
5 Financial systems in distress

Not since the 1930s have so many firms in develop-
ing countries been unable to service their debts.
Their difficulties are rooted in the international
shocks of the 1980s and their domestic aftermath
and in the policies that governments have pursued
over the past thirty years. The inability of firms to
service debt has caused distress for many financial
institutions. In some countries incipient financial
crises forced the government to assist troubled
banks. In others, although there has been no crisis,
banks' losses are large enough to require govern-
ment intervention. Failure to take action is costly.
With delay, losses mount and so does the cost of
restructuring. In all, more than twenty-five gov-
ernments have helped distressed financial institu-
tions during the past decade. Much has been
learned from these measures.

In 1981 the Chilean government liquidated three
commercial banks, four finance companies, and a
development bank. Together these accounted for
more than one-third of all loans made by the finan-
cial system. Fourteen months later the authorities
intervened again. They placed eight institutions,
which accounted for nearly half of all loans, under
central bank management and extended financial
support to all but one of the remaining commercial
banks.

In the United States more than 1,000 savings and
loan associations (S&Ls) were closed or merged
with sounder institutions between 1980 and 1988.
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By early 1989, 600 S&Ls, or one-fifth of all S&Ls,
were still thought to be insolvent, and the loss to
the S&L deposit insurance fund was expected to
total at least $120 billion. Among commercial
banks the failure rate rose from ten a year during
the 1970s to more than 150 a year in the late 1980s.
In early 1989 about 10 percent of commercial banks
were on the regulators' "watch list."

Cases like these are spectacular, but much finan-
cial distress remains hidden. Because intermedi-
aries have rolled over unpaid loans and have capi-
talized unpaid interest, their insolvency is not
apparent from their accounts. Accounting infor-
mation may be kept confidential, and what is avail-
able is often unreliable. Where audits have been
made using generally accepted accounting princi-
ples, nonperforming loans have proved to be sub-
stantial. In nearly all instances of government in-
tervention, intermediaries' actual losses have
proved to be far larger than reported. The number
of bad and doubtful loans in the portfolios of many
institutions is such that expected losses exceed the
sum of capital, reserves, and loss provisions; these
institutions are technically insolvent.

If reliable information were available, countries
could be ranked according to the share of nonper-
forming loans in banks' total assets. At one end of
the range would be countries in which nearly all
intermediaries are profitable and solvent and non-
performing loans amount to only 1 or 2 percent of



assets. At the other would be countries in which 20
percent or more of all loans are nonperforming and
many, if not most, banks are insolvent (some hav-
ing losses equal to many times their capital). Al-
though lack of data makes it impossible to measure
financial distress precisely, it is clear that distress is
widespread. Box 5.1 presents information for a se-
lect group of countries. This information may over-
state the severity of distress in some countries and
understate it for others.

In most cases banks are not illiquid (that is, they
can still meet payment demands), but so many of

their debtors are unable or unwilling to service
their loans that the banks are making losses. The
failure of some borrowers to service loans is com-
mon; even healthy banks expect to have some
nonperforming loans. But losses large enough to
impair the profitability and solvency of so many
institutions in so many countries are unprece-
dented. Even during the depression of the 1930s,
very few large banks in developing countries
failed.

That banks remain open and continue to accept
deposits and make loans does not mean that they

Box 5.1 Examples of financial distress

Argentina. The failure of a large private bank sparked
the 1980-82 banking crisis. By 1983, 71 of 470 financial
institutions had been liquidated. The restructuring
process is not yet complete.

Bangladesh. Four banks that accounted for 70 percent
of total credit had an estimated 20 percent of nonper-
forming assets in 1987. Loans to two loss-making pub-
lic enterprises amounted to fourteen times the banks'
total capital.

Bolivia. In late 1987 the central bank liquidated two of
twelve private commercial banks; seven more reported
large losses. In mid-1988 reported arrears stood at 92
percent of commercial banks' net worth.

Chile. In 1981 the government liquidated eight insol-
vent institutions that together held 35 percent of total
financial system assets. In 1983 another eight institu-
tions (45 percent of system assets) were taken over:
three were liquidated, five restructured and recapital-
ized. In September 1988, central bank holdings of bad
commercial bank loans amounted to nearly 19 percent
of GNP.

Colombia. The 1985 losses of the banking system as a
whole amounted to 140 percent of capital plus re-
serves. Between 1982 and 1987 the central bank inter-
vened in six banks (24 percent of system assets), five of
which in 1985 alone had losses equal to 202 percent of
their capital plus reserves.

Costa Rica. Public banks, which do 90 percent of all
lending, considered 32 percent of loans "uncollectible"
in early 1987. This implied losses of at least twice capi-
tal plus reserves. Losses of private banks were an esti-
mated 21 percent of capital plus reserves.

Egypt. In early 1980 the government felt compelled to
close several large Islamic investment companies.

Ghana. By mid-1988 the net worth of the banking
system was negative, having been completely eroded
by large foreign exchange losses and a high proportion
of nonperforming loans. The estimated cost of restruc-
turing is $300 million, or nearly 6 percent of GNP.

Greece. Nonperforming loans to ailing industrial corn-

panies amount to several times the capital of the largest
commercial banks, which hold more than 80 percent of
total bank assets.

Guinea. The government that assumed power in 1984
inherited a virtually defunct banking system: 99 per-
cent of loans proved irrecoverable. All six state-owned
banks were liquidated, and three new commercial
banks were established, each with foreign participa-
tion.

Kenya. Many of the nonbank financial institutions
that have sprung up since 1978 are insolvent, and in
1986 several of the larger ones collapsed.

Korea. Seventy-eight insolvent firms, whose com-
bined debts exceeded assets by $5.9 billion, were dis-
solved or merged during 1986 and 1987. In addition,
the central bank lowered interest rates on its redis-
counts to commercial banks on loans to troubled
industries.

Kuwait. Because of large losses sustained by specula-
tors in stock and real estate markets, an estimated 40
percent of bank loans were nonperforming by 1986.
The government has supported banks by providing
highly concessional loans.

Madagascar. In early 1988, 25 percent of all loans were
irrecoverable, and 21 percent more were deemed "dif-
ficult to collect." Given the low level of reserves (less
than 5 percent of assets), the banking system as a
whole was insolvent.

Malaysia. The 1986 failure of a deposit-taking cooper-
ative (DTC) that held only 0.2 percent of the banking
system's total deposits led to runs on other DTCs.
Twenty-four DTCs (2.1 percent of total deposits) were
judged insolvent, and all twenty-four were rescued.
Three ailing commercial banks, with 5.2 percent of total
deposits, were recapitalized during 1985-86.

Nepal. In early 1988 the reported arrears of three
banks (95 percent of the financial system) averaged 29
percent of all assets.

Norway. Commercial and savings banks suffered
heavy losses in 1987 and 1988 owing to the collapse of
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Box 5.1 (continued)

the price of oil and to imprudent lending. The authori-
ties replaced the management and board of a leading
bank and forced banks to write off bad loans, restruc-
ture their operations, raise new capital, and merge
with other institutions.

Pakistan. Under old regulations, which allowed in-
definite accrual of income regardless of loan classifica-
tion, the capital-to-assets ratios of five large banks (90
percent of the banking system) averaged 3 percent. Un-
der new regulations the banks must make a major re-
capitalization effort to reach a similar ratio.

Philippines. Between 1981 and 1987, 161 smaller insti-
tutions holding 3.5 percent of total financial system
assets were closed. In addition, the authorities inter-
vened in two large public and five private banks. The
public banks were liquidated in 1986, and their largest
bad assets (equal to 30 percent of the banking system's
assets) were transferred to a separate agency. The five
private banks are still under central bank supervision.

Spain. Between 1978 and 1983 fifty-one institutions
holding nearly a fifth of all deposits were rescued; two
were eventually liquidated, and the rest were sold to
sound banks.

Sri Lanka. Two state-owned banks comprising 70 per-
cent of the banking system have estimated nonper-
forming assets of at least 35 percent of their total port-
folios.

Tanzania. In early 1987 the main financial institutions
had long-standing arrears amounting to half their port-
folio, and implied losses were nearly 10 percent of
GNP.

Thailand. The resolution of a 1983 crisis involving

forty-four finance companies that held 12 percent of
financial system assets cost $190 million, or 0.5 percent
of GNP. Between 1984 and 1987 the government inter-
vened in five banks that held one-quarter of bank as-
sets.

Turkey. A financial crisis erupted in 1982 with the
collapse of several brokers, and five banks were res-
cued at a cost equal to 2.5 percent of GNP. Since 1985
two large banks have been restructured, but more may
need to be done. Banks' reported losses are 6 percent.
According to some estimates, losses exceed 10 percent.

UMOA countries.' More than 25 percent of bank
credits in the UMOA countries are nonperforming. At
least twenty primary banks are bankrupt: nonperform-
ing credits are almost six times the sum of their capital,
reserves, and provisions.

United States. Between 1980 and 1988 nearly 1,100
savings and loan associations (S&Ls) were closed or
merged. In early 1989, more than 600 (one-fifth of all
S&Ls) were insolvent, and the cost of restructuring
was estimated to be roughly $80 billion in terms of
present value. By 1989, 10 percent of commercial banks
were on the regulators' "watch list."

Uruguay. After several banks failed in 1981-82, the
central bank began to aid banks by purchasing their
worst assets; by 1983 it had acquired $830 million in
bad loans. The potential cost of recapitalizing the banks
has been estimated at $350 million, or 7 percent of
GNP.

1. The Union Monétaire Ouest Africaine (UMOA), or West African
Monetary Union, comprises Benin, Burkina Faso, Côte d'lvoire,
Mali, Niger, Senegal, and Togo.

are solvent or that their insolvency has no eco-
nomic costonly that they remain liquid (see Box
5.2). It is possible for banks in one country to have
larger losses than banks in another and still be
more liquid. Thus waiting for banks to become il-
liquid before taking action can be costly. Indeed, in
countries where government help has enabled in-
solvent banks to stay open, the cumulative costs of
distress may well be higher than in countries
where the authorities have closed or restructured
insolvent banks.

Bank restructuring is not an end in itself. Banks'
losses reflect the difficulties of firms in other sec-
tors, and these difficulties are a result not only of
external shocks and subsequent policy changes but
also of the development strategies pursued by
many countries. Resolving firms' problems and
changing the policies that gave rise to them may
prove more difficult than restructuring loss-
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making banks, partly because of employment con-
siderations. Although it is recognized that insol-
vency among financial institutions has deeper
causes elsewhere, this chapter focuses mainly on
banks' portfolio problemstheir consequences,
causes, and cures.

Economic consequences of financial distress

Weakened by large losses, many financial institu-
tions in developing countries have become less
able to provide the services described in Chapter 2.
Their diminished capacity to improve the alloca-
tion of resources has contributed to slow growth
and has undermined some countries' attempts at
structural adjustment. Where governments have
chosen to delay the restructuring of troubled firms
and intermediaries, the high recurrent costs of as-
sistance have compromised efforts to tighten mon-



etary and fiscal policy and in some cases have led
to further macroeconomic instability.

Resource misallocation

The rising proportion of nonperforming loans has
limited the volume of credit that banks can extend
to new clients. Moreover, credit allocation has of-
ten become perverse, with banks extending more
rather than fewer loans to their least solvent cli-
ents, especially to large borrowers. New loans to
troubled firms might have been justified if the
loans had been used to restructure the ailing enter-
prises or if the firms had not been insolvent but
merely illiquid. But much new lending has simply
financed the servicing of prior loans or prolonged
the lives of nonviable firms. By channeling addi-
tional funds to borrowers unable to make profit-
able use of the resources already at their disposal,
lenders have delayed the process of adjustment.

Credit misallocation caused by financial distress
has been more pronounced in some countries than
in others. In some countries losses built up gradu-
ally as banks, complying with government direc-
tives, continued to lend to unprofitable sectors. In
other countries, however, loan portfolios deterio-
rated rapidly, especially in the highly indebted
countries following the shocks of the early 1980s.
With a large proportion of their clients suddenly in
difficulty, bankers had to extend additional credit
to their most troubled borrowers to stave off their
own bankruptcy. Thus borrowers took on new
debt to service old debt, domestic as well as for-
eign. In countries that experienced acute financial
distress, a growing share of credit has gone toward
debt service instead of investment. Figure 5.1
shows that, in a select group of countries, the ratio
of new credit to investment rose after 1980.

Widespread distress increases the demand for
credit and therefore exerts upward pressure on
real interest rates. During the 1980s real interest
rates in several developing countries have often
been extremely high, far exceeding the return on
investment. Although various explanations for
high real interest rates have been offered (includ-
ing expected devaluation, unexpectedly low infla-
tion, tight monetary policies, heavy public sector
borrowing, and the reduced availability of foreign
savings), the main reason firms were willing to
borrow at real interest rates much higher than their
return on capital was to avoid bankruptcy. The
countries in which real lending rates have been
highest (Argentina, Chile, Colombia, Costa Rica,
Turkey, and Uruguay) are all countries in which

firms and intermediaries have been under great
financial stress.

The use of new lending to cover interest pay-
ments, together with the high real interest rates in
some countries, has inhibited investment and thus
production. Gross investment in developing coun-
tries fell from an average of 25.1 percent of GNP in
1978 to 21.7 percent in 1986. The decline has been
particularly steep in the seventeen highly indebted
countries, where gross investment fell during the
same period from 25.0 percent of GNP to 17.5 per-
cent, a level barely adequate to maintain the exist-
ing stock of capital. Although reduced aggregate
demand and increased macroeconomic instability
are the principal causes of the decline in invest-
ment, domestic financial distress has been a con-
tributing factor.

The financial system's reduced ability to direct
credit toward profitable borrowers has under-
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r Box 5.2 Bank solvency and liquidity

A bank is solvent if the value of its assets is greater
than the value of its liabilities to depositors and
other creditors; "net worth" is the amount by
which assets exceed liabilities. The larger a bank's
net worth, the larger its cushion against insol-
vencythat is, the larger the fall in asset values
that the bank can sustain and still be solvent.
Bank supervisors try to ensure that banks have

I

adequate capital, which is often defined as some
minimum fraction of total or risk assets. If the
required capital-to-assets ratio is 5 percent, for ex-
ample, a bank with $100 million in assets and $98
million in liabilities (hence a net worth of $2 mil-
lion) would be instructed to find $3 million of ad-
ditional capital to bring net worth up to $5 million.
Many banks in developing countries are insolvent

I

and unable to earn the large sums needed to re-
gain solvency; the negative net worth of some of
these banks is many times their capital.

A bank is liquid as long as it can meet day-to-
day operating expenses and withdrawals. Because
it is highly leveraged, a bank can remain liquid
long after becoming insolvent. That some coun-
tries have not experienced runs does not signify
that their banks are sounder than banks in coun-
tries where runs did occur but merely that they
are more liquid. Public ownership of banks, im-
plicit or explicit deposit guarantees, periodic pro-
vision of liquidity to weak banks, and macro-
economic stability make depositors less likely to
withdraw funds from insolvent banks and thereby
help those banks to remain liquid. j
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Figure 5.1 Ratio of new credit to investment
in selected developing countries, 1973 to 1979
and 1980 to 1986
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Note: New credit is the change in the stock of outstanding credit
to the nonfinancial sector. Investment is gross fixed capital for-
mation.
Source: IMF, International Financial Statistics, and World Bank
data.

mined some countries' efforts at structural reform.
Successful adjustment largely depends on the re-
lease of resources from less productive uses and
their redeployment to more productive firms. Con-
tinued lending to unprofitable firms has impeded
this flow. As a result the resources needed to fi-
nance investments made profitable by policy
changes, such as devaluations and tariff reduc-
tions, have not been available. This has delayed
recovery from recession in the short run and, by
misdirecting resources that could be used for in-
vestment, has slowed future growth.

Macroeconomic consequences of financial distress

In the nineteenth century, before the advent of de-
posit insurance and official lenders of last resort,
financial distress was usually deflationary. Rumors
of bank insolvency precipitated bank runs, which
forced even solvent banks to call in loans. This
resulted in a contraction of the money supply and
a corresponding fall in economic activity. Today
central banks in developing countries are well
versed in providing liquidity to the financial sys-

tem. They have succeeded in stemming incipient
runs on banks, as in Chile in 1983 and Malaysia in
1986. Occasionally deposits have shifted suddenly
from one class of intermediary to another per-
ceived as safer. In Argentina in 1980 depositors
moved their holdings from domestic private
banks, several of which had failed, to state- or
foreign-owned banks. Such shifts created difficul-
ties for the deposit-losing institutions, but the
monetary authorities had the means to avoid sharp
declines in total liquidity.

The existence of a lender of last resort has en-
abled countries to avert banking panics, but the
financial distress of recent years has nevertheless
contributed to macroeconomic instability, particu-
larly in the highly indebted countries. Unlike in
the nineteenth century, however, falls in output
have typically been associated with expansions
rather than contractions of the money supply. The
weakness of firms and financial institutions has
made it difficult for many governments to tighten
monetary or fiscal policy without making matters
worse for ailing banks. Thus, even as many coun-
tries were attempting to redress macroeconomic
imbalances through fiscal and monetary restraint,
the need to assist troubled banks and their borrow-
ers compromised the governments' efforts. Subsi-
dies to state-owned financial institutions in the
Philippines, for example, were equivalent to 3.4
percent of GNP in 1986, which made it difficult for
the government to reduce its budget deficit.

Many governments have aided banks by trans-
ferring to the central bank the foreign exchange
risk on banks' foreign currency liabilities. The cen-
tral bank exchanged liabilities denominated in do-
mestic currency for liabilities denominated in for-
eign currency. Later, depreciations of the domestic
currency resulted in valuation losses for the central
bank. These losses had an indirect expansionary
effect because banks were required to pay the cen-
tral bank less than the amount needed to buy the
foreign exchange to cover their obligations. To buy
the necessary foreign exchange, the central bank
then had to print money. In some countries the
difference between what the central bank paid on
foreign obligations and what it received from
banks and governments has accounted for a large
share of monetary expansion. The central banks of
Costa Rica, Ecuador, and Yugoslavia had losses
that sometimes exceeded the amount of new credit
extended by the domestic banking system (see Fig-
ure 5.2).

A handful of countries (Argentina, Bolivia, and
Yugoslavia among them) tried to alleviate financial



distress by lowering interest rates. Lower deposit
rates, however, contributed to inflation and capital
flight by encouraging holders of wealth to turn
away from domestic financial assets toward goods
or foreign financial assets. The process of disin-
termediation and the declining demand for domes-
tic financial assets compounded banks' difficulties,
and the declining demand for money also ampli-
fied the inflationary effects of excessive money cre-
ation.

Financial distress may not be the principal cause
of inflation, but the complex interaction between
financial weakness and macroeconomic policy is
certainly important. Distress and inflation are mu-
tually reinforcing. Measures to assist banks have
frequently added to inflation and thereby aggra-
vated the distress they were meant to relieve.
Resolving the banks' portfolio problems and pre-
venting their recurrence calls for a clearer under-
standing of why so many firms are unable or un-
willing to service their loans.

Roots of financial distress

Explanations of firms' financial difficulties can be
grouped under three headings: macroeconomic
conditions, industrial and financial policy, and
debtor and creditor behavior. The importance of
macroeconomic factors is clearest for the countries
with large external debt burdens. The countries
with the most acute domestic financial distress
have generally been those with the most severe
foreign debt difficulties. The external shocks that
led to the international debt crisis and the policy
adjustments that came after it left many domestic
firms unprofitable and unable to service their
debts, domestic or foreign.

The macroeconomic shocks of the early 1980s are
only a proximate cause of financial distress, how-
ever. The financial and industrial policies pursued
by many countries during the 1960s and 1970s left
their financial systems weak and vulnerable to
change. Banks were often directed to provide sub-
sidized credit to firms in favored regions or sec-
tors. In some countries firms in priority sectors
have been consistently unprofitable. In others they
were profitable only as long as they were pro-
tected; today such firms account for a large propor-
tion of nonperforming loans.

In most cases macroeconomic conditions, di-
rected credit programs, and interest rate controls
are the principal factors underlying the current dif-
ficulties of firms and their creditors (as discussed in
Chapter 4). But they are not the only factors. Many

Figure 5.2 Central bank losses and new
domestic credit in selected developing
countries, 1980 to 1987
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governments gave too little thought to the ways in
which concentration of risk, the quality of informa-
tion flows, the adequacy of legal codes, and the
nature of the regulatory environment can affect fi-
nancial efficiency. Inattention to these issues has
permitted borrowers and lenders to behave in
ways that have contributed to banks' losses.

An important aspect of borrower behavior has
been the tendency of certain groups of firms in
developing countries to become highly leveraged.
Chapter 4 concluded that the high leverage of
these firms is partly a result of their governments'
directed credit programs. The availability of credit
at low or negative real interest rates discouraged
the expansion of domestic deposits and gave bor-
rowers a strong incentive to take on debtan in-
centive reinforced in most countries by tax codes
and by the lack of developed equity markets. Be-
cause credit was rationed, only firms with privi-
leged access to lenders could become highly
leveraged. One group of privileged borrowers con-
sisted of firms in priority sectors, including public
enterprises, another of firms belonging to
industrial-financial conglomerates. Where banks
were privately owned, the rationing of subsidized
credit encouraged companies to buy their own
banks in order to secure the advantages of cheap
credit by lending generously to themselves.

A drawback to higher leverage was that firms
became more vulnerable to a decline in earnings or
a rise in interest rates. The firms most embarrassed
by the decline in their profits and cash flows in the
early 1980s were already highly leveraged at the
beginning of the economic downturn. Many of
these made matters worse when they reacted to
declining sales and cash shortages by borrowing
more rather than by cutting costs (laying off work-
ers and closing plants, for example). Some ex-
pected the economic downturn to be short-lived
and so considered borrowing to be their best strat-
egy. Some on the brink of bankruptcy saw addi-
tional borrowing as their only course. Others, in
countries with a history of government bailouts,
gambled that the government would intervene to
assist overindebted firms. This assumption often
proved well founded. For example, the Korean
monetary authorities, in 1972 and again in 1982,
lowered lending rates because the prevailing rates
were endangering too many borrowers. In Turkey
public enterprises in financial straits have regu-
larly received large budgetary transfers. In Chile
the central bank granted generous terms to banks
refinancing the debt of distressed but viable bor-
rowers.
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Firms could borrow more only if their bankers let
them. Bankers often did cooperate when a finan-
cial institution belonged to the same conglomerate
as its clients. In Chile, Colombia, Spain, and Thai-
land, for example, most bad loans were to related
companies. Government-owned banks were often
told to continue lending to public enterprises and
priority sectorsanother example of at-less-than-
arm's-length credit negotiations. Other bankers
continued to lend to unprofitable firms, particu-
larly large ones, to prevent them from going bank-
rupt and in turn bankrupting the banks. Examina-
tion of failed and troubled banks has almost
invariably revealed this type of mismanagement
(see Box 5.3).

Bankers have been influenced by the authorities
in other ways. Although only a few developing
countries (Colombia, India, Kenya, the Philip-
pines, Trinidad and Tobago, Turkey, and Vene-
zuela) have explicit deposit insurance schemes, it
became clear that governments would at least pro-
tect deposits in government-owned banks and the
bigger private banks. Despite the difficulties of the
1980s, in only a handful of countries have deposi-
tors lost money. Implicit deposit insurance averted
bank runs, but in doing so it removed the disci-
pline associated with that threat. Depositors' lack
of concern about the riskiness of bank portfolios
has allowed undercapitalized banks to stay in busi-
ness and encouraged bankers to take bigger risks.
The smaller the amount of shareholder capital at
stake, the more willing bankers will be to "bet the
bank" by financing risky projects.

Mismanagement and speculative behavior per-
sist because prudential regulation and supervision
are inadequate in many countries. Prudential regu-
lation has two purposes: to prevent excessively
risky behavior by lenders in the first instance and,
should portfolio problems develop, to force
lenders to address them promptly. In most coun-
tries, however, inadequate regulation has permit-
ted risky lending, and ineffective supervision has
permitted banks to ignore their losses. For want of
timely and reliable accounting information, the au-
thorities lack a clear picture of the health of the
intermediaries under their supervision. Effective
supervision is particularly important in financial
liberalization because newly deregulated interme-
diaries are likely to engage in less familiar, and
therefore more risky, types of lending. Box 5.4 ar-
gues that the combination of deregulation and in-
adequate supervision has proved costly in the case
of the U.S. savings and loan industry. Chapter 9
contains further discussion of the experience of



Box 5.3 How good bankers become bad bankers

The quality of management is an important difference
between sound and unsound banks, and in most coun-
tries the better-managed financial institutions have
succeeded in remaining solvent. Four types of misman-
agement commonly occur in the absence of effective
regulation and supervision.

Technical mismanagement. Poor lending policies are
the most common form of technical mismanagement
and are usually a consequence of deficient internal con-
trols, inadequate credit analysis, or political pressures.
Poor lending policies often lead to excessive risk con-
centration, the result of making a high proportion of
loans to a single borrower or to a specific region or
industry. Banks sometimes lend excessively to related
companies or to their own managers. Mismatching as-
sets and liabilities in terms of currencies, interest rates,
or maturities is another common form of technical mis-
management.

Cosmetic mismanagement. A crossroads for manage-
ment is reached when a bank experiences losses.
Strong supervision or a good board of directors would
ensure that the losses are reported and corrective mea-
sures taken. Without these, bankers may engage in
"cosmetic" mismanagement and try to hide past and
current losses. There are many ways to do this. To
avoid alerting shareholders to the difficulties, bankers
often keep dividends constant despite poorer earnings.
And to keep dividends up, bankers may retain a
smaller share of income for provisions against loss,
thereby sacrificing capital adequacy. If a dividend tar-
get exceeds profits, bankers may resort to accounting

measures that increase net profits on paper, even if
more taxes must be paid as a result. By rescheduling
loans, a banker can classify bad loans as good and so
avoid making provisions. The capitalization of unpaid
interest raises profits by increasing apparent income.
The reporting of income can be advanced and the re-
cording of expenditure postponed.

Desperate management. When losses are too large to
be concealed by accounting gimmicks, bankers may
adopt more desperate strategies. The most common of
these include lending to risky projects at higher loan
rates and speculating in stock and real estate markets.
Such strategies, however, involve greater risk and may
well lead to further losses. The problem then becomes
one of cash flow: it gets harder to pay dividends, cover
operating costs, and meet depositors' withdrawal de-
mands with the income earned on the remaining good
assets. To avoid a liquidity crisis a bank may offer high
deposit rates to attract new deposits, but the higher
cost of funds eventually compounds the problems.

Fraud. Fraudulent behavior sometimes causes the
initial losses, but once illiquidity appears inevitable,
fraud becomes common. As the end approaches, bank-
ers are tempted to grant themselves loans that they are
unlikely to repay. Another common fraud is the
"swinging ownership" of companies partly owned by
the bank or banker: if a company is profitable, the
banker will arrange to buy it from the bank at a low
price, and if the company is unprofitable, the banker
will sell it to the bank at a high price.

I

several developing countries that liberalized their
financial sectors.

The lack of clear legal procedures for dealing
with insolvent banks has been another obstacle to
prompt action. In Argentina, for example, the
Central Banking Act did not empower the central
bank to take over banks, replace managers and
directors, or order owners to provide new capital.
As a result, intervention led to numerous lawsuits.

The difficulty of foreclosing on defaulting bor-
rowers has caused losses for many banks. In some
countries willful default is encouraged by the fact
that bankruptcy and foreclosure procedures are
slow and cumbersome. In Egypt, Pakistan, Portu-
gal, and Turkey, for example, loan recovery pro-
ceedings frequently drag on for several years (see
Box 6.4 in Chapter 6). In others, willful default has
a more political cause: borrowers in priority sectors
such as agriculture realize that governments are

reluctant to let lenders foreclose. The default rate
among small farmers in Ghana and India, for ex-
ample, has been particularly high.

In sum, poor prudential regulation and supervi-
sion, together with inadequate legal systems, let
lenders and borrowers in many countries behave
in ways that have added to banks' losses.

Lessons of financial restructuring

As the 1980s proceeded, the distress of financial
institutions in some countries precipitated crises
and so forced the authorities to take action. As Box
5.1 indicates, intervention ranged from the closing
of a few intermediaries with a small fraction of
total assets, as in Malaysia, to the closing and re-
placement of nearly every bank, as in Guinea.
During the next few years many more countries
especially those contemplating broader programs
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Box 5.4 The U.S. savings and loan crisis: the lessons of moral hazard

More than 500 of the 3,000 savings and loan associa-
tions in the United States were insolvent at the begin-
ning of 1989. The cost to the Federal Savings and Loan
Insurance Corporation (FSLIC) of restructuring the
S&L industry through liquidations, consolidations,
and assisted mergers was, as of early 1989, estimated to
be roughly $80 billion in terms of present value. Be-
cause its own assets were insufficient to meet the po-
tential obligations, FSLIC had been unable to close or
otherwise dispose of many insolvent institutions, and
so loss-making S&Ls were allowed to remain in opera-
tion. In early 1989 the U.S. government announced its
intention to cover the FSLIC shortfall through a combi-
nation of government funding and higher deposit in-
surance premiums to be paid by S&Ls.

The difficulties of the S&L industry began in the late
1970s. S&Ls had traditionally lent funds on twenty-to-
thirty-year mortgages at fixed rates and funded them-
selves with short-term deposits. Higher inflation rates
in the late 1970s and early 1980s and the correspond-
ingly higher interest rates that S&Ls had to pay on
deposits sharply depressed earnings.

The response of the U.S. Congress and several state
legislatures was to authorize S&Ls to take on a wider
range of lending and borrowing. Ceilings on deposit
rates were phased out, and the maximum size of an
insured deposit went up from $40,000 to $100,000. Un-
fortunately, lawmakers paid less attention to strength-
ening the system of prudential regulation and supervi-
sion. Increased lending and borrowing powers gave
S&Ls new opportunities for loss as well as profit. They
were required to risk little of their own capital; any
losses beyond those amounts would be absorbed by

FSLIC. This gave them strong incentives to take greater
risks, since they would enjoy all the gains but suffer
only some of the losses. In addition, deposit insurance
premiums were levied at a flat rate per dollar of de-
posit, so the premium structure did not discourage risk
taking. Insurance experts and economists use the term
"moral hazard" to describe this situation of distorted
incentives.

Although only a minority of S&Ls fell prey to moral
hazard, they did so with gusto. Their losses were com-
pounded by changes in the tax law that made real es-
tate (in which many of these S&Ls had invested) a less
attractive investment; by a severe economic downturn
in oil-producing areas, particularly Texas; by delays in
the imposition of remedial prudential regulations; by
delays in the closure of insolvent S&Ls; and by an ac-
counting system that used historical cost-based values
rather than current market values to determine income
and solvency.

Valuable (albeit costly) lessons have been learned
from this experience. Appropriate prudential regula-
tion must accompany the economic deregulation of
deposit-taking institutions that are explicitly or implic-
itly insured by the government. Adequate capital lev-
els, preferably related to risks undertaken, are vital.
Risk-related insurance premiums can help. Strong su-
pervisory and examination powers, enforced by well-
trained and well-paid personnel, are important. Mar-
ket value accounting systems are indispensable.
Finally, if an institution falters toward insolvency, early
regulatory intervention is necessary to prevent small
problems from exploding into costly horrors.

of structural reformwill face difficult choices con-
cerning the restructuring of their domestic finan-
cial institutions and the reshaping of their financial
systems. Even some countries that have already
taken steps may find further intervention neces-
sary because many institutions still in operation
are insolvent.

Restructuring a financial system is both a chal-
lenge and an opportunity. Not all institutions are
worth recapitalizing; some need to be closed or
merged with healthier ones. Restructuring gives
countries a chance to build financial systems that
can better provide the services their changing
economies need.

Rationale for intervention

During the 1980s more than twenty-five develop-
ing countries have undertaken extensive reorgani-
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zations of their financial institutions. In most cases
financial crises had occurred or were imminent,
and governments could not stand aside. Other
countries, such as Pakistan and Sri Lanka, have
not experienced crises but have nonetheless taken
steps to strengthen their financial systems. Several
of the centrally planned economies have decided
to reorganize their financial systems to make them
more efficient and competitive. Many govern-
ments, however, have been reluctant to take
action, and their delay has led to continued losses
at the institutional level and slower recovery at the
macroeconomic level.

The authorities in some countries may be un-
aware of the seriousness of the situation, since a
bank's poor health is not always apparent from its
audited financial statements. Even when govern-
ments understand the problem, they are often un-
willing to act. Some may hope that intervention



will not be necessary because defaulting borrowers
will start to repay or because banks will make ade-
quate provisions for their bad loans. But, as Box
5.5 argues, the likelihood of spontaneous recovery
is low. Other considerationsthe budgetary costs
of restructuring, issues of fairness in allocating the
losses, the embarrassment of bad loans made to
public enterprises or political allies, or fear of bank
runsalso lead governments to ignore the prob-
lem as long as they can.

If there is no crisis, should governments inter-
vene merely to relieve financial distress? One rea-
son most may have to is that earlier interventions
have made a market solution unlikely. By provid-

ing implicit or explicit deposit guarantees and by
regularly granting assistance to troubled banks
and firms, governments have suppressed the mar-
ket forces that otherwise would have eliminated or
reorganized unprofitable firms and allocated the
associated losses. Until governments take the fur-
ther step of performing the market's loss-
allocating function, losses will continue. As losses
mount, so do the costs of supporting the loss-
making institutions. The continuing costs of peri-
odic support will eventually outweigh the one-
time cost of restructuring.

Governments can either take the next step, by
performing the market's loss-allocating function,
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Box 5.5 Can banks "muddle through"?

Governments have often refrained from intervening in
the financial sector in the hope that ailing banks will
recover spontaneously. Rather than obliging the banks
to make provisions for their losses (which might force
those with losses larger than capital into bankruptcy),
many governments have permitted them to operate
with impaired capital positions. For banks to recover
unaided, at least one of two things must happen:
enough defaulting borrowers must resume servicing
their debts or banks must earn enough to restore capi-
tal adequacy.

Simply waiting for economic upturn is risky. In the
meantime, only banks whose remaining good assets
can generate more than enough income to cover costs
will be able to begin recapitalizing themselves. In re-
cent years the earnings of many large U.S. banks, for
example, have been sufficient to enable them to make
substantial provisions against nonperforming interna-
tional loans. The larger a bank's nonperforming loans,
however, the smaller its income and the longer it will
need to recapitalize itself. If a bank is losing money,
spontaneous recovery is impossible.

To increase income, banks may increase the spread
between deposit and loan rates. Box figure 5.5 shows
the spread necessary for a "typical" bank (as defined
in the note to the figure) to recapitalize itself through
retained earnings over a period of five years. A bank
with initial losses equaling 20 percent of assets, for ex-
ample, would need a spread of 7.1 percent to recapital-
ize itself in five years. In practice, competition will limit
the amount by which spreads can be enlarged. Banks
that set lending rates too high or deposit rates too low
eventually lose business to competitors. Similarly, gov-
ernment efforts to assist the entire financial sector by
mandating larger spreads are likely to aggravate banks'
difficulties: too large a gap between deposit and loan
rates causes lenders and borrowers alike to seek
cheaper intermediation.
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A "wait and see" approach is likely to prove costly.
To recapitalize themselves, banks with large losses
(losses greater than their capital) must increase earn-
ings substantially. If efforts to increase earnings lead
bankers to engage in overly risky behavior, however,
new losses will make spontaneous recovery even less
feasible.

Box figure 5.5 Lending margins needed to recover
in five years from given levels of loss
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Vote: This example assumes administration costs of 2 percent of
assets, a required capital-to-assets ratio of 5 percent, a reserve re-
quirement of 10 percent of assets, a deposit rate of 5 percent, and no
defaults among new borrowers.
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or take a step in the other direction, by withdraw-
ing deposit guarantees and ending financial assis-
tance to unprofitable intermediaries, so that the
problems have to be resolved by the private sector.
Once losses have become substantial, a market-
imposed solution is likely to be costlier than gov-
ernment action because it could lead to bank runs
and the loss of foreign credit lines. Events in Ar-
gentina, Chile, Colombia, Thailand, and Turkey il-
lustrate the difficulty. After initially allowing credi-
tors of failed institutions to lose money, the
authorities in each country were forced to extend
assistance to prevent widespread bank runs.
Prompt government action is thus the less costly
route, in terms of both the economic costs of con-
tinued resource misallocation and the accumulated
financial losses that the government is likely to end
up bearing.

Aspects of intervention

The central aim of intervention to relieve financial
distress has not been to protect the interests of
bank managers or bank owners or even to preserve
particular banks as institutions but rather to keep
the financial system as a whole in operation. Reha-
bilitating insolvent financial institutions has been
the first step in that process. Most governments
chose to close only small banks; larger ones, partic-
ularly those that were critical elements of the finan-
cial system, were merged or recapitalized.

Intervention has consisted of across-the-board
relief, case-by-case restructuring, or a combination
of the two. Case-by-case restructuring requires
manpower, skill, and time, as the authorities must
make management-level decisions concerning the
fate of individual institutions. If, in addition, the
costs of information and of bargaining with credi-
tors are high, an across-the-board approach may
look attractive. It seems faster, and it may be politi-
cally more palatable because it is less obvious who
gains and who loses.

One across-the-board solution is to generate in-
flation deliberately to reduce real debt burdens.
This happened in Argentina between 1981 and
1983. Another is for the authorities to absorb the
banks' foreign exchange losses, as in Costa Rica,
the Dominican Republic, Ecuador, and Yugoslavia.
Across-the-board intervention, however, has usu-
ally proved wasteful. Since financial distress has
seldom been evenly distributed among lenders or
borrowers, much of the relief has gone to firms
and intermediaries that did not need it. More im-
portant, troubled borrowers and banks usually
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need restructuring, not just financial assistance.
Restructuring is feasible only as part of a case-by-
case approach.

INFORMATION FLOWS. Most countries have dis-
covered that the information needed to judge the
intermediaries' financial condition is either un-
available or unreliable. In only a few developing
countries is bank supervision sophisticated
enough to indicate the quality of an institution's
earnings and portfolios. Even banks' audited state-
ments are often misleading: interest is accrued
whether it is received or not, nonperforming loans
are rolled over, and new loans are provided to
cover unpaid interest. Even banks with very few
performing loans may report profits and pay taxes
and dividends. One large state-owned bank in
Latin America, for example, showed positive earn-
ings for 1987, but three months after publishing its
accounts its managers admitted that 60 percent of
all loans were nonperforming. Insolvent, illiquid,
and unprofitable, the bank lost approximately $100
million during 1987 alone.

Despite the poor quality of financial statements,
in countries with serious financial distress there
were usually warning signals. Some institutions
offered deposit rates higher than those offered by
other intermediaries, a sign that they were short of
cash. At the macroeconomic level, real interest
rates well above the average return on investment
suggested that many firms were short of funds and
were borrowing to remain in business. In some
countries the failure of smaller institutions such as
finance companies and new banks provided fur-
ther evidence of widespread distress. Normally,
governments tax banks through various mecha-
nisms, including reserve requirements. Where
loan portfolios deteriorated, however, the authori-
ties were forced to cut the rate of taxation. As the
amount of assistance to troubled banks increased,
central bank profits declined, and some central
banks even sustained large losses.

In short, acute distress has generated signals
ranging from high real interest rates, widening in-
terest rate spreads, a decline in the ability of banks
to satisfy reserve requirements, and complaints
from established borrowers about the scarcity of
credit to the more obvious sign of failures among
smaller intermediaries. Even if a central bank lacks
the precise information that a good system of su-
pervision would provide, it can hardly be unaware
of widespread distress.

Better information about banks' portfolios gives
the authorities a clearer idea of the intervention



that may be necessary. The authorities in several
countries, among them Bolivia and Ghana, com-
missioned external auditors to conduct indepen-
dent audits of domestic banks. But lack of precise
information is not a reason to refrain from taking
action. The government of the Philippines relied
upon the management of the two largest banks
(the Development Bank of the Philippines and the
Philippine National Bank, which are publicly
owned and together hold about half of the banking
system's assets) to identify nonperforming assets.
It then assumed responsibility for all nonperform-
ing loans above a certain value, along with a cor-
responding amount of liabilities.

At the heart of any review of a bank's financial
condition is the issue of accrual of unpaid interest
and the provisioning of loans. Because loan roll-
overs and interest capitalization have been com-
mon, the quality of loan portfolios can be judged
only if loans are classified by the probability of
their being serviced rather than simply by whether
they are current or in arrears. In practice, adjusting
for accrued but unpaid interest has been the single
largest correction to banks' accounts following in-
tervention. This underlines the importance of forc-
ing banks to stop accruing interest and to make
provisions for bad loans as soon as debt service is
interrupted.

ALLOCATING LOSSES. Once governments inter-
vened, they had to decide how to allocate losses in
excess of capital and provisions. Regardless of for-
mal obligation, most governments protected de-
positors against loss to avoid bank runs. Foreign
creditors were also protected, even where they
had lent to domestic banks without the benefit of
government guarantees, as in Chile. Taxpayers
had to absorb the losses instead.

Most governments have decided that the private
owners of insolvent institutions should be re-
placed or at least have their ownership diluted.
The techniques for doing this vary. In the United
States the courts appoint the deposit insurance
agency as receiver, and that agency arranges for
the sale of institutions. In Colombia and Spain the
law allows the government to write off the value of
shares and to issue new shares to other than
former shareholders. In Thailand existing share-
holders were allowed to keep their shares, but the
issuance of many new shares greatly reduced their
value. After restructuring insolvent banks, the
Chilean government provided cheap credit and
generous tax incentives to those willing to buy
shares in the two biggest banks.

Most governments have decided to replace man-
agement as well, in the hope that new managers,
distanced from the mistakes of the past, will be
able to make the changes necessary to restore the
banks to profitability. In addition to loan foreclo-
sure and recapitalization, measures to lower oper-
ating costs and improve profitability were
neededfor example, closing branches and reduc-
ing staffing levels, establishing new interest rate
structures, and eliminating loss-making activities.
The Development Bank of the Philippines cut its
staff by 50 percent, closed thirteen of its seventy
branches, and plans to privatize all but thirteen of
its remaining branches. In Guinea the number of
people employed in the financial sector fell from
2,350 to 530, and lending to the public sector (in-
cluding state-owned enterprises) has virtually
ceased.

Failure to hold bank owners and managers re-
sponsible for past problems may encourage exces-
sive risk taking in the future and thereby cause
further financial instability. In large markets such
as the United States, finding new owners and
managers willing to take over weak institutions is
usually straightforward, but in smaller markets
there may be few potential buyers and few man-
agers with the necessary expertise. Moreover, ar-
ranging the transfer to new management may take
some time. So governments have sometimes
found themselves responsible for the institutions
in which they intervened. Both the Spanish and
Chilean governments, for example, became the
owners and operators of several restructured
banks until suitable buyers were found.

COST CONSIDERATIONS. At the time of interven-
tion the economic costs of financial distress have
already been incurred in the form of poor past in-
vestments and slower growth in output. Restruc-
turing has no economic cost. On the contrary, it
brings an economic gain in that the economy may
once again enjoy the benefits of a well-functioning
financial system. The budgetary cost of restruc-
turing consists of the government's cash outlays,
which are a transfer from taxpayers to the creditors
of insolvent banks.

This cost has depended on the extent to which
the banks' losses exceeded their capital. In the
United States, for example, the expected cost of
dealing with the remaining insolvent S&Ls is
equivalent to approximately 2 percent of GNF and
in Spain the estimated losses of banks were equiv-
alent to 16.8 percent of GNP. In some developing
countries banks' losses as a percentage of GNP
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have been even larger. The cost of paying off de-
positors has been one reason most governments
have chosen to close small banks and rehabilitate
the bigger ones.

To make insolvent intermediaries solvent again,
governments took over bad assets. In some cases
they acquired bank liabilities at the same time; in
others they replaced the bad assets with good
ones. The authorities in the Philippines chose the
first approach; they drastically shrank the balance
sheets of the two largest banks by assuming 76
percent of their assets and a corresponding share
of their liabilities. The second solution was more
common, however; governments bought bad as-
sets in exchange for long-term government securi-
ties, and the interest on the securities was then
used by banks to pay interest on deposits. This
method was used, for example, in Chile. Buying
the bad assets for cash would have been too large a
fiscal outlay and might have added to inflation by
expanding the money supply.

Over time, restructuring costs are bearable, even
for a country in which the bad assets acquired by
the authorities amount to as much as 20 percent of
GNP. In such a case, if the real interest rate paid on
government bonds is 5 percent, the annual real
cost to taxpayers will be 1 percent of GNP. And
that figure may exaggerate the additional cost to
the taxpayer. In most cases the government has
already been paying some form of subsidy to help
banks cover their losses. Furthermore, it may be
able to realize something on the nonperforming
assets.

Once the authorities have acquired the bad as-
sets, they must decide what to do with them. A
mechanism is needed to pursue bad debtors and
dispose of physical assets taken over in foreclosure
proceedings. Central banks have generally proved
ineffective at recovery and liquidation. One possi-
bility is to commission the banks that made the
original loans to handle them on behalf of the cen-
tral bank, but this has worked only when the
banks were under new management and freed
from the obligations of previous relationships. An-
other course, followed by the Philippines, is to es-
tablish an independent recovery agency with its
own funding and staff.

Over the longer run, many countries have de-
cided that their central banks should not be re-
sponsible for intervening in banks, ordering recap-
italization, changing management and directors,
or handling the disposition of nonperforming
loans and the liquidation or merger of insolvent
banks. Some countries have set up specialized in-
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stitutions to handle these tasks. In the United
States they are carried out by the deposit insurance
agencies, which collect premiums to cover the
losses of insolvent intermediaries. In keeping with
their obligation to cover those losses, the insurance
agencies have the power to inspect insured banks.
The advantage of an insurance arrangement is
that, in principle, it shifts the cost of monitoring
intermediaries and covering their losses from the
government to the financial system and codifies
the procedure for dealing with troubled institu-
tions. This is likely to produce quicker action than
the ad hoc approach of most developing countries.

RESTRUCTURING BORROWERS. The portfolio prob-
lems of financial institutions reflect the difficulties
of their clients. If loss-making firms are not restruc-
tured, the newly recapitalized banks that lend to
them will eventually become insolvent again. Re-
structuring indebted borrowers is harder than re-
structuring financial institutions. Bank restruc-
turing may involve closing branches and laying off
personnel, but it mostly entails rewriting paper
claims. Restructuring companies raises the same
difficult issues of management, ownership, and
fairness that have to be addressed in the case of
banks, but it also calls for decisions about the
viability of firms, the restructuring of physical
assets, and the disposition of large numbers of
employees.

Because recapitalized banks are in a new posi-
tion of strength with regard to their former clients,
they can refuse to lend money to those they think
nonviable. Thus, in principle, restructured finan-
cial institutions have an important role to play in
the restructuring of loss-making firms. But if the
private sector's restructuring skills are undevel-
oped, if the borrowers in need of restructuring are
large, or if the legal system is weak, governments
may have to play a more active role, perhaps with
the help of outside experts. Box 5.6 provides an
example of the complexities that can be involved in
restructuring a large, overindebted firm.

Reforming the financial system

The present frailty of financial institutions in many
developing countries is the visible expression of a
complex set of problems. Financial distress in
many cases was precipitated by the macroeco-
nomic shocks of the 1980s, but its roots lie in the
development strategies followed since the 1960s.
Banks in many countries were directed to provide
subsidized credit to priority sectors and public en-
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Box 5.6 Restructuring a large corporation: a Mexican example

The Valores Industriales S.A, (VISA) group, an inte-
grated beverage and consumer goods conglomerate
with more than 40,000 employees, is one of Mexico's
largest industrial concerns. During the late 1970s VISA
borrowed heavily to finance ambitious expansion and
diversification plans, but by 1987 it could no longer
service its debt. Like other Mexican companies that had
borrowed abroad, VISA was hurt by devaluation, high
interest rates, and the recession that began in 1982. As
debt service began to consume most of its severely de-
pressed cash flow, investment plans had to be post-
poned and basic maintenance expenditure reduced to a
minimum. The consequent decline in efficiency and
productivity made matters worse, and in early 1987
VISA engaged the International Finance Corporation
(IFC) to help it formulate a restructuring proposal that
would restore the conglomerate's viability and reduce
its $1.7 billion debt to a sustainable level.

Eighteen months of negotiations among the existing
shareholders and creditors, Mexican government agen-
cies, and new investors and creditors produced a com-
plex restructuring agreement. VISA was to merge two
large companiesfully integrating their manufacturing
facilitiesredeploy some of its other installations, and
reorganize its administration. In addition, several non-
core businesses would be sold.

VISA offered its creditors a variety of options, includ-
ing debt buybacks at a discount, debt-for-debt swaps
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(including exchange of VISA debt for sovereign debt),
and debt-to-equity conversions. The array of options
made it easier for VISA to meet the needs of its sixty-
seven creditors, who held varying views of VISA's fu-
ture profitability, had different liquidity preferences,
and faced different accounting and loss provision re-
gimes. Creditors were also permitted to trade claims
among themselves. Some creditors chose to receive
cash for their claims, at a substantial discount from face
value. Others rescheduled $153 million at floating mar-
ket rates and $75 million at lower fixed rates and also
received an equity stake in the restructured company.

To finance its restructuring and debt reduction pro-
gram, VISA raised $334 million in cash from new and
existing shareholders and investors. Of this, $135 mil-
lion came from new long-term loans, $36 million from
bond sales to the Mexican public, and $5 million from
public share offerings in the Mexico City Stock Ex-
change; the sale of assets (including automotive parts
firms and hotels) brought $108 million, and a foreign
institutional investor bought a $50 million equity stake.

The restructuring restored VISA's competitiveness
and reduced its debt from $1.7 billion to $0.4 billion,
leaving it a viable concern. The success of its negotiated
debt reduction program was based on the sharing of
losses between lenders and shareholders. Many more
firms in developing countries will have to go through
similar reorganizations to become viable.

terprises and often were not permitted to foreclose
on defaulting borrowers; occasionally the process
was more political than developmental, with loans
being made to friends of the government. Many
loans went to industries in which countries had no
comparative advantage and which were profitable
only as long as they were protected. By the 1980s
many firms became unable to service their debts.
This is not to suggest that all directed loans were
mistakes; many were successful. Financial institu-
tions are highly leveraged, however, and so can be
bankrupted if even a small fraction of their loans
go bad. The inadequacy of prudential regulation
and supervision meant that most institutions were
not made to take adequate provisions or write off
bad loans, and their books gradually became a cat-
alogue of past mistakes.

Problems at the microeconomic level were exac-
erbated by macroeconomic policy in many coun-
tries. Interest rate ceilings hindered the growth of
financial systems and encouraged capital flight.

Overly expansionary fiscal policies led govern-
ments to borrow heavily at home and abroad. Fi-
nancial distress has been most serious in countries
with large external debts. Domestic borrowing in
those same countries crowded out private sector
borrowing and produced inflation. In countries
with greater macroeconomic stability, financial dis-
tress tends to be chronic rather than acute.

Economic recovery requires the restructuring of
financial intermediaries and insolvent firms. It also
requires a policy environment in which finance can
become less a tool for implementing intervention-
ist development strategies and more a voluntary
market process for mobilizing and allocating re-
sources. The success of that transition depends
partly on increasing lenders' confidence that fu-
ture financial contracts will be honored, which in
turn calls for an improvement in the ability of
lenders to assess risk and to enforce contracts. This
is the subject of the next chapter.
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