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1. Introduction

A distinguishing feature of the planned economic system was the
absence of the concept of governance. Governance in the sense of
control exercised by the owner over an enterprise was irrelevant, not
only because of the petvasiveness of the state as the ownet, but also
because even the most limited forms of cconomic responsibility - not
even extending to personal economic loss — of individuals or boards
were avoided since economic agents simply carried out the directives
of the plan, Thus, the establishment of goverpance in transition
economies is far more difficult than the transition to the private
sector, In planned economic systems, many individuals, notably bank
and enterprise managers, were penally or administratively liable for
non executing the directives, so that personal risk taking in the
economic sphere was strongly discouraged,

The first part of this paper provides an overview on the con-
ditions which will enable transition economies (TEs)! to develop
bank governance. These conditions essentially consist of a market-
based system, of clear rules of the game (legal and supervisoty
framework), and of the existence of negative pay-off, the possibility of
bank failure. The related issucs of deposit insurance, and the behay-
iour of monetary and supervisory authorities are also considered.

O Fiat SpA, Studi Economici, Totine (Italy),

* The paper was pattly wtitten when the author was wotking at the Office of the
Chief Economist of the Furopean Bank for Reconstruction and Development in London.
The views of the author do not necessarily represent those of either institution.

! “Trangition economies” refers in this wotk to the countries of the fotmer Soviet
Union and of Central Eutope, including Albania, Croatia and FYR Macedonia. China
and Vietnam, which ate included in the category by the World Bank, ate not considered
here,
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Two important questions will be examined, both relating to the
relationships between banks and state-owned enterprises. First, banks
and enterprises share participation to the bad debt problem. In the
planned economy, the lending function of banks was essentially
limited to the provision of working capital, and the quality of loans
was not a concern given their purely accounting function. With the
start of transition, enterprises suddenly had to face harder budget
constraints together with dramatically unstable business conditions
and macroeconomic environment, As soon as the falling profitability
of enterprises was no longer covered by the ditectives of the plan, a
Jarge proportion of the assets of banks were suddenly worthless.

The bad debt problem is twofold: on the one hand it is necessary
to come to terms with the past, that is, with the overhang of non-
performing loans which penalise banks, and of which they cannot
always be kept responsible. On the other, looking at the future, it is
important to eliminate the sources of loans which originate from
state-owned enterprises badly in need of resttucturing. Under these
conditions banks can be held accountable of their behaviour and the
concept of governance begins to assnme meaning.

The second patt of this work, as its title suggests, deals with the
possibility of bank-exercised governance on new and formerly state-
owned enterprises. Banks have been looked at by many researchers
and reformers as the guiding system which, beyond imposing hatd
budget constraints to enterprises, could provide much-necded govern-
ance through credit or ditect ownership of shares in enterptiscs.
These hopes have been largely unattended by the actual evolution of
the financial sector in TEs, which, far from taking the lead of the
process of change, has been lagging behind the developments in the
veal economy and in economic stabilisation.?

It is possible, though, that actual developments in TEs give
banks an impottant role in an unexpected way, While Western
observers insist on a prefixed path for banks and their relationships
with enterptises, which generally follows the Anglo-Saxon model, it is
already possible to witness to the creation of relatively original
institutions mixing banks and enterprises and blurring the distinction
between the responsibilities of the two otganisations. They are the
Russian financial-industsial groups, whose model seems to be spread-
ing beyond the national horders to countries such as Belarus and

2 European Bank for Reconstruction and Development {1996).
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using their financial resoutces for investments, which were, instead,
generally carried out by a specialised investment bank.

Banks were therefore accounting bodies holding the financial
records of all operations undertaken by enterprises, and accumulated
a huge amount of anused information on inter- and intra-enterprise
financial flows. Commetcial banks, not supposed to invest long term,
extended credit only in the form of short-term inventory and working
capital financing. This gave them effective control on the operations
of enterprises.

Savings of the public were subject to analogous restrictions, and
could be kept only with the savings bank, the only alternative being
cash. No othet legal form of investment was possible. Together with a
centralised setting of the wage level and a rationed supply of con-
sumet goods, this allowed the state to heavily influence the saving
rate, which was matched at the central level by the aggregate level
and the distribution of investments. The financial system, consisting
almost exclusively of banks, did not therefore perform the function of
intermediating between savers and enterprise investments.*

The absence of decentralised intermediation was also teflected in
the role plaged by the interest rate. Following Marxian thought,

services of capital were not considered a relevant component of the
determinants of marked-up product prices, which, in order to reflect
the “social cost of production”, consisted mainly of raw material and
{abour costs. As a consequence, nominal interest rates were normally
very low, sometimes implying negative real interest rates. This con-
cept of the interest rate was consistent with the role of the price
system. Many prices were administratively set to satisfy a number of
social and economic requirements, and caused a distortion of the
whole price structure, disconnecting it from the scarcity of resources.
The irrationality of the price system was on the other hand matched
by a low price responsiveness of enterprises, which, although nomi-
pally pursuing an acceptable level of profit, wete rather led by
quantitative targets, if not by the personal agenda of managers.

Not even the specialised investment bank catried out credit as 2
strictly commercial business. In fact, credit was often “soft”, in the
sense that an enterprise unable to honout the loan contract could
negotiate a roll-over of the loan with the bank, or obtain an implicit/
explicit agreement not to respect some terms of the contract. How-

4 Buiter and Bagei (1996).
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in payments.” On the other hand, by raising the liquidation value of
ailing enterprises, arrears make it more difficult to evaluate the
expected benefits for banks to trigger bankraptey procedures.® In the
transition, bank lending and inter-enterprise atreats Jargely substi-
ruted the previous methods of softening the budget constraint of
enterptises. ! .

Banks satisfied — and to some degree still satisfy — the increased
demand for credit for many teasons. In the first place, at the outset of
transition all commercial banks were state-owned, and therefore were
not concerned with making a profit. Second, faced with the danger of
their own insolvency caused by initiating bankruptcy procedutes,
where available and enforceable, banks generally preferred to roll
credit over.’? Third, the lack of credit records of individual enter-
ptises, and the limitation of banks’ expetience in commercial lending,
were reflected in the poot information about the quality of outstand-
ing assets.

Lastly, it was very difficult to break the network of relationships
long established in the previous system, and the connected and
mutually supporting vested interests of banlss and enterprises. Partici-
pation to such network was the only non-price rationing mechanism
in place to distribute the provision of credit, and its survival is
proving to be perhaps the most serious unresolved problem of the
banking sector.

The size of the bad debt problem can be measured by the
proportion of bad loans in 1996, The fraction of classified loans in
total loan portfolio was 30% in Russia, 35% in the Czech Republic,
and a staggering 75% in Bulgaria® (Chart 1). Such large overhang of
bad debt negatively affects banks in many ways. Lending practices can
be made weaker by the knowledge that, at the margin, another loan
of doubtful quality has only a limited impact on overall asset quality.

% The dimension of inter-enterptise atreass is measured by theit net and gross
value. The former indicates the degree of absolute indebtedness, the tatter the size of the
phenomenot.

10 These ate not the only negative effects of arrears: they also increase the systemic
tisk of the economy by tightening the interconnession of committments, and they
redistribute much-needed liquidity from sound to unsound enterptises. See Begg and
Portes (1992).

 Kornai (1992).

12 Eyen if baok managers repute the borrowing entetprise to have negative net
worth, they can decide to avoid banksuptey procedures if their cost is highet than the
expected benefits, ot if the prospects of recovering the principal of the loan seem to
improve in the long term,

13 Eypopean Bank for Reconstruction and Development (1996).

|
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4. Bank governance

‘ Despite all these shortcomings, effective bank governance can be
m‘nplemented in TEs. However, some conditions must be fulfilled
Florsg, the banking system should be as market-based as possible with.
minimum state ownetship, since this tends to imply unlimited lii’tbﬂ.it
to losses and scarce attention to profit maximisation. Second i:hery
mu.st'be well defined rules of the game, both in the form of a soti
pI}lstI.cat.efi and enforceable legal system, that clearly allocates econo
mic 11ab111t¥ and favours transparency to the public, and in the forn;
of appropriate a.nd effective supetvision, Third, be;ides the tules of
the game, negative pay-offs to bad governance must be in place, i.c
there must be a credible threat of bank failure and managers’ job’ 1(;5'
and the concrete possibility of economic loss to bank sharcholder y
The advantages of a credible failure threat must be balanced with thse.



99 C. Sdralevich

costs otiginating from possible financial crises and from loss to
depositors. The question of depositor protection is especially import-
ant, since in TEs there is often a less than perfect information on
banl-specific risk.

To achieve those conditions, reformers in TEs must tackle a
number of issues. A solution must be found to the inheritance of the
past, the large amount of bad debt, and this solution is linked to the
overall reform of the banking system. Actual approaches are a combi-
nation of the extreme cases of the rehabilitation of existing state-
owned commercial banks (Hungary, Poland), which can consist in the
work out of bad debt on a case-by-case basis or sweeping across the
boatd, and the free entty of new private banks, both local and foreign
(Russia, Estonia), possibly for a limited time period, Even though the
explicit recapitalisation required in the rehabilitation approach has a
cost to the state, it should be clear that large financial resources are
always needed to ensure sufficient capitalisation of the banking
sector,

Lastly, legal and supervisory frameworks, designed to be compat-
ible with the existing banking system, must be established, and should
include the possibility of bank failures, as well as able to deal with the
financial crises, the danger of which is inevitably inherent to the
transition.

5. Rehabilitation and free entry

The choice between working on the existing state-owned finan-
cial system and allowing free entry has partly depended on macro-
economic conditions, mainly inflation, partly on cultural, institutional
and legal factors. Periods of hyperinflation have in many countries
erased outstanding loans of banks, resolving the problem of bad debt,
and, from the point of view of the capital base, have put existing
hanks on the same level as new entrants (Charts 2a and 2b). The
advantages enjoyed by existing state-owned commercial banks, in
terms of human capital and fixed assets, have been outweighed in
many instances by the constraints imposed by the web of established
connections with state-owned enterprises, The relative freedom from
the latter gives new ptivate banks the possibility to build lending
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business on a sounder basis, even though, until the private sector in

TEs.is sufficiently developed, it will be difficult to find borrowers
outside the state sector.™

Cuarr 2A
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14 However, in some countries, notebly Russia, the dominating industrial groups
Eave e'stabhs,}jed strong links with new ptivate banks, or have even created their own
pl:i)pl‘letol‘y ban!{s. 'This p}lenomenon accompanies the reorganisation of the economy
under new‘ﬁnanaal-mdustnal groups, which in part follow the pre-transition ripartition
of power, in part are based on transversal alliances (see below, Section 8).
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Rehabilitation of existing banks also calls for relatively sophisti-
cated legal and institutional environment which is generally more
present in Central European countries than in the CIS. The drastic
restruciuting implied by ‘free entry’ is probably less acceptable in
countries with a history of pre-communist private banking sector, and
whete relatively more attention to the bank clients is cstablished.

5.1. Rebabilitation

The rehabilitation of the existing state-owned banks allows to
exploit existing resources, especially human capital and fixed assets,
and should in theory favour the passage to 2 reformed system without
dramatically undermining confidence in the banking system, as is often
the case with the ‘free entry’ approach.”” Whereas the latter is very
simple, if sometimes straining for the economy, rehabilitation ap-
proach’s majot drawback is represented by its complexity, in particular
when the position of each banls is examined and resolved case by case,
recovering loans from state-owned enterprises in the highest possible
degree. That task can be decentralised and left to the individual banks,
as, for example, in Poland, ot, if the number of state banks is very
large, it can be concentrated in special institutions established to deal
with bad loans, on the side of banls and of entetptises.

Many authots'® support the specialised agency solution, quoting the
successful example of the Treuhand in Eastern Germany, on the grounds
that the symbiotic relationships between banks and state-owned
entetprises could be more easily severed, and that it quickly promotes
sounder lending.'” Furthermote, one of the cause of the accumulations
of bad debt would be removed, with sufficiently recapitalised banks
having o incentive to roll over existing inesigible loans. By giving
strong powers to a single agency, it would be easler to deal with the
diffused interests represented by the managers of the state-owned
enterptises, and by others benefitting from them, such as politicians.'®

15 World Bank (1996).
16 See for example Fries and Lane (1994] and Blommetstein and Lange (1993).

17 I direct opposition to the decentralised solution, which could ini fact encourage
tighter relationships between the management of the state-owned enterptises and the
bankers, and lead to conflict of interests and concentration of economic power.

8 There are some drawbacks, of which the most serious is that any expertise in
clearing bad debt would not stay with the hanks, Le. the agents most likely to be affected
again, and would indeed be lost with the eliminationt of the specialised agency once the
thain task is completed (see Fries and Lane 1994),

———
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5.2, The costs of rebabilitation

Reh.ablhtation has costs for the government budget. Bad deb
can be ecither outtight cancelled or socialised. In the firs.t case fht
direct cost to the government budget depends on the existin var \
tees on unrecoverable deposits of the public following th ]jg nation
of bank assets.  The climination

'].Jebt socialisation, on the other hand, directly affects the budget
e-ntallmg the clear indication of provisions to cover for the exie :
Eonz];l outlays, as opp(')se'd to costs being hidden as a contingencp

urthermore, debt socialisation precisely spells out the terms of thy.
government intervention, potentially minimising moral hazard pr be
Lemis{ ass}ciclated with loan guarantees. By taking up the bad assgtsoo;
; 1?;11 s, t (Eb golze’rnment acquire rights which place it in a position to
intluence banks’ restructuring, and, if these bad loans are enforceabl
in some degree, to deviate resources to the most producti :
state-owned enterprises.'? e smong
- ?.(/lth S\geepmg sS)lutlf)ns, at least part of the costs of recapi-
sation and reform is shifted to the public sector, in the form of
guarantees on deposits when outright cancelling ;:he debt 0
budget expenditure items when debt is socialised. o

3.3, Recapitalisation

Decentr.alised methods to deal with bad loans are normall
assoc.lated with the full recapitalisation of the commercial bank o
the light of subsequent privatisation, sometimes with the invol et
of bank managers as future shareholders. vement

1 I A
A clarification of fiscal and financial accounts can also lay the basis for more

accurate and reliable statistics, with positi : i
o o , with positive effects on the quality of monetary policy
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Reformers should take care to clearly distinguish, in the eyes of
the public and of bank managers and owners, the once-for-all
recapitalisation to put the system back on tracks from a probably
recurrent bailing out of failing banks, and mark such recapitalisation
as an exceptional event, to reduce as much as possible the insurgence
of moral hazard problems.? These are pariicularly strong in TEs
because the devices usually implemented in Western econommies to
reduce them, such as the removal of existing management, the (at
least partial) attribution of losses to ptivate owners and efficient and
complete regulation and supervision, cannot be relied upon. In par-
ticular, management substitution is rarely an option given the scarcity
of human capital, which also often prevents the authorities from
enforcing otherwise well-designed regulations.?!

The timing of recapitalisation must be carefully chosen to co-
incide with privatisation, in order to minimise the dispersion of new
capital at the hands of old and inefficient managers, if early, or to
induce attempts to capture regulators by new owners, if late.??

Hungary is an example of repeated recapitalisations unsupported
by clear commitments to privatisation or structural reform of banks,
including management substitution, Banks were recapitalised four
times in the period from 1991 to 1994, using different instruments
including direct fund injection and government bond swaps on the
assct side of banks’ balance sheets. In 1996, two of the largest banks
were still state-owned, A decided and consistent recapitalisation effort
was putsued in Poland in 1993, when banks were issued with govern-
ment bonds worth around 1.5% of GDP, and the incentive structutre
of management was tadically changed. However, banks’ lending
procedures were not improved, and turnover of management was
cleatly insufficient, implying the risk of rebuilding weak portfolios.””
In fact, two of the state banks had to be further recapitalised in 1996.

2 This includes 2 sufficiently extensive clearance of bad debt, unless capital markets
where bank shates ate traded exist which are sufficiently liquid and efficlent to discount
the low or negative net werth on the value of the shares. Matkets with these featutes are
however vitiually absent in TFs. For formal modelling of banking bail-out in TEs see
Aghion, Bolton and Fries {1996).

21 The povetty in banking, and in general in market-otiented skills, consrasts with
the often guoted large human capital stock of TEs, often positively compared with its
lack in developing countries (World Bank 1996},

2 Captio {1995).

22 See Baer and Gray (1995) for both the Hungatian and Polish cases; Bonin and
Schaffer (1995} for Hungaty.

:'|
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]];’:y ilehhalf of the same year, only 4 of the 13 state-owned commercial
anks had been privatised, a case of early timing of recapitalisation.?*

3.4. Bank privatisation

In 'pl‘:actice, the process of bank privatisation has encountered
many dlfflcul‘fi(‘es and is far from completed in most countries, often
after a promising initial impetus. While voucher privatisati(;n for
e‘xa.mple'm the Czech and Slovak republics, has had some success, th
limited liquidity of capital markets and the inefficient features of :‘,’tate
bank_s have represented an obstacle to domestic cash privatisatione
Foreign banks normally ptefer to set up banks ex #ove. An addition 1
elemept to discourage potential investors is the behaviour of the stat:
sometimes going as far as the renationalisation of privatised or e ’
private banks., This is the case of Lithuania, where followin ‘;Eﬂ
ba‘nkmg crisis of end 1995 the state has gained control of the lfr :
private bank, holding almost 15% of the country’s deposits s

5.5. Free entry

In c:o‘untries pursuing the ‘free entry’ approach, such as Russia
and ]?lstoma, a policy of relatively relaxed regulations has led to the
creation of a large number of ptivate banks in a short time. Thi
choice can be the result of a deliberate refusal of the state to ta.ke u S
the costs of restoring an adequate level of capitalisation of thz
banking system. It must be stressed, however, that recapitalisation is
necessary, and shifting the relative onus to the private sector, whil
formally discharging responsibility from the state, usually };as thz
effect of favouring a severely undercapitalised banking system. The
high number of banks normally hides the reality of limited total .asset
ant.i the fact that the source of income is foreign exchange :
lation, not the extension of credit to enterprises. 5 e

The relaxation of regulation and supervision leading to free
entry must be considered a temporary phase, and should be followed

* Buropean Bank for Reconsttucton and Development (1996)
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by a gradual tightening of the necessary requirements for banking
operations, and the imposition of acceptable levels of transparency.

The gradual tightening of the regulatory environment has in-
deed been common to many countries which have favoured the {ree
entry approach. For example, in Russia, the August 1995 interbank
crisis in Moscow was the occasion to begin an overdue rationalisation
of the banking sector, which reduced the number of banks ftom
around 2600 in eatly 1995 to around 2200 by mid-1996. In Estonia,
the number of commercial banks shrunk from 42 to 14 in the period
from 1992 to 1996, in a process of liquidation and consolidation. In
Kazakstan, the number of banks had risen to 210 by mid-1993 but, by
mid-1996, had fallen to little more than 120, mostly due to closures
imposed by the central bank,” In all these cases, the tighter supervi-
sionary stance of the central authoritics was coupled with the adop-
tion of sophisticated, Western-style regulations which could hardly be
complied with by operators (see below, Section 6). In Belarus most of
the 47 commercial banks operating in 1996 have been licensed in
1994, but the curtent process of implementation of more stringent
regulations has not yet had the effect of favouting a restructuring of
the sector.

The actual expetience of many TEs has been a mix of the two
instruments of rehabilitation and free entry. In many countties, a core
of large banks, of which some still state-owned, coexists with droves
of small banks, generally dedicated to foreign exchange speculation,
leading to a very high concentration of assets in few large banks
(Chart 3). In the long run, the mutated macroeconomic conditions,
notably the fall in the inflation rate, and the consequent diminished
opportunities in non-core business, will concur with stricter super-
vision to a drastic reduction of the number of smaller banks.

» Fyropean Bank for Reconstruction and Development (1996).
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Criarr 3

CONCENTRATION OF BANKING MARKETS IN SELLCTED
COUNTRIES IN TRANSITION

Percentage

Assets of the top 5 banks
B Including: assets of the private banks in the top 5 banks,

Source: Bree Ltd, European Bank for Reconstruction and Devel i
European Banlc for Reconstruction and Developnnente‘(lfﬁ)(;lr‘,)‘l;?emA World Banke quoted in

6. Introducing effective supervision

\Y'/h.ether reform in banking system is cartied out by working on
the existing state banks, or by allowing the entry of new banks, new
models of supervision and regulation must be found and i;np1e~
n'lente.d, taking into account not only the desired evolution pattern of
ﬁnan'cl'al systems, but also the available resources and the initial
condltloqs which can be widely different across countries,

In line of principle, a Western-style supervisory and regulatory
system could be thought desirable and attainable. In practice, its
1mp1e3nentation is rarely possible because of the limited resou;ces
both in terms of human capital and of financial means, available fOI"
supetvision.”® Furthermore, they could even be harmﬁ;l when origi-
}‘Lally tuned on the much more robust financial systems of industrial-
ised economies, TEs should more appropriately be treated on the

same level as developing countries from the point of view of systemic
tisk and adequate capitalisation.

* For a technical but useful survey, see Bank for Tntetnationa! Settlements (1995).
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For example, Basle capital adequacy requirements are, on one
side, certainly too low for TEs or, generally, emerging markets, in
light of their systemic risk, and the possibility of over-optimistic
quality classification of loans. On the other side, they are too high to
be satisfied by the overall existing assets in most banking systems in
TEs. Only few banks will be in the conditions to satisfy the require-
ments. This would not constitute a problem, if banking supetvision
were efficient enough to individuate and expel uncomplying banks.
In TEs, whete expettise and resoutces of supervising authorities are
limited, it is difficult to enforce such stringent regulations. It could
then be fecessary to concentrate on few sound banks, and use
relatively less resources in the supervision of all the others. Some of
supetvisory reform proposals go indeed in this direction.?” Various
supetvisory schemes have been proposed for banking system in TEs?®

6.1. International standard banks

Long and Talley (1994) were the forerunners of a system which
is being actually implemented in Russia with the support of multilat-
eral financial institutions,? and relies on the award of an international
banking standard license to a core group of banks satisfying strict
requirements, mainly on capital adequacy. The license carties deposit
insurance, in conirast to uncomplying banks. Depositors would ben-
efit from the clear distinction between ‘good’ and ‘bad’ banks. The
implications fot the spread between loan and deposit rates are not
obvious. Depositors would be ready to accept lowet interest rates in
exchange for deposit insurance. The resulting larger spread would
help ‘good’ banks cover the higher cost of maintaining a relatively
high capital ratio. The effectiveness of this system is limited by the

27 Tt must be noticed that in the long run, ‘free eniry’ systems should therefore -
theoretically — be consideted on the same level, with regard to regulation, as systems
whete reforiers have attempted a rehabilitation of existing banks.

% The solution of McKinnon (1991), who rules out banks as sources of entetprises
finance on the grotnds of their weaknesses, and proposes the exclusive reliance on
capital markets, is probably too extreme. The functions of banks are insubstitutable
(Calomitis and Kahn 1991, Caprio and Levine 1994).

2 Under the Financial Institutions Development Programme, suppotted by the
European Bark for Reconsgruction and Developtment and the World Bank, 32 banks had
been accredited by mid-1996. It would seem that prevalently large banks, hence more
solid and probably safer, participate in the program (European Bank for Reconstruction
and Development 1996).
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overall qual.ity of loans in the economic system, Furthermore, if the
costs of satisfying regulations translate into higher interest rates on

loants to enterprises, adverse selection effects could decrease the
quality of credit.

6.2. Alternative proposals

. Another proposal, which has a theoretical interest even though
it has. not yet been put into practice, is based on the franchise value of
banking licenses, and aims at limiting the number of banks through
th_e award of underpticed or cven free permits in a strictly predeter-
mined number.’® The awarded banks would have strong incentives to
respect the ctiteria requited to retain the licence, and in the long tun
this process would sclect the most profitable banks. This would be
true even in the absence of given costly prudential requirements
because exlsting and potential banks would compete on ‘good’ behwj
iour to stay in ot enter the matket, The problem with the franchise
Ya_Iue theory is the license award/withdrawal mechanism, both at the
1n1tia! and in later stage of the implementation of thé procedute,
F:Iasslcal questions of regulators’ capture arise, which are often found
in the regulation of infrasttuctures, also based on the award of a
limited number (possibly one) of licenses.

6.3. Fre banking

Some banking systems in TEs, typically those which favoured
free entry of new banks such as Russia and Fstonia, are seen by some
authors in terms of the historical precedents of “free banking’ in
Scotland ot the United States in the last century. Pochl and Claessens
(1994), f.or example, propose to complete the free entry model with
the restriction to tax collection of the activities of state-owned banks
However, while ‘free banking’ constitutes an interesting historicai

pref:ec'lent, 'it 13 not a wholly appropriate example, being based on
unlimited liability of private owners,

¥ Captlo (1993),
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7. Financial crises and deposit insurance

TEs are patticularly subject to bank crises. Besides the Russian
interbank crisis in August 1993, the recent past has scen banking
troubles in Lithuania Latvia, Bulgaria and the Czech Republic. The
failure of a bank is not, per se, a desirable event, and certainly it has
costs for bank owners, for depositots, if unprotected by an insurance
scheme, and for borrowing enterprises, which undergo a sudden
credit crunch, However, it is vital for the long-run health of a
financial system that the concrete possibility of failure exists for
insolvent individual banks. Potential loss to owners and depositors
induce them to exercise control on bank operations.”!

The need of ensuring a potential negative pay-offs must be
balanced not only with the costs to owners and depositors, but also to
the econormic system in case the crisis of one of few banks expand to
the whole financial sector. The latter costs must be kept at a mini-
mum, and in this the role of supervision and the behaviour of
monetaty authorities are crucial”?

Supetvision and monetary policy influence the stability of the
system on two levels. First, they can help build a system which is
structurally as stable as possible. Second, the quality of their response
to a crisis is vital in limiting the diffusion of bank failures, maintaining
at the same time the necessary credibility of the effective threat of
failure.

A bank can be solvent but subject to a strong even though
temporaty funds withdrawal. 1n opposition to such liquidity crises,
bank insolvency will in the long tun be a cause for failure. A healthy
and solvent banking system can be protected from liquidity ctises if
sufficient liquidity is structurally built in the financial system.

Other structural measures reduce the system’s exposure to
liquidity crises, Supervisors can promote the diversification of dom-
estic banks’ lending across sectors and, as soon as it is feasible, abroad.
The entry of branches of foreign banks is also positive in light of the
buffering function of the large assets of the mother banks.

31 Gorton and Winton (1996).
32 Gavin and Hausmann (1995).
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Ir.l the evenience of a bank failure, it is important that the
:ﬁgefvls%rly and monetary p.olicy authorities recognise the nature of
rouble and‘act accordingly, The intetvention of the monetar
authorltlles to bail out the affected banks is appropriate in the form. d
{:)asef{ while it is doubtful in the latter. The pressure to bail out faililf;
ma; 8 ca}r): be very strong, though, both for political reasons and for
e su sta‘ntlal concern for the public interest. An example of
appropriate intervention is represented by the liquidity easing beh

four of the Russian central bank in occasion of the Au g'rst 19519‘;~
interbank crisis, which seems to have been a determinii: factor
B

together with the mutual support of the bi i idi
all-out financial break down.p ° Plgger banks, fn evolding an

8. The role of banks in the corporate governance of enterprises

-Economic transition has been as traumatic for state-owned enter
prises as for banks. The need of corporate governance has also art -
es.peclailly because enterprises in TEs are exposed to the dan aerser;
Ellsperslon of financial and physical resources among all vﬁri .
stakeholders’, consisting, besides the owner, often thegstate in (511118
managets, the employees, as well as local politicians and ove,rnm n:::
officers. The absence of effective governance allows agttentioneof
llimlr(llagers to wander away ‘from the advantage of creditors or share-
olders, towards the benefit of all these various ‘stakeholders’, to th
detriment of performance, State subsidies, arrears, or soft cre&it, stﬂ?

- soften the budget constraint and allow enterprises to survive, though

at the cost of high inefficiency,

" thiany relformers,. especially at .the outset of transition, have
sted on the creation of mechanisms of corporate governance
through the privatisation process and banking sector reform Banlqs,
should have played a crucial role,” but actual developments h-ave not
been very reassuring.** The conditions enabling effective governance

* See for example Phelps e al. (199 ij
. {1993), van Wijnbergen (1993
34 i '
Bonie iﬁ'::; ss;lcc[oulnts of the experience of some countriesig see Baer) and Gray (1995)
zekely (1994), Borish, Long and Noel (1995), that in particular provides 2

rp Compl eyt fr ¥~
Ve ete overview om tlle oint o
D f view Of the pollc makﬂ alld OE ﬂ]ultllat(ﬂﬁl
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are similar to those described with regatd to banks: reduction of the
role of the state, creation of clear rules in the form of legal system,
which permits the enforcement of property rights and in particular of
credit, and the existence of negative pay-offs, i.e. failure and eco-
nomic loss to owners. The place of supervision in triggering failure is
replaced by other controls, originating from inside or outside the
enterprise.

Enterptise control of insiders, i.e. management of employees,
possible because of vague ownership rights or the outright insufficient
attention of owners, is likely to cesult in further diversion from the
interest of the owners, for example through the maximisation of
wages ot bonuses, A small but significant ownership share in the
hands of the management could be a partial corrective.”” The most
important outside controls are applied by shareholders, particulatly
when a significant portion of ownership is held by some core inves-
tor.’6 Besides banks, the latter can be private individuals or insti-
rutional investors, such as pension funds ot insurance companies.

In most countties, the first wave of privatisation has been based
on the distribution of vouchers to a large proportion of the popu-
lation. Attribution ctiteria have vared from the age of participants to
the scheme, to preferential treatment to employees and management.
The result almost in all cases has been the extreme fragmentation of
the ownership of the enterprises. In many instances, the management
and employees have retained control, often with a relative majority of
small absolute size. The comsequence has been a very low weight of
shareholders on enterprise management. In addition, transparency
and diffusion of information are still very limited, and the scatce
liquidity or outright absence of stock exchanges make trading very

difficult,

Along these direct controls over management, another check on
managers’ behaviout is the threat of potential take-overs, allowed by a
low share value. This type of control relies crucially on the existence
of liquid and relatively large stock exchanges, and on the possible

3 Relevant ownership shares attributed to employees are likely to distract the
management from the maximisation of future profitability. This pattern is however
common in TEs following voucher privatisations. See Phelps er al. (1993},

36 Tncentive devices and product macket forces can also constitute effective outside
controls. See Phelps ef 4l (1993). Foreign equity patticipation, albeit in principle very
effective, can play a limited role due to the still small size of foteign direct investments in

TEs.
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concentration of ownership in the h i
e e hands of core inves
conditions are hardly fulfilled in TEs, fors Both
Shareﬁollagzt;lalh ren}:edy tE the absence of core ownership of individual
s has been the concentration of ownership in institutt
: . ership in institutional
iﬁvestots, such as (ptivate ot public) investment funds, often set up in
e con_textI of l'é’laSS ptivatisation,’” pension funds, and insarance
companies. [n industrialised countri
ries, they are oft ‘e effecti
ompantes . » they en more effective
; Xar; 1ftl?dnndual shritreholders in governing enterptises because of their
tut}: : ise,‘econom.les 'of scale, and sheer size of shareholding. Unfor-
‘ ate y,l.ln.TEs %nst'itl.ltlonal investors are still at a nascent stage,’®
asl;;: to 1m.1ted hquldlty', cultural and institutional factots, whi::h .
gn pensions and social benefits to the state ot to state-owned
te;;ter]_:irlises, and to the inadequate regulation efforis in most coun-
tutfi:i.nalo'wever, even in TEs, given the appropriate conditions, insti-
w 1nve;ltlors could_ play a significant role. In the Czech Republic
\tr‘estl?aent nds, which had gathered around 70% of the pri:
vatisation vou?hers, were highly instrumental in the so-called “third
wave® enterprise restructuring,®
- Banics represented at the beginning of transition a possible
Comiealo Icore ownership or, at least, of effective debt mechanism
cor ols. nal?eneral, long credit relationships between banks and
entemr{sesf ow the exchange of better information, and free the
rerprlse rom the need of retaining high self-financing for signalling
purposes an}ii from the search of alternative means of funding. Man-
Iaéllrgfershcan th us concentrate on long-run performance. Furthermore
Ofej{) ! lflze Il: e tl}l:centlvg to behave well to avoid excessive interference’
s in the conduct of business or, in
the extr
bankruptcy, the loss of job. ’ eme case of
fraCtiBanksfccrul.d exefcise a governing role also by owning significant
o onls 3 l::qug:;;. The core investor role of banks in TEs has been
ensely debated.*0 A first, often implici i
/d plicit, argument against it s based
on the rigid distinction, firml > Saxe
, y entrenched especially in Angl
e rig] ‘ . glo-Saxon
banking since the Great Depression, between investment and com-

kX F ] .,
ity subseribe  onterptioe o Lo ioaten o™ scheme, vonches boldets could
(0} W s .
:: Tankes and lmpavido (1996).1: privatised, or to one of five investment funds.
See Coffee (1995).

0 Dittus and P ; .
(1994). rowse (1994) extensively examine pros and cons. Sec also Dittus
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metcial banking, on the grounds of the danger of propagation of
financial ctises to the real sector.

Mostly, though, cquity ownership of banks is considered inap-
proptiate because their weakness would inhibit an efficient ownership
role. Banks are still burdened by bad debt and undercapitalisation,
are often still state-owned, cannot rely on sufficiently skilled petson-
nel and sound lending practices, and are inadequately supervised.
Furthermore, dispersion of energies in non-lending business, particu-
lafly when it implies difficult and costly enterprise restructuring,
could slow down the learning process in commercial banking core
activities and affect the level of services offered to the public, In most
countries, lastly, the state has shown a continued intention to meddle
in the financial sectors.*!

The main argument — and a decisive one — in favour of large
equity holdings of banks in TEs s represented by the lack of other
potential core investors, with the exception of the state and, in very
few countries, of investment funds and foreign strategic investors. In
the long run, banks can make contribution to bank restructuring and
governance. It is as unreasonable, though, to expect efficient perform-
ance from the start. As this is ttue also of commercial operations of
banks, there is no particular reason to forbid them to own significant
enterprise shares.

The answer to the question of bank equity ownetship, therefore,
lies in the possibility of the establishment of a sufficiently sound
banking system, which should indeed be the objective of reformers,
Supervisory authorities should concentrate on creating sensible regu-
lations for bank opetations, in enforcing them, and in promoting the
adoption of sound lending and accounting standards, as well as
ptomoting the training of the staff. As a measure of caution, banks’
equity ownership could be delayed until a minimum acceptable level
of soundness has been reached, with the provision that, anyway,
banks as any other investor, especially in TEs, will need a learning
period, and that mistakes will inevitably be made.* Also, given that
in some cases banl privatisations beyond a certain threshold are
objectively difficult, it could be reasonable to concentrate instead on

1 The ghsence of developed capital markets is not necessarily a significant impeding
factor, as sometimes stated.

4 The fact that banks themselves are not particularly propense to own equity
(Dittus and Prowse 1994) may be a comforting sign of wisdom on their pare, but does not
necessarily imply that they never will, nor that they will never be able to exercise
governance,

AT
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the implementation of an equal treatment of state-owned and private
operators, While state-owned banks certainly constitute a hindrance
to competition and efficiency, a sufficiently efficient albeit second
best, banking system, could be achieved even with a significant
state-owned presence, as has been the case in Italy and France,
Apart from the theoretical debate on bank-led enterprise govern-

ance, banks have so far failed to significantly fulfil this task for the
following reasons:

- the regencration of banking systems through the rehabili-
tation of state-owned commercial banks, and the entry of new private
banks, has been slower than hoped. Furthermore old and new banks
have rarely broken links with state-owned enterprises;

- state-owned enterprises need not only governance but re-
structuring, which requires expertise, strength, and determination
well beyond the normal skills of commercial banks, let alone banks in
fI’Es which still lack the expetience and often the means, if not the
incentives, to develop even day-to-day banking skills;

— bankruptey laws, while in 1996 formally present or under
preparation in virtually all countries in transition, are being actually
implemented in a systematic way in a very small number of countries
namfely Hungary, Estonia, the Czech Republic, and Slovenia, thu;
making the essential mechanism of bank control over insolvent
enterprises unavailable to banks in most TEs. The role of bankruptcy
goes beyond its actual implementation against a given enterprise; it
rather consists in a potential threat, which allows creditors, including
b‘anks., to obtain better management ot to negotiate a more favourable
tipartition of assets in case of failure. The absence of formal bank-
ruptey procedures leads banks and entetprises to carry out informal

settlements which highly depend on the relative balance of power
between parties;

— the sheer size of most banks has remained very low, and
most banks, especially in countries where free entry has been
favqured, have not developed any significant loan portfolio, concen-
trating instead on off-balance sheets activities. Often, the largest
banks are formetly — if not currently - state-owned.®

“ ia : ;
Russia is an exception, since most of the largest banks were born as private. As a
consequence, they are playing an active role in the reorganisation of the industrial sector,

a].bEIt not the dlfectlol] or11 lnally chvisd ed by NeStelll cconomists e CIOW
g
) (5 b EH
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The conclusion can be drawn that in the financial sector changes
from above can be imposed with difficulty. The spontaneous evolu-
tion of institutional economic systems, like the delicate complex of
check and balances of corporate govetnance, can take a long time to
reach an efficient form, Often, Western observers look at TEs with an
optimal design in mind, forgetting that it is based on the end-process
of histotically determined changes in Western financial institutions;
sometimes, that optimal design relies uniquely on Anglo-Saxon ex-
petience. It is important to realise that the historical process taking
place in TEs could as well take unexpected bends which do not
conform to that design. The case of the financial-industtial groups
(FIGs) in Russia is 4 good example of this,

A visit in Korea of the Russian First Deputy Defence Minister,
Andrei Kokoshin, in 1992, gave the deciding impulse for the legal
recognition of the links between groups of industries and banks in the
fort of FIGs, on the basis of the Asian model and in particular of the
kaebols. Against the resistance of many liberal reformets, including
Anatoli Chubais, then Minister of Finance, FIGs have becoine im-
portant players on the Russian economic scene: at the end of 1995
there were 24 FIGs, employing more than 2 million people, and
accounting for almost 5% of GDP, The features of FIGs, including
the growing role of banks, particularly Moscow-based, in the owner-
ship and governance of industtial enterprises, the large dimension of
corporate structutes, and the weak role of the stock exchange, all
strikingly resemble not the Anglo-Saxon model, to which they were
indeed consciously opposed, nor the Asian model, but, indeed, a
“T'sarist Russian’ model. This impression is reinforced by the closeness
of links between some government members to FIGs.

The importance of the role of FIGs for the future of enterprise
governance has been undetlined by the ‘debt-for-shares’ swap scheme,
under which banks could extend credit to the government with a
collateral of shares in the enterprises to be privatised. The eventual
outcome of this complicated scheme has not been yet defined, but it
is likely to significantly increase the holdings of shares of large
cotpotations in the leading commercial banks. FIGs could indeed
represent a possible, although controversial, model of future develop-
ment of bank-industty development, widespread at least in countties
of CIS.
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9. Conclusions

In TEs, the path to the establishment of effective governance of
banks and enterprises is long and troubled as is the process of
economy restructuring, While the easier and sometimes more radical
structural reforms, such as trade and price liberalisation and mass
privatisation, have been relatively simple and fast to implement,
further progress in transition to a market economy is showing signs of
slowdown. In the banking sector, delays regard privatisations, which
have not followed recapitalisations as closely as it would have been
desirable, the resolution of bad debt problem and of the ties to
state-owned enterprises, and the development of adequate super-
vision to the banking sector and the financial system in general, Of
course, this has negative implications for the creation of mechanisms
of effective governance in banks - the ptimaty focus of the paper —
and in enterptises. However, this mixed experience allows to draw
some lessons.

First, privatisations of state-owned banks should not distract
attention from other, more important priorities, especially when a
substantial proportion of private or privatised banks has already been
established.

Second, the design and implementation of supervision in the
banking system, and of an adequate legal system in the economic
system at large, represent the indispensable preconditions not only for
establishment of governance mechanisms, but also for an ‘automatic’
restructuring of the whole economy.,

Third, this implies that a strong effott should be undertaken, by
national as well as multilateral institutions, to strengthen the re-
sources of the regulatory and monetary authorities, rather than to
assist the development of the financial sector by the injection of
funds, even via relatively sound banks.

Fourth, structural teforms, in particular in the banking secto,
would benefit from a credible and determined state, able to define
and implement rational and credible rules of the game. Credibility
derives from an equal as possible treatment of all players, whether
public and private. The example of economic development in conti-
nental Europe in the last century supports this view.
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Fifth, ex ante theorising and recommendations of institutional
policy design, in particular by Western observers, can clash with the
actual development of financial systems driven by powerful forces
which are deeply rooted in the political and economic establishment.
This is all the more true, and has more relevant implications, for a
large countty such as Russia.
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