to more than EEK 10 billion.
11. The liquidity ratio of the Estonian equity market has been relatively high throughout its history. In 1997-98 the liquidity ratio
(turnover to market capitalization) for equities was more than 100 percent. It dropped to 15 percent, though, in 1999, both
because of a decrease in turnover as well as an increase in market capitalization due to the listing of Estonian Telecom.
12. The average annual growth rate of bank time deposits for the period 1993-99 was 54 percent.
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but the overall trend is likely to be similar to the international one. International investments will be favored over
products specific to local markets. With products based on
local securities, banks, which have a better distribution
network, will have an advantage over nonbanks, which will
have difficulty achieving adequate volume. Nonbanks in
Estonia will attract local savings that are largely speculative. Clients looking for higher returns (and willing to take
higher risks) will go to asset managers offering venture
capital funds. Decisions concerning pension reform may
influence the competitive position of nonbanks. If the payas-you-go system becomes dominant, the banking sector
will not be challenged. But if the government decides to
place more emphasis on funded pension schemes, the development of the securities markets will be encouraged at the
expense of banks.

Developments in Banking Business: Reorientation
confidence is the very small volume of pension funds,
which, despite generous tax benefits, have not been able to
get off the ground.13 Population trends also will be influencing the structure of savings-demographically the population is aging fast, but retirees have smaller savings and
less knowledge of securities markets than the general population. Their conservatism is very high, and consequently they choose bank deposits with smaller returns.
There is, nevertheless, little doubt that the international trend of investments flowing from bank deposits
into higher-yield products will be replicated in Estonia.
Even if the local market is unable to offer alternative products with a suitable degree of risk, accession to the
European Union will make it easier for European institutions to offer standard products in Estonia.14 This would
expand the choice of investment products, making investments in funds more attractive. Also local banks are developing products that serve as alternatives to bank deposits.
Most banks have established mutual funds, have acquired,
or are in the process of acquiring, licenses for pension
funds, and offer life insurance products. By cross-selling
products offered by different companies in the group, they
are able to sustain the loyalty of their clients.
It is likely that Estonian households will continue to
use bank deposits as an important instrument of savings,

of Business, New Channels of Distribution
Internationally, it has been argued that a need to
improve return on equity and assets and to compensate for
a decrease in net interest margins will be the driving forces
leading to restructuring in the banking system. Banks need
to change the way they do business, both by restructuring
their operations as well as by increasing their risk taking in
order to achieve higher margins and larger volumes. If this
trend leads to a decline in their credit rating below that of
their customers, this may lead to a further decrease in their
traditional business and to an acceleration in their search
for nontraditional services that offer higher returns.
In Estonia, the ownership structure of banks will have
a significant effect on how banks operate. In order to
improve profitability, Swedish (and Finnish) banks, presently operating in Estonia under the slogan "offering local
banking," will most likely turn banks into branches. As a
result, many services will be outsourced to the parent bank,
and branches will be run under strong central supervision.
For this reason, banks in Estonia are unlikely to decompose
their services in order to subcontract specialist services to
other companies. Such processes will be increasingly conducted through parent banks. An Estonia-specific feature
may be that some development of information technology
will take place in Tallinn; for example, Internet banking

13. Up to 15 percent of annual income invested in pension funds is tax deductible.
14. As of June 2000, four Estonian banks offered retail investment products of Europe-orientedfunds, managed mainly by their
Nordic owners. MeritaNordbanken branch in Tallinnoffered three funds (a fixed-income,a mixed, and an equity fund) managed byMerita Rahastoyhtid. Minimuminvestmentwas $300. Chispankofferedtwo funds managed by SEBwith no limitations
on minimum investment.For investmentsinto foreign funds, Hansapank has set a minimum limit of $5,000.
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will be conducted in Estonia for the whole banking
group.15
Developingnew lines of businesswould mean putting
more emphasison investmentbanking and asset management. The limited supply of local investment products
will force banks to look increasinglytoward other markets. This willput them into directcompetitionwith banks

FIGURE
5.5 NONINTEREST
REVENUE
OFBANKS
IN
ESTONIA,
1998-2000
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already well established in the business (banks and fund
managers operating in that particular
market).
Consequently, instead of developing tailor-made products
based on securities from other markets, banks are likely to
act as agents for global fund management companies or
parent banks and to offer their products for an intermediation or agency fee (recent campaigns where banks offer
funds managed by their parent banks are first examples of
such a trend). As the value added by such services is very
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limited, they will not become a major source of revenue for

local banks. Therefore, the ratio of noninterest income to
total income, which for Estonian banks has been between X
20 and 40 percent in recent years, is not likely to change
significantly (see figure 5.5). It is unlikely that on-balance-sheet items will shift to off-balance-sheet items in
the income structure to the extent that this is happening in
banking internationally. Instead, offering alternative
investment vehicles is necessary for banks to keep customers within the bank and to avoid losing them to nonbank financial institutions, which are intensively competing with them in this market. The central role of traditional
banking services is well reflected in the income statement
of banks. The share of noninterest income increased
sharply-by roughly 20 percentage points-until 1997
due to the booming stock market. After the crash and
subsequent crises, however, this proportion is again returning to "normal."'1 6
Profitability will not be a great problem for banks in
Estonia because competition is fairly relaxed. The entrance
of strong newcomers from abroad offering traditional
banking services is not likely, as the market is too small and
the cost of establishing a business is too high relative to the
potential increase in business volume. This will allow larger banks to charge fairly high rates for their services and
consequently to sustain high earnings. As a result, in coming years capital likely will remain in Estonia rather than be
employed more profitably elsewhere. Assets in Estonia
have a potential to offer good returns.
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In an environment in which banking is largely foreign-owned, local factors probably will be subordinated to
the needs of the group, because of the high costs of maintaining separate structures and operations in each country.
It remains to be seen whether this will lead to inefficiencies
in the local market and open up business opportunities to
local nonbank financial institutions, thus strengthening
their position in the market. The ownership structure of
banks will limit their activity in asset management. Acting
as an agent to global managers and offering the standard
products of parent banks will keep the margins from such
activities low. Moreover, competition in this market segment will be fierce, because a limited amount of investments will be required to start operations. As a result, in the
next 10 years the share of revenues earned from traditional banking services (loans) in the Estonian banking sector
will remain relatively high, in contrast to the international
trend.
Internet banking has been available in Estonia for
many years (see figure 5.6). Because commercial banking
as an industry is only 10 years old, there have been fewer

15. As an example of this, the Union Bank of Estonia and SEB formed an information technology consortium on May 15, 2000, to
be located in Tallinn, Estonia. That institution will develop new electronic solutions for the whole group.
16. Noninrerest income for banks on a solo basis was 38 percent in the first quarter of 2000.
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opportunities to develop costly branch networks. The
number of branches per 1,000 inhabitants has never
reached levels common in Europe.17 Instead, in the past
two years, this number has been decreasing,as branches
closed and banks opened Internet service points in relativelyremote areas. The percentageof clientsmaking payments through electronic means shows a steep upward

trend.18 Customers seem ready to accept electronic banking. Consequently,the spread of Internet banking will not
constitute a cultural change for people in Estonia, where
Internet has been offered continuously in parallel with
developingnew services.
The developmentof Internet banking may even occur
much faster in Estonia than in many countries in Europe.

17. The number of branches in Estonia was 0.17 per 1,000 people in 1999. Compared with a European average of 0.48 in 1997,
this is a modest number.
18. The slight drop in the number of Internet payments and a consecutive increase in debit orders are due to the introduction of a
fee for Internet payments by the major bank in April 2000.
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Developments in the telecommunications sector strongly
support this. Last year, the number of people using the
Internet in their everyday banking increased significantly,
and by early 2000 more than 15 percent of all accounts
opened at banks used the Internet. The number of Internet
users in Estonia is one of the highest in Eastern Europe.1 9
Even the state administration is making full use of the
technology. 2 0 In addition, Estonia is well positioned
regarding mobile devices, which, in turn, will allow fast
introduction of mobile financial services. This favorable
technological background will allow the fast implementation of electronic means of conducting business. Also labor
laws, which are an impediment to change in many countries in continental Europe, provide Estonian workers no
protection against redundancies. As a result, banks can
streamline their business as technological advances allow
them to close branches and switch increasingly to electronic banking.
Electronic banking will substantially improve the efficiency of banking in Estonia. Although the amount of
investment required to make full use of modern technology is very high, electronic banking enables banks to
decrease the costs of offering banking services in the long
run (the cost of a transaction conducted over the Internet
is only a fraction of the cost of a transaction conducted in
a branch). As a result, banks have a strong incentive to offer
a wide range of products to support such investments.
Consequently, banks put high priority on product development. Today, only one brokerage company is capable of
selling shares through the Internet, whereas most banks
have offered this service for several years.21 Because of the
small customer base and relatively high fees, this company
is not yet popular among day traders.
Banks have detected a source of value (both for themselves and for their customers) by intermediating customer
transactions in so-called "bank malls." Information systems will allow banks to create a secure environment in
which customers can pick up the merchant from the bank's
website, choose the goods, and pay for them. The next step
will be adding such possibilities to mobile devices, which
will he Lp banks to retain old and gain new customers

more easily. Although, historically, having a branch network has been seen to support the strong position of
banks, the relative balance between banks and nonbanks
probably will not shift considerably with the wide adoption of new technologies. Using the Internet to offer financial services is still an investment-intensive strategy, which,
although it increases efficiency in the sector in general, will
not change the relative position of banks versus nonbank
financial institutions.
The only likely competitors in the local market will be
international banks with strong brand names (from neighboring countries). An increase in the use of electronic transactions will open the door for international banks to compete in the retail market. As their level increases, deposit
insurance and sophisticated Internet portals, which have
been developed to be used globally and benefit from high
volumes, will have a fair chance of attracting customers
away from local banks.
Estonia is not likely to suffer from the "conservatism"
of European households, which has limited the spread of
Internet-based banking services. As far as technological
advances are concerned, and the impact that they have on
the way business is done, Estonia is in the forefront in
Europe. Innovative attitudes to offering services to clients,
and a lack of preconceived ideas about what banking
should look like, will make it easier to develop banking in
a more up-to-date manner. Obviously, such fast development will be a major challenge for supervisors who have to
keep themselves up to speed. Although improving efficiency, this is not likely to substantially increase competition in
the financial services market. High investment costs, which
are sustainable only with high volumes, make it very likely that the position of banks versus nonbank financial
institutions will remain strong.
Conclusions
The Estonian banking sector probably is not applicable to the Europe and Central Asia region in general.
Consolidation has already taken place in Estonia, and the
market is almost totally foreign-owned. In the near future
banking in Estonia is likely to develop in the same direction

19. The degree of Internet usageamong Estoniansbetween the ages of 15 and 74 almost tripled during past 2.5 years, from 10 percent in the third quarter of 1997 to 26 percent in the first quarter of 2000.
20. An example of such innovations is the initiative of banks and tax authorities this year to offer individualsthe possibility of filing their personalincome taxes using Internet banking facilities.The number of people who filedtheir personalincome taxes over
the Internet was 11,760 (approximately0.75 percent of the banks' base of private clients).Only two banks offered this service
in 2000, but a higher rate of activity is expected over the coming years.
21. Historically,
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as banking in Europe. At the same time, there are several
areas in which global trends will not be fully replicated.
The main factor shaping the banking market internationally is competition.A limitedvolume and client base in
Estonia will not encourage sufficient competition from
outside. The market is so dominated by banks that it is
increasinglydifficultfor nonbanksto gain sufficientmarket
share in order to offer servicesat competitiveprices.As a
result, banks in Estoniaare well equippedto preservetheir
competitiveedge against nonbanks. The ability to adjust
the cost base and a strong market position will help them
to keep their customers. Even a very fast spread of electronic banking servicesmay not be sufficientto allow nonbank financial institutions to improve their position
becausevery high investmentsare needed to developcompetitive Internet-basedsolutions.
Concentrationlikelywillremain high unlessregulators
intervene. The market is small and well divided among
the largestplayers, with concentrationmuch higherthan is
considered normal in European countries. As a result,
smaller institutionsfind it difficult to establishthemselves
in the market. Special attention needsto be paid to possible malpractices,which may further decreasethe abilityof
new institutionsto enterthe market. Bankshave the advantage of usingcross-subsidiesfor new productsdevelopedby
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somebodyelse.As a result, the market is practicallyclosed
to newcomers. If competition comes neither from nonbanks nor from the outside, the efficiencyof the financial
markets in general will deteriorate and may begin to
depress economicgrowth. The demand for banking (and
other financial)serviceslikelywill continue to rise, along
with the incomeof the population.This willpose a serious
challengefor regulatorsif the developmentsdescribedhere
take place. In order to use the securitiesmarket as a complement to bank services,more attention should be paid to
providinga favorable environmentfor the developmentof
nonbank financialinstitutions.
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Chapter 6

Financial Sector Restructuring:
The Croatian Experience
Marko Skreb and Velimir Sonje
inancial sector restructuring is a very demandingtask in countries in transition, both in theory and in practice.1 There are at least two reasons for this. First, before the transition began, the
financial sector was one of the least-developed sectors in the socialist economy. Second, even
in developed economies, there is no consensus on many of the issues surrounding financial sector regulation, restructuring, and institution building.
This chapter seeksto analyzethe relationshipbetween
the central bank and the ministryof finance in theirpursuit
of financialsector restructuring.This approach is taken for
three reasons. First, those two institutions are usually
responsible for regulating, supervising,and restructuring
the financial sector.Even if some specializedagenciesare
formed, they are usuallyunder the auspicesof the ministry
of financeor the central bank. Second,their joint effort is
needed to produce an efficient,stable financial system, a
necessary condition for sustained growth. Nevertheless,
their coordination is rarely analyzed. Third, a healthy
financial sector relies on the followingingredients:"...the
reform of the banking sector,the restructuringof the enterprise sector,and the attainment and preservationof macroeconomicstability."(Blejer1999: 385).This chapter therefore addressesthe questionof bankingand macroeconomic

stability.The central bank and the ministryof financeare
the main institutions behind financial sector reform, and
their relationshipis crucial for the soundnessof the financial sector.
The analysis is framed in terms of the coordination
between monetary and fiscal authorities in the process of
transition.2 Theseauthoritiesneed to coordinatetheir activities,whileremainingindependentin pursuingtheir specific
objectivesat the same time. Becausethe subject of overall
coordination is very broad, the analysisnarrows the focus
to two topics: (a) macroeconomicissuesof fiscaland monetary policycoordinationand (b) the coordination between
monetary and fiscalauthorities in the banking sector and,
in particular,in the resolution of banking crises.
Both featuresare essentialfor successfulfinancialsector restructuring. First, without macroeconomic stability

The authorswouldliketo thank Messrs.AndrewLovegroveand EvanKraftfor theirusefulcommentsand suggestions.
1. For moredetails,see,for example,Blejerand Skreb(1999);EuropeanBankfor Reconstruction
and Development(1999).
2. In thischapter,the terms fiscalauthority-authoritiesresponsiblefor implementingfiscalpolicy-and monetaryauthorityauthoritiesresponsibleformakingdecisionsonmonetarypolicy,bankingregulation,andsupervision-areusedextensively.
Thus
the monetaryauthorityis assumedto be the supervisoryauthority;that is, it performsthe functionof supervisingbanks.
Monetaryauthorityhas a broadermeaningthanjust institution(s)responsiblefor monetarypolicy.Thetermscentralbankand
monetaryauthorityare usedas synonyms.
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(including low inflation), no meaningful financial sector
restructuring can take place. Second, as all transition
economies had a banking crisis and as banks are the most
important financial intermediaries, resolving crises in the
banking sector is essential for financial sector restructuring.
With time, the need for state intervention will diminish.
Transition economies did not inherit well-developed
institutions from the past, and institution building is one of
the main priorities of reforms. Genuine coordination
between monetary authorities and fiscal authorities is scarce.
There is the risk that one side will dominate the other (usually the fiscal authority tries to dominate the monetary
authority). Neither side shares the same perception of the
same problem nor necessarily has the same objectives. The
legal framework within which monetary authorities and fiscal authorities operate is sometimes poorly defined and
changes frequently. This can exacerbate the problem of
coordinat on, which affects the speed and quality of financial sector reform. Besides, not everything can be written
down in [aws. The quality of coordination and reform
depends in large part on day-to-day business, habits, relative
political power, and (sometimes) the strength of personalities that head the monetary and the fiscal authorities.
The analysis is based on the case of Croatia, but the
conclusionis have broader applications.

dition. Long-term sustainable econoillc growth can be
supported by an independent central bank only if at least
three political and economic mechanisms, which link central bank independence and growth, function properly:
* Reasonably low inflation
* The successful operational coordination between
fiscal and monetary policy
* The clear division of responsibilities between fiscal
and monetary policy in the process of resolving a
financial crisis.
These three conditions are equally important. The
simultaneous proper functioning of all of them makes central bank independence good for economic growth. On the
one hand, it is still an open question as to whether or not
central bank independence, when it leads to a central bank
"going it alone" in its commitment to low inflation, is
good for the economy (Wagner 1998). For example, if
commitment to low inflation is followed in times when
money issues are used to finance the resolution of a largescale financial crisis, this probably will lead to a classical
clash between fiscal and monetary policy. A clash can show
up either as a clash between the domestic and external
(exchange rate) goals of economic policy (Bordo and
Schwartz 1996) or as an "unpleasant monetarist arithmetic." This kind of "arithmetic" can show, ex post, that
low inflation is not an optimal solution if fiscal policy

Issues
Macroeconomic

dominates monetary policy (Sargentand Wallace1981).

The literature on central banking usually distinguishes among the three basic types of central bank independence: goal independence, instrument independence, and
legal independence. Numerous authors assume independence to be a value in and of itself. It is generally believed
that central bank independence brings about low inflation, which is good for economic growth (Cukierman
1992; Cuiierman, Miller, and Neyapti 1998).
The Croatian experience indicates that this view oversimplifies the independence-growth agenda. Although high
inflation slows economic growth, there are other important
mechanisms for linking central bank independence and
growth. Two of them proved to be very important in the
case of Croatia. The first is the operational coordination
between fiscal and monetary policy. The second is the clear
division of responsibilities between fiscal and monetary
policy during the resolution of a financial crisis.

On the other hand, a society can extract great benefits
from low inflation even when the legal independence of the
central bank is incomplete. This probably will occur if the
benefits of low inflation are broadly understood among the
population, if there is successful operational coordination
of independent monetary and fiscal policy, and if there is a
clear division of responsibilities between the central bank
and the government in the resolution of financial crises
(that is, if there is no confusion concerning who is responsible and who bears the costs of the insolvency of financial
intermediaries). In these circumstances, reputation or habitual independence will substitute for imperfect legal independence.

Central Bank Independence and Fiscal-Monetary
Coordination
Four conditions are related to the positive impact of
independent monetary policy on growth. The legal independence of the central bank is not the only necessary con60

The Legal Environment and Inflation
The Croatian Central Bank Law was enacted in 1992,
when many transition countries were passing Bundesbanktype legislation. At the same time, many technical assistance
missions from the International Monetary Fund and other
institutions were shaping local legislation (Coats and Skreb
1999). Since imitation is never perfect, departures from
legal independence occurred. In the case of Croatia, there
were two main departures.

Fin a nci al Sector

First, the central bank was allowed to lend directly to
government. Lending to the government was constrained
by the obligatory repayment of loans by the end of the year.
This legal provision put a strong limit on the financing of
budget deficits. An additional limit was provided by the
provision that lending to the government within a fiscal
year could not exceed 5 percent of the annual budget plan.
However, the mere fact that the government could ask for
a short-term loan, coupled with the fact that the loan could
be payable at an interest rate below money market levels,
seriously undermined central bank independence. 3
The second departure from best practice was related to
the relationship between the central bank and the parliament. The mere fact that the central bank is accountable to
parliament, and not to the government, is a necessary but
insufficient condition for independence, since the same
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political party or coalition controls both the government
and the parliament. The main danger to the independence
of the Croatian National Bank (CNB) comes from the parliamentary ability to dismiss the governor and members of
the Central Bank Council by a simple majority vote. Also
the law does not address the dismissal of the governor, and
the government can take a long-term loan from the central
bank if the parliament enacts such a law.
Figure 6.1 shows that Croatia is ranked below
advanced transition countries according to the value of
the Cukierman-Miller-Neyapti (1998) index of central
bank independence (the higher is the value of the index, the
more independent is the central bank). Despite this,
Croatian central bank independence is at a medium level.
Although the possibility of removing the governor and
members of the governing council by a simple majority vote
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3. Loans to the government are charged at a discount rate, while the main interest rate in lending to banks is the Lombard rate.
Despite the fact that there are no legal limits on the discount rate, historicallyit has been lower than the Lombard rate.
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is a sign of weakness, the clear expression of goals proved
to be a source of the central bank's strength.4 The same
goals are written in the constitution and the law on the
Croatian National Bank: currency stability and general
liquidity in domestic and international payments.5
Both in relative (given the level of independence) and
in absolute terms, inflation in Croatia was the lowest
during 1994-98 among the countries presented in figure
6.1. This suggests one conclusion and raises two questions. The conclusion is that low inflation is possible with
a low degree of legal central bank independence.
(Actually, this is just a case study confirmation of an old
finding.) The following questions arise: What is the main
mechanism that ensured low inflation with a very imperfectly independent central bank? Was low inflation
achieved at the expense of some other valuable economic goal?

Coordination and Independence: Is There a
Short-Tern Tradeoff?
Legal independence and inflation are measurable and
can be used to classify different countries. The other two
criteria (the operational coordination of fiscal and monetary policy and the clear division of responsibilities between
them in times of financial crises) are not so well established
or measurable.
Assume that in most countries in the world (and in
transition economies and emerging markets in particular),
central bank independence is highly imperfect.6 There is a
permanent strain between fiscal and monetary policy. This
strain may lead to a short-term tradeoff between the coordination of fiscal and monetary policy and actual independence. This tradeoff is realized in the following way:
imperfectly independent central bankers may fear that
operatioinal coordination would lead to additional pressures to extend loans to the government. However, fiscal
policymakers work under the daily pressures of public
finance, which can lead to unproductive fiscal-monetary
meetings where discussions, instead of focusing on coordination on equal grounds, instead elaborate government
requests for loans from the central bank (or ask for a particular type of open-market operations if direct lending to

the government is legally forbidden). In conclusion, fighting for actual independence on the basis of weak legal
independence may lead to less coordination than is optimal
in the short run.
This is clearly not socially optimal. Maxwell J. Fry
(1997) shows that monetization of the fiscal deficit has a
negative impact on economic growth in developing countries. Inflation can be minimized for a given fiscal deficit by
relying on a transparent market for domestic public debt.
Hence, the government and the central bank have a clear
long-term interest in cooperating to develop a stable and
transparent market for public debt (it is impossible to build
this market without proper coordination). An underdeveloped market for public debt in a low-inflation environment
is a sign of a suboptimal solution (lack of coordination
because of weak legal independence).
Additionally, in a financial crisis it sometimes is impossible to distinguish between the operational coordination of
fiscal and monetary authorities and the clear division of
responsibilities between them. Central bank lending to
banks in distress can become lending to the government if
ex ante information on the banks' solvency is highly imperfect (which is often the case). Since fiscal policymakers
sometimes partly or entirely refuse to bear responsibility for
expenditures related to the banking system, this conflict can
grow. In the extreme, the central bank can absorb fiscal
losses without intending to do so (due to lending to banks
that appeared to be illiquid but solvent, but later proved to
be insolvent).
In summary, the following three characteristics were
present in Croatia in the 1990s, indicating a short-term
tradeoff between coordination and independence:
First, the lack of operational coordination between
fiscal and monetary policy was reflected in three main deficiencies:
* The lack of a clear institutional setup for coordination (no public debt committee or similar institution
was established, so that coordination emerged on an
ad hoc basis).
* The absence of a single treasury account and lack of
coordinated liquidity planning, which led to sudden loan requests from the ministry of finance, while

4. This came to be true in April 2000, when rhe newly elected parliament (after the January 2000 elections)refused to confirm the
central bank's financial reports after strong political and media pressure was exerted on the governor and council to resign.
5. Politiciansstill find some ambiguity in this definition and emphasize that the three goals might be in conflict (that is, domestic
liquidityversus currency stability).In public discussions,people tend to interpret these goals as they like. However,currencystability being listed in the first place shows a public choice and makes a case for monetary policymakersto defend their policies.
6. Indeed,indexes for individual countries cluster around 0.5, which we assume not to be a consequenceof rules of measurement,
but more a reflection of the true imperfection of central bank independence around the world.
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some other governmental spendingunits had large
volumesof funds in their accounts.
* The lack of a deep and transparent market for tradable governmentdebt.7
Second,the lack of strategiccoordination between fiscal and monetary policy was reflected in three main deficiencies:
* The government planned annual central bank
seigniorageon its own, without formalconsultation
with the central bank.
* The government refusedto coordinate main macroeconomic expectations (real gross domestic product growth and inflation) with the central bank,
which led to widely divergent estimates of growth
that confusedthe public.
* The government refused to recognizethe expected
costs of resolving the banking crisis in the budget
despite the fact that the expected cost calculations
were presentedto it by the central bank on the basis
of legallybinding obligations (mainlyrelated to the

expectedcostsof insureddepositpayoutsin banks
that failedor were expectedto fail).
Third, the lack of a common understanding of basic
macroeconomicprincipleswas reflectedin two main deficiencies:
- Whilethe central bank was preaching financial discipline, the government was generating financial
delinquency, accumulating 6.2 percent of gross
domesticproduct (GDP)in arrears on payments for
goods and services until early 2000 (accordingto
anecdotal information,the accumulation of arrears
largely began in 1995).
* While the central bank was preachingpricestability,
its critics were emphasizing the central bank's
responsibilityfor "liquidityin domesticpayments";
these were actually calls for monetization of government arrears.
If all of these weaknessesin the coordination mechanism were clear expressions of a short-term tradeoff
betweencoordination and independence,then the tradeoff
(a sociallysuboptimal outcome) could have been avoided
in either of two ways:
* Increasing central bank legal independence up to
the point where the central bank could promote a
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transparent market for public debt without fearing
that the fiscal authority would abuse its role.
* Decreasingcentral bank independenceto the point
where the monetary authorities would be clearly
subordinatedto the fiscalauthority.
Developingthe central bank's institutional independence halfwayto where it should have beenwas a dubious
attempt. If, throughout the 1990s,Croatia was under a fiscally dominated regime, then the central bank's attempts
were futile and created social costs. If the country was
under a monetarily dominated regime,then these attempts
represented good efforts, both in terms of the current
impactof monetarypolicy as wellas in terms of investment
into building up a culture of price stability.This issue is
exploredfurther in the next section,becauseansweringthis
question is crucial for determining where the transition
processwill go in the next decadeor so. Clearlyit could go
both ways.
SomeUnpleasant
Monetarist
Arithmetic:

Measuring
FiscalandMonetary
Dominance
This section does not give a definitive answer to the
crucial question concerning whether Croatia is under a
regime dominated by a fiscal authority or a monetary
authority. In other, more precise,words, the key questions
are as follows: If the regime is dominated by the fiscal
authority,is the accumulationof governmentarrears worse
than the central bank's lending to the government? Or
should the central bank's commitment to achievinglow
inflation be viewedas an investmentin a more stable and
fiscallyviable future?
The time series are too short to come to an answer
with a criticaldegreeof analyticalprecision.Therefore,we
limit ourselvesto a conceptual discussionof a few basic
numbers.A discussionfollowspresentationof the basic theoretical facts.
Followingthe seminal paper by Sargent and Wallace
(1981), economists'interesthas centeredon the issueof fiscal solvencyor, more precisely,on the followingquestion:
Who sets the anchor for the economy:fiscalor monetary
policy? Money does not necessarily determine prices.
Moreover,some authors think this to be a rather special
case (Woodford 1995). In the real world, it is more likely
that we live in a fiscallydominated regime, according to

7. The only notable exceptions are short-term T-bills. However, the central bank issued its own short-term paper for sterilization
purposes (CNB bills) because it could not rely on the government's ability to recognize the need for sterilization. The CNB was
always afraid that it would not be able to reach agreement with the ministry of finance about the amount of monev collected by
government paper issues, which should be kept in the sterilized account with the central bank, but not spent for fiscal purposes.
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Woodford. In this case, if there is a currency peg, monetary
policy alone cannot ensure its sustainability. Fiscal policy
needs to ensure solvency if a peg is to be viable (Canzoneri,
Cumby, and Diba 1997).
HoAvcan we distinguish between regimes dominated
by the fiscal authority and regimes dominated by the monetary authority? If primary fiscal surpluses respond to the
level of government debt in a way that assures fiscal solvency, then money and prices can be determined by the supply and demand for money. In other words, in a regime
dominated by the monetary authority, a fiscal surplus
should pay off part of previously accumulated public debt.
So, for example, if the debt to GDP ratio falls after an innovation in the surplus to GDP ratio (like in the United
States), we are in a monetarily dominated regime
(Canzoneri, Cumby, and Diba 1997).8
This calculation is impossible for Croatia for at least
three reasons. First, comparable data are available only for
a period of six to seven years, which is too short a period
for drawing conclusions. Second, the debt to GDP ratio
has been changing mainly due to one-off expenditures
related to:
* The consolidation of the transitional banking system
(such as payouts of insured savings and bonds issued
for bank recapitalization)
* Postwar reconstruction
* The regularization of external debt inherited from
the former Yugoslavia.

Third, the primary surplus may not be a good measure
for a country that has a low initial level of indebtedness and
is engaged both in the large privatization of public enterprises as well as in large investment programs (recovery and
return of displaced persons to their homes, financed entirely by the state). Fiscal solvency is particularly hard to measure when the desire of market participants to hold government debt instruments is expected to increase and jump
to the new sustainable (higher) level in the long run. Issues
on how to account for privatization receipts and investment
can be resolved by looking at current surpluses instead of
primary surpluses and by looking at them in comparison to
the debt to GDP ratio, keeping in mind one-off shocks to
this ratio.9 Finally, looking at basic ratios during a six-year
period gives just a preliminary impression about the nature
of the system.
The data in table 6.1 reveal how problematic, in fiscal
terms, was the year 1999. Contrary to government expectations of 5 percent real growth rate, GDP fell 0.3 percent
in real terms, and government consumption continued to
run high, due to the political cycle (1999 was a de facto
election year, since the elections were held on January 3,
2000).1o Consequent sharp drops in the current surplus
and in the overall balance underestimate the true fiscal
shock, which was much stronger on an accrual, than on a
cash, basis (numbers are on a cash basis). As of early in
2000, the new government had inherited 6.2 percent of
GDP in fiscal arrears from the former government. Arrears

TABLE
6.1 MAINFISCAL
INDICATORS
OFTHECONSOLIDATED
CENTRAL
GOVERNMENT
ASAPERCENTAGE
OFGDP,1994-99
(cashbasis;
thatis,without
arrears
estimated
at6 percent
ofGDPasofearly2000)
Indicator

1994

1995

1996

1997

1998

1999

Overall balance

1.6

-0.9

-0.4

-1.3

0.7

-2.0

Current balance

2.8

1.8

4.0

3.1

5.2

1.1

22.0

19.3

28.5a

27.3

31.4b

39.2

21.0

18.0

16.0

12.5

1 6 .3 b

18.2

1.0

1.3

12.5a

14.8

15.0

21.0

Public debt to GDP
of which: Domestic
Foreign

a. Effect of regularization of foreign debt inherited from former Yugoslavia.
b. Effect of recognition of HRK (Croatian Kuna) 7.5 billion as a domesticdebt to pensioners.
Source: Authors' calculationson the basis of CNB Bulletin.
8. With one additionalcondition:the surplusto GDPratio cannot be negativelycorrelatedwith the surplusto GDP ratio in the future.
9. The implicit assumption is that public investment can be cut as soon as capital revenuesfrom privatization stop flowing in.
10. As of late 1998, the central bank publiclyannounced its expectation of a growth rate around 0 percent.
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were accumulated at an unknown pace, probably beginning in 1995.
This was a clear break from previousyears.The country had begun with practically no external debt, which
meant a fairly relaxed fiscal constraint after the regularization of inherited external debt and, particularly, after
winning a sovereigninvestmentgrade as of early 1997. If
two "debt recognition shocks" are disregarded and it is
kept in mind that, in 1996, 1998,and 1999, therehad been
a debt buildup due to bank rehabilitation programs, fiscal
solvency seemsto have been obeyed until 1999, when a
major shock emerged.Besidesthe cash-accrualproblem,an
additional problem stemmedfrom guarantees,which were
issued largelyin the period from 1997 to 1999 and are not
included in table 6.1.
In conclusion,it is not at all clear whether Croatia has
a fiscallyor a monetarilydominated regime.Until 1999, it
seemed to be closer to a monetarily dominated regime
since fiscal surpluses were used largely to repay debts,
while cash deficitswere very small. When a country stops
to recognizetransition-relatedone-off debts, fiscalsolvency will be achieved.The year of 1999 marked an obvious
break with a sound fiscalhistory.
Croatia is now at a crossroads. The governmentelected in early 2000 is trying to implement new fiscal stringency but is havingdifficultydoingso followingthe major
fiscal failure in 1999. It is not at all clear whether the
recognitionof one-offdebt increasesis over, becausethere
is pressureto recognizemore debts to pensioners,whichthe
new governmentpromisedto do. Three years ago it seemed
that Croatia was headingfirmlytoward a monetarilydominated regimedespiteweak legalfundamentals;three years
later Croatia has reached the crossroads.
The Croatian experiencepointsto the fact that having
a legallyweak but very ambitious central bank in terms of
achievinglow inflation createspressure for the expansionary fiscalpolicy to adjust. Fiscalinertia leads to the accumulation of arrears and strain between monetary and fiscal authorities, implyinglack of operational coordination
between monetary and fiscal policy.This strain becomes
obvious when a country experiencesbanking sector problems.
BankingSectorIssues
The banking system is usuallythe core and the largest
part of the financial system, especiallyat relativelyearly
stages of transition, when other financial markets (like
the capital market or insurance market) are both shallow
and narrow. Therefore, questions of regulation, supervision, and systemic stability of the banking system are of
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utmost importance for the efficient functioning of the
financial system and the overall economy as well.
Coordination between monetary authorities and fiscal
authorities on those issuesis extremelyimportant. Banking
crises are (unfortunately) a common feature of transition
(but are in no way limited to transition), and coordination
is needed to resolve them. One could argue that if the
monetary authoritiesand fiscalauthoritiescoordinate successfullyin times of crises,they will do so in "peaceful"
times when discussingregulation, deposit insurance, and
stability safeguarding. The coordination between monetary and fiscalauthorities on the resolution of the banking
crisis in Croatia and its implicationsfor the financial system are analyzednext.
The Role of Banks in Transition
Substantial transformation is needed if the banking
industry is to play a vital role in the economy.Commercial
banks have played, do play, and will continue to play an
important role in transition economies.But, to fulfill the
demanding task of an efficientfinancial intermediary,the
banking sector had to undergo significantchanges.It had
(and in some cases still has) to be de-politicized,restructured, and privatized;in short, it had to be completelydifferent from what it was before the transition.
The starting point for the developmentof the banking
industry in transition was very problematic. In centrally
planned economies,money was an accounting unit that
served to accommodateplanning goals in the real sector,
goals usually expressed in physical quantities (see Sheng
1996; Coats and Skreb 1999). The financialsector was not
an intermediary,nor did prices reflectthe relativescarcity
of goods. Risk and its pricing were virtually unknown in
such an environment.Enterprisescould not fail, and workers could not be jobless. The financial system was stable
becauseno one was allowedto go bankrupt (especiallynot
the banks). Bankspaid no attention to credit risk (theallocation of funds was based on plans), foreign exchange
risk, or any other type of risk (with the notable exception
of the noncompliancerisk, meaning the risk of not complying with the plan and instructions of party officials).It
makes senseto think of socialismas a big insurance company, where implicit insurance premiums were collected
regardless of the risks. Moral hazard behavior was very
common in such an environment.At that time, there was
no difference between the central bank and commercial
banks (it was a monobanking system).Overallcredit allocation was based on the plan.
Croatia was not a typicalcentrally planned economy.
It started to transform its monobankingsystemin the mid65
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1960s (when it was part of the former Yugoslavia). But
many behavioral patterns and consequences of the socialist system remained.
All the economies in transition inherited socialist, inefficient banking systems, which operated in a centrally
planned environment. The change to a market environment
resulted in bad loans and insolvencies of existing banks.
Besides the problems inherited from the past, new banks
were created with financing from nouveau rich individuals,
whose aim was to finance their own conglomerates.
Accordingly, most transition economies experienced severe
banking crises not only due to their socialist past but also
due to the failure of new banks. In many cases, the two
types of crises followed (and overlapped) each other.

The Costs of Banking Crises
The costs of a banking crisis differ widely from country to country. Generalizations and conclusions are relatively difficult to make (Frydl 1999; Caprio and Klingebiel
1996). Therefore, this section illustrates the costs of the
banking crisis in the case of Croatia alone.
Before doing so, a word on the methodological problems of defining the costs of banking crises is warranted.
First, there is no well-defined analytical framework for
defining a banking crisis. Even worse, there is no clear
framework on how to account for all of the costs of banking (financial) distress. This is very surprising, especially
because some banking crises can cost in the range of 40 to
50 percent of GDP. Very often they exceed 10 percent.
One would expect such big numbers to initiate much more
research.
One might distinguish between the concept of fiscal
(resolution) costs and the concept of the economic costs of
banking crises. For simplicity, it is assumed that fiscal and
resolution costs are the same. Both economic and fiscal
costs could be viewed on a gross (only costs and expenditures) and net (costs minus revenues and benefits) basis.
Fiscal costs can be defined as all those costs that the
budget had to pay out to resolve the banking crises. They
may include the costs of bank recapitalization, the carving
out of bad loans (and the issuance of bonds instead), the
payout of insured deposits, and so forth. They can be
defined on a gross or a net basis. The net basis should
deduct from total costs budgetary revenues from the privatization of rehabilitated banks (if they are nationalized in
the process of rehabilitation) or proceeds from bank bankruptcy.
The economic costs of banking crises are a broader
concept. They could encompass (on top of fiscal costs) a fall
in deposits in the overall system, indirect costs to companies
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and households of a bankrupted bank, and, ultimately,
lost economic growth. On a net basis, the revenues side
should include benefits from "possibly" avoiding a widespread systemic crisis and taxes paid by the bank, which
remained operational. In the Croatian example, only the
concept of gross fiscal costs is used.
Despite the absence of a well-defined analytical framework (which cries out for much more research on the subject), it is clear that Croatia has, over the past 10 years
(since independence), undergone two banking crises:
* The first was the crisis of the old banks with their
inheritance (of bad assets) from the previous economic system and the legacy of war and disintegration of the former Yugoslavia. It could be called a
structural or inherited crisis.
* The second crisis occurred in banks founded during
the transition, because of weak management, including fraud, connected and insider lending, increased
competition in the market as the transition period
progressed, and inadequate regulation and supervision of the banking industry.
The first banking crisis-the crisis of the old banksstarted with the beginning of the transition process (and
even before it) and is even now ending with the sale of rehabilitated state banks to foreign strategic investors. The
costs of this crisis include the following (for more details,
see Jankov 2000; Skreb 2000a):
* The issuing of the so-called big bonds in 1991, in the
amount of about $990 million
* The 1992 conversion of foreign currency savings
into a public debt, in the amount of $3.1 billion
* The rehabilitation of the four major banks during
the period from 1995 to 1996, at a cost of $473 million (for more details, see Lovegrove 1998). At that
time, those banks represented about 40 percent of
total banking assets. The total costs of these crises
may be seriously underestimated because the resolution with the Paris and the London club creditors
(and their effect on banks) was neglected.
All told, the first banking crisis cost an estimated $4.6
billion. These high costs are typical of countries caught up
in war, like Kuwait and Israel at certain points in their history (Frydl 1999).
At the beginning of 1998, another-the second-banking crisis started in Croatia. In 1998, the government decided to rescue two banks that represented about 7 percent of
total banking assets. The costs were estimated at $347
million. The second feature of the crisis was the costs of
paying insured savings deposits in banks where bankruptcy proceedings had been started (on request from the cen-
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tral bank). These costs were a charge on the budget,
because not enough premiums had been collected by the
State Agency for Deposit Insurance and Bank
Rehabilitation. During the period from 1997 to 2000, the
Croatian National Bank initiated bankruptcies or revoked
licenses for 22 deposit-taking institutions.
The costs of paying out insured savings in the case of
banks and savings banks where bankruptcy proceedings
had already started were in the region of $450 million.
Accordingly, the total costs of the second banking crisis can
be estimated at about $800 million.
If the costs of the first and the second crises (with the
renewed qualification that this is a matter of gross costs) are
added together, the total costs are about $5.45 billion. Of
this, about 85 percent are accounted for by the first crisis
and 15 percent by the second. This amount represents
about 27 percent of 1999 GDP (at $20.1 billion)."1

Coordination between Monetary and Fiscal
Authorities in the Resolution of Banking Crises
Banking crises are not specific to transition economies.
What is essential is that banking crises are swiftly and
completely resolved, meaning that the full costs should be
adequately expressed and dealt with.1 2 An adequate legal
and regulatory framework must be put in place, and new
supervision enforced. The relationship between monetary
authorities and fiscal authorities on the issue of building up
a sound and robust banking system is very delicate. Usually
the central bank is the supervisor, but the costs of resolving
a banking crisis to a large degree are fiscal. In Croatia this
is the case regardless of whether market discipline was
enforced by liquidation or bankruptcy, as a too generous
deposit insurance scheme had to be financed from the budget, or whether recapitalization (or rehabilitation) by the
state was used as a means of dealing with the problem
banks.
The resolution of the banking crises can be viewed as
a complex exercise in cost allocation. Resolution has serious distribution impact on different socioeconomic groups.
Because of the different objective functions of monetary
authorities and fiscal authorities, there might be a dispute
on how to allocate costs. Therefore, it is somewhat surprising that articles on banking crises and their resolution
rarely distinguish between monetary authorities and fiscal
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authorities. They speak only about "authorities" as if they
were one homogeneous decisionmaking body (Frydl 1999;
Sheng 1996). We argue that this is not the appropriate
approach, as in reality they are heterogeneous institutions
with different objective functions. Based on the Croatian
experience, in particular, the problem of postponing the resolution of a banking crisis lies partly in the lack of adequate
coordination between monetary authorities and fiscal
authorities.
Speed is important in resolving banking crises, which
raises the question: Why are the (unavoidable) decisions to
resolve banking crises delayed? Frydl (1999) distinguishes
between a perception lag (a lag between the time when a
problem occurs in the banks and when the authorities
become aware of it) and an action lag (measures that are
taken to resolve a problem).
This is a useful concept, but it should be amended
because of the differences between monetary and fiscal
authorities. Consider the resolution process (which is a
lengthy process, not a onc-timc event) in the following
way.
Before a banking crisis is resolved, time passes because
of several lags:
1. Perception lag. This is the time period between the
occurrence of problems within a bank (or banks)
and when monetary authorities (assuming that the
monetary authority is the bank supervisor) learn
about them. This period can be lengthy because of
inadequate accounting standards in banks, lags in
reporting data from banks to the monetary authority, deliberate fraud that hides the real numbers in
banks, lax commercial audits, ill-defined or unenforced reporting requirements to the monetary
authority, or inadequate data analysis within the
monetary authority. The last issue is particularly
disturbing because all relevant information on banks
may be in the monetary authority, but no one analyzes it properly or no one is aware of the problem.
2. Action lag 1. This is the time period between the
moment when the monetary authorities learn
(become aware) of the problem in banks and decide
on what action to take alone (or propose an action
plan to fiscal authorities). Due to the lack of human
capital (inadequate people in banking supervision

11. Jankov (2000) estimates total costs at 31 percent, but the methodologyis somewhat different. It just proves the lack of coherent methodologyfor examining the costs of banking crises.
12. It would be very interesting to develop a formal model based on the game theory framework (war of atrrition) used in Alesina
and Drazen (1991) to analyze this problem. We do not do it here.
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ard problems in their communication with top management of the monetary authority), this process
may take time. It is not an easy task to find an adequate solution for the resolution of bank problems,
especially if several distressed banks are involved at
the same time. Even when the monetary authority is
aware of the problem in a bank, the decisionmaking
may be delayed. Concerns about systemic stability
may urge the monetary authority to be softer than
warranted. There are two arguments. The first one
is the usual argument: too big to fail. What should
the monetary authority do when it has information
that a big bank is insolvent? The second one is a
question: Why should the monetary authority reveal
bad results in a bank, as it will be blamed, as a
suLpervisor,for not acting sooner? On top of this, one
should expect very strong lobbying in an attempt to
convince the monetary authority not to resolve the
p-oblem. Predatory behavior of overpaid management or bank owners can affect inexperienced and
sometimes unmotivated (and badly paid) staff at the
monetary authority. All these (and other) factors,
combined with lack of prioritizing or failure to reali2e the importance of the problem from top management of the monetary authority, can seriously
delay swift action.
3. Persuasion lag. This is the time period between the
moment when the monetary authorities learn about
the problem and decide what to do and the moment
when they persuade the fiscal authorities to get
involved in the resolution. This lag does not exist if
the monetary authorities propose bankruptcy as a
solution for a distressed bank (in which case, one can
immediately go to lag 5-legal lag). But if the resoIltion requires public funds, the persuasion lag may
be important.
4. Action lag 2. This is the time period between the
moment when monetary authorities and fiscal
authorities agree that there is a banking crisis (or at
least a big problem) and the moment when sufficient
m-easuresare taken to end the banking crisis. This is
the second coordination problem between monetary authorities and fiscal authorities.
5. Legal lag. This is the time lag between when the
monetary authority initiates bankruptcy proceedings against a bank and the legal system takes it up.
Lag 5 does not apply if bank rehabilitation is a solution. The bankruptcy proceeding is usually within
the decisionmaking power of the courts and not the
central bank. The Croatian experience shows that it
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may take from one to six months to initiate bankruptcy proceedings. Courts may accept the bankruptcy petition, which may cause greater delays in
the overall process. Another question is relevant:
How long may it take to complete the bankruptcy
proceedings? It is a relevant question for creditors,
who do not know how long they will have to wait to
get (at least part of) their claims back.
Lags 1 and 2 are problems of the data collection and
reaction curve within the monetary authority alone (a
micro-micro issue) and could be very important, especially if the legal and regulatory framework is inadequate and
banking supervision is inexperienced. Lag 5 is completely
outside the control of monetary and fiscal authorities (but
nevertheless is very important). Lags 3 and 4 are a coordination problem between monetary authorities and fiscal
authorities.
What problems are evident in lags 3 and 4? Based on
the Croatian experience, the fiscal authorities have to realize that there is a banking crisis or banking distress in the
country. There is an information asymmetry between monetary authorities (which are usually responsible for collecting data on banks) and fiscal authorities (which bear at
least part of the costs). This is the first coordination problem. There also may be an asymmetry of understanding the
problem. If there are large differences in the speed of accumulation of human capital between the central bank (monetary authority) and the government (fiscal authority), they
may have a completely different perception of basic notions
and events, such as insolvency and the reasons leading to it.
In this case, for example, the fiscal authority can accuse the
monetary authority of being "too rigid" in the classification
of quality of assets. "If just the classification would be
softer, banks would become solvent" is an argument heard
all too often. A similar argument applies to loosening monetary policy as a "tool" for resolving banking problems. It
is true that additional liquidity may hide the insolvency and
delay (only delay, not remedy) the inevitable, but at the
expense of rising inflation. In the case of Croatia, the "kill
the messenger" syndrome has been experienced. This perception asymmetry can seriously impair coordination in the
resolution of banking crises.
The fiscal authorities rarely are fully informed about
the situation in banks. However, bad news takes time to
digest. The fiscal authorities may suffer from the denial syndrome (unwilling to accept either the existence of the problem or its size). Even when the monetary authorities are
fully convinced that there is serious distress in the banking
industry and that a systemic crisis is possible, it will take
time for the fiscal authorities to agree on this.

Financial

Governments, including the fiscal authorities, rarely act
quickly and decisively.
Even when the problems of coordination between the
monetary and fiscal authorities are resolved, other agents
(interest groups) will place political pressure on the fiscal
authorities to alter the outcome in their favor. First, the
management of the banks will try to influence the decision
to their advantage. They have clear vested interests (high
wages, influence, a motive to hide the incorrect decisions
made in the past). Second, the bank owners will try to put
political pressure on the government to bail them out.
Third, bank personnel know that either all or part of them
will be unemployed. Fourth, politicians (other than the
fiscal authorities) will try to minimize the problem in the
hope that this will not hurt their "image" or make them less
popular. In short, there will be resistance to admitting the
problems in the banking industry, not only from the fiscal
authorities but also from other agents in this political game.
Every decision on bank resolution is a redistribution problem; there are always welfare losses for some interest
groups, so everyone should be aware of very strong lobbying, corruption, ruthless behavior, or vested interests
seeking to alter the decision. Needless to say, lobbying
implies the use of scarce resources to influence the outcome.
Predatory behavior has a lot of incentives in transition and
particularly in the banking industry.
When lag 3 is resolved and the monetary and fiscal
authorities agree that there is a banking crisis or distress
and that it has to be dealt with in a coordinated fashion,
there is much room for disagreement on what is the best
course of action (lag 4). The main problems are deciding
what measures to take for resolving the bank crisis, including cost and timing for action.
The problem with deciding what measures to take is
more than a source of possible professional disagreement.
It can arise due to the different objective functions of the
monetary and fiscal authorities. The objective of the monetary authorities is to have a stable banking industry as
soon as possible. Therefore, the monetary authorities
should normally want full disclosure of banking problems
and rapid action (which need not always be the case). The
objective function for the fiscal authorities in resolving
banking distress is to take the least-cost approach for the
budget. Therefore, resolving a banking crisis is an exercise
in intersectoral and intertemporal redistribution. The rest
of this section deals with intersectoral redistribution; the
following section deals with intertemporal distribution.

Intersectoraldistribution means decidingwhether the
costs should be born by (a) society as a whole (inflation),
(b) taxpayers (the socialization of costs through the bud-
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get), (c) the owners of a bank, meaning shareholders (loss
of capital), (d) the private sector (deposits) and households
(savings), (e) or by any combination of these. Obviously, all
parties involved try to bear as few costs as possible.
The Croatian experience indicates that the fiscal
authorities may even change some outcomes necessary for
the resolution, proposed by the central bank, in an effort to
minimize expenditures for the budget without prior consultation with the monetary authorities. This may undermine the efficiency of the final result.
What is the best timing? Conventional wisdom usually assumes that the action should be speedy. It is well known
that if a bank is insolvent or has a very low net worth, it has
an incentive to gamble even more. The problem of moral
hazard behavior is obvious, and asset stripping can occur.
All of this increases the costs of bank resolution.
Even if the monetary authority opts for a quick resolution of banking problems, the fiscal authority incentives
need not be the same. Not only do they often try to minimize the problem (and minimize the costs for the budget),
but also they try to postpone the payments in two waysby postponing the unpopular decisions as much as is politically bearable, preferably beyond the political cycle (after
the elections), and by issuing bonds and not cash, for example, by redistributing those costs to future generations
(intertemporal distribution).
The fiscal authorities are part of the government,
which is subject to political elections. If elections are
approaching, the government, including the fiscal authorities, has a strong incentive to pass the fiscal burden on to
the next government (even if the same government remains
in power) and to spend the money on more popular and
voter-sensitive issues.
The process of coordination between the fiscal and
monetary authorities in Croatia was very difficult and
lengthy. Lessons for the future can be learned from the
experience. Croatia did not "avoid" the banking crisis by
"printing" more money; that is, by trying to postpone the
resolution of the problems by passing the burden to the
future and the economy at large (by creating inflation). The
pressures to act in such a way were very strong, but successfully avoided. Better coordination is warranted especially in two areas: overcoming the information and human
capital constraints and improving the definition and mutual understanding of the roles of the fiscal and monetary
authorities in the banking industry.

TheFutureofthe FinancialSectorRestructuring
It is reasonable to expect that the need for state intervention in financial restructuring in transition economies
69

Skreb

.iind Sorlje

will diminish in the future. Financial market development
will bring to the market more agents capable of recognizing a future problem institution as well as capable of raising the capital required for mergers and acquisitions.
Experience, transfer of knowledge, and competition will
improve the ability to recognize a problem institution long
before it produces negative externalities on a large scale.
Coordination among public institutions will increase as
well. It also is clear that institutional solutions in a small
country in the neighborhood of the largest monetary union
(the European Monetary Union) cannot diverge substantially from the rules in the union itself. Institutional convergence will quicken with the entry of international banks
to local markets. In some of these countries, such as
Hungary and Croatia, international banks already play
much more important roles than domestically owned
banks. This puts international cooperation of bank supervisors high on the agenda for the future of financial sector
supervision.
Despite the generally positive outlook, many wrong
roads can he taken and many mistakes made. Even in the
most developed countries with developed market infrastructures, policymakers can make mistakes. How can
these be avoided or their effects minimized?
Three factors of key importance, and under the direct
operational control of policymakers, are transparency, education (public relations), and institutional specialization
(efficient judicial processes). 1-3 All three factors should act
to minimize the five coordination lags.
Transparency, education, and institutional specialization should act in this way regardless of the shape of institutions and processes that manage financial sector restructuring. After all, the shape of institutions is subject to
political decisions. Basic principles, however, should not be
subject (only) to political decisions; they should be the
focus of policymakers. This should be the task of policymakers regardless of their political orientation, background, reputation, and targets.
By transparency is meant transparency of financial
data (their regularity, accessibility,and conformity to international accounting standards), transparency of institutions (their openness in expressing goals, means, and
results), and transparency of processes (who acts, when,
and how). Both sides of the market for transparency should
be active: the government and central bank should be

responsible for supplying transparency, and the private
sector should demand transparency (as well as be transparent itself). Optimum transparency constitutes an equilibrium between the two sides of the market-that
is,
between the two sectors.
However, transparency without education and public
relations is worth nothing. This second factor is crucial in
times of financial crisis, which should be resolved by some
degree of state intervention. Education and promotion
should be the permanent tasks of public bodies in order to
encourage private sector responsiveness in a transparent
environment. Active public relations are crucial in times of
crisis, when media can be problematic, especially if some
are controlled by interest groups linked to the banking
industry (which is often the case, not only in transition
countries). Policymakers, including their advisors from
international financial institutions, do not pay enough
attention to these facts.14 Most of the time they assume
that the general public knows or believes the same sound
principles that they share at the basis of sophisticated theoretical and empirical experience. That many will perceive the world differently than they do comes as an
unpleasant surprise, sometimes leading to confusion and a
reluctance to act. The general public in a transitional environment still fails to understand the basic principles of capitalism, such as knowing the difference between money
and capital or understanding the tradeoff between risk and
return.
The third key factor for the future of financial sector
restructuring is institutional specialization. Since many
professionals who manage different institutions lack
knowledge, experience, and expertise to deal with banking
problems, bankruptcies, and antitrust or complex commercial cases, the principle of specialization is the only
one that can help the system to function. This is relevant
not only for all institutions in the financial system but also
for other social systems, especially for commercial courts.
In a small country (and transition countries are very small,
with the notable exceptions of Russia and, to a certain
extent, Poland), it is impossible to expect that every regional commercial court will be able to conduct complex cases
in an equal way. Specialization means concentration of
experience and expertise, which leads to efficiency, speed,
and equality of treatment. Of course, the optimum level of
specialization will depend on circumstances.

13. WTe
emphasizeoperational control here.Many strategic issuesare not under policymakers' direct operational control because of
interferencefrom political processes.
14. For more details on the lack of public relations in times of financial crisis in the case of Croatia, see Skreb (2000b).
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Concliusions

result in optimal solutions for a country. Of course, as long

Some light has been shed on the consequences of inadequate coordination between monetary authorities and fiscal authorities for financial sector restructuring. The analysis in this chapter has focused on the coordination problem
between monetary and fiscal authorities. There is a genuine
need for coordination, because monetary authorities acting
alone cannot reach their goals, whether price stability,financial sector stability, including an efficient banking system, or
the resolution of banking crises. Coordination is needed.
The central banker's point of view based on the
Croatian experience has been illustrated in this chapter.
Some recommended courses of action for small and open
emerging-market economies arise from the Croatian experience:
* Invest resources in sharing the same (professional)
perception between the monetary and fiscal authorities (avoid large differences in the speed of human
capital accumulation in the two institutions).
* Increase the central bank's legal independence to a
maximum, with a transparent legal framework, but
make it responsible for developing the transparent

as it is not completely clear that the country is in a fiscally
dominated regime, it pays to insist on, and build, central
bank independence and conduct in-depth banking sector
reform. However, putting too much of a burden on the
monetary authority alone is not a sustainable option in the
medium run. Either the fiscal authority will have to implement sound policies, or the transition will take longer than
warranted. In other words, it takes two to tango. The tango
is a difficult dance, which requires patience to learn. Even
before that, monetary and fiscal authorities should agree
whether they want to dance a tango or a waltz. If they cannot agree on this, the crucial issue is the willingness of the
monetary authority to act-if necessary alone. Acting alone
is suboptimal, but better than no action at all. Therefore, the
monetary authority has to stand ready for a Pareto inferior
solution (inferior as compared to successfulcoordination). It
is clear that in such an environment, financial sector restructuring will be slower and more expensive (less efficient). In
other words, there is a price to be paid when the monetary
authority and fiscal authority do not act together.

market for public debt as well.
* Invest as much as possible in banking supervision,
especially in early warning systems, and use the
reports of the early warning system as triggers for
supervisory action.
* Impose some kind of fiscal rule or establish a fiscal
stabilization fund, which will accumulate resources
that can be used to resolve banking problems without triggering a conflict between the monetary and
fiscal authorities. Make the rules as transparent as
possible and use the fund as long as the fund of
deposit insurance premiums is thin.
* If a fiscal rule or stabilization fund cannot be implemented (for various reasons), establish a fund at the
monetary authority to act independently of the fiscal
authority to resolve banking problems; such a fund
may not be sufficient to cope with a larger crisis, but
it may provide the basis for a more rapid response in
the initial phases of a crisis.
* For the need for state intervention to decrease in the
future, ensure that both the monetary and fiscal
authorities work on transparency, education (including better public relations), and the formation of
specialized institutions (like specialized courts for
financial issues), as the financial world is becoming
more and more complex.
The central bank's independence is very important, but
isolation in conducting sound economic policy may not
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Chapter 7

Financial Sector Restructuring in
Bulgaria, 1997-2001
Petar Jotev

T

he transition from a centrally planned to a market-oriented economy has been a dramatic,

sometimes painful, process for Bulgaria in the past 10 years. Unfortunately, the country made
many mistakes along the way. For almost seven years, from 1990 to mid-1997, Bulgarian governments were hesitant to give up ownership and administrative control over the banking sector as well
as many key industrial and commercial enterprises. The state-owned banks continued to fund inefficient and loss-making enterprises, contributing to the almost total collapse of the Bulgarian economy
in late 1996. Hyperinflation resulting from the huge fiscal deficit translated into a dramatic loss of purchasing power for both enterprises and consumers. There was a chronic and severe shortage of even
basic food supplies, as imports necessary for production became unaffordable as a result of an inflated domestic currency. In January 1997, the government was facing a forceful outcry from Bulgarian
citizens demanding a fundamental change in policy.

In April 1997, new electionsresulted in an unusually
strongmandate for the Union of DemocraticForces,which,
in turn, created favorable conditions for sweeping economic reforms. Macroeconomicstabilizationstarted with
the adoption of a currency board arrangement in July
1997, and the Bulgariancurrency,the lev,was peggedto the
deutsche mark. Bulgariaimmediatelyexperiencedcurrency stability,whichhas characterizedits economyever since.
The currency board arrangement also forced fiscaldiscipline, producing positivemonetary and budgetary results.
Gross inflation was reduced sharply from annualized
monthlyincreasesof approximately522 percentin January
1997 and 2,916 percentin February1997 to only 6 percent
in 1999. Although the annual inflation rate rose to 11 percent in 2000, this was mostlydue to the substantialincrease
in the priceof importedoil and gas rather than to Bulgaria's
fiscal or monetary policies.Despite difficultiesin develop-

ing an effectivemechanism for collectingtaxes, Bulgaria
achievedgeneral governmentequilibrium by 1998.
Starting in 1997, Bulgariaalso adopted an aggressive
privatization strategy, and the private sector now contributes approximately 70 percent of gross domesticproduct (GDP).This policy was especiallyradical in the area of
commercialbanking. The new Bulgariangovernmentsuccessfullyprivatizedfiveof the six large state-ownedbanks
existing in 1997, and the last one-Biochim Bank-is
expectedto be sold fairlysoon. All fivestate-ownedbanks
were sold to strong and reputableforeignstrategicinvestors
with the capability of infusingsignificantcapital and management expertise into Bulgarian banking. This is in
marked contrastwith how Bulgariaprivatizeda substantial
part of the nonfinancial sector,which was accomplished
mainly through various mass privatizationschemesas well
as managementbuyouts, with no increasein much-needed
73
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investment or infusion of management expertise. In hindsight, the benefits of a large number of these deals were
questionable, despite the fact that the general objective of
increasing the role of private ownership was at least formally achieved.

the new owner would manage the acquired banks in a
safe and sound way. Obviously, it would not make sense to
get a few extra millions of dollars when selling a bank and
then have to pay out many times more in deposit insurance
and rehabilitation when the bank fails some years later.
Consequently, only large and well-managed foreign banks

EarlyEffortsof BankRestructuring

and nonbank financialinstitutionswere allowed to partic-

In 1992, the Bulgarian government established the
Bank Consolidation Company (BCC) for the purpose of
restructuring and privatizing the state-owned banks. At
that time, there were more than 70 banks in the country,
most of them very small, regional ones with insufficient
assets to achieve any reasonable level of operational efficiency. The BBC accomplished its primary goal of restructuring the banking sector rather effectively by consolidating small banks into larger entities with branch networks
covering the whole country. However, these banks continued to operate under state ownership, with little or no
movement toward privatization for the next several years.
Although some minor efficiency gains in operation were
achieved, most banks remained quite inefficient by maintaining unprofitable branch networks and even more so by
offering irrecoverable loans, mainly to state-owned nonfinancial enterprises but also to other insiders, affiliated persons, and entities.
In order to clean up the balance sheets of the stateowned banks, the government issued bonds to replace the
nonperforming loans. The total cost of recapitalizing the
banking system has not been quantified precisely, but it is
estimated to have been more than $3 billion, roughly 25
percent of the GDP of Bulgaria today. (This amount
includes the cost of covering deposits and public debt
resultinigfrom the issue of state bonds and the reduction of
sales proceeds received by the government on privatization
as a consequence of ring fencing the remaining nonperforming loans in the balance sheet of the banks.)
By mid-1997, all state-owned banks had been recapitalizec to the extent necessary for them to meet the minimum capital adequacy standards established by the
Bulgarian National Bank. This factor was critical in starting the privatization in an effective manner, particularly in
light of the intention of the newly elected government to
target reputable international strategic investors.

ipate in the privatization tenders for Bulgarian state-owned
banks. Although it might be considered controversial to
allow only foreign banks to compete for domestic financial
institutions, from the viewpoint of maximizing post-sale
efficiency of the banking sector, there was hardly any better choice for the authorities.
Due to the determination of the Bulgarian government, especially the concentrated efforts of the BCC, five
large state-owned banks out of the six controlled by the
BCC in mid-1997 have been successfully privatized. All of
these banks have been sold to first-class foreign investors,
such as Societe Generale, UniCredito Italiano, and AIG
Group. Much of this period was characterized by relatively poor market conditions due, first and foremost, to the
weak international reputation and perceived low-growth
potential of the Bulgarian economy, later to the Asian and
Russian financial crises, and, last but not least, to the military conflict in Kosovo. Given this background, selling five
large state-owned banks-basically the whole sector-in
four years is a good record by any reasonable standard.
One of the most important factors that clearly contributed to this successful privatization drive was the structure of the entity responsible for the process. The BCC was
created as a corporation and capitalized through an initial
infusion of capital by the Ministry of Finance and the
Bulgarian National Bank. It required the shares of the
state-owned banks to be restructured and privatized as
well, so that it became the nominal titleholder for the stateowned banks. It functioned much like any other corporation, with the same structure of governance, despite having
government entities as majority shareholders. Furthermore,
the general privatization law did not apply to banks under
BCC control. This provided a great deal of flexibility in
establishing policy and making specific decisions as market
conditions permitted and dictated.
These results are especially impressive in light of the
far less successful privatization of enterprises in the real

The Objectives
of BankPrivatization

economy.

When selling state-owned banks, the Bulgarian gov-

ernmentclearlysought to receivethe highestpossiblereturn
from strong, financially sound, and reputable strategic

PolicyConsiderations
inPrivatizing
State-Owned
Banks

investors rather than to maximize the price regardless of the
buyer The government wanted to have confidence that

The bank privatization program was successful
because the government applied a few simple rules, which
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are sometimes forgotten or overlooked: seller due diligence, marketing, valuation, investor due diligence,and
contract terms and conditions.
"Seller due diligence"refers to the need for BCC to
know exactlywhat it was going to disposeof. It involved
a comprehensiveand detailedassessmentof the financial
condition of the banks to be sold as well as management
and operational audits. Once the levelof attractivenessof
the banks was determined,further restructuringwas carried
out before privatization in order to enhance their franchise value.This exerciseproved that it was more beneficial
either to transfer all remaining bad loans and investments
to a separate entity specializingin asset workout or to sell
them to a professionalresolutionagencythan to keepthem
in the banks, because the potential buyerswould severely
discount their value in any case.
Once banks were in salable conditions, the second
phase of the sellerdue diligenceinvolved putting together
an information memorandum so that potential buyers
could have detailed knowledge before investing a lot of
time in gathering information at their own expense.This
was to help not only buyers but also the BCC in identifying issues that needed to be addressedeither in marketing
or in the salescontract.
The BCCtypicallyspent three to six months preparing
a complete information package detailing all legal issues
(suchas litigationcases,title problemswith buildings,and
problem loans) as wellas the banks' financial and operatingconditions;a list of major loans and depositsand terms
and conditions thereof; and information technology systems. This perfectionistapproach to putting together privatizationmemoranda greatly enhanced the powers of the
BCCto attract wide interestfrom foreigninvestorsbecause
the authorities already had performed part of the required
due diligence.
Perhaps one of the biggest problems for Bulgaria in
the whole process of bank privatization was the lack of
adequate time for marketing. One way to get around this
problem was not to set any final deadline until the initial
marketing efforts had indicated what level of interest
could reasonably be generated. Byhavingthe flexibilityto
set the parameters for the sale during the marketing period itself, the BCC could better avoid noncompetitive
offers and maintain a higher level of interest throughout
the period.
Unfortunately, most privatization transactions in
Bulgaria'sreal sector implied a very short time frame for
offers (usually30 days),which made it very difficult,if not
impossible,for many bidders to decideto participate, perform due diligence, prepare a bid, and obtain internal
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approval for the offer.One lesson here is that pushing for
deadlines in completing transactions, especiallypublicly
announcedones,could be counterproductiveby weakening
considerablythe position of the seller.
Perhaps one of the biggest hurdles in privatization is
gaininga levelof comfortwith fair valuation.Froma political point of view, this constitutes the most sensitive and
controversial issue. There can be a negative reaction if
opponents of privatizationclaim that a particular asset of
national importance was sold at a very low price.
Nevertheless, setting a minimum acceptable price could
be counterproductiveboth to obtaining a fair price and to
generating competition. Setting the minimum price too
low clearlywill discouragehigher offers.Settingit too high
might produce only a few offers or no offers at all, forcing
the seller to lower the threshold.And changingconditions
ex post never produces better results.
Of the six banks offeredby the BCC,there were only
two cases where valuations were obtained, and, even in
those cases,the valuationwas never usedto set a minimum
price. In practice, only the market itselfcan determinethe
real value of an asset. That is another reason why it is so
important to exposeassetsto the assessmentof marketsfor
a reasonableperiod of time.
Prospectiveinvestorsalsoneed a considerableamount
of time to perform their own due diligence.They usually
need to hire local legaland financialexpertscapableof analyzingthe records of the banks to be acquired. In addition,
serious investorsinevitablymake an on-site inspection of
their own and need adequate time to prepare their internal
valuations after completingthe due diligence,to alter the
terms and conditionsin the draft sharepurchaseagreement,
and to obtain necessarymanagement or board approvals
for the final offer.
When the BCC wanted to sell the state-owned banks,
it did not establish a deadline for bids at the outset of the
marketingperiod becausethe time requiredfor investordue
diligencedependedvery much on the number of potential
interests, which, in turn, were not known in advance.
Nevertheless, as time passed, it was important to set a
final deadlinefor bids to arrive in order to avoid a situation
where offers based on outdated information no longer
could be considered valid.
Contract terms and conditions were essential for the
successful closure of privatization transactions as well.
The BCC always attempted to provide a standardized
contract to all potential bidders in an effort to facilitatethe
selectionof the best offer. The contracts were drafted in
view of what the potential acquirers might demand. The
BCCofferedrelativelyextensiverepresentationsand war75
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ranties regarding the financial condition of the banks.
Althoughit was madeclear that all bidders shouldperform
their ow/ndue diligenceand determinethe net asset value
of the bank concerned, the BCC provided wide assurances and guarantees with respect to the legal validity of
claims and obligations of the banks. Since the risks
involved were considered minimal from the government

Concluding
Remarks
Bulgariahas come a long way since the deep economic and social crisis of 1996-97. Despite the many years it
takes for reforms to produce meaningfulimprovementsin
the livingstandard of the majority of the population, there
are already some impressive results. GDP per capitawhich was decliningmore than 4 percent a year in 1995

side, this was an excellent tool for eliminating many elements of discounts that investors might have asked for otherwise.
One major difference between the contracts offered by
the BCC and those established by the Bulgarian
Privathzation Agency and various ministries responsible
for the privatization of nonbanking assets was the post-privatizati3n commitments placed on buyers. The BCC, in
fact, placed very few, if any, restrictions or requirements on
investors after the sale. Typically, there was a clear commitment to holding the acquired shares for a period of at
least two to three years. But no requirement was placed on
the number of employees to be retained, additional capital
to be infused (except in the case of banks marginally above
the minimum adequacy), or business lines to be developed
in the future.
This relaxed attitude toward future requirements
proved to be a wise policy. First, in the nonbanking sectors these commitments resulted in a costly administrative
burden for the government in monitoring compliance
with legal and administrative obligations embedded in
thousands of privatization contracts. Second, it was
extremely difficult to enforce such provisions in light of
the fast-changing business environment. Sometimes
enforcement did not make much sense from a business
point of view. Modifying these conditions was a tricky
issue as well. Therefore, an important lesson of a sweeping privatization drive is to try to minimize "social obligations," as enforcing them is next to impossible even if
there seems to be good rationale for them, which is rarely
the case.

and 1996-increased
more than 4 percent a year in the past
three years, including a 5 percent increase in 2000, based
on preliminary numbers. Budget revenues, which stood at
5.6 billion leva in 1997, reached 9.7 billion leva in 1999
and 11.1 billion in 2000, an increase of almost 100 percent
in three years. Foreign currency reserves grew from $400
million in January 1997 to almost $3 billion at the end of
1999 and $3.5 billion at the end of 2000. Average monthly salaries increased from the equivalent of only $12. 10 in
January 1997 to $120.00 in January 2001.
Confidence in the banking system has been largely
restored. While total bank assets were only $1.8 billion in
January 1997, they reached $4.2 billion by the end of
1999 and $4.7 billion at the end of 2000, an increase of
more than 160 percent in less than four years.
There is strong evidence that the most efficient and stable economic systems around the world are those that
combine little or no state ownership in the banking sector
with strong prudential regulation and supervision. Bulgaria
has learned this lesson the hard way. By privatizing large
banks of systemic importance, the financial sector has been
liberated from political and administrative intervention,
while at the same time prudent governance and behavior
are enforced by adequate regulation and supervision. The
task for the future is to modernize the nonfinancial sectors
rather quickly in order to provide a good opportunity for
banks to live up to their full growth potential. Banks need
creditworthy clients and new lending opportunities. There
is high hope that further reforms will deliver them quickly,
thus contributing to the modernization and sustained fastpace growth of the whole Bulgarian economy.
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Financial Markets in Hungary:
Achievements and Prospective
Challenges
Istvdn Szalkai

n Hungary, the need to reform financial markets and institutions was recognized as early as the

middle of the 1980s, and this recognition produced several institutional and policy reforms
before the beginning of the political transition. These included the introduction of the two-tier
banking system, the establishment of the basic pillars of a money market, and the liberalization of interest rates. The decade of the 1990s brought new challenges: earlier policy reforms had to be revitalized
and enhanced as the country became more open and the external economic environment became less
favorable. This required coordinated efforts to strengthen the institutional framework in which the central bank, credit institutions, securities firms, and other financial undertakings operate.

Several legislative steps proved to be instrumental in
achieving these objectives. The 1990-92 reforms in financial legislation resulted in the introduction of safe and
sound prudential regulation in banking. They took into
consideration several recommendations of the Basle
Commission and directives of the European Union (EU),
including comprehensive and up-to-date rules on securities
business, stock, and commodity exchanges. They also
were supported by the enactment and strict implementation of market-oriented accounting and bankruptcy rules
in 1992. Beginning in 1996, new foreign exchange legislation permitted the current account convertibility of the
Hungarian forint and liberalized international financial
transactions. The 1996 Law on Credit Institutions established the basic framework for banking supervision on a
consolidated basis and, in accordance with this, merged
the formerly separate Banking Supervision and the
Securities and Stock Exchange Supervision into a new
supervisory institution called the Hungarian Banking and
Capital Market Supervision. The 1998 amendment of the

Law on Credit Institutions allowed banks to provide banking and investment services under one roof and opened the
possibility for universal banking. The Law on Single
Supervision, which entered into effect on April 1, 2000,
merged the formerly separate Hungarian Banking and
Capital Market Supervision, Insurance Supervision, and
Pension Supervision in an effort to improve the supervision
of financial groups that emerged in the second half of the
199 0s in Hungary.
As a result of legislative changes in the 1990s,
Hungary achieved a significant level of harmonization in
its banking and capital market legislation in relation to
that of the EU. Several further steps need to be taken,
however, in order to reach full compliance by the time
Hungary's accession to the EU is realized (see box 8.1).
The amendment to the Law on Credit Institutions and
related modifications in the financial legislation introduced enhanced consolidated supervision requirements
as well as market risk capital requirements (including
rules for keeping trading books) in accordance with the
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BOX8.1. AMENDMENTS
OFLEGISLATION
Additionalamendments
to existinglegislationstemfrom regulatory experiencebasedon recentmarketdevelopments.
The
needfoDadditionalamendments
drawson thesuggestionof a
governrnentcommitteeheadedby Mr. FerencPacsi.
Harmonizationof differentfields of financial legislation.
Differentfieldsof financiallegislationweredraftedandenacted
at differenttimesand laterwereinterpretedanddevelopedon
their own.Theintroductionof the"singlesupervisor"-withthe
aimof ensuringefficientconsolidatedsupervisionof financial
groups--revealsthat supervisory
procedures
areverydifferent
for banks,securitiesfirms, insurancecompanies,
and pension
funds. onsolidatedsupervisionrequiresharmonizationof
theseto a considerable
extent.Prudentialrequirements
remain
highlyinfluencedby sectorspecifics,but someharmonization
is possibleinthis area,too. Reconciliation
is neededamongthe
separatepiecesof legislation
for collectiveinvestment
products
likemutualor pensionfundsandcertainlifeinsurance
products.
Moreover,reconciliationis requiredbetweenthe provisionsof
thecorporateandsecuritieslawsreferringto thesameor related issuesof regulation.
Revisionof thelawon securities.
Thereasonfor this comes
partlyfr:m the introduction
of universal
banking.Originally,
provisionsit this lawwereappliedto investment
serviceproviders,
meaningbrokers,dealers,and underwriters.Followingthe

directives of consolidated supervision and capital adequacy.1
The insured amount in the deposit insurance scheme
and the minimum capital for savings cooperatives also
need to be increased. In Hungary, anonymous deposits
still exist (and are not covered by deposit insurance). These
deposits have to be discontinued according to the requirements of the European Union. Although regulations can be
changed overnight, the practical implementation will be
gradual and can probably be completed by the time of
accession. The legislation allows foreign banks to have
branches, in Hungary. Existing rules, however, are more
restrict:ivethan the regulations required in the countries of
the European Union. Present regulations maintain the capital requirements of subsidiaries, supplemented with a special asset maintenance ratio for branches. Liberalization of
branching would significantly influence the structure and

introductionof universalbanking,provisionswere applied
equallyto banksthat offeredinvestmentservices.Anotherreasonis the needto strengtheninvestmentserviceproviders,in
the light of failuresfollowingthe Russiancrisisas well as the
introductionof stricterregulatoryrequirements
that promote
investorprotection,includingbetterdisclosureand reporting
rules. Regulationson cross-borderactivitiesalso needto be
enhanced.
Revisionof thelawon bondissuesand relatedregulations.
Stipulationsof this lawneedto be revisedin an effortto facilitate the development
of rudimentarycorporateand municipal
bondmarkets.Thisrequiresremovingthe restrictionthat limits bondissuesfor companies
(exceptcreditinstitutions)inthe
amountof their shareholders'
equity.Theregulationon continuousissues,bondprograms,andso forth,whichhavebecome
morefrequentand important,also needsto beimproved.
Modemization
and unificationof ruleson exchanges.
There
is professionalsupportfor replacingthe segmented
sui generis regulationson exchanges
with unifiedrulesbasedon profitorientedcorporateform.
Improvementof regulationon collateraland takingpossessionof collateral.Thiscanbea catalystin realestateand small
and mediumenterprisefinanceand would makethe payment
and settlementsystemsmoresafe.

competitive position of the Hungarian banking system and
cannot be expected prior to accession. The amendment of
the Law on Credit Institutions included all of these stipulations up-front and indicated when the specific changes
would enter into force.
Hungary has achieved good compliance with the Basle
core principles. Specificareas where compliance with Basle
core principles continues to be insufficient mirror those
where compliance falls short of the directives of the
European Union, that is, the need to enhance supervision
and the enforcement of prudential rules on a consolidated
basis, to measure and capture market risk (and the risk
management process), and to use specific capital charges
against this. Measures to be taken include the following:
* The supervisory right to exercise regulatory powers
needs to be reestablished in order to ensure quick
regulatory responses to market developments and

1. The amendment became effectiveon January 1, 2001, and supportive regulation on the use of trading books went into force on
April 1, 2001.
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violations of the rules. There is no understanding
among the institutions interested in regulation and
enforcement on how to implement this requirement
in practice.
* The evaluation of banks' policies, practices, and
procedures for granting loans needs to be improved.
Other investments and the management of loan and
investment portfolios have to be strengthened, especially the evaluation of management responsibilities. Regulations and enforcement of connected lending should be stricter. These requirements can be
treated partly through the forthcoming amendments
of the Law on Credit Institutions and the tightening
of supervisory practice.
. The possibilities for correcting regulatory violations
and enforcing corporate governance in financial
institutions need to be enhanced. Several proposals
to amend the Law on Credit Institutions have been
made to increase the flexibility of supervision.
Tightening of supervisory practice, however, also is
required.
* The consolidated supervision of internationally
active banks needs better cooperation, and memoranda of understanding (MOUs) among supervisory authorities of partner countries are required.
MOUs have been signed with several securities
supervision agencies. The legal framework is in
place, but no MOU has been concluded with foreign
bank supervision agencies. An important task for the
Hungarian authorities in the next couple of years
will be to more actively cooperate with bank supervisory authorities of the EU members and other
important partners in international financial transactions.
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by the end of 1992 in comparison with the banking sector's
total equity capital, and several large banks were forced to
seek capital replenishment to an extent that appeared out
of their reach. In an effort to avoid the spread of a systemic
banking crisis, the government launched a bank rehabilitation program. The rehabilitation program of 1993-95
covered the troubled banks as well as their large debtors.
These banks were rescued partly through the restoration of
their loan book and partly through direct capital infusion
following the submission of restructured recovery plans to
the government institutions responsible for bank rehabilitation. As a consequence of this, capital adequacy returned
to the statutory minimum corresponding to the Basle minimum requirements. The total cost of this program
amounted to about 10 percent of Hungary's 1993 gross
domestic product (GDP; see table 8.1).
The legislative steps taken, coupled with the government's bank rehabilitation program and the restructuring
activities carried out by bank management, opened up the
Hungarian banking system to foreign strategic participation and integration in the European and global financial
markets. Following restructuring and recapitalization,
banks were mostly privatized, typically through sales to foreign strategic investors. By the end of 1999, banks under
foreign control represented a 65 percent share from the
total registered capital of the Hungarian banking system.
The share of the public sector in the registered capital of
credit institutions was reduced to 19 percent.
These changes have contributed to a more transparent
ownership structure. The professionalism of management
typically has improved in banks with foreign strategic
investors, reflecting the deeper experience of foreigners in
banking, coupled with local familiarity with market circumstances. Management's motivation also has changed;
their lending practices have been revised, and internal and

RemainingStructural
Vulnerabilities
of the

external audit systemshave improved in general. At the

BankingSystem
In the beginning of the 1990s, when Hungary lost a
considerable part of its traditional markets due to the collapse of the Council for Mutual Economic Assistance, a
simultaneous enforcement of stricter accounting, bankruptcy, and prudential banking rules-loan classification
and provisioning-accelerated
the necessary structural
changes in the economy and inevitably led to an abrupt
increase in the stock of nonperforming loans in the banking system. Part of these already accrued in earlier years as
a consequence of inexperience in credit evaluation and collateral management. Another-probably
smaller-part
was related to the ongoing difficult market conditions.
The stock of nonperforming bank loans became very large

outset, restructured banks remain risk averse and concentrate their traditional lending activities mainly on bluechip customers.
Bank losses may remain hidden for years when owners'
control of bank activities continues to be weak, corporate
governance and external audit are insufficient, and the
supervisory authority lacks efficiency in conducting supervision on a consolidated basis. The case of Postabank in
1998 illustrates that a mismanaged private bank without
appropriate control can accumulate hidden losses and
increase the threat of systemic consequences by forcing
the government to undertake a costly rescue action.
In spite of the widespread portfolio cleansing, losses
may remain in the loan, securities, and real estate portfolios
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TABLE
8.1 COST
OFRESOLVING
BANKING
SECTOR
PROBLEMS:
INTERNATIONAL
COMPARISONS
Country and time period
of problems

Estimate of total costs
as a percentageof annual GDP
during restructuringperiod

Latin America
Argentina (1980-82)
Chile (1981-85)
Mexico '1995)
TLa(1994-95)
Venezue

13-55
19-41
15-17
17

Transitioncountries
Bulgaria(1990s)
Hungary (1992-95)

14
10

Industrial countries
Finlanc '1991-93)
Japan (1990s)
Spain (1977-85)
Sweden '1991-93)
United States (1984-91)

8-10
3
15-17
4-5
5-7

Source:Crockett(1997);IMF (1998:78).
of privatizedbanks. When revealed,these need to be covered by provisions or written off. Owners have to accept
these consequences in the form of additional capital.
Deferringthe infusion of capital in very competitivemarket circumstances,like the present one in Hungary, might
compound the difficulties, partly through the delay in
restoringconfidence.
Another challengefor Hungary's future is the sharply
increasing operational risk due to an outdated and segmented Information technology, and unreliable management information systems,especiallyin the case of some
medium-sizeand large banks. These banks are forced to
absorb very high costs in order to accelerateinvestments
and catchiup with their competitors.
Any remaining structural problems of banks might
prove to be a serious competitivedisadvantage and may
even be disastrouswhen integration with the EU financial
system accelerates.
FinancialSectorDepthandConcentration
By the end of 1999, there were 260 credit institutions
in Hungary,of which43 operatedas joint-stockentitiesand
217 operatedas cooperativeinstitutions(savingsand cred80

it cooperatives).In recent years there has been a tendency
for increasing concentration, and the numbers of both
joint-stock banks and cooperative institutions have
declined.Ten major banks represent 73 percent of total
banking activities at present. The concentration is more
striking in the retail sector, where the National Savings
Bank (OTP)has a dominant position,and 10 major banks
control about 90 percent of the market.
The process of concentration is expectedto continue.
In the cooperativesector,bank regulation promotesfurther
concentration, with a gradual increase in capital requirementsto the levelof the EuropeanUnion. As regards jointstock banks, the privatization of the remaining two commercial banks, which are under direct state control at
present, could create considerable demand from banks
already operating in Hungary. Hungary's entry into the
European Union probably will set in motion a further
waveof consolidation,the directionof whichwill be influenced by bank mergersin the European market. The reasons for these mergerswill be the commercialbanks' efforts
to improve cost savingsunder competitivepressures,and
the geographicand functional diversificationof their activities.It also will reflecteffortsto achieveappropriate sizein
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order to increase profitable activities and sustain a competitive edge in a larger and unified market.
The degree of financial intermediation carried out by
the banking system can be measured by the ratio of bank
deposits to GDP. This ratio was 44 percent at the end of
1999, having demonstrated only a modest average annual
growth from the 40 percent level registered in 1995. The
ratio is low in Hungary compared with member countries
of the European Union (see figure 8.1). The reason for
this is the level of income per capita, like the regional distribution of economic activities (inequalities) and the
urbanized character of society, which influences the density of bank branches and the use of bank services. In
Hungary, the number of bank branches per million inhabitants, for instance, falls well below that of Western
European countries. The depth of the banking sector
appears to be low, relative to Hungary's economic development.
Hungary has a higher level of banking sector intermediation than most of Eastern Europe and countries of the
former Soviet Union. This divergence in banking sector
depth was considerably influenced by the level of inflation
experienced during the 1990s.
Following the 1995 stabilization program, economic
growth revived and accelerated, while inflation declined
steadily in Hungary. Against this background, a strong
increase in the degree of financial intermediation carried
out by the banking sector would be expected. This was also
the period when mutual funds' and contractual savings
(especially in pension schemes and life insurance products)
began to grow markedly in Hungary. This, in turn, brought
about a considerable increase in demand for corporate
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shares and longer-term government bonds. The growth of
institutional investors (mutual funds, pension funds, and
insurance companies) could explain why the degree of
banking sector depth-measured
by the ratio of bank
deposits to GDP-grew less than expected in circumstances
prevailing between 1995 and 1999. The share of claims of
the household sector in the form of mutual fund units and
contractual savings increased from 2.2 percent in 1995 to
7.9 percent of GDP in 1999 (see figure 8.2). Throughout
the period, this also contributed to an increase in market
capitalization, volume traded, and depth and liquidity of
the capital market.
It is probable that deposits will grow faster than GDP
and that banking sector depth will increase gradually from
the present low level. The share of mutual fund investments
and contractual savings, compared with both total financial
assets and GDP, will continue to grow. The speed will be
significantly influenced by the availability and extent of tax
incentives as well as the regulation of the level of contributions to the compulsory, fully funded pillar of the pension system. This means that due to the availability and
development of securities markets, companies can rely on
relatively more financing from equity and bond issues than
they will receive from the banking system. The capitalization, depth, and liquidity of capital markets are expected to
grow significantly. When companies can raise financing by
issuing equity and bonds at lower cost than the cost of bank
financing, banks have to respond with services that increase
their off-balance-sheet noninterest income.
Until 1999, Hungarian banks could not apply for a
license for full-scale investment services, but they could
sepaoffer these services-and also insurance-through
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FIGURE
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rate subsidiaries. Banks established subsidiaries for other
financial or supplementary financial services like financial
leasing and factoring. In this regulatory environment, banking and financial groups engage in a wide range of financial
services. Pension funds are organized as mutual societies
and do not belong to the financial group. All services related to pension funds, however, are provided by subsidiaries
in the group. The largest banks typically have subsidiaries
for nearly all of these services in their groups (with insurance being the least frequent). In the case of medium-size
and smaller banks, the provision of investment services
through separate subsidiaries is common (most banks,
except specialized ones, have their own securities firms).
Since the beginning of 1999, several banks have obtained
approval to provide investment services directly. Some of
them already have merged the separate subsidiary for
investment services with the bank.
Bank assurance activities are carried out in different
forms. At present eight joint-stock banks and the majority
of savings cooperatives have received approval to sell insurance products as agents of insurance companies. Insurance
companies are mostly members of the same financial
82

groups that banks belong to, and the bank typically is the
main operating company of the group. At the same time,
five banks use insurance companies as agents for selling
their banking or joint products.
Banking and financial groups usually have originated
from banks' efforts to offer a broader range of financial services and their response to changes in the structure of savings of their clients. It is expected that the successful large
banks and some of the medium-size banks (six to eight
banks) will continue to move in this direction and offer, in
addition to bank deposits, a wide range of investment fund
products at different levels of risk as well as contractual
savings opportunities. They also provide different forms of
financing, in addition to bank lending, including leasing
and factoring. Groups of institutional investors can invest
in different securities and contribute to a more balanced
corporate and household financing structure, especially
through the availability of long-term funds. Commercial
banking, investment banking, fund management, and
insurance already are concentrated to a significant extent
within the existing groups around these banks, and this
concentration will increase further in the future.
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Other small and medium-size banks, including specialized institutions such as mortgage and home saving
banks, will be partly taken over by the dominant groups
and partly transformed into branches of foreign banks
when legal provisions on branching are eased. Given the
increasing familiarity with and access to electronic banking
from major international banks, the viability of savings
cooperatives over the next 10-year period is questionable,
even with improved capital strength and a better institutional framework.
Banks already have made substantial investments in
the development of Internet banking in Hungary. Banks
typically own these facilities themselves. Internet banking
can supplement the branch network and even replace it. It
will also typically be a way to offer financial and investment services abroad, possibly as an alternative to crossborder mergers. Besides households, there appears to be a
remarkable increase in demand for on-line services from
small and medium-size businesses, where savings of cost
and time are important. The challenge for supervisors in
this field is that several elements of this progress are out of
supervisory oversight. Supervisors have to study and understand the process, estimate the speed and scope of expansion, and respond with appropriate explanations for customers as well as regulations to mitigate emerging risks.

ing a 16 percent increase in loans outstanding in real terms.
In the structure of bank assets, the share of loans increased
to 44 percent, while the share of securities showed a corresponding decline to 16 percent. In the years ahead, the
ratio of loans to GDP and the share of loans in total assets
are expected to grow further. Their present level is fairly
low by international standards. Since the share of households in the total stock of credit is very low and there are
better prospects for their income growth, a large increase is
expected in the demand for household credit, which basically will be satisfied by credit institutions.
As a result of the portfolio cleansing that occurred
during the bank rehabilitation program, a number of individual rescue actions, and cautious lending activity, the
loan portfolio of banks operating in Hungary is very sound.
In 1999 and early 2000, the share of bad components in
total assets remained below 2 percent. At the end of 1999,
the share of sound components was 92 percent of total
assets. Of the remaining components, the share that needed special attention was 4.5 percent of total assets, the
share of substandard and dubious components was 2.3
percent, while the share of bad components was only 1.1
percent. Although management expertise and methods of
credit evaluation have improved, the move toward small
and medium-size business and household lending as well as
the general acceleration in lending activities most probably

Soundness
of the BankingSystem

willresult in an increasein problem itemsas a share of total

The 1993-95 bank rehabilitation and the subsequent
1995 economic stabilization program-through more stringent lending practices, high real interest rates, and initially declining domestic demand-had a negative impact on
the ratio of outstanding bank loans to GDP. The ratio
declined from 28 to 25 percent in 1996, then recovered
slightly in 1997 and 1998. The share of loans accounted for
40 percent of total assets of credit institutions in 1997 and
1998, securities holdings for the purpose of trading or
investment constituted about 20 percent of assets, while
claims on the central bank and other banks constituted
about 29 percent of assets during these years. Relying on
exchange and interest rate policies of the central bank,
banks could count on low-risk, profit-making possibilities
for converting their foreign currency funds to government
securities and central bank instruments denominated in
national currency. Conditions in the money and exchange
markets became less predictable after the Russian crises.
Several banks suffered losses through subsidiaries involved
in the securities business. By the end of 1998, the resulting
profit squeeze forced banks to revitalize their lending activities toward the corporate and household sectors. In 1999
the ratio of loans to GDP increased to 30 percent, reflect-

assets as well as in an increase in bad components as a share
of total qualified items in the years ahead.
In 1997, credit institutions in Hungary had a return on
assets (ROA) of 1.3 percent and a return on equity (ROE)
of 14.6 percent (see table 8.2). Profitability turned negative
in 1998 due to revealed losses at Postabank and Realbank
as well as lossessuffered at several other banks through their
subsidiaries in the securities business. In 1999, both ROA
and ROE improved compared with 1998, but they still
were lower than they were in 1997, when ROA and ROE
were 0.7 and 8.0 percent, respectively (see figure 8.3). The
major reasons behind the decline in profitability have been
disinflation, the concomitant decline in nominal interest
rates, and a parallel decline in interest margins due to a
sharp increase in banking competition. At the same time,
there is no apparent improvement in cost efficiency either,
which in 1999 can be explained by the efforts of banks to
expand their retail network as well as by expenditures on
system development connected with the Y2K problem. In
the future, interest margins likely will remain under pressure, since competition continues to be fierce and additional pressures will come as Hungary's financial system
becomes more integrated with that of the European Union.
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TABLE
8.2 THEBANKING
SYSTEM
INHUNGARY,
1998-99
Concentration
Profitability
Number of
Number
Market share (percent) ROA (percent)
ROE (percent) loss makers
Type of institution
Large banks

1988

1999

1988

1999

1998

1999

10

10

72.8

72.8

-1.9

0.8

1.4

1998

1999

1999

-24.6

11.1

2

0.9

15.9

11.4

Large banks excluding
Postabank
Medium-size banks
Small banks

9

9

16.4

17.4

0.4

0.5

4.6

6.1

2

12

10

5.1

4.3

-4.0

-0.7

-3.4

-5.1

6

-0.5

-0.7

-3.4

-5.1

-12.8

0.5

-5.9

-1.2

-3.0

-0.5

-15.3

-3.3

-2.2

0.7

-24.7

8.0

1.0

0.7

10.6

8.3

Small banks excluding
Realbanik
Specialized institutions

13

14

5.7

5.5

7

Specialized institutions
excludin-gHungarian
Development Bank
Bank system

44

43

100.0

100.0

17

Bank system excluding
removed banks

Note: The governmentrecapitalizedPostabank in 1998. The bailout was partly undertaken by the Hungarian DevelopmentBank.
Realbank failed in 1998. The figuresdo not cover saving and credit cooperatives.
Source: Ainual reports of the Hungarian Banking and Capital Market Supervision, 1997-99.

Banksthat can improvetheir costefficiencyand expand fee-

NewFinancialMarkets

based business (partly through increased securitization will
be able to maintain or increase their profitability.
The capital adequacy ratio (consistent with Basle
guidelines) showed a declining trend, reflecting both the
acceleration of higher-risk lending and the decline of profitability of credit institutions. This ratio was 17.5 percent
in 1997 and 14.2 percent in 1999. The present level of capital adequacy provides room for further risk taking in the
general banking system in the medium term. Foreign strategic partners have declared their readiness to contribute
infusions of capital in case of need. Despite this, the expansion of the activity of certain banks may be constrained
temporarily by an insufficient capital base.

A number of new financial markets or market segments have begun to evolve in Hungary. These include
real estate finance and home construction by households,
small and medium-size enterprises, agricultural producers, and municipalities.
In recent years credit to households accounted for
about 110 percent of total credit stock, and half of total
credits to households financed home construction.
Following the termination of the system of subsidized housing loans of the former economic regime, the stock of
housing loans declined steadily due to high financing costs.
The overwhelming majority of housing credit stock has
remained with the National Savings Bank, which, until
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recently, was practically the only player in the market.
Financialsector legislationalsohas beenintroduced,which
has addressed these issues. Two years ago, parliament
enacted laws on home savings banks (in line with the
German Bauspar model)and mortgage banks (also in line
with the German mortgage bank model). Four home savings banks and two mortgage banks have started operations. Mortgage banks are the only institutions that can
issue mortgage bonds. At the beginningof their operation,
they concentrated mainly on finance to commercialand
industrial real estate. Products of home savings institutions includepreannouncedgovernmentsubsidiesfor home
construction. In order to acceleratehome construction,in
2000 the governmentselected-as a government-supported institution-one of the mortgage banks as a channel for
the provisionof new subsidiesfor homebuildersand also as
a basic institution of the secondarymarket for mortgages.
This mortgage bank has contracted with commercial
banks, insurancecompanies,and savingscooperativesin an
effort to expand the provision of housing loans under the
new subsidyscheme.Besideschannelingsubsidies,the government-supported mortgage bank provides liquidity to
primary market lenders and improves market efficiency
by movingtoward standardizedmortgagelending.Having
this specialgovernment-supportedstatus,the selectedmortgagebank enjoysa better market standing.Purchasedloans
are kept in the portfolio of this bank and are financedby
issuing mortgage bonds. The new arrangement has provided an incentivefor borrowing and-with the establishment of the secondary mortgage market-also for primary lending.

With the enforcementof this new arrangement,however, the long-term viabilityof home savings banks may
become questionable. It also means a deviation from the
original model of mortgage banks and creates competitive
distortions in this sector. These anomalies need to be
redressed,and a sound way for system developmentneeds
to be established.
Although some years ago there was a general shortage of credits to small and medium enterprises in
Hungary, medium-sizeenterprisesnow have better access
to credits. The increased competition and the profit
squeeze have driven banks toward small and medium
enterprises, and this has been supported by new institutions that moderated the lending risks of banks (credit
guarantee funds, credit information systems)and also by
new instruments like public warehouse warrants that
were used mainly by agricultural producers as collateral
for their short-term credit requests. Lending to small
enterprises, however, continued to be insufficient compared with the economicimportance of this sector.Credit
to small enterprises accounted for only 3-4 percent of
total credit stock, although this sector accounted for more
than 10 percent of GDP.The accessof small and medium
enterprises to financing in the years ahead can be
improved further by revising the regulations on venture
capital funds, which may be prepared to invest in anticipation of improved exit opportunities. These funds can
provide valuable support to firms with their expertise in
strategic planning, marketing, and ability to accesscomplementaryfinancing.Regulationson taking possessionof
collateral need to be made more flexible, and the regis85
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tration of liens, as well as the system of credit information, has to be improved in Hungary.
During recent years, credits to municipalities accounted
for aboat 1.5 percent of total credit of the banking system.
The amount of municipal deposits exceeded significantly
the amount of their credits. Very few banks lend to municipalities. M4unicipalitieswith idle funds also avail themselves
of the portfolio management services of securities firms. At
present, public sector borrowings are centralized. Municipal
bond markets-which existed earlier in Hungary-need to
be revitalized if significant longer-term financing is needed
for local development projects. The revitalization of the
municipal bond market requires the revision of the present
Law on Bond Issues. Since local rating agencies already provide services in Hungary, the introduction of mandatory
ratings for municipal bond issues is possible. A municipal
bond rating would help investors to estimate the risk they
undertake with new issues, and continuous monitoring by
rating agencies would provide additional information on
the financial position of municipalities.

market leaders in offering specialized banking services (real
estate, home, and car finance) as well as nonbanking financial services (leasing and factoring). Some of the smaller
banks will be transformed into branches of foreign banks
if the regulation is eased. Foreign nondeposit-taking institutions in consumer finance will increasingly penetrate the
market, but they may fund themselves basically from
abroad. Only a few small banks can survive as niche players. With increasing familiarity and access to electronic
banking from major international institutions, the viability of savings cooperatives over the next 1 0-year period is
questionable even with improved capital strength and a better institutional framework. In the second half of the next
decade, the concentration process will continue, but due to
the overwhelming foreign ownership, mergers and acquisitions in a wider European framework will determine the
outcome. Among the reasons for mergers will be the efforts
of commercial banks to improve cost savings under competitive pressures.
Banks already have made substantial investments in
the development of Internet banking in Hungary, which

MajorChallenges
forthe NextDecade

they typicallyown. Internet banking is suitable to supple-

Hungaary's membership in the European Union and
further integration with the international financial systems
require ftill harmonization of Hungarian financial reguladions with those of the European Union, as well as full compliance with the Basle core principles during the next three
to five years. There are five major issues to be treated in this
field: (a capturing and measuring market risk, (b) enhancing consolidated supervision, (c) strengthening the regulatory powers of financial supervision, (d) improving the
possibiltites for timely corrective supervisory measures,
and (e) achieving better international supervisory cooperation iri order to implement consolidated supervision,
including cross-border transactions.
Integrating Hungary's financial system with the
European and global financial system will require removing the remaining structural problems of financial institutions. With a further increase in competition in the financial markets, these structural problems could provide
serious competitive disadvantages. One of the major challenges in rhis field is to minimize the high operational risk
in institutions where the development of information technology was not well devised and management information
systems are weak.
The concentration of market players, especially in
banking, is expected to increase further. By the middle of
the next decade, six to eight financial institutions providing
universal banking services will control the majority of the
Hungarian financial markets. These groups will be the

ment a branch network and even to replace it. It also is a
typical way to offer financial and investment services
abroad, and therefore it can be an alternative for cross-border mergers. Besides households, there is a significant
increase in demand for on-line services in small and medium-size businesses. The challenge for supervisors in this
field is that several elements of this progress are out of
supervisory oversight. Supervisors have to study and understand the process, estimate the speed and scope of expansion, and respond with appropriate explanations for customers as well as regulations to mitigate emerging risks.
Outsourcing of banking activities will gain momentum
during the next decade. Supervisors will have to ensure that
this process remains under their control. With specific legal
stipulations as well as licensing requirements, all activities
covered by the outsourcing will have to remain-in principle-under supervisory jurisdiction, which is then exercised in accordance with the concentration of risks.
The low average level and high variance in profitability, together with the large number of loss makers, pose a
challenge in the next three to four years for the Hungarian
banking system. It is expected that, where capital replenishment is required, owners will provide for this in the
near future without major difficulty. In light of further
pressures on profit margins due to increased competition,
it may take longer for several banks to achieve a break-even
status. Although problems with systemic consequences are
unlikely to emerge, the owners' behavior in such cases is
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less predictableand might raise supervisoryconcerns at a
later stage.
As a result of liberalizingthe entry of the products of
foreign investment funds in the Hungarian market, the
strengtheningof the fullyfunded pillarsof the pension system, and the growing share of bank assurance activitiesin
financial groups, intermediation through institutional
investors is likely to grow rapidly. Institutional investors
will contribute further to the developmentof capital markets both in terms of depth and liquidity,while reducing
risks by increasingthe demandfor improveddisclosureand
risk rating as wellas corporate governance.Changesin the
structure of intermediationmay cause problemsfor certain
credit institutions. The majority of the market, however,
will be controlledby financialgroups,which, through their
diversifiedactivities,can manage thesechangeswithout difficulties.
One of the major challengesfor the next 5 to 10 years
is the developmentof a secondary mortgage market. This
would potentially provide liquidity to primary market
lendersand improve market efficiencyby moving toward
standardizationin mortgagelending.It is already apparent
that duringthis processthere will be a movementfrom the
German to the Americanmodel of mortgage finance (the
core of the secondary market will be one, or more, government-supported institution). Another challengein this
process is the long-term viabilityof home savingsbanks,
which need to be maintained, while home savings
(Bauspar)and mortgage finance haveto stay complementary. The improvementof financingfor small and medium
enterprises is critical in Hungary in order to stabilizehigh
economic growth rates. The accessof small and medium
enterprisesto financingin the years ahead can be improved
further by revisingthe regulationson venturecapital funds,
which may be prepared to invest in anticipation of
improved exit opportunities. In a 10-year period, venture
capital funds could grow to play an important role in
Hungarian capital markets.
Corporate and municipalbonds haveto be developed.
Not only multinationals but also large companies will
divert their financing from Hungary if they do not find
appropriate maturities at reasonablecosts. Progressin the
corporate and municipalbond marketscan contribute to a
more balanced financing system, which can benefit productiveinvestmentsand bolster savingsand stabilitywhen
adverse shockscome. In an effort to achieve this, supportive changes are required in legal regulations as well as
market infrastructure.
With a higher level of integration to European and
global financialsystems,smallCentral Europeanexchanges

in Hungary:

Achievements

and

Prospective

Challenges

cannot maintain their competitiveness.It is expected that
during the next fiveyears, they will developinto a regional associationof national exchanges.
Analysis,rating, and evaluationby shareholders,auditors, and supervisorscan work only with appropriate disclosurerequirements.In Hungary,availabilityor periodicity of consolidated accounts needs to be improved for
credit institutions, and disclosurerules for investmentservice providers have to be revised. In light of recent developments, there is a need to improve accountingand auditing proceduresand practices.
In Hungarian circumstances,foreignowners who are
representedin the boards of directorsand other supervisory
boards typicallyprovide the strategicguidanceto financial
institutions. This kind of corporate governance can be
regarded as quite developed in comparison with other
countries in the region. Laws in force, especiallycorporate
and bankinglaw, establishthe accountabilityof boards, but
their stipulationsand transparencyof requirementsneed to
be improved. Laws regulatethe composition of boards of
banks in detail.This requirement,however,has to be eased
in the future, givingthe owners of institutionsmore room
for discretion.
Followingthe integrationof banking, securities,insurance, and pension fund supervisoryinstitutions,one of the
basic supervisorychallengesfor the future is to establish a
credibilityon the levelof the most efficientagenciesof the
former institutionalsetup, while harmonizingthe different
supervisorycultures and preservingsupervisoryvalues of
specializedagencies. An efficient "change management"
process should be put in place. Consolidatedsupervision
based on integrated supervisory structures needs to be
enhancedand requiresamendmentsin the legalframework
as wellas improvementsin supervisorypractice.More international supervisorycooperation has to be establishedin
order to monitor cross-border business more efficiently.
The most important challengefor supervisorsin the next
decade is to recognizethat the traditional "compliance"
approach does not work anymore. In a rapidly changing
business environment, characterized by increasing financial innovations and possibilitiesfor regulatory arbitrage,
supervisionneedsto be proactiveand the supervisormust be
sure that risksundertaken by differentinstitutionsare coupledwith an adequate levelof risk managementand capital
backup. Besidesa betterregulatoryframework,thisrequires
more cooperation in the control carried out by owners,
internal and external auditors, and supervisors.During the
next decade, the role of self-regulatoryorganizationswill
increaseand will become an important component in the
overallregulation of market developmentsand behavior.
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Chapter 9

Restructuring the
Russian Banking System
Marina Chekurova

SJ

ince the beginning of 1998, the Central Bank of Russia (CBR)has been restructuring the banking systemin an attempt to improvethe overallquality of commercialbanks and to increasetheir
liquidity. An important part of this program was the creation of the Agencyfor Restructuring
Credit Organizations (ARCO),which was intended to address some of the problems resulting from
the country's systemic banking crisis. This chapter examines the role of ARCO in restructuring the
Russian banking sector.
Recent
Developments
In the summerof 1998,a financialcrisisoccurredin
theRussianFederation(Russia),leadingto a sharpdecline
in therubleexchangerate and,consequently,
a crisisin the
bankingsystem.Thecrisiswassparkedby complexinternationaleconomiccircumstances
and fueledby domestic
economicfactors.Thefragilebankingsystemwasunableto
protectthefinancialsystemat largeagainstexternalshocks.
Thosebankssufferedmostof allthat heldlargeblocksof
governmentsecurities,had longpositionsin nationalcurrency,or had finalizedmanyforwardcontractsto sellforeigncurrency.Asignificant
numberof bankssufferedheavy
lossesofcapitaland liquidity,anda numberof banksfailed
(see figure9.1). Further,a substantialreductionin the
numberofbank branchesalsooccurredafterthe CBRsuspendedthe bankinglicensesof major Moscowbanks.
BetweenJanuary1999and December2000,a total of 648
bank brancheswere closed,295 of which belongedto
Sberbank(theSavingsBank).
In 1999 and 2000, the bankingsystemrebounded
from the crisis.Aggregateassetsof banks increased2.2
times over this period(figure9.2). Aggregatecapitalin
banksalsoincreasedbetweenMarch 1999andJuly2000
(figure9.3). Sincethe beginningof 1999, household

depositsand savingsin the bankingsystemhavegrown
markedly.FromJanuary 1999to December2000, ruble
householddeposits,foreigncurrencyhouseholddeposits,
and corporate deposits grew significantly.However,
depositswithmaturitiesexceedingoneyearremainedlow.
Overthe sameperiod,thevolumeof consumerlending
increased,as did the volumeof foreigncurrencyand ruble
loans,but at a slowerrate than deposits.Thevolumeof
lendingto Russianenterprisesincreasedquitesharply(figure 9.4).
Thecriticalstageof thebankingcrisisisnowover,and
the Russianbankingsystemisgraduallyadaptingitselfto
new economic conditions. The banking system still
remainsvulnerable,risksassociatedwith bankingactivity
are still considerable,and banks are hesitantto increase
their lendingactivitybecauseaccurateriskassessmentin
the current economicclimate is still very complicated.
Moreover,bank managersare stillinexperienced
in commerciallendingactivities.A largeincreasein thevolumeof
lendingto the real sectorat this time would inevitably
increase systemic risks to the banking system.
Nevertheless,banksare onceagainreadyto pursueintermediationfunctionsby offeringthe traditionalrange of
bank productsand services,includinglendingand pay89

Chekurova

BANKING
SYSTEM,1998-2000
FIGURE9.1 NUMBEROFBANKSIN THERUSSIAN
,,

1556
1476

=~~~~~~~~~10

E~~~~~~~~~~~~~~~14

C

133

132

133

z

End Quarter
Source: BLilletinfor BankingStatistics, CBR.
BANKING
SYSTEM.1998-2000
OFOPERATIONAL
BANKSINTHERUSSIAN
ASSETS
FIGURE9.2 AGGREGATE
Billionsof Russianrubles

,
the riks
to diversify

mettrrsfrsevcs.Iore
syciae

lending

unde
cls

suerison

soul

be-:Si;:p
deD'vielopd

banknr

tal and
banks

90

ThsCwBatrs

serinkes. becusorderstodvrsincofidnei

etrwudpooethe

encourage
in Russia.

ted

Bak

are

stil

searching

inidn

for

atrctin

suitable

is curretlyo

ank

wit

means

whichtI

ofer

frinnvstmets

tiuetRhepoesb.efrigtxpliyadeulz
the

agreat
inflowfvalal foreital

the establishment

aggregat captalf

Althoghth

rais captal

laucke: publeicon fidenceking Sthetistics,
areinextriablye

anSEiSda
?)supporj

of

insk taxe
Atong

candith

of foreign-owned

gendexpally

also would

prfthe aggreganks capita

nacctedintrntionalTh

improve

loan losses before

efbnteprss

pgvractient als

if banks were allowed
taxation.

incurrenwthyo

capitld base

to provision

for

Restructuring

the

Russian

Banking

System

FIGURE
9.3 AGGREGATE
CAPITAL
OFBANKS,
EXCLUDING FIGURE
9.4 STRUCTURE
OFTHECREDIT
PORTFOLIO
IN
SBERBANK,
INTHERUSSIAN
BANKING
SYSTEM,
THERUSSIAN
BANKING
SYSTEM
ASPERJANUARY
1, 2001
1999-2000
Banks
Individuals

~~~~~~~~~~~~~5%

_
250-

30 -o
200
-

28|

12

i%

150-

~~~111.3

102
- 100
50

41.2

0

Source:CBRVestnik.
To restore confidencein the banking system,the government and the CBR should promptly complete the
process of liquidating banks whose licenses have been
revoked.This would furtherconsolidatethe bankingindustry, eliminate banks that represent significantrisks to the
system, and stimulate bank mergers and acquisitions.To
accomplish these objectives, appropriate amendments
should immediatelybe made to legislationon banks and
banking activitiesand on bankruptcy of credit institutions.
The existingregulationson bank liquidationand bankruptcy are overburdenedby unnecessaryprocedures,do not
protect the interestsof creditors,and artificiallyexpandthe
timeframe for reaching settlements with creditors.
Accordingto statisticaldata, 40 percent of liquidationprocedures do not begin until one year after a license is
revoked.This lengthydelayalmost alwaysresultsin the disappearanceof bank assets.The revocationof a bank license
should automaticallytriggerimmediate liquidationproceduresanalogousto bankruptcy,and court actionsshould be
initiatedwith a view toward simplifyingprocedures.
Russianbanking officialsshould continuetheir efforts
to improve the transparency of banking activitiesin accordance with international principles of bank supervision
and should complete the transition to international
accounting standards (IAS).The implementation of IAS
requires certain measuresto be undertaken, including the

Enterprises
83%
Source:Bulletinfor BankingStatistics,CBR.
introduction of amendments to current legislationin the
field of accounting and financial reporting.
Public confidencein the banking system will improve
if bank supervisionis strengthened in a credible manner.
The CBR has recentlyintroduced a new systemto analyze
the financial condition of banks with a goal of detecting
potential problems at an early stage.These resultswill be
usedto determineremedialand supervisorymeasuresand
will give bank examiners a clearer picture of the current
financialposition of a bank, as wellas trends over the past
year,taking into considerationpossiblechangesin external
parameters. However,in order to improve the quality of
CBRsupervision,the financialdata on which its analysisis
based needto be more reliableand accurate.
In the fieldof bank technology,Russia is substantially
behind international standards. One key elementof bank
reform should be the implementationof new technology,
including further development of payment card systems
and extensiveimplementationof paymenttransfer and settlement systemsthrough the Internet. In this regard, laws
on electronictransfersof funds are necessary.
To sum up, since the crisis of 1998, the Russian banking systemhas shown some improvement.Much remains
to be done, but the system appears to be moving in a pos91
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itive direction. For example, the level of household deposits
in banks is rising steadily. This may indicate an improvement in public confidence. However, to attract further
household deposits, a system of deposit insurance still is
needed, as are relevant laws and regulations.

Banks in Russia can be divided into three groups:

* Apply market infrastructure capacities to achieve

restructuring targets.
* Upgrade the level of professional

skills among

bankers.

Summaryof Restructuring
Projects(ona Voluntary

financially stable banks, banks whose licenses have been
revoked due to negative capital, and banks placed under
management of ARCO.

Basis)
The board of directors approved ARCO's program of
activities for voluntary bank restructuring on March 2,
1999. This program laid out the basic approaches for bank

TheObjectives
andTechniques
ofARCO

rehabilitation. It stipulated that decisionsconcerning the

In November 1998, the government and CBR issued
declarations on measures for restructuring the Russian
banking system and credit organizations. These legal acts
laid the Framework for establishment of the Agency for
Restructuring Credit Organizations and set general principles for r2structuring the banking system. They also classified banks and financial institutions based on state participation, clarified obligations with respect to implementing
remedial rehabilitation measures, and designated regional
banks as responsible for regional banking development.
ARCO was established by the Russian Federal
Property Fund, an agency specializing in asset management for government property. It was created initially as a
nonbanking financial institution with 10 billion Russian
rubles of charter capital ($400 million).
ARCO began its operations on March 22, 1999. At
first, ARCO was only permitted to restructure banks
requesting assistance on a volunteer basis and pursuant to
written agreement with the bank and its owners. A federal law on restructuring of credit institutions, which took
effect on July 13, 1999, only recently gave ARCO the legal
authority to impose restructuring measures on banks. This
law also Teconstituted ARCO as a state corporation instead
of a publ lc corporation.
ARCO seeks to overcome the consequences of the
Russian banking system crisis and to restore the ability of
banks to make settlements, make loans, and ensure the
safety oi bank deposits. ARCO has the following goals:
• Miinimizestate budget expenditures by implementing
effective procedures for restructuring banks and reinvesting revenues into further restructuring programs.
* Restructure banks by implemeniting objective, clear,
cotnsistent, and transparent procedures.
* Imolement consistent policies for bank restructuring
in accordance with clear and thorough criteria, regulations, and procedures.
* Ensure restructuring plans to take into account the
interests of creditors as well as depositors and
improve the safety of deposits.

continued operation of banks under ARCO's management
should be made on the basis of detailed analysis of financial performance. ARCO set forth criteria for selecting
banks for restructuring assistance on a regional basis. This
approach allowed ARCO to concentrate on eliminating
bottlenecks in the banking system.
In the three months prior to adoption of the federal
law on restructuring of credit institutions, ARCO conducted negotiations and examined the documents of 46
banks that had applied for restructuring assistance. The
board of directors agreed to provide restructuring assistance to 14 banks, subject to agreement of the owners.
These banks were from eight regions of the Russian
Federation, and restructuring is currently under way in
accordance with contracts signed between ARCO and the
banks' owners and shareholders. Bank rehabilitation measures include the following:
* Reorganization of branch network and reduction
of unprofitable divisions
* Management of substandard assets aimed at improving the structure of the balance sheet and quality of
the loan portfolio
* Development of asset operations and rehabilitation
of profitability
* Diversification of the client and customer base.
Because ARCO regards financial restructuring of
banks as important as operational and organizational
restructuring, an important goal of bank restructuring is to
help banks to change the manner in which they conduct
business.
In 1999, ARCO undertook to improve the liquidity and
enhaince business development in tvo large multiple-branch
Russian banks. These projects were not referred to ARCO
by the CBR and are not under management of ARCO.
An ARCO examination of Vozrozhdeniye Bank indicated that the bank suffered from insufficient short-term
liquidity. In collaboration with the bank's staff, ARCO
developed 14 scenarios to assist the bank, and it was agreed
that ARCO would purchase one of the bank's larger loans
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under the condition that the bank repurchase the loan
after a three-year period. This repurchase agreement has
significantlyimproved the bank's liquidity and economic
status. ARCO representativeswere nominated as members of the bank's board to assist in supervisingimplementation of the plan.
The financial crisisof 1998 weakenedthe branch networks of major Russian banks, creating a lack of goodquality banking servicesin many regions, weakening the
interregional payment system, and preventing real economic integration in the regions. To begin solving this
problem, ARCO started a project of regional financial
infrastructure rehabilitation. Due to the likely costs
required to support development of regional banking,
ARCO chosea less costlyalternativeof branch networking
to provide support.
ARCO extendeda loan to Alpha Bank to enable it to
establish branches in regions lacking accessto good-quality banking services.The project provided target financing
for up to 1 billion Russian rubles for a fixed two-year
term, secured by collateral of securities and other bank
property and at a commercialrate of interest.To supervise
use of the loan resources and monitor financial performance of the bank, 25 percent plus one share have been
entrustedto ARCO, and ARCO has two seats on the board
of the bank for the duration of this project. Generalprinciples of cooperation have been agreed by contractual
arrangementamong ARCO,the bank, and its shareholders.
Mandatory
Restructuring
in Accordance
with
FederalLaws
Currently,ARCO only restructuresbanks referredto it
by the CBRthat meet at least one of the followingcriteria:
1. The shareof householddepositsis more than 1 percent of total aggregate household deposits in all
Russian banks.
2. The share of corporate loans (excludingloans to
banking institutions) is more than 1 percent of
total aggregateassets of all Russian banks.
3. The share of household deposits is more than 20
percent of the total aggregate amount of household deposits of regional banks (including bank
branches).
4. The share of corporate loans (excludingloans to
banking institutions) is more than 20 percent of
total aggregateassets of regional banks.
A bank alsocan be taken over by ARCO if (a) the capital adequacyratio of a creditorganizationdoesnot exceed
2 percent or (b) a credit organization does not meet the
claimsof creditorsor failsto make customers'paymentsfor

the

Russian

Banking

System

the period of time exceedingsevendays due to lack of liquidity.
Once the CBRrefers a bank for restructuring,ARCO
institutes bank examination procedures that may not
exceed 90 days. Once this processhas begun, shareholder
rights are suspended, and the CBRappoints a temporary
administrator to manage the bank. On the basis of the
results of the examination, ARCO decideswhether taking
over managementof the bank is feasibleor not. ARCO has
the right to reject a bank for restructuring on the basis of
the following:
* There are no valid reasonsfor the referral.
* Rehabilitationwould be inefficient.
* Restructuringmeasuresare needed beyondARCO's
institutional or financial capabilities.
When ARCO rejectsa proposal to restructure a bank,
the CBRmust decidewhether to suspendthe bank's license
within 15 days. Furthermore, ARCO has the right to liquidate the bank if there is sufficientreason to believethat
rehabilitation is impossible.If ARCO acceptsthe bank for
restructuring,it can write down the charter capital of the
bank. If the valueof the capital of the bank is negative,the
charter capital shall be stated as one ruble. ARCO may
then decideto increasethe charter capital by issuingadditional shares or a capital contribution.
ARCO may restructure banks pursuant to a restructuring plan, the duration of which may not exceed three
years. Restructuringhas three main goals:
- Restructureliabilities
* Reestablishreservesin accordancewith federal laws
and CBRregulations
* Reestablish norms of financial performance pursuant to federal laws and CBR regulations.
In accordance with the law, a bank and its creditors
have the right to enter into voluntary restructuring agreements. The purpose of a voluntary agreementis to restructure the bank's obligationson one hand, and to maximize
payments to creditors as compared to the bank's bankruptcy on the other hand. ARCO also has the right to represent the interests of the Russian Federation regarding
overdue payments and interest owed the Russian
Federation.
The voluntary settlement procedures have been completed in five banks to date, including four regional banks
(Amurpromstroybank, Bashprombank, bank Voronezh,
Dalrybbank) and a large Moscow bank-Rossiyskiy
Kredit Bank. In all five banks the agreements have been
approved by the creditors (minimumlegal requirement of
50 percent supporting creditor votes passed) and ratified
(as required by law) by arbitration courts. All banks began
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settlements with creditors in accordance with the terms of
the agreements.
ARC(Oalso has drafted the voluntary settlement agreement for creditors of SBS-AGRO, which the creditors supported at their meeting on February 2, 2001. The documents for ratification of the agreement were submitted to
the Arbitration court of Moscow.
To sum up, as of January 1, 2001, ARCO had 15
restructulring projects under implementation, with 20 par-

ticipating banks located in 12 regions of the Russian
Federation (see table 9.1).
The overall limit for financing of projects approved in
1999 was 7.46 billion Russian rubles (approximately $260
million).
Conclusions
The future development of the banking sector in
Russia will depend on three factors:

TABLE
9.1 RESTRUCTURING
PROJECTS
OFARCO,ASOFJANUARY
1, 2001
Bank

Region

Date of referral
under management

Agency's actual
shareholding (percent)

AvtoVAZbank

Samara

August 31, 1999

88.1

3

Investbank

Kaliningrad

November 10, 1999

85.2

3

Rossiyskiy Kredit

Moscow

October 18, 1999

Regional project in

Restructuring
period, years

25 percent + 1 share
(+50 percent in trust)

3

90.9

3

Kemerovo

Kemerovo
a) Kuzbassugolbank

September 21, 1999

(core bank)
b) Kuzbassprombank,
c) Kuzbassocbank, and

January 31, 2000

99

1.5

November 23, 1999

75

3

d) Kenmerovo
Eurasia

Izhevsk,
Udmurtskaya Republic

RNKB

Moscow

November 16,1999

46.1

2.5

Vyatka

Kirov

December 10, 1999

61

3

Peter the First

Voronezh

August 10, 1999

96.6

3

ChelyabComZemBank

Chelyabinsk

September 16, 1999

76.3

3

Bank Voronezh

Voronezh

January 27, 2000

99

1.5

Dalrybbank

Vladivostok

December 20, 1999

99

3

SBS-AGRO

Moscow

November 16, 1999

99.9

3

Amurpromstroybank

Blagoveshensk

March 29, 2000

99

3

Bashprombank

Ufa

July 21, 2000

99

3

Source:ARCO.
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* Availability of free funds for recapitalization of
banks in the private sector
* Further development of the legislative environment
for bank operations, including tax laws
* Improvement in the risks of corporate and household customers of the banks, including further development of bank supervision and introduction of a
private deposit insurance system.
The process of bank consolidation is taking place
quickly, as a number of smaller regional banks are becoming integrated in multiple-branch banks.
If a new system of deposit insurance is introduced,
new competitors may appear in the consumer banking
market that truly are capable of competing with the Savings
Bank of Russia. Nevertheless, it is likelythat in the next five
to seven years Russian banking will be dominated by four
types of banks:
* Banks with state participation (possibly partly privatized, but still with a significant share of state capital)
* Multiple-branch private banks (7 to 10 banks with
actively developing banking services and major customers coming from export-oriented industries)
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* Regional banks working primarily with small and

middle-size regional customers (depending on the
development of regional economies, there can be
50-60 such banks)
* Special-purpose banks and nonbanking credit institutions with limited licenses (mortgage agencies,
mutual funds, banking cooperative societies).
The first three groups are already in the market. The
fourth group may emerge as institutions capable of mobilizing household savings.
The process of consolidation in the banking sphere will
be driven primarily by the necessity to reduce costs and to
increase the efficiency of banking operations.
Although no specific legal constraints impede the entry
of foreign banks to the Russian banking system, the lack of
transparency with respect to corporate clients of banks
continues to subdue foreign investment. Foreign banks are
entering the Russian banking market more often by establishing subsidiary banks than by acquiring existing banks.
The main reasons for this are the high risks associated
with nontransparency of Russian banking institutions (hidden losses, for example) and the poor quality of corporate
governance.
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Evolution of the Banking Sector
in Central Asia
Tune Uyanik and Carlo Segni

S

oon after independence,the governmentsof Central Asia recognizedthat the transition to a mar-

ket economy would require the supportive development of their banking and financial system,
involving considerable capacity building in a sector that needed to be reestablished virtually from
scratch. As a result, reform programs were designed and implemented throughout the 1990s, aimed
at restructuring and modernizing the components of a financial system so as to create conditions for
sustainable economic growth.
Essentially, the reform programs took place in two
phases. In the first phase, between 1993 and 1997, monetary stabilization-except for Tajikistan-became a priority. During this phase, governments also tried to implement
ambitious privatization programs in the small scale area
and to develop a legal framework supporting a market
economy. In the second phase, governments focused on
strengthening the banking system, developing financial
and legal infrastructure, and fiscal stabilization.

and badly managed. Governments at this stage of the transition did not demonstrate or possess the capacity, experience, and political will to restructure the system. Specialized
state-owned banks were considered "too big to fail," and
their liquidation was perceived to be too expensive given
tight domestic budgets. Between 1993 and 1996, most of
the governments were forced to subsidize these banks with
budget resources, and the underlying problems in the financial sector were not addressed. Fundamental financial sector reform, including the privatization of state banks and

TheFirstPhase

capacity building in financial institutions, came more as

During the first phase, the introduction of sovereign
currencies was accompanied by restrictive monetary policies, to contain inflation. As a result, high interest rate
policies and formal and informal restrictions on convertibility were introduced and implemented. High interest
rates, low level of reserves, lack of liquidity, economic and
political instability, and devaluation continued throughout
1995-96, together with consistent dollarization of the
financial system and an outflow of funds.
The banking sector, which was based on a two-tier system, struggled during these years in all of the Central Asian
economies. Specialized banks, mostly state-owned, dominated the assets and liabilities side, and banks were fragile

sporadic initiatives than as part of a comprehensive
approach.
Compared with other Commonwealth of Independent
States (CIS) and former Soviet Union countries, banks in
Central Asia remained relatively small, undercapitalized,
and poorly governed, with underdeveloped technical and
operational capacities. Most important, losses continued to
mount in their balance sheets. Enterprises struggled to service their debts, and banks, with large amounts of direct
lending to loss-making state enterprises, simply rolled over
the losses.
Moreover, financial misinformation became a major
problem. Inadequate accounting, poor supervision, and
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insufficient information disclosure within the enterprise
and banking sectors, all contributed to the lack of transparency of the participants in banking markets. Only in late
1995-1996, when some improvement in transparency had
taken place did the extent of the deterioration of the banking systems became more apparent.
Governments, as part of this first phase, began the
process of developing legal frameworks and modernizing
financial infrastructure, especially in the area of accounting,
auditing, and supervision. However, the process lacked
coordination and enforcement. Many laws and regulations
directly contradicted each other, and large loopholes existed on crucial issues, such as the responsibilities of managers
and shareholders in cases of insolvency or liquidation.
Similarly, clarity in defining banking activities was rare,
and there were few clearly stated obligations with respect to
property rights, capital requirements, insolvency, liquidation, reporting requirements, and accounting standards.
In parallel, governments tried to address the lack of
information flows throughout the system and the inadequate supervision and monitoring capacity of the central
banks. Accounting reforms were initiated to get national
accounting closer to international standards. The accounting reforms moved slowly in this first phase, especially in
the area of implementation and enforcement. The supervision and accounting departments of central banks were
developed and strengthened relatively faster. The availability of a legal framework supporting central banks'
instituticnal role and activities, and their new role within
the framework of market mechanisms, set the pace and
challenged governments to expedite their development.
New accounting systems required new technical and analytical skills, together with the modernization and automation of data collection and statistics. Central banks largely
met this challenge, improving their supervision, monitoring,
resolution, and regulation capacities. Improved confidence
in the central banks' capacity to manage financial flows and
monetary bases allowed governments to initiate reforms of
the payment system. Even with major delays due to inexperience and lack of financial resources, governments started to reform the payment system during the early stages of
the 1990s.

TheSecondPhase
The combination of improved monetary policies, structural and institutional reforms, and improved fiscal discipline eventually brought economic stability to the Central
Asia region by the mid-1990s. Inflation was contained and
dropped from hyperinflationary levels in 1993 to around
15-20 percent in 1997-98, slowing the devaluation of
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local currencies, which remained relatively stable until the
Russian financial crisis of 1998. In addition, at the end of
1997 real gross domestic product (GDP) began to grow in
the region (see figure 10.1)
The improved economic environment and legal and
technical infrastructure (including the enhanced capacities
of central banks, the existence of laws and regulations on
bankruptcy and banking activities, and an improved financial information framework) enabled the governments to
address problem banks. Throughout the region, governments contemplated consolidation and rationalization of
the banking system, primarily through (1) higher minimum capital requirements, to force weaker banks either to
exit the system or to merge with a sounder institution; (2)
a more comprehensive reconciliation of accounts, liquidation of bad assets, and institution of mechanisms for recovering assets, collecting bad loans, and facilitating mergers
and forced bankruptcies; and (3) introduction of prudential
regulations in line with international standards, including
capital adequacy, loan classifications, and provisioning
and liquidity requirements.
Enforced and supported by improved supervision and
tighter prudential regulations, banking consolidation
achieved some notable results, especially in ensuring and
improving the overall soundness of the commercial banking system. The specialized -still dominant in Central
Asian banking systems-were partially restructured or liquidated, but their consolidation was limited.
Moreover, the lack of strategy and delays in implementation, as well as corruption and lack of political will
of governments, limited the outcomes of the consolidation and rationalization efforts. To sum up, consolidation
and rationalization could have been significantly improved
if some of the following conditions had been met:
* Bank consolidation and rationalization should have
involved a comprehensive restructuring of the sector
leading to the privatization of healthy and systemic
banks and liquidation of all others.
* Foreign strategic investors should have been invited
to take part in the privatization of large state-owned
banks.
* The consolidation and restructuring of the banking
systems should have been addressed in parallel with

enterprise sector restructuring.
* Governments only dealt with portions of the bad

debts and with banks in crisis or severe distress,
without adequately addressing issues such as poor
management and governance.
* In a few cases, central banks intervened directly in
bank restructuring, taking direct financial exposure
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FIGURE
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-28.9% -11.1% -21.4%
-5.3% -10.0% -17.3%
-11.1% -2.3%
-4.2%
-8.8% -3.8%
-2.9%

1996

1997
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-8.2% 0.5%
1.7% -2.5% 1.7%
-5.4% 7.1%
9.9% 2.3% 2.2%
-12.5% -4.4%
1.7% 5.3% 3.7%
-7.2% -6.7% -11.3% 5.0% 16.0%
-0.9% 1.6% 2.4% 4.4% 4.1%
1.7% 1.6% 2.3% 1.8% 1.4%

Source:WorldEconomicOutlookWEO,April2000.

to these banks, in the expectation that the cost of
restructuring would be paid by the budget. In this
way, the deterioration of central banks' financial
situation increased the risk of systemicliquiditycrisis and hyperinflation.
The consolidation efforts succeeded in reducing the
number of both public and private banks in some of the
countries (see table 10.1). In 1994, for example,
Kazakhstanhad 184 banks, six of whichwere state-owned.
In 2000, only 48 Kazakh banks remained.In Tajikistan,the
number of banks decreased between 1997 to 2000, as 11
banks exitedthe system.In contrast, the number of banks
in the KyrgyzRepublicincreased,despitethe liquidationof
three state-owned banks between 1995 and 1996. In
Uzbekistan and Turkmenistan, the number of banks

remained relatively stable throughout the period under
analysis.
Further consolidationand rationalizationstill are needed to address overall soundnessand to restore confidence
in the remaining banks. Much more needs to be done to
strengthenthe infrastructure of the financial system. The
pace of reforms in this area slowed during this second
phase. Although central banks took the lead and fostered
further reform of the accounting and payment system,
delays were experienced in strengtheningthe legal environment and the judicialsystemand creatingsuitabledebtrecoverymechanisms.Moreover,the devaluationof local
currencies and the increase in inflationary pressures following the Russian financialcrisisof 1998 led to a further
deterioration in the quality of bank portfolios.
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TABLE
10.1.NUMBER
OFLICENSED
BANKS
Country

1993

1994

1993

1996

1997

1998

1999

2000

Kazakhstan

204

184

130

101

81

71

55

48

Kyrgyz RepLiblic

20

18

18

18

20

23

23

22

Tajikistan

15

17

18

23

28

20

20

17

Turkmenistan*

-

-

67

68

67

13

13

13

Uzbekistan

21

29

31

29

30

33

35

35

available.
* In 1995,56 agriculture
cooperativebankswereestablishedas spin-offofAgropromBank.Theseinstitutionswereeventuallyremergedinto AgropromBankin 1998.
-Not

Source:

EBRD Transition

Report 2000.

CountryExperiences
Financial sector developments in the five countries
that cornpriseCentral Asia are influencedby a number of
general factors: (a) macroeconomicimbalanceand uncertainty; (b) weaknessesrelated to the legaland judicialsystem, especiallythe enforcementof laws and regulations;(c)
inadequate banking supervisionand regulation;(d) limited
competition and credit market distortions due to government sabsidiesand guarantees,as well as the dominanceof
specializedbanks, mostly state-ownedand politicallyaffiliated private interest groups in the banking sector; and (e)
the absenceof uniform accounting,reporting,and auditing
standards and the existenceof inefficientpaymentsystems.
Beforeturning to the country-specificfactors that influence
financialsectordevelopment,the generalcausesof banking
fragility in these fivecountries are discussed.
Macroeconomicinstabilityis reflectedin high inflation,
balanceof payment difficulties,price and foreignexchange
controls, real exchange rate appreciation, and growing
subsidiesand external borrowing. These create an inefficient pricestructure for goods, services,and factorsof production, which distorts economicdecisionmaking.Credit
decisionsmadeon the basisof pricesthat later are realigned
substantially have a negative effect on the solvency of
financial institutions. In addition, in environmentswhere

the development of the business environment and the
rationalization and restructuring of the banking sector.
Banking sector development relies heavily on the confidence of depositors and banks in the enforcement of the
terms of the contract. A transparent and effectivelegal and
judicial framework that assures speedy, efficient, and
impartial settlement of claimsis necessaryto achieve this
objective.Courts and judgesin the region are sometimes
influenced by political or personal interests, and judges
lack adequate resources, training, and technical skills.
This situation impedesthe developmentof a healthy business environment.
In some Central Asian countries,the banking and central bank laws and regulations do not create sufficient
incentivesfor bank owners and managers to abide by the
rules. Prudential banking legislationdoes not define clear
eligibilitycriteria for owners and top managers of banks;
and adequate supervisionand enforcementof strong fines
and criminal penalties for violations are lacking.
Governmentshave a role to play in creating the necessary
institutions,mechanisms,and incentivesfor ensuringimplementation of prudent banking practicesand proper regulation and monitoring of the banking system. However,in
most of these countries, this is a politicallyvery sensitive
issue.

the exchangc rate is significantly overvalued or thcre is

State-owned banks create incentivcs for fiscal and

significantflight from domesticcurrency assets, the real-

quasi-fiscalsubsidizationand undermineconfidencein the

ization of foreign exchange risks increases the share of
nonperforming loans in bank portfolios.
Legal uncertainties, loopholes, and lack of regulatory
harmonization undermine enforcement in Central Asia,
severely limiting the capacity of governments to address

system. Widespread state ownership and intervention in the
banking sector limit financial development and lead to
unfair competition and higher spreads. State banks often
are used to channel funds to favored groups and sectors.
Political will is lacking to recognize losses in these banks,
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and governmentseventuallycover them with capital from
the state budget.As a result, almost 70 percentof loan portfolios of state-ownedbanks in the region are nonperforming or at least doubtful.This situationhas led to capital erosion in state banks. Governanceproblems,corruption, and
insiderlendingusuallylead to the transfer of largefunds to
a few companiesor families,and in the event of a crisis,
governmentstypicallyhaveto assumethe relatedlossesand
fiscalcosts.
Although uniform charts of accounts have beendeveloped in someof the countriesunder discussion,they are not
fully compatible with the international accounting standards (IAS),and related accountingstandards for financial
reporting have not been developed. This situation does
not guarantee provision of timely,accurate, and transparent information. As a result, the valuation and quality of
assets, recognition of income, calculation of capital adequacy, exposureviolations, assessmentof risks, and management of asset liabilitiesoften are subjectto seriousmisstatementsand misrepresentation.Thus, financialproblems
can be hidden from supervisorsand stakeholders.If properly compliedwith, standards based on IASprovide a basis
for accountability and transparency as well as understandability and comparability.Currently,the services of
credit information bureaus or rating agenciesare either
very limited or nonexistentin Central Asian countries.As
a result,neither the banks nor other lendersor investorscan
readily accessinformation such as credit histories,including the total indebtednessof potential borrowers.Thus, the
banks become more vulnerable to credit risk.
The followingis an examination of how these general
factors work with country-specificfactors in each of the
five countries of Central Asia.

Kazakhstan
After independencein 1992,Kazakhstanwent through
a difficultperiod of macroeconomicinstability.From 1992
to 1995, inflation reached as much as 3,000 percent and
GDPdeclined35 percentcumulatively.Authoritiesreacted
to this difficult situation by adopting a comprehensive
market-basedreformprogram and restructuringthe financial sector.One of the goals of the restructuring program
was to strengthen and rationalize the banking sector. In
1992 the banking systemcomprisedthe National Bank of
Kazakhstan (NBK), five state-owned specialized banks,
and 72 commercialbanks. Bythe end of 1994, there were
179 privately owned banks. This rapid expansion was
related mainly to the nature of intermediation,which vertically stratified banks along lines of specificproduction
sectors and industrial conglomerates.
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In the first years after independence,banking sector
assets were highlyconcentratedand extremelysensitiveto
external shocks, including the worldwide demand for oil
and mineral products as well as currency fluctuations.
The economic downturn that followed-together with
the drop in worldwidedemand for oil products and severe
devaluation of the new Kazakh currency-exposed the
fragility of the Kazakh banking sector. Banks shouldered
the burden of this economiccontraction, and lossesfrom
the real sector accumulated in bank balancesheets. Bythe
end of 1995, 50 percent of total commercialloans-or 11
percent of GDP-were classified as either doubtful or
nonperforming, leading to the apparent insolvencyof the
banking system. At this point, the authorities began to
address this problem.
Although accounting and financial disclosure standards were deficient,the NBKbegan identifyingnonviable
banks and initiated liquidation procedures, starting the
processof consolidationand rationalizationof the banking
sector.NBK first began withdrawing licensesfrom banks,
most of whichexitedthe systemor merged(althoughbanks
were given five years to comply with the new prudential
regulations).NBK applied a case-by-caseapproach to four
of the largest banks, wherein nonperforming assets were
evaluatedand carved out from the balance sheetsand then
transferred to special debt-recoveryagencies. This rationalizationand consolidationprogram reducedthe number
of banks to 55 by the end of 1999 and then further to 48
by the end of 2000. Nonperformingassetsremainedabove
40 percent of total assets,or 11 percent of GDP,by the end
of 1996.
Despite this, the banking system remains highly concentrated, and the quality and levelof intermediationhave
not improvedsignificantly.The five largestbanks account
for 63 percent of total assets and 73 percent of total
deposits.Total deposits decreasedas a percentageof GDP
from 72 percent in 1996 to almost 9 percent in 1999.
Lending decreasedfrom 64 percent of GDP in 1996 to 4
percent in 1999. At the same time, the monetary unit
(Tenge)was devaluedfurther.This had an adverseeffecton
bank soundness,harmed operating margins, and accumulated lossesthroughout the system.Gains from devaluation
against hard currencies were recognized in the balance
sheets of banks, since almost 50 percent of banking assets
in 1999 were denominated in hard currency. However,
doubts remain on the overallquality of these assetsand the
capacity of the real sector to servicethese debts.
The next few years will be critical for banks in
Kazakhstan. The banking sector has grown substantially,
and it appears that a supportive legal framework is in
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place, together with the basic technicalinfrastructure (for
example,payments system),and a modernizedaccounting
systemis taking hold, albeit slowly.Moreover,the banking
sector has demonstratedits resiliencein recoveringfrom the
Russian financialcrisis. Savingsgrew 54 percent in fiscal
2000, with real interest rates at between 5 to 6 percent,
while inflation remained stable at around 10 percent.
However,banks still struggleto diversifytheir investments.
Portfolios remain concentrated in a few core industrial
sectors, and the dollarizationof investmentsis still increasing, which puts the banking system at risk of external
shocks. In addition, banks still need to build necessary
capacity in corporate governance,risk assessment,and liquidity management. Operating expenses are high, earnings from basic intermediation are low, foreign exchange
risk is poorly managed, and the quality of loan portfolios
continues to deteriorate.
To deal with the current situation, the NBK needs to
pursue policies that will result in further consolidation
through liquidation and mergers. Fewer more financially
stable banks would increase competition, efficiency,and
product innovation,and as a result, confidencein the system likelywould rise. This would cause domesticand foreigninvestorsto channelmore resourcesthrough the banking system. The NBK also should continue to improve
monitoringand supervisionas well as improve the disclosure of financialinformationby adopting better accounting
standards. In this regard,the NBK does not yet have access
to consolidated financialdata that include the activitiesof
bank af-filiates.
Finally,the governmentand the NBK should focuson
the development of alternative forms of investment for
banks and other financial institutions. Kazakhstan has an
operating stock exchange, which attracts funds for foreignexchangetransactions (60 percent),treasury securities
and euionotes (37 percent), and corporate securities (3
percent). The basic legal framework is in place, as is a
moderr supporting technical infrastructure. However,
banks and pensionfunds-the main operators on the market-struggle to find alternative longer-terminvestments.

Kyrgyz Republic
With total assets estimatedaround $60 million, or 4.9
percent of GDP at the end of 2000, the formal banking
sector in the Kyrgyz Republic is still small, weak, and
struggling to develop both a commercial and a public
institutional infrastructure. The main problems are the
quality of bank assets, the lack of liquidity and capacity,
and a weak legal and institutional infrastructure supporting banking activity.
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Historically, the banking system in the Kyrgyz
Republic developed relatively early compared with the
other Central Asian countries. After independence, the
banking sector adopted the two-tier system, where specializedbanks were organized as affiliatesto industry,running limited banking services and providing funding to
favored industrial sectors.At the same time, the absenceof
a banking culture, credit discipline,and a healthy business
climate-as well as the economic difficulties due to the
transition from a socialistto a market economy-encouragedthe stripping of assets, which causedsubstantial losses to bank portfolios.
But the Kyrgyz authorities sought to move fast on
reforms. Between 1993 and 1996, a two-stage restructuring plan was implemented. In the first stage, bank
supervision and licensing requirements were strengthened, while minimum capital requirements were
increased. As a result, a few small banks had to exit the
system or merge, and the number of new, nonqualified
entrants was substantially reduced. In the second stage,
the authorities introduced IAS-based accounting and
addressed insolvency of the largest banks on a case-bycase basis. The Savings Bank and the Promstroi Bank
were closed and liquidated. Other problem banks were
quickly restructured or merged. The reform was quite
successful:by the end of 1997, the banking system was
essentiallyin compliancewith new capital requirements,
and aggregate nonperforming assets decreased from 75
percent (in 1994) to 7 percent.
To further improve the financial condition of the system, the authorities also decided to create a special bank,
Kairat Bank, fullyowned by the National Bank of Kyrgyz
Republic (NBKR), which acquired the assets and liabilities of the two state-owned banks that had been liquidated. At the same time, in 1996, the authorities established
an asset resolution agency,DEBRA.This institution performs the debt collection function for insolvent banks
and receives their assets. Its creation coincided with the
development and initial implementation of the government's comprehensive consolidation and rationalization
program. This strategy involved building the capacity of
the NBKR and continuing to consolidate the banking
sector.
In the meantime,the NBKRand the ministerof finance
used government securitiesand central bank notes to sustain troubled banks. Despite the effort, the financial condition of the systemfurther deteriorated in the wake of the
Russian financialcrisis of 1998. The local currency (sum)
was devaluedsignificantly,losing almost S5 percent of its
valuewithin one year.The largest industrial conglomerate
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in the country-Kyrgyz
Gas Munaizat-was
declared
bankrupt, and the insolvency of its affiliated banks revealed
the gaps in institutional capacity, corporate governance,
banking supervision, auditing, and the legal environment.
Between 1998 and 1999, three of the largest banks in the
country collapsed, and the banking sector lost the confidence of investors and depositors. Following devaluation,
bank capital declined 54 percent between 1998 and 2000
in U.S. dollars. Depositors also withdrew funds from
banks, reducing total deposits approximately 35 percent in
nominal terms. In the aggregate, the level of deposits
decreased from 70 percent of GDP before the Russian crisis to almost 10 percent in 1999.
Despite these stark losses of funding resources, banks
managed to improve profitability. Because assets were
denominated largely in hard currency, the devaluation of
the sum (together with the sharp decrease in deposits) drastically raised interest margins. Yet extensive dollarization of
the system increased the debt-servicing obligations of the
economy. Banks continued reflecting gains from devaluation in their balance sheets, although the overall quality of
their investment portfolios deteriorated further. Losses continued to mount, since the real sector did not have the necessary liquidity for debt repayment. This situation continued throughout the end of 1999, when the currency finally
stabilized, and inflation decreased from 37 to 10 percent in
fiscal 2000.
Problem loans place a heavy burden on the financial
system in the Kyrgyz Republic. Bank assets are invested in
state-owned entities. In addition, mismanagement, inefficiency, and economic instability contribute to the erosion of
the financial condition of the banking sector. As a result,
most of the existing 22 banks are having liquidity or solvency problems. The liquidity crises in the Kyrgyz Republic
appeared even more critical after the latest increase in capital requirements by the NBKR, in August 2000. As of
July 2001, only two banks fully complied with the new
requirements.
Judicial reform is needed as well as improvement of the
legal framework for the financial sector. Legally, enforcement capacity is very weak, and creditor rights clearly are
not enforceable. Furthermore, prosecution is heavily influenced by personal and political interests, making corruption rampant. In this environment, the supervision and
regulatory authority of the NBKR is weakened. There are
cases in which the NBKR has revoked banking licenses, and
banks have continued to operate by the consent of the
courts.
Thus, a strong commitment to a comprehensive reform
strategy is necessary, with the highest priority being:
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* Reform of the judiciary system and development of

the existing legal framework
* Tightening and enforcement of banking regulations,

*

*
*

closure of insolvent banks and recognition of fiscal
costs through the DEBRA
Strengthening of the technical capacity of the NBKR
so it can improve supervisory and monitoring functions
Development of responsible corporate governance
and technical capacity within banks
Upgrading of banking infrastructure, including the
payment system
Further movement toward an IAS-based system.

Tajikistan
Tajikistan has an embryonic financial system. The
banking sector, which is the main component of the financial system, does not yet perform basic intermediation
functions. Household deposits account for only 2 percent
of GDP compared with an estimated household savings
ratio of 7 percent of GDP. On the other side of the balance
sheet, banks have been performing very limited lending
activities, as total loans accounted for only 10 percent of
GDP at the end of 1999.
The reason for the low level of intermediation is the
extremely low public confidence in the banking system
and political turmoil, which have fueled the informal sector and depressed the demand for financial services from
the private sector. Despite the low level of intermediation,
however, progress has been made since independence. Prior
to 1992, the National Bank of Tajikistan (NBT) was
responsible for allocating resources to the economy through
five specialized banks, directed toward the main economic sectors of the country.
Banking regulations were first introduced in 1991,
then revised in 1995 and 1998. At the beginning of 1998,
the number of banks operating in the country grew to 28,
most of them "pocket banks." The five largest banks survived the transition and took the lead in the banking sector, with 76 percent of loans and 97 percent of deposits.
In the meantime, four of the five state-owned banks were
privatized in 1998, following a restructuring plan stipulated between the government and the NBT. The plan prohibited the NBT from further financing banks with direct
lending.
The agreement also focused on reorganization of the
NBT's Banking Supervision Department, modernization
of the legal framework supporting banking activities, and
consolidation and rationalization of the banking sector
through increases in minimum capital requirements.
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Thus, the bankingsystemhas remainedrelativelyweak
and concentrated.Progresshas beenmade in consolidation,
with the number of banks falling from 28 to 17 at the
beginning of 2000. Minimum capital requirements had
been increased early in year 2000, but the most serious
problems remain the general lack of complianceand the
poor quality of the loan portfolios, which have continued
to worsen in the past two years.During the year 2000, the
NBT again beganto financethe banking sector.As a result,
government guarantees and NBT direct lending facility
provide for some 50 percent of the funding mix of banks.
Moreover,the banking sector remainshighly concentrated, with the four largest banks accounting for 84 percent of total assets, 80 percent of total loans, and 95 percent of total deposits.In addition,the economyis becoming
increasinglydollarized.Deposits in hard currenciesare 2.2
times depositsin local currency,exposingthe financialsector to serious foreign exchangerisks.
From the banking infrastructure point of view,
Tajikistan has progressed in developingthe legal framework, even though much more needs to be done to fully
implement and harmonize it (most of the laws governing
banking activitiescontradict other laws and regulations).
The paymentsystemis still basedon cash, although it is relatively efficient due to the extensive branch network of
banks. The accounting reform, which began in 1998, is
progressingslowly.The conversionto IAS-basedaccounting was initiatedin early 1999,and is almost complete,but
banks lack the necessarytechnicalskillsto makethe switch
complete.Finally,the NBT needsto further strengthenand
update its own technicalcapacity and enforce full compliance with minimumcapital requirements.

Uzbekistan
With a sizablebankingsector,compared with the other
countriesof the region (total assetsequaling$4.3 billion,or
25 percent of GDP,at the end of 1999), Uzbekistan began
implementingmodern financial sector reforms later than
the other countries of Central Asia. The main reason for
this delaywas the monetary policy pursued by the authorities throughout the 1990s.
In 1994, the monetary authorities introduced the
soum, the new national currency, and in 1995 and 1996,
the government adopted the law on foreign investments
and the first banking law.The expansivemonetary policies
that followedthe introductionof the new currency-aimed
at stimilalatingeconomic growth-had the side effect of
increasinginflation. The monetary authorities then decided to give priority to the stabilization of monetary aggregates, and immediately sterilized capital inflows. As a
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result, tight exchangecontrolswere adopted, together with
import/export restrictions, making the soum practically
nonconvertibleby the end of 1995. Inflation stabilized at
about 30-40 percent on an annual basis, but in 1996 the
monetary aggregatesexpandedonce again. Bank financing
from the budget, broad money, and credit to industry
increasedsubstantially.At this point, in conjunctionwith a
collapsein worldwideprices,the authoritieswere forcedto
tighten monetarypolicy againin an attempt to stabilizethe
economy.
Tight monetary policycontinued until mid-2000. The
government, in an attempt to control inflation and financial flows,monopolizedintermediation.It provided subsidies through the commercial banking system by issuing
state guarantees to back the credit exposure of banks. At
the end of 2000, the state guaranteed the majority of all
banking loans.
These policies had detrimental effects,as some banks
failedto developthe necessaryoperational skillsbecauseof
the noncompetitive business environment created by the
government'spolicy of continuingto guarantcc risks. As a
result,the financialcondition and institutional capacity of
the banking systemhave not improved.
Sixstate-owned banks account for approximately 96
percent of all bank credit. Total loans represent approximately 66 percent of total banking assets, or 20 percent of
GDP.Total depositsof the banking systemstand at only 10
percent of GDP.Out of these six banks, one in particularthe National Bankof Uzbekistan-dominates, with over 60
percent of total assets.
The governmentis currentlymoving ahead in restructuring and rationalizing the banking sector and in trying
to liberalizefinancialflows throughout the system.During
spring 2000, the Cabinet of Ministers issued a number of
resolutions addressing the need to initiate a comprehensive privatization program. The program will include the
creation of a centralized collection mechanism, which
will permit the restructuring of the nonperforming loan
portfolios of these banks and the resolution of the issues
related to the outstanding government guarantees
attached to these loans. The authorities also will address
the full convertibility of the soum. In May 2000, the official rate was fixed to incorporate a depreciationof 57 percent, and a few commercial banks were authorized to
open exchange bureaus and apply a floating rate basedon
market rates.
In the near future and to restructure the banking sector further,the authoritieswill haveto revisittheir financial
sector reformstrategyand addresssome urgent and important issues:
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* Further strengthening banking supervision and monitoring
* Initiating comprehensive classification and assessment of loans and evaluation of the financial position of banks
* Establishing executive loan recovery mechanisms
* Building capacity within the banking system and
stratifying and fragmenting the commercial banks
* Accelerating the reform of national accounting standards, initiated in 1997, to meet full compliance
with IAS.

Turkmenistan
Turkmenistan has been slow to modernize and develop its financial system, mainly due to the difficult economic situation following independence in 1991. The disruption in oil and gas exports, poor harvests, and weak
economic management led to a fall in GDP between 1992
and 1997 of about 50 percent in comparison with other
CIS countries. The discontinuation of gas exports to
Ukraine in 1997 had an adverse effect on the economy at
the beginning of 1999, but the economy has started to
grow again, fueled by an increase in agricultural output and
energy exports.
In 1993 a two-tier banking system was created, together with the introduction of the new currency, the Manat,
and the foreign exchange law. Against this background
and improving economic conditions more generally, the
government initiated a comprehensive process of bank
restructuring and consolidation. The number of banks
decreased from 22 to 15 in 1998 and to 13 in 1999. The
government still controls most of the banking system, with
seven state-owned banks controlling almost 95 percent of
all commercial bank loans in local currencies and almost all
of the loans extended in hard currencies.
Consolidation was achieved by paying off shareholders (other than government or public entities), by netting
shares with outstanding loans or tax obligations, and by
engineering mergers, liquidations, and closures.
The bulk of bank lending takes the form of channeling
directed credits and foreign loans to designated and affiliated state enterprises, mostly in the cotton and oil sectors.
The previous banking structure has survived, and the state
still uses banks as channels through which to subsidize the
economy from the Central Bank of Turkmenistan (CBT).
Moreover, most credits to industry currently are collateralized with sovereign debt or guarantees.
The CBT initiated the development of its bank supervision capacity early in the 1990s, but only quite recently
has modern bank accounting been introduced. Accounting
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standards, in accordance with IAS, are now implemented
for most of the major banks in the country, and further
implementation will take place in 2001. New regulations
on loan classification and provisioning were introduced in
1999. At the same time, minimum capital requirements
were increased, together with new limits on maximum
exposure to single borrowers and shareholders. These were
the first steps toward a comprehensive bank rationalization
process. In addition, on-site supervision capacity was
improved, and the collection of information within the
central bank was automated and centralized. Despite these
efforts, the quality of loan portfolios is doubtful and difficult to evaluate.
Progress has been achieved in the development of legal
infrastructure, including the strengthening of banking laws
and regulations. The first banking law was adopted in
1993, and bank supervision regulations were brought more
in line with international standards in 1995. Bank for
International Settlements capital adequacy was enacted in
1997, but compliance has remained poor. There are signs
of excessive restrictions on trade, such as registrations,
licensing, and continuous government interference in the
private sector through a proliferation of government agencies. As a result, the banking sector remains small, and
access to financing by the real sector is limited.
The central bank is currently developing a system of
automated and computerized payments, although there
continues to be significant use of non-cash transactions
between enterprises. The foreign exchange regime is highly distorted. In 1998, the interbank currency market was
closed, and, currently, participation in foreign exchange
auctions is carefully screened and restricted. Moreover,
new restrictions banning citizens from holding foreign
bank accounts were introduced in 2000.
Financial information disclosure is still deficient and
inaccurate, and international auditors have yet to audit the
banks, largely because accounting reform is still under way.
Conclusions
It is important that governments in Central Asia make
the development of comprehensive financial sector reform
strategies a high priority in order to foster further economic and private sector development. Specific emphasis
should be given to:
* Improving information disclosure
* Implementing accounting reforms
* Enhancing and developing the capacity of lower courts
* Strengthening the capacity of supervisory and regulatory agencies (central banks, ministries of justice,
higher courts, and specialized commissions).
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Adclitionally, priorities should include liberalizing and
stabilizing economies, clarifying the role of state banks
within the economy, and limiting public intervention in the
economy, while at the same time strengthening banking
supervision. As a first step in this direction, the authorities
should assess on an individual basis the strengths and
weaknesses of their banking systems, develop mediumterm strategies, and set intermediate objectives and targets
to achieve effective long-term and sustainable growth and
development. Efficient banking sectors need to respond
effectively and quickly to the needs of the real sectors,
which are in a constant state of evolution. As a result,
reform strategies should reflect the need for flexible intermediate objectives.
Governments are responsible for creating an environment that can foster sustainable financial sector development. While improved government policies can reduce
shocks to the economy and banking system, banks also
can protect themselves by improving the management of
risk to limit exposure and by strengthening their capital
base. The legal and judicial environment must encourage
proper behavior of bank managers and owners, market
participants, and supervisors by providing proper incentives and penalties. Strengthening the legal and judicial
framework for debt collection and contract enforcement is
essential to increasing the number of creditworthy clients
for banks.
Governments also should create the necessary institutions, rrechanisms, and incentives for ensuring implementation c,f prudent banking practices and proper regulation
and monitoring of the banking system. Government interference in the banking system should not go beyond these
objectives. It also is important to ensure independence and
autonomy of central banks and courts from political and
private interests. These authorities need enhanced capacity and credibility within the banking sector in order to deal
with hcluidation and privatization of weak financial institutions. Bailouts or recapitalization of ailing banks by state
subsidies reinforces wrong behavior and moral hazard of
owners and managers. Major bank creditors also should
participate in enforcing effective market discipline. More
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attention and controls should be dedicated to interbank
lending, blanket guarantees, and provisioning.
Proper assessment of the overall soundness of the
banking and financial system is critical. Banking assets are
generally of doubtful quality, liquidity is scarce, and the risk
of capital flight and runs by depositors is increasing.
Authorities should focus their efforts on improving the
overall creditworthiness of the system. Bankruptcy laws
need to be tailored, taking into consideration the scarcity of
financial resources and financial information, the quality of
accounting and financial reporting, and the relative lack of
experience in financial analysis. Many of these issues need
to be addressed simultaneously by legislators and supervisory authorities, considering that transparency and soundness carry social implications.
Another issue to be addressed is the role of savings
banks, which have large branch networks and protected
monopolistic positions in providing banking and quasifiscal services. If not properly carried out, the privatization
of these banks could have very negative social and fiscal
implications due to conflicting interests, which arise in acting as transfer agent of government funds for pension and
other budgetary payments, performing fiscal collections
as agent for the government, and usually being the main
holder of household deposits. Sufficient assurance for the
uninterrupted delivery of these services should be put in
place through alternative methods prior to privatization. A
detailed strategy should identify options (such as the creation of postal banks), which could supplement or substitute delivery of these services or functions prior to completion of the privatization process. If privatization is
concluded before ensuring the continued delivery of basic
banking and quasi-fiscal services, the conservation of existing capacity (branch network) should be guaranteed prior
to transferring ownership. In parallel with these banking
sector issues, governments also should promote greater
diversification in the financial markets, through deepening
the government and corporate bond markets. In this context, reforming and strengthening the insurance and pension systems have an important role to play in increasing
the availability of long-term funds.

Part IV

Capital Markets:
Ready to Take Off or
Stalled in Flight?

Chapter 11

Stock Markets in
Transition Economies
Stijn Claessens, Simeon Djankov, and Daniela Klingebiel

W
V

ell-developedstock markets providemany benefits(seeLevine1997 for a survey).They
enhance economicperformanceby enablinggrowing companiesto raise capitalat lower
costs. Becausethesecompaniesdo not have to rely as much on internal financing,they are
able to grow faster.Stockmarkets also have advantagesover other sourcesof financing.Companies
in countrieswith developedequity markets are less dependent on bank financing,which can reduce
the risk of a credit crunch. Equitymarkets also allow companiesto rely more on equity and less on
debt, creatinga less risky financialstructure in the event of an economicdownturn.
Xr

Finally, stock markets can increase the efficiency of
corporations' investment and management by enhancing
their governance. Overall, a mix of bank-intermediated
funds and stock markets can enhance growth (DemirgiucKunt and Maksimovic 1998).
Stock markets are not new in transition economiesthe Warsaw Stock Exchange was opened in 1817, and
the Prague Stock Exchange was established in 1871although all stock markets were closed under socialism.
During the transition from plan to market, stock
exchanges reemerged or were created in 20 of 26 transition
economies. These exchanges are used mainly for the
mandatory listing of shares of mass-privatized companies
and for voluntary initial public offerings (IPOs).

The first stock market in transition economies emerged
in the Czech and Slovak Republics in 1992; Bulgaria,
Lithuania, FYR Macedonia, Moldova, and Romania followed soon after (table 11. I). 'fhe basic feature of this first
group of markets was the transfer among investors of ownership rights to mass-privatized companies. At first these
markets listed a large number of stocks, many of which were
illiquid. But once the markets became more established,
through transactions at stock exchanges, the number of
stockholders fell, and ownership became more concentrated.'
A second type of market-developed in Croatia, Estonia,
Hungary, Latvia, Potand, and Slovenia-started with a small
number of stocks, all of which were offered in traditional
ways using IPOs. Many stocks had fairly liquid trading.

1. Claessensand Djankov (1999) find that this was the case in the CzechRepublic, and similarpatterns occurredin most countries
that adopted mass privatization.However,Earle and Telegdv(1998) find little evidenceof ownershipconcentrationon the Rasdaq
in Romania. Recent studies argue that foreign investors misunderstoodthe mass privatization of markets and poured in money
only to discoverthat disclosure requirements were weak and that they did not have much legal recourse because the regulatory
framework was not developed(Black,Kraakman, and Tarassova forthcoming). In some countries these foreign portfolio flows
seem to have slowed the concentration of ownership.
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TABLE
11.1 ORIGINS
OFSTOCK
MARKETS
INTRANSITION
ECONOMIES
Mandatory listing
after mass privatization

Voluntary iiritial
puiblicofferings

Mandatory listing of minority
packages during privatization

Bulgaria

Croatia

Armeinia

Czcch Republic

Estonia

Azcrbaijan

FYRMacedonia

Hungary

Kazakhstan

Lithuania

l atvia

Kyrgyz Republic

Moldova

lPolanda

Poland&

lRomaniia

Slovcnia

Russia

Slov.akRepublic

Ukraine
Uzbekistan

a1. Polaild also

hLid111il.r

of Inalt-privati7zcdconiponies atd National ltivestment Fuids after 1996. See Hashi (200C)
prograni.
S'ource: Con piled by thc autbors.
iistiiigs

for a ldetailcd dleCrCipt1on of the

A third group of stock markcts set up in scventransition
Azerbaijan, Kazakhstan, the Kyrgyz
Republic, the Russiani Federation (Russia), Ukraine, and
Uzbekistart--straddled these two types. All these countries
had mass privatization programs, but the initial exchange of
voucher shares took place off the stock exchanges.Although
some of the companies in the privatization programs were
publiclylisted, SUChI listingswere not mandatory for all cornpanies. In several countries (Kazakhstan, the Kyrgyz
Republic),the plan was to develop the privatizationprogram
and the stock market in parallel. To that end, during privatization the stock market was built around public offerings
of companies whose majority ownership was sold to strategic invcstors. The governmeintthen floated a small percentage of the listed shares on the market, creating broader
ownerslhip. Finally, six transition economies-Albania,
BelarLus,Bosniaand Hcrzcgovina, Georgia, Tajikistan, anld
TIurk-menistan-have not established stock markets.
econornies-Armeria,

Featuresof StockMarketsin TransitionEconomies
Because markcts in thic first group were designed to
facilitate a rapid tranisformation of ownership, the regulatory framework was intentioniallyleft light. And because
r egulators in mass-privatized markets had to oversee many
companies, enforcemeut was limiited.Sometimes a formal
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regulator or supervisory body was not even established, as
in the Czech Republic. Most companies in these markets
were not natural candidates for raising capital through
stock markets and did not see much purpose in being listed. For example, in 1999 the median company on the
Sofia (Bulgaria) Stock Exchange in terms of market capitalization, a textile company, had annual revenues of $4
million, and the largest owner controlled 64 percent of
the shares. Given its small size and concentrated ownership
structure, it seems unlikely that the company would have
been willing to list in the first place, float more equity, or
raise new capital from equity offcrings.
As a result, starting with the Czech Republic in 1996,
Bulgaria, Lithuania, and the Slovak Republic in 1999, and
Bulgaria in 1998, the number of listed companies fell in the
first group as illiquidstocks were delisted (figure 11.1; table
I1.Ai). Several other factors also explain the decision of
corporations not to trade publiclyand to delist.First, by listing on stock markets, corporations were lesslikelyto be able
to avoid paying taxes. Second, the cost of external capital
was quite high relative to the cost of bank credit. This was
especially the case in countries where large firms could
lobby politicians for directed credit. Finally,the extensive
disclosure requirements of listed companies made it harder
for corporations to conduct nonmarket-based transactions.
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Markets
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Economies

FIGURE
11.1 NUMBER
OFLISTED
FIRMSINTRANSITION
ECONOMIES
BYMARKET
ORIGIN,
1994-2000
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Note: The mass privatization line representsthe median number of publiclytraded firmsin Bulgaria,the CzechRepublic,Lithuania,
FYR Macedonia, Moldova, Romania, and the SlovakRepublic.The IPO line tracks the median number of publiclytraded firms in
Croatia, Estonia, Hungary, Latvia,Poland, and Slovenia.The hybrid group includes Armenia, Azerbaijan,Kazakhstan, the Kyrgyz
Republic, Russia, Ukraine, and Uzbekistan.
Source: Stockexchangewebsites and information departments.

In contrast, the IPO markets in the second group of
countries (such as Hungary and Poland) saw increases in the
number of listed companies, starting from a low base. In the
third group of countries-as in the IPO markets-the number of companies listed was significantly below that of mass
privatization markets but rose in the second half of the
1990s. Here some corporations were sold directly to international investors, with the residual free float offered domestically. Of the 45 percent free float offered to investors of the
Polish oil refinery Polski Koncern Naftowi, for example, 30
percent was sold to international mutual funds and foreignmanaged domestic investment funds, while 15 percent was
available on the market in tradable employee shares.

MarketCapitalization
Countries with better fundamentals (a more stable
macroeconomy, better laws and accounting rules, and
stronger disclosure requirements) generally have larger
stock markets as measured in market capitalization as a
share of gross domestic product (GDP). Of the 20 stock
markets in transition economies, only three-the Czech
Republic, Estonia, and Hungary-have ratios of capitalization to GDP comparable to those of other emerging
markets (figure 11.2). Market capitalization is very low in
countries in the Commonwealth of Independent States
(CIS),with the exception of Russia (see table 11.A2). At an
average of 11 percent of GDP, market capitalization in
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FIGURE
11.2 MARKET
CAPITALIZATION
INTRANSITION
ANDCOMPARATOR
ECONOMIES
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Note: Data are for March 2000 for transition economiesand December 1998 for comparator countries.
Source: Stockexchangewebsites and information departments and author's calculations.
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transition economies is significantly lower than in comparable emerging market economies.

Market
Turnover
"Market turnover," defined as the value of trading
over market capitalization, is an important indicator for
measuring the effect of stock markets on growth (Levine
and Zervos 1998). Among transition economies, market
turnover is highest in Hungary (93 percent), the Czech
Republic (81 percent), and Poland (69 percent; see figure
11.3; table 11.A3). Most other transition markets are illiquid, particularly in Central Asia-market turnover is less
than 5 percent in Kazakhstan, the Kyrgyz Republic, and
Uzbekistan.
Overall, markets in transition economies are less liquid than their comparators in both developed and other
emerging markets. Only the most liquid markets in
Central Europe compare favorably to Latin American
markets, where market turnover is about 50 percent. But
these markets significantly trail those of developed countries. Market turnover is 167 percent in Germany, for
example, and 127 percent in Portugal. On average, stock
markets in transition economies have a turnover of 30
percent, compared with 121 percent in 10 comparator
countries. This lower market turnover can be attributed
mostly to ownership concentration, a relatively limited
free float, and the international migration of trading
among large firms.
Stock markets in transition economies are dominated
by a small number of firms. As a result, the concentration
of market turnover-defined as turnover of the top 5 percent of listed firms as a percentage of total turnover-is
high in most transition economies. Yet at an average of 75
percent, it is similar to that of other stock markets. At
about 40 percent, Poland is the least concentrated market
in terms of turnover (figure 11.4). Armenia, Azerbaijan,
Bulgaria, Kazakhstan, Latvia, FYR Macedonia, Moldova,
Romania, Ukraine, and Uzbekistan all have turnover concentrations above 80 percent.
Although similar concentration levels are found in
Germany and the United Kingdom, a larger number of
firms account for the concentration. For example, on the
London Stock Exchange 112 listed equities (5 percent of
2,274) account for 85 percent of market turnover. In contrast, five or fewer companies account for all of the market turnover in Azerbaijan, FYR Macedonia, and
Uzbekistan and for more than 95 percent of the market
turnover in Armenia, Bulgaria, Kazakhstan, the Kyrgyz
Republic, Lithuania, Moldova, Romania, Slovenia, and
Ukraine.
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Foreign
Financing
Many large, publicly listed companies in transition
economies have sought equity financing abroad. At the
end of 1999, 72 corporations from transition economies
had American depository receipts (ADRs) listed on the
New York Stock Exchange or the Nasdaq, and 61 corporations from transition economies were listed in London.
Corporations listed abroad (in New York, London, and
Frankfurt) account for an average of 18 percent of domestic stock market capitalization in transition economies and
for almost two-thirds in Kazakhstan (figure 11.5). In
Estonia, Hungary, Latvia, and the Slovak Republic companies listed abroad account for about one-third of domestic market capitalization.
On average, the value of the shares traded abroad is
almost half of the value traded on local markets, and the
number of shares traded abroad is twice as high as the
number of shares traded locally. The turnover of Russian
depository receipts in Frankfurt, for example, was more
than twice as high in the first three quarters of 1999 as the
turnover of the same instrument in Moscow (Creditanstalt
1999). Incentives to list abroad are particularly strong in
transition economies that have had trouble establishing
credible frameworks for corporate governance (Black and
Gilson 1998). But the tendency to list and trade abroad has
not been limited to markets with weak minority rights: of
the 14 countries with good investor protection, 9 have
more than 20 percent of their stocks traded abroad.
This offshore migration has been especially strong
among big companies-for
example, 7 of Russia's 10
largest listed stocks have depository receipt programs.
Many of the firms listed abroad are involved in resource
extraction or telecommunications. But new, Internet-related firms also are listing and raising capital abroad, especially firms from the Czech Rcpublic and Hungary. The disappearance of big companies that trade only domestically
-the average size of companies that are cross-listed or
that have depository receipts is 12 times that of companies
listed only domestically-deprives local exchanges of liquidity, discouraging foreign investors from considering the
remaining stocks. Even large stock markets in transition
economies are hurt by this development, because foreign
portfolio managers may avoid them in the belief that trading in these markets is not worth their research time and
money.

Determinants
of Stock
Market
Development
in

Transition
Economies
There is some empirical literature on what determines
successful stock market development (see Levine and
113

Claessens,

Djankov,

and

Klingebiel

FIGURE
11.3 MARKET
TURNOVER
INTRANSITION
ANDCOMPARATOR
ECONOMIES,
MARCH
2000
KyrgyzRep.
Kazakhstan
Uzbekistan
Bulgaria
Croatia
Lithuania
Azerbaijan

Armenia
Latvia
Ukraine
Estonia
Slovenia
Slovakia
Atverage
FYR Macedonia
Russian Fed.
Romania
Moldova
Poland
Czech Rep.
Hlungary
Mexico
Egypt
Brazil
United Kingdom
I'hailand
Average
Portugal
United States
Germany

_

Turkey
Korea, Rep. of

_I
0

50

100

150

200

Source: Stock exchange websites and information departments and authors' calculations.
114

250

300

350

St,.ck

ii

Nia rkLt

fa,jii

itiiri

t Fi.

ic
i?oic
i

FIGURE11.4 CONCENTRATION
OFMARKET
TURNOVER
IN TRANSITION
ANDCOMPARATOR
ECONOMIES,
MARCH2000
(percentage
of marketturnoveraccounted
forby thetop5 percentof listedcompanies)
Poland
Czech Rep.
Croatia
Hungary

_

Slovak Rep.
Slovenia
Russian Fed.
Lithuania
Kyrgyz Rep.
Estonia
Average__
Latvia

-

Ukraine
Moldova
Romania
Bulgaria
Kazakhstan
Armenia
Uzbekistan
FYR Macedonia
Azerbaij an
Korea, Rep. of
Thailand
Turkey
Rio de Janeiro (Brazil)
New York Stock Exchange
Portugal
Mexico
Sio Paolo (Brazil)
Average I
Egypt

I

_

Nasdaq

_

Unit d Kgdo

_

30

40

50

60

70

i
_

_

8(

_

90

100

Source: Stockexchange websitesand information departments and authors' calculations.

115

C kessen,,

Di jnkov,

and Kli igebicl

FIGURE11.5 MARKET
CAPITALIZATION
OFTRANSITION
ECONOMY
COMPANIES
LISTEDABROAD,
1999
(percentage
of domesticmarketcapitalization)
Kazakh stan
Slovakia

_

_

Estonia
Latvia
Hungary
Czech Rep.

_

Moldova

_

Aveirage
Poland
Russian Fed.
Croat'a
Slovenia
Romania
Lithuania

Bulgaria
Ukraine
Macedonia
Kyrgyz Rep.
Armenia
0.00

0.10

0.20

0.30

0.40

0.50

0.60

0.70

Source: Stockexchange websitesand information departments and authors' calculations.
Zervos 1998). The basics are clear: for any market to exist,
there neec[s to be a demand and a supply for the product.
In the context of stock markets, the product is the external
equity financing of firms. Companies that do not have a
sufficient low of retained earnings want to tap stock markets. The supply of funds typically comes from institutional investors like pension funds, investment funds, life
insurance companies, and mutual funds.
But the professed demand and supply are not enough.
Countries that experience high inflation are unlikely to see
equity markets develop, because investors will not invest or
will keep their money in foreign assets (Boyd, Levine, and
Smith forthcoming). Or, if the return on government securities for bank deposits is higher than that on corporate
stocks and bonds, a stock market will not develop because
the supply goes elsewhere. In addition to favorable macroeconomic conditions, adequate regulations for listed corporations and proper governance of institutional investors
are needed to ensure proper intermediation (Levine,
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Loayza, and Beck 2000). These rules include protection of
minority rights, disclosure of the activities of corporations,
and proper accounting rules and practices.
The size of a market also will play a large role in
determining its long-term viability. A small country will
have a hard time supporting a stock market because there
will be a small number of firms suited for public listing,
the costs of running a stock market will be relatively
high, and firms may find it cheaper to raise money
abroad. The desire of market participants for larger, more
liquid markets and lower transaction costs-including
trading, clearing, and settlement systems-is illustrated by
the recent cross-border mergers of large stock exchanges
(as with the integration of the London Stock Exchange,
the Deutsche Boerse, and the Nasdaq). This trend toward
market consolidation is aided by Internet technology,
which makes it easier to link stock markets. In that
respect, the minimum size of a stock market has increased
substantially.

Stick

To assess the potential for stock markets in transition
economies, it is important to understand what determines
their current development. Their recent establishment plays
a large role, but the development of stock markets in transition economies also depends on the degree of macroeconomic stability, the evolution of securities and corporate
laws, and the assets accumulated by institutional investors
in each country.
Macroeconomic
Stability
Only four of 26 transition economies-Croatia, the
Czech Republic, the Slovak Republic, and Slovenia-averaged single-digit inflation during 1994-99, in contrast to
most comparator emerging markets (except Brazil, Mexico,
and Turkey). Several transition economies-Armenia,
Azerbaijan, Bulgaria, Ukraine, and Uzbekistan-had tripledigit inflation over the period (see table 11.A4). Stock market development is difficult in a high-inflation environment.
High inflation meant that during 1994-99 the real
return on stock market investments in transition economies
was often negative before adjusting for risk and was largely negative on a risk-adjusted basis. Stock market returns
also compared unfavorably with those on bank deposits:
before adjusting for risk, only stock markets in Hungary,
Russia, and Slovenia offered investors higher returns than
bank deposits during 1994-99. On a risk-adjusted basis,
only two of 20 markets-Hungary (16 percent returns) and
Russia (42 percent)-likely outperformed bank deposits
(this calculation does not take into account losses on bank
deposits due to bank failures). In Bulgaria, Croatia, the
Czech Republic, Latvia, Lithuania, Romania, and the
Slovak Republic, bank deposits yielded a positive, but low,
annual return of about 2 percent in real terms. In contrast,
stock market investments in these countries yielded a negative average annt]al return on a risk-unadjusted basis in
1994-99. Especially in CIS countries, holding foreign currency would have yielded the highest returns. For example,
in Kazakhstan and Ukraine holders of U.S. dollars saw the
worth of their holdings appreciatc 5 and 10 percent, respcctively, in real terms over 1994-99.

Legal Framework
Another key determinant of stock market development
is the level of shareholder protection in publicly traded
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companies, as stipulated in securities or company laws
(Shleiferand Vishny 1997 and Glaeser,Johnson and Shleifer
2001). Stock market development is more likely in countries
with strong shareholder protection because investors do
not fear expropriation as much. Moreover, ownership in
such markets can be relativelydispersed, which provides liquidity to the market. La Porta and others (1998) provide
formal support for the importance of minority rights' protection by using indicators of the quality of shareholder protection as written in laws. They show that the quality of
shareholder protection is correlated with the capitalization
and liquidity of stock markets in 49 countries around the
world. Pistor (2000) extends the analysis by constructing
identical indexes for transition economies. The results of
both studies are presented in table 11.2.
The indicators of minority rights' protection show
that, starting from no legal basis whatsoever, many transition economies have made significant strides in improving-at least on the books-the legal environment for
investors. All but six transition economies (Azerbaijan,
Croatia, the Kyrgyz Republic, FYR Macedonia, the Slovak
Republic, and Ukraine) have better investor protection
laws than Egypt, Germany, Mexico, and Turkey. The relatively high scores for Eastern European countries are perhaps not surprising because these countries have started
harmonizing their stock market laws with those of the
European Union. But the scores are surprising for the countries of the former Soviet Union.2
These indicators of formal shareholder rights do not
indicate how well these laws and regulations are enforced
in transition economies. Slavova (2000) expands on the formal laws by creating an index of effective shareholder protection. Among transition economies, Hungary has the
highest score of effective protection-71 percent of that in
the United States-followed
by Poland, Estonia, and
Bulgaria. The other transition economies fall far short in
their enforcement. Armenia, Azerbaijan, and FYR
Macedonia have effective enforcement that is just over 20
perccnt of that in the United Statcs. Ineffective enforccmcnt
of shareholder protection can be attributed largely to corruption, a weak judicial system, and limited disclosure of
information (Pistor, Raiser, and Gelfer 2000). For example,
Armenia has formal levels of shareholder protection similar to those in the United States. Yet its ability to enforce

2. Pistor (2000) points out that 10 transition economies, including Armenia, Kazakhstan, the Kvrgyz Republic, Latvia, Moldova,
Russia, Ukraine, and Uzbekistan, have received technical assistance from the U.S. Agency for International Development in drafting capital market legislation. This assistance has resulted in well-designed shareholder protection laws that borrow extensively
from U.S. laws.
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TABLE
11.2 SHAREHOLDER
PROTECTION
INTRANSITION
ANDCOMPARATOR
ECONOMIES,
1998
Country

Shareholderprotectionratinig

Armenia

5

21.2

Azerbaijan

2

25.2

13ulgaria

4

62.3

Croatia

2

44.7

CzechRep.

3

51.4

Estonia

3

62.1

FYR Macedonia

2

23.7

Hungary

3

71.0

lKazakhstan

4

56.2

KyrgyzRep.

2

28.6

Latvia

3

49.7

Lithuania

3

52.9

Moldova

3

45.5

Poland

3

68.6

Roiiania

3

43.7

RussianFed.

5

49.1

Slovak Rep.

2

56.5

Slovenia

3

39.8

Ukrainle

2

53.9

Uzbekistan

3

27.6

Brazil

3

Egypt

2

Gernianiy

2

1 1g

Effectivenessof shareholderprotection(U.S. 100)
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TABLE
11.2 (CONTINUED)
Country

Shareholder protection rating

Korea, Rep. of

4

Mexico

1

Portugal

3

Thailand

3

Turkey

2

United Kingdom

5

United States

5

Effectiveness of shareholder protection (U.S. = 100)

Note: Theshareholderprotectionratingis a sumof the followingindexes:proxyby mailis allowed(true= 1; false= 0);sharesare
not blockedbeforea shareholdermeeting(true= 0.5;false= 0); thereis no registrationcutoffdate beforethe meeting(true= 0.5;
false= 0); cumulativevotingfor electionof supervisoryboard is allowed(true= 0.5;false= 0); other rulesto ensureproportional
representationare in place(true= 0.5;false= 0);shareholderscantake judicialrecourseagainstdecisionsby executives(true= 0.5;
false= 0); shareholderscantake judicialrecourseagainstdecisionsmadeat shareholdermeetings(true= 0.5;false= 0);preemptive
rightsare allowedin the issuanceof newshares(true= 1; false= 0);and shareholders
representing10 percentor lessof the votecan
demandthe convocationof an extraordinaryshareholdermeeting(true= 1; false= 0). The shareholderprotectionratingcan have
a maximumvalueof 6. Effectiveness
of shareholderprotectionis estimatedbased on structuredinterviewswith securitiesand
exchangecommissionofficialsin transitioneconomies.EBRDconsultantsconductedthe interviewsin June 1998.
Source:La Portaand others;Pistor(2000);Slavova(2000).
compliancewith these rules is only a fifth of that in the
United States-even though there are only four actively
traded companiesin Armenia.
Even these indexesof effectiveenforcementmay paint
an overly rosy picture of investor protection in transition
economies.WhileRussiascoresas high as the UnitedStates
on legalprotection of shareholders,and is only twiceas bad
as the United States in securities law enforcement,basic
property rights stemming from company laws are often
neglected. Troika Dialog (1999) and Fox and Heller
(1999), in reports on corporate governancein Russia,document many cases of minority as well as majority shareholder expropriation by incumbent managers or by local
governments. While the disregard of investor rights is
beyond the narrow scope of stock market enforcement,it
is of primaryimportancein the provisionof public and private funds to equity issuers.
Institutional Investors
The developmcnt and particularly the liquidity of a
stock market depend on the development of a class of
well-governedinstitutionalinvestors.Institutionalinvestors
are small in transition economies,with assets accounting

for an averageof just 7 percent of GDP-much less than in
other emergingmarket economies.In only 3 of 20 countries
(the Czech Republic, Hungary, and Poland) do institutional investorshave assets averaging 18 percent of GDP,
and even that is lower than in other countries with similar
per capita incomes (table 11.3).
There are three types of institutional investors.
Investment and mutual funds form the largest group in
transition economies. Investment funds largely emerged
out of the mass privatization funds used to transfer ownership during privatization. The funds collectedvouchers
from citizens and invested them in corporate securities.
The mutual fund industryis still in its infancyin transition
economies.Hungary is the region's leader: by early 2000
mutual fund holdingsaccounted for 8.5 percent of GDP.
Pension funds are another class of institutional
investors. Becausefunded pension schemeshave yet to be
established or were set up only recently in transition
economies,pension funds are insignificantin terms of the
sizeof assets under management.In only 4 of 20 countries
do these funds amount to a few percentagepointsof GDP.
In most transition economiesassetsin pensionfunds do not
even amount to 1 percent of GDP.Hungary was the first
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TABLE11.3 ASSETSHELDBY INSTITUTIONAL
INVESTORSIN TRANSITIONAND COMPARATOR
(percentage
of GDP)
Country

Investment and
mutual funds

Pension
funds

Armenia

4

0

0

4

Azerbaijan

0

0

0

0

Bulgaria

5

0

1

6

Croatia

2

0

2

4

Czech Rep.

8

2

9

19

Estonia

5

0

3

8

FYR Macedonia

4

0

0

4

12

4

3

19

Kazakhstan

2

3

1

6

Kyrgyz Rep.

2

0

0

2

Latvia

5

0

1

6

Lithuania

6

0

0

6

Moldova

4

0

2

6

Poland

8

2

5

15

Romaria

8

0

0

8

Russian Fed.

2

1

1

4

Slovak Rep.

6

0

4

10

Slovenia

5

0

4

9

Ukraine

0

1

0

1

Uzbekisr-an

0

0

0

0

Brazil

16

10

1

27

Chile

5

40

13

58

28

13

32

73

Hungary

Germany

120

Insurance

Total
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TABLE
11.3(CONTINUED)
Investment and
mutual funds

Pension
funds

Insurance

Total

20

2

16

38

Mexico

4

3

2

9

Portugal

21

11

10

42

Turkey

3

1

1

5

60

101

89

250

129

90

43

262

Country
Korea, Rep. of

United Kingdom
United States

Note:Data are forJune 2000or mostrecentavailableperiod.
Source:Authors'calculationsbasedon OECD(1999);Mercer(2000);WorldBankdata.
transition economy to introduce a funded occupational
pension scheme (in 1993) and a defined contribution
scheme(in 1998). ByMarch 2000 the assets of the defined
contributionschemeamountedto 3 percentof GDP,and the
assets of the occupationalpensionschemeaccounted for 1
percent of GDP.A number of countries followedHungary
in establishingdefinedcontributionplans and funded occupational pensionschemes.ByJune 2000 Croatia, the Czech
Republic, Kazakhstan, Poland, Russia, Slovenia, and
Ukraine had created defined contribution schemes, and
Bulgaria, Estonia, Latvia, and FYR Macedonia will have
establishedsuch a pillar by the end of 2001.
The insuranceindustry in transition economiesstarted
developingonly after 1996.Thus the assetsof the third type
of institutional investors-insurance companies-are no
more than a few percentagepoints of GDP in most transition economies.3 One exception is the Czech Republic,
where the insurancemarket is relativelywell developedand
is dominated by foreignplayers. Foreignplayersalsodominate the insurance sector in Hungary,where they account
for more than 90 percent of assets.
The Importance of Each Factor
To show the relativeimportanceof differentfactors in
stock market development,we analyzedthe determinants

of stock market developmentand turnover in transition
economies.We constructed time series for 1994-99 for
market capitalization,market turnover, inflation, institutional assets, and minority shareholder protection. The
simple correlation coefficientsamong these variables suggestthat market capitalizationis positivelycorrelatedwith
single-digitinflation,the sizeof institutionalinvestorassets,
and high shareholder protection, and it is negativelycorrelatedwith triple-digitinflation and low shareholder protection.Market turnover is positivelyrelated to the size of
institutional investor assets and is negatively related to
triple-digitinflation and low shareholderprotection.These
correlationcoefficientsare all statisticallysignificantat the
5 percent level.
These simple correlations do not control for other
explanatory variables, such as initial income and integration with more developedcountries,proxied by geographic location. To establish more formallythe importance of
various factors in stock market development, we used
regressionanalysiswhile controllingfor income(proxiedby
the logof GDP per capita)and distancefrom Europe(proxied by the log distance from Vienna). The ordinary leastsquares regressionsare shown in table 11.4.4
The analysis shows that low inflation, good shareholder protection, and the size of institutional investor

3. It is not alwayspossibleto distinguishbetweenlifeand nonlifeinsurance,so thesenumbersoverestimatethe potentialliquidity
that insuranceassetscan injectinto capitalmarkets.
4. Betweenregressions(ordinaryleast-squares
regressionson means)andrandomregressionsshowthat the resultsformarketcapitalizationare robust to alternativespecifications,
whilethe associationbetweenmarketturnoverand highshareholderprotection turnsinsignificant.
Asa robustnesscheck,werepeatedthe regressionanalysisdescribedin table 11.4,thistimeusingdata
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TABLE
11.4 DETERMINANTS
OFMARKET
CAPITALIZATION
ANDMARKET
TURNOVER
INTRANSITION
ECONOMIES,
1994-99
Market capitalization
(3)

(1)

(2)

(3)

3.15*

2.84*

9.24

4.56

5.65

(3.09)

(2.58)

(2.61)

(2.07)

(1.02)

(1.20)

0.33

0.29

0.05

10.47*i

(0.42)

(0.35)

(0.12)

(2.93)

(2.67)

(2.38)

-0.41

-0.34

5.53

6.28

4.35

(0.52)

(0.42)

(0.76)

(0.91)

(1.04)

(0.73)

0.61

0.44

0.75

10.94*

12.84*

10.15*

(0.92)

(0.64)

(1.17)

(3.58)

(3.94)

(3.32)

5.93 *

10.37

15.85-*

8.61

(2.21)

(1.22)

Dependent variable

(1)

(2)

Inflation < 10 percent a year

3.54*

Inflation

10-50 percent a year

Inflation 50-100 percent a year

Medium shareholder

High shareholder

Institutional

protection

protection

assets

Market turnover

6.28 *

6.73 *

-0.63

(3.69)

(3.85)

(3.49)

(2.51)

0.64*

0.S7?

0.56:

3.07`

(6.80)

(5.31)

(4.88)

(5.07)

Log distance from Vienna

-0.62

2.19:*
(3.18)
-7.48

(1.38)
Log GDI' per capita

9.90*-

8.92 i

2.68 *
(4.01)

*

(2.72)
0.82

4.21

(1.61)

(1.61)

Number of observations

156

156

156

156

156

156

Adjusted R2

0.61

0.61

0.61

0.41

0.44

0.42

* Statistically significant at the 5 percent level.
Note: Standard errors are heteroskedastic-consistent. A constant term is included in every regression. Medium investor protection
is defined as a Pistor (2000) score of 2 or 3. High investor protection is defined as a Pistor (2000) score of 4 or 5. TIhet-statistics are
in parentheses.
Source: Authors' calculations.

for the 26 transition economies as well as the 1Ocomparator countries. The six transition economies that do not have functioning stock markets get a score of 0 for market capitalization and market turnover. Table 1 1A.5 shows that the importance of low
inflation in explaining market capitalization doubles in comparison to the sample of transition economies only, shareholder protection is no longer statistically significant, and the role of institutional investor assets declines slightly. In contrast, the importance
of shareholder protection increases in the market turnover regressions, and the role of institutional investor assets decreases significar,tly (table 1 1A.5, col. 4). In both cases a country's per capita income is the most robust explanatory variable for both market capitalization and market turnover.
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assets are important in explaining market capitalization,
even after controlling for income or distance. The patter n
is less clear for market turnover. The size of institutional
investor assets is positively associated with high turnover,
and this association is statistically significant. But the association between market turnover and inflation or shareholder protection is not monotonic. As lonfgas iniflation is
not above 50 percent and shareholdcr rights are average or
high, market turnover increases. This is consistent with
the findings of Boyd, Levine, and Smithi (2000) for othelequity markets. These regressions highlight the imnportance
of mild inflation and institutiorial investor assets in enhancing the development of stock markets in transition
economies.
The results in table 11.4 suggest that the underdeveloptnent of stock markets in transition economies can be
traced to these countries' unstable macroeconomic environment, weak minority shiarelholder rights, and limited
asset base of institutional investors. Many of these factors
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t
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should improve over time. Today few couintries hasvedoLlMle-digitinflatioin, and legal framieworks have imlprovedl
coiisict rably, althouLghmulXch
remainsto be dtone in improving enforcemiienitin most transition econolnlies.Experienices
in other emilerginig
markets show I liat it takes considerable
timneand effort to protect minority righits. Relatively welldeveloped stock markets in East Asia, for e\xample, still
experieincedlarge expropriation of minloritysha.lrcholdlersii
the late I990s (Claessens and others 1999).
Market capitalization is lpositively correlated with
ratios of private credit to GDP in transition economiiies
(figure 1 1.6). Low ratios of private credit to ("DP indciczltc
that basic financial sector infrastructure is lacking in trailsition economies. Many transition economies have very
shallowvbanking systems, with credit amouniting to le,s
than 10 percent of GDP. Because banking systems typically develop before stock markets, conntries should focus on
dIeveloping the basic infrastructure-inivestor protection ,
contralct enforcement, sound accouliting standlairds--for

FIGURE
11.6 PRIVATE
CREDIT
ANDMARKET
CAPITALIZATION
INTRANSITION
ECONOMIES,
1994-99(percent)
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both credit and equity markets. The benefits of focusing on
the institutional framework are confirmed by a growing literature stressing the importance of creditor rights in developing banking systems (La Porta and others 1998; Levine,
Loayza, and Beck 2000; Rajan and Zingales, 1998). In
addition to macroeconomic instability and low per capita
income, weak creditor rights are an important reason that
banking systems are underdeveloped in transition
economies. The better is the quality of creditor rights, the

equity investment could rise. Fewer restrictions also will
allow institutional investors to diversify their portfolios
by investing abroad. But this beneficial development will
reduce the resources available for domestic investment.
Phasing out restrictions on foreign investment will be
important; otherwise, countries will create a captive
investor base that may impede institutional development
and result in inefficient resource allocation.

more developedis the banking system (figure11.7). Thus,

Prospects
for StockMarketsinTransition
Economies

before considering equity markets, transition economies
should focus on improving and enforcing creditor rights to
foster development of their banking system. This also is the
most effective way to foster the development of small and
medium-size enterprises, a key source of economic growth.
Several transitioin economniescould foster funded pensioni
schemes to boost the demand for shares of listed securities.
Yet under current policies, the projected assets of funded
occupational pension funds will remain fairly small in most
transition economies. By 2005 assets are expected to be 10
percent of GDP in Kazakhstan, 8 percent in Hungary and
Poland, 7 percent in the Czech Republic, 6 percent in
Croatia, and 4 percent in Estonia, Latvia, and the Slovak
Republic. But not all of the increase in funds will flow to
stock markets, because regulations often limit the share of
assets that can be invested in stock markets. In Kazakhstan,
for example, this share is just 10 percent.
Over time these restrictions will be phased out in countries vying for European Union (EU) membership, and

To investigate the potential for and economic viability
of stock markets in transition economies, we used the
regression analysis to simulate the future development of
stock markets under different policy assumptions (for similar policy experiments, see Beck 2000 for Brazil and Levine
2000 for capital markets in Latin America). In particular,
we simulated the market capitalization and market
turnover that could materialize if policymakers achieve
macroeconomic stability (as indicated by single-digit inflation), the highest score on shareholder rights, and the projected accumulation of new pension fund assets (table
11.5). These represent best-case scenarios in which countries achieve and maintain the highest scores on all three
variables.
Such scenarios may not be realistic, however, and projecting that all three best-case policies will materialize may
be overly optimistic for some transition economies. Indeed,
a number of countries have backtracked rather than progressed. In Bulgaria, inflation increased in 1996 after an initial stabilization. The Slovak Republic saw a deterioration
in shareholder rights after 1996. And Croatia's parliament
recently retracted a draft pension fund law after more than

FIGURE
11.7 CREDITOR
RIGHTS
ANDRATIO
OFPRIVATE
CREDIT
TOGPIRNIINEOa
year of deliberations. The simulation results also assume
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Note: The higher is the index of creditor rights, the better creditors are protected. For details, see Pistor (2000).
Source: Authors' calculations.
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that shareholder rights will remain well protected, at least
on the books.
In the results presented in table 11.5, a country sees an
increase in market capitalization only if it has not already
achieved the highest scores for each variable. For example,
Bulgaria already has single-digit inflation and a shareholder protection score of 4. Thus, it would not see an
in market capitalization due to either factor, but
only due to further accumulation of pension fund assets.
At the other end of the spectrum, 11 of 26 transition
economies-Belarus, Bosnia and Herzegovina, Kazakhstan,
the Kyrgyz Republic, FYR Macedonia, Moldova,
Romania, Tajikistan, Turkmenistan, Ukraine, and
Uzbekistan-stand to gain from macroeconomic stability
and improved shareholder rights. Under the best possible
policy outcomes, six stock markets (in Croatia, the Czech
Republic, Estonia, Hungary, Poland, and Russia) could

TABLE
11.5 BEST-CASE
SCENARIOS
FORMARKET
CAPITALIZATION
ANDMARKET
TURNOVER
IN 2005
(percentage
of GDP)
Market
capitalization
In
2000

Change in
market capitalization from
Macro
stability

Market
capitalization

Investor Institutional
rights
assets

Increase
from 2000

Market
turnover

In
2005

In
1999

In
2000

Increase
from 2000

In
2005

Country

In
1999

Albania

0

0

0

5

0

5

5

0

0

16

16

Armenia

1

1

0

5

5

10

11

15

18

25

43

Azerbaijan

1

1

0

5

0

5

6

13

10

16

26

Belarus

0

0

3

5

0

8

8

0

0

16

16

Bosnia and Herzegovina

0

0

3

5

0

8

8

0

0

16

16

Bulgaria

6

5

0

0

3

3

8

98

6

20

26

Croatia

11

13

0

5

7

12

25

5

7

40

47

Czech Rep.

19

25

0

0

14

14

39

61

81

15

96

Estonia

31

36

0

0

5

5

41

44

21

28

49

FYR Macedonia

1

1

3

5

5

13

14

45

36

31

67

Georgia

0

0

0

5

0

5

5

0

0

16

16

Hungary

31

34

0

0

12

12

46

103

93

9

102

Kazakhstan

2

5

3

5

3

11

16

68

45

28

73

Kyrgyz Rep.

5

3

3

5

2

10

13

2

2

20

22

Latvia

6

8

0

0

4

4

12

21

19

22

41

Lithuania

12

11

0

0

2

2

13

13

7

13

20

Moldova

5

5

3

6

2

11

16

81

62

29

91

(Tablecontinues on the following page.)
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TABLE
11.5 (CONTINUED)
Market
capitaiization

Chanre in
market capitalization from

Market
capitalization

Market
turnover
In
1999

In
2000

38

62

69

10

79

13

15

58

45

33

78

5

8

27

27

40

7

47

6

8

14

17

48

25

46

71

0

6

6

12

24

28

22

42

64

0

3

5

0

8

8

0

0

16

16

0

0

3

5

0

8

8

0

0

16

16

Ukraine

3

4

3

5

1

9

13

12

19

18

37

Uzbekistan

0

0

3

5

0

8

8

2

4

18

22

Average

7

8

1.5

3.5

4

9

17

31

24.3

21.8

46

Country

In
1999

In
2000

Macro
stability

Poland

18

21

0

0

17

17

2

2

3

6

4

Russian Fed.

25

19

3

0

Slovak Rep.

4

3

0

Slovenia

11

12

Tajikistan

0

Turkmenistan

Romania

Source:Authors' calculations.

Investor Institutional
rights
assets

Increase
from 2000

In
2005

Increase
from 2000

In
2005

Stock

see market capitalization of 25 percent of GDP or more by
2005, which would put them at about the average of middle-income emerging markets. 5
The elasticity from policy changes is higher for market
turnover, so even countries that do not have stock markets
with any liquidity (such as Turkmenistan) could reach 16
percent market turnover by 2005. Under the best-case scenario, market turnover of more than 50 percent may be
reached in nine countries, namely the Czech Republic,
Hungary, Kazakhstan, FYR Macedonia, Moldova, Poland,
Romania, the Slovak Republic, and Slovenia. But even
under the best scenario, turnover remains far below that of
other markets in Europe (such as London or Frankfurt) and
in many other emerging markets. Low liquidity not only
implies that these markets will not be providing corporations with the opportunity to raise new capital at relatively low cost, but also that investors will be more reluctant to
trade given the high implicit costs of price movements.
Perhaps most important, low liquidity means that it will be
harder to support a local market with its own trading system, market analysis, brokers, and the like, because the volume of business simply would be too low.

Markets

in Transition

Economies

entry of foreign financial institutions. International equity
issues have grown substantially, from $120 billion in 1997
to $214 billion in 1999 (Bank for International Settlements
2000). Within these international equity flows, depository
receipts-global depository receipts (GDRs), American
depository receipts (ADRs), and the like-have been the
most popular instrument for raising capital. In 1999 a
record $22 billion in new capital was raised in U.S. markets
through depository receipts, bringing the total equity capital raised through ADRs to $133 billion since 1990. Other
financial centers have seen similar trends.
Depository receipts are used not just to raise capital but
also to effectively cross-list a stock in more markets. In
1999, 1,800 depository receipt programs from 78 countries
were in existence in the United States, compared with 352
from 24 countries in 1990. The combined market capitalization of these companies exceeded $6 trillion at the end
of 1999 (Bank of New York 2000). In London the use of
depository receipts is more limited, and cross-listing is
mostly direct. At the end of 1999, 512 of 2,274 companies
listed on the London Stock Exchange were foreign.
Trading is also moving offshore. During the 1990s the
trading value of ADRs grew 22 percent a year, reaching

The Influence
ofInternational
Developments

$758 billionin 1999 (Bankof New York 2000). As a result

Stock market developments in transition economies
cannot be analyzed without reference to global developments. While some transition economies may be able to
develop reasonably liquid stock markets in the next few
years, such progress could be stalled by global events.
Around the world, stock markets are changing rapidly.
They are becoming increasingly global, with large increases in cross-border capital flows. Listing, trading, and new
issuance are concentrating in fewer markets. And alternative electronic trading networks are gaining market share.
These trends are starting to affect stock markets in transition economies.
Globalization is proceeding in all forms of financial
services, through capital flows, cross-border provision, and

of these trends, listing and trading are concentrating, with
the combined capitalization of the top five markets (New
York Stock Exchange, Nasdaq, Tokyo Stock Exchange,
London Stock Exchange, and Deutsche Boerse) accounting
for about three-quarters of global capitalization and trading. Thus activity outside these centers is only one-quarter
of global capitalization and trading (table 11.6; see also
Clayton, Jorgensen, and Kavajecz 1999).
Increased cross-listing and use of depository receipts
and other means of raising international capital reflect the
recognition among large corporations worldwide that larger stock markets offer more financing, lower capital costs,
greater liquidity, and better name recognition than smaller
ones. Empirical evidence provides strong support for this

5. The increasein market capitalization reported in table 11.5 will be enhanced in countries that have not achieved low inflation
if the estimated coefficientsin table 11A.5are used instead of the coefficientsin table 11.4. But this will be counterbalanced by
a reduction in the positive effects from increases in the value of institutional investor assets and improvementsin investor protection. On net, this leadsto a reduction in the projectedmarket capitalizationacross all transition economies,especiallyin countries that have poor shareholder protection-such as Albania, Armenia, Azerbaijan,Belarus,Bosniaand Herzegovina, Croatia,
and Georgia.Projectedmarket turnover also decreasesacrosstransition economies,but not uniformly.Countriesthat have made
significantstridesin accumulatinginstitutionalinvestorassets stand to gain less. But countries that can stillimprove investorprotection record a higher increasein market turnover. These robustness checks show that the results reported in table 11.5 should
be seen broadly as the most optimistic scenario, the upper bound of growth potential of stock markets in Central and Eastern
Europe and the former Soviet Union.
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TABLE
11.6 FEATURES
OFTHEWORLD'S
LARGEST
STOCK
EXCHANGES,
2000
Average daily
trading volume
(billions of
U.S. dollars)

Market
capitalization
(billions of
U.S. dollars)

New York
Stock E.xchange

35

12,000

Preliminary talks with Toronto Stock Exchange,
Euronext, and Mexico's Bolsa; cooperative links
with Tokyo Stock Exchange

Nasdaq Stock Market

41.5

5,020

All electronic communication networks trade
Nasdaq stocks; deals with Osaka Stock
Exchange, Deutsche Boerse, London Stock
Exchange, Quebec government, Hong Kong
Stock Exchange, and Australian Stock Exchange

Tokyo Stock Exchange

6.8

4,100

Cooperative links with exchanges in the Republic
of Korea, Philippines, Singapore, and Thailand,
as well as with the New York Stock Exchange

Deutsche Boerse

4.53

1,500

Merger with London Stock Exchange, Nasdaq
joint venture, MarketXT joint venture

13.5

2,800

Deutsche Boerse merger, Nasdaq joint venture

Hong Kong Stock Exchange

1.5

568

Paris Bou-rse

4.18

Sao Paulo Bovespa

0.4

208

London Stock Exchange, Lisboa Stock Exchange,
Argentina's Caja de Valores; New York Stock
Exchange

Australian Stock Exchange

0.8

370

Nasdaq; Singapore; New York Stock Exchange

Toronto Stock Exchange

2.85

Market or exchange

London Stock Exchange

Globally total

148.8

Links with other exchanges
or electronic communication networks

1,500

Co-listing agreement with Nasdaq and New York
Stock Exchange

1,700

Euronext alliance

New York Stock Exchange, Euronext, Hong Kong
Stock Exchange, Mexican Bolsa, Sao Paulo
Bovespa

35,005.4

Source: W/allStreet Journal; FederationInternationale de Bourses de Valeures.

assessment. When firms from emerging markets use ADRs
or GDRs or list on U.S. equity markets, their financing constraints are relaxed-that is, their new investment becomes
less sensitive to internal cash flow (Lins, Strickland, and
Zenner 1999). In addition, domestic firms that enter international markets obtain better financing opportunities and
extend their debt maturities (Chaplinksy and Ramchand
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2000). Trading in foreign markets is typically much more
liquid than in local markets. For example, Mexican stocks
with ADRs see more trading in New York than in the
domestic market, with mixed benefits for investors
(Domowitz, Glen, and Madhavan 1998).
Because corporate governance rules are more stringent for international listings, corporations have used them

Stock

to signalthat they are willingto protect the rightsof minority shareholders. Corporations from countries with weak
corporate governancelaws are more likelyto list (cross-list)
abroad if they are allowed to do so (Reeseand Weisbach
2000). And by raisingbonds abroad (in the UnitedStates),
corporations certifyto act in the interests of investorsand
so lower their borrowing costs and increase shareholder
wealth (Miller and Puthenpurackal 2000).
New Internet-relatedstartups in Latin America and
Israel, for example, are establishingtheir legal domicilein
the United States to facilitate the raising of new capital.
Cross-listing will be further facilitated by the recent
announcement that the International Organization of
SecuritiesCommisisons,the club of stock market regulators, will developmore completeinternational accounting
standards. Incomingmultinationalcorporations could use
these standards in cross-borderofferingsand listings.

Trading Systems Are Consolidating and
Going Global
These trendsare beinginfluencedby advancesin information technologythat makeit easierfor marketparticipants
to trade from remote locations.Trading is movingtoward
electronicforms that are not tied to any particular location.
Nasdaq's computersare basedin Turnbull,Connecticut,for
example,but traders are locatedaround the globe.
A number of electroniccommunicationnetworks have
emergedin recentyears.Thesenetworks started as pools of
liquidityfeedinginto existingmarkets, but they increasingly
serve as alternative trading outlets. Electroniccommunication networksnow accountfor a largeshare of trading in
some developedstock markets-for example,they account
for one-quarter of the dollar volume of Nasdaq trading.
Alternative trading systems are also being set up
around the world, often with links to existingtrading systems. For example,Instinet started out as a brokerageservice but now has automatic routingsto a number of stock
6 There is speculationthat a few trading systems
exchanges.
will emergegloballythat allow investorsto trade 24 hours
a day. Existingexchanges are recognizingthat their services-trading systems-are becoming a commoditized
product offered through other means.7 Many observers
predict that traditional stock markets (such as the New

Markets

in Transition

Economies

York Stock Exchange)will cease to exist in their current
form, reflectingchanges in corporate structure, physical
trading location,and institutionalorganization(suchas the
distinction between specialistsand retail brokers).
Reflectingthese competitivepressuresand the general
desirefor increasedliquiditythrough larger markets, many
stock exchangesin developedcountries have established
links or even merged. Recent examples include the proposed mergers of the Amsterdam, Brussels, and Paris
exchangesand of the Londonand Frankfurtexchanges;the
joint ventures and alliances between Nasdaq and stock
exchangesin Australia, Canada, Japan, and Hong Kong
(China);and a joint venture between Nasdaq and the proposed London-Frankfurt exchange focusing on growth
stocks (table 11.6). The Singapore and Australian stock
exchanges recently agreed to cross-listall traded shares.
The New York StockExchange has formed allianceswith
the Tokyo Stock Exchange, Australian Stock Exchange,
Toronto Stock Exchange, Mexican Bolsa, Sao Paulo
Bovespa,and Euronext to trade through linked exchanges
24 hours a day. The consolidationof these markets, which
accountfor more than 60 percentof globalmarket turnover,
is leadingto a smallnumber of very large markets.
Most Transition Economies Have Missed Out on
These Developments
With few exceptions,transition economieshave not
participatedin these consolidationtrends. The only merger
has been amongthe three Balticexchanges(Estonia,Latvia,
Lithuania),which alsohave establishedlinks with Helsinki
(Finland).Other countries are still pursuing a "made at
home" strategy.Global trends suggestthat many of these
import substitution approaches are doomed to fail. Even
under a best-casescenario, most transition markets will
remain small even relativeto most emergingmarkets-let
alonecompared to developedmarkets.This raisesthe question of whether transition-economy stock markets will
achievethe economiesof scaleneeded to compete internationally alone,or whether they needto join global alliances.
To reach the point where increasingmarket activity is
associatedwith decreasingcosts in the processingof trades,
a market needsto havecapitalizationof more than $15 billion (Malkamaki 1999). Using the best-case scenario for

6. For purposesof executingcross-bordertransactionsinvolvingforeignsecurities,retailinvesrorsare, in effect,connectedto foreignmarketsthroughan electronic"passthrough."AU.S.-basedinvestormay,forexample,be linkedelectronically
to a U.S.broker-dealer,who in turnis linkedelectronically
to foreignmarkets,eitherdirectlyor througha localbroker-dealer.
7. To the extentthat theyhavenot done so already,manyexchangesare consideringdemutualizing-thatis, becomingfor-profit
organizations-to survivein an increasingly
competitiveenvironment.
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market turnover from table 11.5, only four of 26 transition
economies will reach this point by 2005-the
Czech
Republic (with an estimated $19 billion in market capitalization in 2005), Hungary ($16 billion), Poland ($46 billion), andl Russia ($53 billion). The next largest markets,
Romania and the Slovak Republic, will each have market
capitalization of less than $5 billion. This suggests that,
given their scale, most stock markets in transition
economies will not be able to compete with other markets
in providing trading services. Moreover, these estimates
are based on existing economies of scale. The globalization
of stock markets is continuously increasing the scale needed for trading systems to operate competitively and provide
the desired liquidity, making an independent stock market
an increasingly difficult proposition even for those transition economies that today appear to have sufficient size.
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Low economies of scale are corroborated by the cost
structure of stock markets in transition economies.
Domowitz, Glen, and Madhavan (2000) use data from 42
developed and emerging markets to calculate the explicit
and implicit costs of equity trading, where explicit costs
include commissions and fees and implicit costs represent
indirect trading costs (the main one being the price impact
of trades). Even though most transition economies do not
have explicit taxes that raise trading costs and lower liquidity, total costs in the leading transition markets
(Budapest and Prague) are twice the sample average, about
three times the costs in Germany and the United States, and
about 60 percent higher than in leading Latin American
and East Asian markets. This analysis suggests that even the
largest transition-economy stock markets will have a hard
time competing internationally.
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Appendix
TABLE
11A.1NUMBER
OFLISTED
EQUITIES
INTRANSITION
ANDCOMPARATOR
ECONOMIES,
1994-2000
1994

1995

1996

Armenia

1

1

10

59

82

86

95

Azerbaijan

0

0

0

1

2

2

2

Bulgaria

16

26

15

15

998

828

842

Croatia

29

61

66

77

50

59

59

1,024

1,635

1,588

276

261

164

154

Estonia

0

0

0

22

26

25

23

FYR Macedonia

0

0

2

2

2

2

?

40

42

45

49

52

66

65

Kazakhstan

0

0

0

13

36

24

20

KyrgyzRep.

0

1(

27

40

581

63

66

Latvia

0

17

34

51

69

70

64

Lithuania

13

351

460

607

60

54

54

Moldova

0

11

16

48

61

58

28

44

65

83

143

198

221

221

4

7

17

76

5,753

5,825

5,578

Russian Fed.

72

170

73

208

237

207

218

Slovak Rep.

18

18

816

872

837

845

843

Slovenia

25

17

21

26

28

98

34

IJkraine

0

96

99

102

113

117

120

tJzbekistan

0

0

0

4

4

4

3

Czech Rep.

Hungary

Poland
Romania

1997

1998

1999

March
2000

Country

Brazila

472

Egypt

1,051

Germany

851

Korea, Rep. of

723

Mexico

185

Portugal

125

'f'hailand

39(

Turkey

298

United Kingdom
United Statesb

2,274
3,025

Note: Excludesover-the-counter
(OTC) traded issues. For example, in NLarch
2000, 5 L comparnic wCrercgisteredwithithe Altiaty
(Kazakhstan)StockExchangeand traded OTC, hut onily20 comiipanies
were traded on the exchange.NMor-e
than 100 companies are
prelisted on the Macedonian Stock Exclhange,
more than 500 are prelisted in Moldova, and more tha.n 2,000 are prelisted in IUJkraine.
a. Sao Paulo Bovespaonly.
b. New York Stock Exchangeonly.
Source: Stockexchangewebsites and informatioindepartments; Beck,Dremirgiiu-Kunt,
and Levine(1999).
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TABLE
11A.2MARKET
CAPITALIZATION
INTRANSITION
ANDCOMPARATOR
ECONOMIES,
1994-2000
1994

1995

1996

1997

1998

1999

March
2000

Armenia

0

1

1

1

1

1

1

Azerbaijan

0

0

0

0

0

1

1

Bulgaria

0

1

0

1

8

6

5

Croatia

3

3

15

21

15

11

13

14

30

31

24

21

19

25

Estonia

0

2

10

11

28

31

36

FYR Macedonia

0

0

0

0

0

1

1

Hungary

3

5

12

33

29

31

34

Kazakhstan

0

0

0

1

1

2

5

Kyrgyz Rep.

0

0

1

5

7

3

3

Latvia

0

1

3

6

6

6

8

Lithuania

1

2

11

18

10

12

11

Moldova

0

0

0

2

6

22

19

Poland

3

4

6

8

13

18

21

Romania

0

0

0

2

3

2

2

Russian Fed.

2

5

9

8

7

25

19

Slovak Rep.

8

7

12

9

5

4

3

Slovenia

4

2

4

9

13

11

12

Ukraine

0

0

0

0

2

3

4

Uzbekistan

0

0

0

0

1

6

6

Brazil

27

24

24

30

27

Fgypt

8

10

16

23

28

Germany

23

22

27

36

45

Korea, Rep. of

44

42

34

22

24

Mexico

45

39

31

33

29

Portugal

15

17

24

34

57

Thailand

92

82

66

44

29

Turkey

19

14

15

25

17

116

119

137

146

161

74

82

101

122

151

Country

Czech Rep.

United KEingdom
United States

Note: Excludesover-the-counter (OTC) traded issues.
Source: Stock exchangewebsites and information departments; Beck,Demirgiuc-Kunt,and Levine(1999).
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TABLE
11A.3MARKET
TURNOVER
INTRANSITION
ANDCOMPARATOR
ECONOMIES,
1994-2000
(percentage
olmarket
capitalization,
mid-period)
1994

1995

1996

1997

1998

Armenia

0

2

2

7

5

15

18

Azerbaijan

0

0

4

12

12

13

10

Bulgaria

0

8

1

1

2

4

6

Croatia

8

8

13

10

5

5

7

26

33

50

47

37

61

81

Estonia

0

0

59

78

108

44

21

FYR Macedonia

0

0

3

24

41

45

36

22

17

42

76

112

103

93

Kazakhstan

0

0

0

2

2

2

3

KyrgyzRep.

0

2

8

2

6

2

2

Latvia

8

12

15

35

24

21

19

Lithuania

0

37.3

9

18

16

13

7

Moldova

0

0

12

81

173

81

62

177

72

85

78

54

62

69

2

7

72

73

66

58

45

RussianFed.

367

7

11

20

11

27

40

Slovak Rep.

96

69

134

109

74

48

25

Slovenia

68

71

82

31

35

28

22

Ukraine

0

5

11

6

4

12

19

Uzbekistan

0

3

19

12

3

2

4

Brazil

76

47

61

85

70

64

54

Egypt

19

11

22

33

22

38

47

Germany

98

109

123

137

145

152

167

172

97

109

171

183

223

288

Mexico

44

31

42

40

28

32

35

Portugal

36

48

59

67

96

114

127

Thailand

60

41

36

39

70

86

89

Turkey

87

221

139

128

141

167

193

United Kingdom

78

78

37

44

53

62

73

United States

70

85

92

104

106

117

141

Czech Rep.

Hungary

Poland
Romania

Korea, Rep. of

1999

March
2000

Country

Source: Stockexchangewebsites and information departments; Beck, Demirgiiu-Kunt,and Levine(1999).
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TABLE
1IA.4 INFLATION
INTRANSITION
ECONOMIES,
1992-2000
(C9-'atnv

1992

1993

1994

Arnicm:l

1,341.0

10,896

Azerhbiijan

1,395.0

Bulgaria
C'roatia
(CzcchRcp.

Estonia
VYR Macedonia

2000'

Average
1994-99

1995

1996

1997

1998

1999

1,885.3

31.9

5.8

21.8

-1.3

8.2

-

325.2

1,294.2

1,788.4

84.5

6.5

0.3

-7.6

1.7

-

312.2

79.0

63.8

121.9

32.9

310.8

578.6

1.3

1.8

7.2

174.5

938.2

1149

-3.1

3.8

3.4

3.8

5.4

4.0

5.5

2.9

12.7

18.2

9.7

7.9

8.6

9.8

6.8

3.5

4.3

7.7

953.5

35.6

42.1

28.9

15.1

12.4

4.4

3.1

4.7

17.7

1,935.0

241.8

55.1

9.0

-0.6

2.6

-3.1

2.2

-

10.8

FiLungarv

21.6

21.1

21.2

28.3

19.8

18.4

10.3

8.1

9.2

17.7

Kazakhstan

2,984.1

2,169.3

116.1

60.4

28.6

11.3

1.9

19.6

14.2

39.7

Kvrgyz Rep.

1,259.0

1,363.2

95.7

31.9

35.4

14.7

18.3

40.1

-

39.3

959.0

35.3

26.2

2.3.1

13.1

7.1

2.8

2.1

2.9

12.4

[ithualnia

1,161.1

188.8

4.5.2

35.5

13.1

8.5

2.4

2.5

3.5

17.9

Moldova

2,198.0

837.2

115.8

23.8

15.1

11.2

18.2

29.7

n.a.

35.6

44.3

37.6

29.4

21.4

18.5

13.2

8.6

6.5

n.a.

16.3

199.2

295.5

61.7

27.8

56.9

151.4

40.6

38.9

40.5

62.9

Russian Fed.

2,506.1

840.1

204.4

128.6

21.8

10.9

84.5

45.3

18.2

82.5

Slov3lk Wep.

9.1

25.1

11.7

7.2

5.4

6.4

5.6

14.5

14.3

8.5

92.9

22.8

19.5

9.1

9.2

8.8

6.5

6.4

n.a.

9.9

2,73)0.0

10,I55

401.2

181.3

39.7

10.1

20.1

17.2

25.2

111.5

910.1

885.2

1,281.2

117.4

64.1

49.8

26.2

42.3

n.a.

263.4

L.atvia

Poland
Romawa

Sloveni;a
Ukraine
Uzbeki,taii
-- Not available.

a. Projected.
SoLarce:[ntcrnationni
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TABLE
11A.5 DETERMINANTS
OFMARKET
CAPITALIZATION
ANDMARKET
TURNOVER
IN TRANSITION
ANDCOMPARATOR
ECONOMIES,
1994-99
Market capitalization
Dependent variable

Transition
economies

Comparator
economies

Market turnover
Transition
econonhies

Comparator
economies

Inflation <1Opercent a year

9.13*
(3.79)

5.04*
(2.28)

21.09'(2.34)

11.38
(1.31)

Inflation 10-50 percent a year

2.76
(1.47)

0.76
(0.49)

9.29
(1.17)

6.58
(0.86)

Inflation 50-100 percent a year

2.08
(1.02)

0.46
(0.25)

7.41
(1.70)

15.42
(1.11)

Medium shareholderprotection
(index of 2 or 3)

-1.24
(0.59)

-2.75
(1.38)

31.21
(5.29)

19.10*>
(3.83)

High shareholder protection
(indexof 4 or 5)

2.13
(0.83)

0.35
(0.13)

40.59*>
(4.71)

20.87i*
(2.77)

Institutional assets

0.46*
(11.66)

0.43 *
(10.06)

1.60*
(3.18)

0.90*5
(1.97)

Log GDP per capita

3.19*
(3.42)

25.34*
(9.11)

Number of observations

216

216

216

216

AdjustedR2

0.81

0.82

0.23

0.46

Statisticallysignificantat the 5 percentlevel.
Note: The table reports findingsfor a panel of 26 transitioneconomiesand 10 comparatorcountries(Brazil,Egypt,Germany,
Republicof Korea,Mexico,Portugal,Thailand,Turkey,UnitedKingdom,andUnitedStates).Transitioneconomiesthat do nothave
stockmarketshavea scoreof 0 on marketcapitalizationand marketturnover.The shareholderprotectionindexesare constructed
fromLa Portaand others(1999),andPistor(2000).Dataon institutionalinvestorassetsare reportedin table11.3.Standarderrors
are heteroskedastic-consistent.
A constanttermis includedin everyregression.The t-statisticsare in parentheses.
Source:Authors'calculations.
*
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Chapter 12

Emerging Stock Markets in
Central Europe:
Where Do We Stand?
Wieslaw Rozlucki

T

he past 10 years have brought an unprecedented scale of change in the structure and organization of European stock exchanges. Different forces have shaped their development in
both the western and eastern parts of Europe. In the west, changes were driven by three
main factors:
* Technological
progresstoward electronictrading
e Harmonization
of the regulatoryframeworkexemplifiedbytheInvestmentServicesDirective
* Introductionof the euro.
Thesechangesresultedin the consolidationof stock
market infrastructureas four consecutivedevelopments

observedin theconcept,extent,performance,
and speedof
developmentof capitalmarketsin Centraland Eastern
Europe.It is surprising,takingintoaccountinitialconditionsin theearly1990s,howdifferentlycapitalmarketsin
Centraland EasternEuropeevolvedoverthe past decade.

occurred, beginningin the 1990s:

TheEstablishment
of Markets

* Thegradualdisappearance
of regional(subnational)
exchanges
* Mergersof stockand derivativesexchanges
* Theconsolidation
ofexchanges,clearing,and depositoryorganizations
* Alliancesand mergersof nationalexchanges.
Duringthe sameperiod,the transitioneconomiesof
Centraland EasternEuropewitnessedthe emergenceof
new securitiesmarkets and exchanges.Many of them
resumedoperationafter50 yearsof suspension.
In 1990,the
LjublianaandBudapestexchanges
startedtrading,followed
by Warsawin 1991and Pragueand Bratislavain 1993.
The developmentof capitalmarketsin Centraland
EasternEuropehasbeena complexandoftencontroversial
process,bothin its initialconceptualphasein eachcountry
and in its subsequentevolution.There is, however,one
commonelement:capitalmarketsemergedin theprocessof
economictransitionfroma plannedto a marketeconomy.
In all the remainingaspects,wide differencescan be

In almostallthe countriesin theregion,privatization
wasthe primaryimpetusforthe formationof capitalmarkets.In contrastto typicalemergingmarketson othercontinents,thousandsof enterprises,comprisingthe bulk of
nationaleconomies,were privatizedin a relativelyshort
time.Therewasno precedentforprivatizationof this scale
and speed,and littlewisdomand advicebasedon past
experienceweredirectlyapplicable.Therefore,thosewho
designedthe strategiesforprivatizationand theformation
of capital marketsin Centraland EasternEuropewere
breakingnewground.
Despitethis,therewasa universalsensethat speedwas
essential.In other words,in contrastto other countries,
manyhundredsof state-ownedenterpriseshad to be privatizedas quicklyas possible.In most countriesof the
region,the privatizationprocesswasexpectedto benefit
ordinarycitizenswhohad neitherthe financialresourcesto
ownsharesnorthe basicknowledgeof whatowningshares
meant.
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Capital markets were expected to provide the necessary infrastructure for privatization and secondary trading
in securities. Taking into account privatization contingencies, the basic structures of capital markets had to be established rapidly. This was possible because of a relatively
developed industrial structure, a high level of education,
and general acceptance of the principles of a market economy and private ownership. The urgency of mass privatization and its impact on the structure of capital markets
were not uniform in the region. In Hungary and Slovenia,
for example, the development of capital markets was not
shaped by mass privatization. In other countries, however,
privatization to a large extent influenced the development
of dome,tic capital markets.

The idea of voucher privatization has always been
popular in Poland. It took rather long, however, to design
and implement the mass privatization program, covering
500 enterprises and managed by 15 national investment
funds. By the time the program was launched in 1995, the
structure and organization of capital markets were completed. The mass privatization program was shaped to fit in
the existing structures of capital markets, as opposed to the
other way around.
Clearly, developments in the Czech Republic followed
a different philosophy and strategy. Absolute priority was
given to voucher privatization. Transfer of ownership was
the main goal, and capital markets were seen merely as a
means to achieve this goal.
The authors of voucher privatization in the Czech

MassPrivatization
andCapitalMarkets:
A DifficultMarriage

Republictreated capital markets instrumentallyand not as
a public good in their own right. The infrastructure of

Interrelationships between mass privatization and capital markets can be discussed drawing on the experiences of
two neighboring countries: Poland and the Czech Republic.
Although the idea of mass privatization originated in
Poland (the concept of J. Szomburg and J. Lewandowski in
the late 1980s), it was implemented first as voucher privatization in Czechoslovakia. As early as 1990, Poland and
then Czechoslovakia had different concepts of capital markets. At a World Bank conference in Washington, D.C., in
1990, two different strategies of privatization and development of capital markets were presented for the Czech
Republic and Poland, respectively.
The Polish approach was more conventional, if not
orthodox. The desire was to follow, as much as possible,
the patterns of regulation, organization, and practices of
mature, developed securities markets. In building capital
markets, Poland clearly preferred a tested solution and
compliance with international standards. It was thought
that regulation should precede trading practices. Trading
was to be centralized to concentrate the initial low liquidity. In technical terms, electronic trading with dematerialized settlement and a depository was to be introduced.
The licensing of brokers became obligatory, along with
strict prospectus requirements for issuers of securities. The
market was open to small investors, who were to be protected from the very beginning.
As a result, early in 1991 basic infrastructure for the
capital market was established in Poland, consisting of a
stock exchange, a central securities depository, licensed
brokerage houses, and a securities commission. The regulatory and functional structure was based on practices of
modern securities markets, notably France and the United
States.

voucher privatization (the RMS) was to be used later as a
network leading to concentration of equity ownership.
The speed of this process was considered essential for market reform. Common features of modern securities markets
such as the high level of regulation and transparency or
minority protection were seen as premature and potentially conflicting with the concentration of ownership.
This approach was not uniform in the Czech Republic.
Those responsible for establishing the Prague and
Bratislava stock exchanges had different views on the subject. The conflict between stock exchanges and the RMS
drained scarce resources from those institutions.
During the past 10 years, a radical laissez-faire
approach was modified in the Czech Republic and, for
different reasons, in the Slovak Republic. Foreign investors
played an important role because they were only comfortable with standards similar to their own. In hindsight, it is
still surprising how deeply initial concepts influenced the
subsequent development of capital markets. Despite recent
improvements in regulation and transparency of the Czech
market, certain habits were difficult to overcome, as evidenced by the problems of the Securities Commission early
in 2000.
In Poland, in contrast, the Securities Commission and
regulation in general have always been very strong. To
many observers, Poland has an overly regulated market.
Both the Czech and Polish markets must evolve toward a
European model, which is being formed within the
European Union (EU). The structure of the capital markets
in Poland in 2000 is probably closer to the EU model.
More time is needed to judge how mass privatization programs contributed to the development of capital markets as
well as to economic transformation and growth in general.
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EastandWest:Bridgingthe Gap?

much less favorable. The figures for eastern and western

Given the differing approaches to economic transition
and capital market development in Central and Eastern
Europe over the past 10 years, which countries have been
more successful in building their capital markets? As any
qualitative judgment is difficult and subjective, it is safer to
use standard quantitative measures of stock markets. To
allow comparison, smaller securities markets in Western
Europe can be used as a benchmark.
The question to be answered is whether the stock
markets in Central and Eastern Europe still belong to different categories, or whether some convergence has
occurred. In comparing five Central European markets to
six smaller western markets, figure 12.1 indicates that, in
terms of the number of listed companies, there is a continuum and not a sharp divide between eastern and western parts of Europe. Some figures should be examined
with caution, as exemplified by Bratislava, where only 9
companies out of 846 are "listed" in a proper sense of the
word. In Poland, however, all 221 companies, no matter
the segment of the market in which they are traded, fulfill
strict admission and reporting requirements to be classified
as "listed."
In terms of market capitalization and trading volumes
(figures 12.2 and 12.3), the situation in Central Europe is

markets are quite divergent. In general, the smallest markets in Western Europe are several times larger than the
biggest markets in Central Europe. The only exception to
this rule is Vienna, where market capitalization is smaller
than that of Warsaw and trading volume is smaller than
that of Warsaw and Budapest.
In the terms of size, European stock markets are very
different, not only between east and west but also within
each part of the continent. Market capitalization of
Warsaw is 50 times bigger than that of Bucharest or Sofia.
Those markets, in turn, are much bigger in comparison to
the very small, embryonic markets at the end of spectrum
(for example, FYR Macedonia). After 10 years of accelerated development, the most advanced stock exchanges
from Central Europe managed to bridge the gap, dividing
them from their smaller western counterparts. Some
exchanges have achieved more than just catching up with
small western exchanges. Both Budapest and Warsaw,
which recently developed their derivatives markets, managed to overtake Vienna, Oslo, and Copenhagen in trading
index futures. In sum, the process of convergence between
stock exchanges of Western and Central Europe is clearly
under way, producing a continuum of ranking rather than
two different classes of markets.
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As some exchanges from Central Europe have reached
a level of maturity and sophistication similar to western
exchanges, the question arises whether they also will be
affected by the consolidation trend of Western Europe. At
the national level, this has already taken place. For example, the Warsaw and Budapest exchanges run both cash and
derivatives markets. They also own important stakes in
their clearing, settlement, and depository institutions.
Even within the existing structures, much can be done
to increase market capitalization, the number of listed
companies, and the involvement of local investors, both
individual and institutional. No stock market in Central,
riot to mention Eastern, Europe has reached a level adequate to the size of its population and economy. At the end
of 1999, market capitalization reached 5 percent of GDP in
Slovakia, 11 percent in Slovenia, 20 percent in Poland, 21
percent in the Czech Republic, and 33 percent in Hungary.
Those figures are several times smaller than corresponding
indicators in Western Europe and show an untapped potential of domestic markets in Central Europe. The recent
development of pension funds in Poland, as well as continued activity of retail investors, shows that the shortage
of domestic capital should not be viewed as a factor limiting the development of a domestic stock market. This argument assumes a continued policy of free and easy access of
foreign investors to those markets.
Cross-border investment raises a question of supranational consolidation of trading and other functions of
national stock exchanges. If new attractive solutions are not
found, the process of consolidation can be as long, complex,
and political in Central and Eastern Europe as in the West.

Bratislava, Budapest, and Ljubliana expressed their "surprise" with the Vienna/Frankfurt initiative. At the same
meeting, the participants decided to coordinate their activities toward meeting the standards of the stock exchange in
the European Union.
From the Polish perspective, the Ost Boerse/Newex
project has not been favorably received. One concern is the
risk of market fragmentation. Even in the United States,
current discussion concentrates on excessive fragmentation of trading.
The markets of Central Europe are not big by international standards, and the risk of splitting liquidity is
greater, leading to inefficient price formation and increased
costs of trading. Several studies have shown that the major
element in trading costs clearly is not the direct fees charged
by intermediaries, but the so-called market impact, which
is inversely proportional to the liquidity of each stock.
Fragmentation reduces liquidity, thus raising the real costs
of trading.
Trading equities requires complicated price-discovery
mechanisms based on complex information. This information is usually centered on domestic factors, including
economic policies, the political environment, company
laws, and tax regimes. Moreover, economies of scale present in trading and settlement do not extend to listing, surveillance, and regulation. It is doubtful, therefore, that the
concentration of trading that took place in foreign
exchange, money markets, and interest rate products can be
easily replicated in equity trading.
Fragmentation of trading would have a negative
impact on the development of national markets.
Transferring the main center of price formation outside
national borders would discourage the natural growth of

ForeignListingsandthe Riskof Fragmentation

listingsand the number of investors.It would be negative,

At present, foreign investors can trade securities from
Central and Eastern Europe both directly in domestic markets and outside the region, the main place traditionally
being London. To a smaller extent, such trading has been
going on also in Vienna and several German exchanges. A
joint project of Vienna and Frankfurt called Ost Boerse,
and recently renamed Newex, has been in progress for
some time. Its designers hope to concentrate trading of
blue-chip companies from Central and Eastern Europe. Its
target group comes from institutional investors of Western
Europe.

not only for the Polish market but also for the European
securities market in general. It is the mission of the Warsaw
Stock Exchange to develop equity culture in Poland,
increasing the number of investors in the country. No other
exchange intends to do anything about it. Yet very shortly,
Polish investors will start buying stocks in other markets.
Therefore, the number of investors and their level of education will have a positive impact on many European markets. Anything that hampers this process cannot be seen in
a favorable light.

From the very beginning,the Ost Boerse/Newexproject has not been discussed with Central European
exchanges. It is no surprise, therefore, that their reaction
was not positive. At a meeting in Prague in 1999, representatives of stock exchanges from Warsaw, Prague,

Joiningthe Networkor BuildingDomestic
Markets
In order to minimize the threat of fragmentation,
national exchanges must provide open access (and exit)
and high-quality, low-cost services according to European
standards. They must watch carefully the integration
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process in the West, preparing themselves to become nodes
(hubs) in the inevitable electronic network of European
exchanges.
To achieve this, they must act on two fronts: technological a;nd regulatory. Technological platforms must be
compatible with those standards that are now being established in Western Europe. Regulation must be harmonized
with EU directives, as well as the market model developed
by the leading European exchanges. In terms of corporate
structure and ownership, domestic exchanges do not have
to be owned by domestic institutions. Stock exchanges in
Central Europe should be transferred gradually into demutualized, for-profit organizations open to foreign participants and(shareholders. The natural partners in such development are foreign stock exchanges, investment banks,
providers of information technology, and telecommunication services.
The emerging electronic network of European
exchanges will set high standards in all aspects of technology, organization, and regulation. It seems that few established exchanges in Central and Eastern Europe will be able
to achieve those standards in the near future. For them, the
challenge will be to secure appropriate positions in the
European network. For the remaining exchanges, the main
task will be to build domestic or local markets serving
their national economies and local businesses, while at the
same tirne being open to foreign investors. The new
Internet-based technology makes this strategy feasible.
When it comes to building domestic capital markets,
the question of competition of bigger, foreign stock
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exchanges is almost irrelevant. First and foremost, international stock exchanges are interested only in listing or
trading a limited number of blue-chip companies originating from the Europe and Central Asia region. Most potentially listed companies are beyond their scope of interest. In
a scenario where domestic stock exchanges do not play
their proper role, most companies will be deprived of alternative sources of capital and valuation. The same argument
holds for local individual investors, who will never grow in
numbers and size if the only place to trade their local
stocks is outside national borders.
Building a domestic investing community requires
much more than efficient trading and settlement mechanisms, which probably can be supplied at the lowest cost by
big international exchanges. Educating investors, attracting
new companies, and monitoring reporting obligations are
best done by domestic market operators and regulators.
Even when it comes to the costs of trading, it is important
to remember that the fees charged by stock exchanges and
central depositories are only a small fraction of the total
cost of trading paid by an investor.
Few of the functions of a domestic stock exchange in
a transition economy can be performed by international
capital markets. The failure of local capital markets would
deprive countries in Europe and Central Asia of important
national assets. The new Internet-based technology facilitates low-cost, efficient trading and settlement platforms.
Other elements of regulated markets can be learned and
constructed relatively quickly if there is adequate determination among decisionmakers in individual countries.

Chapter 13

Emerging Capital Markets:
A Slovenian Perspective
Drasko Veselinovic

J

t is still quite unbelievable that territories the size of Slovenia could break away from the former

Yugoslaviaand achieveinternationalrecognitionas independentstates. The same goesfor the for-

mer Czechoslovakia and the other countries that were part of the former Soviet Union. The reasons for the breakups were political, and there was relatively little rational economic strategy behind
them. Although a major factor was the inefficiency of the socialist nonmarket economies, most of these
break-away states soon will find economic advantages in establishing economic ties with one another in areas like banking and capital markets. These ties will develop all the more strongly in the context of accession to the European Union (EU).
Thischapteranalyzescapitalmarketdevelopmentin
emergingcountrieswith specialemphasison Slovenia.It
defineswhat constitutesa transitionalor emergingeconomy and financialmarketand addressessomeof the developmentalchallengesof emergingstockmarkets,including
thequestionof whethera stockmarketis necessaryforthe
economicdevelopmentof transitionaleconomies.Finally,
thechapterexaminesthe path ofcapitalmarketsdevelopmentin Sloveniaand assessesits futureprospects.Thethesisexploredis that, if thefinancialsectormirrorsthe real
sector,a developedfinancialsectoris not possiblewithan
underdeveloped
realsector,althoughtheconverseispossible. Sloveniarepresentsa smalland relativelysuccessful
transitionaleconomy.
Thegenericphrases"transitional"or "emerging"often
areusedin reference
to post-communist
countriesof theformerSovietUnion(FSU)or thoseeconomies"transitioning"
from low- or middle-incomestatus to a higher-income

range,measuredin grossdomesticproduct(GDP)per capita peryear.TheWorldBank,for example,definescountries
in transitionas those with more than $10,000GDPper
capitaper year.1 Accordingto the WorldBank'scriteria,
Sloveniafallsinto the world'shigh-incomebracket,yet it
stillis classified
as a transitionalor emergingeconomy.
Creating
a Stock
Market
In settingfortha strategyfornationaleconomicdevelopment,smallor emergingeconomies
mustdecidewhether
developing
a stockmarketshouldbe a part ofthat strategy.
Determining
whetherto go forwardwith thedevelopment
ofa stockmarketand stockexchangerequiresseriousconsiderationofmanyimportantissues,becauseestablishing
a
properlyfunctioningand crediblesystemrequiresa rather
heavyfront-endinvestmentof moneyand politicalwill.
Thequestionof whethersmallor emergingcountries
need an organizedstock market at all is one that has

1. Approximately
70percentof theEuropean
Unionaverage.
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attracted much debate. Stiglitz (1995) claims that stock
markets are, by definition, irrational and inefficient in
emerging economies and that resources flowing through
them are irrationally allocated and, consequently, contribute negatively to GDP growth. This idea was adopted
in part by early reformers in the Czech Republic, who
advocated an extreme model of political and economic
liberalization (Klaus 1994; Triska and Simoneti 1994).
The early Czech economic reformers decided that there was
no need for a stock exchange at all. Despite their view, a
stock exchange was created with a very minimal regulatory infrastructure.
It soon became clear that the Czech stock market was
too unregulated and needed to improve its regulatory structures anc enforcement mechanisms. However, this extended period of relatively disorganized trading, together with
the lack of adequate enforcement mechanisms and a substantially unregulated over-the-counter market system (the
so called RM system), perpetuated many destructive (that
is, nontransparent and unethical) trading practices, which
resulted in a near collapse of the stock market when many
foreign aniddomestic investors pulled investments out in the
middle-to-late 1990s. The Czech stock market has not yet
fully recovered from this costly period, although the regulation progress has been made in improving securities, corporate governance, and bankruptcy laws, as well as
enforcement mechanisms.
Other economists take the position that stock markets
are necessary for economic development in emerging
economies (see, for example, McKinnon 1976). According
to Bishop (1989), there are many important factors to be
considered when deciding which model of a stock market
or stock exchange to adopt. One of the most important
issues is whether to implement a mass privatization scheme
(vouchers or other forms of mass privatization; see Pirie
1991). The next policy question then becomes whether
such markets are necessary after privatization is completed
to spur ownership restructuring and dilute concentration.
Newly created stock markets tend to be over-regulated at the beginning, and this can damage the market at an
early stage. However, if the market is not adequately regulated, a, demonstrated by the early Czech model, irregularities can cause mistrust to flourish in the market and
even in the financial system, which can be equally costly.
It is impossible to establish a formula for the optimum
level of regulation. Each market must have an appropriate
governmental or quasi-governmental body with legal and
regulatory authority to enforce relevant laws, regulations,
and sanctions and to intervene in the market when necessary to ensure fair trading and transparency and to deter
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unethical and fraudulent practices of market participants.
The self-regulating role of the market (stock exchange,
central depository or registry, associations of brokers,
dealers, investment societies, and similar) will grow as the
market develops, just as the capacity of the regulatory
system must grow.
A well-functioning securities registry is a prerequisite
for a successful stock market. The stock market has to
win the confidence of the public by providing a reliable system of registration
and transfer of securities.
Dematerialization of all issued securities is desirable
because it tends to be cheaper and more efficient, affords
fewer opportunities for forgery and fraud, and makes the
market more attractive to foreign investors. If this is not
possible, securities should at least be immobilized, as the
traditional (materialized) securities environment is much
less desirable, although it is still used in many large financial centers. A virtual central marketplace for listed securities also provides better liquidity and transparency, which
is of particular importance in emerging markets. Discussion
of the value of electronic communications networks or
alternative trading systems is of lesser importance here, as
new emerging markets should focus more on providing the
basic instruments and centralized liquidity. However, Rice
(1999) points out that new technology also brings new
financial instruments.
Ideally a centralized marketplace with proper infrastructure should be the main goal, although with as little
market segmentation as necessary. Where market segmentation is necessary, adequate safeguards should be in place
to prevent monopolistic pricing by market providers.
Listing and disclosure requirements may vary among segments, but these requirements should be clear and strictly
(but fairly) enforced within segments. Market segmentation
can be quite costly and may not always increase efficiency
or decrease transaction costs. A study by Malkamaki
(2000) illustrates that increasing the size of individual stock
exchanges does not always increase their relative efficiency. The Irish Stock Exchange is very efficient, although
relatively small, as is the New Zealand Stock Exchange,
while Amex, one of the largest, is the most inefficient.
Serious consideration should be given to selecting the
methods by which trading will take place. The two obvious
methods are price-driven (sometimes called quote-driven)
or order-driven. Whether to choose direct (order) or indirect (quote or price) trading also depends on circumstances
such as sophistication, risk awareness of financial intermediaries, financial soundness of intermediaries, and actual size of investors. Overall, the direct trading system seems
to offer more advantages for emerging markets. Price-
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driven trading loses some ground given the revolutionary
technological changes that are taking place, including
Internet trading. A direct-order system is simpler, easier to
handle, and probably more transparent. Smaller or emerging markets should consider continuous trading systems for
liquid stocks, one auction (fixing) per day for illiquid
stocks, and a few auctions per day for stocks that are traded irregularly during the day, but in waves.
After the fundamental decisions about infrastructure,
organization, and methods of trading are made, the choice
of technology is the final decision to be made. Such decisions about technology are complicated by the fast pace of
the technological revolution. Most important is to determine the technical conditions in a particular country (especially the level of telecommunications development and
availability of programmers), and these should be analyzed against the requirements of the available technologies.
Electronic trading is probably always the right course, but
consideration must be given to whether to trade electronically on the "floor" or to employ remote methods. Other
factors to consider are the quality of telecommunications
infrastructure in the country as well as logistical and other
customs of the financial community.

auditing practices (in line with international standards)
are an absolute prerequisite for the development of a stock
market. In many emerging countries, this has proven to be
problematic, as is adequate development of the legal system, which goes hand-in-hand with low ethical standards
(Steinmann 1999; Veselinovic 1999 ). Corruption is a particularly serious problem (Mesko and others 2000).
Integration with international markets is, in the long
run, probably most crucial for all small or emerging countries. In 2000, the developed European markets put much
effort into cooperation and even mergers. London and
Frankfurt have concluded deals with Vienna and Dublin,
while Paris, Amsterdam, and Brussels have concluded deals
with Luxembourg. There are a number of other initiatives
as well. The end result eventually may be one large "superbourse" or "pan-European" network.
Emerging countries will have to focus much attention
on narrowing the technological and development gaps
with respect to western European countries. Emerging
stock markets should intensify cooperation among themselves, while competing among themselves to spur advancement. Such relations already exist, for instance, among the
Vishegrad group of countries. 2 The Vishegrad countries
(except Slovakia) are first-round candidates for full EU

Constraints
onStockMarketDevelopment

membership.

In their development process, the emerging stock markets have many hurdles to overcome. The primary one is
creating a stock market from the ground up in an environment still lacking strong supporting sectors (banking, public, regulatory, and private). This is complicated by the
fact that these stock markets typically are developing much
faster than stock markets in developed countries.
Large local companies and international firms often
seek original listings, parallel listings, or the so-called global depository receipts (GDR) programs abroad, because
the local markets are too small (too volatile and illiquid).
Some studies have tried to establish that foreign listings
and GDR programs are endowing local markets with
additional liquidity (Bank of New York 1998; Bankers'
Trust Company 1998). But many are of the opinion that
GDR programs actually deplete local markets of needed
liquidity.
Unstable macroeconomic conditions prevent a faster
and more efficient development of the local stock markets. Adequate and credible accounting standards and

There also exist a number of regional political initiatives, including the South Eastern Cooperation Initiative
(SECI) as well as the Southeastern Europe (SEE) initiative,
or Stability Pact countries (based on Skoda 2000, which
sets forth the new Marshall Plan for southeastern Europe).3
There is also a Federation of European and Asian Stock
Exchanges initiative (FEAS).4 Turkey is increasing its
involvement in some of these, and Slovenia is playing a very
important role in SEE (the Stability Pact) and in SECI.
Austria is taking steps to emerge as the regional center for
the most important public companies from the southeastern European region-a role so far quite successfully cast
by London and partly also by Frankfurt.
Stock exchanges can be divided into three categories:
global, regional, and local. Global exchanges are large
international exchanges in international financial centers
that attract the majority of local, regional, and global capital and companies. Regional exchanges are those that are
too small to be global and too large to be local and that can
attract regional capital and companies. Local exchanges are

2. Czech Republic, Hungary, Poland, SlovakRepublic, and Slovenia.
3. Albania, Bulgaria,Romania, and the former Yugoslaviancountries (with the exception of Slovenia).
4. East Balkans,the southwesternterritories of the former SovietUnion, western Asia, and even some parts of the Middle East.
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usually the national exchanges in small countries; they
may act in a regional capacity with respect to larger countries, but their focus remains local.

Slovenian financial market, however, lags behind the development of the Slovenian economy (compare table 13.1
with table 13.2). Slovenia could improve its relatively high
and stable growth rates if the financial market were more

FutureIssues

developed.The financialsector in Sloveniahas undergone

In the future, Central and Eastern European (CEE)
stock markets will be either regional or local, and all eventually will have to integrate into the globalized (European)
markets. The position they achieve will depend on whether
they lose some global companies and remain regional or
local financial centers or networks. However, Malkamaki
and Topi (1999) have predicted the likely trends in stock
market development:
* Increasing cross-border investment activities and
enhanced competition between marketplaces and
providers of financial services
* Growing involvement of the largest institutional
investors in direct trading, leading to efficient and
cost-effective trading infrastructures
* Continuing integration of trading and settlement
infrastructure via mergers, alliances, links, agreements, or other forms of cooperation
* Increasing emergence of new electronic exchanges
ancl alternative trading systems operated by members of stock exchanges or off-exchange companies
* Growing numbers of Internet brokers.
If these trends prove correct, efforts to expand cooperation among ECA stock markets, in order to improve
their position for integration with developed stock markets,
is crucial. But parallel cooperation between the developed
and ECA markets is imperative as well. Today, the developed markets influence the development of technologies
and the need for electronic trading, clearing, settlement, and
registry systems. However, to a certain extent, they also
drain local exchanges of listings.
The most developed of the CEE stock markets are
Hungary, Poland,and, to a certain extent, Slovenia,the Czech
Republic and Estonia (seetable 13.1).
Some of the stock markets noted in the table are
already developing rapidly and are gaining in national
prominence and credibility. They do not yet play a major
international role, although they are gaining global acceptance and recognition. Many of these countries will have to
focus on further organizational and developmental
improvements to gain greater credibility locally.

a successful process of banking rehabilitation. It is traditionally banking oriented, but with the insurance subsector
playing a major role. Investment banking, brokerage houses, different types of investment funds (closed- and openend), and other institutional investors are still developing
niches within the Slovenian financial sector.
The Ljubljana Stock Exchange (LJSE) is a relatively
well-organized secondary market. The primary market is
underdeveloped, and it is still hard for private companies
to raise money on the market, although this is not a problem for the government, central bank, and the financial
sector itself. The level of Slovenian savings is relatively
high, by European standards, although rather short term
in nature. The result of the privatization process chosen by
Slovenia is that company insiders and employees hold a
majority of shares in 90 percent of privatized companies.
The remaining 10 percent of privatized Slovenian companies are listed on the organized markets, and shares are
held by the general public and investment funds. If a company issues publicly transferable securities of any kind,
they are traded automatically on the free market segment
of the stock exchange. To be listed on the stock exchange,
there are many requirements-both quantitative and qualitative-of
which the most important are disclosure
requirements.
Slovenia combined two methods of privatization: the
buyout (with 50 percent discounts) and voucher schemes.
The mass privatization process caused an oversupply of
equity securities on the market. Closed-end investment
funds were used in company privatizations. Under the
Slovenian privatization scheme, 10 percent of the companies were transferred to the National Pension Fund, 10 percent were transferred to the Restitution Fund, 20 percent
were transferred to the Development Fund (which auctioned this portion to closed-end privatization funds), 20
percent were transferred or sold to insiders or employees
(subject to certain conditions pursuant to law), and the
remaining 40 percent were made available for public sale
and/or to insiders (employees). Foreigners were not allowed
to participate directly in the privatization process in
Slovenia.
The ownership structure of Slovenian companies is
not advantageous to the development of the capital market.
The financial behavior of Slovenian companies is still inefficient, which is considered to be a remnant of the nearly 50

Slovenian Financial Sector Development
Slovenia is a small transitional country with an emerging financial market. It is one of the most developed of the
CEE countries (see table 13.2). The development of the
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TABLE
13.1 MARKET
PERFORMANCE
OFCAPITAL
MARKETS
INSELECT
COUNTRIES
OFEUROPE
ANDCENTRAL
ASIA

Country
Bulgaria

Market capitalization
in 1999
Turnover
(millionsof
(millionsof
U.S.dollars)a U.S. dollars)b

Turnover
velocityc

GDP
(millionsof
U.S. dollars)d

Market
capitalization
as a percentage
of GDP

Number
of listed
companies

Country
risk ranking

706.3

53.2

0.08

11,737

6.02

828

84

2,584.5

70.0

0.03

21,249

12.16

59

70

11,796.0

4,705.3

0.40

53,800

21.23

195

44

Estonia

1,789.3

229.0

0.13

7,856

22.78

25

55

Hungary

16,317.0

14,847.9

0.91

48,400

33.71

66

42

390.9

35.0

0.09

6,221

6.28

70

59

1,138.4

284.0

0.25

10,760

10.58

54

61

29,576.7

10,820.0

0.37

135,915

21.76

206

43

Slovak Republic

1,100.0

488.5

0.44

20,347

5.41

830

66

Slovenia

2,854.0

1,203.1

0.42

20,011

14.26

134

32

Romania

873.1

300.2

0.34

34,700

2.52

5,825

107

72,205.0

3,352.0

0.05

276,120

26.15

207

133

Croatia
Czech Republic

Latvia
Lithuania
Poland

RussianFederation

a. Capitalizationexcludinginvestmentfundsand includingdomesticcompaniesonly.
b. Turnoverof mainandparallelmarkets,includinginvestmentfunds.
c. Ratioof total annualturnoverof sharesto marketcapitalizationof shares.
d. GDPdata for RussianFederation,Croatia,Poland,Hungary,Estonia,Latvia,Lithuania,Ireland,and Malta are for 1998;GDPdata for Cyprusand Romaniaare for
1997.
Source:Standard& Poor's(2000a,2000b);Bankof Slovenia(2000a,2000b);IcelandStockExchange(2000);Focus.MonthlyStatistics.FIBV,Paris(2000);unpublished
IMFcountrystatisticsand EBRDreports;CountryRisk,Commoditypricesboostemergingmarkets,Euromoney371 (March2000):106-10.
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TABLE
13.2 SELECT
MACROECONOMIC
INDICATORS
FORSLOVENIA,
1995-99
(percent)
Budget
deficit
as a

Public
debt as
percentage
of GDP

Year

Real GDP
growth

percentage
of GDP

1995

4.1

- 0.0

1996

3.1

1997

Current
account
(millions

External
debt
(billions

Inflation

Unemployment a

of U.S.
dollars)

of U.S.
dollars)

-

8.6

7.4

- 36

2.970

+ 0.3

22.8

8.8

7.3

+

39

4.010

2.9

- 1.1

23.2

9.4

7.1

+ 37

4.760

1998

3.8

- 0.6

23.6

6.5

7.9

- 3.8

4.959

1999

4.9

- 0.7

23.8

8.0

7.4

-581.0

5.491

Not available.
a. From the International Labour Organisation.

-

Source: Bank of Slovenia (1996, 1998, 2000); Institute of Macroeconomic Analysis and Development (2000); unpublished data from
the Ministry for Economic Relations and Development.

years of socialism.The LJSEplays an effectiveand active
role in post-privatizationrestructuringwith respectto ownershipconcentration.However,there is no effectivedemand
for equity.Institutionalinvestors(funds,insurance,pension
funds)are not yet generatinga significantdemandfor longterm assets. Mutual funds are growing rapidly,but closedend privatization funds are not yet in a position to make
any substantial demands on the market because of their
lack of cash, and private pension fund schemeshave only
recentlybeen established(in 2000).
The government and central bank both offer relatively attractive and safe financial instruments on the capital
market. Fiscalpolicyprovidesgood incentivesfor bank savings. Although minor restrictions on foreign portfolio
investor, have been retained in the market, foreign
investors represent 1.5 percent of total volume of LJSE
and lessthan 5 percentof total market capitalizationof the

is still some potential for developingthe Sloveniancapital
market, although some Slovenianmacroeconomistsclaim
that this window will close quickly (Ribnikar 1999).
Prasnikar and others (2000), for instance, believethat all
larger companieswill be listedabroad and that company
managerswill be not be willingto accept their rewards in
equitiesor options if local (emerging)stockmarketsremain
illiquid.The largestlistedSloveniancompany is Krka pharmaceuticalcompany.5 Two Sloveniancompaniesare listed
through the GDR program in London. Nevertheless,it is
expectedthat, since privatization has been completed,the
primary market will begin to function. The LJSEalso is
consideringthe establishmentof a "new market" for fastgrowingcompanies.As Sloveniais in the first round of EU
accessioncountries,the continuedintegrationof all sectors,
including the financial sector,will help the capital market
to play a stronger and more effectiverole.

LJSE or the Slovenia capital market.

Slovenia'smarket capitalization, volume of trading,
and turnover velocity are average for an economy of its
size. Concentration in the market is relatively high.
Liquidity is focused on a few of the most active stocks. All
privatization closed-end funds are listed in the free market
section on the LJSE and are relatively liquid. All in all, there
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Chapter 14

Czech Capital Markets:
Illusions and Disillusions
Vladimir Rudlovcdk
n the middle to late 1990s, debates concerning the development of the Czech capital markets
became quite animated until eclipsed by topics of a more global consequence,namely the financial crises in Asia (1997) and Russia (1998). This chapter attempts to revive a number of those
debatesand looks back on some of the issuesraised, admittedlywith the benefitof hindsight and with
more data and information.
Privatization
andStock
MarketDevelopment:
Synergies
andConflicts
TheCzechstockmarketaroseout of thevoucherauction,a specificcomponentof the large-scaleprivatization
thatbeganin theformerCzechoslovakia
in 1992.In thefive
roundsof the auction,citizenspurchasedvouchersfor a
symbolicfee,and thesevouchersweretradedfor stocksof
about1,600privatizedcompanies,whichbecamepublicly
heldcompanies.
Thesecondwaveof thelarge-scale
privatizationwaslaunchedin 1994in theCzechRepublic,which,
in themeantime,had separatedfromthe SlovakRepublic.
Thisauctionlastedninemonthsandconsistedofsixrounds
in whichsharesof more than 800 privatizedcompanies
weretraded.Theuncertificated,
dematerialized
shareswere
registered
in theSecurities
Center(SCP),
which,supportedby
a largebranchnetwork,maintainsrecordsof sharetransfers,
stockholders,publiclytraded companies,and investment
funds.Afterthesecondwaveoflarge-scale
privatization,
the
SCPregisteredmorethan 2,000 issuesof sharesand had
approximately6.5 millionaccountsof individuals,more
thanhalfof theentirepopulationof theCzechRepublic.
Thevoucherauctionsproceededsmoothly,affording
all participantsequal treatment,and the rcsultsproved
satisfactory.
In eachround,bidsfor theoutstandingshares
of simultaneously
auctionedcompanieswerecollectedvia

local post offices.The relativepricesof variousstocks
(expressedin vouchers)fluctuatedin accordancewith
demand,andgenerally,
thefinalsalepriceswereconsidered
fair and adequate.This sent a positivesignalto eager
tradersreadyto begintradingstocksfor realmoney.Most
importantwasthat theauctionsprovidedthechanceforthe
economyto beginto developout from under the commandof statebureaucrats.
Stateenterprises
whichdevolved
intothe handsof privateshareholdersweregivena new
leaseon life.
Large-ScalePrivatization Goals
Thelarge-scaleprivatizationprocess,and particularly
itsvouchercomponentgeneratedextensivedebateanddiscussion.Approachesdifferedsomewhatas to themethods
to be applied,the institutionalmechanisms,
and ultimate
goals.The transformationof the entire economywas a
majorprocesswith manycomponents,includingprivatization.Privatizationwasan importantstep,whichserved
a numberof purposes:
* Suppressing
theroleofthe statein theeconomyand
weakeningthelinksbetweenthestateand theenterprises
* Startinga long-termand supposedlycomplicated
processaimedat creatingefficientstructuresof own153
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ership, partly through gradual concentration of the
massively, more or less evenly,distributed ownership
rights
* Supporting development of a core private sector,
based on small and medium enterprises from which
a niarket economy would develop most rapidly
* Enabling a technologically backward and artificially expanded heavy industry sector previously dependent on Comecon to function without state subsidies
and guidance, gradually separating, through natural selection, enterprises capable of efficient restructuring from those without prospects to survive
* Enabling all interested citizens to profit directly from
liquidation of the centrally planned economic system
* Creating external pressures and incentives for fast
development of institutions and rules of a functioning market economy.
To a large extent, the voucher auctions and other components cf the large-scale privatization sent the appropriate impulses through the economy. There was little dispute
that an important by-product of the privatization process
and, more generally, a goal of the transformation as such,
was to introduce capital markets. Nevertheless, debates
flourishecl over the steps necessary to achieve this. Those
who expected the instant creation of a Western-style capital market system did not fully comprehend the limitations involved in the large-scale privatization of a nonmarket economy, which still lacked the appropriate
institutional and legal infrastructure, and, primarily, appropriately Finctioning enterprises. Functioning capital markets require an environment that includes stable, prosperous, and transparent enterprises. But privatization alone
does not make companies instantly transparent and prosperous. In a post-communist environment, companies need
time to re-structure and adapt to new structure to operate
in a free market environment.
Originally, there were two views concerning suitable
conditions for the further restructuring of the privatized
enterprises. Some anticipated that the rapid sale of shares by
early voLicher investors would encumber the process of
company restructuring. In an effort to mitigate this risk
and spur restructuring, it was proposed that the quick sale
of shares by early investors be somewhat restricted, and that
internal structures of corporate governance be simplified on
the grounds that the standard corporate governance models were not the most appropriate for shareholders, officers
and directors with a little experience in managing non-standard restructuring tasks. Others warned that share ownership that was too thinly spread might also impede efficient
company restructuring. It was decided to allow trading to
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proceed in accordance with supply and demand to enable
investors seeking to acquire larger blocks of shares to do so,
and allow those interested in divesting ownership in favor
of short-term profits to do so, in the hope this would expedite company restructuring. Naturally, this approach ushered in organized trading of newly acquired shares as well
as introduction of the model of corporate governance used
in mature economies. What still remains unclear is whether
this model of corporate governance was the best for an
adolescent market and whether the use of this model hindered fulfillment of the original goals of privatization and
development of the Czech capital market.
Stock Trading as an Instrument to
Accelerate Privatization
Once the decision was made to promote trading in
ownership rights as the primary incentive to improve the
initial ownership structures, it became evident that an efficient system supporting mass securities trading was vitally
necessary. A number of mass privatization models failed to
a considerable extent due to the introduction of an insecure
system of registration of ownership rights. Primarily, the
system required the support of a robust and secure process
for registering securities capable of preventing "evaporation" of the fragile new ownership rights in the massive
transfer of those rights.
The centralized, electronically supported share registry system, with its backbone, the Securities Center, paved
the way for an electronic system of trading. Technology
was important as the system had to be user-friendly and
easily accessible, and most trading was conducted directly
and not through intermediaries. Additionally, it had to be
efficient, secure, able to deal with direct trades as well as
special auctions, and capable of accommodating a volume
of trading that was expected to decline over time.
Legal and Technical Facilitation of the
Privatization Securities Market
The RM-System was equipped with a large branch
and communications network, which covered the whole
country and was originally designed to serve the needs of
the privatization securities market and was not to support
a sophisticated stock market or a full-fledged capital market. Having acquired the position of a securities market
organizer, the RM-System extended its functions supporting the initial voucher auction. It served the Securities
Center, supported the execution of direct trades outside of
the organized markets, and introduced periodic auctions in
1993 when the securities market began. In the course of a
period of several weeks, buy-sell orders were collected and
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processedsimultaneously,resultingin confirmedtrades for
some orders and denialsfor others. Theseperiodicauctions
were, in many respects, similar to the procedures of the
voucher auctions. Improvementswere made until orders
were processed in a continuous auction. The system was
equippedwith clearanceand settlementfunctionsand later
was able to accommodate on-line orders from individual
customers or brokers.
From the beginning,the RM-Systemfunctioned as a
division of a privatizedcompany,with little participation
from the state. Consistent with the general goals of transformation and privatization, the RM-System accommodated trading of all securitiesgenerated by large-scaleprivatization. Legally,the RM-Systemwas introduced by the
Law on Securities,which set forth a legal definition of
"security" and the principles for uncertificatedsecurities,
establishedthe SecuritiesCenter,enumeratedrules for securities registration, authorized the Ministry of Finance to
perform some essentialregulatory functionsin the area of
securities, and defined legal obligations and activitiesof
market organizers and broker-dealers.The original legislation contained weak disclosure and other requirements
that are standard for capital markets. Initially,there were
few legalrequirementsfor the issuanceand trading of securities, and enforcementcapacity was rather weak. The law
required basic informationto be containedin a prospectus,
but there were limited means for the regulator to require
companiesto update this information as necessary.It was
expected that the privatization securities market would
help companiesconsolidateand stabilizetheir structure of
ownership, and, most probably, leave the area of public
companiesin order to undergo deep restructuring.
Capital Market Development: Initial Problems
Little was known at the outset about the proper
sequencing of phases in the process of creating a fullfledged capital market, yet it was generally agreed that
this was an important task for the economy.Many questions still had no answers, includingwhether certain types
of companiesshould be the initialimpetus for establishing
a new capital market or what was the minimum level of
institutional infrastructure necessaryin view of the maturity of potential market players.
The most appropriate way to initiate a market is to
promote a domestic bond segment with debt securities
issued both by the state and by prosperous companies.In
a transition economy,it is only worth consideringlaunching a stock market after the economyhas entered a path of
steady growth, the banking and insurance sectors have
attaineda certain levelof maturity,and some profitableand
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well-performingenterpriseshaveemerged. Profitable,stabilizedenterprises should be the first to float their shares
publicly,and market participation should be limited initially to sophisticated investors trading on their own
account. Exposing the savings of small investors to the
risks of an underdevelopedcapital market operating in an
unstable and risky environment, where even deposits in
banks are not consideredabsolutelysafe, is the bestway to
endangersuccessfuldevelopmentand completionof a modern financial systemin the country.
Experimentsin the financialspherecan prove risky.In
the Czech Republic, individual savings that accumulated
during the former system were to a large extent insulated
from turmoil of the transition process.In the early 1990s,
it was a high priority of the government to take all reasonable precautionsto safeguardthe savingsof the population, despitethe enormoustransitional burden carried by
the banking system in the adjustmentto the market economy.This is why a parallelsystemfor trading in securities,
as opposed to the privatization securitiesmarket supported by the RM-System,was introduced. Stock exchanges
were originallyestablishedin the two capitals (Pragueand
Bratislava)of the former CzechoslovakFederation.
In 1993, the Prague Stock Exchange(PSE)was established by a special law that contained all the necessary
provisionsfor the gradualdevelopmentof standard capital
market mechanismswith the attributesof a mature market.
The PSE was based on the principle of membership of
many respectable institutions that were capable of full
compliancewith the rules and procedures necessaryfor
proper regulation of the stock market.
One scenario for capital markets developmentcould
have been based on the parallel,but separate development
of the two securitiesmarket organizers,the PSEand RMSystem.The RM systemcould havefocusedfullyon activities relatedto the specificprivatization market, aimed primarily at optimizing ownership structures in privatized
enterprises,with the prospect of coveringsome specialsegment of the future capital market; and the PSEcould have
served as the securitiesmarket with more rigorous rules,
making full use of the powers given to it by the Law on
Stock Exchanges.Had more attention been paid to separating the functions and operations of the PSE and the
RM-System,the PSEmight have implementedstrict disclosure requirements,and a process for categorization of
listed companiesinto differenttiers accordingto size,efficiency,and frequencyof trades.
Unfortunately, this did not happen. In an effort to
remain faithful to the initial principles of the transition
strategywhich favored allowingmarket forcesto promote
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competition over centralized control mechanisms, privatc
interests emerged as dominant where a better balancing of
the public and private sector interests might have been
beneficial.
As the legislation setting forth the roles of professional market participants was rather vague, these players
proactively pursued carving out their longer-term niches
and functions in the developing capital markets system.
Both the PSE and the RM-System felt that their expensive
equipment and prestige would be wasted if they cooperated, and as a result they began competing for the same
clients. This was likely one source of many of the institutional problems, shortcomings, and misunderstandings
that complicated the development of the Czech securities
markets hindering the effective conclusion of privatization.
The initial trading volumes, artificially calculated market capitalization, and other quantitative parameters
looked very promising and caused an unrealistic optimism
on which future prosperity and evolution were thought to
be well grounded. As a result, thousands of people actively participated in the market as brokers, dealers, and investment advisors, not to speak of those who joined in the business of collective investments. For instance, after quite a
short period of time, there were more than 500 licensed
broker-ciealers. This created tensions in the securities markets that wverebecoming more visible as the potential of the
privatization market to generate the expected initial profits was gradually being exhausted.
The unjustified, and to some extent misleading,
"advertising" campaigns inviting investors, enchanted foreign investors greatly. Smaller domestic investors had rather
bearish te ndencies. The main trading base consisted of a set
of publicly traded joint-stock companies with very uncertain chances for success and unclear corporate values. The
result was a substantial oversupply of securities on the
market, while the interest of active investors was concentrated on a limited number of enterprises that effected
share prices. Shortly after the PSE trading floor opened in
1993, the PX-50, which is the official index of the Prague
Stock Exchange, exceeded 1,200 points, and remained
around the 1,000 level through the beginning of 1994.
Shortly thereafter, a long-term decline began which ended
in 1995 at 400 points. The index then oscillated between
400 and 500 points, and saw little growth until the year
2000. Early investors in Czech securities had reason to be
disappointed, and hence began the wave of criticism of the
Czech capital markets.
Critics concluded that the stock market was not well
regulated, and not transparent enough, especially for the
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period of 1993-95. From the beginning, the most frequently discussed shortcoming was a lack of transparency.
Initially, many shortcomings were attributed to the absence
of an advanced clearance and settlement system and other
imperfections of a technical nature. When these technical
problems were resolved, it became obvious that many
problems still remained, including the insufficiency of the
price-discovery function and consequent lack of uniformity of stock pricing and block trading in large blocks of
stocks and, in this respect, predominance of direct trades.
Special attention was given to the lack of shareholder protection (a very complicated and controversial issue under
specific conditions and goals of large-scale privatization)
and to problems related to the investment funds and unit
trusts. As a consequence, a limited number of initial public offerings were quoted.
Many problems of the market originated from the fact
that the privatized enterprises fell short of public expectations regarding profitability, and certain aspects of a corporate culture could not be enforced by market regulation.
A rather serious problem resulted from the fact that the
same stocks were simultaneously treated as belonging to
the privatization securities market, and traded in the framework of the standard stock market. The privatization market was a temporary phenomenon intended to create ownership structures of privatized enterprises to support
privatization. Typical for this market in its more advanced
phase was dealing with high-volume direct trades, implying
a non-uniformity of the prices and, consequently, unique
regulatory circumstances that were supporting specific privatization goals. Yet the more standard component of the
securities market-covering a very limited number of sufficiently large, well-performing companies-needed a more
traditional kind of regulation. Regretfully, these and other
questions have not been thoroughly analyzed, and the relevant discussions have been limited to simplified arguments on deviations from standard legislation and regulatory structures, leaving many questions unanswered.
Transparency in the Framework of the
Privatization Market
Lack of transparency in the market was the most frequent criticism. However, it must be admitted that the
concept of transparency becomes rather elusive in the context of a post-communist transitional economy. The size
and coverage of the privatization market and the millions
of citizens participating in the voucher privatization and
other forms of privatization (restitutions, small-scale privatization) meant that the Czech population had rather
good access to the relevant information. But there are
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many barriers to the distribution of information in a transition economy. Transparency has two basic aspects: (1)
transparency of the processes related to operations on the
securities markets and (2) transparency of the material
base of the market, the current state, and performance of
the publicly traded companies.
These separate concepts often get mixed together and
it becomes unclear what kind of information is missing and
how the alleged lack of transparency can be improved.
The availability of information on market operations
relates primarily to appropriate technical support and
development of the trading systems. The situation has been
improving, however, and the development here is not solely dependent on the improving and enforcing of disclosure
requirements, improving technology, or the proliferation of
firms which provide information and analyze data related
to the securities markets. Also important is the reduction in
the number of small trades associated with sales of stocks
by those who acquired them in the voucher auctions. These
trades tended to avoid organized markets and were executed primarily by registration through the Securities
Center. As substantial volumes of these trades were
exhausted, closing an initial phase of the privatization market, direct trades were transferred to the PSE and RMSystem, and the criticism softened. Thus it was not entirely clear whether the complaints concerning transparency
were related to the lack of information on prices and volumes related to direct trades from the privatization market,
or whether they were simply coming from market organizers who felt excluded from profits in the direct trade

circumstances. Punishing the managers seemed the better
alternative but did not wholly solve the problem. Even
more difficult was finding appropriate sanctions when disclosure requirements were not sufficiently met. Standard
information and accounting data may often prove insufficient for investment decisions in a transition economy and
may even be misleading. Under the circumstances, it is not
surprising that for years the disclosure obligations of some
2,000 publicly traded companies were met by only 30-40
percent of the companies. In sum, newly privatized enterprises need time before they are capable of producing reliable financial information that might serve to encourage
investors.
Standard transparency requirements and criteria as
understood in countries with developed capital markets
clearly are not so easy to apply in the early stages of a stock
market created from a recent, large-scale privatization. A
special aspect of transparency, relating to the actual structure of ownership, was not recognized in the early stages of
market development. Initially, legislators consistently
assumed that shareholders were anonymous. In the context
of privatization and, especially, the privatization market,
this approach was deficient. From the point of view of the
privatization market, the ability to obtain updated information on the ownership structure is vital to potential
investors interested in attaining an influential position
among shareholders. This problem was rectified by the
1996 requirement for obligatory disclosure of shareholders
with 10 percent or more of a company's stock.

market when there was no role for them to play.

Initial Public Offerings

The issue of access to company information in the
context of the privatization market is even more problematic. First, it is important to consider the state of a recently privatized company. To disclose publicly the information
describing the current situation and its unclear future
prospects can cause misunderstanding and serious financial
harm. Privatizing a company under a large-scale scheme is
a somewhat artificial operation. Before undergoing restructuring and stabilization, the company has a rather cloudy
future, and standard financial information, even if properly disclosed, would be of very limited use to investors.
Finally, there is an issue of enforcement. It is not easy
to enforce disclosure requirements, let alone assess the
quality and timeliness of the information disclosed. To
punish a company by prohibiting trade in its stocks contradicts the goals of privatization and the very purpose of
the privatization securities market but serves the interests of
managers of the company and some stockholders. To punish the stockholders did not seem productive under the

Many of those promoting rapid development of the
capital markets based on large-scale privatization presumed
that access to capital would be readily available to privatized companies after their transformation into public companies. This expectation was probably somewhat naive. As
the banking sector develops and the banks become more
experienced and understand better the enormous riskiness
of the enterprise sector, a transformation economy experiences a heavy credit crunch. Even obtaining a simple bank
loan for reasonable interest rates becomes quite difficult for
any company. However, it was argued that functioning
capital markets offer financial services cheaper than banks,
because, for example the amount and payment of dividends can be made on a discretionary basis, yet interest
payments must be paid at agreed rates and intervals.
In reality, the Czech capital market saw only a small
number of initial public offerings (IPOs). This was primarily evident due to the lack of sufficient protection of
shareholder rights (especially minority rights) and the
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allegedunwillingnessof controlling shareholdersto dilute
their interests by allowing entry of new shareholders. On
closer analysis, the matter was not quite so simple or
straightforward. Usually, a newly privatized company
needs structural changes such as layoffs, reorganization,
reorientation and upgrading of production, and modern
managerialexpertise.Such restructuringtypicallyrequires
a strategic partner. If the IPO is the mechanism through
which small investorsare to acquire ownershiprights in a
company,theymust firstbe convincedof the likelihoodthat
the purchaseof shares will generaterevenue. In the caseof
funds targeted for fundamentalrestructuring,the question
is whether this processwill ensuresufficientreturns for the
current shareholders (most having purchased shares with
vouchers) as well as for the new shareholderswho invested cash.
Inevitably, other difficulties in privatization include

shares issued by a bank involvedno risks, or were the relative equivalentof purchasing bonds or depositingmoney
in a bank account. Shortly after new shares were issued,
share pricesfell sharply (fellto about 25-30 percent of the
original value), and some companies and banks went
bankrupt. This left many investors, both domestic and
foreign disillusionedand disappointed. These problems
were not limited to the performance of particular companies, but were closely related to the performance of the
economyas a whole. Thus, the duration of decliningshare
prices has been a serious obstacle to the launch of IPOs.
This situation will likelyresolveitself as progress is made
in the development of the corporate sector, the overall
maturity of the financial institutions, and general growth
of the economy.

the unccrtainty of risk assessment in a non-mature market
(so investors have some idea as to what risks they are
assuming when they invest) and identifying a fair sale price
for shares. In resolving some of these issues, perhaps the
case-by-case method of privatization can more aptly provide solutions rather than relying on the questionable abilities of the nonstandard market. But the case-by-case
approach is costly and not necessarily acceptable for all
shareholders. Therefore, the privatization securities market
fulfills very specific and limited function of concentrating
ownership to enable a limited group of shareholders who
have an ownership stake in an entity to take decisions
toward productive corporate restructuring.
Initially, in the Czech Republic, few investors purchased shares for cash, and a large majority of those who
acquired shares through vouchers shortly disposed of them.
Thus, in spite of all the criticism, imperfections, unethical
or fraudulenit practices of investment fund managers, and
failure of some privatized companies, the purchase of
shares lor vouchers through auctions and their sale in the
privati2ation market proved to be, on average, quite profitable, wvhichwas an intended goal of the voucher privatization. On the other hand, the privatization market was not
meant as an instrument of teaching ordinary people to
become investors and, consequently, actively participate in
buying shares offered through IPOs.
There were also more tangible reasons to reduce the
attractiveness of IPOs in the Czech Republic. In the very
early stages of the capital markets, many companies,
including banks, increased their capital through IPOs.
Extensive advertising campaigns were launched to attract
investors. Such investment risks were perhaps not wholly
understood by small investors, who thought that buying

The manner in which investment funds were introduced was also a constraint to the successful development
of the capital market, as well as to a more efficient privatization. In the beginning, the initial concepts of privatization, and its voucher component in particular, did not
involve detailed considerations of investment funds or
other institutions of collective investment. The pragmatically conceived, rather simple, model was based on the
idea that such investment mechanisms would allow the
small groups of investors to accumulate a joint package of
vouchers and use the voucher auction to gain a significant
interest in a company. It was envisioned that this process
would help resolve the problem of thinly dispersed ownership and foster more direct interaction between shareholders and the companies they owned. There was little
consideration of the sophisticated rules as to organizational structures of investor associations or funds.
The legislation finally adopted introduced funds in a
manner similar to that present in standard capital markets.
Under the law on investment funds, an investment fund
was not permitted to acquire more than a 20 percent interest in the joint-stock company's total registered capital. In
practice, fund managers had very limited powers to influence the companies whose shares they held. Trading in the
stocks of privatized companies began at relatively high
prices. Subsequently, though, a long-term fall in stock
prices prevailed in an environment where the prices of
most of the stocks were uncertain. Under these conditions,
it was not possible to assess which steps taken by a fund
manager were appropriate and which were not. For example, total passivity could prove to be much more effective
than attempts to modify a portfolio with the aim of
improving it. In the situation characterized by the overall
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price decline, only a few funds decided to retain their original portfolio.
The first wave of the large-scale privatization saw the
establishment of 264 investment funds, whose advertising
campaigns generated an unexpectedly high number of
voucher investors. The funds gained around two-thirds of
all vouchers and, consequently, a corresponding share of
assets. The second wave introduced unit trusts (mutual
funds), which resulted in the participation of 195 investment funds, 37 open-end unit trusts, and 121 closed-end
unit trusts, which acquired roughly two-thirds of available
assets. One positive aspect was that about 50 percent of
assets managed by funds were in the hands of approximately 10 large funds or groups of funds, with some of
them being founded by large financial institutions. This
guaranteed a certain level of professionalism and trustworthiness. These investment funds introduced certain distortions into the trading process resulting from the fact that
most trading of these funds was done in larger blocks and
primarily outside the scope of the central market. It is also
not clear that the aims of participants in the funds and the
fund managers were consistent. Authorities were fully
aware of these problem but were reluctant to take any
strong measures, as there were concerns about undermining new ownership structures at the outset. Moreover, the
funds wielded too much economic power to trifle with. It
was clear at the outset that future developments would
bring problems and disputes. In the beginning, it was not
clear how long the negative influence of such funds would
prevail. It was obvious that many small funds would not
last, but this also could have been the case of a large fund
if the shareholders themselves had made a joint decision to
liquidate the fund.
Imperfections related to the inadequate role of funds
gradually became more visible, and a number of events in
1995 publicly exposed many of these problems. Some
asserted that the largest funds founded by large banks created a special structure in the economy that controlled a
significant part of the enterprise sector. It became clear
that funds were becoming an obstacle to successful fulfillment of the privatization goals, not to speak of the capital
market development. These problems were resolved by
opening closed funds and placing new requirements on
fund performance. The process of opening funds has been
started, and its completion is scheduled for 2002.
Conclusions
Despite the problems encountered in the early development of the capital markets, the steps taken in recent
years by the Prague Stock Exchange have substantially
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improved the structure of the market. About 150 core
companies are listed with the stock exchange. The yearly
volume of trades in securities supported by the systems of
the PSE amounts to more than 90 percent of all trades.
Privatized companies have not yet finished leaving the public markets, but, in general, the original number of about
2,000 public companies has been substantially reduced.
Presently, the RM-System registers about 1,200 companies
with access to its trading systems. After the latest amendment to the Law on Securities, more than 700 publicly held
companies are expected to leave the organized markets, giving new impulse to standardization of the stock markets.
Despite all the shortcomings of the costly process of
capital market implementation, the legal and institutional
support of the market is, as of today, functioning and upto-date. The same is true of the technological support for
the relevant systems. The privatization market has enabled
many people to become highly qualified specialists, such as
securities dealers, investment consultants, and analysts.
The most advanced informational technologies-including
Internet and e-mail trading-are proliferating rapidly in the
Czech Republic, giving stock market participants direct
access to information systems of the PSE, RM-System,
Securities Center, and other agencies. There are many
opportunities for trading in securities, including foreign
securities, with the assistance of a licensed broker.
The establishment of the Securities Commission in
1998 was an important step in the creation of a standard
regulatory environment for the market. The commission
has raised the quality of the disclosure procedures to the
extent that the updated information concerning public
enterprises is going to be available on the Internet. Of
more than 500 brokerages (including licensed physical persons), less then 30 percent have received new licenses. New
legislative initiatives are aimed at making the Czech securities legislation fully compatible with that of the European
Union and, more generally, with the relevant international
standards. The relevant regulations of the PSE and RMSystem are being modified. The PSE also is preparing a special trading system for derivatives trading, and another
new system (the New Market) is being created to support
IPOs of middle-size companies.
Nevertheless, the market has not yet played a visible
and effective role in the economy nor fostered the efficient
allocation of funds. The latest situation in the area of openend unit trusts, which have developed more rapidly than
other financial institutions, seems quite promising.
However, there are signs that the capital market finally
might be maturing. The corporate sector seems to be coming to an important point in its restructuring and develop159
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ment. The substantialgroup of enterprisesconstitutingthe
core of the industrialsystemof the formercentrallyplanned
economyand fullydependent on the former SovietUnion
and other Comeconmarkets, after havingsupported for a
time the new developingmarket economy,is now at a final

160

crossroads.Many of these entitieswill not survive,while the
others will have to streamlinetheir activitiesand modify
their products in accordance with demand. New investmentswillbe necessaryforthe final restructuringand development,opening new opportunitiesfor the capital market.

Chapter 15

Capital Market Development
in the Russian Federation
Dmitri Vasiliev

T

he securitiesmarketplaysa significantrolein a moderneconomy,and the transitionalnature
of the Russian economy has had a strong impact on the functions and operation of its secu-

ritiesmarket.Thischaptertracks the developmentof the Russiansecuritiesmarketover the
period1991-2000and makespredictionsas to its futureevolution.
Economic
Reform
andtheSecurities
Market
(1991-99)
As a resultof reformsinitiatedat theend of 1991,the
RussianFederation(Russia)is movingtoward a market
economy.Severalmajoreventshavedeterminedthedevelopmentof the Russiansecuritiesmarket:the large-scale
massivevoucherprivatizationprogram,the financingof
federaland local governmentdeficits,the appearanceof
pyramidschemes,the nonpaymentcrisis,loan-for-share
auctions,and the August1998bankingcrisis.
From 1992to 1994,the large-scalemassivevoucher
privatizationand relatedeventshad a significanteffecton
market development.About 147 million privatization
checks(vouchers)
wereissuedas freelytransferablebearer
securities,acceptedby the stateas paymentfor sharesof
privatizedenterprises.State-ownedenterprisesweretransformedintojoint-stockcompanies,and sharesof the privatized enterpriseswere issued.Voucherprivatization
resulted,amongother things,in the emergenceof more
than 40 millionretailshareholders(individuals)and the
establishmentof the first Russianinstitutionalinvestors
(voucherinvestmentfunds).
From 1993 to 1998, the deficitsof the federaland
localbudgetswerefinancedby issuingsecurities,and this
resultedin thecollapseof thegovernmentsecurities
market
in 1998.Governmentshort-termdebtsecurities-govern-

ment short-termbonds(GKOs)and federalloan bonds
(OFZs)-were issuedin book-entry(paperless)form. In
1992,theMinistryof Financeissuedinternalhardcurrency loan bonds(OVVZ)denominatedin U.S.dollarsand
statesavingsloanbondsdenominatedin rublesin couponbearerform.
Domesticcommercialbanksweremajorinvestorsin
governmentsecurities,and somesmallerbankshad more
than half of their assets in them. Thesebanks suffered
mostfromthecollapseofthismarket.Fastgrowthof governmentdebt,excessively
highyields(50percentand more
annuallyin dollarterms),andthe perceivedreliabilityand
liquidityof federalgovernmentdebtresultedin theflowof
a majorportionof domesticsavingsintothismarket.This
crowding-outeffectinhibitedthedevelopmentof theequity market and depressedgrowthin the real sectorof the
economy.
From 1993 to 1994, new commercialinstitutions,
includingunlicensedfinancialcompanies,issueda massive amount of securitiesand substitutesecurities,and
financialpyramidswere widespread.In 1993-94,more
than 1,000financialpyramidsattractedfundsfrom some
30 millionretailinvestors.Thecollapseofthesecompanies
in 1994-95underminedindividuals'confidencein securitiesventurecapitalcompanies.
Atpresent,fewerthan5 percent of individualsare willingto investin suchfinancial
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instruments,and in 1994-97 the main task of the state in
this area was to assist citizensin recoveringthe funds they
had invested in venture capital companies. After these
pyramids collapsed in the summer of 1994, as well as in
light of the developmentof the governmentsecuritiesmarket and strengtheningof the regulatoryregimefor the market, the absorption of funds by venture capital companies
almost stopped in early 1995.
From 1992 to 1998, a nonpayment crisis occurred,
accompanied by soft budgetary policy and the issue of
specific instruments-treasury notes, tax waivers, and
promissorynotes. The crisisof nonpaymentin the national economy-explained, in particular, by the challenges
for enterprises of adapting to market discipline and the
weak application of bankruptcy-resulted in a significant issuanceof specific"securities," which were used for
settlements among economic entities. After this, in
1994-95 the Ministryof Financeissueda massiveamount
of treasury notes to be used for settlements with enterprises that had liabilitiestoward the federal budget.These
notes were exchangedfor tax waivers,which were acceptable for paymentof federal taxes. In some cases, regional authorities also issuedpromissory notes,which allowed
them tc, avoid complicatedprocedures for registeringthe
prospectuses of municipal bond issues at the Ministry of
Finance. A large issuance of promissory notes has inflationary implications and, in Russia, resulted in a great
number of scandals related to the bearer form of these
securities.
In 1995-96, loan-for-share auctions accelerated the
developrnentof the power of oligarchs and increased the
instability of ownership rights, weakening confidence in
reforms.
On the one hand, the August 1998 crisis seriously
undermined the development of the securities market in
general.On the other hand, it put an end to the pyramid of
GKOs, the overvalued ruble, and the strong power of
banks, creating the conditions for economic growth in
1999-2000.
Establishment
andGrowthStages(1991-97)
The securitiesmarket in Russia began to developin the
first half of 1991, after the adoption of a resolution by the
Councilof Ministersin December1990 (RSFSR601 about
approval of the provision on joint-stock companies).This
first stage was characterizedby rhe appearance of the first
open joint-stockcompanies,the beginningof the trading of
state bonds on exchanges, the creation of hundreds of
exchanges,and the start of operation of the firstinvestment
companies.
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By spring of 1992, various types of securities had
appeared, with a wide range of maturities,issuedmainlyby
the state and corporations. The regulatoryframework for
the securitiesmarket was formedin this stage. In December
1991, the Councilof Ministers issueda resolution (RSFSR
78 about approval of the provision on issuanceand circulation of securitiesand stock exchanges)that was to govern
the securitiesmarketsfor the next fiveyears(exceptfor privatized enterprises).
The main milestonesof the second stage were the system of privatizationlegislationin 1992-94 and the creation
and developmentof an organized government securities
market (from 1993 onward). The starting point was a
presidential decree issued in July 1992 (president decree
721 about organizationalmeasuresfor the reorganization
of state-owned enterprisesand voluntary merger of stateowned enterprisesinto joint-stock companies),which had
a significantimpact on the developmentof the market in
1992-94. Voucher privatization technology became, in
turn, a decisivefactor in the developmentof securitiesmarket infrastructure.
In 1994, the Russiansecuritiesmarket exerted a strong
influenceover both economicand politicaldevelopmentsin
the country (both positiveand negative).Thus, the sudden
expansionof governmentshort-termdiscount(noncoupon)
bonds (GKOs)in 1994 permitteda decreasein the amount
of freemonetary resources,which temporarilyreducedthe
pace of inflation.At the same time, the government securities market inhibitedinvestmentactivityon the corporate
segment of the market and became one of the reasons
behind the 1998 financial crisis.
The sharp increasein the population's savingsencouraged the appearance of a large number of issuers (often
financial pyramids)oriented to retail citizens.At the same
time, the government failed to address the problem of
financial pyramids,either through alternative and reliable
financial instruments or through an efficient system for
controlling and preventingfraud.
In 1994, securities first started being used as a means
of resolvingthe nonpayment crisis(treasurynotes). In that
year also, Russia saw the firstlarge investmentsby foreign
investorsin equities of privatizedenterprises.The absence
of an adequate regulatorysystemand mechanismsfor stimulating domesticinvestmentin corporate equities (through
taxes and an appropriate macroeconomicand legal environment) up until the crisis of 1997-98 made the Russian
equity market highly dependent on the cyclical flows of
mostly speculativeportfolio investmentsfrom abroad.
Therefore, two quantitative shifts coincidedin 1994.
On the one hand, the supply of securitiesincreasedsharply

Capital

becauseof heavy issuanceactivity (securitiesissuesby privatized enterprises, the government, and financial pyramids). On the other hand, the demand for securitiesgrew
dramatically as a result of the involvement of foreign
investors,the formation of a stable layer of the population
with longer-termsavingsavailableto investin securities,as
well as the involvementof banks and other financialinstitutions in this market, a result of the drop in returns on
hard currency and credit market operations.
By the time the mass privatizationprogram had been
completed (1992-94), the initial stage of institutional
change in Russia was over.Its most important result was
the formation of the corporate sector of the economy,the
emergence of exchange and over-the-counter markets
(includingthe trading infrastructureand secondarymarket
for shares of privatizedenterprises),and the appearance of
institutional investors.
These factors determined market dynamics.Because
the market grew so rapidly, the needs of issuers and
investors exceededthe capacity of the market infrastructure. In 1992-93 the development of infrastructure was
ahead of market development;by 1995-96 the situation
had inverted.Fast market developmentalso highlightedthe
need to developnew legislationand market infrastructure.
The third stage of securities market development
(1996-97) was characterized by developmentof the legislative framework (introduction of the Joint-Stock
CompanyLaw and SecuritiesMarket Law),infrastructure
development(growthof the number of professionalmarket
participants, appearance of licensedregistrarsand depositories,creation and developmentof the Russiantrading system, and shaping of the self-regulatorysystem of professional market participants). These developments were
accompaniedby generallypositivemacroeconomictrends,
a significantpotential for growth of market liquidity and
capitalization,and increasedmarket stability.At the same
time, poor corporate governancemade Russian securities
rather risky investments.
During this stage of market development, international recognition was growing, as was the accessof various types of Russian issuers to world financial markets.
Key events in this area were Russia's entry into the
International Organization of Securities Commissions
(IOSCO),assignmentof internationalcredit ratings,a successful eurobond issue, publication of the International
Finance Corporation (IFC) Global Russia Index, and the
structuring of programs for American depositaryreceipts
(ADRs)and global depositary receipts (GDRs)by a number of companies.At the same time, the pyramid of GKOs
was growing at an exorbitant speed. The resulting finan-
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cialcrisis of 1998 dramaticallyaltered the situation in the
securitiesmarket.
CausesandLessons
ofthe 1998FinancialCrisis
The world financial crisis started in 1997 and hit
emerging markets most of all. Russia was no exception.
Russia, like other emergingmarkets, felt the global reorientation of investment institutions' strategies in 1998. At
the same time, the crisis on world financial markets led to
relativelyvolatilenational stock indexesthroughout 1998.
Both the Asian crisis and the drop in world prices for
primarygoods were just the externalcausesof the financial
crisisin Russia,whichhad its own specificorigins.The catastrophic downfall of the Russian stock market in 1998
cannot be explainedsolelyby unfavorableworld financial
conditions. Theseonly aggravatedthe negativetrends present in the Russian economy.Internal factors such as the
GKO market, overvalued ruble, and poor regulation and
supervisionof the banking sector exacerbated the general
situation in 1998.
The situation on the domestic state debt market was
the mirror image of what was happening in the Russian
equity market. The unique feature of the domestic state
debt market was its short-termnature and significantshare
of foreign investors. Domestic debt was largely in shortterm (mainly lessthan one year) securities.As a result, the
monthly amount required to redeem previously issued
bonds (without taking into account coupon payments on
two- to three-year OFZs) reached the levelof 10-15 percent of monthlygrossdomesticproduct (GDP).The sizable
participationof foreigninvestorsin the financingof the federal budget deficit heightened the dependence of the
Russianeconomyon world financialmarkets. At the same
time, the corporate equity market from 1995 to 1998 was
totally dependent on the government securitiesmarket in
both volume and dynamics.
The collapseof the GKOpyramid led to the collapseof
the Russian equity market, and global investors stopped
viewingRussia as a profitableinvestmentafter the country
defaultedon domesticdebt. Indirectly,the market also was
affected by the indecisionof the Russiangovernment and
the central bank regarding devaluation of the ruble:
investors"incorporated" devaluationrisks into the price of
government securities,which, through growth of yields,
resulted in the further fall of equity quotations.
Of course, the significant declinein stock quotations
and market liquidity during the year beginning in the
autumn of 1997 was connected to a range of factors:
* The danger of overall economicrecessionincreased
sharply, followed by a corresponding decrease in
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profitability of Russian enterprises and a deterioration of their financial condition.
* Default on government debt securities, which
domestic and foreign investors justly regarded as
judicial nihilism, seriously undermined the confidence of investors in the securities of Russian issuers
and led to a freezing of large amounts of investors'
assets.
* A sharp decrease in the liquidity of shares of first-tier
issuers and the complete illiquidity of second- and
third-tier shares on the Russian equity market also
resulted in a freezing of investors' assets, which led
to a sudden decrease in market demand.
* Banking crisis, related not solely to losses on financial markets but also to the abolition of the primary
source of revenues (the GKO and OFZ market),
aggravated nonpayments, which had a direct impact
on securities market participants.
* The difficult financial situation of almost all Russian
brokers and the crisis of commercial banks paralyzed
the securities settlement system and increased systemic risks.
As a result, the drop in quotations and liquidity of
Russian shares directly affected investment perspectives.
Russian companies were no longer able to attract funds by
issuing securities on domestic and foreign markets. The
state was unable to borrow or sell blocks of shares of
Russian firms to financial investors. Market evaluations of
Russian companies decreased significantly, which made it
impossible to sell strategic blocks of shares to foreign
investors. Direct investment funds, which had been planning in August 1998 to invest about $1 billion in shares of

The subsequent period from September 1998 through
the first half of 1999 can be characterized as post-crisis
stagnation. Although some segments of the Russian financial market were reignited by autumn of 1998, many key
issues remained unresolved until mid-1999 (uncertainty
regarding debt principal and interest, the GKO restructuring scheme, a clear program of regulation and sanitation of
the banking sector in crisis conditions, and overall uncertainty with respect to the prospects for Russian economic
development). All of this deprived active economic entities
of any clear short-term markers and led to stagnation in the
market.
The financial crisis revealed serious impediments in the
domestic securities market:
* The strong orientation of market participants
toward speculative revenues and the lack of interest
in long-term investments
* The very low level of participation of domestic
investors in the market (both retail and institutional)
* Minimal interest of investors in transparency of the
market (in part as a result of the continued struggle
for control within enterprises)
* Weak protection of investor rights and a poor culture of corporate governance
* Poor coordination of efforts of the state regulatory
authorities on the securities market and persistent
conflicts of interests within the respective regulatory
authorities, for instance, inside the central bank
* Preservation of significant gaps and contradictions in
the regulatory framework for the securities market.

Russian issuers,temporarily lost interest in Russian pro-

Post-Crisis
Growth(1999-2000)

jects.
The financial crisis of 1998 posed a serious challenge
for professional market participants. Market participants,
holding assets in government securities, incurred significant
losses, which affected the business of market intermediaries
as a whole. Before July 1998, the number of professional
market participants (brokerage, dealing, and fiduciary securities management) and their capital were increasing; after
August the situation had changed completely. The strongest
decrease took place in pure brokerage services as a result of
the termination of the so-called "vacuum cleaner" era of
the mai-ket's functioning (when smaller regional brokers
were buying shares for Moscow brokers, who were selling
them to foreigners). At the same time, in 1998 the dealer
market for foreign investors also experienced a crisis,
whereas traditional exchanges turned out to be the most
viable in crisis conditions.

The period from 1999 to early 2000 gives grounds for
optimism regarding the prospects for development of the
Russian securities market. Some positive assessments are
based largely on the revitalization of Russian industry after
devaluation of the ruble and the rise of world oil and gas
prices, which increased the tax revenues of the budget and
the revenues of exporters. Such positive dynamics were
witnessed in the majority of industries, including the chronically depressed ones (such as electrical manufacturing
industry, consumer goods, and agricultural products processing). The year 2000 was perhaps the most favorable for
economic development in Eastern Europe over the past
10 years.
Several trends had a positive impact on the Russian
securities markets during this period: the post-crisis economic growth in 1998-99 (with GDP growing 3.2 percent
and industrial production growing 8.1 percent), a relative-
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ly stable macroeconomicsituation, and positive political
developmentsin 1999-2000. In 1999, the Russian securities market was among the three most rapidly growing
markets in the world. The price of Russian debt grew to
60-70 percent of its face valuein 1999. The market capitalization of the blue chips grew 185 percent in one year.
The RTS-InterfaxIndex becamethe second fastest-growing
index in the world (after Turkey). In January 2000,
investors became interested in second-tier companies,
which is a sign of reorientation from purely speculative
short-term investmentsto a longer-termstrategy.
In 1999, for the first time since the financial crisis, a
number of Russia's largest companies issued depositary
receipts.Meanwhile,most Russiancorporate borrowers on
the eurobond market triedto fulfilltheir current obligations
in a timelymanner.Interestin Russiancorporate bonds also
renewedin 1999, and some of the largestcompaniesissued
debt that year.
Againstthis background,Russia's international credit
rating is likely to improve gradually, which will have a
direct influenceon the ability of the government and corporations to attract capital in international financialmarkets. Agreementsreached in February 2000 between the
Russian government and the London Club of Creditors
support these optimistic views in the medium term.
However,problems still remain. The Economic Freedom
Index, for instance,historicallypublishedby the American
Legacy Foundation, estimates the investment climate in
161 countries.Russiaoccupies121st place,being classified
as "a mostly dependent country." Almost all countries of
Eastern Europe and the Commonwealth of Independent
States(CIS)are classifiedunderthe same category,although
with better scores.
The following trends for the securities market are
expected in the near term:
* Reduction in the number of professional market
participants and an increasein competition
* Post-crisisredistribution of ownership in financial
groups and corporations (which could result in
many violationsof shareholderrights)
* Appearance of financial instruments new to the
Russianmarket, caused by the attempts of corporations to findalternativesourcesof capital (corporate
bonds, warehousecertificates,and mortgagesecurities)
* Gradual developmentof new collectiveinvestment
mechanisms (closed real estate unit investment
funds)
* Efforts to improve the quality of corporate governance.
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Privatization
andCorporate
Governance
The Russian model of privatization practiced from
1992 to 1994 (calledthe biggestsell-offof state property
in the twentiethcentury) determinedthe basic structure of
corporate ownership and governancein Russia (loan-forshare auctions in 1995-96 did not change the overall
direction of development, although they somewhat
strengthened the position of oligarchs). Three-fifths of
Russian open joint-stock companies in operation today
arose as a result of privatization, and they account for
four-fifthsof all industrial production. This, in turn, predetermined to a great extent the nature and specificcharacteristics of the development of the Russian corporate
securitiesmarket.
The principal features of the Russian model of privatization can be summarizedas follows:
* Mass corporatization in the course of privatization
(morethan 30,000 open joint-stockcompanieswere
created in Russia,and there are more of these companies in Russia than in the rest of the countries of
Eastern and Central Europeand the CIScombined).
* Significantspecialadvantagesfor insideremployees
and managersand their widespreadparticipation in
privatization (at the very onset of the privatization
process,50-60 percent of shareswere transferred to
insiders for vouchersor were sold for cash).
* A large-scale(or free) distribution of shares in privatized enterprisesfor vouchers, which were issued
to all citizensfor a symboliccharge.
* The freely transferablenature of the vouchersand
their free circulation on the market, which made it
possiblefor processesinvolvingthe concentrationof
ownership to begin considerably sooner than the
actual sale of shares (approximately25-30 percent
of citizenssold the vouchersthey received,and onethird of the voucherssold went into the hands of foreigners).
* The sale of shares under certificate-basedprivatization both directlyand through intermediaries(some
25 millioncitizens became shareholdersin 450 certificate investment funds, which were the first collective investment institution in post-communist
Russia).
* The open nature of joint-stockcompaniescreatedin
the course of privatization, which allowed the
processes of redistribution of ownership through
the free sale of shares.
The initial structure of corporate ownership that
emergedwas the result of the implementationof this type
of privatization model.
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On average in 1994 insiders accounted for 60-65 percent of shares held in privatized enterprises, while outsiders accounted for 18-22 percent. The state's ownership
was as high as 17 percent.
In cornection with the state's hold on large blocks of
shares in so-called strategic enterprises and by virtue of the
size of these enterprises (which are typical of countries such
as Hungary, the Czech Republic, and Poland as well), the
structure of corporate ownership and the subsequent trajectory of rhe development of corporate governance differed
sharply. This was the case across enterprises in the petroleum and gas industry, the electric power industry, and
telecommunications, where the state's stake was usually
around 38-51 percent. The insiders' stake was 20-30 percent. This compared with the majority of enterprises in light
industry, the food industry, and the production of building
materials, in which the state's stake was nonexistent or in the
10-15 percent range, and insiders played a dominant role.
Continuing participation by the state in the capital of
many Russian enterprises is one of the main reasons for the
inefficiency of their economic operations and the source of
a number of Russian political and corporate scandals.
Therefore, the privatization of these blocks is important,
not just for eliminating the budget deficit but also for
improving the efficiency of the Russian economy. The government has announced privatization plans involving the
quick sale of minority (up to 25 percent) blocks of stateheld shares in thousands of privatized enterprises but has
not carried them out.
Generally speaking, the substantial dominance of insiders at the initial stage of development after privatization is
the most important feature of corporate ownership and
governance in Russia. This dominance by insiders and the
inevitable problems and conflicts arising from it, which are
related to the violation of shareholder rights, also characterize other post-communist countries. For example, they
are occurring in Armenia, Croatia, Georgia, Lithuania,
FYR Macedonia, Mongolia, and Slovenia.
Certificate-based privatization resulted in a major dispersion of owners in Russia, as in other countries (in July
1994 there were 40 million small shareholders in Russia,
but this n umber is smaller now). In the Czech Republic, for
example, the struggle for control began as soon as mass privatization was complete. As in many other countries in
Eastern and Central Europe, the managers of the enterprises played, and are continuing to play, a major role in
this process.
For a number of objective reasons, such as excessive
advantages offered to insider employees and the use of
investment intermediaries, investment funds did not under166

go the same vigorous development in Russia as they did in
the Czech Republic. For example, investment funds hold 60
percent of the shares in Czech enterprises and are the real
owners of Czech industry. Investment funds in Russia hold
approximately 10 percent of the shares in Russian enterprises, and they usually are minority outside shareholders.
They could potentially play a positive role as a champion
of minority rights.
At the same time, managers of Russian investment
funds are infringing on the rights of small shareholders, as
are the managers of Czech funds. The problem of "dormant shareholders" of investment funds is even more pressing for Russia, and up until 1998 the regulation of these
funds was too lax.
During the course of large-scale privatization in
Russia-and the majority of other countries with transition
economies-there were no market quotations or reference
points for the purchase of shares (as was the case with privatization in the 1980s in Western countries, such as the
United Kingdom under Margaret Thatcher). Shares of
enterprises being privatized appeared on the market for the
first time in 1992-94. As the market developed further,
quotations of many stocks appeared, providing an opportunity for firms to obtain a market valuation of their assets.
This is likely to reinvigorate the market for privatization
fund stocks, which will create new stimuli and incentives
for funds to act as shareholders of enterprises and as players in the stock market.
The structure of stock ownership that took shape after
the completion of mass privatization is changing fairly
rapidly. Specifically, the following changes have occurred
since 1994:
* A substantial reduction in the proportion of employee-shareholders (who play a minor role in management because most of them delegate their votes to
the administration)
* An increase in the role of the administration (management)
* An increase in the role of large outsider shareholders
* A decrease in the role of the state.
The struggle for control at Russian joint-stock companies is becoming more intense as a 50/50 balance of
forces between insiders and outsiders has developed at
many enterprises. This struggle for control has resulted in
numerous violations of shareholder rights (especially on the
part of managers) and created disincentives for the disclosure of information about enterprises. For example, managers who want to buy shares at a lower price have no
interest in disseminating information about their jointstock company. This struggle for control can lead to the
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domination of Russia's over-the-counter market, since it is
not profitable for brokers to disclose prices and the volume
of transactions to their clients. It creates a situation in
which enterprises do not have sufficient interest in new
stock issues out of fear of losing control of the enterprise
(although there clearly are other obstacles to new stock
issues, such as competition with monetary privatization and
placement of government securities). Finally, this struggle is
hindering the effort to transfer the management of registers
to independent registrars.
The creation of a system for transforming savings into
investments will require a major effort to restore the public's trust in investment intermediaries (banks and collective
investments) after the widespread scandals involving pyramid schemes from 1994 to 1995 and the losses of individuals stemming from the banking crisis of August 1998.
Restoring the public trust is a complex and long-term task
that can be achieved only with a serious tightening of government control over the securities market and a targeted
public information and promotional campaign.
Currently, banks, investment funds, and foreign
investors are not significant sources of financing for the
enterprise sector. As economic growth accelerates, however, the situation is changing. The acceleration of this process
is primarily attributed to:
* A decline in the profitability and scale of government
borrowing on the securities market (which for a
long period of time crowded out investments in the
real sector)
. Development of the legal framework, for example,
the creation of an institution for securing credits
provided to the real sector on the basis of the privatization of land and real property, the development
of a mortgage lending system, and the strengthening
of the legal position of creditors
• Introduction of legislative and enforceable liability
for violation of shareholder (creditor) rights, which
will increase the level of interest in investing in enterprises
* The success of efforts to increase the openness of
enterprises to investors (disclosure of information
and accounting reform).

Similarly,no united regulatory authority was in charge
of the securities market. Until the beginning of 1995, market participants were regulated and licensed by the central
bank (all securities operations of banks), the Ministry of
Finance (all nonbanking institutions, except for voucher
investment funds and registrars), and the State Property
Committee (voucher funds and registrars). The
Commission for Securities and Exchanges, established in
1992 by the then president of Russia, existed from 1992 to
1994 only as an interministerial consultative agency.
By the beginning of 1996, the joint efforts of the president, the government, and the federal assembly changed
the situation. Parts 1 and 2 of the civil code were adopted
and enforced, as were the Joint-Stock Company Law and
the Securities Market Law. In November 1994, a presidential decree created the Federal Commission for
Securities as a united authority responsible for regulating all
types of professional activities on the securities market. Its
powers were set out in the Securities Market Law (April
1996) and the Joint-Stock Company Law (December
1995), as well as a number of presidential decrees.
Over the period 1996-99, the Federal Commission
for Securities adopted more than 100 regulations for all
aspects of market functioning, reissued licenses to professional market participants, prepared materials for initiating
criminal proceedings against more than 800 financial pyramid builders, introduced more rigorous requirements for
the registration of securities issues and disclosure of information by issuers, and strengthened enforcement.
The legislative framework improved rather slowly
from 1996 to 2000, except for the adoption of the Law
about Protection of Rights and Legitimate Interests of
Investors in spring of 1999. Many important issues, connected with the adoption of amendments to the criminal
procedural code and civil procedural code, joint-stock company law, and law on investment funds, remained unresolved. In particular, two programs connected with the
protection of investor rights, which were adopted by the
government in 1996 and 1998, were not implemented.
Russia is characterized by very weak enforcement of
existing legislation on the protection of shareholder rights.
Concentration of ownership has become widespread, but
this may change as the quality of accounting improves and

TheSystem
ofLegalandCorporate
Governance

thelegislationis enforced.

The delay of legal reform during 1991-98 not only had
a material impact on the development of the securities
market during those years but also permitted the creation
of financial pyramid schemes. Market participants were
forced to use outdated, Soviet-style civil and penal codes
and other laws.

The legislation in force in Russia now incorporates a
number of important measures to protect shareholder
rights (for all practical purposes, the only elements missing
are mandatory dividends and the right of a minority of
shareholders to overturn management decisions). The main
reason for Russia's problems, however, is poor enforcement
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of the legislation. Russia is lagging far behind other transition economies in this regard, including a number of CIS
countries.
The most typical violations of shareholder rights
include violation of a shareholder's right to participate in a
general shareholders meeting, dilution of capital, violation
of shareholder rights in the course of reorganizing and
consolidating companies (especially in the process of converting to a single stock), and the violation of information
disclosure requirements. It also includes asset stripping
and the transfer of assets to friendly companies, transfer
pricing, conclusion of sweetheart deals in violation of established procedure, and fraudulent bankruptcies with the
subsequent purchase of assets being sold.

be adopted only by a general shareholders meeting of the
given joint-stock company. This provision was subsequently written into the federal Law on Protection of the
Rights and Legal Interests of Investors in the Securities
Market.

Shareholders' Rights

rities issue.

In spite of the crisis conditions in 1998-99, there was
no significant decline in stock-issuing activity by jointstock companies. This can be explained by the fact that the
mechanism involving the placement of securities was
employed not as a means of attracting needed investments,
but as an instrument in the struggle for control of a company through the "dilution" of shares held by undesirable
shareholders (primarily small and mid-size shareholders
who hold a so-called "blocking" parcel of shares).
The boards of directors, taking advantage of the

Progress also has been made through publication of the
Law on Protection of the Rights and Legal Interests of
Investors in the Securities Market. Under this, the Russian
Federal Securities Commission obtained the authority to
impose penalties for violations in the area of information
disclosure. This same law established a ban on public trading of securities of issuers that do not disclose the amount
of information required or do not follow the procedure
established by the legislation.

opportunity afforded by law to adopt decisions that

ThePost-Presidential
Elections
Period

increase authorized capital, often placed shares through a
closed subscription to affiliated persons at what were clearly belovw-marketprices, frequently without notifying shareholders. The conditions of the placement were based on the
"bottleneck" principle-the idea was to make it impossible
or extremely difficult for shareholders to acquire stocks.
For example, the stocks of a large issuer were placed on a
single d.ay,and a shareholder had to appear in person to
conclude the transaction.
Violations of shareholder rights involving the reorganizationi of joint-stock companies also were widespread.
The purpose of reorganization was to allow a "controlling"
shareholder to convert a profitable business into new companies. The remaining shareholders inherited the financial
problerns of the "old" company. In other words, some
shareholders were forced out of the company and given
shares in new companies with an unfavorable financial
status.
To prevent such violations, the Russian Federal
Securities Commission included a number of provisions in
its regulatory acts aimed at protecting shareholder rights in
the process of issuing securities. These provisions required
that a clecisionto place stocks through a closed subscription

When the 2000 presidential race was over, Russia
entered a new stage of its development. The main basis for
political stability is now in place, and this is critical for the
securities market.
Still, the president of the Russian Federation and the
government face a number of political problems. The solution is important for reform in general and for the securities market in particular. These include the danger of deprivatization (reprivatization and nationalization). A positive
solution would be to shorten the period of limitation for
reviewing privatization transactions and to apply other
measures aimed at protecting the rights of investorsgood-faith purchasers in the case of nationalization. The
main challenge, which is critical to development of the
securities market, is to reform the state.
The main mid-term challenges facing the president in
the sphere of capital market development are as follows:
1. Macroeconomic and structural reforms, primarily
tax reform, reduction of macroeconomic risks and
improved efficiency of sovereign debt management,
introduction of international accounting standards,
banking system reform, development and circulation of a system for regisrering real estate titles of
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Information Disclosure
Progress has been made on information disclosure. In
1997-99, the Russian Federal Securities Commission, pursuant to the requirements of the Law on the Securities
Market, adopted several regulations identifying the nature
of the information to be included in the quarterly reports of
issuers and establishing the procedure for its disclosure. In
addition, requirements were established for the disclosure
of information provided by issuers in the course of a secu-
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ownership, developmentof an insurance industry,
and pension reform and development of private
pension funds.
2. Improvement in the quality of corporate governance, through more rigid regulation of issuers'
behavior,increasedactivity of investorsthemselves
on behalf of their own rights, and stronger information disclosurerequirements.
3. Accelerationof legal reform,especiallyenforcement
and improvementof the court system.
4. Strengtheningof the securities market through an
increase in the efficiencyof market infrastructure,
includingthe establishmentof a central depository;
creation of preconditions for the developmentof
collectiveinvestmentvehicles,includingclosed-end
funds that are investingin real estate; introduction
of new financial instruments to the market (warehouse certificatesand mortgagesecurities)and cre-
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ation of conditions for the developmentof existing
instruments(corporate bonds);developmentof the
system of insurance (guarantee)of investors' risks;
and improvement in compliancewith the rules on
the securitiesmarket.
Conclusions
The developmentof the fledglingsecuritiesmarket has
encountereddifficulties,but these are not uniqueto Russia.
The securitiesmarket was born less than 10 years ago and
has grown rapidly. It already has contracted some of the
diseasestypical of a young market (suchas building pyramids and pumping up the governmentalsecuritiesmarket)
and has developedsome immunity against them. It is as
volatile as any other emergingmarket, and it is as risky.
Solvingall of these difficultiesmust awaitthe resolutionof
some of the deep-seatedstructural problems confronting
the Russianeconomy.
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Part V

Lessons Learned and
Future Challenges

Chapter 16

Banking Transition:
A Comparative Analysis
Stephen Fries and Anita Taci

T

he developmentof sound, market-orientedbanking isfundamentalto the postcommunisttransition. Banks in a market economymust provide monetary payments,without which markets
can function only at high cost. Although this is taken for granted in industrial market
economies,there has been an unprecedentedproliferation of nonmonetary forms of payment in some
transition economies (Seabright2000). Banks also must mobilize and allocate capital efficientlyand
prudently to facilitate the process of saving and investment and to promote long-term growth. But
bank intermediationremains stunted even after a decadeor more of reform (EBRD1998: ch. 5).These
persistent symptoms raise concern that the banking reforms implemented so far have failed to spur
adequately the developmentof banking in transition economies.

The transformation of socialist banking systems was
bound to be difficult. While cement factories still could
produce cement, the services of socialist banks were of little use in a market economy. These institutions were primarily bookkeepers for the planned allocation of
resources, providing "monetary" accounts for resource
flows. However, these accounts differed fundamentally
from bank deposits in a market economy. There were
tight restrictions on the use of the monetary balances of
enterprises and households, and interest rates on these
balances were set administratively. Credits were allocated
to enterprises on the basis of planned investment priorities,
and the repayment of credits was subject to bargaining.
Bankruptcy and legal enforcement of creditor rights were
nonexistent. Moreover, to facilitate their role in the planning process, socialist banking systems were highly concentrated, with little separation of central banking and
commercial banking activities. Some banks specialized by
activity, particularly in industry, agriculture, foreign trade,
and household savings.

Most transition economies have followed the same
broad paradigm for transformation of the banking sector-a paradigm associated with, but not confined to,
the policy advice of the International Monetary Fund
(IMF) and the World Bank (see, among others, Calvo
and Frenkel 1991; Fisher and Gelb 1991; Caprio and
Levine 1994; Fries and Lane 1994). The so-called
Washington consensus on banking transition called for
separation of commercial banks from the central bank,
abolition of restrictions on internal convertibility of
money, liberalization of interest rates, restructuring and
privatization of state banks, and entry of new private
banks regulated by minimum capital and licensing
requirements. At the same time, the state had to take on
important new roles to provide effective prudential regulation and supervision of banks. This involved development of significant new state capacity in terms of the
enactment of new banking laws and regulations and their
effective enforcement by the supervisory authorities and
the courts. Although most countries have followed this
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broad paradigm, the pace and sequencingof reformshave
differed significantly.
The advocated reforms clearlywere required to overcome some of the legacies of socialistbanking, but have
they been sufficient to spur the development of sound,
market-orientedbanking systems?A basic measure of the
development of banks is the scale of their activity.The
level and growth of deposit taking and lending are useful
indicators of banking development becausedeposits and
loans ernbody the payment and intermediation services
provided by banks.
This chapter assessesthe developmentof banks in transitioneconomiesat both the aggregateleveland that of individual banks. The aggregateanalysiscoversall countriesof
Central and Eastern Europe, the Baltic region, and the
Commonwealthof IndependentStates (CIS)exceptBosnia
and Herzegovina, Georgia, Tajikistan, Turkmenistan,
Uzbekisi:an,and the former Republicof Yugoslaviafor the
years 1994-99. At the bank level,the chapter focuseson 14
countries in Central and Eastern Europe and the Baltic
region(all exceptAlbania,Bosniaand Herzegovina,and the
former Republicof Yugoslavia)and four CIS countriesBelarus,Kazakhstan,the Russian Federation(Russia),and
Ukraine(16 in all)-for the period 1994-98. This sampleof
banks is selectiveacross and within countries, because it
excludes those banks that do not disclose publicly their
financialaccounts-typically smallbanks or those that are
chronicallyloss making.The banks includedin the sample
tend to be the larger commercialand savingsbanks in each
country,and theyaccount for the vastmajorityof the banking operations in their respectivecountries.
Thc chapter finds at the aggregatelevelthat expansion
of banking activity,particularlylending to businessesand
households,was associatedwith progressin structural and
institutional reforms and growth in output. Where there
was lirtle progress in structural and institutional reform
(includingbanking reforms)and growth in output, there
was little developmentof banks. Only a few countries in
Central and EasternEurope and the Balticregion saw over
the period 1994-99 an increasein bank loans outstanding
to the private sector relative to gross domestic product
(GDP) in 1999-Bulgaria, Croatia, Poland, the Slovak
Republic,and Slovenia.Moreover,the ratio of private sector crecditto GDP in all transition economies remained
well below the estimated benchmark for a sample of 127
developingand industrial market economiesin 1995, and
evidencepoints to the crowding out of creditto the private
sector by government borrowing.
The analysisof lendingto businessesand householdsat

both country-leveland bank-specificfactors in a reducedform model that includesvariablesexpectedto be associated with the demand for and supply of bank loans to customers.This analysisfindsthat progressin banking reform
has been the sinequa non of banking development.Where
there has beenlittle progressin banking reform,there is no
significantassociationbetweenthe real growth in customer
loans and the potential supplyand demand factors.
Where bankingreformhas advanced,however,the real
growth in bank lending displaysa number of distinctive
features.Output growth is significantlyassociatedwith an
expansionof bank lending,although growth in lendinghas
failedon averageto keep pace with that of output. This is
consistentwith the lack of evidenceat the aggregatelevelof
increasingdepthof transitionbankingsystems.There is a significant,positiveassociationamong bank capitalization,the
ratio of shareholderequity to total assets,and loan growth.
This suggeststhat financiallystronger banks are attracting
resources with which to expand, an indication that loan
growth is based on a sound foundation where banking
reformshaveadvanced.Atthe same time,the larger banksprimarily those that emerged from the old regime-are
expanding relatively slowly or are contracting their customer lending.This reflectsa decliningrole of old institutions,evenaftertheirrestructuringand privatization,and the
relativelystrongergrowthof smaller,lessdominantbanks. A
surprising finding is that bank ownership-newly establishedprivate,privatized,or state-owned-is not associated
systematicallywith loan growth,while foreignownershipis
associatedstronglywith loan growth only in one country.
The empirical findingssuggestthat, while progress in
banking reform is shaping the development of banks in
transition economies,the supplyresponseof banks remains
weak, particularly given the weak association between
bank ownership and growth of customer loans. Policies
that could complementthe consensusbankingreforms and
spur a strong supply response are discussedin the conclusion to the chapter.

the level of individual banks allows for the influence of

rency convertibility and has liberalized significantly both
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Implementation
of BankingReforms
One measure of progress in reform of the banking
sector is the transition indicator of the European Bank for
Reconstruction and Development (EBRD) for banking
reform.This indicatorprovidesa ranking of progressin liberalization and institutional reform of the banking sector,
on a scale of 1 to 4* (4.3). A score of 1 represents little
change from a socialistbanking systemapart from the separation of the central bank and commercialbanks, while a
score of 2 meansthat a country has establishedinternalcur-

Banking

interest rates and credit allocation. A score of 3 means
that a country has achieved substantial progress in developing the capacity for effective prudential regulation and
supervision, including procedures for the resolution of
bank insolvencies, and in establishing hardened budget
constraints on banks by eliminating preferential access to
concessionary refinancing from the central bank. A score of
4.3 represents a level of reform that approximates the institutional standards and norms of an industrial market economy, as represented, for example, by the Basle Committee's
Core Principles on Effective Banking Supervision and
Regulation. The scoring assessments are by EBRD country
economists (see EBRD 1998, 2000).
A second, complementary measure of the transformation of the role of state in the banking sector is the share of
private banks in the total assets of the banking system. This
indicates the extent to which the state has withdrawn from
direct provision of banking services through the privatization of state banks and entry of new private banks into the
system. The measure also captures the potentially differential rates of growth of private versus state banks.
With these two measures of the transformation of the
role of the state in the banking sector, it is possible to show
how the broad paradigm for banking reform has been

Transition:
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Analysis

implemented. Figure 16.1 shows that, in Central Eastern
Europe and the Baltic states (the Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Poland, the Slovak Republic,
and Slovenia), liberalization and institutional reform in
the banking sector have advanced in parallel with the state's
withdrawal from the direct provision of banking services.
This approach is balanced in the sense that the state has liberalized the market for banking services and developed
the capacity for effective prudential supervision and regulation in step with the growing role of private banks in the
system.
The countries of Southeastern Europe (Albania,
Bulgaria, Croatia, FYR Macedonia, and Romania) have
followed a similar approach, albeit at a much slower pace
(see figure 16.2). This reflects at least in part the more difficult economic and political conditions at the start of transition in these countries, particularly the misallocation of
resources, macroeconomic imbalances, trade flows, geographic location, and turnover of old political elites (see de
Melo and others 1997; EBRD 2000: ch. 2). The banking
systems in these countries remained a source of indirect
subsidy for troubled enterprises well into the transition,
which constrained the pace of banking reforms, such as the
implementation of prudential regulations and bank priva-
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tization. These practicesultimatelyculminatedin banking
crises (Bulgariain 1997 and Romania in 1999) that eventually helped to spur a stronger pace of reform.
The transformation of banking in CIS countries, in
contrast, has followeda markedly different sequenceand
pace. Figure 16.3 shows that the state withdrew more
rapidly from its role in the directprovision of banking services in the CIS (except Georgia, Tajikistan,
Turkmenistan, and Uzbekistan, where data are missing)
than in Central Eastern Europe and the Balticstates. This
reflects, in part, the political strategy of those seeking to
break up the former SovietUnion by promoting the devolution olfeconomic power away from the Soviet federal
governient largelythrough the spontaneous privatization
of state assets. Central to this strategywere the transfer of
most state banks into private hands and the laissez-faire
formation of new banks. However,the implicationsof this
approach for other dimensions of banking reform have
been problematic. The proliferation of nonviable banks
created significant interests that were opposed to sound
prudential regulation and mechanismsfor the exit of nonviable banks. The slow pace of banking reform in these
countries reflects, in part, this resistance to further
reforms.
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Development
of BankingSystems
After a decade of extensivereform of the banking sectors of the region, it is time to take stock and to assess
whether the Washingtonconsensus on banking transition
has succeeded.The measure of success, however, is not
simplywhether the policy prescription has been followed
but also the extent to which the tonic has proved to be the
antidote to socialistbanking and the spur to the provision
of banking servicesto the private sector.At the most basic
level, this includes the provision of deposit-taking and
lendingservices.Measuresof this activitycan be used both
at an aggregatelevelfor banking systemsas a whole and at
the disaggregatedlevel of individual banks. An advantage
of disaggregationis that it revealsthe processof adjustment
by individualbanks and the potential influenceof somefactors associatedwith the supply of banking services.At the
sametime, an aggregateanalysiscan help to identifyfactors
at the country levelthat influencethe developmentof banking, such as output growth and progress in structural and
institutional reform.
One aggregatemeasure of banking developmentis the
ratio of domestic credit or broad money to GDP.
Following EBRD (1998: ch. 2), figure 16.4 shows the
ratio of domestic credit provided by banks to GDP for
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countries at different levels of development. The solid
line shows the fitted regression relationship for a sample
of 127 developing and advanced market economies
worldwide, excluding the transition economies with
which this chapter is concerned. The relationship is estimated by regressing the ratio of domestic credit to GDP in
1995 on the log of per capita gross national product
(GNP) in international U.S. dollars at purchasing power
parity for 1995 and its squared value. The transition
economies are represented in the figure by their position
in 1999 (the solid dots) as well as by the trajectory of
change between 1994 and 1999 (the lines connected to
the dots). The figure shows clearly that virtually all transition economies lie below the market economy benchmark for the ratio of domestic credit to GDP. Moreover,
apart from a few countries in Central Eastern Europe
and the Baltic region, there is little convergence toward
the benchmark over time.
Figure 16.5 also shows that it is primarily the private
sector that suffers from the underdevelopment of the banking sector. It is bank credit to the private sector, rather
than credit to the public sector, that is undersupplied relative to that in comparable market economies. Again, the
solid lines show the estimated nonlinear relationship
between the ratio of bank credit to the private sector to
GDP and per capita GNP for a sample of 127 developing
and industrial market economies. The transition economies
are represented both by their position in 1999 and by the

trajectory of change between 1994 and 1999. The share of
bank credit to the private sector is well below the market
economy benchmark in 1999, and only in Bulgaria (after
1997), Croatia, Poland, the Slovak Republic, and Slovenia
is there significant convergence toward the benchmark
over time. In contrast, the share of bank credit to the public sector (not shown) is well above the market economy
benchmark in 1999, and this ratio has tended to increase
over time in many transition economies, reflecting fiscal
pressures in transition.
This aggregate assessment of banking development
shows that the expansion of credit to the private sectorrelative to GDP over the period 1994-99 is confined largely
to a few countries in Central Eastern Europe and the Baltic
region. These countries are also those that have witnessed
output growth and significant progress in structural and
institutional reform over the period (see EBRD 2000: ch. 2,
3). This association suggests that output growth and reform
progress, including that in the banking sector itself, contribute to the development of banking. However, even in
the few examples of development at the country level, the
response to reforms is relatively weak. This leaves open the
possibility that reforms within banking sectors have been
insufficient, particularly with respect to spurring a strong
supply response by banks. There are also potential constraints from outside the banking sector on the growth of
bank lending, including the lack of legal protection of
investor rights.
177

Fries

and

Taci

ECONOMY
ECONOMIES
RELATIVE
TOMARKET
BANK
CREDIT
TOGDPINTRANSITION
FIGURE
16.4 RATIO
OFTOTAL
BENCHMARKS
120 c 110
.5

Market Economies Credit Benchmark

100

* Actual Total Credit to GDP

90

Change between 1994/1999

80
70
60
Czech Rep.

s50
40

4

Estonia

20

X

I

Slovak Rep.

* PolandAlbani

4

10

o

15000

10000

5000

0

GNP per capita at purchasing power parity in 1995 US$

OFPRIVATE
SECTOR
CREDIT
TOGDPRELATIVE
TOMARKET
ECONOMY
BENCHMARKS
FIGURE
16.5 RATIO

u

90

c

80

Market Economies Credit Benchmark

-

* Actual private sector credit to GDP
0

70

o
0

50

Change between 1994/1999

-

5

u
00

>

X

-N

\
\

~~~~~~~~~~~~~~~~Czech
~~~~~~~~~~~~~~Slovak

Rep.
Rep.
S lovenia
1

Croatia

:30
.;

14.-

1

0
1

/

/

~~~~~~~~~Hungary

20

10

-

land

>ulg--Po

lo

0-

0

5000

10000

GNP per capita at purchasing power parity in 1995 US$

178

15000

Banking

Growth
ofBankLending
toCustomers
Giventhesignificantand persistentunderprovision
of
creditto theprivatesectorat the aggregatelevel,an analysisof the realgrowthof customerloansto businessesand
households
by individual
bankscanhelpto identifya broader rangeof factorsassociatedwithbankingdevelopmentin
transitioneconomies.Theobservedrate of realgrowthin
customerloansreflectsthe interactionof the demandfor
bankingloansand theirsupplyby individualinstitutions.
Factorsat thecountrylevelthatarelikelyto increasethereal
demandforbankloansbycustomers(businesses
andhouseholds)overtimearethegrowthof outputand thecompeting demandsfor domesticsavingsby the government.
Demandforinvestmentand consumerdurablegoodsand
the debt-carryingcapacityof businessesand households
are likely to increasewith output and incomesand to
decreasewith competingdemandfor financeby government.Theresponseof banksto the demandforloansis, in
turn, likelyto be influencedby a numberof country-level
factors,suchas theconfidenceof depositorsin banksand
theprotectionofcreditorrights.Bothtendto increasewith
measuresof progressin bankingreform.
Observablefactorsat the levelof individualbanks,
suchas theextentofcompetitivepressures(marketshare),
bank capitalization,and the natureof ownership(newly
establishedprivate, privatized,or state-owned;with or
withoutforeignparticipation)mayalsoinfluencethesupply response.Forexample,banksfacedwith greatercompetitivepressuremay be more responsiveto customer
demandsand offermorecompetitive
termson loans.Those
bankswith higherlevelsof equitycapitalrelativeto total
assetsare likelyto be more financiallysoundand may
instillgreaterconfidencein depositors.Highlycapitalized
banks thereforemay be better able to attract financial
resourcesfor growth, but not necessarilyin the form of
lowerinterestrateson depositsbecauseof comprehensive
depositguaranteesin most (but not all) countries.Bank
ownershipmay be associatedsignificantly
withthe quality of bank managementand staff, reflectingin part the
functioningof corporategovernanceand the processof
selectingseniormanagement.
Banksizeis also likelyto be
relatedsignificantly
to realloangrowth,withsmallerbanks
registeringhigherrates of real loan growth than larger
banks,eventhoughin absolutetermsthechangesaresmall.
Ofcourse,manyotherfactorsunobservable
to researchers,
suchas the qualityof bankmanagementand staffand the
extentof investmentin informationtechnology,
are potentiallysignificantas well.
Sincethe observedreal growthof customerloans by
banksarisesfrom the interactionof demandand supply
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factorsovertime,it ispossibleto estimatea reduced-form
equationthatrelatesthe realgrowthof bankloansto their
customersto observabledemandand supplyfactors.It is
importantto recognize,however,that the behaviorof
banksand theircustomersis not necessarily
constantacross
countriesand overtime.In fact,thereis reasonto expect
thatthesupplyanddemandforbankloanswouldvarysystematicallywithprogressin bankingreform.Thisparticular factoris likelyto havea significantimpactboth on the
confidence
of banksintherepaymentof loansbytheirborrowersand on the confidenceof depositorsin banks.In
particular,wherethereislittleprogressin bankingreform,
the activitiesof banksare likelyto remainstuntedor distorted,bothin termsof deposittakingor customerlending,
eventhoughotherfactors,suchas outputgrowth,maycontributeto a risein demandfor bankservices.
The appendixto this chapter describesthe models
deployedand estimationtechniquesapplied.One important findingofthis analysisisthat thebehaviorof thesupplyand demandfor bankloanschangessignificantly
with
progressin bankingreform.It is thereforenecessaryto
estimatethereduced-form
equationforthe realgrowthof
bankloansto theircustomersfor twoseparatesubsamples.
One is for the countriesand yearsin whichprogressin
bankingreformhas reacheda relativelyadvancedlevel
(2.7accordingto the EBRDtransitionindicatorfor banking reform),and the other is for countriesand years in
whichprogressin bankingreformremainsbelowthislevel.
Regression
Results
Table16A.1reportsthe resultsof the regressionsfor
the subsampleof high-reformcountriesand years. The
modelestimations,whichallowfor countryfixedeffects,
yielda numberof significantresults:
* Loangrowthis significantly
and positivelyassociated withgrowthin realGDPlaggedone year,but the
estimatedcoefficient
is about0.60.Thismeansthat,
on averageand acrosscountriesand years,in highreformstates,lendingto customersisexpandingless
rapidlythan growthin output,whichis consistent
withaggregatedata showinglittlesignof financial
deepeningin transitioneconomies.It isnot possible
to identifyon thebasisofthis reduced-form
estimation,however,whetherthis is due to a demandor a
supplyconstraint.
* Thereis onlyweakevidence
that generalgovernment
deficitscrowdout real growthin customerlending.
The coefficienton generalgovernmentbalanceis
positively(correctly)signed,but insignificantly
differentfromzero.As an alternativespecification
(not
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reported), the nominal interest rate was used rather
than the general government balance. While negatively signed and statistically significant, the interest
rate and real GDP variables are highly correlated,
and the estimated coefficient on lagged real GDP
turns insignificant. In FYR Macedonia, there is a
strong statistical association between the general
government balance and real growth of bank loans
tc' customers, with a larger government deficit being
associated with lower loan growth. This points to
significant crowding out of lending to businesses
and households by government demand for domestic savings.
* Both the market share of deposits and the size of the
total balance sheet are significantly and negatively
associated with real growth in customer lending.
This may reflect a number of factors. The most simple is the effect of size in calculating percentage rates
of loan growth, with a given absolute increase in real
lending by a small bank implying a larger percentage
increase than for a large bank. It may also be the case
that the larger banks tend to be those that emerged
from the old regime and must restructure extensively their operations and resources to serve effectively
customer demands. The inherited client bases of the
oldl banks tend to be concentrated on the declining
sectors and enterprises in the real economy. Finally,
a smaller bank is likely to face greater competitive
pressure and therefore to be more responsive to custiomer demands for services (see Fries, Neven, and
Seabright 2001 for related evidence on the profitability of banks in transition economies by market
share). However, in Estonia, bank size is positively
a,sociated with growth in bank lending. This may
reflect the early privatization and restructuring as
w.ell as the rapid growth of large Estonian banks
through mergers with smaller institutions.
* Bank capitalization is positive and significantly associared with the real growth in customer loans. On
the surface, this association suggests that those banks
that are more financially sound are attracting the
resources that enable them to expand their customer
loans. This is encouraging from the perspective of
financial stability. Further, strong regulatory capital
requirements may prevent thinly capitalized banks
from expanding their lending activities to the private
sector. However, there are potential problems with
the measurement of bank capital: some troubled
banks may have overstated their capital by not provisioning adequately against their problem loans
180

and then expanding their lending to conceal or to
overcome their bad loans.
* There is no evidence that bank ownership (newly
established private, privatized, or state-owned)
affects real loan growth. This result stands in sharp
contrast to a robust finding from the analyses of
enterprise performance in transition economies that
newly established private firms in industry and nonfinancial services grow significantly faster than do
either privatized or state-owned enterprises (see, for
example, Djankov and Murrell 2000; Carlin and
others 2001). One interpretation of the finding for
enterprises is that market selection has a strong effect
on the performance of firms that remain in the market. In other words, the ability to enter and survive
in the market is strongly associated with strong performance, at least as measured by growth. However,
there is no evidence of such a market selection effect
in transition banking. This may reflect the fact that
the panel of banks allows for the entry and exit of
banks from the sample, whereas the many crosssectional studies of enterprises suffer from survivorship bias in the sample. It may also reflect the fact
that the regulation of bank entry through the application of minimum capital requirements and licensing tests and the exit of failed banks from banking
systems through bankruptcy have not functioned
well in many transition economies.
* There is little evidence that foreign bank participation
in the ownership of banks is associated with higher
rates of loan growth. Only in Croatia is there a strong
positive association between foreign ownership and
bank lending. This country-specific finding may
reflect, in part, the fact that foreign banks benefited
from the outflow of customers and depositors from
troubled Croatian banks, particularly in 1998. The
more general finding is surprising in that foreign
investment in banks would be expected to bring with
it the transfer of valuable banking skills and technologies and home-country prudential supervision
that should helpto boost performance. However, foreign banks may face particular obstacles to expanding
in local markets, given the information advantages
that local bankers may possess. There also may be
constraints outside the banking sector on the expansion of bank lending to customers that affect all
banks, including those with foreign ownership, such
as the lack of legal protection of investor rights.
Table 16A.2 reports the estimation results for the subsample of low-reform countries and years. These results
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stand in sharp contrast to those for the high-reformsubsample. None of the estimated coefficientsis significantly
different from zero, with the exceptionof market share of
deposits and size of the total balance sheet. This suggests
that the growth of bank lendingwherethere has beenlittle
progress in banking reformis not stronglyassociatedwith
the demand and supply factors that could be expectedto
influencethe growth of bank lendingin a market economy.
This result raises seriousconcern about the functioningof
banking systemswhere there has been little progress in
reform, as in Belarus,Russia,and Ukraine.Anyexpansion
of bank lendingin this environment appears to be significantly influencedby nonmarket factors,includingpossible
government interference.
Conclusions
andPolicyImplications
One of the key findingsof the analysisof the determinants of real growth in bank lendingto customers is that
progress in banking reform is the sine qua non of sound
development of banks. Moreover, there is evidence that
banking regulation and supervision, in particular capital
adequacy requirements, are helping to establish a sound
foundation for the expansion of customer loans. These
effortsmust be sustainedand intensified.To thisextent, the
so-calledWashington consensus on banking reform has
succeeded.However, even where banking reforms have
advanced,banking developmentremainsstunted. The real
expansion of customer loans has failed, on average, to
keep pace with output growth. This may reflect government deficits that crowd out customer lending, although
the evidenceat the banking levelis not significant.
A number of variablesexpectedto be associatedwith
the supply response of banks to increases in demand for
customer loans show little sign of significance.Bank ownership is not significantlyassociated with real growth in
bank lending. In contrast to extensive evidenceon enterprise performancein transition economies,ab initio private
banks do not grow more quicklythan privatizedor stateowned banks. This may reflectinadequate regulatorycontrol of entry into and exit from the banking sector.
Although minimum capital and bank licensing requirements have been significantlystrengthenedin recentyears
in many transition economies,approachesto the resolution
of failed banks remain often highly politicizedand haphazard. In addition,foreignbanks, which in principlehave
accessto superiorbanking skillsand technologiesand benefit from home-country supervision, in general are not
expanding more rapidly than other banks. This suggests
that foreignbanks may face other obstaclesto the expansion of their lending,such as an informationdisadvantage
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relativeto local banks. Both of these results also are consistentwith the presenceof constraintsoutsideof the banking sector, such as the functioningof the judiciaryand the
legalprotection of property rights,whichcan imposea significantconstraint on bankingdevelopment(see,for example, Levine1999 on evidenceworldwide).
At the same time,the dominantbanks in most transition
economieshave emergedfrom the old regime, and these
institutionshavebeen losingtheir market share. Somehave
been restructured and privatized,while others remain in
state hands.In eithercase,the mainclientsof thesebanks are
often the enterprisesthat existedunder the old regime(that
is, the privatizedand state-ownedenterprises),whichtend to
grow much more slowlythan ab initio private enterprises.
There is, therefore, likely to be a significant mismatch
between sound lendingopportunitiesin the private sector
and the operationalfocusof the dominant banks. The combinationof profitablelendingopportunitiesand competitive
pressuresshould,in time, shiftthe operationalfocusof these
banks, although measuresaimed at buildingcapacity for
lending to small and medium-sizeenterprises could help
this reorientation.For example,the bankingsector activities
of the EBRDaim to strengthenthe supplyresponseof banks
to lendingopportunitiesin the real economy.This includes
facilitiesforlocal banksthat are speciallydesignedto provide
finance for smalland medium-sizeenterprisesand to build
the operationalcapacityfor such lendingactivities.
Takentogether,the evidencein this chapterpointsto the
need to strengthenthe supplyresponseof banks to progress
in bankingreform. Thesemeasuresincludethe more effectiveregulationof the entry and exit of banks, improvements
in corporate governanceof banks, removalof obstaclesto
the expansion of foreign banks, strengtheningof the judiciary,and protection of investor rights.Reformsthat focus
on strengtheningthe supplyresponseof banks are essential
complements to the Washington-consensusreforms that
focusedon financialliberalization,separationof commercial
banks from the central bank, and effectiveprudential regulation. The evidenceshows that these reformsdid not fail;
rather the initialreformagenda was too narrowlyfocused.
Further empiricalwork, however,is necessaryto identify the specificsupply constraints on banks. The conclusions that can be drawn on the basis of a reduced-form
model for the supply and demand of customer loans and
aggregatedevelopmentof banking systemsare inherently
limited.The aim is to complementthis analysiswith related researchinto other dimensionsof banking performance.
This includesanalysesof factors that influencebank profitability and of cost efficiencyin the provision of banking
services.These issuesare the focus of ongoing research.
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Appendix.
Modeling
andEstimation
The reduced-form equation for estimation is:
Lii t = Y'Cx,+ E flixi, + E 6jYv.
/

I

(1)

}

where L, j t denotes real growth in customer loans of bank
i in country j in year t, are country intercept terms, x is
a vector of country-level explanatory variables, and Yi),t is
a vector of bank-level explanatory variables. Real loan
growth is measured as the percentage change in total customer loans outstanding, where the stock of customer
loans is cleflated using the consumer price index. The vector of country-level variables includes the annual rate of
growth in real GDP lagged one year, the general government balance in the current year, and the EBRD transition
indicator of banking reform for the current year. The banklevel var[ables include the share of the deposit market
(defined as the ratio of a bank's customer deposits to total
broad money in that country and year), bank size (defined
as total assets in U.S. dollars at market exchange rates),
bank ownership (dummy variables to represent stateowned, privatized, and foreign bank ownership stake above
10 percent), and bank capitalization (ratio of equity to
total assets). This general specification allows for both
country-s pecific intercept (country fixed effects) and country-specific slope terms.
Estimation of the reduced-form equation for the real
growth of customer loans covers 466 banks from 16
countries over the years 1994-98. Of the total number of
banks, 9 are in Belarus, 26 in Bulgaria, 44 in Croatia, 29
in the Czech Republic, 14 in Estonia, 11 in FYR
Macedonia, 35 in Hungary, 14 in Kazakhstan, 22 in
Latvia, 12 in Lithuania, 49 in Poland, 22 in Romania, 105
in Russia, 20 in the Slovak Republic, 29 in Slovenia, and
25 in Ukraine. The data for individual banks and countries are annual. The source of data on bank balance
sheets (loan growth and capitalization) as well as on ownership is dlieBankScope database produced by the Bureau
van Dijk. The BankScope data are supplemented with
the data and information from annual reports of the
banks anc! from EBRD banking staff research on bank
ownership.
Aggregate data on their banking systems for use in calculating market shares in deposit-taking activities are from
the central banks of the countries and from the
International Monetary Fund, International Financial
Statistics. Sources of the macroeconomic data for the countries (output growth, consumer price inflation, and general government deficits) are various issues of the
International Financial Statistics and of the European Bank
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for Reconstruction and Development, Transition Reports.
The measure of progress in reform of banking laws and
regulations is the EBRD transition indicator on banking
reform publishedin the Transition Reports.
Two concerns about the quality of the data arise from
the wide variation in practices regarding the writing off of
nonperforming loans and the lack of consistent information
on the extent of nonperforming loans across banks. First,
the extent to which measured loan growth is distorted by
this consideration depends on how the misreporting of
total loans net of write-offs changes over time for each
bank. Second, any underprovisioning against nonperforming loans results in an overstatement of both bank
equity and total assets. These potential data problems must
be recognized when interpreting the regression results.
There is also a problem of multicolinearity between
two variables-deposit market share and balance sheet
size. These variables are highly correlated and, when
entered together in the same model specification, lead to
much higher levels of statistical significance than when
entered in separate regressions. Therefore, all tests of the
reduced-form model of loan growth have been undertaken
separately for each of these variables. The results do vary
significantly with the choice of variable.
The real loan growth equation is initially estimated for
the entire panel of 466 banks over the period 1994-98. The
general specification of model 1 is then tested against a version that restricts the country-specific slope terms to be the
same across all countries. This model is:
Li'i='

(XI+-F3XI,t+ XYlxt

(2)

A Wald test comparing the two models strongly rejects
the restricted version. This could reflect the fact that the
restricted version of the model assumes that the behavior of
banks and their customers is the same across countries
(and years), even though progress in banking reform varies
considerably both across countries and over time. As suggested, there are strong reasons to expect this behavior to
change with the progress in banking reform.
The data set is therefore partitioned into two subsamples, one for countries and years in which the EBRD transition indicator for banking reform is in the range 1 to 2.3
and the other for countries and years in which the indicator score ranges from 2.67 to 4.
This is done by constructing a banking reform dummy
variable, R, that takes values of 1 for values of the EBRD
transition indicator for banking reform between 1 and
2.33 and 0 otherwise. To check whether the estimation
coefficients (both intercepts and slope coefficients) differ for
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two ranges of values for the banking reform index, the
bankingreformdummy variablewas introducedin front of
all coefficientsin the general equation in a more general
form as:
Li,

= Ej

+ E 3ylX
,I + X 3IYiJt
/1

R(2 O+

1
(pI-Xi,t+

+

(3)
Y,j,t

The F-test of the joint significanceof the estimated
coefficientson the terms interactedwith the bankingreform
dummy variable,whichcomparesmodels3 and 1, does not
reject the hypothesisthat the behavior of real loan growth
depends on the levelof banking reform.
The general model 1 must, therefore, be estimated
allowing the coefficientsto differ for the two subsamples.
Whether the model should be estimated in a singleregression, as in model 3, or in two separateestimationsof model
1 for each subsampledependson whether the variancesof
the error terms in the two estimatesof model 1 differ significantly.If the variancesof the error terms differ,pooling
together the observationsof the two subsamplesin model
3 would bias the estimates of the variances of both error
terms. In addition, the standard estimate of the variancecovariancematrix would be incorrect.
The likelihood ratio test of group-wise heteroskedasticity comparingthe error variances of model 1 estimated
over the two subsamplesshows that they do, in fact, differ
significantly.This estimationexcludesthe index of banking
reform as one of the country-levelexplanatory variables,
becausethere is relatively little variation in this variable
within the subsamples, particularlyfor low-reformcountries and years. Therefore, the reduced-formmodel of real
loan growth is estimatedseparatelyfor the two subsamples
of states with "low" and "high" banking reform. This
allowsthe estimatedparametersof the reduced-formmodel
of real loan growth to vary across countries and over time,
but in a way that is linked systematicallyto progress in
banking reform.
Using the two subsamples, the general model 1 and
restrictedmodel 2 are againcompared.We also test for the
joint significanceof the country-specificintercept terms
(country fixed effects).For the subsample of low-reform
countries and years, it is not possibleto reject a version of
the model that restrictsboth the slope coefficientsand the
intercept terms to be the same across countries.
In contrast, for the high-reform subsample, it is still
possibleto rejectthe versionof the modelthat restrictsboth
the coefficientsand intercept terms. To identify possible
patterns in the country-specificslope terms, parallel tests
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are made of the joint significanceof these estimatedparameters both by type of explanatory variable and by country,along with tests that all the other estimatedparameters
for other variablesor countries are the same across countries.For example,tests are madethat the estimated country-specificparameterson real GDP growth are jointlysignificant, along with tests that the parameters on all other
variables are the same across countries, that the country
parameters for each country are jointly significant, and
that all other countrieshave the sameestimatedparameters.
The country-specificslopecoefficientsare jointlysignificant
for three explanatory variables-general government balance, depositmarket share or balance sheet size, and foreign ownership-and for three countries-Croatia,
Estonia, and FYR Macedonia. In fact, for each of these
countries only one country-specificslope parameter is significantly different from zero: foreign ownership for
Croatia, deposit market share or balance sheet size for
Estonia, and general government deficit for FYR
Macedonia.
If the three country- and variable-specificparameters
for the subsampleof high-reformcountries and years are
retained in the model specification, it is not possible to
reject the hypothesis that all the other country-specific
slopeparametersare insignificantlydifferentfromzero. The
pooling of observations for the high-reformsubsample is
therefore justified, with the three exceptions of foreign
ownership for Croatia, deposit market share or balance
sheet size for Estonia, and general government deficit for
FYR Macedonia. However,it is not possibleto reject the
hypothesisthat there are significantcountry fixed effects,so
the country intercept terms are retained in the model specification.
A test is also made of a random-effectsmodel specification rather then a fixed-effectsmodel as in equation 1
based on the two subsamples of high- and low-reform
states. A random-effectsmodel would allow for countryspecificdistributionof the error terms rather than for country intercept terms. A Hausman test clearlyrejectsthe random-effectsmodelin favor of the fixed-effectsmodel.A test
also is madeof the random effectversusa simpleregression
model with a singleconstant term. The Breuschand Pagan
LM tests rejectthe hypothesisthat the singleconstant term
regressionis appropriatefor our data. The LM test suggests
that the random-effectsmodel is more appropriate for the
data set than a single constant term model, and the
Hausman test indicatesthat the fixed-effectsterms are not
correlatedwith other regressors.Therefore,the fixed-effects
model is betterthan the random-effectsand singleintercept
specifications.
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TABLE
16A.1ESTIMATION
RESULTS
FORCOUNTRIES
ANDYEARS
WITHHIGHBANKING
Real loan growth
Independent variable
Laggedreal GDP growth

Deposit market share

Equation 1

Equation 2

0.59*
(0.17)

0.58*
(0.17)

-0.16**
(0.08)
-6.7e-07*

Total assets in U.S. dollars

(0.00)

Generalgovernment balance

2.21
(1.61)

2.04
(1.55)

State-ownedbanks (dummy)

-0.25
(1.72)

-0.32
(1.66)

Ab initic private banks (dummy)

0.19
(3.28)

0.61
(3.29)

Foreign banks (dummy)

-2.11
(1.93)

-1.97
(1.85)

Ratio of equity to total assets

0.166;(0.09)

0.16'
(0.08)

Croatia country dummy and foreign ownership

17.02 F*
(8.01)

17.29**
(8.05)

Estonia country dummy and total assets

2.8e-06**
(0.00)

FYR Macedoniacountry dummy and fiscalbalance

19.82*
(6.36)

20.34*
(6.33)

Country (dummy(Bulgaria)

-12.05
(8.99)

-12.42
(8.90)

Country dtummy(Croatia)

-15.77
(01.95)

-15.62
(10.74)

Country clummy(CzechRepublic)

-10.25
(8.91)

-9.32
(8.60)
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TABLE
16A.1(CONTINUED)
Real loan growth
Independent variable

Equation 1

Equation 2

-12.65
(10.22)

-14.38

20.26

20.65

(14.81)

(14.59)

Country dummy (Latvia)

-6.05
(9.06)

-6.53
(8.99)

Country dummy (Lithuania)

-5.68

-7.06

(4.70)

(4.91)

-10.67

-10.22

(6.64)

(6.37)

Country dummy (Romania)

-8.48
(5.83)

-8.95
(5.78)

Country dummy (SlovakRepublic)

2.58
(3.42)

2.25
(3.38)

Country dummy (Slovenia)

-15.27
(10.09)

-15.25
(9.91)

Constant

15.81
(10.38)

14.94
(9.91)

Number of observations

863

887

Adjusted R2

0.08

0.08

Country dummy (Estonia)

Country dummy (FYRMacedonia)

Country dummy (Poland)

(10.54)

Significantly
differentfromzeroat the I percentlevel.
Significantly
differentfromzeroat the 5 percentlevel.
* * '> Significantly
differentfromzeroat the 10percentlevel.
Note:The robuststandarderrorsare in parentheses.The numberof observationschangeswith the substitutionsof depositmarket
sharefor total assets,sincethe panelis unbalancedandthereare moredata fortotal assetsthanfor depositmarketshare.Equation
1 includesdepositmarketshare,whileequation2 includesthe total assetsof banks.
*

* *
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TABLE
16A.2ESTIMATION
RESULTS
FORCOUNTRIES
ANDYEARS
WITHLOWBANKING
REFORM
Real loan growth
Independent variable
Lagged real GDP growth

Deposit market share

Equation 1

Equation 2

23.7

22.4

(17.1)

(16.0)

-23.8 **
(22.8)
-4.8e-05*

Total assets in U.S. dollars

(0.00)
General government balance

State-owned banks (dummy)

Ab initio private banks (dummy)

Foreign banks (dummy)

Ratio of equity to total assets

43.5

-60.8

(32.5)

(47.4)

545.1

466.6

(534.0)

(454.8)

24.7

40.5

(130.7)

(116.2)

-126.1

-130.8

(132.4)

(131.2)

-0.09

1.02

(1.34)

(1.82)

-69.1

-237.4

(73.9)

(203.1)

Number of observations

337

347

Adjusted R2

0.02

0.02

Constant

different from zero at the 1 percent level.
Significantlydifferent from zero at the 5 percent level.
Note: Robust standard errors are in parentheses.The number of observationschangeswith the substitutionsof deposit market share
for total assets, since the panel is unbalanced and there are more data for total assets than for deposit market share. Equation 1
includesdeposit market share, while equation 2 includes total assets of banks.
*Significantly
**
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Chapter 17

Financial Deepening and the
Role of Financial Crises
Stephen Peachey and Alan R. Roe

S

ocialist, and especiallySoviet, banking systemshad limited functions compared with those in

advanced Western economies. The "banks" of the pre-1989 period were administrative agencies of government rather than banks in the accepted Western sense of the word. So the transition of these banking systems after 1989 was certain to involve some characteristics that Western
observers would fail to predict. This chapter identifies how these characteristics have influenced financial deepening in the transition economies. In particular, it examines the role of banking crises in the
process of financial deepening. Banking crises that have been seen in many transition economies-for
example, the Baltic states in the mid-1990s and the Russian Federation (Russia) and Ukraine in 1998seem to have been different in nature and generally far less disruptive of productive economic activity than similar crises in other parts of the world, including Mexico (1994) and East Asia (1997). At
issue here is whether judgments about the economic consequences of crisis need to be amended to
accommodate the peculiarities of transition.
This chapter couches the analysis in terms of three
easily measured indicators of banking sector performance-bank deposits, volumes of cash in circulation, and
per capita deposits-and then uses them to assess some
basic hypotheses about the transition process.

Characteristics
of Financial
Transition
Paradoxically the socialist banks of the pre-1989 era
were quite safe, as were the hybrid "reforming" banks of
the early transition period. Since they were owned by the
state, as were their major clients and borrowers, failures on
loan repayment were contained within the budgetary
sphere. Many banks may have been technically insolvent,

but the implicit guarantees of the state diluted the importance of that fact. Concepts such as capital adequacy, the
creditworthiness of borrowers, portfolio concentration,
and insider lending were of only peripheral relevance to the
financial durability of banks-their "failure," in any case,
was not a possibility to be entertained. 1

This situation was expectedto change as generaleconomic reform took hold in these countries through the
early 1990s. Considerable emphasis in the first-stage
reforms for banks, as articulated by the International
Monetary Fund (IMF), the World Bank, the Bank for
International Settlements (BIS),and others, was placed on
(a) strengthening the regulatory regime under which banks

1. This proposition has been argued in greater detail in Roe, Siegelbaum,and King(1998).
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worked and on (b) improvingtheir own risk management
and other banking skills. This advicewas posited on the
key assumptions that the interlockingbetween budgetary
and banking finance would rapidly diminish,that individual banks would soon face the threat of their own failure,
and that this, in turn, would threaten depositors and the
economv more generally with significant losses.
Strengtheningthe internal financial soundness of banks
and the regulatory regimeswithin whichthey worked was
seen as an important public good and the obvious way to
mitigate these dangers. All transition economiesaccepted

of the socialistperiod. In the space of about two to three
years, these overhangs were eroded by the combination of
priceliberalizationand near hyperinflation,especiallyafter
the January 1992 Yeltsinreforms. The economic theory
explaining how the initial shocks of price liberalization
affectedthe size of banking sectors and the ratios of financial depth, such as the ratio of M2 to gross domesticproduct (GDP),is well documented(see,for example,Conway
1995). Equally,it is clear that the decline in the levels of
intermediated savings was a decline in involuntary saving.3 Since the initial collapse of the monetary overhang

this advice.
In reality, though, only a subset of the Central
European and former Soviet Union (FSU) transition
economios behaved in a manner fully conformant to this
expected pattern of the financial sector transition. A second and significant subset that includes some of the largest
and most important countries, such as Russia, Ukraine,
and several of the Central Asian states, instead retained
significant elements of their pre-1989 patterns of behavior.
Certainly these were amended in various ways to accommodate to new patterns of ownership and to new economic incentives and pressures. But a strong bank-state
nexus rernained in several countries. In most of these, various degrees of protection of "bad" banks via discretionary state interventions paralleled the protection of
failing enterprises. Although substantial progress was
made in introducing stronger regulation and supervision of
banks in almost all transition countries, the improvements
arising from these reforms were disappointing in both the
quality and quantity of banking services.2 Certainly, the
emergence of serious Western-quality banking, and the
associated benefits, was much slower than expected in
many transition countries.

during 1989-92, there has been considerable variation in
the recovery of the financial depth ratios between countries.
This recovery also seems less well understood than the
original collapse. The situation through mid-1999 for a
representative group of 15 transition countries is summarized in figure 17.1, which contains three basic financial
sector indicators:
* The ratio of bank deposits to GDP-horizontal axis
* The ratio of cash in circulation to bank depositsvertical axis4
* Average bank deposits per head of population (in
dollars adjusted for purchasing power parity)-bubble size.
Figure 17.1 indicates that the transition economies of
the Commonwealth of Independent States (CIS) have seen
only a limited recovery of the ratio of bank deposits to GDP
toward the 1989 levels of around 70-80 percent. In the
Baltic states, recovery, although stronger, still has a long
way to go to reach the levels of financial depth in the euro
zone. Most of these FSU states are still operating with very
high ratios of domestic cash to bank deposits, and they
mostly have per capita levels of bank deposits that are
very small compared with comparator countries in the
euro zone. Again, the Baltic states have progressed much

Recovery
of FinancialDepth:HowQuickand

further toward normalization than the CIS bloc.The situ-

How Large?
Most transition economies, certainly those located in
the FSU, entered the postsocialist period with very large
monetary overhangs associated with the repressed inflation

ation in Eastern and Central Europe is significantly different: the initial declines in financial depth ratios were much
smaller there, and performance subsequently has been generally better.

2. A report prepared by rhe International Monetary Fund in 1997 for the countries of the FSUindicated that, in the area of banking supervision, 8 out of 15 countries had made "substantial progress," three had made "moderate progress," and only four had
made just "limited progress." In the area of bank restructuring, the corresponding number of countries in each of the three categories was six, four, and five, respectively. However, some countries with strong ratings in both of these categories showed very
little progress in deepening their banking sectors. Sec International Monetary Fund (1997).
3. For that reason, the extremely high pre-1989 levels of M2 to GDP found in the FSU could not meaningfully be compared with
the similar levels found in some Western economies.
4. The term "cash" in figure 17.1 and most other figures in this chapter refers only to domestic currency. Many countries in our sample also have significant dollar currency balances. This phenomenon is considered in more detail in box 17.1.
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BOX17.1 A DIGRESSIONON DOLLARIZATION

Lackofconfidence
indomestic
money
inthefirsttwophases
also
hasbeenreflected
inmosttransition
countries-especially
inthe
FSU-inthesignificant
useof (a)dollarandotherforeigncurrency
and(b)foreign-denominated
bankaccounts.
Reliable
comparative
dataondollarandotherforeigncurrency
accounts
are
notavailable,
butthepattern
ofthisusagein relation
to foreigndenominated
bankaccounts
canbeobserved.
Thisis summarized,fora cross-section
oftransition
countries,
infigure17.2.
Clearly,
thehigher
thedegree
of dollarization
is,generally
the
lowerthelevelof monetization
is.However,
thisrelationship
is
notlinearnorentirelysmooth.Dollarization
hasremained
high
in mostFSUcountries
andsomeEastern
European
countries
suchas Bulgaria.
Thisis almostcertainly
a reflection
of how

To understand how the specifics of this process differ
country-by-country requires more than just the snapshot of
countries at different stages of demonetization and subsequent remonetization
that figure 17.1 represents. A
schematic mapping is needed of how the banking sector in
a transition economy adjusts to the initial chaos of the early
reform period and the subsequent-often
falteringprocess of stabilization and recovery. This is shown in a

deep-seated
dollarization
became,
especially
intheFSUstates,
duringthehyperinflationary
period.Thiswasmostnoticeable
whenthe introductionof a crediblenationalcurrencywas
delayed
(asin Armenia,
Lithuania,
andUkraine,
for example).
Highratesof dollarization
persisted
in suchcountries
even
whenthenewcurrencies
stabilized,
possibly
by beingpegged
against
well-known
hardcurrencies
(suchasthedollar-pegged
Lithuanian
litaandtheLatvian
lat,whichbothhaveheldupwell
against
theU.S.dollar).It is hardlysurprising
thatthereemergentstatesthatcameoutof theFSUshouldhavemoretrouble
establishing
credible
domesticcurrencies
aftera 50-80year
gapthanCentralEuropean
transition
economies
(wherethere
wasa continuity
oftheirdomestic
currencies).

simplified schematic form in figure 17.3, with emphasis
placed on inflation (vertical axis) and real interest rates
(horizontal axis). The figure shows five stylized steps-the
starting point plus four others-in
the process of stabilization, together with the pressures on banks that occur at
each of these stages.
This simple framework suggests why different countries have progressed at different rates through the process
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FIGURE
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FIGURE
17.3 ASCHEMATIC
REPRESENTATION
OFSTABILIZATION
OFTRANSITION
BANKING
SYSTEMS
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3. Through the Black Hole
Inflation falls followed by interest
rates / margins narrow sharply / real
state bank balance sheets start to
recover / impact of weak lending
policy feeds through more quickly!
forced consolidation of banks

90%
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of demonetizationand remonetizationand also why state
banks have often survivedin someform to be a larger part
of transition bankingsystemsthan mighthave beenexpected. At the heart of this is the move-or, in some cases,the
failureto move-through step 3 to step 4. Severalfactors
influencethis:
* The willingness,or otherwise, of the authorities to
allow-or, better still, encourage-consolidation of
the banking systemduringthe "black hole" phase of
narrowing bank margins (step 3) describedin figure
17.2, even if that sometimesinvolvesbank failures
on a significantscale.
* The willingnessof bank owners and managementparticularlyat private banks-to move through the
black hole. This means replacing the speculative
profits that allow small banks to become rapidly
self-capitalizingduringthe chaotichyperinflationary
and early stabilizationphasesby making real profits.
To the extent that they do this, they enter the much
harder phase of making a profit from basic intermediation and using such profits to capitalize fastgrowing balance sheets.5
One pattern is broadly apparent, certainlyin the FSU.
The countries where the state retains a high degree of
involvementin both state-ownedand private banks seemto
have had the greatestproblems in progressingthrough the
black hole of narrowing bank margins. Such countries
have yet to reach a new stabilitywhere fewer banks concentrate on doing expanding volumesof traditional intermediation at realistic margins that are compatible with
affordable real lendingrates.
The impactof progressthrough thesevarious stageson
the overall degreeof monetizationalso can be describedas
a four-phaseprocess:
* The first phase is one of catastrophic dislocation
from near hyperinflation when there is no confidence in any form of money,eithercash or deposits.
* The secondphase is one where sound cash money is
established-possibly through currency reformcombined with more stable inflation, but where the
population and many entrepreneursare not yet confident enoughof banks to use deposits.In this phase,
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the banking system is still suppressedbelow its natural levelrelativeto GDP,and the ratio of cash in circulation to deposits can be relativelyhigh.
* The third phase seesthe rebuildingof public confidencein the banking sectoras an integralpart of the
new market economy.This occurs initiallyby reducing the reliance on cash as a medium of exchange
and increasing deposit-based transactions. This is
greatly helped where real deposit rates turn marginally positive so that deposits offer an inflationproof home for enterprise working capital and personal spendingmoney.
* And finally,phase 4 seesthe slowprocessof rebuildingconfidencein depositsas a store of value,first by
getting cash out from "under the mattress" and into
bank depositsand ultimatelyby rebuildingvoluntary
savingsin the economy.
TheProcess
in the FormerSovietUnion
Thesedifferentphases,and the impactthat progressing
through them at different speeds has on the degree of
remonetization,are illustratedin the four charts presented
in figure 17.4. Theseshow the progressionthrough time of
the same three variables plotted in figure 17.1 for four
FSUcountries in differentphases of the transition process.
These are Ukraine (only just entering the second phase),
Armenia (rapidlyprogressingthrough the second phase),
Russia (stuckin the third phase),and Estonia(now starting
the fourth phase).
The contrast between Estonia and the Russian
Federationis particularly striking and is discussedin more
detail below.
TheProcessinthe CentralEuropean
Transition
Economies
The situation in the Central European transition
economiessuch as Poland and the Czech Republic is different than the experiencein the FSU (seefigure 17.5), but
it is complicatedby country-specificdifferencesin the runup to transition:
* Poland shows almost exactly the same pattern as
Estonia, but played out over a much longer time

do not facethe samedilemmaas theirprivatebankingcounterparts-theytyp5. In manyways,the statebanks(ortheirsuccessors)
icallyhaveno choicebut to be in intermediationbecauseof their largebranchnetworks.Disinflationand the returnof positive
real depositrates(step3) actuallyhelpthemto rebuildtheirrealliabilities.Providedtheycontrolthe qualityof assets,thisshould
enablethemto spreadtheirhighfixedcostsovera largerbaseof income-earning
assets.Therefore,theyshouldbe betterplaced
to copewithfallingmarginsthan newerprivatebanksthat haveonlyoperatedwith smallreal balancesheetsandhighcostbases.
The realriskto statebanksarisesif theylosecontrolof assetqualitythrougheithertheirownpoor management
or politicalforces
that keeptheircostshighand theirearningslow.
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scale-20, not 10,years.Inflationrosesignificantly
at the start of the 1980s, and the sliding exchange
rare predated even this. By 1989 the ratio of deposits
to GDP had fallen below 15 percent from very nearIv 50 percent a decade earlier, and by 1992-93 the
rario of cash to deposits had jumped to 40 percent
from 20 percent. Since then, despite relatively high
inflation, the exchange rate and inflationary environment have been much more predictable. Together
with positive real deposit rates, this has encouraged
strong growth in bank deposits and a rapid return to
a normal ratio of cash to deposits. Instrumental in
this has been a steady consolidation of the banking
system, often driven by foreign capital.
*In the Czech and Slovak Republics, the level of
forced saving was much lower than under the Soviet
regime, and generally higher productivity meant that
price repression was less significant. Moreover, the
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enterprisesector was heavilyindebted to banks
because accumulated capital had been stripped out
by the state and returned to the household sector,
leaving Czechoslovakia with a banking system three
times as large relative to its economy as Poland. The
initial price liberalization was short-lived, and hyperinflation was avoided. A one-off rapid, but contained, depreciation of the exchange rate created
relatively benign conditions for households and
enterprises. Only when the need for fundamental
restructuring (as opposed to a change of ownership)
became apparent in the late 1990s did the system
come under sustained pressure. This meant that,
while both countries retain large banking systems by
regional standards, the gap with Poland has closed
significantly. Part of this reflects the failure, until
very recently, to push through the restructuring of
large state banks.
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FIGURE
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Other Central European economies, apart from
Hungary, show a range of outcomes. Bulgaria, with its
successful implementation of a currency board arrangement, shows the first signs of a recovery from its 1997
banking and currency crisis that may well be very similar to
that of Estonia (also a currency board country). Romania,

term pan-European strategies. But even foreign shareholders do not have infinitely deep pockets, and there are
signs that some consolidation is beginning to take place,
as some of them seek to exit by way of sale to other foreign owners.

until recently, has shown the sporadic improvement and

Inhibitors
of BankingSectorDevelopment

reversals displayed by Russia. It, too, may just be starting
a more sustained recovery now that its central bank is
forcing through meaningful observance of prudent banking
ratios, even though this already has involved the failure of
some of the largest state- and privately owned banks.
Hungary started with a very low level of banking
development (with a ratio of deposits to GDP around 25
percent in the early 1980s) and a high reliance on cash
(equivalent to some 50 percent of deposit balances). By
1989 the ratio of deposits to GDP had reached almost 40
percent, and the reliance on cash was reduced somewhat
(equivalent to a third of deposits). Probably because of
high ongoing inflation (only just covered by deposit rates),
Hungary has consistently failed to raise its ratio of
deposits to GDP since then, although the country's
restructured banking system has mobilized large volumes
of new deposits on an annual basis. Two special factors
may be at play here. First, Hungary has moved faster
than other transition economies to establish a significant
nonbank financial sector. Second, the high penetration of
foreign ownership may have blunted local pressures to
compete more on grounds of cost efficiency. With regards
to the latter point, foreign strategic investors tend to view
their entry into the transition markets as part of longer-

There are several possible explanations for why different transition economies have experienced such disparate progress in recovering their 1989 levels of financial
depth. But one conclusion is certain: reforms in banking
regulation and supervision that have been accepted by all
transition countries as the appropriate first-stage banking
reforms correlate relatively poorly with that recovery. Table
17.1 maps FSU countries by their level of monetization
(mid-1998) and the degree to which they had restructured
the state banking sector and established BIS-style bank
supervisory regimes by that time. The table shows that
countries achieving the greatest progress with bank restructuring and supervision (toward the right-hand side of the
table) manifest considerable variation in their progress
toward restoring financial depth.
Table 17.1 suggests that regulatory reform is not in
itself a sufficient condition for ensuring a stable and growing banking system. Nor indeed is regulatory reform a
good predictor of the relative speed at which different
countries reestablish higher levels of financial depth.
Kazakhstan and Moldova, for example, have consistently
received high ratings from the IMF and BIS for banking
reforms, and yet they are among the worse performers in
the comparisons of financial depth shown in figure 17.1.
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TABLE
17.1 MONETIZATION
ANDPROGRESS
ONBANK
RESTRUCTURING
ANDREGULATION
INFSU
Progresson bank restructuring
and introduction of BIS-stylesupervision
Deposits as a
percentageof GDP

Limited progress

> Good progress

> 20 percent

Estonia

10-20 percent

< 10 percent

Belarus
Tajikistan
Ukraine

Azerbaijan
Turkmenistan
Uzbekistan

Two alternative explanations of country differences
in financial depth are suggestedhere. These explanations
are associatedwith differentattitudes and policiestoward
the following:
The protection of loss-making enterprisesand the
T
associatedtolerance of barter, nonpayment, and
mutual offsets as alternativesto money-basedpayments.6 Those countries displaying exceptionally
high levelsof such tolerance cannot expect to make
real progress in banking development.
* The protection of "bad" banks. Those countries
choosing to offer such protection pay the price by
achievinga relativelyslow pace of banking consolidation. The evidencefrom the FSUsuggeststhat significant banking failures-even crises-may be a
key elementin the consolidationprocessand not the
major negative force that they sometimes are
assumedto be.

Lithuania
Russian Federation

Latvia

Georgia

Kazakhstan
KyrgyzRepublic
Moldova

The Nonpayment Phenomenon and the
Protection of Enterprises
The connectionbetweenthe nonpaymentphenomenon
and financialsector reform and deepeningcomprises two
main elements:
* The widespreadtoleranceof nonpayment,as wellas
the widespreadgranting of discretionary tax privileges,stiflesthe incentivesfor enterprisesto pursue
greater efficiencyas the route to increased market
share. Inefficiententerprisesare allowedto survive
and even to achieve reasonable levels of post-tax
profitability. In some cases, these profits can even
compare favorablywith the post-tax profits of efficient enterprises. In short, enterprise efficiency,on
the one hand, and the levels of enterprise after-tax
profitability,on the other, are disconnected.7 Banks
as a result lose the empirical basis needed to guide
the allocation of scarce funds effectivelyto the more

6. The countries most implicated in this type of behavior purportedly have achieved a high level of fiscal discipline and have operated for some years with tight monetary policies. The tolerance of barter and nonpayment thus emerges as the new device for transferring subsidies to failing enterprises.
7. This point first came to prominence through the 1999 McKinsey Global Institute study on selected industrial and service sectors
in Russia (McKinsey Global Institute 1999). The study found, among other things, that old enterprises from the Soviet days have
seen their productivity halved because these enterprises have seen almost no restructuring in spite of large falls in the demand for
their products; that the more productive enterprises in world terms are paradoxically often the least profitable and, in general,
have riot been gaining market share; that in 9 out of 10 sectors studied, the direct cause of poor economic performance is market distortions motivated either by attempts to address social concerns or by corruption; that in the manufacturing sectors, regional governments channel implicit subsidies to unproductive enterprises in the form of lower (even zero) tax and energy payments
that are allegedly intended to prevent companies from closing down and laying off workers; that this puts potentially productive
enterprises at a serious cost disadvantage and blocks growth and new employment creation by these better enterprises; and that
in the service sectors, investments by efficient companies are discouraged by the presence of well-connected incumbents who benefit from favorable regulations, weak law enforcement, and privileged access to land or government procurement.
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efficient enterprises. Hence economic growth is also
stifled. Banks for this and other reasons find their
own performance weakened and so are put under
pressure to operate according to the opaque practices of the hybrid economy.8 This fact becomes
especially critical as a determinant of passing (or
not passing) from step 3 through step 4, as described
in figure 17.3.
The widespread informal payments also crowd out
conventional banking by providing large amounts of
cheap (to some users) and wholly unregulated alternatives to the more conventional payment and credit arrangements provided through banks and other
financial institutions. Survey evidence for Ukraine,
for example, indicates that most enterprises make
some use of banking services for both payment and
credit, but that the use of parallel arrangements is
often dominant, especially in the case of larger enterprises. For example, more than 60 percent of enterprises surveyed in 1998 had overdue trade credits,
and more than 50 percent had tax arrears. Almost
99 percent of enterprises used wage arrears as a
form of enterprise financing, while only 5 percent
used long-term bank credits.9
Data to substantiate the connection between a high
tolerance of nonpayment or barter and financial sector
development are not available for most transition
economies. However, it is significant that the incidence of
nonpayment or barter is highest in the two largest countries of the FSU, namely Russia and Ukraine. t 0 In both
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cases, as figures 17.1 and 17.4 confirm, financial sector
development also has been particularly weak. Other transition countries where the budget constraint, as measured by the extent of unpaid tax bills, is high include
Georgia, Azerbaijan, Armenia, the Kyrgyz Republic, and
Moldova. All of these countries also have very low financial depth. 1'
There is a question, however, as to the underlying policies that lead to this high tolerance of barter or nonpayment
and so inhibit financial sector development. Recent papers
on this phenomenon by Commander and Mumssen (1999)
on Russia; Pinto, Drebentsov, and Moroz (1999) also on
Russia; and Roe and others (2000) on Ukraine have
reached broadly similar conclusions, specifically:
* The tax avoidance motive cannot explain the growth
and flourishing of the nonpayments phenomenon.
Tax avoidance is certainly an important consequence
of nonpayment, but not the initiating cause.
* The perpetuation of soft budget constraints for lossmaking enterprises (the alternative to closure or
restructuring) is a far more generic explanation. The
policy channels through which these implicit subsidies have been channeled (subsequent to 1994-95,
when open budgetary subsidies and monetary permissiveness were phased out) are numerous and
complex.
* The nonpayments system is incentive-driven, and
many economic agents now have strong financial
incentives to participate in that system and keep it
alive. These beneficiaries include, but are no longer

8. What this means in practice is spelled out more fully in Roe, Siegelbaum,and King (1998). Paradoxically, arbitrary tax concessionsand arbitrary hidden subsidiesare likelyto reduce, rather than increase,credit flows.This is because they add two extra
dimensions of uncertainty to credit risk appraisal: concessionsto enterprises can be removed as arbitrarily as they are granted, and those concessionsdistort the allocation of resources, thereby increasingthe underlying economicrisk of lending as a
whole.
9. Preliminaryresultsare from a surveyand study by Dr.Volkhart Vincent,OsteuropaInstitut Munich, and GermanAdvisoryGroup
at the Governmentof Ukraine.
10.In Ukraine,for example, (a) around 35 percent of industrial turnover is paid for via barter, (b) a similarpercentageinvolvesnonpayment or the use of quasi payment via the issueof veksels, (c)more than 20 percent of consolidated governmentrevenues are
typicallycollectedthrough mutual offsetsrather than monetarypayments,(d) accumulatedarrears among enterpriseseasilyexceed
nominal GDP;and (e)even wage arrears are the equivalent of more than 6 percent of GDP.
In both Russia and Ukraine,nonpayment is fueled cruciallyby the rising arrears extended by power companiesand especially the electricity-supplyinig
energos.The amountsoutstanding to such entitiesin both countrieshave risen significantlysince 1996
and now exceed7-8 percent of GDP.In Ukraine only about 10 percent of energy bills are paid for in conventional ways.
11. Noncompliancewith tax obligations is not a particularly good indicator of the extent of overallfinancialdisciplineand the incidence of barter or nonpayment in general. Hencewe cannot use this indicator for the purposes of making robust statisticalstatements about the link between barter or nonpayment and financialdevelopment.For example, on this indicator alone, the Czech
Republic has a softer budget constraint than either Russia or Ukraine. See Carlin and others (2000).
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confined to, financially weak enterprises that were
the initial recipients of the hidden subsidies associated with nonpayment. 1 2
* T'he system could not have grown to its present large
size and been sustained without the explicit or
implicit connivance of the state-by accepting barter
payments of taxes, by allowing or requiring the energos to operate with such large amounts of nonpayment, by being guilty of substantial amounts of payment arrears for pensions, wages, and so forth.
Again the initiating motive was the desire to keep
loss-making enterprises in business.
In short, explicit policies linked to the need to protect
failing businesses represent a large part of the tolerance
toward nonpayment or barter. It follows that such policies
need to be fundamentally reformed if those countries are to
see financial sector development at the levels already
achieved in several comparator countries.

The Failure of Bank Consolidation
Tra nsition countries, and especially those in the FSU,

have displayed considerable variation in the speed at which
they have consolidated banking systems after the initial
burst of unregulated new entry that most countries experienced in the early 1990s. Countries that have moved
quite successfully in all three of the dimensions reflected in
figure 17.1 have been the most aggressive in this regard.
This is best exemplified by comparing the graphs for
Estonia and Russia in figure 17.4.
Estonia followed an aggressive reform path, with little
or no protection for weak banks. In the early 1990s banks
accounting for around 40 percent of total banking system
assets failed. This cost the economy the equivalent of 11
percent of GDP in lost real savings, but within five years
this had all been recovered. Estonia now boasts the largest
and thii-d largest banks in the Baltic states (despite being the
smallest of the three economies). Both now have strong
strategic investors and are expanding abroad. Additionally,
aggregate domestic activity kept growing through the twin
shocks of the Asian and Russian crises now appears to be
accelerating again. This is despite further bank failures in

1998 and 1999. Cumulatively, the banking system has
shrunk from around 50 banks in 1993 to just 5 now.
Overall domestic deposits stand at 25 percent of GDP, and
over the past four years for which we have data (1996-99
inclusive) the equivalent of 10 percent of GDP annually has
been injected into the economy by way of new credit, more
than half of which has been domestically funded (tablc
17.2). Although the banking sector is now predominantly
foreign-owned and the leading banks ultimately may
become branches of foreign banks, the consolidation took
place while the banks concerned were domestically controlled.
These developments have resulted in the smooth
improvements in financial depth and deposit growth
reflected in figure 17.4d. There is, however, a question as to
the mechanism through which this takes place. One suggestion is that there are always huge potential gains to be
achieved by closing down high-risk, undercapitalized, highcost banks during the black hole phase described in figure
17.3. This form of consolidation allows domestic banking
activity to concentrate around the better-managed, lowercost banks, thus improving the overall efficiency of intermediation. Estonia appears to have exploited this fact, and
the result has been rapid growth of the banking sector.
By contrast, Russian reform has been sporadic at best,
with a large degree of politicization of the banking system
involving the overt favoring of selected banks as well as
protection for both depositors and shareholders from the
consequences of failure. As a result, the Russian Federation
has never suffered a single crisis of the same magnitude as
the Estonian one in 1993, but neither has it experienced
such a strong and sustained recovery. Despite starting 1993
with a banking system 20 percent larger than Estonia's, it
now has a system not even two-fifths of Estonia's when
measured relative to GDP.13 Over the past four years, its
banking system has injected less than 4 percent of GDP, on
average, annually by way of new domestic finance, and less
than half of this has gone to the nonbank, nongovernment
sector to fund potentially growth-supporting investment
(table 17.2). The failure of historic banking reforms to
encourage rising market shares for lower-cost banks is

12. Commentingon Russia, Pinto, Drebentsov,and Moroz (1999) write as follows:"The systemgrew and persisted because profitable companiesrealized that they could take advantage of it provided that they linked up with unviable companiesthat were
the o.riginaltargets of the soft budgets. This in turn created natural alliancesbetween the managers of viable and unviable companies, who could personally enrich themselvesby siphoning off part of the subsidy.This led nonpayments to spread diffusionlike as ever more complicated networks developed, eventually creating a new form of industrial organization linking suppliers
and final goods producers." A similar story for Ukraine is recounted in Roe and others (2000).
13. Based on comparisons of per capita purchasing power parity-adjusted deposits in U.S. dollars.
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TABLE
17.2 LENDING
ANDNETSUPPLY
OFFUNDS
BYSECTOR
FORSEVEN
TRANSITION
ECONOMIES,
1996-99
(PERCENT
OFGDPANNUALLY)
(A)
New lending

(B)
Net flow

(C = A+B)
(D)
Net lending New deposits by

to private sector

to statea

to economy

4.4
5.8
7.2

2.7
0.9
2.4

7.2
6.8
9.6

5.5
6.8
5.0

-1.1
-1.0
2.2

0.0
0.7
3.3

Slow adjusters
Russian Fed.
1.4
Ukraine
0.9
Lithuania
1.6
Czech Rep.
-0.6
Slovak Rep.
3.7

2.4
0.2
1.3
2.2
-0.1

3.8
1.1
2.9
1.5
3.7

2.4
1.5
1.7
4.4
5.2

-1.1
-0.6
0.0
-5.0
-1.4

-1.2
-0.9
0.3
-4.3
-0.4

Country

Fast adjusters
Hungary
Poland
Estonia

(E = A-D)
Net finance

private sector of private sector

(F)
Net foreign

finance

a. Includes buildup of cash holdingsand reservesat the central bank (ultimatelyavailableto fund government).
b. Change in commercialbank net foreignassets, sign reversed (minusmeans bank export of funds).
Source: IMF International FinancialStatistics.
reflectedin Russia's very slow and sporadic pace of financial deepening,as indicated in figure 17.4c. Equally,there
is a real risk that if the bank restructuring effort currently
under way does not soon result in the closureof banks that
are no longer viable, then the real preservationof domestic savingsthat has been achievedsincethe 1998 crisis will
be undermined.
A few other country examples serve to confirm the
importance of banking consolidation as a main source of
high financial depth. Figure 17.1 shows that Hungary has
preserved a relatively high level of financial depth (especially when nonbank financialintermediationis included)
and also has avoided excessivedependenceon cash. This
record is associated,among other things, with Hungary's
actionsin restructuringits state bankingsystem,privatizing
it, and opening the sector to foreign competition. The
restructuring of state banks was undertaken while they
were still publicly owned. Such a rigorous approach has
yielded significantbenefitsin terms of the ability of banks
to finance both government and the enterprise sectoraverage annual new lending to the economy has been the
equivalentof just over 7 percent of GDP based on average

annual new deposit mobilization worth the equivalentof
5.5 percentof GDP.Poland liesin a similarposition on figure 17.1 to Hungary, despitehaving started the 1990s in a
much worse position. It too has seen the banking sector
consolidate, partly under pressure from foreign capital,
but at no costto the supply of domesticfinance.In Poland,
an averageof 7 percent of GDP has been injectedinto the
domesticeconomyannuallyby way of new bank financing,
and the bulk of this has been domesticallyfinanced. Both
countriesnow have bankingsystemswith ratios of deposits
to GDP in the 35-40 percentrange: three timesthe Russian
level.
Lithuania offers the contrast of an initiallyvery slow
adjustment that failed to keep pace with, for example,
Estonia in its overall level of monetary development (figure 17.1).14None of the other Baltic governments did
more to protect domestic depositors from the consequences of bank failure than did Lithuania. As a result,
Lithuania has the lowest ratio of bank depositsto GDP of
all three of the Baltic states. In the last few years, this situation has begun to changemarkedly.Real progress started once Lithuania began serious preprivatization work

14. Currency reform was delayed and staggered over two years. Lithuania had a major banking crisis that eliminated some of its
largest banks (state and private).
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on the two remaining state banks and established a fully
functioning and credible deposit insurance fund. The
deposit insurance fund has been operational for two years
and has successfully covered two payouts. The ratio of
deposits to GDP has risen to recover all of the ground lost
over the previous three years, when the Lithuanian government was spending far larger sums on informal bailouts
of failed banks. The Lithuanian economy entered 2000
with significant consolidation of its banking system well
under way, the two remaining state banks moving toward
privatization, and a growing presence of foreign capital.
After years of disappointing performance, its banking system is rapidly catching up with that of other Baltic states
and, in all probability, has begun to move from the slowto the fast-adjusting group.

* The operational costs of banking that are potential-

ly under the direct control of banks. These include
wages, the costs of owning and operating fixed
assets, the burden of nonearning assets, and so forth.
Figure 17.6 assembles some initial evidence on this
point for nine of the transition economies shown in figure
17.1.15 It shows first the share of leading banks' total
assets in each country that actually earn income-an indicator that is sensitive to the degree of political interference
in what should be commercial decisions. Second, it shows
the ratio of operating costs to interest-earning assets.
When this ratio is inflated by the existence of too many
small banks and too high a burden of policy-induced
costs, it ultimately must result in a higher spread between
deposit rates and lending rates, thus increasing the real
cost of borrowing. Does this affect financial depth? And,

TheEconomic
CostsofTryingtoAvoidBankingSector
Consolidation

if so, how?
The share of earning assets and the ratio of costs to

Most of the countries with low levels of monetary
development (that is, countries located toward the upperleft quacdrant of figure 17.1) are characterized by either or
both of the following:
* A high lcvcl of tolerance of alternativc financial
arrangements that damage banks
• An unwillingness to see the rapid consolidation of
the banking sector.
Both factors have a direct bearing on the efficiency of
a country's banking system as a way of mobilizing and
intermediating the domestic savings needed to support
investment and economic growth. They share one feature-they both raise the costs of the business of banking.
This suggests an important avenue of further enquiry in the
search for an explanation of intercountry differences in
financial depth. This is an enquiry into the cost bases of different banking systems. In doing this, it is analytically helpful to subdivide banking costs into two separate elements:
* "Policy-induced" costs-costs on banks directly
associated with policy interventions and therefore
not under the control of the banks themselves.
Evcamplesin the population of countries we are considering include unremunerared reserve requirerwents, unreasonable taxation arrangements for
banks, administrative interventions such as the
Kartoteka systems found in Russia and Ukraine, the
costs associated with volatility of key money market
i[terest rates, and the costs of large loan losses
caused by high levels of state-directed lending.

earning assets for the two least-monetized banking systems
in this set-Ukraine and Armenia-are both significantly
worse than for more advanced banking systems. The average cost of banking in these least-developed systems is
also very high (up to 10 pcrccnt) relative to industrialcountry norms of around 2-3 percent of total assets. More
detailed analysis of the data behind these charts reveals
that the best of the large Ukrainian banks has a lower ratio
of total assets actually earning income than the weakest
banks in comparator countries such as Poland, Estonia,
and Latvia. Similarly, cost ratios in even the better banks
in the least-monetized countries are high relative even to
those in weaker banks in many of the better-performing
countries, including Hungary, the Slovak Republic, and
Poland. Although these better-performing countries all
have some banks with quite high costs, the key point is
that they have a sufficient core of efficient banks to support effective and, above all, low-cost intermediation.
These comparisons suggest that high costs in banking
must have an obvious and direct impact on spreads (the
lending rate relative to the cost of funds) and that these
higher spreads must, in turn, exert a significant influence on
the ability of the banking system to mobilize saving and
thereby increase financial depth. This is confirmed by comparisons of real deposit and lending rates for a similar set
of transition economies ranked by their ratio of domestic
deposits to GDP, as shown in figure 17.7.
The evidence reveals great variation among countries
in their level of real deposit and lending rates as well as

15. The country selectionsare basedmerelyon the availabilityof detailed and comparable cost data on individual banks in the countries concerned.
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FIGURE
17.6 KEY
BANKING
EFFICIENCY
RATIOS
ANDRATIOS
OFDEPOSITS
TOGDPINCENTRAL
ANDEASTERN
EUROPE,
1998
(A) Income-Earning Assets as a Percentage of Total
100%°/0------

---

-

-

--

--

100%

-

U

75%

75%

50%-

50%

25%-

25%
n/a**

0%

,

0%

21
-25%--

-

35-

20

17

13

12

7

5

31

-- 25%

38
-50%-_

56

-50%

-75%-_78

-75%

-100%-----

|

-

Depthin 1998 (percentof GDP)

-

-100%

*Average of banks in best quartile for assetratio

|

(B) Costs as a Percentage of Income-Earning Assets
10.

0

--

%

.

10.0%

7.5%-

_-7.5%

5.0%

||

2.5%0.0%

5.0%

_"

2.5%

U~~~~~~~~~~~
-V

n/a

-2.5%--5.0%--

*
-

35

3

a

*,

2

1

0
-

I

60
78

56

C

,

12

7

7

5

-0.0%

--5.0%
--7.5%

______
6.

13

-52.5

-38

-7.5%--10.0%

*

-10.0t;

Depth in 1998 (percentof GDP)

;>

Averageof banks in best quartile for cost ratio-l

201

Peachev

and

Roe

FIGURE17.7 REALINTEREST
RATES,SPREADS,
ANDRATIOS
OFDEPOSITS
TOGDPIN
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financ al depth-Ukraine and Armenia again stand out as
clear outliers. Russia, for these purposes, can also be bracketed with these two countries.1 6 But equally clearly there is
no simple explanatory link running from high real deposit
rates, on the one hand, to financial depth, on the other.
Several countries that offer apparently very attractive real
deposit rates have small banking sectors. Ukraine, Armenia,
and Ra,sia are the obvious examples-all three countries
have suffered high real interest rates for several years.
Figure 17.7 suggests that there is a stronger correlation
between financial depth, on the one hand, and the spread
between deposit and lending rates, on the other. In other
words, where the cost of intermediation is high and puts a
significant wedge between deposit and lending rates, then
financial depth seems to be reduced. Pair-wise comparisons between countries with similar levels of real deposit

ElReal loan rates in 1998

rates (for example, Ukraine and Poland; Ukraine and the
Slovak Republic; Lithuania and Hungary) add further
weight to this idea. They hint at the possibility that high
real lending rates restrain feasible rates of asset growth and
that this is a more critical determinant of financial depth
than the adequacy of real deposit rates.
This points to a structural banking industry explanation for the persistence of high real interest rates as a feature of transition economies even after inflation seems to
have been brought under control. Standard macroeconomic analysis argues that stabilization should give rise to
lower actual inflation, which, after some lag, should also
result in lower expectations of future inflation. These more
benign expectations should, in turn, encourage increased
money holdings that then mean low inflation can be sustained at a lower cost and on an ongoing basis. If real

16. It is worth highlighting the experiences of Russia, which fails to show up in figure 17.7 because of the choice of year. Real interest rates in Russia generally became significantly positive (20 percent or above) in late-1994 and remained at very high levels in
real terms for almost three years, until May 1997. There was a further burst of high real rates in the spring of 1998. No country in Eastern Europe had to deal with such protracted periods of such severely high rates.
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interest rates stay high during this process and for sustained periods (that is, more than six to nine months),
then the macroeconomic programs that have produced
these simply are not credible, and a relaxation is called for.

sis suggest that it is the surface gloss of reform that attracts
the good scores-the serious commitment to the real intent
of reform is another matter entirely!

But this has proved to be difficult advice to follow, and

FinancialCrisisandFinancialDeepening

there are several examples in the FSU where real interest
rates have been demonstrably higher than is credible for
lengthy periods of time.
Based on this logic and the comparisons among countries presented here, it can be argued that the real cost of
borrowing is unlikely to fall to credible levels until the
intermediated financial savings of an economy consolidate
around a smaller number of lower-cost banks. In effect, the
failure to bring about consolidation of the banking sector
raises the cost of intermediation to the whole economy
and thereby reduces domestic funding of the heavy investment requirements typical of transition economies. This is
confirmed by the comparisons in table 17.2. These show
the volume of funds mobilized in three fast-adjusting
economies where the banking sector operates on a relatively commercial basis and in five other economies where
government has used various direct and indirect means to
manage the process of consolidation or to protect banks
from the consequences of failure.
The evidence presented suggests that a high level of tolerance of alternative financial arrangements that damage
banks or an unwillingness to see the rapid consolidation of
a country's banking sector ultimately reduce financial depth
and starve an economy of affordable domestic finance for
investment. There is a strong link between these two points.
The protective instincts that lead to implicit subsidies to
failing enterprises-provided via mechanisms including
barter and nonpayment-are the same instincts that argue
in favor of extending the lives of failing banks. In the
hybrid stage of transition in which countries such as Russia,
Ukraine, and some of the Central Asian states now operate,
the motives behind this are no longer attributable directly
to the state socialism that drove events before 1989. Today,
the residue of such politics interacts with the complex
struggles for the private ownership and control of valuable
economic assets to generate this type of result. This pattern
of behavior seems quite capable of coexisting with apparently good performance in relation to standard scorecards
of reform, including reform of banking regulation and
supervision. But where this coexistence occurs, the analy-

What, if any, conclusions can be drawn from this
analysis about the significance of highly publicized banking
crises in the transition economies, such as the Russian crisis in the fall of 1998? Should regulatory and supervisory
efforts be intensified to head off such crises, or do they play
a different role in the transition economies than they do in
more settled banking systems?
In financial systems that remain in phases 1 and 2 of
the transition, the economic costs of a financial crisis will
be quite low relative to those in the more mature banking
systems that sustained crises in Mexico, East Asia, and
elsewhere in the 1990s. As figure 17.1 indicates, those
banking systems typically have ratios of deposits to GDP of
only around 10 percent. Consequently, the capitalization of
banks in those systems is unlikely to be more than around
1.5 percent of GDP. Even generous compensation of the
depositors of those banks that fail during a crisis is unlikely to involve a cost of more than about 1-2 percent of GDP.
This compares with the estimated costs of the crises in
other parts of the world, which are frequently more than 10
percent of GDP and can go as high as 50 percent.17
Second, in those phase 1 and 2 economies where tolerance of barter and nonpayment is a key part of the explanation of low financial depth, barter intermediaries represent
a large alternative source of working capital for productive
enterprises.Hence, even a significant short-term interruption
in the availability of finance from some banks-or an
increase in its cost-will have a muted effect compared to
that same shock in a more normal banking system.18
The threat of crisis should not be accepted as an argument in favor of enhanced protection to systemically highcost and "bad" banks. On the contrary, if the authorities
have any choice in the timing of a banking crisis, they
should let it happen in phases 1 and 2, as indeed was the
case in the Baltic states. Whether the benefits of crisis can
be achieved-that is, the accelerated consolidation of the
banking sector around a lower-cost core-is another matter. The experiences of both Russia and Ukraine in 1998
indicate that it is as easy to let the opportunity presented by
crisis slip away as to grasp it.

17. See, for example, Evans (2000), who notes that the 1997 crisesin Indonesiaand Thailand, for example,involvedcostsof 40-45
percent of GDP.The crisesin Argentina and Israel in the early 1980s had costs of s5 and 30 percent of GDP, respectively.
18. In both Russia and Ukraine,this point and the large exchangerate depreciationassociatedwith the crisisare probably sufficient
to explain the recoveryin real economicactivityseen in both countries in 1999 and 2000.
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Conclusions
andFuture
Prospects
Therearesignificant
differences
inthelevelof financial
intermediation
established
in differenttransitioneconomies
are
acrosstheFSUandin EasternEurope.Thesedifferences
stronglylinkedboth to the natureof the macroeconomic
disruptionsassociatedwiththeearlytransitionyearsandto
the qualityof therecoveryfromthosedisruptions.In those
countriesthat havesufferedfrom episodesof hyperinflation,a criticalfactorhasbeenthepolicystancein theperiod followingthe early inflation-stabilization
programs,
whichalmostall sucheconomieshaveundergone.In this
period,bankslosethe easyaccessto profitsarisingfrom
specular-ion
and delayeddebt write-offsand needto earn
theprofitsto fuelfuturebankingsectorgrowthby offering
seriousbankingservicesat increasingly
lowermargins.
Severalcountriesin the FSUhave side-steppedthe
macroeconomic
pressurescomingfromtightmonetaryand
fiscalpoliciesby allowinghighlevelsof barter and nonpaymentin their economies:Russiaand Ukraineare the
mainexamples.Thesepracticesserveto keepalivefailing
enterprises
evenafterformalbudgetandcreditsubsidies
are
no longeravailable.Buttheyalsodo significantdamageto
the prospectsfor the earlyrecoveryand deepeningof the
financialsystemsof thecountriesin question.Theinstinct
of somecountriesto protecthigh-costand inefficient
banks
is a second,veryimportantreasonfor the slowdeepening
of financialsectors.Thisis because,evenwhenpositivereal
depositinterestrates are established,high-costbanking
implieslendingratesin realtermsthat aretoo highfor serious enterprisesto afford. So banks have little basis on
which to expand their businesses.The alternativethat
seemsto beassociatedwithmorerapidfinancialdeepening
is theexpeditious
consolidationof bankingarounda much
lower-costcoreof banks.Thishas occurredin someof the
Balticstatesas well as in severaltransitioncountriesof
CentralEurope.
Allof the Europeantransitioncountriesseemto have
establishedthebasicfoundationsof improvedbanksuper-

forgoinga substantialcontributionto investmentfinancing
and economicgrowthas a result.Sincereasonablydevelopedbankingsystemsarealsoa prerequisitefor theemergenceof broadand deepcapitalmarkets,thosesamecountries are unlikelyto see earlyprogressin capitalmarket
development.
The criticalquestionsfor the futureare whetherthe
laggingcountriesidentifiedin figure17.1 can catch up
withthemoreadvancedcountries.If thisis possible,what
policymeasuresare neededto achievethis?Recenteconometricresearchshowsthat theinitialconditionsof countriesin 1989(including
geographical
location)appearto be
a significantexplanationof differencesin growthperformancein the period1989-99.Mostof thecountriesidentifiedby this researchas havingunfavorableinitialconditions also show up prominentlyin the list of countries
withpoorlydeveloped
financialsectors(forexample,in figure 17.1).19
Thissuggests
that theremaybesomeinevitabilityandcommoncausein thedifferentpatternsof botheconomicgrowth and financialsectordevelopment-both
beingrooted in the geography,the history,the politics,
andtheculturesofthecountriesbeingcompared.However,
thesameeconometric
researchalsonotesthegradualdecay
in theeffectof initialconditionson growthperformance
as
theforcesof marketeconomicstakeroot.Thissuggestsan
increasingconvergence
of growthperformanceovertime.
It seemslikelythat a similarpatternis possiblein relation
to financialsectordevelopment-withthe possibilityof
convergence
to levelsof financialdepthat somethinglike
thepresentlevelsin Polandand theBalticstates(25-30percentof GDP)becomingthe norm for mostFSUcountries
duringthe next5-10years.
However,the evidencemobilizedin this chaptersuggeststhat this convergenceis by no meansinevitable.If it
isto occurin anyparticularcountry,reformofthe financial
sectorwill have to deepen.The standard indicatorsof
progresswith economicreform(whetherthegeneraltransitionindicatorsoftheWorldBankand theEuropeanBank

visionand regulation.Butseveralcountries,includingsome
in the FSUthat haveaccomplishedreasonablysound supervisionand regulation,still findthemselveswith smallbank-

for Reconstructionand Developmentor the specificbanking sector indicators of the BIS and IMF) correlate quite
poorly with the differencesin financialsector development

ing sectors representing only around 10 percent of GDP. As
the comparisons in table 17.2 indicate, these countries are

noted in this chapter. The patterns of behavior that lie
beneath these indicators seem to matter more than most

19.In a principalcomponentsanalysisof the EuropeanBankfor Reconstruction
and Development,for example,the firstprincipal component-explainingalmost50 percentof the varianceof initialconditionsacrosscountries-is extremelyhigh (unfavorable)forAzerbaijan,Georgia,Kazakhstan,the KyrgyzRepublic,Tajikistan,Turkmenistan,
andUzbekistan.It is low (favorable) for all the Central European economies and moderately low for the Baltic states. Russia and Ukraine both have scores lying
betvweenthose of Central Asia and those of the Baltics.See,especially,Falcetti, Raiser, and Sanfey(2000).
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previous analysis has recognized. Unfortunately, these patterns are inherently much more difficult to measure and
compare across countries. The chapter has focused particularly on the costs of different banking systems and has
suggested that the convergence of the cost to asset ratio of
the typical bank in a country toward industrial-country levels is likely to be required before a lagging country can
expect to achieve significant financial sector deepening.
This logic leads naturally to a consistent menu of costreducing policy reforms to produce deeper banking systems. That menu comprises, inter alia, the following:
* The reform or elimination of most government policies that contribute to the high cost of banking. This
would include the elimination of all politically directed lending, but it also would include the elimination
of institutions such as the Kartoteka in Russia and
elsewhere, improved domestic debt management to
reduce the volatility and costs of money market
operations (a particular problem in Russia and
Ukraine after the 1998 crises), improved collateral
procedures to lower the costs to banks of collateral
enforcement, and lower or better-remunerated
reserve requirements.
* The radical reform of systems of nonpayment or
barter in all countries in which these practices are
widespread. These practices also raise the costs of
doing conventional banking by (a) obfuscating the
information available to banks about potential lending prospects and (b) establishing unregulated alternatives to conventional banks in relation to both
the credit and the payment functions.
* The adoption of an increasingly low supervisory tolerance of the high operating costs and low ratio of
earning to total assets that are characteristic of nmany
large state and fornmerstate banks in the FSU. Bank
restructuring efforts in relation to such banks have
often focused narrowly on rebuilding the capital
base of these banks. A broader approach that recognizes the critical role of lower operating costs to
support the expansion of banking capacity is now
required. Banks that cannot aspire to industrialcountry cost ratios will need to be phased out.
* The adoption of explicit supervisory policies to
accelerate bank consolidation to concentrate a bigger percentage of banking business on the lower-cost
banks. This would include a lower degree of supervisory tolerance of marginal performance by smaller banks as well as explicit efforts to broker mergers.
As much banking business as possible should be concentrated on those banks in a system that are able to
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operate with costs approaching industrial-country norms.
This, in turn, would both expand the potential volumes of
new lending that can be provided to sound enterprises and
enable those banks to achieve the profits needed to fuel
their own more rapid expansion. The alternative protective stance that is still observed in many transition
economies short-circuits both of these beneficial developments.
How does this idea relate to some of the more conventional prescriptions for banking sector development,
such as the accelerated privatization of banking and
increased foreign bank entry? The answer is that it relates
to them only indirectly. The analysis presented in this chapter suggests that privatization, for example, would have little substantive impact on financial sector development
unless it could be accompanied by all or most of the costreduction measures listed in this chapter. Private ownership
of banking is common in most of the countries displaying
the lowest levels of financial depth. But the private banks
are relatively powerless to (a) achieve really low operating
costs and (b) increase market share on the back of those
low costs because the policy and operating environment for
banking prevents this. Equally, the presence of foreign
banks in most of those same countries is quite significant
(20 percent of total assets in Ukraine, for example). But
most foreign banks cannot be expected to push hard to
broaden and deepen their operations in these countries
when the policy and operating environments have so many
features inimical to sound banking.
These and some other standard prescriptions for financial sector development, including stronger regulatory and
supervisory structures, are better regarded as necessary
conditions for eventual financial sector deepening, but not
as sufficient conditions.
While no case has been made that banking crises are an
inevitable step along the route to building fundamentally
stronger banking systems, this chapter has illustrated that
large-scale banking failures should not be seen as invalidating tough regulatory regimes. Rather, banking crises
can reinforce strong regulation, provided the end result is
intermediation increasingly focused around a smaller group
of more efficient banks. In this respect, politicians should
not fear crises as much as they do; recovery can be achieved
easily within a three- to five-year time horizon, and avoiding necessary consolidation is a high-cost, not a low-cost,
solution to banking instability.
The likely outcomes in the next few years in those
countries that are presently lagging hinge far more crucially on the willingness of policymakers to embrace systematic
cost-reducing and bank-consolidating reforms of the type
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advocated here. Once this is done, the lagging countries
likely will move rapidly (5-10 years) along the same transition path as has been observed in countries such as
Estonia (figure 17.4d) and Poland (figure 17.5a). This will
enable threm to have ratios of deposits to GDP of around
25-30 percent and an associated annual flow of intermediated finance to the economy several percentage points of
GDP higher than is possible today. This development also
will bring closer the point at which significant capital market development can be seriously contemplated in these
countries.
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Chapter 18

Aspects of Banking Supervision

Christian Durand and Wim Fonteyne

his chapter addressesthe main policy issuesrelating to the supervisionof banks that the ECA
countries' have met, are now encountering, or are likely to meet according to their stage in
the transition process.
MainPurposes
of Supervision
Although banks have a semipublicpolicy role, their
main objective is-or should be-to make a profit.2
However, profit maximization requires taking risks and
may often lead banks to undertake actions that go against
the public's interest.Therefore, to reconcilebanks' profitmaximizingobjectivewith their semipublicpolicy function,
an appropriate regulatory and supervisory framework is
required. Such a framework needs to promote prudent
banking-among other things, by putting reasonable limits on the risksthat banks are allowedto take-in order to
reduce the probability that institutions will fail. It also
needsto organizecompetition in an efficientway, so as to
preventbanks from gainingmonopoly power and to ensure
that a wide range of banking servicesis available at low
costs, without placing excessiverestrictions on the commercialfreedom of banks. A reliable supervisorycapacity

is required to enforce the regulation, adapt it to changing
circumstances,and help build public confidence.
A healthy banking sector is maintained through the
combination of bank licensingrules, which determinethe
criteria for entry, and banking supervision, which allows
the detection of unqualifiedcompetitors and forces them
out. However,adequatesupervisiondoes not guaranteethe
eliminationof failure. A plethora of factors could lead a
bank to fail, and it would be unrealistic to seek a system
likelyto eliminateall of them. Moreover,there is virtually
no country that has never experienceda bank failure.
Due to the macroeconomic shocks and structural
changesof the transitionprocess,the inheritanceof the past,
the proliferationof commercialbanks after the onset of economic liberalization,and initial limitedsupervisorycapacities, ECAcountriesexperiencedan unusuallyhigh number
of bank failuresand bankingcrisesduringthe 1990s.3 Major

1. Forthe purposeof thischapter,ECAcountriesreferto countriesin Europeand CentralAsiareceivingassistancefromthe World
Bank,namelyAlbania,Armenia,Azerbaijan,Belarus,BosniaandHerzegovina,Bulgaria,Croatia,the CzechRepublic,Estonia,
Georgia,Hungary,Kazakhstan,the KyrgyzRepublic,Latvia,Lithuania,FYRMacedonia,Poland,Romania,and the Russian
Federation.
2. For a discussionof the role of the financialsectorin economicdevelopmentandgrowth,see,amongothers,Beck,Levineand
Loayza(2000);Demirguc-Kunt
and Maksimovic(1998);Easterly,Islamand Stiglitz(2000);Levine(1997);Levineand Zervos
(1998);and Rajanand Zingales(1998).
3. Boot and van Wijnbergen(1995)note the absenceof regularcommercialbanks in EasternEurope(exceptin the Federal
Republicof Yugoslavia)
andthe formerSovietUnionas recentlyas 1987.However,by1994,thcrcwcremore than3,600banks
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banking crises occurred in Bulgaria, Estonia, Hungary,
Latvia, Poland, Romania, and the Russian Federation
(Russia). In Russia alone, more than 200 banks failed in the
1990-95 period. During the same time frame, there were
more than 45 bank failures in Kazakhstan and more than 20
each in Armenia, Estonia, and Latvia (see Gorton and
Winton 1998).
Banking supervision should not try to prevent risk taking altogether, since risk is a quintessential part of financial
intermediation. However, supervision should seek to ensure
that banks are able to identify, measure, and monitor the
risks they take. This entails ensuring that banks have a wellfunction] ng risk management system. Furthermore, financial
sector regulation should not distort the market. It should be
designed carefully so as not to favor a particular activity or
a specific type of institution (for example, by putting banks
at a comlpetitive disadvantage vis-a-vis nonbank financial
institutions). In this respect, the tax regime, monetary policy, and exchange regime also play a considerable role.
Finally, a strict regulatory framework should foster competition among banks in order to achieve an optimal allocation
of resources. Conservative practices aimed at stabilizing
banks and their customer base should be avoided.
At no point should supervisors take over management's role. Supervision has to limit itself to making sure
that bank managers stay within the constraints set in the
regulations and maintain at a reasonable level the risks
associated with their banking activity. However, in extreme
cases, when strong remedial action is needed, the gap
between supervision and management may become very
thin. Supervisors may even need to intervene to oust and
replace an incompetent management team.

able initial licensing process that prevents new entry or sets
capital adequacy requirements so high that investment in
the banking industry is being discouraged. In this regard,
when establishing a banking business, the first major
impediment to overcome is the need to meet the required
level of minimum capital. The next step would be to decide
on the additional capital needed from shareholders to
increase business activity within the established key prudential capital ratios.
Capital is the key indicator of banking soundness for
two main reasons. First, it is well known that strongly
capitalized banks can better withstand shocks than their
weaker counterparts. Second, it is a simple indicator to
define and use-far simpler than the traditional regulator's rating system based on capital, assets, management,
equity, and liabilities (CAMEL). Clearly, imposing a high
level of capital tends to reduce banks' return on equity.
Therefore, it is advisable to have a balanced approach
aimed at requiring the level of capital that is really needed and not more. However, this requires sophisticated
tools and a long, consistent series of accurate data, which
rarely are available in ECA countries. At the same time,
bearing in mind that capital is the only cushion protecting customer deposits, the lower the capital is, the more
deposits are at risk. The realization of this risk will
depend on the time that the supervisory authorities need
to take action when problems occur and losses start eating away at capital. Obviously, the faster the authorities
are able to take action, the lower is the minimum level of
capital that can safely protect bank deposits. The
response time of the authorities will, in turn, depend on
the efficiency of their monitoring and a series of elements of the general environment, such as accurate

Designing
a Supervisory
Systemfor ECACountries

accountancy, absenceof political intervention, and good

Banking is an unusual business based on confidence
between lender and borrower, banker and depositor. This
confidence should be supported by a strong regulatory
system, particularly in countries with a limited banking culture. Because it takes more time to build credibility than to
lose it, iir makes sense for the supervisory authorities to
build an effective bank regulatory system cautiously and
gradually.
However, bank regulation, when excessive, can have
adverse effects on the way banks are managed, thus limiting the potential for market development. Examples of
such excessively strict regulation could be an insurmount-

law enforcement.
Another typical capital-based regulation is the limit on
large credit exposure to a single borrower. Concentration
of lending is sometimes difficult to avoid in countries
where the economy is dominated by a limited number of
sectors (for example, due to the country specialization
prevailing in the centralized organization within the former
Comecon framework) served by a limited number of financial institutions. Avoiding concentration of loans is even
more difficult when the economy is based on the primary
sector. Here again, regulations may hurt by limiting the
financing available to large quasi-monopolistic compa-

in the countries of the former Soviet Union alone, of which more than 2,500 were in Russia (see Dziobek and van der Vossen
1999). Alsoin 1994, there were about 70 banks in Poland, about 60 in the CzechRepublic, about 40 in Hungary, and about 30
each in Bulgaria,the SlovakRepublic, and Romania (seeGorton and Winton 1998).
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nies. Transitional arrangements such as credit pools could
be organized, but such arrangements do not foster competition.
As long as a country's financial markets are not well
enough informed to impose market discipline, and the
public is not sufficiently educated to distinguish between
financial institutions, the problem that regulators face is
how to determine the optimal level of regulation among the
many tradeoffs between development and stability. To do
this well, the authorities must be able to phase in an effective system of bank regulation within the overall reform
process. To illustrate the feasibility of such sequencing, the
phasing in of bank supervision and financial restructuring
measures can be classified into three progressive stages of
implementation (see Sundararajan 1999). The first of these
stages-the preparatory stage-focuses on the legal basis of
bank supervision restructuring, together with a minimal
program of financial restructuring to initiate stabilization
and prepare the ground for financial market development.
As market-based instruments of monetary policy are introduced to initiate financial liberalization in the second stage,
a critical mass of reforms in prudential supervision and in
bank and business enterprise balance sheets is implemented in parallel. This initial group of reforms helps accelerate
the adoption of indirect instruments, improve their effectiveness, and set the stage for more comprehensive reform
of prudential supervision and bank restructuring in the
medium term. As markets develop, prudential norms,
supervisory procedures, and restructuring actions are progressively refined and modified in line with market development and internal governance of financial institutions,
thereby helping to consolidate financial market development in the third stage. Throughout this process, an important question is how closely international standards should
be followed.
In the ECA countries, major efforts have been undertaken to develop an appropriate regulatory and supervisory framework (for an overview, see Knight et al., 1997,
and Dziobek and van der Vossen 1999). In all countries,
the central bank also became the banking supervision
agency. During the first half of the 1990s, most ECA
countries adopted new banking laws, often with rather
lenient bank licensing rules. Later on, in many countries
and especially in the former Soviet Union, rules had to be
made stricter to stem the proliferation of small, weak,
and inefficient banks. From 1992-95 onward, minimum
capital and capital adequacy requirements were raised
throughout the region, licensing and exit policies were
tightened, and overall banking supervision capacities
were reinforced, contributing to a fall in the number of
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banks in the former Soviet Union from 3,600 in 1994 to
about 2,500 in 1997 (see Dziobek and van der Vossen
1999).
Should International Standards Be Adopted
in ECA Countries?
International standards, established by organizations
such as the BIS (Bank for International Settlements) and
IOSCO (International
Association of Securities
Commissions), reflect years of experience. As such, emerging economies can benefit from their expertise in defining
the most efficient tools for effective bank supervision.
Adhering to international standards also facilitates the
dialogue with foreign investors, since all parties involved
are "speaking" the same language. However, adopting
these standards also raises concerns. On the one hand, it
is possible in the early stages of banking system development that banks will have difficulty meeting international standards. It clearly would not be advisable to set high
standards that banks would not be able to meet. The
solution is usually to phase in reforms in a manner consistent with the type of activity and the level of risks
acceptable at a point in time, to maintain international
standards as an objective, and to design a step-by-step
path to achieve them. Conversely, it is possible that international standards may not be stringent enough to reflect
accurately the risk exposure in some countries. This might
be the situation in the case of two key ratios: capital adequacy and liquidity. The capital adequacy ratio, together
with the large loan exposure ratio, probably should be
more stringent when the legal framework for loan recovery is weak.
Moreover, often the capital adequacy ratio chosen by
developed-country regulators is calibrated for industrial
countries whose economies are generally larger and less
vulnerable to exogenous shocks. These ratios may not be
strict enough for some transition economies. Imposing
higher requirements may appear onerous and possibly
pose an impediment to financing development, but it may
be inevitable if regulators are to have a realistic chance of
intervening in a failing bank before all its capital is eroded. The establishment of appropriate capitalization levels
for country circumstances is a matter that needs to be considered on a country-by-country basis. Clearly, there is a
risk that increased capital requirements could lead to disintermediation and to banks shifting loans from their
books into offshore subsidiaries; issues of international
coordination may arise. Capital requirements have been
substantially raised in ECA countries since the beginning
of the 1990s, and they are currently at or above the BIS
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standard of 8 percent of risk-weighted assets in most
countries.4
Finally,the assignmentof a zero risk weightingto a
country'; own government debt, as is done in industrial
countries,may not be appropriatein countrieswheredirect
and indirect government arrears are still common or in
countries that recentlyhave defaulted on outstandinggovernmentbonds,suchas the RussianFederationand Ukraine.
It often is arguedthat a governmentcan alwaysprintits own
moneyto repay banks,thus neverbeingin default.However,
this may not be the case when a currency board is in place,
or when a government has rejectedthe use of monetary
financingfor external reasons,such as the desireto be part
of a monetaryunionor to adhereto a stabilizationprogram.
Even when governmentshave confronted their loan delinquencies.they have on occasion secured preferentialconsolidation,whichhas beentantamount to a partial default,
at least as far as the bank's profit and loss account is concerned.In the end, there are sufficientreasonsto considerthe
possibilitythat lendingto a country'sown governmentmay
not necessarilybe free of risks.
Liquidityratios should reflectthe risk that banks may
not easily be able to find refinancingwhen needed,because
the monetary market is not efficient or is too narrow or
possibl) because the secondary market for securities-if
present--is not liquid. When this is the case, consideration
should be given to whether or not the central bank can act
as a lender of last resort.
International standards should no doubt be used as a
referencepoint, although they must be placedin a context.
This has been the objective of the joint International
Monetary Fund (IMF) and World Bank Financial System
AssessmentProgram(FSAP)in analyzingthe differentcomponents of the financial system, together with the macroeconomicframework, while conductingstandards assessments. Results of standards assessmentsconducted in the
context cf an FSAPcan be disclosedand can provide the
internaticinalsealof approval neededto promote the need-

ed incentive structure. At the same time, it sometimesis
argued that such standards tend to make it more difficult
for national institutionsto emerge,thus raisingthe question
of sovereignty.
Should Local Regulators Welcome
Foreign Institutions?
There is, of course, a tradeoff between sovereignty
and efficiencyin financialmarkets. Allowingforeign institutions to compete in the market makes it possible to foster the developmentof banking by bringingin competent,
experienced,and skilled professionals with the requisite
know-how. Claessens, Demirgui-Kunt, and Huizinga
(1998) find that, for a sample of 80 countries, increased
foreignentry tends to improve the functioningof national
banking markets, with positive welfare implications for
banking customers.However,as a corollary,they also find
that foreignentry makes lifeharder for domesticallyowned
banks, reducingtheir profitability.In this regard,Boninand
Wachtel (1999) note that foreignbank entry risks creating
a two-tiersystem in which strong banks with foreignpartners attract the bestcustomersand other banks are left with
less financiallysound and less profitableclients. The challenge for the regulator is to find a level playing field, in
which foreign-ownedbanks can competewith domestically owned banks in a healthy competition that strengthens
and improvesthe entire system.Boninand Wachtel (1999)
argue that one approach to this problem is to promote foreignentry in the form of joint venturesand equity stakesin
existing banks. Thus globalization, often thought of as a
threat, can becomean advantage,potentiallystrengthening
the resilienceof a small economy'sbanking system.
Among ECA countries, the countries of Central and
EasternEuropeand the Balticcountrieshave-in generalbeenmuch more open to foreignentry than the countriesof
the Commonwealthof IndependentStates (CIS; seeTang,
Zoli, and Klytchnikova2000). In addition,economicdevelopments so far have made the former countries more

4. Armenia, Azerbaijan, Belarus, Estonia, Latvia, and Lithuania have minimum capital adequacy ratios of 10 percent. Bulgaria, Czech

Repub'ic, Hungary, Poland, Romania, and the KyrgyzRepublicessentiallyhave adopted the BISstandard capital adequacyratio
of 8 percent. Georgia has introduced a gearing ratio of 10 percent. Kazakhstan has introduced a 12 percent requirement, with a
phase-in provision. The decision to opt for 12 percent was adopted in part because of recognized problems with accounting and
reporting-by requiring 12 percent, there is some comfort that at least 8 percent is actually achieved. It also may reflect the view
that in developing and transition economies commercial exposure should be risk weighted at more than 100 percent and that sovereign debt might properly attract a risk weighting of greater than zero. Russian regulations (Regulation 1) prescribe minimum
risk-weighted capital of 10 percent as of January 1, 2000, for banks with own funds of 5 million euros or more (countervalue)
and 11 percent for banks with own funds between 1 million euros and 5 million euros (countervalue). They do not require specific banks to meet varying ratios. Ukraine has a capital adequacy ratio of 8 percent. As of January 1, 2000, there were plans to
introduce individual solvency ratios for banks, which could be as high as 12 percent. No information is available about whether
the plan has materialized.
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attractiveto foreign banks than the latter. As a result, the
relative presence of foreign banks is now highest in the
Balticcountries.For example,the consolidationprocessin
Estonia resulted in a seriesof mergers.After these mergers
were completed, two major Swedishbanks acquired control of the country's two largest banks-accounting for
more than 85 percent of total banking assets-as part of
their strategic plans to gain a substantial presence in the
Balticstates.Foreignbanks alsohave an increasinglystrong
presence in Central and EasternEurope. They account for
about 60 percentof the banking systemin Hungary and 80
percent in Bulgaria,and they might reach90 percent in the
Czech Republiconce the privatization process is finalized
there. Bycontrast, foreignparticipation remains very limited in the banking systemsof the CIS countries, and the
existing foreignparticipation often originatesfrom fellow
CIScountries(seealso Dziobekand van der Vossen1999).
In many instances,ECAcountries havesought to limit
foreignentry in their banking systems.In Poland, the government refused to grant any licenses to foreign banks
from 1992 until 1994, an episode that may have contributed to the relatively low share of foreign banks in
Poland'sfinancialsystem,in comparisonwith other Central
and Eastern European countries. In Kazakhstan, foreign
banks cannot own more than 25 percent of a domestic
bank's stock.

Should Internationalization Be Fostered?
Although there is much concernthat increasedglobalization of financial markets can increasethe volatilityof
capitalflows,globalizationalsocan provideopportunitiesto
diversifysome of the risks facing a small financialsystem.
Small economies would do well to develop policies to
strengthenthe resilienceof their financialsystems.Innovative
risk-sharingfinancialinstrumentscan help,but achievingthe
fullpotential mayrequire strongerownershiplinks between
financialinstitutionsat home and abroad.As the networkof
financial institutions has become more diverse and more
complex,sophisticatedfinancialsystemshavebecomemore
resilientto isolatedfailure(Honohanand Vittas 1996).Not
everycountry can expectto build a comparablecomplexity
by itself,but by becomingmore integratedinto the international financial network it can obtain the benefits of
increasedresilienceas well as diversification.
In the end, most macroeconomicshocks for a small
country are only regional or sectoral shocksfor the global
economy.The risk of suchshockscan, in principle,be diversified.One theoreticaloption is to diversifythrough market
instruments.Banksmight findways of sellingor swapping
part of their loan portfolio to banks in other countries. Or
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marketedderivativeinstrumentslinked to objectiveindicators correlatedto national economicconditionscould providea vehiclefor diversification.The alternative,and more
practical, option is greater involvementof foreign-owned
banks in a country'sdomesticbanking.For example,heavy
loan lossesat the local branch of a multinationalbank will
not entail failureof the entire bank.
Similarly,in considering the problems of macroeconomic shocks and the pressure of government ownership,
the advantages of greater participation of foreign banks
become clear, since they generallyhave long experience
and come from strong banking systems.Foreignbanks are
more likelyto impose strict controls on their international
branches and subsidiaries. Therefore, concentration of
lendingis lesslikelyto be condoned,especiallyif it is to parties related to the local management.Local loan approval
is also less likely to be given free reign, and government
pressure can often be more readily resisted. Such mechanisms of internal control are likelyto be much more effective than external regulationsand supervision.
An important obstacleto this approach is the common
perceptionthat foreignownershipof banks compromisesa
country's sovereignty.Conversely,when foreignbanks are
welcomed, they may not always be rushing to enter.
Experience to date of foreign-ownedbanks in transition
countries varies, but often such banks have tended to confinethemselvesmainlyto servicingthe localactivitiesof foreign enterprises and the trade financerequirements of the
largest domesticenterprises. Partly as a result of this, but
also because of better management procedures and less
pressure from governments, the failure of foreign-owned
banks has often been far more rare than among domestic
banks-even though foreignbanks' lack of local information can sometimeslead them to make hazardous lending
decisions.Nevertheless,the relativelymodest response to
the opportunitiescreated by the changesin Eastern Europe
and the SovietUnion, and in the single European market,
suggeststhat industrial-countrybanks will remain highly
selectivein their entry decisions.
Obviously,there are no simple and immediate solutions. But the traditional view that liberalization of the
capital account needsto be delayedin order to protect the
domesticfinancial system from destabilizingcapital flows
must be adapted to take into account the argument outlined here, based on the insulating propertiesof the global
financialnetwork.
How Many Supervisory Institutions?
The debate on the benefits that could be obtained
from having a single national financial services regulator
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instead of several specializedsupervisory agenciesis not
closed (for an overview, see Fleming and Taylor 1999,
2000; Abrams and Taylor 2000). Goodhart and others
(1998) may well be correct in stating that "there is no universal model," not only becausemarkets have developed
differentlyin various countries, but also becausethe regulatory framework reflects different cultures of regulation
and control. Among the factors to consider before opting
for one or another solution are the following:

In practice, and despite the recent attention given to
this approach, few countries have (so far) adopted the
IFSSAmodel. Among developed countries, Denmark,
Iceland,Japan, Norway, the Republic of Korea, Sweden,
and the UnitedKingdom have a singlesupervisoryagency.
Among ECA countries, Latvia, Estonia, and Bulgaria are
consideringintroducingone.
Whatever the merits of the single regulatorapproach,
before making any decision on the establishment of an

* The number of institutions to supervise5
* The interrelations among the financial sector components 6
* The complexity of financial business activities
* T he number of agencies to merge.
The case for a single integrated financial sector supervisory agency (IFSSA)has, of course, both positive and negative arguments. The most important positive arguments
are that one can expect economies of scale and scope from
combining regulatory responsibilities within one or two
bodies, that supervision of financial conglomerates is better done by an IFFSA, and that an IFFSA guarantees competitive neutrality in the supervision of different types of
financial institutions. Among the negative arguments, the
most important are that the division of functions and duties
among different government agencies could be unclear or
even contradictory, that their mutual relationships and
supervisory powers could be insufficiently coordinated,
and that there could be differences in the level of competence among the supervisory agencies and differences in the
powers granted to them by laws and regulations.
The case against unified regulatory agencies argues
that it is difficult for an IFSSA to strike an appropriate balance between the different objectives of regulation, that it
may suffer from diseconomies of scale, that the different
kinds of ftnancial institutions require a very different supervisory approach, and that there is a risk that customers and
creditors of nonbank financial institutions will expect all
institutions supervised by a single agency to enjoy similar
protectiorn(for example, deposit insurance) in case of failure.

IFSSA,the following issues should be considered: (a) what
criteria will be used to select the existing institution that will
form the backbone of the IFSSA, (b) what are the costs of
merging existing supervisory institutions, (c) should there
be a specific role for the central bank, and (d) what powers
shall the regulator be responsible for? The selection of the
regulator, in turn, should take into account the following
questions:
* Which agency has the skills at this point in time?
* Which agencies have established a high degree of
credibility?
* Which ones are likely to be more independent from
politicians and from the professionals supervised?7
* Are any of the existing institutions internationally
recognized?
Mergers of supervisory institutions present a number of
organizational and process challenges. When the agencies
involved are mature, the merger process is likely to be more
complicated and may involve a loss of efficiency or, even
wvorse,a loss of credibility, at least during the transition
phase. The key challenge is to preserve existing and acquired
knowledge and experience, on the one hand, while harmonizing the supervisory approach, on the other. To achieve
that under the merged structure, each component of the
financial sector (such as credit institutions and insurance)
needs to be entrusted to a specificteam of counselors to help
ensure expertise, consistency, and coordination.
Central banks rarely supervise any institutions (for
example, insurance and securities firms) other than banks.
According to a survey conducted on a sample of 123 coun-

5. A relativelysmall financialsector could make it possible to realize significanteconomiesof scale from the sharing of information technologyplatforms, data collection,and administrative support infrastructure of the agenciesinvolved in the regulatory
process.
6. A unifiedsupervisoryagencywould offer improvedoversightof financialconglomerates,especiallythose combiningbanking and
insurance activities.
Regulatory independence is important in whatever structure of regulation is adopted. For instance, the Basel core principles explicitly require (CP1) the bank regulatory agency to possess independence and adequate resources. Similar statements appear in both
the IOSCO objectives and principles of securities regulation and the International Association of Insurance Supervisors' (IAIS)
principles of insurance supervision. Operational independence implies freedom from direct political pressures and influence and
is important in all fields of regulation.
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tries, central banks were in charge of banking supervision
in 89 countries, with the central bank just dealing with
banks in 69 countries.8
Central banks are responsible for the integrity and
stability of the financial system, as a necessary corollary of
their monetary policy objectives. There also is a growing
recognition of the need to reduce risks in the payment system, particularly credit exposure by the central bank. When
central banks are not involved in the supervisory process,
they are at a disadvantage, since they often have to provide
lender-of-last-resort facilities without first-hand knowledge of the viability of the banks in need of liquidity support. In transition economies, the segmentation of the
banking system, and the underdevelopment or absence of
an interbank market, may require that the central bank act
as a liquidity broker so as to facilitate the exchange of liquidity, for example, through the organization of both credit and deposit auctions. In addition to the use of collateral,
precise knowledge of the situation of each bank allows
the central bank to limit the risks it takes in such operations. Finally, there is a need to address the question of the
three levels of supervision (issuing regulations, implementing the regulations, and taking sanctions when violations
occur) and to determine whether the same institution
should be in charge of all three functions.
As a whole, no arrangement is ideal. Unifying the
role of the central bank and overall responsibility for
supervision is probably not feasible and could cause concern over the concentration of power. Coordination
between agencies is an option, but it is labor-intensive
and limits efficacy in rapidly developing situations.
Unification reduces coordination problems in theory but
may hinder effective market management and the ability to
reduce systemic risk through effective and economical use
of lender-of-last-resort facilities.

bank and in the commercial banks) to assimilate quickly
the new regulatory and accounting concepts proposed.
Therefore, once an option is chosen, it is important to
inform key participants in the financial sector and the public of the reasons behind the decision as well as the results
it is expected to achieve.
Once a regulation is accepted, it must be strictly
enforced. Ignoring enforcement procedures is counterproductive, since it reveals the inefficacy of supervisory authorities and thus makes them lose credibility. Sanctions taken
must be made public and explained.
A comprehensive approach to transparency issues facing central banks and financial agencies is outlined in the
Code of Good Practices on Transparency in Monetary and
Financial Policies (the code) designed by the IMF (see box
18.1).9 This code discusses the need for transparency and
identifies the key elements of good practices regarding
transparency.

Transparency
Issues

shared), transparencyin mandates and clear rules and pro-

Bank regulation must be understood by all professionals in the sector. Accordingly, it is important to have
them participate in the drafting of new regulations, to have
their views heard, and, to the extent possible, to have them
accept at least the rationale behind proposed regulations.
Experience has shown that regulators often have been too
optimistic about the capacity of staff (both in the central

cedures in the operations of the agencies can help to avoid
and resolve such conflicts, strengthen governance, and
facilitate policy consistency.
Transparency by bank supervisors, particularly in clarifying their objectives, should also contribute to policy
effectiveness by enabling financial market participants to
better assess the context of financial policies, thereby reduc-

The Case for Transparency
The case for transparency of monetary and financial
policies is based on two main premises. The first is that the
effectiveness of monetary and financial policies can be
strengthened if the goals and instruments of policy are
known to the public and if the authorities can make a
credible commitment to meeting them. Hence, in making
available more information about monetary and financial
policies, good transparency practices promote the potential
efficiency of markets. The second premise is that good
governance requires central banks and financial agencies to
be accountable, particularly when they have been granted
a high degree of autonomy. In cases where conflicts might
arise between or within government units (for example, if
the central bank or a financial agency acts as both owner
and supervisor of a financial institution, or if the responsibilities for monetary and foreign exchange policy are

8. Courtis (1999). The central bank was supervisingbanks and insurance companiesin 16 countries, banks and securitiesfirms in
sevencountries, and banks, insurance companies,and securitiesfirms in three countries.
9. The term financialagenciesrefers to all institutionalarrangements for the regulation, supervision,and oversightof the financial
and payment systems,includingmarkets and institutions,with a view to promoting financialstability,marketefficiency,and client
asset and consumer protection. The website address is www.imf.org/external/np/mae/mft/code/index.htm.
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BOX18.1 KEYELEMENTS
OFGOOD
TRANSPARENCY
PRACTICES
Thecodeidentifies
desirable
transparency
practices
for central * Consistent
with confidentiality
andprivacy
of information
banks(orotherregulatory
bodies)intheirsupervision
of banks
on individual
firms,aggregate
information
onemergency
(seeInternational
Monetary
Fund1999).Following
thecode,
financial
supportby financial
agencies
shouldbepublicly
thesepractices
canbegroupedunderfourheadings:
disclosed
throughanappropriate
statement,
whensuch
1.Clarityofroles,responsibilities,
andobjectives
offinancial
disclosure
will notbedisruptive
to financial
stability.
agencies
shouldestablish
andmaintainpublic
agencies
responsible
for financial
policies.Thebroadobjec* Financial
tive(s)andinstitutional
framework
offinancial
agencies
should
information
services.
beclearly
defined,
preferably
in relevant
legislation
orregulation. * Financial
agencies
shouldhavea publications
program,
Thefollowingpointsshouldbepubliclydisclosed:
including
a periodic
publicreportontheirprincipalactivi* Theresponsibilities
of the financialagencies
andthe
tiesissuedatleastannually.
authority
to conduct
financialpolicies
* Textsof regulations
andanyothergenerally
applicable
* Whereapplicable,
thebroadmodalities
of accountability
for
directivesandguidelines
issuedby financialagencies
financial
agencies
shouldbereadilyavailable
to thepublic.
* Whereapplicable,
theprocedures
forappointment,
terms
* Wheretherearedepositinsurance
guarantees,
policyofoffice,andanygeneral
criteriaforremoval
oftheheads
holderguarantees,
andanyotherclientassetprotection
andmembers
ofthegoverning
bodies
offinancial
agencies
schemes,
information
onthenature
andformofsuchprohowtheguarantee
is
* Therelationship
between
financial
agencies.
tections,
theoperating
procedures,
2. Openprocess
for formulating
andreportingof financial
financed,
andthe performance
of the arrangement,
all
policies.It is essential
thatthefollowingoccur:
shouldbepubliclydisclosed.
* Theregulatory
framework
andoperating
procedures
gov4. Accountability
andassurances
of integrityby financial
erningtheconduct
of financial
policies
shouldbepublicly agencies.
Themainpractices
recommended
arethefollowing:
disclosed
andexplained.
* Officials
offinancial
agencies
shouldbeavailable
to appear
* Theregulations
forfinancialreporting
byfinancial
institubeforeadesignated
publicauthorityto reportonthecontionsto financial
agencies
shouldbepubliclydisclosed.
ductoftheirpolicies.
* Significant
changes
infinancial
policies
shouldbepublicly * Whereapplicable,
financial
agencies
shouldpubliclydisannounced
andexplained
in atimelymanner.
closedaudited
financial
statements
oftheiroperations
on
* Proposed
substantive
technical
changes
to thestructure
of
a preannounced
schedule.
financial
regulations
shouldinvolveconsultations
withthe
* Internal
governance
procedures
necessary
to ensurethe
publicwithinanappropriate
timeperiod.
integrityof operations,
includinginternalauditarrange3. Publicavailability
of information
on financialpolicies.
ments,shouldbepubliclyis closed.
Thiswouldinclude
thefollowingissues:
* Standards
for theconduct
of personal
financialaffairsof
shouldissueaperiodic
publicreporton
officials
andthestaffoffinancial
agencies
shouldbepub* Financial
agencies
the majordevelopments
of thesector(s)of thefinancial
liclydisclosed
as shouldrulesto preventexploitation
of
systemforwhichtheycarrydesignated
responsibility.
conflicts
of interest,including
anygeneral
fiduciaryoblig* Whereapplicable,
financialagencies
shouldpubliclydisation.
closetheirbalance
sheetson a preannounced
schedule * Information
aboutlegalprotections
forofficials
andstallof
and.afterapredetermined
interval,
publicly
disclose
inforfinancialagencies
in the conductof their officialduties
mationonaggregate
market
transactions.
shouldbepubliclydisclosed.

ing uncertainty in their decisionmaking processes.
Moreover,by enablingmarket participants and the general public to understand and evaluate financial policies,
transparency is likelyto be conduciveto good policymaking. This can promote financial and systemic stability.
Transparent descriptionsof the processof policy formulation provide the public with an understandingof the rules
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of the game and an additional mechanismfor enhancing
the credibility of financial agencies' actions. There also
may be circumstancesin which public accountability for
decisionscan reduce the potential for moral hazard.
For countriesconsideringadopting good transparency
practices in monetary and financial policies,the benefits
haveto be weighedagainst the potential costs.In situations
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where increased transparency in monetary and financial
policies could endanger the effectiveness of policies or
harm market stability or the legitimateinterests of supervisedand other entities, it may be appropriate to limit the
extent of such transparency. Limiting transparency in
selectedareas needs to be seen,however, in the context of
a generallytransparent environment.
Someaspects of the transparency of financialpolicies
could raise additional concerns. Considerationsof moral
hazard, market discipline,and financial market stability
may justifylimitingboth the content and timing of the disclosureof some correctiveactions, emergencylendingdecisions,and market-sensitiveor firm-specificinformation.In
particular,there is a need to safeguardthe confidentiality
and privacy of information on individual firms (commonly referred to as commercialconfidentiality),in order to
maintain their trust and access to sensitive information.
Similarly,it may be inappropriate for financialauthorities
to make supervisorydeliberationsand enforcementactions
public, when these relate to specificfinancial institutions,
markets, and individuals.
Transparencypracticesdiffernot only in substance,but
also in form. With regard to informing the public about
monetary and financial institutions and their policies, an
important issueconcernsthe modalitiesunder which such
public disclosureshould take place. In monetary policy in
particular,severalissuesarise,such as whethertransparency
practices should have a legislativebasis in a central bank
law, whether they need to be based on other legislationor
regulation, or whether they should be adopted through
other means.
A variety of arrangementscan lead to good practicesin
transparency.On matters pertainingto the roles,responsibilities,and objectivesof central banks (and for principal
financial regulatory agencies),it is recommendedthat key
features be specified in the authorizing legislation (for
example, a central bank law). Specifyingthese crucial elements in legislationgivesthem particular prominenceand
avoids ad hoc and frequent changes. Rules about less crucial aspects of transparency-such as how policy is formulated and implementedor how and what informationis
provided-can be specified in other texts. However, all
these texts need to be readily accessible,so that the public
can obtain and consultthem without unreasonableefforts.
Historically,the centrallyplannedeconomicsystemsof
the ECA countries were characterized by an inherent lack
of transparency.However,sincethe start of transition, economic policieshavebecome much more transparent, often
approaching or even surpassing western levels of transparency.In the area of financial policy,staff from the IMF
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and WorldBankso far havecompletedtransparencyassessments of the banking supervisory agencies in four ECA
countries: Bulgaria, the Czech Republic, Estonia, and
Russia. For Bulgaria and Estonia, the assessmentsreveal
that overall transparency is quite good and mostly in line
with international bestpractice, although further improvements could be made in several areas. In the Czech
Republic and in Russia, the assessments reveal several
important areas in which increasedtransparencywould be
welcome.
Limitsto BankSupervision:
SystemicFailures
In the context of a systemiccrisis,when the scope and
severityof banking problems threaten the entire system,
supervisionis not the appropriate answer. In fact, if the
banking systemas a whole is weak, strengtheningthe regulatory framework will, at best, spark a banking crisis by
exposingthe extentof bank weaknessto the public,as happened in Latvia.Therefore, in cases where systemicbank
restructuringis needed,the first priority must be to implement it quickly and thoroughly.
A wide range of countries have experiencedsystemic
banking problems,and their approaches to handling these
problemshave varied substantially.A recent IMF working
paper looks into the experienceof 24 countries and summarizespoliciesthat haveproved to be successfulin a wide
range of circumstances (see Dziobek and Pazarbasioglu
1997).
An important component of successfulrestructuring
programs consists of a thorough and correct diagnosis of
the nature, causes,and extent of the problemsin the banking system. In all countries, multiplefactors contribute to
the systemic problems, and the countries that have made
the most substantialprogressin bank restructuringare the
ones that identified the underlying causesand designeda
bank restructuringstrategyaimedat systematicallyaddressing each of them.
Furthermore, successful bank restructuring requires
prompt corrective action and firm exit policies, both of
which are essentialfor a quick resolution of a systemiccrisis. Subsequently,continuous monitoringof bank restructuring policiesand of individual bank restructuringoperations is necessary.Successfulrestructuring also requires a
comprehensiveapproach, addressingnot only the immediate stock and flow problems of weak and insolvent
banks, but also correctingshortcomingsin the accounting,
legal, and regulatory frameworks,while improvingsupervision and compliance.Structural factorsthat stand in the
way of efficientfinancialintermediation,suchas excessively
high reserveor liquidityrequirements,interestrate controls,
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and distortions in the tax system (for example, a tax
exemption for state banks), may need to be removed.
Operational restructuring is a necessarycondition for
banks to return to profitability and sustained solvency.
Management deficiencieswere identifiedas a cause of the
banking problems in all samplecountries, and progressin
bank resrructuringwas highlycorrelated with whether or
not such deficiencieswere addressed.
The central bank must stand ready to provide liquidity support during restructuring to viable banks. However,
it shoulcl refrain from providing liquidity support that
keeps nonviable institutions in business,and it should not
provideany long-termfinancingto banks. Nor should it be
involvedin commercialbanking activities,as this riskscreating quasi-fiscaldeficits and conflicts with its monetary
policy objectives.
Although bank restructuringprograms may be initiated and successfullycarried out during a time of economic
stagnation, positive economic growth helps banks to
resumelending and return to profitability.
Furthermore, assuming that the banking system as a
wholehas beenrestructured, the maintenanceof fair competition and a sound banking system after the successful
resolutionof a crisisdependson the existenceof a favorable
environment and the absenceof the factors that led to the
crisis in the first place.
To varying degrees, all ECA countries experienced
bankinigsystem distress or banking crises as part of the
transition process. Tang, Zoli, and Klytchnikova (2000)
study the experiencewith banking crisesin 11 ECA countries plus Ukraine in the 1990-98 time frame.10They find
that the crisis resolution strategiesadopted by these countries depended mainly on macroeconomic conditions at
the beginningof transition-in particular, inflation-and
on the development of the banking system in the early
stagesof the transition process.Inflationmattered because
in countries that had experiencedhyperinflation the real
value of pretransition bad loans was drasticallyreduced.
The degreeof developmentof the bankingsystemhelpedto
determinethe easewith which banks could be closed.
Hence, countries with similar initial conditionschose
similarcrisisresolutionstrategies,leadingto three broad categoriesof strategies:(a) extensiverestructuringand recapitalizationof banks in the countries of Central and Eastern
Europe, which had not gone through a period of hyperinflation and had relativelydevelopedfinancial systems;(b)

large-scaleliquidationof banks in most of the CIScountries,
which had experiencedhyperinflation and had relatively
undevelopedfinancial systems;and (c) a combination of
bank liquidationand restructuringin the Balticstates.
As for the results achievedunder these three different
strategies,Tang, Zoli, and Klytchnikova(2000) conclude
that the countries of Central and Eastern Europe incurred
substantiallyhigherfiscalcosts but ended up with sounder
and more efficient banking systems.The approach in the
CIScountries was less costly but resulted in weak banking
systemsand low levelsof intermediation.The Balticcountriesincurredmodestfiscalcostsbut substantiallyimproved
the soundness and efficiencyof their banking systems.
Limitsto BankSupervision:
PoliticalInterference
As stated in a BISworking paper, politicalinterference
is the Achilles'sheel of any regulatory system (Honohan
1997). Politicalprotectionof unsound banks has repeatedly
inhibiteda quick response to emergingbanking problems.
The resulting delayshave deepened the ensuingcrisis and
complicatedor derailed the macroeconomicstabilization
process.All too often, the problem with political interference is not that the supervisorsdo not know or suspect it,
but that the bank ownersare too well placedpoliticallyfor
their actions to be curtailed by supervisors without the
most conclusiveevidence.
Designinginstitutionaland politicalarrangementsthat
make such protection less likely is a difficult challenge.
Differentpossibilitieshave been suggested:
* Limited deposit protection, under the assumption
that unprotected depositors not only will be more
cautious about where theyplace their funds but also
will see the regulators as their agents and support
early regulatory intervention
* Increased internationalization and privatization,
under the assumption that the management of privatizedand foreign-ownedbanks will not haveready
accessto politicalcontactswho can forestallor overrule regulators,as often happens in the case of government-ownedbanks
* Arrangementsto ensure the indepcndenceof regulators, while at the same time making them accountable so that they have an incentiveto do their job
properly
* Strict disclosure rules, which may shorten the time
interval between the emergenceof liquidityand sol-

10. Bulgaria,the Czech Republic, Hungary, FYR Macedonia, Poland, Estonia, Latvia, Lithuania, Georgia, Kazakhstan, and the

KyrgyzRepublic.
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vency problems, by improvingthe information on
which depositors and other lenders to the banks
make their decisions.
* Greater transparency of the supervisory process,
which is probably the best solution in the long run.
In some countries, the role and functioning of the
banking sector are closelyconnected with the financingof
the governmentand the financingof the economyon behalf
of the government. The government'sinvolvementin the
banking sector can take many forms, ranging from governmentownership, through programs of directed lending
or investment,to complex and distorting tax and subsidy
regimes,implicitas wellas explicit.As a resultof these linkages, governmentpolicy objectivespermeate the activities
and decisionmakingprocessesof the banks, which are no
longer autonomous profit-seeking entities, but-to a
greater or lesser extent-quasi-fiscal tools of government
policy.
The banking systemsin centrallyplannedeconomieswhich formed the core of the transition economies' initial
financial systems-represented an extreme form of government-permeated banking. Under central planning,
bankersdid not haveto assessborrowers' creditworthiness.
Their job was merely to implement and monitor a credit
plan decidedat a higher level-independent of the bank.
The evolution of banking systems in transition has
followed a variety of paths (see Claessens 1998). Among
the dimensionsin which transition systemshave diverged
are the degree to which new privately owned banks have
emergedto deal with new clients,the degreeto which such
new banks are adequately managed and capitalized, the
dependence on central bank refinancing, the extent to
which restructuring and recapitalization of state-owned
institutions have taken place and hard budget constraints
have been imposed, the degree of privatization of these
institutions, and the persistence of sector specialization
among institutions. On the basis of statistical analysis of
expert ratings, Claessenssuggeststhat radical changeleads
to a healthybanking systemmore quicklythan gradualism.

Conclusions
The financialsystemhas a key role to play in achieving
growth, development,and stabilityof the economy.Banks
constitutethe backbone of the financial system and play a
specific,semipublicpolicy role. Therefore, banking supervisionis essentialfor the health of the financial sector and
the rest of the economy.However, the introduction and
development of banking supervision in transition
economies must be seen as part of the overall reform
process,which includes structural changes and a reorien-
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tation of economicpolicy.Adopting an exhaustiveset of
regulationsbeforethe economicand politicalcircumstances
are ready is a recipe for disaster if the regulations are
enforced and will cause a potentially irreparable loss of
credibility for the supervisory authorities if they are not
enforced.
It is by now well recognized that the timely implementation of bank restructuring and supervisorypolicies,
in additionto adequatestabilizationprocedures,is essential
to avoid major disruptions to growth and stability in the
course of financial liberalization.This has led some economiststo suggesta delayin interest rate liberalizationand
externalfinancialliberalizationuntil banking supervisionis
adequatelyput in placeand banks are sufficientlysound. In
practice,however,policiesto restructure banks (and enterprises)and to strengthenprudential supervisioncan-and
should-be phased in appropriatelyalongsideinterest rate
and external liberalization. Appropriate sequencing
requires paying attention to technical linkages between
bank restructuring and supervisorypolicies, their macroeconomiceffects,and the scope for market disciplineand
internal governance. Some specificprinciples govern the
proposed sequencing of prudential supervisionand bank
restructuringpolicies:
* Policies to strengthen prudential supervisionincluding the phasing in of prudential regulations,
the developmentof a balancedapplicationof off-site
analysis,on-siteinspectionsand externalaudits, and
the enforcement of firm exit policies-should be
combined with policiesto restructure banks and to
establish institutional arrangements for recovering
loans and restructuring enterprises.Sucha comprehensive package, encompassing both supervisory
systems and restructuring options, is necessary to
avoid adverseincentivestoward excessiverisk taking
by banks and debtors.
* Reforms of the commercial bank accounting system, the establishment of early warning systems,
and the phased introductionof prudential standards
for capital adequacy, foreign exchange exposure,
loan concentration, and loan classificationand provisioning can support stabilization objectives and
facilitatefinancialrestructuringof banks. Therefore,
these measuresshould be part of the critical mass of
reforms introducedat the outset of financial liberalization.
* A package of financial restructuring policies to
strengthen banks' asset portfolios and profitability,
reduce the debt-equity ratio of nonfinancial firms,
and eliminateinterest subsidiesand directed credits
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also should be implementedearly in the process as
part of the critical mass of reforms.This elimination
of interest rate subsidies would free up funds that
could be used to finance the fiscal costs of bank
restructuring, thereby containing the overall fiscal
burden of bank restructuring in the initial stages.
Such a financialrestructuring program should be a
component of, and be accompanied by, an action
plan for comprehensiverestructuringof both banks
and enterprises that would be phased in over the
mediumterm. The action plan should include steps
to developsupportinginstitutional arrangementsto
ensurethat operational restructuring(includingprivatization) will be carried out alongside financial
restructuring.
In conclusion,a safe banking systemhas an important
role to play in helpingtransition economiesface the challengeso01a new era. And banking supervisionis an essential component of a safe banking system.Therefore, ECA
countries need to establish effectivebanking supervision,
fulfill the prerequisites for its proper functioning, and
ensurethat its design is consistent with the stage of devel-opment of the economic and financial system it oversees.
Conversely,the public as a whole and depositorsin particular have a right to expect the supervisoryauthorities to
perform their task in a transparent and efficientmanner.
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Chapter 19

Finance in the New Millennium

Stijn Claessens,Tom Glaessner,and Daniela Klingebiel

E

conomicintegrationwithinand acrosscountries,deregulation,advancesin telecommunications,
and

growth of the Internet and wirelesscommunication technologiesare dramaticallychanging the structure and nature of financial services.Drawing on Claessens, Klingebiel,and Glaessner (2000), this
chapter illustrates that, because financial services are highly dependent on technology and well suited to
remote delivery,technological advances and the advent of the Internet are causing dramatic changes in the
industry. Internet and related technologiesare more than just a new channel of distribution-they are a different way of providing financial services.This revolution could accelerate financial sector development by
lowering costs, increasing breadth and quality, and widening access to financial services.
This chapter analyzesthe changes in the industry.It Increased financialintegration.Reductions in trade barrifocusesmainly on developedcountries but also draws out
ers and transportation costs and advances in communicathe implications for transition economies, in particular
tion technology have accelerated international economic
those relatedto e-finance.It highlightsthree implicationsof
integration. Between1987 and 1997 world trade in goods
these changes for public policy:a need and an opportuniincreased from 21 to 30 percent of global gross domestic
ty to reduce the financial sector safety net over the longer- product (WorldBank 1999). The complementarityof trade
term; enhanced measuresto limit the extensionof the safe- in financialserviceswith trade in goods and a greater abilty net in the short run; and more emphasison competition ity to trade services across borders havc increased the
policy,consumerprotection and educationwith respectto
demand for financial services.
financial services.
Cross-bordercapital flows have beenthe most important mechanism for delivering financial services.
RecentTrendsin FinancialServices
Commercialbank claimson foreigners-the largestconduit
The globalizationof financialmarkets, as well as tech- of internationalcapital flows-increased from $7.7 trillion
nological and structural changes, is driving many of the
in 1980 to $11.0 trillion in 1999. Private capital flows to
recenttrends in financialservices.Thesechangesincludethe
emergingmarkets rose from $50 billion in 1980 to more
lowering of regulatory barriers.
than $200 billionin 1999 (WorldBank 2000).
But capital flows are just one way that financial instiGlobalization
tutions in one country can provide a loan or facilitate a
Theglobalizationof financialserviceshas increasedfinan- security issue to an entity in another country. A financial
cial integration,increasedmergers and acquisitionswithin institution also can obtain a physical presencein another
and acrossborders,and loweredbarriersbetweenmarkets.
country by acquiring a financial institution or by opening
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a branch or subsidiary.As the costs of establishinga physical presence have declined, cross-border entry has
increased.
Increasedmergersand acquisitionswithin and acrossborders. Governments have removed entry barriers through
legaland regulatorymeasures such as the Riegle-NealAct
in the United States and the SingleMarket Programmein
the European Union (EU).Aided by technologicaldevelopments, these changeshave lowered barriers to entry and
encouraged bank consolidation and mergers and acquisitions among financial institutions, both within and across
borders
Globally, mergers and acquisitions in financial services jumped from $85 billion in 1991 to $534 billion in
1998 (BIS2000). In the United States, mergersand acquisitions rose from $25 billion (1998 dollars) in the mid1980s to $250 billion in 1998. Since 1980 the number of
U.S. banks has dropped 40 percent.In the EuropeanUnion
the nunmberof banks has fallen 25 percent since 1985.
Similarly,Argentina,Brazil, Chile, the Republicof Korea,
and Mexico have seen a significantdeclinein the number
of domesticbanks in recentyears.
Lower barriersbetweenmarkets. The dismantlingof regulatory barriers separatingbanking,insurance,and securities
activitiesalsois drivingconsolidation.Boundariesbetween
differentfinancialintermediariesare becomingblurred, and
universal(or integrated)bankingis becomingthe norm.The
merger of Citigroup (banking)and TravelersGroup (insurance) is the most dramatic example of this trend.
An important market incentive for this reduction in
barriers has beenthe disintermediationof bank assets and
liabilitiesby capitalmarket transactions.Commercialpaper
and corporate bonds have substituted for bank loans, and
mutual funds and securities have substituted for bank
deposits.Theseforcespressure banks to expand their financial servicesto cater to all customer needs and preferences.
Advances in information and communicationtechnology
further facilitatethe deliveryof a broad array of financial
servicesrhrough one provider.
The New World of Financial Seruices
Technologyis revampingthe ways in which financial
servicesare produced and delivered.In addition, technology is fundamentally changing the industrial structure of
the financialservicesindustry worldwide.
Technologicaladvances.Internet and wirelesscommunication technologiesare having a profound effecton finan222

cial services.These technologiesare more than just a new
channel of distribution-they are a completely different
way of providingfinancial services.
Usingcredit scoringand other data miningtechniques,
for example,providers can create and tailor products over
the Internet without much human input and at very low
cost. They can better stratify their customer base through
analysis of Internet-collecteddata and allow consumersto
build preference profiles on-line. This not only permits
personalizationof informationand services,it also allows
much more personalized pricing of financial servicesand
much more effectiveidentification of credit risks. At the
same time, the Internet allows new financial service
providers to compete more effectively for customers
becauseit does not distinguishbetween traditional "bricks
and mortar" providersof financialservicesand those without a physicalpresence.All these forcesare deliveringlarge
benefitsto consumersat the retail and commerciallevels.
Changes in industry structure. These technological
advances are changing the face of the financial services
industry (seebox 19.1 and figure 19.1). New types of service providers are entering the market within and across
countries, includingon-line banks and brokeragesand socalled aggregators (which allow consumers to compare
financial servicessuch as mortgage loans and insurance
policies).Nonfinancialentitiesalsoare enteringthe market,
including telecommunicationand utility companies that
offerpayment and other servicesthrough their distribution
networks and customer relationships.To reap the benefits
of the new technology,and in response to this new entry,
banks, insurancecompanies,and the like are joining in the
electronic delivery of financial services by setting up inhouse on-lineactivitiesor completelynew ventures such as
virtual banks.
Thus, the deliveryof financialservicesis moving away
from a brick-and-mortardeliverychannel to a multitudeof
electronicand other channels,with portals and aggregators
offeringnew channelsof distributionand advertisementfor
financial services. Vertically integrated financial service
companies are growing rapidly and creating synergiesby
combiningbrand names, distributionnetworks,and financial serviceproduction. For example, companiesassociated with portals (AmericaOnline, Yahoo!,Microsoft) and
major telecommunicationcompanies (Deutsche Telecom,
Telefonica)are developingstrategicrelationships or ownership links with major financial servicecompanies, with
banks (such as the Bank of East Asia with Yahoo!), or
with each other (Telefonicaand Lycos).At the same time,
many major financialinstitutions (Morgan Lab, Goldman
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Sachs, Chase, Merrill Lynch, Morgan Stanley) are part
owners of promising Internet start-ups. And goods-producing companies are taking advantage of bank distribution networks (Citidollars with a variety of consumer-related companies). These developments are changing the
competitive landscape for financial services and will continue to erode the franchise value of existing financial service providers that are inefficient or do not adopt competitive business models.

These developments are not confined to developed
countries. Electronic finance is now spreading quickly
around the globe, including to emerging markets. Through
various delivery channels (computers, cell phones, and
kiosks), penetration of e-finance has grown quickly everywhere. Although there is some variation by markets and
regions-in terms of the preferred media for delivering
financial services, the types of financial services provided,
and the rate of penetration-there is significant common223
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ality across the globe. Several emerging markets have
leapfroggedto the new technologies,including Brazil,the
Republic of Korea, and some transition economies like
Estonia (seebox 19.2). One mightwell see a rapid convergencein e-financeacross many countries.
Cbanges in trading systems. Driven by advances in communicationstechnology,trading systemsare consolidating
and going global. Trading is moving toward electronic
platforms not tied to any location. (Nasdaq's computers
are based in Turnbull, Connecticut, for example, but
traders are located around the globe.)New electronicsystems have lowered the transaction costs of trading and
improved the determination of prices because electronic
execution and matching techniques offer fewer opportunitiesfor market manipulation.These advantagesare especially important in markets that have not yet convertedto
electronictrading (suchas the United States)than in those
where electronic trading is the norm (such as Europe).
The new technologyalso allowsfor much easiercross-border trading and, over time, for the developmentof intermarket trading systems.
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Combinedwith globalization,these forcesare putting
pressure on incumbent stock exchanges, which have
respondedwith mergersand alliances(table 19.1).Because
many exchangesare self-regulatingorganizations,the pressures for change rarely come from within the industry.
Rather they comefrom users or investorswho want to pay
smaller commissions,effecttrades more quickly,or maintain anonymity on placedorders (box 19.1).

Effects of the Changes
Figure 19.2 summarizesrecent developmentsin financial products and services along two dimensions: ease of
commoditization and existence of entry barriers. Entry
has been particularly strong in financial services that
could be easily unbundled and commoditized and that
offer attractive initial margins. These include many nonbanking financial services, including brokerage, trading
systems, some retail banking services, and new services
such as bill presentment or even payment gateways for
business-to-business(B2B)commerce. Because these services are subject to less regulation, new entrants can easily innovatewith new technologyand can show limitedor
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no earnings without raising supervisoryconcern. As these
new entrants gain market share and consolidate their
position, some start to diversify into more highly regulated banking services.An example is E-trade's acquisition
of a bank to provide the full range of financial servicesto
its retail clients.
Servicesinvolving sunk costs and low commoditization, such as corporate advisory services or mergers and
acquisitions within investment banking, have seen much
less new entry. Insteadthe trend has been toward global
consolidationto reap the advantagesof reputation, brand
name, and economiesof scale.Although deposittaking and
many traditional payment servicesexhibit large potential
for commoditization-through on-line banks, payment
services using "smart" cards, and other technologiesentry has been limited,in part becauseof regulatorybarriers. From a production point of view,however, these services could easily migrate to the high commoditization,
low-entry-barriersector.
Widely availablereal-timemarket informationlowers
the cost of financial services by easing uncertainty,mitigating asymmetricinformation, and reducingtransaction
costs associatedwith paper processingor human error. In
addition,new distributionchannelshaveopenedup, search

costs havefallenfor consumers,and new entities(including
telecommunication and utility companies) are providing
financial services.
Lower costs of providing financialservices.The technology on which the financial service industry depends has
become much cheaper,and in the past 20 years computer
power has risen by a factor of 10,000 (WorldBank 1999).
Similar changes are occurring in telecommunications-in
the past 20 years the cost of voicetransmissioncircuits has
fallen by a factor of more than 10,000. Communication
costs have fallensharply in most countries,and the rapidly growing importanceof broadband and wirelessinternetbased communicationsystems-such as Bluetoothor wirelessapplicationprotocol-indicate that costs will continue
to fall, and Internet access will continue to widen. The
Internet eliminatesmany processingsteps and labor costs,
while avoidingor reducing the fixed costsof branches and
related maiiitenaince. A typical customer transactioln
through a branch or phone call costs about $1, but that
same transaction costsjust $0.02 on-line (seefigure 19.3).
Overhead expenses for Internet banks are 1 percent of
assets or less,compared with 2 to 3 percent for brick-andmortar banks.
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TABLE
19.1 FEATURES
OFINTERNATIONAL
STOCK
MARKETS
ANDEXCHANGES
Averagedaily
trading volume
(bil ions of
U.S.dollars)

Market
capitalization
(billionsof
U.S. dollars)

New York StockExchange

35.0

12,000

Talks with Toronto StockExchange,
Euronext, and Mexico'sBolsa;cooperative
links with TokyoStock Exchange

Nasdaq StockMarket

41.5

5,020

All electroniccommunicationnetworks
trade Nasdaq stocks; deals with Osaka
Stock Exchange,DeutscheBoerse,London
Stock Exchange,Quebec, Hong Kong
Stock Exchange,and Australian Stock

Market or exchange

Links with other exchangesor
electroniccommunicationnetworks

Exchange
Tokyo Stock Exchange

6.8

4,100

Cooperative links with exchanges in the
Republic of Korea, the Philippines,
Singapore, and Thailand, as well as with
the New York Stock Exchange

London Stock Exchange
Toronto Stock Exchange

13.5
2.85

2,800

Nasdaq joint venture

1,700

New York Stock Exchange, Euronext, Hong
Kong Stock Exchange, Mexican Bolsa, Sao
Paulo Bovespa

Deutsche Boerse

4.53

1,500

Nasdaq joint venture, MarketXT joint
venture

Paris Bourse

4.18

Hong Kong Stock Exchange

1.5

1,500
568

Euronext alliance
Co-listing agreement with Nasdaq, New
York Stock Exchange

Australian Stock Exchange

0.8

370

Nasdaq, Singapore Stock Exchange

Sao Paulo Bovespa

0.4

208

London Stock Exchange, Lisboa Stock
Exchange, Argentina's Caja de Valores

Total

148.8

35,005.4

Source: WallStreet journal; Federation Internationale de Bourses de Valeures.
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The Internet and other technological advances have
shrunk economies of scale in the production of financial
services(table 19.2). The main financial service still exhibiting increasing returns to scale is the medium-size loan market, because large databases of credit history are required
to build a credit-scoring model for medium-size clients,
This gives larger lenders a potential competitive advan-

tage. For most credit, however, economies of scale have
become small, because the fixed costs associated with
screening small borrowers (less than $100,000) have
dropped significantly.
Financial service providers using the Worldwide Web
can avoid many technological conflicts, such as separate
interface-to-core systems for transactions through auto227
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INANINTERNET
WORLD
OFFINANCIAL
SERVICE
PROVISION
TABLE
19.2 CHARACTERISTICS
Economies
of scale

Up-front costs;
branding,
advertising

Commoditization

Network
externalities

Retail services
Paymeni-

*-

..

Lending and mortgage

0

Discount brokerage services
.

Investment advice

..

..

Mutual funds
Insurance

0.

..

0

Wholesale services
Commercial lending
..

Large

0.

Mediurn-size
Corporate services
(underwriting, mergers and
acquisttion advice, risk
management)

*000

Large-value payments systems ...

.

..

..

0

.

Markets
Trading systems and exchanges

.

.

B2Bexchanges

...

.

....

*o**

so..

New ser'ices
E-paymenit providers
Enablers
Financial portals
Aggregators

....
so

s..

..

es
.s

.

..
..

...
....

sso

* None.
** Low.
oo* Medium.

*... High.
Source: Authors' assessments.

mated teller machines (ATMs), branches, call centers, or
kiosks. Web-based financial services unify the Internet as a
communication standard by combining a web browser, a
display standard, and a web server as the access point into
back-end operational systems. As a result, cross-selling of
products becomes easier and economies of scope increase.
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The lowering of scale economies has heightened competition, particularly among financial services that can easily be unbundled and commoditized through automation
(figure 19.2). These include payment and brokerage services, mortgage loans, insurance, and even trade finance.
Most of these services require limited initial capital outlays
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and no unique technology. Lower transaction costs can
substantially increase competition for providers and cost
savings for consumers. To retain market share, on-line
brokerage firms have been forced to radically restructure
the way they deliver brokerage services.Brokeragecommissions and feesfell from an averageof $52.89 a trade in
early 1996to $15.67 in mid-1998-and by end-2000 some
on-linebrokerage serviceshad reduced their commissions
to zero. Commissionson electronic communication networks, now at $0.05 a share,are continuingto fall. Barriers
to entry based on ownershipof physical facilitiesare disappearing, and incumbent institutions are being forced to
merge or, in some cases, to demutualize to even have a
chance of remaining viable.
In the past, sunk costswere important entry barriersin
the financial services industry. Examples of sunk costs
include branch networks, knowledge about local borrowers, access to payment systems, branding advantages
involvinglarge up-front advertisingexpenses,perceptions
of sizeand safety,long-lastingcustomer relationships,and
substantial up-front investments in technology. But sunk
costs are becoming less important in financial services,
partly becauseelectronicdeliverydoes not rely on a branch
network (seetable 19.2).
At the same time, new entry barriers are beingcreated
through first-mover advantages. Once a new entrant is
establishedas a service provider, other new entrants will
haveto spend a lot on advertisingto attract new customers
(asE-trade and Ameritradehavedone in the UnitedStates).
In product areas such as underwriting and mergers and
acquisitionsadvice, financialservicesexhibit low levelsof
commoditizationand still requirerelationshipcapital,a certain size, and a brand name to compete effectively.These
services enjoy few or no network externalities and are
increasinglysubjectto global competition.The scopefor a
contestable market will depend on the size of the market.
A limited number of financial institutions involved in
underwriting, but operating on a global basis, present a
very differentcompetitiveenvironmentthan would a few
playersin a small market (say,less than $1 billion).
Although declining economies of scale, increasing
standardization and commoditization, and decliningupfront costs fostercompetition,this need not be the casefor
servicesthat exhibit network externalities.A financialservice exhibits network externalitiesif the value of the servicerises with the number of market participants usingit.
Payment services,for example,have decreasingeconomies
of scale, low up-front costs, and ease of commoditization. But payment services are subject to large network
externalities,becausethe value of electronicpayment ser-
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vices dependslargelyon the degreeto which users adopt a
common standard. The financial service provider that
manages to create this common standard will capture a
largeshare of the market, decreasingcompetition. Similar
characteristics apply to trading systems and exchanges
(traditional or B2B), financial portals, and, to a lesser
extent, e-enablers(table 19.2).
Benefits for consumers and corporations. Providers and
consumerswill share the benefitsof cheaper financial services.With the advent of new typesof intermediaries,such
as aggregators,consumerscan increasinglycompare prices
for financialservices.Aggregatorscan bring togethermany
suppliers of financialservicesand coordinate information
flows in a rational way. LendingTreein the UnitedStates,
for example,allowscustomers to compare a wider base of
potential lenders than is possible or cost-effectiveusing
traditional loan agents or channels of direct communication. Since Lending Tree prequalifies loan applicants,
lenderscan find creditworthycustomersinexpensively.The
Internet also helps consumers to combine financial servicesfrom differentproviders.This is done through comparison-shoppingcompaniesand through portals.
Commercial borrowers that undertake B2B transactions and Treasuryoperations also will benefitfrom lower
transaction and searchcosts and from increasingaccessto
financial services. In the case of small and medium-size
enterprises, new on-line companies such as garage.com
and techpacific.comprovide a full array of servicesto startup companies, including legal services, web design,
accounting services to assist in preparing accounts and
meetingdisclosurestandards, brandingand advertisement,
investor relations, and so on. Investors (venture capital
arms of nonfinancial and financial companies)use these
companies to screen potential start-up ideas. In addition,
the use of the Internet for data mining in lending holds
promise for improvingthe outreachof financial servicesto
very smallcompanies.
Implications
for PublicPolicy
Thesechanges,particularlythe emergenceof e-finance,
offer great benefitsto consumersworldwide.The changes
can accelerate financial sector developmentby lowering
costs, increasingbreadth and quality,and wideningaccess
to financialservices.But the changesalso requirea reassessment of the approach to financialsector development,particularly in emergingmarkets.
All governments,eventhe most market-oriented,regulate and supervisethe financialsector for reasons of safety and soundness,competitivenessand antitrust concerns,
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and consumer protection. The recent changes in financial
services raise questions about whether the current approach
to financial sector regulation is adequate, whether traditional reasons for regulation and supervision remain valid,
and what areas (competition policy and consumer protection) deserve more emphasis. The key public policy findings, summarized in table 19.3, relate to three areas: safety and soundness, competition policy, and consumer and
investor protection. In addition, new global public policy
issues have emerged.

Safety and Soundness
Developments in technology and deregulation are
eroding the nature of what has made banks special. On the
lending side, e-finance allows nondeposit-taking financial
institutions and capital markets to reach far more borrowers, including small and medium-size enterprises. On
the deposit and payment side, many deposit substitutes
(such as stored value cards issued by merchandisers) are
emerging, and many nonbanks (such as mutual funds) are
offering payment accounts. These and other changes make
banks less special and challenge authorities to reevaluate
the need for a financial sector safety net-broadly defined
to include public deposit insurance, a lender of last resort
facility, and prudential regulation.
Incentives for private parties to challenge the special
nature of banks depend on the degree to which governments pr9vide banks with preferential treatment. If the
safety net is not shrunk, banks could continue to remain
special, hut not necessarily for the right reasons. These
developments raise a number of issues for public policy.
Over the long run, there may be less need for a financial sector safety net, including prudential regulation and
supervision of banks. Authorities should be wary of extending guarantees to new deposit substitutes, as the moral
hazard implications could be substantial. Over the short
run, authorities could require nonfinancial corporations to
provide payment services through bank subsidiaries. Over
the long run, authorities may want to consider separating
payment from other credit services and allow freer entry in
payment services.
Changes make it necessary to adjust traditional supervisory processes (assessment of risk controls, definition of
fit and proper tests) and address emerging issues (requirements for opening a virtual bank, requirements for related
financial service providers). And most important, e-finance
will lower the franchise value of incumbent institutions.
Thus failure resolution processes will become more important, and bank assistance systems will have to be reviewed.
Stability issues require careful analysis of the degree to
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which profits will decline and shift between financial products and institutions.
Competition Policy
From the point of view of competition policy, markets
for financial services can be treated like other markets.
Technology is reducing asymmetric information-often a
reason for treating financial services differently from other
products. Risks are being addressed through continuous
mark-to-market and collateral arrangements. And products
are becoming more homogeneous.
At the same time, the ability to reap the benefits of
technological innovations increasingly depends on the
degree to which entry is allowed and uncompetitive structures are avoided. Competition policy for financial services thus is both more feasible and more important.
Freer trade in financial services will be critical for consumers to obtain the benefits of technological gains.
Defining markets, a critical element of competition tests, is
becoming more difficult. Many nonfinancial products are
taking on the properties of financial contracts, and many
markets are going global. Competition policy for financial
services will need to be harmonized worldwide, and different regulators should coordinate sanctions for violations.
For most financial services and markets, economies of
scale and scope are unlikely to be sufficient barriers to
entry, because technology is reducing the extent of increasing returns to scale. Some sunk costs can be entry barriers,
although this should not be overstated. More important,
network externalities can create entry barriers. Entry policies for self-regulating organizations involved in networkoriented services, such as trading systems, will become more
important. Tradeoffs will arise among preventing firstmover advantages, protecting intellectual property rights,
and meeting the desires of consumers for such services.
Links between banking and commerce and increased
vertical integration could hamper competition. New strategic alliances-say, between telecommunication companies
and financial service providers-could allow for joint control of carriage and content in certain financial services,possibly denying consumers access to a full array of services.
Competition policy will increasingly require authorities
simultaneously to define technology and information policies. In some cases, authorities may even need to subsidize
the development of technology if the externalities are not
adequately internalized (as when a basic technology needs
to be shown to be technologically feasible). Mergers and
joint ventures by information companies and their relation
to financial service companies are one of many areas that
will require a lot more scrutiny.

TABLE
19.3 PUBLIC
POLICY
ISSUES
FORTHEFINANCIAL
SECTOR
Currentissues

Futureissues

Safetynet
-Banks are considered specialbecausethey
extend essentialcredit to firms,provide
payment services,and are inherently fragile
and susceptibleto runs.
*Governmentshave provided safety netsregulation and supervision,deposit
insurance, lender of last resort facilitiesto minimizethe adverse effectsof bank
failures.
*Safetyand soundness regulation and
deposit insurance pose barriers to the entry
of new firms and favor incumbentfirms.
The safety net also raisesmoral hazard issues.

Safety net
* Banks are no longer specialbecausemany
substitutes have emergedfor deposit
and lendingproducts. There may be
less of a need for a public safety net
and correspondinglyless need for
prudential regulation and supervision.
* Governmentshould increasinglyallow
the private sector to find mechanisms
to curb excessiverisk taking.
* More efficientinterbank markets reduce
the need for lender of last resort facilities.
* Banks' specialrole in the payment
system is decliningas technologyallows
for the unbundling of payment and
credit services.Authorities may want
to separate payment from other credit
servicesand allow freer entry to the
payment system.

Competition policy
*Becausebanks are considered special,
competition policy is subsumedunder
prudential policy.Competitionpolicy
aims to ensure an adequate franchise
value for banks to enhancetheir
soundness and incentivesfor prudent

Competition policy
As the safety net is eliminated,markets for
financialservicescan be treated like any other
product from a competition policy point of
view.This means that:
*Freer trade in financial serviceswill become
evenmore important.

Transitionissues
Safety net
*Authorities should be wary of extendingthe
safety net to nondeposit-taking activitiesand
deposit substitutes. They should require financial
serviceproviders with nondeposit-taking activities
to adopt a bank holding company structure or a
narrow banking structure.
*With increased competition and the declinein
franchisevalue, decapitalizedinstitutions will
have incentivesto gamble for resurrection.
Governmentsneed to strengthen failure
resolution mechanismsand reduce extensive
guarantees that often apply to all financial system
liabilities.

behavior.

(Table
(
continueson the followingpage.)

TABLE
19.3 (CONTINUED)
Current issues
*Tools of competition policy include

minimumcapital requirements,capital
adequacy,and fit and proper test.

Future issues

Transition issues

* Scaleand scope economiesare unlikelyto

be effectivebarriers to entry.
*Sunk costs, externalities,and vertical integration may be barriers to entry and could
hamper competition.
*Market and product definitions,which are
critical for competition tests, will be difficult
to define.
With globalization,competition policy will
haveto be coordinated worldwide.
Consumerprotection
* Issuesrelate to securityrisk, privacy,
transparencyof information, and
investor protection.
* Keypublic policy areas include defining
consumer protection standards, defining
minimumstandards for self-regulating
organizations,and ensuringincentivesfor
enforcementof such standards.

Consumerprotection
* A challengewill be to modifylegislationand
regulationscredibly to permit proper enforcement
includingthe area of minimum disclosure.

Finance

Consumer and Investor Protection
E-financehas made consumerand investorprotection
a more important function of public policy.Issuesinclude
security,privacy,and transparency.Consumerand investor
protection raises issuessuch as the role of standards, who
can best developsuch standards, and who should enforce
them.
Securityrisks are being dealt with but will continueto
require oversight.With technologicaldevelopments-cryptographic techniques,cards with built-in chips, and other
verification techniques-complete security is already or
nearly possible.Still, regulatorsmay need to encourageor
require operators to adopt best-practicestandards. Further
protocols and legalchanges,includingthose for digital signatures, will be neededto facilitateelectronictransactions.
Privacy issues are becoming more important. The
Internet has greatly simplifiedthe collectionand sharing of
credit and other data on individuals and businesses,and
technologyhas lowered the costs of processingand using
such information. Global standards and protocols will be
needed to assure desired levelsof privacy,to enablecrossborder provision of financialservices,and to allow global
serviceproviders to operate efficiently.
The proliferationof financialproducts, deliverychannels, and institutions, along with the speed of innovation,
has improved the ability of consumers to compare prices
and products. But the links between infomediaries and
financialserviceproviders can lead to lesstransparency on
the servicebeing offered. An important transparency issue
in capital markets will be assuring fairnessand bestexecution and trading practices. Solutions likely will vary by
country and market.
With increased cross-border transactions, it will be
difficultto identifythe legislativeor regulatoryauthorityfor
investor protection. Furthermore, the emergenceof nontraditional serviceproviderscomplicatesinvestorprotection
mechanisms based on current institutional frameworks.
Governmentagenciesneednot directlyinterveneto combat
these problems, however. Instead, more intense efforts
should be made to educate consumers.Authoritiesshould
set minimum standards of disclosure for new financial
intermediaries and possibly for self-regulatingorganizations-including entitiesthat certifyinformationproviders,
such as credit bureaus, credit rating agencies, accounting
boards, and auditors.

Global Public Policy
Although e-financeoffers many gains, it may increase
risks. Limitson cross-borderfinancialserviceswill become
costlier and more distorting as the Internet expands its
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reach, the location of providers becomesmore difficult to
pinpoint, solicitationbecomesharder to define,and the definition of a financial service becomes more complex.
Regulatorswill haveto decideon the bestway to phase out
such limits.A comprehensiveapproach would be the global equivalentof the EU approach of a single license(passport), allowingfull cross-borderprovisionwith home-rule
regulation.
Today competition and market forces resolve many
investorprotection issuesbecauseconsumersand investors
choose the environmentsthat provide them with the greatest certainty.But as e-financeexpands, less-informedconsumerswill gain accessto markets, raisingissuesfor crossborder investor protection and transparency.Even with a
global passport approach and harmonizedstandards, regulators may needto protect consumerswho are accessing
offshore financial services.
Increased globalization requires increased coordination. Greater use of technology with global externalities
involvesoperational risks (suchas computer breakdowns).
Accessof new trading systems to contingent financing is
also unclear,especiallyon a global basis. In general, the
links between operators and resulting systemicrisks have
becomeharder to understand.Risk safeguardswill haveto
be extendedwithin and across countries,with greater information sharing among regulatorsand self-regulatingorganizations.
The easy spread of information-and misinformation-could make asset prices and capital flows more
volatile. Herding, turbulence, and contagion may
increase, and countries may become more vulnerable to
attacks on their currency. Capital account restrictions
will be more difficult under e-finance, and the growing
number of creditors complicates coordination prior to
or during a financial crisis, particularly in emergingmarkets. Although these problems are not new, policy solutions have been elusive.
ImpactonTransition
Economies
In transition countries,where accessto and the quality of financial services are limited, e-financeand globalization offer many important opportunities.E-financehas
great potential to improve the quality and scope of financial servicesand to expand the opportunities for trading
risks; it also can widen access to financial services for a
much greater set of retail and commercialclients by offering more cost-effectivedeliveryof services.Sometransition
economiesare starting to participate in the e-financerevolution, and this already is having a significant, positive
impact in some markets.
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To allow this to happen most productively,e-finance
will requirea reassessmentof the approach to financialsector development.E-financefacilitatesaccessto global capital and financialserviceproviders.As financialservicesare
imported, the need for a domesticsafetynet and for corresponding-regulationand supervisiondeclines.The question

casefor many transition economies,wheree-financeoffers
the opportunityto leapfrog.Many transition economiesare
characterizedby relativelyunsophisticatedfinancialsystems
with limited services.To the extent that financial services
are beingprovided,they often reach only selectedsegments
of the economy,such as higher-incomesegmentsin urban

arises whether small, undiversified economies should have
domestic equity and debt markets and, in the extreme,
banking systems. Instead, policy issues related to the infrastructure and enabling environment for financial services
provision are critical to realizing the benefits of technology and globalization. These include the regulatory framework for providing telecommunication services, the regulatory framework for security and related public and
private key infrastructure, the standards and enforcement
in place for information and privacy, and the framework
for contract enforcement and credit risk assessment.
E-finance will impose limits on these choices, particularly for economies with poorly capitalized banking systems, weak regulations, and extensive guarantees on liabilities. E-finance will accelerate the move of business and
profits from incumbents, putting their franchise values,
and incentives to act prudently, at risk. To reduce the risk
of financial crises, regulatory approaches in transition
countries should recognize their weak governance and
institutions, scarce human resources, and concentrated
ownership structures. These impairments make textbook
solutions difficult and argue for simpler approaches. Efinance will make this all the more urgent.
With these changes in policy emphasis in mind, efinance offers many opportunities. This is especially so for
countries with an underdeveloped financial system, as is the

areas, state-owned enterprises, and large agro-businesses,
rather than the general population, small and mediumsize firms, and farmers. Many financial systems in transition economies also have poor allocation of resources and
relatively high intermediation costs. Furthermore, many
have had problems with establishing a credible and independent supervisory system and have had to incur large fiscal costs from the occasional (or repeated) financial recapitalization of banks. Given the low efficiency and poor
quality of financial services in many transition economies,
migration toward e-finance will be high, leading to more
rapid decapitalization of incumbent financial institutions.
For many transition economies with relatively shallow
financial sectors, e-finance can be a revolution. There is evidence that this already is happening. Indeed, some transition economies, like Estonia, are at the forefront of efinance developments, with e-finance penetration on par
with or above that in many developed countries (see box
19.3). Other country experiences show that it is possible to
leapfrog the technology. In several emerging markets, such
as the Czech Republic and the Republic of Korea, on-line
brokerage is already above that in developed countries. In
several transition economies, electronic cash cards are being
introduced that offer savings and payment services to customers who often do not even have a formal bank account.
The cards will store customer information and thus become

BOX19.3 EXAMPLES
OFE-FINANCE
INTRANSITION
ECONOMIES:
ESTONIA
ANDRUSSIA
Eston,'a'sprogressin informationtechnologyhas been
Afterthecollapseof communism,this nation
veryimpressive.
of 1.5 millionpeoplemovedstraightto wirelesstechnologies,
withalmost30 percentof the populationnowowninga mobile
phoneand about35 percenthavingaccessto Internetservices.E-financehastakenoff similarly.Of thesevenEstonian
banks, five have on-line services, making for more than
250,000 Internetbankingclients, a penetrationalmost as
high as in the Nordic countries. As elsewhere,banks in
Estoniaseeinternetbankingas a cost-efficient
wayof expanding, avoidingexpensivenew branchoffices.Hansabank,
the
largestEstonianbank,is consideredamongthebestofthe online banksin Europeand a pioneerin personalizedfinance
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management.
Today,about17 percentof 1 millioncustomers
bankon-line,and the bankprocesses90 percentof its 2 million operationscompletelyelectronically-through secured
personalcomputerlinksfor small companies,Internetconnections,automaticissuingof debitor creditstandingorders,
or automatedteller machines.
Renaissance
InsuranceGroupwasthefirst Russianinsurer to go on-linein 1999.Clientsof the companycan payfor
eight differentinsurancepoliciesusingits CyberPlatpayment
system.In April 2000,Ingosstrakh,
thelargestRussianinsurance company,launchedits internetsite allowingclientsto
applyfor aninsurance
policyon-line.Sofar, however,
payments
canbemadeonly in theofficesof Ingosstrakh.

Finance

the basis for the extension of credit or other financial servicesto these customers,not just by banks, but also by nonbank institutions. In other transition economies,on-line
insurance products are being introduced.
The form in which this e-financerevolution will come
about will be shaped by the forces of demand and supply
as well as by regulatory and other barriers. In countries
like Estonia, the lack of regulatory barriers and existence
of favorable initial markets have made new entry attractive. The low developmentof existingfinancialserviceshas
further facilitatedthe penetration of e-financein this country. In other transition economies, entry has been more
specialized,in part as existingbanking systemshave been
offeringat least basic financial servicesat reasonable cost
and quality. This includes many of the Central European
countries. But, in part, incumbentsin these countries have
been protected in the past from full competition, among
others through preferentialaccessto governmentsupport.
Over time, these countries should expecta rapid risein the
penetration of e-finance,as their telecommunicationinfrastructures are relativelygood and internet penetration is
increasing.In the transition economiesof Eastern Europe
and Central Asia, the quality of financial servicesis very
poor,making e-financea good opportunity to widen access
to and improve financial services,at least in principle.To
date, however, the lack of "bankable" demand for finan-
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cial serviceshas prevented the entry of new providers. But
other barriers also have been large. These countries will
need to give far greater priority to improvingthe framework for financial and other information, modernizing
and strengtheningtheir legal systems,and improvingtechnology-related infrastructure (such as telecommunications).
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decade of financial sector developmenthas taken place in the transition economies.The speed
of financial evolution has not been uniform, even though the starting points-for countries
of the former SovietUnion at least-were similar in many respects. The process of financial
sector transition has raised significantchallengesfor those internationalfinancialinstitutionsthat have
provided support in this area. Support programs have been tailored to the very specificcircumstances
of each country. The nature of the World Bank's involvementin the financial sector in the transition
economies has evolvedover time, reflectingboth the changing needs of its clients and changingperceptions in the Bank of what constitutes good practice in analysisand operational design. Given the
unique nature of the transition, the type of support provided has been the result of a learning process
not only by each country but also by the Bank.
This chapter reviews the challenges of financial transition in the economies of the former Soviet Union and
Central and Eastern Europe and how the Bank has sought
to address them. It then looks ahead to the next phase of
financial sector evolution and examines how the Bank is
positioning itself to respond to it. A concluding section
draws out the lessons of experience.

and each of the main sectors of the economy, including the
financial sector-for each country. In many instances, specific in-depth studies of the financial sector also were prepared. These examined the initial conditions of the postsocialist economy, among other issues, and led to a first
generation of lending operations, including some that supported early reform in the financial sector.1 The initial conditions presented a range of complex challenges for project

TheChallenges
ofFinancial
Sector
Transition

design.

As a backdrop to structuring its initial support for the
transition economies, the Bank undertook a range of analytic studies shortly after each country joined the institution. This effort included compiling a country economic
memorandum-a broad-based study of the macroeconomy

The Starting Point
The special and limited role of banks and other financial institutions in a centrally planned economy constituted the starting point for financial sector reform in the tran-

1. Poland and the Federal Republic of Yugoslavia,having been members of the World Bank for years before the transition began,
each had lending operations in earlier years, although those operations did not focus on the changing role of the financialsector
during the years after the fall of socialism.
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sition economies. A significant complicating factor was
the absence of the legal, institutional, and business environment necessary for financial institutions to fulfill their
role as financial and risk intermediaries in a market economy. Economies that were able to supply these critical
supporting frameworks relatively rapidly were more successful than other economies in developing a financial sector capa ble of driving growth in the real sector. An important cha llenge for the transition countries was to develop
those frameworks.
Under central planning there was no need to provide
any special legal infrastructure to support bank operations, since commercial risks of any sort were not a concern
of banks. The state budget absorbed credit, market, interest rate, and currency risks, and the system was designed to
eliminate all of these risks for domestic transactions. 2 As a
result, there was no need for specialized supervisory regulations (other than those, mostly political, applicable to all
state organs), collateral legislation, laws on the enforcement
of contracts and other property rights, such as leasing and
conditional sales, or legislation protecting the rights of
creditors or regulating the consequences of the insolvency
of debtors. For the most part, these provisions were seen as
counterproductive "friction" in a system that adjusted
rights and allocated resources centrally and in response to
needs identified by politicians and bureaucrats. Many of the
Bank's initial projects in the transition countries supported
government policy measures aimed at introducing the basic
legal and regulatory frameworks for the financial sector.
It also was significant-possibly more so than was
apprecia-ted at the time-that the regulatory and other
institutions on which market economies rely so heavily as
umpires, facilitators, and providers of public goods were
virtuallv absent at the starting point of the transition. The
marriage of politics and commerce under socialism rendered western-style financial regulatory bodies, disclosure
systems, aw enforcement and administrative systems, selfregulatory bodies, and dispute resolution mechanisms irrelevant. Another challenge in this early period was that,
although government entities did exist, or emerged early
on, they fulfilled the institutional regulatory functions only
nominally, often at the behest of Western aid providers. Yet

without adequate funding, education, training, and experience, not to mention political support and, where necessary, independence, these "institutions" were a shadow of
what was required to support an effective market-based
financial sector.3 As the transition progressed, it became a
special challenge to dismantle and rebuild these initial
efforts at filling the institutional vacuum, often from within and in the face of strong political opposition. Again, this
effort was undertaken in a number of early Bank projects.
In this environment, the incentives shaping the behavior of banks were very perverse. Indeed, in the beginning of
the transition, the incentive structure favored precisely the
opposite of what most would agree are the fundamentals of
prudent banking. Box 20.1 illustrates this point.
Overcoming the perverse incentive structure in the
context of Bank projects proved to be very difficult.
Imposing financial discipline and introducing competition,
for instance, required a multisectoral approach to improving energy sector arrears, boosting the collection of tax revenue, and reducing inter-enterprise and wage arrears. These
problems have not been fully addressed even today in some
of the slower-reforming countries, but in the faster-reforming countries, they were resolved over time. Introducing
proper analysis of creditworthiness in the place of connected or directed lending was part of the institutional
development effort accompanying many of the Bank's
financial intermediation loans (credit lines channeled
through domestic banks). Meanwhile, the policy components of Bank loans supported efforts to strengthen the
legal, regulatory, and supervisory framework for banks. But
in many cases, it took time to alter the incentive structure
in a way that supported the development of a marketbased financial sector.
Subsequent Financial Sector Developments
As the financial sector transition got under way, new
challenges emerged. In some cases, these were not fully
anticipated either by the country concerned or by the Bank.
But they had to be addressed, and in many cases the Bank
(often in cooperation with other international financial
institutions or bilateral donors) developed operational support to deal with them.

2. As it became more common to borrow funds externally and to expand international trade relations, specialized banks were established to deal with these transactions. The inescapable fact was that these borrowings and transactions had to be conducted on
a comrnercial basis, not subject to the plan.
3. Often, in an environment where social and legal controls on the power of corrupt politicians and bureaucrats were weak or nonexistent, these new institutions served little more purpose than rent production and were avoided and circumvented by commercial interests because of that. This situation was almost the worst imaginable starting point from which to develop the trust and
cooperation that must exist for effective regulation to operate in a market economy.
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BOX
20.1 THEPERVERSE
INCENTIVE
STRUCTURE
INTRANSITION
BANKING
state-owned
enterprises,
is still a politicaldecision,it is far
Financial
disciplineandcompetition.
In manyeconomies
in moreimportant
forbankers
to understand
andinfluence
these
transition,the mosteffectivecompetitors
of banksarenot political
decisions
thanto understand
thefinancial
prospects
of
otherbanks.Theyarethe tax collector,energysuppliers, potential
borrowers.
employees,
andenterprise
suppliers,
aswellasthestatebudRelationships
withsupervisors.
Inanenvironment
characget.For"financing"
in the formof accumulated
arrears,
the terizedbyweakandpoliticized
supervision
of banks,thebest
rationalenterprise
manager
naturally
turnsto theseinformal bankers
aresuspicious
of "prudentinnovations"
liketranssourcesof fundswellbeforeconsidering
formalborrowing parentaccounting
systems,
effective
auditingprocesses,
and
from banks.Anotherformof financingis budgetsubsidies, prudential
limitsonconnected
andconcentrated
lending.
The
oftenthroughtheexploitation
of politicalconnections.
These operation
oftheseregulations
in ahighlydistorted
environment
atypical
sources
offinancing
haveclearadvantages.
Subsidies morelikelyservesas aninvitationto rentcollection,
hostile
andtax,wage,energy,
andinter-enterprise
arrears
areusually confiscatory
taxation,andpenaltyenforcement
by inexperiinterest-free,
automatic,
unsecured,
and,as oftenasnot,forencedregulators
thanas a routeto loweringbanking
risk.At
giveninthenextroundof fiscal"reform."
the startingpointof transition,the prudentbankerlentas
Creditworthiness
analysis
skills.Ina business
environment muchas possibleto insidersandpolitically
powerfulentercharacterized
by a lackof financialdiscipline,
creditanalysis prises,workedhardto concealprofitsfromthetaxcollector,
skillsareseriously
devalued
in competition
withpolitical
con- andtriedto keepbanking
regulators
asfar aspossiblefrom
nections
and"relationship
banking,"in whichshareholdings trueknowledge
ofthebusiness.
Thisactivityyielded
veryhigh
andotherconnections
givebankssomeedgeintermsof infor- rentsforsomeplayers,
butattheexpense
ofthestatebudget
mationandcustomeraccess,relativeto theirbankingcom- andthenewprivateenterprises
tryingto expandoncommerpetitors.Andwherethe successof enterprises,
particularly cialterms.

During the early 1990s, four factors had a disproportionate impact on the initial financialsector developments
in the transition economies:(1)inflation,(2)the breakup of
the all-union banking system in the former SovietUnion,
(3) early official efforts to stimulate the growth of the
commercialbanking sector by loweringbarriers to entry,
and (4) massprivatization.Financialsectorsacross Europe
and Central Asia (ECA)are still feelingthe impact of these
developments.
Inflation. At the beginningof the transition, the releaseof
pent-up inflationary pressures from the socialist period,
coupled with the tendencyof many of the transition economy governmentsto pursue an inflationarymonetary policy to compensatefor the costs of trade disruptions,fueled
a major inflationary surge across the region (see figure
20.1). In some cases, inflation rates surged to hyperinflationary levels.In Centraland EasternEuropeand the Baltic
states, the inflationary surge lasted from about 1990 to
1993 in most cases,4 while in the countries of the
Commonwealthof IndependentStates (CIS),a similar,but

much more dramatic, surge lasted from 1991 through
1995. These inflationary pressuressignificantlyweakened
the inexperiencedbanks and eroded public confidencenot
only in the banks but also in many national currencies,
which by this time had been introduced. Inflationary
episodes like this had a number of adverse impacts on
banks.
As the rate of inflation rose sharply, inexperienced
bankers did not realizehow important it was to raise their
lendingrates in parallel, with the result that real lending
ratesentered negativeterritory,eliminatingreal profit margins.In addition, depreciationof the local currency,which
accompaniedthe inflationarysurges,had positiveand negative impacts.It wiped out the banks' liabilities,at least in
hard currencyterms, but it alsoeliminatedthe real value of
the banks' assetsand thus their capital.In these earlystages
of the inflationaryexperience,the only banks that profited
were those with long foreign currency positions, which
accumulated extraordinary foreign exchange gains in a
briefperiod. This positivefactor also sowed the seedsof a
later disaster, since it demonstrated to these new bankers

4. Thesurgeof inflationstartedevenearlierin somecases,suchas Poland,but neverreachedthe levelsof someCIScountries.
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FIGURE
20.1 INFLATION
INSELECTED
ECACOUNTRIES
1991-1999
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that real wealth could be found in currency speculation, not
prudent enterprise lending.
At the crest of the inflationary wave-and particularly in the hyperinflationary countries of the CIS-there were
extraordinary profits to be made, although not in traditional banking. Currency speculation was still profitable, as
was financing the trade in certain metals and commodities
of dubious legality, but the extraordinarily high nominal
interest rates the bankers were forced to charge created a
serious rnoral hazard among potential bank borrowers,
such thar only those enterprises literally facing extinction
were willing to pay the quoted rates. Moreover, these
unsustainable inflationary levels were typically quite
volatile, which exacerbated the challenges of asset-liability
management for the bankers. Again, it was precisely the
wrong set of skills that proved valuable in this periodskills that would serve to complicate reform efforts long
after inflation was tamed.
As inflation rates eased, which occurred when the
prudent monetary and fiscal prescriptions provided by
the International Monetary Fund and the World Bank
took hold, a different dynamic developed-again, one for
which these nascent bankers were unprepared. Having
learned their lesson on the way up, bankers were reluctant
to reduce rates quickly as inflation eased and stabilization
was achieved. While this produced highly profitable lending spreads, the positive cash flows also concealed the
dragging weight of these banks' inefficient cost structures.
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As before, the presence of very high real lending rates
fueled an explosion of moral hazard among bank borrowers, as the most sophisticated and creditworthy simply
turned away from bank-based finance until the storm
abated. The remaining desperate borrowers sowed the
seeds of the problem of nonperforming loans that arose in
the mid- 1990s.
In the last phase, as stabilization was achieved more
broadly and inflation rates sagged to single-digit levels in
most transition economies, new challenges emerged for
the banks. The profit was squeezed out of currency speculation, and access to profits finally came to depend on
good banking-that
is, adequate credit analysis skills,
workout capabilities, professional asset-liability management, and reasonable cost containment. However, nothing
in the past years had taught the banks these essential skills
and, burdened with mounting volumes of nonperforming
loans and a high fixed cost base, many banks were driven
into insolvency. Large state and state-connected banks in
several countries frequently were treated differently than
other banks-an ambivalent and broadly protective policy
stance often standing in place of the decisive closure strategies advocated by most Western advisors (for example,
the Russian Federation and Ukraine). This marked the end
for many of the smaller commercial banks, but it was, for
the larger state-owned and former specialized banks, the
beginning of another period of ineffective, and hugely
expensive, government bailout efforts.

The

Strategies for dealing with the monetary and inflationary implicationsof the transition were supportedunder
WorldBank and InternationalMonetary Fund programsin
the first years of the transition. In the case of the Bank,
macrocconomicconditionalitywas invariably attached to
structural adjustment loans or sectoral adjustment loans.
This conditionalitytypicallypromoted fiscalrestraint, balanced budgets,managementof interestratesto positivereal
levels(followedby liberalizationof rates), and cessationof
government borrowingfrom central banks.
At an early stage, institutional strengtheningwas recognized as critical to controllingthe financial sector risks
that flowed from the turbulent environment, risks that
often had to be carried by the state budget in the final
analysis,as inadequate financial and human capital in the
banks led to inevitablefailures.Thus, building a modern
legal infrastructure for central banking, bank supervision,
and commercialbanking was reflectedin both conditionality and technicalassistanceprojects, as were the application and enforcementof prudential regulations,the limitation of directedcreditsto politicallyconnectedand socially
significant(but not creditworthy)enterprises,and the building of capacity in the central bank or other supervisory
agencyfor dealing with troubled banks.
The state-owned and formerly state-owned banks
bore the brunt of the financial risks that inflation produced, burdened as they were with the legacyof noncommerciallending,weak banking skills,and a customer base
heavily weighted toward the largest of the state-owned
enterprises,whichwere the hardesthit by trade disruptions
in the early transition. As a result, these large banks were
absorbing far too much of the budget'spreciousresources,
so they were targeted early on for intervention by both
adjustment loan conditionality and technical assistance.
The diagnosisand targeting often were sidetrackedby the
protectiveattitudes of local politiciansand vested interests
toward these banks.
All-union bank restructuring.The restructuringof the specialized all-union banks that occurred on the political
breakup of the former SovietUnion placed severestresses
on many countries (outside of the Russian Federation).
Assetswere held in the Russiancentral office,while liabilitieswere left in the regionaloffices,whicheventuallywere
reconstitutedinto independentinstitutions.Becauseof the
"missingassets," most of these banks-primarily the savings banks-were severelyinsolvent.For these banks, there
was an early and critical need for restructuring, recapitalization,and, in some cases,liquidation.Becausethey often
servedpowerfulpoliticalinterestsand financedcriticalsec-
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tors of the economy,governmentswere slowto take effective correctiveaction.
A number of Bank projectssoughtto addressthe issues
of state bank restructuring.The Bank typically played an
important role in structural issuesvis-a-visother international financialinstitutions.The Bankprovidedthis type of
support in various operational contexts. In some cases,it
was part of policy-based lending (structural adjustment
and sectoraladjustment loans),while in other cases,it was
part of financialintermediation loans. Successin restructuring state banks was relativelyrare, as governmentswere
politicallyunable to implementthe necessarypainful measures. In a number of countries,effortswere made to privatizetroubled banks in lieuof restructuring,but this rarely
proved to be a viable strategy,at least as it was originally
(implicitly)conceived,whichwas an inexpensivemethodof
selling restructuring responsibilities to private strategic
investors. Even the least sophisticatedpotential investors
were reluctant to "purchase" banks with negative net
worth, obsolete technology,inadequate procedures,complex and nontransparentgovernancestructures,and unsustainable cost structures.
Where bank privatization did work, it was more in
the nature of controlled liquidations,sometimeswith foreign banks purchasingthe few worthwhileassets,typically
branches. The notable exceptions to this general trend
occurred in Central Europe and the Baltics, where early
decisionswere made to replace management, aggressively clean up balance sheets, and provide extensivetraining
and technical assistance to build modern banking skills.
The best examples of this process done right are Unibank
in Latvia and the North Estonia Bank. Much work
remainsto be done on bank restructuringin the CIScountries, as well as in Central and Eastern Europe, particularly in the Balkans, where foreignentry presents significant political problems. The Bank is finding, that the
delaysin dealing with the serious problems facedby these
banks have gradually eliminated strategic alternatives to
liquidation. A major dilemma for large state banks in
oligarch-dominatedeconomies is to avoid privatizations
that merelyhand the target banks to undesirableelements
having little real interest in building sound and stable
banks. In many cases, delay and half-hearted efforts to
permit insolvent banks to "grow out of their problems"
simply transformed potentially recoverable institutions
into fiscal black holes.
Growth in banks;cowboy banking.Many governmentsin
transition countries initiallyresponded to the lack of commercial banking in their economiesby setting excessively
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low barriers to entry.5 Low initial and minimum capital
requirements were embraced, and virtually no "fit and
proper" restrictions were placed on who could obtain a
banking licensefrom the state or how they had to perform
once they had this license.At the same time, the privileges
of acceptingdeposits from the public, participating in the

payment system,and maintainingpreferred accessto government payments, loans, and subsidies were relatively
unrestricted,and, without modern accounting and auditing,the condition of the banks was anything but transparent. An excessivenumber of banks were established in
relation to the size of the economy (seetable 20.1)

TABLE
20.1 NUMBER
OFBANKS
INCENTRAL
ANDEASTERN
EUROPE
ANDCENTRAL
ASIA,1993-2000
(YEAR-END)
Country
CEE and Baltics
Albania

1991

1992

1993

1994

1995

1996

1997

1998

1999

6

6

8

9

10

10

2000

-

-

-

Bulgaria

78

59

41

45

47

35

34

34

35

35

Croatia
Czech Rep.

-

-

50

54

-

-

43
52

55

55

58
53

61
50

60
45

53
42

45
40

Estonia

-

-

21

22

18

15

12

6

7

6

FYR Macedonia
Hungary

35

35

40

6
43

6
42

22
41

22
41

24
40

23
39

21
39

Latvia

14

50

62

56

42

35

32

27

23

22

Lithuania
Poland
Romania
SlovakRep.

-

-

26

22

15

12

12

12

13

14

-

-

87

82

81

81

83

83

77

75

-

-

18

20
19

24
25

31
24

33
25

36
24

34
25

35
22

Slovenia

40

45

45

44

41

36

34

30

31

25

Armenia
Azerbaijan
Belarus
Georgia

43

120

164

35
180

31
59

-

37

-

27

75

179

101

30
99
38
53

32
70

-

33
136
38
61

31
79

-

41
210
48
226

43

34

33

Kazakhsran

72

204

184

130

101

81

71

55

48

KyrgyzRep.

10

15

20

18

18

18

20

23

23

22

Moldova
Russian Fed.
Tajikistan

15
1306
1

16
1747
10

16
2009
15

21
2456
17

22
2295
18

21
2576
23

22
2526
28

23
2451
20

21
2376
20

20
2084
17

Turkmenistan*

-

Ukraine
Uzbekistan

76
30

-

CIS

155

-

42

-

-

-

67

68

67

13

13

13

133
30

211
21

228
29

230
31

229
29

227
30

214
33

203
35

195
35

Not available.
In 1995, 56 agriculture cooperative banks were established as spin-off of Agroprom Bank. These institutions were eventually remerged into Agroprom Bank in 1998.
Source: Central bank bulletins and web sites.
-

*

5. This approach had its antecedents in the 1987 reform of the Soviet Union's banking laws in wvhich,in response to the Perestroikainduced expansion of "private" cooperative enterprises, citizens were allowed to establish private cooperative banks. The
assumption was that the stare banks would not be interested in serving privare enterprises. The strategy worked all too well, as
all manner of entities, including some churches, moved to establish what came to be called "pocket" banks to serve their financial needs, often with funds from household depositors.
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Minimal barriers to entry accompanied an unsophisticated supervisory system and ineffective enforcement of
prudential regulations. In many countries-particularly in
the former Soviet Union-there were virtually no limits on
what banks could do and what risks they could take. Many
household depositors perceived these risks early (often,
however, not early enough to avoid losing their savings in
hyperinflationary episodes). As a result, the volume of
household deposits at risk was relatively low in early transition banks. Instead, households turned to "mattress
banks" for their savings and to foreign currency, especially dollars, for their investments.6 Enterprises, that required
payments services, could not avoid placing funds into
banks. As for the banks themselves, in the early transition
years few domestic investments were more profitable than
simply purchasing and holding hard currency against the
rapidly depreciating local currency. As the risks of "cowboy
banking" came home to roost, many of these deposits
were lost, with a very substantial negative impact on the
production, employment, and growth of these enterprises.
The Bank consistently tried to assist the transition
countries in moving toward a more consolidated banking
sector, proportioned to their economies. Often this involved
support for government programs aimed at tighrening capital ratios and raising minimum capital standards as a way
tO rid banking systems of weak banks through mergers or
orderly liquidations. Consolidation took place in Central
Europe and the Baltics, but this process was less marked in
the other ECA countries (table 20.1). Other initiatives with
the same goal included pressures to eliminate local barriers
to the entry of foreign banks and foreign investors in local
banks. Thus far, all of the best results in banking sector
restructuring have been driven by the participation in-and
even domination of-the local banking sector by foreigners. The earliest of these initiatives was probably the bank
twinning program in Poland, supported by the World Bank
and other donors, but the Polish success with this strategy
has been hard to replicate elsewhere. Even enthusiastic
reformers, such as Slovenia, have found it difficult to
embrace foreign banks fully. Some foreign banks have
secured a foothold in the CIS countries, but, for the most
part, they have not competed hard for domestic business.
Indeed, considering that the eventual EU accession, which
is the goal of most of the Central and Eastern European
countries, will eliminate the barriers to foreign participation
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in all domestic banking, it would appear that the end game
already has been defined. Purely domestic banks, if they
have any hope of survival at all, will have to define
extremely tight niches for themselves. Whether they can do
so and still remain profitable remains to be seen.
privatization.
Privatization was a common
denominator in the reform of the real sector in the transition
economies. Those countries that opted for one of the models of mass privatization, in which the population received
either direct or indirect ownership interests in formerly
state-owned enterprises, were immediately faced with the
need to establish capital market mechanisms to manage
the purchase, sale, and valuation of these equity interests.
For the most part, this was not accomplished well, but it did
define a specific area of assistance that was to become a
focus of Bank attention in the first five years of the transition, a focus that has continued until the present.
As in the banking sector, the earliest interventions were
in the form of conditionality and technical assistance in the
creation of a modern legal and supervisory system for the
capital markets. Rapidly, however, it became clear that
one feature critical to the viability of an efficient capital
market-timely
and accurate information on which to
assess the value of investments-was going to be a binding
constraint. As a result, the Bank became involved at an
early stage in the promotion of modern enterprise accounting and auditing systems (for banks as well as for enterprises), disclosure systems, and market regulation. In retrospect, achievements in this area were modest. Although
formal institutions were created in many cases, accompanied by a reasonably complete legal and supervisory infrastructure, capital markets remained extremely thin or
nonexistent in most of the ECA countries.
Another significant impact of the privatization programs in the transition economies was a radical change in
the risk profile of banking, especially of banks servicing the
state-owned enterprises. Before privatization, state-owned
enterprises were among the best credits in the system. They
were supported by the budget, without regard for their
profitability, their efficiency, or their business prospects.
There was no need to assess the creditworthiness of these
enterprises before lending to them. At most, an assessment
of the likelihood of continued government support was
needed, and even that was not critical if the bank managers
Enterprise

6. Mattress banks included,in some cases,the savingsbanks around the ECAregionthat receivedat least a nominalgovernmentguarantee and retained an element of customer loyalty.For example, in Ukraine in 2000, the averageU.S.dollar value of a household
deposit account in the banking system was well under $5.00. Many of these accounts continued to exist because they were too small

to bother with, particularlyin rural bank branches,where the lack of liquidityresulted in a de facto freeze on withdrawals.
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believed that their loans to these enterprises were implicitly guaranteed by the state. And the political analysis was
not difficult-the bigger the enterprise, the more visible,
and the more citizens it employed, the less likely was the
withdrawal of government support.

After privatization,the situationbecamemore complex
and demanding for bankers. Some formerly state-owned
enterprises were still too big to fail, and they continued
business much as usual, often with implicit state subsidies in
the forrr. of directed credits, monopoly positions, cheap
energy, or tariff protections instead of the traditional direct
payments. But the system was becoming less transparent as
subtle pclitical pressures were exerted on enterprises in the
face of anti-subsidy conditionality and other pressures to
reform from the international financial institutions. Other
privatized enterprises were simply cut off from both direct
and indirect subsidies and were left to flounder, building up
significant tax, wage, and inter-enterprise arrears to compete
with the banks' claims. Often the large banks had significant
exposure to these enterprises, originating in governmentdirected credits, but the governments typically were reluc-

tant to recognize this in any formal way that would relieve
the pressure on bank portfolios (at least until it was too
late). In short, traditional banking skills were in demand at
a time when they were most severely lacking.

TheWorldBank'sOperational
Response
The varying levels of success with which governments
were able to deal with these early challenges began to drive
significant differences in financial sector development.
Furthermore, the operational response of the Bank was tailored to meet the emerging needs of the different transition
countries. The Bank's operational work in the financial
sector is summarized in table 20.2. Box 20.2 describes the
main lending instruments that the Bank deployed.
Five groups of countries began to emerge as the financial transition unfolded (see box 20.3). The first was what
might be called the rapid reformers of Central Europe,
including Poland, Hungary, the Czech Republic, the Slovak
Republic, and Slovenia, where the governments had, for the
most part, the political discipline and commitment, as well
as the technical capacity, to manage the impact of these

BOX20.2 THEWORLDBANK'SLENDING
INSTRUMENTS
FORFINANCIAL
SECTOR
DEVELOPMENT
TheBank'slendingoperationscomprisewhatmightbedivided
looselyintotop-downandbottom-uplendinginstruments.
The
top-downinstrumentsaretargetedat thepolicyenvironment
for
finance.Thesetypicallyarestructuraladjustmentloans(SALs),
or structural
adjustment
credits(SACs)
inthecaseof International
Developrnent
Association
countries,withfinancialsectorcomponentsorsectoradjustmentloansthat placea heavyemphasis
on thefinancialsector.In theearlydaysof transition,a number
of countriesreceived
rehabilitation
loansthatwereeffectively
onetrancheSALs.Sectoradjustment
loans(SECALS)
cantakemany
forms, bit the two mainonesare financialsectoradjustment
loansancl
enterprise
andfinancialsectoradjustment
loans.Inthe
caseof the latter,the enterpriseandfinancialsectorsoftenare
addressed
simultaneously
intransitioneconomiesbecause
the
problems
of bothsectorsareinterrelated.
Thesetypesof projects
areusedto supportpolicyreformfor a rangeof countriesat differentstagesof financialsectordevelopment.
Theytypicallydisbursedirectlyto the governmentintwo or threetranchesonce
specificconditionality
hasbeenmet.
Financialintermediaryloans
(FILS)alsoare usedinthe ECA
contextfor institutionbuildinginthefinancialsector.Thesebottom-up instrumentsincludecredit lines channeledfrom the
Bankthroughcommercialbanksinthe recipientcountriesand
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onto privatesectorentities.In thepoorercountries-thosewith
rudimentary
financialsystems-thesecreditlinesoftentakethe
form ofagriculturalcreditoperations
or micro-creditoperations
that arechanneled
throughspecial-purpose
entities,bypassing
the formal financial sector entirely.In the more advanced
reformingcountries,morebroadlybasedcreditlines,catering
to the needsofa broadersetof privatesectorborrowers,areput
in place.Most credit lines are designednot just to transfer
resources
to final borrowersbutalsoto encourage
institutional development
throughthe strengthening,
and in somecases
restructuring,
of theparticipating
banksand,insomecases,the
enterprisesubborrowers.
Institution-building
loans(IBLs)for thefinancialsectoralso
are deployedin some countries.Suchtechnicalassistance
loansnormallyfinanceexpertswho assistin strengthening
the
infrastructure-broadlydefined-of thefinancialsector.
Guarantees
sometimesareusedin theECAregionto cover
a rangeof noncommercialrisksthat otherwisewouldimpede
the flow of financeto privateenterprises,but their use in the
earlytransitionperiodwas quite rare,sincethe Bankdid not
mainstream
guarantee
operationsuntilthe late1990sandthe
International
Development
Associationdoesnot yet havefull
guarantee
authority.

TABLE
20.2 FINANCIAL
SECTOR
COUNTRY
INTERVENTIONS,
1991-2001

Country and fiscalyear

Commercial
bank instiState
Number tutional
State
Laws and
bank
Commercial
Nonbank
of
restruc bank re- Central regu- Payment privati- Capital bank re- Creditor Deposit financial
projects -turing structuring bank lations system zation markets structuring rights insurance institutions

Rapid reformers
Hungary, 1993-98
Poland,,1991-98
Slovak Republic, 1994
Slovenia,1994

3
4
1
1

4*.
4_
:
*

Intermediatereformers
Bulgaria, 1991-99
Croatia, 1996-97
Estonia, 1993-95
Latvia, 1993-95
Lithuania, 1993-95

7
2
2
2
2

4:

Armenia, 1993-98
Azerbaijan, 1996-98

5
6
3

Bosnia, 1999

2

4.

*:

*:.
*
*

4
:
4.

*:

*:

*4

4
4

4**
4:
*:4

4*:
4*
*.

:
4
4*:

*

*.

.

:

4*

*

4.

4*:

*:.
.
*
4
.

4*
4.

*:

*
4*:

4*
C.
4*
4*.

*:

4:

*

*

4*
*
4.

4*

4*

4*:

*.
A..

*:

4.

4
4*

4

Hampered reformers
Albania, 1993-2000

4*:
*

4*
4*:

4*

4*

4*:

Georgia, 1995-98
6
FYR Macedonia, 1994-2001 3
Moldova, 1994-96
3

44:
4:
*

4*:
C'

*:
4

Reluctant reformers
Belarus, 1993-94
Kazakhstan, 1994-95
KyrgyzRepublic, 1993-99

4:
4*
*4

4
4*
*:

4*
4.

2
4
5

*

4.
4

4
4*

4*
4

44

*.

4*

4:*

4*
4*

*:

4*

4:

*
4*

(Tablecontinueson the followingpage.)

"

4o

TABLE
20.2 (CONTINUED)

Country and fiscal year

Commercial
baknkl?St?State
Laws and
Number tutional
Payment
restruc bank re- Central reguof
system
lations
projects -turing structuring bank

Tajikistan, 1996-99

2

*4

*4*

*.

Turkmenistan, 1995

1

4*

4*

LJzbekistan, 1994-99

2

*4

4
4*

Romania, 1992-99

4

4*

Russian Federation, 1994-99

6

*

Ukraine, 1993-98

6

*:

*4*

tate
bank
privatization

Nonbank
Commercial
financial
Creditor Deposit
Capital bank rerights insurance institutions
markets structuring

4*
4*

Chaotic reformers

Total country interventions

24

4.

*
4.
*:

*:

*:

*4.

4.
**4*
23

21

20

18

18

4.
4.

*:

14

12

*:

4.
8

8

5

Explanatory Notes:
The entries in the table show where bank interventions (either individual elements of conditionality or specificareas of financial support) havc been concentrated in the
context of all of the projects containing financial sector components that have been identifiedfor each country.
FiscalYear(s)
The year,or period of years, during which at least one projectwith financialsectorcontent was launched(theBank'sfiscalyear runs from July I to June 30)
No. of projects The number of projects with financialsector content that were launched during the year, or years, cited.
Conditionality or technical assistanceprovided to the following:
CommercialBankInstitutionBuilding To stimulate Institution building within commercialbanks (MIS development,credit skills development,etc.);
StateBankRestructure To audit and restructure state banks;
CentralBank To develop the infrastructureof the Central Bank (structuringdepartments, trainingstaff, etc.) and strengthen its banking supcrvisorycapacity;
Law& Regulation To introduce or strengthcn laws and regulations pertaining cither to the Central Bank or to the banking sector;
Paymentssystem To develop the payments system;
StatcBankprivatization To privatize state banks;
Capital Markets To introduce or strengthen laws and regulations pertaining to the capital markets, strengthen supervision, and dlevelopinfrastructure such as securitiesdepositories,securitiesrating agencies,etc.;
CommercialBankrestructuring To restructure commercialbanks;
Creditor Rights To introducecollateral laws or bankruptcy laws or procedures;
DepositInsurance To introduce (or in some instances prevent the introduction of) deposit insurance;
NBFI (nonbankfinancialinstitutions) To develop the legal,regulatory or supervisoryframework for insurancecompanies,pension funds or 3 rd pillar pension reform,
and the legal, regulatory, or supervisory framework for other NBFIs (such as leasing companies).
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early stresses on their banks, to put competent institutions
in place, and to impose discipline in both the financial and
the real sectors. This group of countries (with the exception
of the Czech Republic, which chose not to borrow from the
Bank in support of financial sector reform) benefited greatly from Bank operations such as financial sector adjustment
loans supporting institution building in banking regulation,
bank privatization, and restructuring. 7 Such loans also
provided technical assistance in support of financial
accounting reforms, capital market development, tax
reform, and the general opening of the financial sector to
foreign investment and competition. In this first group,
moreover, the challenges of privatizing the real sector were,
for the most part, met aggressivelyand successfully,and privatized enterprises were subjected to a hard budget con-
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straint, which both weeded out the worst loss-makers and
promoted the commercially oriented business culture on
which banking depends.
The second group-which might be called the intermediate reformers-was, for a variety of reasons, less successful in dealing with the initial financial sector problems,
although progress was made in many areas. This group,
which includes Estonia, Latvia, and Lithuania, as well as
Eastern European nations such as Bulgaria and Croatia,
faced a deeper and more resistant set of problems at the
outset, including banking sectors dominated by more
deeply insolvent state and former state-owned banks, more
intense and more prolonged inflationary periods, a shallower commitment to reform, particularly in privatization,
and trade and financial links more oriented to the East and

BOX20.3 PROGRESS
IN THETRANSITION
OFECACOUNTRY
CATEGORIES,
1991-1999
BANKING
REFORM
(EBRD
TRANSITION
INDICATORS)

4.0
3.53.02.5
2.0

-_______

1.5
1.0
1991
l

1992
Rapid

--

1993

1994

1995

Intermediate+-

The EuropeanBankfor Reconstructionand Development
assignsratingsto thestatusof institutional
development
inthe
bankingsector in eachof the ECAcountries.Theseratings
rangefrom1 for a verylowlevelof institutional
development
to
4 for a high levelof development.
Forthe purposesof figure
20.1, the gradingshownfor eachcategoryof countryis the
unweightedaverage
for all countriesin that group.Eachgroup
hasa differentrankingand,whichis important,a differentpath
of development
in its rankingfor the decadeof thetransition.

1996

Hampered*

1997
ReluctantA

1998

1999

Chaotic|

Thechaoticreformersaretheonly groupthat changedits relativerankingamongthecountrygroupings,as it surpassed
the
hampered
reformersin mid-decade,
onlyto fallback,relativeto
that group, by the end of the 10-yearperiod.This was the
resultof significantprogressmadeby RomaniaandUkrainein
1995 in the introductionof new bankinglegislationand prudentialregulations,
achievements
that wereerodedby 1998as
a resultofthebankingsectorproblemsin Romania
andoutright
financialcrisisin Russia.

7. While it is true that Hungary undertook multiple rounds of bank recapitalizations before an appropriately aggressivechange in
managementstrategy was accepted, the important points were that (1) reformof the banks' custonmers-thatis, the enterprisescontinued aggressivelyand (2) the Hungarian governmentdid not give lupon the banks, even in the face of multiple failures. As
a result of these two factors, problems in the banking sector never deteriorated beyond the point of no return.
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its even slower-recovering economies, than to the West,
with the contestable competition of the European Union
(EU). In some of these countries-notably the Balticsfinancial sector reform was punctuated, and indeed driven,
by severe banking crises. The Bank provided a significant
level of support in the financial sector for this set of countries (table 20.2). Much of it was aimed at restructuring and
privatizing state banks as well as providing a sound legal
and regulatory framework for development of the private
banking sector. Development of the payment system was
another area of support. Much of the support for financial
sector development was provided under the initial umbrella of rehabilitation loans, but subsequently also sector
adjustment loans. Financial intermediation loans also
worked well in these countries and provided an effective
vehicle for the institutional development of commercial
banks.
The third group of countries-the hampered reformers-is characterized by comparatively less progress in financial sector reform, largely the result of a web of circumstances, including their small size, history under socialism,
geography, shortage of human capital, historical trade links
and neighbors, and internal and external conflicts, which
dramatically hampered the reform process in the real sector
overall. T'his group includes Albania, Bosnia, Moldova, the
Kyrgyz Republic, and Azerbaijan. For these countries, Bank
support for the financial sector was provided through the
vehicles of structural adjustment credits and institutionbuilding loans. Much of this support was foundational in
nature, focusing on restructuring and privatizing state banks,
on strengthening the legal and regulatory framework for
banking, and on establishing sound accounting for banks.
Developing a more robust banking supervision function in
the central bank was also a priority.
The fourth group is characterized as the reluctant
reformers, including Belarus, Uzbekistan, Tajikistan, and
Turkmenistan. These countries, through conscious choice,
were the most reluctant to let go of the security of the command economy's principles and to risk enduring what
they saw as the "chaos of the market" in countries around
them. Ironically, many of these countries experienced a relatively shallow drop in output in the earliest stages of the
transition. This-and the fact that they refused, in the
main, to commercialize, let alone privatize, their real sectors-meant that banks and other financial institutions
remained relatively stable and healthy, if their historic,
limited role in financial intermediation is taken into
account. In countries where commitment to state bank privatization was weak, emphasis was placed on building a
sound foundation for finance through support for the
250

establishment of payment systems, the strengthening of the
banking supervision function, and the introduction of
bank accounting and audit standards. Much of the Bank's
operational involvement in this group of countries came
through institution-building loans.
The final group-the chaotic reformers-is the most
difficult to characterize, although it contains some of the
most systemically important countries in the region: Russia,
Ukraine, and Romania. The early transition experience in
each of these countries was deeply traumatic and longlasting, with an uncertain and shifting political commitment to reform leading to a long delay in their return to
growth. The commitment to financial sector reform, in
particular, was shallow, as was the willingness to address
problems with state and former state banking institutions.
Privatization was often a destabilizing force in these countries, accompanied by significant levels of corruption and
organized crime, and they experienced a continuing series
of banking crises and near crises, as continuing efforts
were made to fit the pretransition, socialist banking model
into the new economic model that was emerging. Bank support in these countries straddled a wide range of areas of
the financial sector, mainly through the vehicles of structural adjustment loans and sector adjustment loans. Some
of this effort was directed toward bank restructuring,
although there was little subsequent privatization of these
banks (except in Romania). The Bank also sought to develop the foundations for the capital market in these countries
(legal, regulatory, and supervisory framework and market
infrastructure).
Figures 20.2 and 20.3 summarize the Bank's financial
sector involvement in the ECA countries as a whole. Figure
20.2 illustrates that the hampered reformers received more
adjustment and investment lending than any other group.
This reflects both the willingness of these countries to
work closely with the Bank on financial sector reform
and the intractability of the problems faced by these countries. The fundamental need to reform the policy environment for the financial sector, coupled with their sometimes significant balance of payments financing
requirements, is reflected in the strong emphasis on adjustment lending. The reluctant reformers, in contrast,
absorbed more investment lending, aimed at strengthening
the infrastructure for the financial sector, and less adjustment lending, given the relatively weak commitment to
fundamental policy reform.
Figure 20.3 summarizes where the Bank placed most of
its interventions (either individual elements of conditionality or specific areas of financial support) across all ECA
countries. The most common interventions were the
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restructuringof state banks and the institution buildingof
commercialbanks, along with assistanceto central banks
(especiallythe strengthening of bank supervision). This
reflects the early realization that (a) adequate regulatory
institutions were a key to prudent banking, (b) the state
banks, with their inefficientstructures, yet monopolymarket positions, were crucialobstaclesto the growth of commercialbanking,and (c) banking skillsand structureswere
seriously deficient, even in the new commercial banks.

Reform of the payment system was also a common
intervention,in light of the enormous monetary float that
was available for release to the economy with relatively
simpletechnologicalimprovementsin processingpayments.
Similarly,at leastin those countrieswhereprivatizationwas
seriouslyentertained, the state banks becamethe common
subject of privatization strategies.In about half the countries, capital markets and commercial bank restructuring
were pursued, although in the caseof capital markets, with
limitedimpact.Specificinterventionswere rarely addressed
to improvingcreditorrights and the infrastructurefor nonbank financial institutions (other than in the capital markets, such as insurance companies and pension funds),
reflecting country priorities. And there were only eight
countries where the Bank was involved in implementing
(and in some instances preventing the establishment of)
deposit insurance schemes, reflecting the judgment that
such schemeswere premature in most of the transition
banking systems.
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countrieswill increasingly strive to catch up with Western

Considerable progress was made in financial sector
reform in ECA countries over the past decade. This is especially true given the fact that-unlike in other sectors of the
economy-the process of financial reform had to start
essentially from scratch. This progress subsequently took
place at different speeds in different categories of the transition economies. Over this period, a number of ECA countries engineered a consolidation in the number of banks
and, in particular, managed to deal with the remnant of the
Soviet specialized banking system through their liquidation,
merger, or privatization. This led to leaner, more efficient
banking systems, especially in the EU accession countries.
The institutional framework for the capital markets evolved
adequately in most ECA countries, but this was not, by and
large, reflected in a significant role for these markets in
financing the private sector,
ECA's financial sectors are likely to be subject to a
number cf significant forces for change over the next 5-10
years. Onc force will be the strong pull of technological
change that will affect all aspects of financial business.
Another will be the integration of the financial sectors of
the EU countries, particularly under the weight of the move
to the euro. The ECA countries are likely to become
increasingly polarized in terms of their financial sector
development over the next 10 years. The EU accession

Europe (see also chapters 1 and 2). This will be a significant
stimulus to the pace of their financial sector reform.
Without this stimulus, the financial sectors in the remaining Eastern European and Central Asian countries will
evolve rather more slowly.
In considering how the different categories of countries
will evolve over the next few years, it is useful to consider
where they are in the sequence of financial sector reform.
Figure 20.4 provides one way of illustrating the phases of
financial reform. The vertical axis measures the institutional capacity of the financial system-its corporate governance and human resource capacity. Developing this
capacity requires a commitment by regulatory authorities
and market participants over a number of years. Gradually,
as this capacity develops, participants acquire the technical
and institutional knowledge to process more sophisticated
financial products (as reflected on the horizontal axis).
Under this schema, it is clear that many EU accession
countries-that is, the rapid reformers and the intermediate
reformers-are now well into the intermediate phase. The
involvement of foreign investment in the banking sectors of
many EU accession countries is improving institutional
capacity. Over the next 5-10 years, therefore, many of these
countries will move into the advanced phase. In due course,
some could come to closely resemble EU countries in the
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breadth and depth of their financialsystems.The regulatory challengethat has evolvedrelates to the fast-changing
European financialsystem and the resultinginfluencethat
this will haveon the nature of financialbusinessin the EU
accessioncountries.This means that the supervisoryframework will haveto adapt quitequicklyalso.This willbe a significantchallengefor manycountries.In someinstances,the
organizationof regulationis already adapting to perceived
risks,as somecountriesmoveto a unifiedregulatorymodel.
It is possible that the Eastern European and Central
Asian countries-for the most part, the hamperedreformers, the reluctant reformers, and some of the chaotic
reformers-will remain in the firstphaseof figure20.4. The
slower-reformingcountries will have to continue addressing many of those problemsthat the faster reformerstackled in the first 10 years of transition. First,they will haveto
continueto strengthenthe legal,regulatory,and supervisory
framework for the financial sector.Second,theywill have
to encourage the consolidation of their banking sectors
and hence reduce the costs of banking, while improving
their overallefficiency.Third, they will need to devisecontingencyplans for dealingwith banking crises should they
occur as the pressuresfor consolidationand improvedefficiencyintensify.Many of the bankingproblemswill remain
in the state or semi-statebanks in these countries. Dealing
with state or former state banks likely will be among the
greatestchallengesin the financialsectorsof thesecountries
during the comingdecade.

The Future Role of the World Bank
The Bank's response to the evolving needs of ECA's
financial sectors over the coming 5-10 years can be considered under two broad headings: analytic studies and
technical assistance, on the one hand, and operational
involvement,on the other.
Analyticstudiesand technicalassistance.The analyticwork
that the Bank has undertaken in the financial sector in the
past has providedthe intellectualbackdrop for subsequent
operational involvement.Much of the focus in the early
days of transition was on diagnostics aimed at the basic
legal,regulatory,and supervisoryframeworkfor the financial sector and how to developan infrastructure for a capital market. Other analysesfocusedon bank restructuring
strategy-to assist in convertingthe Sovietbanking institutions into market-basedones-and in studies that sought
to understand the web of relationshipsbetweenthe emerging banks and the state and private enterprises.
As the transition evolved,so did the nature of the analytic work the Bank performed in the financial sector.As
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the generalproblems of financial transition were gradually solvedin some countries,a number of specificissuespertinent to the later stage of transition required analytic
attention. Suchissuesrelate to, for instance,how to develop mortgagemarkets or how to facilitatethe development
of second-tierpension funds. A number of second-generation regulatory issuesalso arose, such as issuesrelating to
the appropriate structure of the organization of regulation. However,many of these issues related more to the
advanced transition countries,while those countries in the
former SovietUnion (excludingthe Baltics)had to continue grappling with the basic issues of financial transition.
The nature of the analyticwork continued to reflectthis.
Another avenue for analytic work furnished by the
Bank was occasionedby the Asian financial crisisof 1997
and the Russianfinancialcrisisof 1998. In somecountries,
where the effects of financial contagion were a concern,
interest emergedin havingthe Bank perform vulnerability
reviewsthat focusedon weaknessesin the financialsectoror
macroeconomicframework that could precipitate crises.
In parallel, the boards of the Bank and International
MonetaryFund expressedincreasingconcernthat countries
worldwide should identify weaknessesin their economic
performanceand financialsectorsand should take precautionary measures to mitigate emergingrisks. These concerns gavebirth to the joint World Bank and International
Monetary Fund Financial Sector Assessment Program
(FSAP),which involvesa major study of the risks and vulnerabilitiesin the financialsectorsof all 180 member-countries.A significantnumber of countriesfrom the ECAregion
were the subjectof FSAPsin 2000. These studiesseem likely to continue and to displace much of the analyticwork
that typicallywas performedin the earlier stage of transition. The FSAPanalysesare yieldingconclusionsregarding
weaknessesin the financial sector that require follow-up
technicalassistance.Someof this assistancewill be provided by the Bank or by supportive donor governments.
Operationalwork. During the first 10 years of financial
transition, the Bank, as illustrated in table 20.2, was
involvedin a range of lendingoperations that affected the
financial sector across a wide swathe of transition countries. The Bank's operational work over the next decade is
likely to be targeted more finely to a narrower group of
countries,specificallythe less-advancedtransitioncountries
of Eastern and Central Europe. Increasingly,the Bank will
withdraw from financial sector work in Central Europe
and the Baltics,wherethe focuswillbe less on undertaking
fundamental structural reform and more on meeting the
requirements for joining the EU and the euro system (for
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which EIJ technical assistance will be largely available).
This may involve additional help from the Bank in the
regulatory and supervisory field. What financial sector
operational work remains will likely be in very specialized
fields such as housing finance and pension reform. It is possible that from time to time structural adjustment loanswhich also serve to assist governments with budget or balance of payments financing-will
have elements of
financial sector reform as part of them.
The focus of the Bank's financial sector work in
Eastern Europe and Central Asia will likely continue to be
on dealing with problem banks. In large part this reflects
the slow pace of reform of the enterprise sector and hence
the impact of poor enterprise performance on the balance
sheets of banks. Until the real and financial sectors have
effectively stabilized-with the banking sectors consolidating and becoming stronger in terms of both capitalization and efficiency-these countries are likely to experience periodic banking crises. For the foreseeable future,
the Bank is likely to have to use the full array of loan
products at its disposal to support the financial sector
reform effort.

Lessons Learned
The Bank has learned much about the process of financial transiti on during the 10 years or so in which it has been
involved with the ECA countries:
* Financial sector transition is not a linear process. It
typically is punctuated by banking crises and other
forms of financial dislocation. This is to be expected
as part of the "financial sector learning process."
* Banking crises do not have a profound effect on the
real economy during the early phases of transition,
yet they do appear to have an enormously salutary
impact on the seriousness with which politicians
take financial sector issues in the post-crisis period.
* The state of the financial sector cannot be divorced
from the condition of the real sector, since banks are
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simply warehouses for the problems of their customers. As a result, banking and enterprise reform
must move forward in tandem. And this applies as
well to the slower reformers. It is pointless to reform
the banks if there is no will to reform the real sector
more generally.
* Developing a capacity for banking supervision is a
time-consuming and costly process, yet risks must be
dealt with even before supervisors are trained and
experienced enough to do so to the standards of
Western economies.
* As a tool for financial sector reform, foreign bank
and strategic investments are far more effective than
either restructuring or privatization of domestic
banks. Indeed, cross-border banking is inevitable in
all the transition economies.
* Financial sector reform must be seen holistically in
the context of the reform of other parts of the economy that provide support and services analogous to
banks, such as wage payments, tax administration,
inter-enterprise obligations, and energy payments.
Again, all these elements must move to a degree in
tandem for effective reform to take hold.
* While the development of capital markets holds out
the hope that they will provide alternative new funding sources for the private sector in the longer term,
in the initial phases of reform, their most important
function is as a mechanism for transferring the ownership of enterprise shares.
* It is important to tailor operational interventions to
meet the specific needs of each transition country
and to be flexible in the use of lending products to
support financial sector development.
* In its most successful financial projects, the Bank
typically works closely with partner international
financial institutions and donors to provide a
groundswell of support for policy reform in client
countries.

Chapter 21

Financial Policy in Transition
Economies: An IMF Perspective
Stefan Ingves

S

ince the late 1980s, the International Monetary Fund (IMF) has been working with the coun-

tries included in the Europe and Central Asia (ECA)region on various aspects of financial sec-

tor reform and development. The ECA countries are defined here to include Albania, Armenia,
Azerbaijan, Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, the Czech Republic, Estonia, Former
Yugoslavian Republic of Macedonia (FYR Macedonia), Georgia, Hungary, Kazakhstan, the Kyrgyz
Republic, Latvia, Lithuania, Moldova, Poland, Romania, the Russian Federation (Russia), the Slovak
Republic, Slovenia, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan. The IMF helped these countries to create two-tier banking systems from the monobanking systems inherited from the formerly
centrally planned economies and to develop central banking functions, while promoting the independence of the central banks. A major objective has been to get the countries to the point where they
rely on the use of indirect instruments for monetary management. To this end, the countries have been
encouraged to develop instruments for open-market operations and to deepen and integrate money,
government securities, and foreign exchange markets.
In lightof thestronglinkbetweenthe soundnessofthe
bankingsystemand the effectiveness
of macroeconomic
policy,another objectivein assistingthe ECAcountries
hasbeento developthefundamentalsof bank supervision
and regulation:organizationand staffing,the legaland
regulatoryframework,manualsand training programs,
reportingand off-sitesupervisionmethodologyand analyticaltechniques,and inspectionand follow-upprocedures.Complementary
to this exercise,the IMF alsohas

encouragedthe ECA countriesto adopt international
accountingstandardsand has assistedthemwith drawing
up and introducinga modernchart of accountsfor their
centralbanks.
In the past few years, especially,when some of the
bankingsystemsof the ECAcountrieshavecomeunder
stress,the IMF also has assistedthe countrieswith other
measuresto strengthentheir bankingsystems,both systemicallyand by improvinggovernancein individual
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banks. This has led not only to enhancing the focus on the
basics of bank supervision but also, which is even more
important, to supporting bank restructuring efforts of those
countries. Among other things, this has involved helping
some of the ECA countries in developing the principles and
practices involved in the closure of insolvent banks; in
agreeing memoranda of understanding with bank management t-o improve internal governance, limit lending
operations, and institute loan recovery programs; and in
determining how the cost of restructuring would be distributed among the banks' shareholders, depositors, and
the government.
The IMF also has promoted sound and efficient payment systems in the ECA countries. In the process, it has
underscored that the payment system influences the speed,
financial risk, efficiency, and reliability of domestic and

The basic challenge over the next decade, from the
standpoint of the IMF, is to have countries complete fundamental tasks, while responding to and assisting them in
an appropriate and timely manner when specific problems
arise, even where the fundamental institutions, instruments,
practices, and procedures are in place. Inevitably, the IMF
will be guided by certain international standards and best
practices in its assessment of the basic work that remains to
be done in a particular context.
The rest of this chapter assesses where ECA countries
now stand and the challenges ahead and states some of the
likelyresponses of the IMF. One difficulty confronted at the
outset is trying to group into categories, for analysis, such
a large number of countries that have grown even more disparate in their policies over the past decade.

internationialtransactions and that the payment system

BankingSystemIssues

affects the effectiveness of monetary policy, among other
ways through its impact on the transmission process in
monetary management, the pace of financial deepening,
and the efficiency of financial intermediation.
Particularly over the past two to three years, the IMF
has emphasized transparency in data collection and disseminaticn, as well as transparency and accountability in
the governance arrangements for state enterprises, government fiscal policies, and monetary and financial policies.
Hence, promoting international standards in the collection and dissemination of statistical data, accounting, and
auditing, together with a sound legal framework for monetary and financial policies, has taken on added significance
in financial sector reform. The importance of doing so has
been heightened by incidences such as the misreporting or
misclassification of data or the discovery of nontransparent
financial relationships between sectors and institutions that
had adverse macroeconomic effects.
All of t-is work has been done mainly in the context of
technical assistance delivered through missions from headquarters, short-term expert visits, long-term residence
assignments of experts, and multiple-country (regional)
workshops. In this work, the experts used have been drawn
not only from IMF staff but also from current and retired
staff members of central banks and supervisory agencies.
Moreover, in this technical assistance (both in doing the
work and in financing it), cooperation with the World
Bank and other international financial organizations and
wvithgovernments, central banks, and the United Nations
Development Programme has been extremely important.
For obvious reasons, the cooperation with the World Bank
has been special, with the two institutions often working as
partners in designing a particular program or strategy.

The ECA countries today face a whole range of challenges in banking and bank supervision. At one extreme are
countries, like Bulgaria, Estonia, Latvia, and Lithuania,
where the banking systems have been transformed and
appear to be reasonably sound, due to recent measures
(sometimes in response to crisis) to restructure the banking
system and make changes in management of major banks in
the system; privatize state-owned banks and foster competition, including via encouraging foreign entry; capitalize
banks in order to bring their capital adequacy at least up to
the Basle minimum standards; clean up balance sheets and
remove existing nonperforming loans, sometimes sending
these loans to a work-out unit; strengthen credit appraisal in
granting loans; introduce sound prudential regulations that
conform to best international practices; and further strengthen supervision, both off-siteand on-site.The major challenge
for virtually all of these countries is maintaining high standards in bank supervision, including keeping up with new
techniques for supervising increasingly complex products
and markets and maintaining adequate and well-trained
staff. But even among these countries, there are pockets of
serious weaknesses in the banking system. For instance,
there is a feeling, in one or two cases, that minimum capital
requirements are, at times, met by using questionable devices
that inflate capital. In addition, attaining and maintaining
high standards of transparency and good governance will be
a challenge for these and other ECA countries.
At the other extreme are the countries with weak, and
sometimes even fragile, banking systems, like Azerbaijan,
Belarus, FYR Macedonia, Georgia, the Kyrgyz Republic,
Tajikistan, Turkmenistan, and Uzbekistan. The qualities
that make these systems weak differ greatly from one case
to another. Hence generalization is difficult. Depending
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on the country, one can find a government that directly
influences the lending decisionmaking, state enterprises
that dominate the portfolios of banks, state-ownedbanks
that dominate the banking system,capital adequacy measurements that are not risk-weighted,and loan classification systemsthat are distorted by governmentguaranteed
loans (sometimes resulting from directed credit). In
Turkmenistanand Uzbekistan,someold Soviethabits even
persist, such as controls on the withdrawal of cash, resistance to the adoption of international accounting standards, and heavy dependenceof commercialbanks on the
central bank for loanable funds. All in all, in the weakest
systems,state-ownedbanks dominate, and their loans are
directed overwhelminglytoward state-ownedenterprises.
In many of the ECAcountries-particularlythoseof the
former SovietUnion outsidethe Baltics-a substantialportion of bank assetsand liabilitiesare denominatedin foreign
currencies,raisingconcernsfor the vulnerabilityof the system to exchange rate movements.In addition, in some of
these same countries, slow economic growth and large
macroeconomicimbalances (huge budget deficits, unsustainable balance of payments deficits, and inappropriate
exchangerate policiesthat producedisequilibriumexchange
ratesgiventhe monetarypolicystance),togetherwith major
structural weaknesses due mainly to slow or incomplete
enterpriserestructuring,willcontinueto makebanking system reformsslowand preventbank supervisionauthorities
from accomplishingtheir desiredobjectivesfully.For banking system soundness and effective bank supervisionto
becomea realityin these countries,fundamentalmacroeconomic and structural reformsmust be pursued resolutely.
Probably a majority of the countries with weak banking systemsand weak bank supervisionare makingefforts
to strengthentheir systemsand their bank supervision.In a
basic sense,then, the challengeis gettingcountries to move
resolutelyin addressingthe weaknesses.The majorityof the
ECA countries are being encouragedand advised by the
World Bank, European Bank for Reconstruction and
Development,European Union, and the IMF, and sometimesby the U.S.Agencyfor InternationalDevelopmentand
other bilateral donors, (a) to restructuretheir banking systems, through improving the legal framework governing
bankruptcy proceedings,mergers,changeof management,
revocationof licenses,privatization,and increasedparticipation of foreignbanks; (b)to bring their prudential regulations up to the Basle standards; (c) to modernize loan
classificationand provisioningsystems;and (d)to raise the
level of their bank supervisionand regulation to comply
with the BasleCore Principlesas soon as realisticallypossible. Where relevant,countries alsoare being urged to elim-
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inate directed credit and to introduce more sophisticated
procedures for analyzingcredit. Indeed, the countries are
making efforts, but the weak systemsare findingit hard to
stay the courseand to sustain the effort on all fronts. In all
such cases,there is a need to sequencemeasuresappropriatelyand to encouragethe authoritiesto keeppoliticsout of
the processto ensure continued progress in strcngthening
the banking systemsand bank supervision.
In Azerbaijan,for example, some bank restructuring
has taken place, but privatization is being delayed.
Meanwhile, despite some progress in strengthening bank
supervision,capacityremainsinadequate,especiallyregarding resolutionof weak and insolventbanks. In somecountries,the legalframeworkand procedures(for example,the
lack of a framework for prompt correctiveaction, a slow
and ill-definedresolution processfor failed banks, or lack
of support from the courts in upholding sanctions) are
frustratingthe process of supervision.
As another example,to illustratethe challengesahead,
in Turkmenistan,the authoritiesintroduceda bank restructuring program (PresidentialDecree 3970) in December
1998. Asa result, the total number of banks dropped from
67 at the end of 1998 to 13 at the end of 1999. Each stateowned bank was given a specificsector of the economy to
service. In addition, the decree formalized segmentation
already present in the banking sector: government enterprises and organizations were not permitted to use the
nongovernmentcommercialbanks to conduct their bank
business,while the nonstate banks were permitted to provide loans to state sectors. Official figures indicate that
the solvencyof banks may not be an immediate concern.
The risk-weightedratio of capital to assetstends to be well
over 20 percent, but this ratio reflects the fact that the
bulk of lendingis to state sectors with a zero risk weight.
Hence,the high capital adequacy ratio could overstatethe
capital adequacy of the banks. On the positive side, the
Central Bank of Turkmenistanhas made some important
progressin the area of bank supervision,includingnew regulatory standards for the banks as well as improvementsin
its off- and on-sitesupervisioncapacity.
In between the two extremes are countries like
Albania, Croatia, Moldova, Romania, Russia, the Slovak
Republic, and Ukraine, that have made good progress in
reformingtheir banking systems and bank supervisionbut
have yet to achieve desirable levels of soundnessin both
areas. Allthese countrieshaveaccessto technicalassistance,
including from the IMF; the challenge,in a few cases,is to
elicit the political will to complete the process that is well
under way and to resist pressures to reversewhat already
has been accomplished.
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In Albania, the SavingsBank holds about 80 percent
of bank assets. But, since 1997, its operations have been
circumscribed by a governance contract imposed by the
government. That contract restricts the Savings Bank's
operations to deposit taking and investments in Treasury
bills. The purpose of this action was to stop the bank's
large losses due to mismanagementand to prepare it for
privatization. In Romania, in the last year there has been
a major cleaningup of balance sheets,some bank mergers,
the setting up of an Asset Recovery Agency, and the
strengthening of the institutional and organizational
framework for bank supervision.But the legal system and
enforcementremain weak, and some major state-owned
banks need to be privatized.
In the Slovak Republic, important steps have been
taken to restructure and privatize state-owned banks and
improve the legal framework. The authorities decided to
sell a majority of the state's stake in the Slovak Savings
Bank and the state's entire stake in the General Credit
Bank and the Investment and Development Bank. They
also transferred nonperforming loans from these three
banks to the ConsolidationAgencyand the Consolidation
Bank, injectingcapital into them. The effectivenessof the
Bank PrivatizationUnit has beenimprovedthrough external technicalassistanceand the recruitment of additional
staff. In addition, the government amended the Banking
Act in order to strengthen the supervisorypower of the
National Bank of Slovakia, and parliament recently
approveda number of amendmentsto strengthenthe bankruptcy law
In Russia,followingthe bankingcrisisof 1998, restructuring has been slow. In the context of the authorities'
strategy discussed with the IMF and World Bank, the
licensesof six large,insolvent Moscow-based banks were
withdrawn in mid-1999, and liquidation of three of them
is firmly under way.It has on occasion proven difficult to
move other elementsof the processforward. However,the
restructuring agency,ARCO, has made some progress in
restructuring a small number of regionally important
banks. A total of 20 banks are under ARCO'sadministration. In order to increasethe number of banks undergoing
restructuring, there is pressure to increase the financial
resources availableto ARCO and to ease the criteria for
submitting a bank to ARCO. These pressures need to be
resisted. Another interesting developmentin the Russian
case is that higher oil prices and stronger macroeconomic
performance contributed to an improvementin the financial condition of the banking system during 2000. Many
banks that would have been judged insolvent a year ago
now appear to be marginally viable. As a result, the need
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for further restructuringmeasuresmay appear less urgent
for some observers. Such complacencyrisks leaving the
banking system in an extremely vulnerable condition
should economic conditions begin to deteriorate again.
One of the main unresolvedissuesrelates to the future of
state-ownedbanks. The crisishas resultedin a migrationof
bank customers back toward these banks, and there is
substantial support in Moscow for a major expansion in
the role of public banks. There is also a need to complete
the financial and strategic audits of the savings bank,
Sberbank, which dominates the banking system, and to
determine the conditions under which private and public
banks will be permitted to competewith each other.
In Russia,though, there has beensubstantial progress
in strengtheningthe regulatoryframework. The main task
for bank supervisorsis to preventa renewed accumulation
of lossesin the bankingsystem.The CentralBank of Russia
needs to imposeprompt correctiveactions on weak banks
and to initiate liquidation of insolvent ones. Politicalsupport is clearlycrucial.
In Ukraine,there has been someencouragingprogress
in both bank restructuring and bank supervision,but vigilance is needed to sustain the effort and continue the
reforms.The Bank SupervisionDepartment has been reorganizedand staffed,improvingefficiency.New capital regulations have been introduced, and provisioning regulations have been strengthened. An examination manual
consistentwith international best practiceshas beencompleted, and inspectionsare beingconductedusingCAMEL
rating. There remainsa need to clarifydefinitionsof insider and related-partytransactions and to further strengthen
loan loss provision and reservepolicy.A new banking law
that would facilitate bank liquidation has recently been
passed and its effectiveimplementationshould significantly improve compliancewith the Basle core principles.As
regards bank restructuring efforts, the authorities have
focusedon improvingthe capitalizationand operating efficiency of the seven largest banks based on action plans
agreed with the National Bank of Ukraine in 1999. The
capital positions of five of the seven banks have thereby
improved. Structural deficienciesidentified during diagnostic studiesare beingaddressed,with severalof the banks
receivingtechnicalassistancefrom EU-Tacis, while others
are addressingdeficiencieson their own. Of fiveinsolvent
banks identifiedduring diagnosticstudies,three now have
significantlypositivecapital and are progressingsatisfactorily toward capital adequacy.The two remaining banks
continue to have negativeand deteriorating capital positions and the authorities will urgently need to take appropriate steps to resolvethe situation.
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Monetary
Operations
In the area of monetaryoperations,countriescould
usefullybedividedintofourgroups.First,therearethose,
likeBosnia-Herzegovina,
Bulgaria,Estonia,and Lithuania,
that havea currencyboardarrangement.In principle,this
leavesthemlittleor no roomformonetaryoperations.But
thesecountriesdo havesomemonetarypolicyinstruments
at their disposal.Bulgariaand Bosnia-Herzegovina,
for
instance,use reserverequirements,but theytendto rationalizethem as a prudentialtool. Lithuaniausesreserve
requirements,standingfacilities,and open-marketoperationsto achieveits principalobjective,namely,the stabilityof thedomesticcurrency.Butit alsohasbackingforthe
domesticcurrencyin gold and foreignexchangereserves,
whichit maintainswellabove100percent(thebackingis
currentlyequivalentto some 140 percent).Bulgariaalso
hasexcessforeignexchangecoverageforits domesticcurrency.
Second,are those countries,like Albania,Croatia,
Kazakhstan,Latvia,Moldova,Romania,Russia,and the
SlovakRepublic,that arewelladvancedalongthe roadto
consistentuse of indirectinstrumentsof monetarymanagementand policy,eventhoughthe interbankmoneyand
exchangemarketsmaybe thin and, in someof the countries, poorly developed.In those countries,the central
banks typicallyhave adequateinstrumentsof monetary
control,havethe independenceto applythe instruments,
have developeda reasonablygood frameworkwithin
whichto designpolicies,and are willingto allowmarket
determinationof interestrates,givenexchangeratepolicy.
Of course,evencountriesin this grouptypicallywill
leavethemselvesfreeto usemoredirectmethodsof liquidity managementin "emergency"situations.In addition,
giventhe fragilestate of themoneymarketsand a lackof
realdepthand liquidityin thosemarkets,and givena lack
of deeptrustin theliquidityofgovernmentsecurities,
some
countries do find that the activity in the money and
Treasurybillsmarketcandisappearovernightas a resultof
a slightadversechangein themacroeconomy
(especially
the
governmentbudgetarysituation).In Russia,for example,
securities,
whichprecipitated
the
thedefaulton government
bankingcrisisin 1998,as wellas the persistenceof insolvent and weakbanks,has eliminatedactivityin domestic
moneymarkets,and has diminishedthe abilityof thecentral bankto engagein effectiveopen-marketoperationsfor
the time being. As a consequence,the main monetary
instrumentsnow availableto the CentralBankof Russia
arevariationsin reserverequirementsand a depositfacility (whichis widel)yused).It has beensuggestedthat the
CentralBankof Russiamightbeginto issueits ownpaper
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for sterilization
purposes,butit has not donesodue to cost
considerations
and technicallegalimpediments.
In Albania,also amongthe countriesin the second
group,theBankofAlbaniaconductsmonetarypolicywith
a viewto ensuringlowinflationconsistentwith theoverall
macroeconomicobjectivesin the framework of the
EnhancedStructural AdjustmentFacilityand Poverty
Reductionand GrowthFacilityand inthecontextof a flexibleexchangerate.Monetarypolicyis conductedthrough
open-marketoperationsusingTreasurybills,typicallyin
the form of reposand reverserepos,supportedby minimum lekdepositratesin the SavingsBank.Thereis only
limitedparticipationof privatebanksin the T-billand lek
depositmarkets,wherethe SavingsBankenjoysa nearmonopolyposition.The Bankof Albaniahas beentaking
stepsto developthe secondaryT-billmarket.In addition,it
hasbeenphasingout otherinstrumentsof directmonetary
control, such as removingthe floorson the 12-month
depositinterestrates.
The thirdset of countriesare those,likeAzerbaijan,
Tajikistan,Turkmenistan,
and Uzbekistan,that havebarely starteddowntheroad of sustainedtransitionto theuse
of indirectmonetarymanagement.
Depending
on thecountry,thiscouldbe for oneor moreof the followingreasons:
lackof independenceof thecentralbank;limitedrangeof
monetaryinstruments,
particularly
to mop upliquidity;and
unwillingnessto allowmarket determinationof interest
ratesand exchangerates.Someof thesecountriescontinue
to relyon directcontrolsin monetarymanagementor to
dependon interventionin foreignexchangemarketsas
theirmajortool for managingliquidity.
In Tajikistan,sincethe scalingdownof centralbank
interventionin theforeignexchangemarket,afteradopting
a floatingexchangerate system,theonlyinstrumentavailableto the NationalBankof Tajikistanfor managingliquidity has been credit auctions.The auctions,however,
havebecomeineffective
becausedirectedlendinghas been
channeledthrough them,and thus the amountof credit
offeredis not determinedaccordingto the liquidityneeds
of the systemand the interestrate has not beenmarketdetermined.Treasurybillauctionswerestartedaboutthree
marketin the
yearsago,withtheaimof creatinga securities
country,whichwouldpermitopen-marketoperations.So
far,however,the T-billsmarkethas failedto reacha criticalsizeto enablea start oftheseoperations.
In Turkmenistan,apart from reserverequirements,
threeothertypesof monetaryinstrumentsareavailable,in
principle,to the Central Bank of Turkmenistan(CBT):
creditauctions,an auxiliarycreditfacility,and overdrafts
(intradayand overnight).Weeklycreditauctionsare avail259
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able, in principle, to allocate CBT refinance credits. Access,
which is subject to ceilings, is restricted to banks that cornply with reserve requirements and have no overdraft. But
credit auctions have been suspended since February 1997;
since then, foreign exchange sales have been CBT's main
instrument of monetary policy for regulating bank liquidity. The auxiliary credit facility is available on demand,
although access is limited on the basis of the same criteria
as credit auctions. In addition, banks can use the facility
only twice a month, and the credit is subject to a ceiling of
75 percent of required reserves. It is a facility hardly used.
As regards overdrafts, intraday overdrafts are interest-free,
whereas overnight overdrafts carry a fee (equivalent to
1.7 times the refinance interest rate). No ceiling is imposed,
and no collateral is required. The overdraft facility is hardly used at the moment. In contrast, there has been heavy use
of directec credits, particularly to the agricultural sector.
In Uzbekistan, the most important commercial banks
are contro]led by the government and follow policies set by
the Republican Monetary Policy Commission, which practices selective credit allocation policies. The monetary
instruments available, in principle, to the Central Bank of
Uzbekistan-namely, reserve requirements, a refinance
facility, sale of certificates of deposit, and credit auctionsare not actively used. The instrument used most potently in
liquidity management has been the sale of foreign
exchange. But targets for the level of gross international
reserves es:-ablished by the governmioenithave limited the

daily to weekly, the credits were to be collateralized, and
interest rates were to be market-determined. Auctions of
28-day central bank bills were to be held weekly, and the
interest rate was to be set by the market. Repo operations
were to be conducted as soon as the volume of outstanding
central bank bills would permit. But implementation of the
new system has experienced problems, mainly because of
the lack of interest in purchasing central bank bills. In any
event, regular credit auctions have been discontinued and
are now conducted only to meet seasonal liquidity needs;
no auctions have been conducted since April 2000.
In Ukraine, reforms in developing monetary operations
initially resulted in substantial progress such as in the development of a secondary market for Treasury bills and
improvement in the short-term liquidity management framework. But progress has slowed, and even been reversed, due
to a difficult macroeconomic situation. The weak fiscal position has required central bank financing, and the ministry of
finance has not been willing to pay market interest rates on
Treasury bills. The unattractiveness of Treasury bills has
contributed to the drying up of the Treasury bill market
and halted progress toward improving the monetary operations of the National Bank of Ukraine in the secondary market. In the absence of a well-functioning Treasury bill market, the National Bank of Ukraine has introduced central
bank certificates of deposit for liquidity management and is
aiming to develop the use of this instrument.

ability of the Central Bank of Uzbekistan to use eventhis

ForeignExchange
Operations

instrument over the past couple of years.
Somewhat between the second and the third groups
mentioned Is a fourth group of countries, namely those, like
Armenia, FYR Macedonia, and Ukraine, that have adequate fundamentals for the use of indirect instruments
(because cf appropriate independence of the central bank,
the existence of a fair range of instruments, and a reasonable framework for monetary and liquidity management)
but are having difficulty using the instruments consistently for a number of reasons. These include, especially, an
unwillingness to allow interest rates and exchange rates to
move in line with market forccs in difficult economic times.
In FYR Macedonia, in April 2000, the authorities
adopted a package of measures with the specific aim of
adopting indirect instruments of monetary management
and of movi ng closer to EU standards. The package included the removal of bank-by-bank credit ceilings; the increase
in the allowed intraday use of reserve requirements to 60
percent fronm40 percent; and changes in the design and
procedures for credit auctions and central bank bill auctions. The frequency of credit auctions was reduced from

The countries in Europe and Central Asia cover almost
the whole range of classifications of exchange rate arrangements used by the IME The currency board arrangements
have been mentioned. There are fixed pegs against a single
currency (FYR Macedonia, Turkmenistan) or against a
composite (Latvia), managed fLoatingrates with no preannounced path for the exchange rate (Azerbaijan, Belarus, the
Czech Republic, the Kyrgyz Republic, Romania, the Slovak
Republic, Slovenia, Tajikistan, Ukraine, Uzbekistan), and
independently floating rates (Albania, Armenia, Georgia,
Kazakhstan, Moldova, Russian Federation).
Virtually all the ECA countries operate within unified
exchange markets. Among them are those, like Kazakhstan
and Latvia, that, given monetary policy, allow the level of
the rate to move in line with market conditions (or have
reserves to stabilize the rate via intervention without significant controls), while there are those, like Turkmenistan,
that use controls to prevent the rates from attaining equilibrium levels.
In Latvia, for example, the authorities use spot and
swap auctions in their foreign exchange operations, offer-
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ing a range of maturities in their swap auctions. The market is functioning well. In Turkmenistan, since 1998, when
the commercial bank foreign exchange window was closed,
the central bank has the only foreign exchange window in
the country. There is also a very high surrender requirement. The major challenges over the next decade, in the
area of foreign exchange, will be to liberalize the market,
creating a regime that permits market determination of
the rate, and to liberalize payments and transfers for current international transactions. The president's foreign
exchange reserve budget is currently responsible for the
management of foreign exchange reserves. The process is
not transparent and, to the knowledge of IMF staff, has
never been audited.
In Uzbekistan, there is currently an official rate (used
mainly for government transactions and imports of highpriority capital goods) and a commercial bank exchange
rate. Resistance to adjustment of these controlled rates has
fueled an illegal curb market.
In the coming decade, the appropriate response would
seem to be to continue the attempt to convince countries
with exchange controls and other devices that obstruct
market determination of rates to implement supporting
policies that would permit flexibility and adjustment in
the exchange rates in line with market forces. Such an
approach would leave countries free to choose any
exchange arrangements they prefer. But then they would be
encouraged to design and implement monetary and financial policies that are consistent with ensuring appropriate
(sustainable, market-related) exchange rates.

investing short-term funds. Third, when a government is
running huge budget deficits and financing them via base
money creation (borrowing from the central bank), and at
the same time there are few safe and profitable local outlets
for investment funds and foreign outlets are constrained by
a transfer problem (foreign exchange "shortage"), the vast
majority of the banks tend to have excess reserves; there is
no interbank market to be made. Fourth, governments were
sometimes reluctant to allow interest rates on their securities to rise, typically in consideration of the adverse budgetary consequences. Fifth, in the case of government securities, there were sometimes technical problems in the design
of the instruments (maturity structures, most notably), deficiencies in the issuance and auction procedures, or restrictions on the transfer or use of the instrument in secondary
markets. Sixth, central bank rediscounting and other fairly
easily accessible facilities at the central bank sometimes
hampered the development of secondary markets.
The success of countries in addressing these problems
has greatly affected the development (liquidity, turnover,
interest rate spreads, commissions, and use of government
securities as collateral and in repo and swap operations) of
their interbank money and government securities markets,
which in turn has affected the ability of their central banks
to develop effective instruments for use in open-market
operations. The vast majority of the ECA countries have a
long way to go in having well-functioning money and government securities markets, and the Czech Republic,
Hungary, and Poland appear to be much further along the
way than the others.

Interbank
MoneyandGovernment
Securities
Markets

PaymentSystems

Interbank money and government securities markets,
and especially secondary markets, have been slow to develop in the majority of the ECA countries. Many factors have
been at play. In the case of money and government securities markets, first, there were problems with developing
the institutional and technological infrastructure (legal,
organizational, and accounting framework, depositories,
clearing and settlement systems, and telecommunication
systems), followed by the microstructure (primary dealers,
brokers) for primary and secondary markets. Second, there
were risk management issues. Banks took some time to
begin to trust each other or to develop appropriate risk
management tools for understanding counterparty risks
and setting appropriate limits. Countries with weak or fragile banking systems have had particular problems in this
regard. Even government securities-assets with zero risk
weights in the Basle Accord-often were not considered safe
investments when compared to, say, foreign exchange for

Without exception, the F,CA countries accept the
importance of the payment system in the financial system,
and they are giving serious attention to its overall development. All the countries are paying attention to safety and
efficiency in their most systemically important systems,
although there are, not surprisingly, often difficulties in
determining when particular designs, procedures, and governance arrangements have attained acceptable standards
of safety and efficiency. The countries also differ in the
appropriateness of the development of their payment systems, given the actual and prospective activity in the financial markets, level and growth of income per capita, and
monetization of the economy. The most advanced systems
from this perspective seem to be those of the Czech
Republic, Latvia, Lithuania, and Poland. In particular, all
these countries have a well-functioning, large-value transfer system (which includes real-time gross settlement capability) for large and time-critical payments, while the other
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components of their payment systemsseem to be working
at satisfactorylevelsof operational efficiency,so that float,
processing, and settlement delays are not serious problems.
Allthe other ECAcountriesultimatelyseemto want to
developRTGSsystemsto handle large-valueand time-critical payments. But for budgetary and technical reasons,
many of these countrieswillcontinuewith deferred net settlement cr batch systemsor with near substitutes to traditional RTGSsystems-all of which seem to work reasonably well for the countriesconcerned-until they can build
RTGS systems. Bosnia-Herzegovina,Croatia, and FYR
Macedonia inherited systems of state payment bureaus
from Yugoslaviaand need to replace them with normal
bank-based systems with final settlement at the central
banks. In Croatia, in the spring of 1999, the National
Bank implementedan RTGSsystem owned and managed
by itself, which operates outside the monopoly state payment bureau (known as the ZAP). In Bosnia-Herzegovina,
the payment bureaus were scheduledto close by the end of
2000; the central bank was to have an RTGSsystem fully
operational by that date. In FYR Macedonia, also, the
central bank is working toward introduction of an RTGS
system. A few countries, notably Armenia and Georgia,
have e-mail systems that can settle payments on a gross
basis. Many countries, including Albania, Azerbaijan,
Estonia, and Russia, are at advanced stagesof developing
their RTGS systems.
All the ECA countries will be encouraged over the
next few years to assesstheir systemicallyimportant systems to ensure that they comply with the Core Principles
for SystemicallyImportant Payment Systems.Indeed,these
principles are already being discussedwith them in workshops and during technicalassistancemissionsof the IMF.
All the countries also seem to want to move away, as
soon as it makeseconomicsenseto do so, from paper and
toward electronic payments for retail systems. A major
issuefacing allthe countries is decidingthe role of the central bank in the developmentof these retail payment systems. Some countries want the central bank to play an
active(hanrds-on)role in determiningwhichinstrumentsare
promoted and encouraged and which are discouraged,as
well as in determiningthe design of the particular instruments and systems.The challengefor the IMF and others
advising them is to convince the countries to allow the
interplayc,fmarket demand and decisionmakingby banks
to play the major role, while the central bank and other
public authorities confine themselvesto developing the
legal framework and performing appropriate oversight,
for consumer protection and other reasons.
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Another issue, likely to be of major importance over
the next few years, is credit policy in support of payment
settlements.A few of the ECAcentral banks still see automatic lending to cover shortfalls by banks in settlement
balances, particularlyat the end of the day, as a necessary
part of their role as lender of last resort and as guarantor
of financial system stability. For this and other reasons,
some of the countries of the region may need technical
assistancein the developmentof credit policyin their payment systems(limits,collateral,interestrates, and intraday,
overnight, or longer-term central bank lending) and its
relationshipwith monetary policy.
Conclusions
The IMF will continue to provide technicalassistance
to help countries to reform their banking, monetary, and
exchangesystems,all tailored to the needsof the countries.
In doing so, it will continue to work cooperativelywith
experts from many institutions and organizations, especially current and retired staff members of central banks
and supervisoryagencies.
In addition, in the next few years, many of the ECA
countrieswill benefitfrom the FinancialSectorAssessment
Program (FSAP).The FSAPwas launched in mid-1999 in
responseto calls from the international community,in the
aftermathof the Asian and Russiancrises,for the IMF and
the World Bank to step up their effortsto help strengthen
countries' financial systems. The program is designedto
identify strengths and vulnerabilitiesof financial systems
so as to reduce the potential for crisis and cross-border
contagion. The emphasisof the program is on prevention
and mitigation, rather than on crisis resolution, through
the preparation and delivery to national authorities of
comprehensive assessments of their financial systems.
Undertaken jointly with the World Bank, the FSAP also
involves experts from national authorities and international standard-setting bodies, particularlyin the area of
assessingthe observance of internationally accepted standards, codes, and good practices. The FSAP is a major
enhancementto the work (some of it describedhere) that
the IMF has beendoing for some time in strengtheningthe
monitoring of financial systems, in the context of Article
IV consultation discussionswith member countries. It is
also the expectation that the FSAPprocess will prove an
effectivemeans for identifying areas in which countries
could use technicalassistancefrom both the IMF and the
World Bank.
Finally,economicdifficultiesoften diminishthe resolve
of countriesto sustainreforms,particularlyin monetary and
exchangepolicies,while lack of political will and political

Financial

interferenceserveas obstaclesin major bankingsystemand
bank supervisionreforms. For these reasons,the IMF has
found the processof reachingunderstandingsin the design
of programs to be supported by use of its resourcesas an
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excellentcontext in which to push for major structural
reforms in the financial sector.It is important to keep in
mind that the financialreformsand the macroeconomicpolicy measuresin such programs complementeach other.
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the countries in Central and Eastern Europe
and the Commonwealth of Independent
States still face major challenges: although
much has been achieved in the transition to
market-based democracies, nmiuchremains to
be done. The World Bank has been an active
partner in helping countries design and impeetterrfrs
plement

their reforms.
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well as setbacks, in the transition process. This
series of publications is part of the Bank's contribution to the debate about the unfinished
agenda and possible approaches to future clhallenges. The first 14 titles in the series cover the
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importance of sound corporate citizenship,
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and a conference on finance in the transition
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