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                    I.  Introduction

Leaving aside war, banking crises in developing countries, in general, and in Latin America, in particular, may stand as the major man-made catastrophe in recent history. The destruction of real and financial wealth that systemic banking crises entail is so large that there is little wonder that financial intermediation in Latin American remains shallow and well below the levels reached by industrial countries. Among developing countries, Latin American stands out for the frequency, depth and costs of its banking crises. The recent example of the crisis in Ecuador is a case in point. While estimates for the costs derived from a recent major natural disaster, El Nino, amount to about 11% of GDP, the cost associated with the banking crisis that erupted in 1998 has been estimated to reach 17% of GDP.


Research and efforts to identify the causes of banking crises and to design crisis-prevention mechanisms have not been in short supply.
 Turning to the causes of banking crises, the list of culprits has been growing after every spur of crisis. For example, while the Latin American crisis of the 1980s brought emphasis on the need for appropriate macroeconomic fundamentals, especially on the fiscal and monetary policies, the Mexican crisis of 1994 identified the lack of appropriate regulatory and supervisory frameworks in the context of financial liberalization as key contributors to crises.  By 1997, the East Asian crisis popularized the role of “contagion” in crisis generation. The recent financial crisis of emerging markets, triggered by financial turbulence in East Asia, led a number of analysts to claim that weak domestic banking systems (resulting from regulatory and/or macro problems) may not be the only source of financial problems. Lacking complete information about the capabilities of a country’s banking system to deal with external shocks, market concerns about the stability of one country’s financial system can result in deteriorated perceptions about the  soundness of other countries’ financial systems.
  “Contagion” derives in banking crisis through two channels. First, deteriorated perceptions about a country’s creditworthiness result in reduced access to international capital markets. The slowdown in economic activity that follows leads to deterioration in loan portfolios as borrowers’ capacity to pay is closely related to the growth of domestic output. Second, if concerns about a country’s creditworthiness extend to domestic residents, bank runs may occur as depositors anticipate the erosion in the quality of bank loans.


The design of mechanisms for banking crisis prevention has followed hand in hand the pattern of identification of causes. Therefore, while the 1980s and early to mid-1990s witnessed efforts to improve domestic regulatory and supervisory frameworks by individual countries separately, the post Asian crisis saw the establishment of the Financial Stability Forum (FSF) by the G-7 countries to specifically promote international stability by engaging the cooperation of governments, markets and international organizations in the process of financial supervision and surveillance.  While recognizing that effective domestic regulatory frameworks are essential, a new ingredient for crisis prevention is the design and implementation of better-coordinated global regulatory and supervisory frameworks.


This paper adds an additional item to the list of crisis avoidance mechanisms. While recognizing that efforts both at the domestic and global levels to strengthen financial systems are not only desirable but indispensable, the paper claims that the process of banking crisis resolution tells a lot about the capacity of a financial system to avoid future crises. To the popular say: “prevention is the best cure”, I add that: “a good cure goes a long way in preventing recurrence.”  As the paper will show, countries with successful programs of banking crisis resolution have been able to maintain financial soundness for extended periods of time. Conversely, countries where the resolution of crises ended in bank disintermediation show a pattern of recurrent eruption of crises. The underlying reason is simple: A successful bank-restructuring program sets up the right incentives for avoiding excessive risk-taking by banks. Because an adequate resolution process improves the public confidence in the capacity of the authorities to deal with future problems, the banking system becomes more resilient to future adverse shocks and contagion.


The rest of this paper is organized as follows. Section II assesses whether the main characteristics of banking systems in Latin America during the 1980s were significantly different from those in the 1990s and early 2000s. Section III identifies features of the region that distinguish Latin American banking crises from crises in industrial countries. Having characterized banks and banking crises, the next two sections deal with the experience of crisis resolution in the region. Section IV defines principles for successful execution of restructuring programs. This section also illustrates how different constraints faced by regulators in industrial and developing countries affect the application of principles. Section V uses the framework presented in Section IV to evaluate a number of banking crisis experiences in Latin America. This section demonstrates that the regulators’ willingness to adhere to basic principles of effective crisis management explains to a large extent the sharply contrasting outcomes between countries. Section VI concludes the paper.

II. Latin American Banking Systems: How Much  have they Changed since the 1980s?

The 1990s witnessed significant reforms in the banking sectors of a number of Latin American countries. Reforms incorporated improvements in the regulatory and supervisory frameworks-- including implementation of the recommendations of the Basel Committee, enactment of important laws to protect creditors’ rights, such as the bankruptcy law in Mexico, and a significant increase in foreign ownership. The pace of reforms across countries, however, differed significantly. After briefly summarizing advances in reforms, this section considers the extent to which some key features of Latin American banking systems, such as the depth of financial intermediation, interest rate volatility and the share of government paper in banks’ balance sheets have improved compared to the 1980s and early 1990s.

The Reforms of the 1990s
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Chart 1 shows an “index of financial sector reform” as developed by Lora (2001). The chart presents both an overall index as well as two of its components. The first reflects the degree of liberalization of interest rates and the reduction/elimination of direct intervention of governments in the allocation of credit. The second measures the extent to which the recommendations of the Basel Committee on Banking Supervision have been implemented. For the region as a whole, progress has been impressive in all categories. This, of course, disguises sharp differences between countries. For example, Argentina, Bolivia and Jamaica have advanced the furthest in their reform efforts, while Ecuador and Venezuela are among the countries showing the least progress.
 

Source: Lora (2001). 1) The index goes from 0 to 1, where 1 represents a complete and fully implemented reform.

Financial sector reforms have also included significant efforts in attracting foreign capital to the banking industry. Chart 2 shows that the process of financial internationalization of Latin American banking systems has been an ongoing process that has extended over a number of years. The chart shows the evolution of “effective control of foreign banks in Latin America” as defined by Salomon Smith Barney, namely, the ratio of loans provided by banks that have at least 40 percent foreign ownership in local institutions to total loans in the banking system. It clearly illustrates that, albeit at different pace, all the countries in the sample have significantly internationalized their domestic banking systems since the second half of the 1990s. Mexico stands out with its sharp determination to carry this process further. The data in the chart does not include the recent sale of BANAMEX, one of the two largest Mexican banks, to Citibank.
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Source: Salomon Smith Barney; Foreign Financial Institutions in Latin America, various issues.
In the 1980s and first half of the 1990s, depository institutions - banks and savings institutions issuing deposit-like liabilities - were the only major vehicles for institutional savings in Latin America, with the exception of Chile where pension and insurance funds accounted for 44 percent of institutional savings. In contrast, in the major industrial countries, savings institutions issued substantial amounts of long-term non-deposit liabilities,  even when these institutions are classified as banks. 

1. Key Features of Latin American Banking Systems: Have the Fundamentals Improved?
Even though the deposit liabilities of banks and other depository institutions played a much more significant role in Latin American than in industrial economies, in the 1980s and mid-1990s, deposit liabilities to the private sector of all banking institutions constituted a lower percentage of GDP in Latin America than in major industrial countries. In other words, relatively few funds were held in financial intermediaries. 

Have these features been affected by the reforms? Have the depth of financial intermediation improved during the late1990s and early 2000s? An analysis of the data provides a negative response. Chart 3 shows that for most countries in the region the depth of financial intermediation, measured as the ratio of deposits to GDP has remained below 30 percent. This contrasts to industrial countries where the ratio is above 50 percent in most cases. Indeed, Chile stands out as the only Latin American country in the sample showing a significant and sustainable increase in this ratio, reaching, by 2000, levels comparable to those of the Nordic countries.
 On an overall basis, this is a disappointing result in view of the reform efforts discussed above.
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The relative shallowness of the banking sector and the short maturity of liabilities of these institutions suggest that investors’ confidence that financial assets will yield a positive and stable rate of return over an extended period of time has remained weak. Investor concerns are verified in Charts 4a and 4b, which present real interest rates on deposits in selected industrial and Latin American countries over the last two decades. In contrast to the industrial countries, real interest rates remained negative for substantial periods of time in several Latin American countries, or skyrocketed to unsustainable high levels. Times of extremely high real interest rates did not indicate high levels of productivity. Instead, they reflected the elevated risk of liabilities issued by domestic borrowers.
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     Source: World Bank World Development Indicators (2001), IMF International Financial Statistics January 2002.

As a result of investors’ concerns, a high degree of volatility in deposit to GDP ratio persisted in the region during the 1990s. This is indicated in Chart 5.  Latin American countries displayed a much higher degree of volatility of deposits to GDP than did industrial countries. Even worse, for most countries in the sample, volatility increased during the 1990s compared to the 1980s.
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What about the share of government claims in bank assets? After all, one of the objectives of financial liberalization and reforms was to reduce the massive transfer of resources from the private financial sector to the public sector, which in the 1980s had served to finance large fiscal deficits. Yet again the results have been disappointing. While, as shown in Chart 1, governments significantly reduced their interference in direct allocation of credit, a number of governments in the region continued financing their deficits with resources from the domestic banking system. Whereas in the 1980s, this was achieved by direct lending to governments or high reserve requirements, in the 1990s governments issued large amounts of debt that was purchased by banks. 

Chart 6 compares the share of government paper in banks’ balance sheets during the 1980s and 1990s for a number of Latin American countries. The chart shows that this share either remained the same or increased during the 1990s for the majority of countries in the sample (most of the countries are depicted to the right of the 45 degree line). It is important to note, of course, that the results in Chart 6 cannot be fully attributed to fiscal indiscipline. In a number of countries, banking crises were resolved by replacing bad loans with government paper (Mexico is notorious for this). Given the lack of access of Latin American countries to international capital markets during crisis periods, it is very difficult to conceive alternative procedures for banking crisis resolution. To take this into account, I eliminated banking crisis periods from the sample, including five years after the crisis. The basic result did not change: most banking systems in the region held as much or more government paper in the 1990s than in the 1980s.
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As Chart 6 shows, the ratio of claims on government as a percentage of total assets not only has increased for a number of countries, but is also very high, with several above 20 percent. Once again, Chile can be singled out as a country that succeeded in its reform efforts. It has consistently reduced this ratio and it is now at a low and sustainable level (1.7 percent in 2000).

These disappointing outcomes are the legacy of a long history of recurrent crises. There is a common belief that “depositors forget” and that, regardless of the manner in which a crisis is resolved, they will return to domestic banks after a while. The evidence presented here and in the next section does not support that belief. The combination of low financial intermediation and increasing share of foreign banks in the region demonstrates a persistence of low confidence in the banking systems of many countries in the region. Investors still prefer to hold short-term financial assets, and banks prefer to make short-tem loans. Borrowers must remain fairly liquid in case bankers are forced to curtail lending when investors withdraw their funds. If borrowers cannot prove their liquidity, they appear insolvent because legal and accounting obstacles make other forms of credit evaluation difficult. Therefore, in Latin America liquidity crises cannot easily be differentiated from solvency crises. 

III. What Distinguishes Latin American Banking Crises from those in Industrial Countries?
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As suggested by the characteristics of Latin American financial systems described above, even relatively mild shocks to the banking sector can quickly result in sharp reductions in the deposit base. That is, Latin American financial systems are very fragile. An indicator of this fragility is presented in Chart 7, which displays the percentage change in the ratio of deposits to GDP for selected Latin American and industrial countries during the early phases of a banking crisis. The evidence indicates that depositors in Latin America are much more prone to flee the banking system when bank borrowers’ capacity to pay is adversely affected than are depositors in other countries in the world. These data suggest that, to a large extent, depositors in Latin America fear that they will suffer a real financial loss following a banking crisis whereas depositors in industrial countries, and even depositors in emerging Asia, believe that, even in a crisis, the real value of their deposits will be preserved. Thus, investors in a variety of regions of the world believe that banking crises, while severe, are temporary events and that the long-run viability of the system will soon be restored. This contrasts sharply with depositors’ beliefs and behavior in Latin America.

 
   Source: Rojas-Suarez and Weisbrod (1995) and IMF International Financial Statistics (January 2002)

The sharp drop in confidence in Latin American financial systems that follows initial signals of distress is common to both domestic and foreign investors. As a result, periods of banking difficulties are also associated with loss of access to international capital markets and countries in Latin America have not been able to raise sufficient funds in international capital markets to finance the cost of the crises. As a result, countries are forced to either run current account surpluses and/or lose significant amount of foreign exchange reserves. Sovereign bonds placed in the international capital markets provide an indicator of investors’ confidence. Periods of banking crises are manifested in sharp declines in the price of these bonds. For example, in late 1994 and early 1995, the drop in confidence in the financial systems of Argentina and Mexico resulted in a 30 percent drop in the bond indexes for these two countries. (See Chart 8.) Similar behavior was observed during the eruption of the banking crisis in Ecuador in 1998 and in Argentina in 2001.
 In contrast to the experience of Latin American countries, the balance of payments position of Norway and Sweden were largely unaffected during the Nordic banking crises in the late 1980s and early 1990s. Moreover, long-term government bond prices in Norway and Sweden were largely unaffected by the crisis
.

Chart 8. Behavior of Emerging Markets

Bond Index during Banking Crisis
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Chart 3. Bank Deposits
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      Source: IMF International Financial Statistics (February 2002)
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The fragility of the Latin American banking systems is also reflected in the high costs associated with restructuring banking systems after a crisis. Chart 10 shows the fiscal cost of banking crises as a percentage of GDP for a number of crisis episodes around the world. The concentration of Latin American banking crises at the right side of the chart, where costs are higher; is apparent; although it is important to recognize that resolving the East Asian crises were as costly as resolving those in several Latin American countries. This contrasts with experiences in most crises in industrial countries, which appear at the low end (left side) of the cost spectrum.

Source: Various calculations of IMF, World Bank, and IDB staff.

The extreme high costs associated with banking crises in Latin American countries indicate the burdensome task faced by regulators in the region when they face a crisis. Moreover, the authorities’ problems are compounded by remaining weaknesses in accounting standards, since accounting data used to describe the quality of bank balance sheets do not often fully reflect the true situation.
IV.  Principles and Constraints in Managing Banking Crises

As shown in the previous sections, banking crises in Latin America have resulted in highly disintermediated financial systems where depositors prefer short-term maturities and flee at the first sight of problems. Section V will show that an appropriate resolution of crises can significantly contribute to permanently strengthen banking systems, regain investors’ confidence and deepen the financial sector. To provide a framework for comparing crisis management strategies across countries, the present section identifies basic principles for effective banking resolution and discusses how these principles need to be adapted in the presence of the different kinds of constraints faced by emerging markets relative to industrial countries.

1. Three Basic Principles

When a large portion of a country’s banking system is threatened with insolvency, funds set aside to resolve isolated bank failures, such as deposit insurance funds and emergency central bank credit, are usually inadequate for the task at hand. Thus, in systemic crises, if the integrity of the banking system is to be maintained, public funds must often be used to resolve bank failures. That is, a systemic banking crisis becomes a fiscal problem. Particular reasons for using public money to rescue banks vary across countries; in many, but by no means all countries, the purpose is to shield small depositors from the consequences of bank failure. However, since the Great Depression in the United States, there has been almost universal agreement that, because banks play a crucial role in the payments system, public funds must be used to resolve individual bank problems to ensure that a banking system survives the crisis. The objective should, of course, be to minimize the amount of public funds used for restructuring banking systems.

Whether the regulatory system has an explicit deposit insurance program or not, inevitably, maintaining the integrity of the banking system requires that some bank liability holders be protected from the consequences of bank failure. Hence, the commitment of public funds for restructuring implies a transfer of resources from the public sector to the banking system. The objective of public policy is to ensure that the transfer is limited to those parties whose protection from bankruptcy is necessary to preserve the integrity of the banking system. 

It should be clear, therefore, that the use of public money to solve a systemic banking crisis belongs to the family of “second best” solutions. In an optimal situation, a systemic banking crisis could have been prevented with some weak banks failing and being replaced or absorbed by other healthy institutions, perhaps from abroad, in a timely manner. If the crisis is being induced by unsustainable policies at the macroeconomic level, financial transaction would migrate abroad. The use of public funds to solve systemic banking crises is justified on two grounds. First, mobility of bank capital across the world is imperfect and slow due to uncertainties about the “true” value of the portfolio of banks in trouble. Second, the services provided by the payments system still remains in the national domain in most countries in the world.

If policymakers are to execute a bank-restructuring program that brings back banking systems to solvency while minimizing the use of public funds, they must follow three basic principles. The first is to ensure that parties that have benefited from risk taking bear a large portion of the cost of restructuring the banking system. For example, bank stockholders should be first to lose their investment along with large holders of long‑term liabilities such as subordinated debt
. Also, delinquent borrowers must not be given favorable treatment at public expense. Executing this principle not only limits current restructuring costs by forcing private parties to bear part of the loss, but it also creates incentives to restrain risk taking in the future, which strengthens the banking system in the long term.

A second principle is that prompt action should be taken to prevent problem institutions from expanding credit to highly risky borrowers or capitalizing unpaid interest on delinquent loans into new credit. Execution of this principle reduces the moral hazard risk in bank restructurings that arises when institutions with low and declining net worth continue to operate under the protection of public policies designed to maintain the integrity of the banking system. This principle implies that, when possible, insolvent institutions should be removed from the hands of current owners, either through closure or through sale.

Because executing the first two principles requires adequate funding to pay off some liability holders of institutions with negative net worth, a third principle for a successful restructuring is that a society should muster the political will to make bank restructuring a priority in allocating public funds while avoiding sharp increases in inflation.

To execute a successful rescue program, policymakers must faithfully adhere to all three principles. However, the ability of regulators to carry out these principles is affected by the economic environment in which they operate. Even if a society has mustered the will to fund a bank rescue, it may face a resource constraint that is so severe that it jeopardizes the success of the restructuring program. For example, an economy may not be able to access debt markets for funds. In this case, to finance bank restructuring, it may be necessary to reduce fiscal expenditures in other areas to avoid inflation. Obviously, as the funding constraint becomes tighter, the task of assigning priorities becomes more difficult.

A second constraint affecting the implementation of the principles is the availability of markets for financial institutions or for financial assets held by these institutions. The existence of such markets can be useful for minimizing public expenditure because they permit private investors to recognize the franchise value of a failed bank’s customer base and its distribution system. Revenues from the sale of these valuable assets can be used to offset public absorption of credit losses.

If markets are large and funding is abundant relative to the size of the problem, regulators have a wide variety of choices available to resolve banking problems that can be classified into three broad categories: private sector merger or sale; take over and management by the regulatory authorities; and, as a last resort, bailout of an existing institution with ownership left largely in place.

Under the first option, irrecoverable loans are charged off
, which may require a write down of bank capital if loan loss reserves are inadequate, often to the point where the value of liabilities exceeds the value of assets. When the institution is sold or merged, the price a buyer is willing to pay may not result in an adequately capitalized institution. Hence, public money often needs to be used to pay off the excess liabilities or to extend credit to the private sector to finance acquisitions. When private investors are unwilling to pay a positive price for the customer base and the distribution system of the failed bank, the regulator closes the institution and sells the financial assets of the institution to help pay off depositors.

The second option, take over by the authorities, is used when the market for impaired institutions is not large enough to absorb the supply of such institutions, either because it is underdeveloped or because the crisis has made banking properties unattractive even at very low prices, and regulators have sufficient know how to operate financial institutions. If delinquent loans are to be charged off and capital written down, this option usually requires a greater injection of public funds than the first option because regulators do not receive an up front payment for the franchise value of customers and the distribution network. However, if regulators have experience in managing failed banks, they may eventually be able to recoup the franchise value through earnings on their investment.  The government can postpone some of the cost by permitting seized institutions to operate temporarily at capital levels that would be inadequate for privately owned banks. This policy has risks, however, as governments, like private owners, may take excessive risks with inadequately capitalized institutions. Moreover, the success of this alternative lies in ensuring that banks are returned to private ownership as soon as market conditions permit.

The third option, a bailout, must be used when funds that can be committed quickly are scarce, markets are undeveloped or are illiquid at the time of the crisis, and regulators do not have the know how to manage banks. It is the most complicated method of resolution to execute according to the principles of sound restructuring because insolvent institutions must be left in the hands of their present owners who are given public funds to maintain the viability of their institutions.

2. Differences in Constraints between Developed and Developing Countries

Regulators in developing countries face more extreme constraints in terms of resources, markets, and know how than their counterparts in developed ones. Even if a developing country has followed a very conservative fiscal policy before the onset of a banking crisis, policymakers face a daunting task in obtaining adequate funds for a restructuring program. As discussed in the previous sections, in contrast to industrial countries, developing countries rarely possess a domestic long‑term bond market, although many have access to international bond markets. Chart 8 in Section III showed how access to long‑term bond markets dries up when international markets perceive that a crisis is imminent. 

This would seem to leave the issuance of short-term debt as a more common funding option in developing countries. However, the risk in the short-term market is that the government must not only cover interest payments but also principal payments if the debt cannot be rolled over.  Thus, the slightest hint of deterioration in the government’s capacity to service its debt may shut the government out of the market, which, in turn, increases the pressure for inflationary finance.

Constraints on the size and depth of the market for bank assets are likewise much more limited in developing countries. This is more than a lack of skilled professionals, which of course, can be imported. It is also a lack of the legal and market infrastructure necessary for secondary markets to develop.

Regulatory know how is sometimes in short supply in developing markets as well. Even in markets with skilled professionals in bank supervision, if bank regulators do not have political independence, they may not be able to sell banking properties through arm's length transactions. This problem also arises in the developed world, but they are less important than in the developing world because other constraints are less severe.

Thus, the constraints on bank supervisors in developing countries make it much more likely that the bailout option must be taken in these countries than in industrial countries. Nonetheless, restructurings, even under the most severe constraints, are more likely to be successful if policymakers attempt to enforce the three general principles outlined above. It is the capacity of the authorities to adapt principles to local conditions, more than the severity of the constraints that often determines whether a bank restructuring effort will be successful.

a. Application of Principles under Ideal Conditions

The case of the U.S. savings and loan rescue and restructuring plan provides a typical example of how access to funding and the availability of markets permits bank supervisors to apply principles to good effect. However, this example also demonstrates that, unless policy objectives are clearly defined and the political will can be mustered to commit funds, relatively lenient constraints do not necessarily lead to good policy.

During the late 1970s and early 1980s many U.S. savings and loans institutions lost their net worth. The magnitude of the problem exceeded the resources of the insurance fund available to insulate small depositors from the impact of bank failures. In violation of principle 3, the political will to provide additional public funds to cover the loss was not present. Hence, regulators attempted to solve the problem by manipulating accounting rules and allowing institutions in trouble to expand their activities.

Even with the lack of funding, regulators could have placed controls on the expansion of credit of savings and loans institutions with zero market net worth if they had established supervisory guidelines for asset growth relative to an institution’s capital base. However, the political power of the real estate industry and regulatory lethargy combined to prevent any application of the principles of sound crisis management. Because principles 2 and 3 were not followed, the owners of these institutions, having nothing to lose, took additional risks in hopes of recovering their investment.


By the late 1980s, when it became obvious that the program in place only magnified the cost of restructuring, the authorities obtained sufficient public funds to deal with the situation in accordance with sound restructuring principles. For example, they were able to seize and sell failed institutions. Bidders assessed the value of the bank’s assets as well as the franchise value of its distribution network. If bids were too low, regulators paid off depositors from sale of assets and government funds and closed the institution.
The policy accomplished two objectives consistent with principle 1: it forced stockholders of failed institutions to take losses, and it forced borrowers in default to lose their collateral (however, it failed to force large liability holders to take losses because they had left during the prolonged period of political indecision.)  The policy worked because there were sufficient funds to close failed institutions that could be raised without generating inflationary fears, and there was a market for the seized assets.

In contrast to the U.S., bank supervisors in the Nordic countries did not count on a deep market for financial institutions or seized collateral when deep systemic crises emerged in the late 1980s-early 1990s. Their experience, however, demonstrates how even facing these constraints a bank restructuring can be successful with adequate funding and a transfer of ownership of closed institutions to the government. In Sweden, once non-inflationary funding was made available to deal with the crisis (principle 3), problems were handled promptly.  Institutions with zero or negative net worth were closed (principle 1), and stockholders lost their investment (principle 2). This established the framework for returning the seized institutions to financial health.

b. Constraints in Developing Economies

Experiences with bank rescue efforts in Latin American countries indicate that in the past regulators have often resorted to inflation, freezing of deposits and interest rate controls to resolve bad debt problems. One or all of these tools have been utilized because countries entered a banking crisis with significant fiscal problems and with no political will to reduce them, in violation of principle 3.  Argentina in the early 1980s and early 2000s, Mexico and Peru in the mid 1980s and Ecuador in the late 1990s are prominent examples. Depositors took severe losses and,  it took drastic adjustment policies (as well as very long time in most crisis countries) for investors to recover confidence in the financial system.

There are, however, other examples in Latin America demonstrating that, even under tight constraints, regulators have sometimes been able to fashion a policy that has remained sufficiently close to the principles to be successful. The most noted example of this is Chile in the early and mid 1980s. While funds to close failing banks were limited and markets were not available to sell large impaired institutions, regulators fashioned a recapitalization and loan rescheduling program that minimized incentives to capitalize unpaid interest or expand balance sheets by taking increased risk. This case will be dealt with in detail below. 

The brief sketches of the experiences of both industrial and developing countries in executing bank restructuring programs indicate that abiding by the three principles of crisis managements are the most important determinants of success. However, in developing countries, the constraints imposed on regulators carrying out these tasks are more severe.  Thus, it is important to consider in some detail how regulators in Latin America deal with the constraints they face, a topic considered in the next section.

V. Lessons from Bank Restructuring in Latin America


       From the 1980s to the 2000s

            To derive lessons from the experience of bank restructuring in Latin America, this section analyzes a number of bank restructuring programs in the region over the last two decades. In each case, several of fundamental questions are answered, including: (a) given the constraints faced by regulators, to what extent did they abide by the three basic principles for successful resolution of banking crises? (b) what mechanisms did the authorities put in place to deal with the constraints? and (c) what factors determined the final outcome of the restructuring programs?

1.          Banking Crises Resolution in the 1980s: The Cases of Argentina and Chile

It is a well-known fact that banking crises followed in the wake of the debt crisis of the 1980s in a number of Latin American countries. As case studies in crisis resolution, the experiences of Argentina and Chile stand out for their contrasting results: Argentina's crisis ended in hyperinflation and substantial financial disintermediation, as evidenced by a sharp decline in bank deposits to GDP, whereas Chile's crisis ended with a strengthened banking and financial system. This leads to the question of how much of the differing result was due to initial constraints and how much was caused by the tenacity of the regulators in applying the three principles under severe constraints.


a.         Constraints and Designs
Chile experienced a severe banking crisis that erupted in 1982, and, after an initial inadequate attempt to deal with the crisis, by 1984 had put in place a bank-restructuring program that is heralded for its success
.  Nevertheless, the basic outline of Chile’s program was not unique: the program originally proposed in Argentina in 1981 contained many of the same elements, as a brief description of each program indicates
.  Indeed, the design of both programs was fully consistent with principles 1 and 2. As will be discussed below, however, it was the implementation rather than the design of the programs that accounts for the different outcomes. In carrying out their programs Chile followed principle 3 closely whereas Argentina did not.

By late 1981 in Argentina and by 1984 in Chile, regulators in both countries recognized that they had to prevent banks from capitalizing interest on loans to borrowers that were in default. They also realized that they had to force stockholders of risky institutions to bear part of the costs of cleaning up the system.

The programs the regulators designed included mandatory restructuring of approximately half the loans of the banking systems. Each program originally tied the principal of restructured loans to an index that reflected the rate of inflation and required the payment of a predetermined real interest rate. Both programs permitted the banks to place non-performing loans with the central bank in return for long-term bonds. Under the Argentine program, banks were permitted to discount restructured loans with the central bank, and they were required to purchase a government bond with the proceeds. Under the Chilean program, the banks were required to purchase a central bank security with the funds received from the transfer of restructured loans to the balance sheet of the central bank. In both countries, banks were required to buy back loans sold to the central bank at the price at which they were sold, plus, in most cases, accumulated interest, by a specified date.

With the exception of a few small banks in Chile, the programs did not include the sale of banks with depleted capital to new owners, nor did they include a government take over of failed institutions. The programs in both countries, therefore, can be classified as bailouts of existing banks since they stipulated that existing banks would be in effect, recapitalized. As discussed in Section IV, regulators choose bailouts when they face severe funding constraints, inadequate markets for bank assets, and lack sufficient know-how to manage seized financial institutions. In managing the crises of the early 1980s, both Chilean and Argentine authorities were faced with all three of these problems, but the funding constraint was probably the most onerous obstacle to establishing a good restructuring program.

In the case of Chile, the accumulation of foreign debt in the late 1970s and 1980s hampered the authorities' ability to tap non-inflationary sources of funds to deal with banking problems. Indeed, in spite of its strong fiscal position in 1980-81, Chile was limited in its capacity to tap domestic savings to fund bank restructuring because much of its savings was needed to service the high ratio of foreign debt to GDP (Table 1). The funding constraint became more onerous with the onset of the debt crisis in 1982, which effectively shut Latin American countries out of private international debt markets. Thus, in the absence of markets for bank assets, Chile was forced to seek funds from multilateral agencies to restructure its banking system.

Table 1: Fiscal Deficit and Sovereign External Debt


(percent of GDP)


Fiscal Deficit
Sovereign External Debt


Argentina
Chile
Ecuador

Argentina
Chile
Ecuador

1980
-3.1
5.4
-1.4

26.7
26.8
41.6

1981
-5.4
2.6
-4.8

29.9
23.1
44.6

1982
-4.2
-1.0
-4.4

38.4
35.3
43.9

1983
-7.5
-2.6
-2.5

34.2
49.6
54.5

1984
-3.8
-3.0
-0.8

48.7
69.2
62.2

1985
-5.3
-2.3
2.0

52.4
94.9
53.6

1986
-2.4
-0.9
-2.2

43.4
99.9
82.1

1987
-2.7
1.9
-2.3

50.9
91.9
98.6

1988
-1.3
1.0
0.0

45.2
71.3
106.1

1989
-0.7
1.5
1.9

82.8
54.8
113.6

1990
-0.3
0.8
1.8

42.8
49.3
111.8

1991
-0.5
1.5
1.5

33.5
38.2
104.9

1992
0.0
2.3
2.4

28.9
32.3
96.2

1993
-0.7
2.0
2.0

24.6
30.3
97.2

1994
-0.7
1.7
0.3

24.1
30.9
89.4

1995
-0.6
2.6
-0.9

32.0
21.7
75.6

1996
-1.9
2.3
-0.5

33.9
17.3
74.4

1997
-1.5
2.0
-1.5

35.8
19.0
73.7

1998
-1.4
0.4
0.3

38.1
17.5
75.7

1999
-2.9
-1.5
-0.7

42.6
16.5
73.7

2000
-3.4
0.1
0.4

44.9
13.5
80.5

2001
-4.5
-1.0
0.3

51.9
13.1
63.5

Sources: IMF International Financial Statistics (January 2002),


World Bank World Development Indicators (2001)


In Argentina, the most important funding constraint arose from its large fiscal deficit rather than its international debt burden, which by 1984-85 was substantially smaller than Chile's as a percent of GDP (Table 1.) Allocating tax money to resolve banking problems was given a low priority, since the government prioritized spending on other projects. Indeed, while Chile made substantial efforts in minimizing the deterioration of the fiscal accounts resulting from the crisis, Argentina’s fiscal balances remained in deficit throughout the entire 1980s and most of the 1990s. 

Differences in the nature of each country's constraints had a crucial impact on how each program was implemented. Since the bank regulators of neither country solely determined domestic priorities, they faced a common problem: a shortage of non- inflationary funds to shut down insolvent institutions and pay off liability holders. Hence, it is no surprise that authorities in both countries followed a strategy of recapitalizing existing institutions by extending loan maturities and easing payment schedules. However, the success of a restructuring program ultimately depends on authorities' ability to convince bank liability holders that the banking system can be returned to solvency and that the value of their investments will be maintained in real terms. The Chilean authorities eventually succeeded in making this case whereas the Argentine authorities did not.


b.            Implementing Strategies
Why did the outcome of the Argentine restructuring program differ so sharply from the Chilean one in spite of the similarities in the original design of the programs? The analysis indicates that, in implementing its program, Argentina departed from principle 3: the authorities did not place a high priority on funding the restructuring program with real resources; instead, banking problems were solved through inflation. In contrast, Chile clearly discarded the policy option of inflation, and this was a major reason for the success of its program
.

It is important to recognize, moreover, that the differences in constraints played a key role in the outcomes. Inflation could not have eliminated the bad‑loan problem in Chile because a large portion of bank liabilities were to foreigners and denominated in foreign currency, whereas Argentina’s bad loans were largely denominated in domestic currency. The fact that Chile’s funding constraint was more external, imposed an element of market discipline on the implementation of the program.

To meet foreign commitments, Chile had to manage its banking system back to solvency. This policy had the added benefit of restoring domestic investor confidence in the banking system by the late 1980s, almost 5 years before such confidence returned in Argentina.  How the actual implementation of each program was carried out is a subject of the remainder of this sub-section.
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 Regulators in both countries attempted to recapitalize banks by extending loan maturities, which implies a slower pace of principal repayment and, consequently an increase in the funding commitment of banks. Hence, even with strong funding constraints, regulators had to find a source of funding for their programs. In both cases, resources for bank restructuring programs were channeled through the central bank to the banks. Hence, the magnitude of the funds required to restructure loans can be estimated by considering the extent to which gross central bank loans to each banking system as a percent of total loans made by banks increased as the restructuring effort progressed. As indicated in Chart 11, the central bank of Argentina supplied gross loans to the banking system equal to 39 percent of banks’ loan portfolios in 1982, compared to about 9 percent in 1981, whereas in Chile, in 1985 gross central bank loans equaled 87 percent of total loans, compared to about 6 percent in 1981
.
Source: Rojas-Suarez and Weisbrod (1996)

The original constraints faced by regulators in each market made it difficult to fund the restructuring effort; hence, each central bank borrowed a large portion of the funds necessary to bail out insolvent banks from solvent banks in its own system. Of course, in order for solvent banks to lend funds to the central bank, they had to reduce credit to their own borrowers.

As indicated in Chart 12, the net credit position of Argentinean banks with the central bank as a percent of central bank credit to banks equaled ‑22 percent in 1981 and increased to just over ‑12 percent in 1982
.  This implies that, in 1982, 88 percent of central bank credit to banks was funded by the banks themselves. The data for Chile begin in 1983 because prior to that date, detailed asset breakdown is not available. In 1984, at the inception of the second restructuring program in Chile, banks’ net position with the central bank was ‑21 percent declining to ‑25 percent by 1987, implying that 75 percent of central bank credit to banks was funded by banks.
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In the case of Argentina, central bank loans to impaired banks were funded with reserve requirements on bank deposits whereas in Chile, they were funded by central bank bonds purchased by solvent banks. Thus, in both cases, the central bank absorbed the credit risk of lending to impaired banks by acting as intermediary between banks lending funds and banks borrowing funds.

Events changed dramatically in Argentina in 1983. In contrast to 1981 and 1982, in 1983, the banks became net lenders to the central bank, as indicated by the fact that banks’ net position increased to positive 90 percent The central bank used the funds from the banks to fund the fiscal deficit, as central bank loans to the public sector increased from 11 percent of GDP in 1982 to 27 percent of GDP in 1983
.

Since the central bank was no longer lending to the banks, it had to find another method for dealing with problem loans. This method was to impose interest rate ceilings on bank loans during a period when inflation reached almost 500 percent per year. As a result of these policies, the real value of loans was inflated away, falling from 51 percent of GDP in 1982 to 39 percent in 1984. Real interest rates on deposits were also negative, falling to about ‑50 percent by 1984.

In short, in Argentina, in violation of principle 3, there was no political commitment to control the fiscal deficit, with the result that, in real terms, no funds could be committed to the bank bailout. Principles 1 and 2 were also violated since the negative real interest rate on loans provided a subsidy to borrowers and heavily penalized depositors, a party bearing little responsibility for the crisis. Stockholders, on the other hand, emerged from the crisis with much of their wealth preserved in real terms. Depositors fled the banking system, and the ratio of deposits to GDP declined from 22 percent of GDP in 1981 to 14 percent of GDP in 1985. (See Chart 13.)
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In contrast to Argentina, Chile worked its way out of its bad loan problem gradually. It was not until 1992 that the banks became net lenders to the central bank. During this period, Chile experienced only moderate inflation, and real interest rates on loans and deposits remained positive. As mentioned above, an element of market discipline foreclosing an inflationary solution in Chile was the large percentage of bank liabilities to foreigners, mostly to U.S. banks, denominated in US dollars. Foreign borrowings as a percent of bank financial liabilities plus capital accounts on the eve of the crisis in Chile was 53 percent in 1982, compared to 24 percent in 1981 in Argentina.

If the foreign liability holders were to be paid, the Chilean restructuring program had to work. During the crisis, many borrowers who had borrowed in foreign currency from banks were unable to earn foreign currency to repay their loans. Consequently, banks could not service their own foreign liabilities. To help banks repay these liabilities, the central bank absorbed the foreign exchange risk for the banks.

In the first step of this process, many foreign currency loans held on the balance sheets of banks were converted into indexed peso loans to relieve borrowers of foreign exchange burden. However, this left the banks with an imbalance of foreign currency liabilities. For example, in 1985, foreign currency loans remaining on bank balance sheets totaled US$2.0 billion while liabilities to foreigners denominated in foreign currency (mostly rescheduled loans from U.S. banks) equaled US$6.3 billion. In other words, foreign currency liabilities were funding indexed peso assets.

As the second step in the process, to remove most of the risk created by this imbalance from the banks, the central bank issued foreign‑currency bonds to the banks, and, at the same time, made loans to the banks denominated in indexed‑pesos. For example, in 1985, the banking system held foreign currency‑denominated bonds and deposits issued by the central bank equal to US$3.6 billion on the asset side of their balance sheet. At the same time, the banks borrowed US$5 billion in indexed pesos from the central bank, excluding loans sold to the central bank
.

This device was available to all three categories of banks operating in the market-foreign-owned banks, the state bank, and private domestic banks, but it was the private domestic banks, where the bad loan problem was focused, that most extensively used the program. In 1985, private domestic banks had indexed peso loans of US$4.2 billion on their balance sheets and indexed peso deposits of only US$ 1.1 billion. At the same time, these banks had foreign liabilities of $4.6 billion and foreign currency loans of US$1.3 billion. Private domestic banks were net lenders of over US$3.1 billion to the central bank in foreign currency and net borrowers of US$3.8 in indexed pesos, excluding loans sold to the central bank.

In brief, the net position of domestic private banks in all currencies with respect to the central bank, including loans sold, was US$‑2.8 billion, indicating a net borrower position with the central bank. The other two categories of banks were actually net creditors of the central bank in 1985, although they were net borrowers in indexed pesos.

Data from the Bank Supervisory Authority in Chile permit us to estimate the cost of the restructuring effort and determine the role of domestic and foreign sources in paying for it. (As mentioned above, foreign funds did not come from private sources but were restructured loans from foreign banks plus additional funding from multilateral agencies.)

The cost is calculated based on 1987 balance sheets since afterwards the cost began to decline. In 1987, the net borrowing position of the domestic private banks with the central bank equaled $4.3 billion. Approximately one third of this figure, or $1.4 billion was covered by loans to the central bank from the state bank and foreign banks, which, by year‑end 1987 were net creditors of the central bank. Approximately $1.2 billion of the $1.4 billion was funded by foreign currency bonds issued by the central bank to the state bank and foreign banks.

The central bank funded the remaining $3.2 billion from its liabilities to non-banks. In 1987, the central bank was able to issue $2.6 billion in domestic currency securities to the non- bank public sector. To avoid financing the remainder with inflation, it had to fund about $600 million from other foreign sources, again mainly from multilateral agencies. As a result, foreign sources (foreign banks plus multilateral organizations) covered $1.8 billion, or 42 percent of the cost, with the remaining $2.8 billion funded in the domestic market.

The proportion of the cost funded by foreign sources rose to 82 percent by 1985, even though at that point the total cost appeared smaller. In 1985, the central bank did not have sufficient access to the domestic non-bank financial market to cover much of its share of the cost. The rapid increase in the importance of non-bank domestic funding in the Chilean restructuring program that occurred after 1985 demonstrates that, in contrast to Argentina, domestic investors gained confidence that the restructuring program would return the banking system to solvency.

It is sometimes argued that this confidence was somewhat artificially created by Chile’s mandatory pension system, which purchased much of the central bank’s debt in 1987. It must be noted, however, that if domestic investors remained suspicious of the financial system, some would have fled the banking system to offset their mandatory investment in pension funds
.  That this did not happen is demonstrated by the fact that, from 1984 onward, deposits increased rapidly as a percent of GDP. (See Chart 13.)

While the loan restructuring program extended payment schedules of borrowers with problems meeting payment schedules, it adhered closely enough to principle 1 in that banks were required to pay back loans extended by the central bank. Indeed, by year-end 1994, the banks were able to repurchase about half of the restructured loans sold to or placed with the central bank. However, at the end of the restructuring program in the mid-1990s, two large banks were able to avoid payments on large unpaid liabilities to the central bank. This can be identified as a flaw in the overall restructuring program.
As a result of relatively close adherence to principles under severe constraints, Chile achieved a stable banking system by the late 1980s with deposits increasing relative to GDP, at a time when deposits to GDP in Argentina had dropped precipitously to less than 8 percent from 19 percent early in the decade. (See Chart 13.) Indeed, the degree of intermediation of Chile’s financial system continues to grow and the ratio of deposits to GDP is now close to 50 percent.  

The Chilean experience demonstrates that a successful program to restructure banks must be backed up with adequate real funding to buy sufficient time to prove to domestic investors that bank liabilities will be paid off in real terms. To obtain this result, a program must contain elements to encourage borrowers to meet their commitments and incentives for bank managers to return their banks to solvency. However, even carefully devised programs can only be successful if policymakers pursue policies conducive to low inflation and macro‑economic stability. As the Chilean experience demonstrates, when investors become convinced that their financial assets are safe, they will be willing to provide a good portion of the real funds needed for a successful restructuring program.

2.         Restructuring Banking Systems in the Mid‑1990s:  Argentina and Mexico
Having implemented strong stabilization programs as well as financial and other economic reforms in the early 1990s, many Latin America countries experienced large capital inflows. In December 1994, however, large outflows of capital from Mexico resulted in a balance of payments crisis and a sharp devaluation of the Mexican peso
.  The crisis of international investors’ confidence in Mexico expanded to several other Latin American countries, most notably Argentina. To stem capital flight Argentina and Mexico increased domestic interest rates, which led to concerns that bank borrowers would not be able to meet their obligations.

By early March 1995, the peso interbank interest rate in Argentina reached a peak of almost 70 percent, and, in late March 1995, the repurchase agreement rate on government securities in Mexico reached more than 80 percent. The fears concerning the quality of the banking systems in these two countries were further fed by the realization that both systems contained pockets of institutions that were weak even prior to the exchange rate crisis. The loss in confidence combined with tight monetary policies resulted in banking crises that required major restructuring programs. The constraints regulators faced in designing these programs as well as the outcome of their efforts are the subjects of this section.


a.          Constraints

Despite investors’ reduced confidence in their financial systems, regulators in Argentina and Mexico in 1995 faced banking problems under much more favorable conditions for successful resolution than was the case in the early 1980s for a number of Latin American countries. Policymakers know-how in designing effective restructuring programs had improved as a result of absorbing the lessons of success and failure from the 1980s. Also, although still below industrial country standards, there had been progress in bank reporting and supervisory conditions.

On the funding side, the fiscal situation in each country was better than in the early 1980s. Moreover, since the fight against inflation had become a priority, each country had committed itself to solving crises with non-inflationary policies. Nevertheless, just as in the early 1980s, private funding for restructuring efforts practically vanished with the onset of the crisis, indicating that perceptions about country risk remained fragile. As indicated in Chart 8, the EMBI+ for both Mexico and Argentina took a sharp dip following the emergence of the banking crises. Moreover, despite the reforms of the early 1990s, markets for long‑term funds remained underdeveloped, and the market for insolvent banks remained thin. Although constraints on resolving bank problems had eased compared to the early 1980s, funding constraints were still relatively severe, in particular when compared with conditions in industrial countries.


b.           Program Design: An Assessment of Restructuring Programs

In determining whether a restructuring program follows the three principles, the analyst must consider the following aspects of the program: whether it controls the growth of impaired institutions, who bears the cost of resolution and how it is funded. My assessment is that while both countries were successful in quickly constraining the growth of banks’ balance sheets (principle 2), Argentina’s rescue program was superior to Mexico’s in distributing the costs of solving the crisis (principle 1) and finding adequate sources of funds (non-inflationary) over a short-period of time (principle 3). By 1996, a consensus emerged that the Argentinean banking crises was over. In contrast, in Mexico, even in 1999, almost five years after the eruption of the crisis, there were discussions about the unresolved banking weakness.


(i) Constraining the expansion of weak banks 

As early as 1995, there was ample evidence that principles 2 had been followed in the design and execution of programs in both countries: regulators acted quickly to constrain the growth of impaired institutions, and they have not resorted to inflationary finance to resolve banks.

The authorities in the two countries relied on very different tools to accomplish these tasks: in Argentina, they used stringent controls on monetary base growth through the convertibility law and on bank deposit growth relative to the monetary base through reserve requirements; in Mexico, they enforced a capital to risk asset ratio standard.

To evaluate how these alternative methods of controlling the expansion of bank balance sheets have restrained the growth of weak banks and avoided inflationary finance, we consider the behavior of two groups of banks in each country between late 1994 and early 1995 ‑ those that are candidates for restructuring and those that are not. This subsection contrasts the behavior of the two groups of banks across the two countries.

For Argentina, the banking data are divided into large provincial banks, which were relatively weak, and large private banks, which were relatively strong. To analyze the Mexican restructuring program, we categorized banks by whether, as of December 1994, they met supervisory standards for capital and provisions through their own resources, or whether they needed a capital infusion from PROCAPTE (the capital injection program created after the eruption of the banking crisis) or from other sources, including FOBAPROA (the insurance fund) and private sources. For expositional purposes in this sub-section, provincial banks in Argentina and banks that required a capital infusion in Mexico are, designated weak banks; other banks in both markets are referred to as strong banks.

An important issue is whether the authorities in each country prevented the weak banks from expanding credit - specifically, whether these banks were capitalizing interest on non- performing loans into new loans. To answer this question, we must first determine whether loan portfolios were growing at a slower rate than the rate at which interest was being credited to the portfolio.

Table 2 presents annualized growth rates of loan portfolios for each class of bank by country. Based on 1995 data
, the rate of growth of loans at both categories of banks in the two countries was less than the rate at which interest was credited, indicating that credit growth was severely constrained. In both countries, the negative growth rate in loan portfolios after accounting for interest earned was greatest at the weak banks, approaching negative 29 percent in Mexico and approximating negative 26 percent in Argentina. The strong banks in Argentina experienced a negative growth rate of 6 percent whereas the strong banks in Mexico experienced a negative growth rate of 22 percent. The evidence indicates that both countries made tremendous strides in controlling the growth of credit to bad borrowers by capitalizing interest payments. The success in constraining the growth of bank balance sheets was consistent with neither country resorting to inflation to rescue weak banks.

Table 2

Growth Rates of Bank Loan Portfolios in Argentina and Mexico:

1995

(in percent)


Nominal
Interest
Loan Growth Net of


Loan
Credited
Interest Credited


Growth -



Argentina

                Strong Banks
6.5
12.9
-6.4

Weak Banks
-9.3
17.0
-26.3

Mexico

Strong Banks
25.8
47.7
-21.9

Weak Banks
21.8
50.6
-28.8

Note: Growth rates and interest credited are annualized based on data through March 1995 for Argentina and through June 95 for Mexico.

Sources: Superintendencia de Entidades Financieras y Cambiarias (Argentina), Estados Contables de las Entidades Financieras , and Comision Bancarias y Valores (Mexico), Boletin Estadistico de Banca Multiple.

(ii) Program Design and Adequate Funding: Who Paid the Cost of the Restructuring?

In designing restructuring programs in Mexico and Argentina, the authorities attempted to comply with principle 2. The main difference, however, was in implementation. While Argentina’s policymakers quickly moved to close insolvent institutions and minimized public funds used to solve the crisis, Mexican authorities extended (and complicated) the rescue operation. As a result, dealing with the Mexican banking crisis took a long period of time and resulted in a large fiscal cost. As will be discussed below, this was due to constraints imposed by the regulatory system that prevented the Mexican regulators from tapping adequate sources of funding and by delays by the fiscal authorities in recognizing the extent of their liabilities.

In Argentina, the government decided that a large part of the risk of adjustment would be borne by the private segment of the banking system. It established a "safety net" fund, supported by large private banks and managed by Banco Nación, which was used to provide liquidity assistance to banks losing funds. In addition, the central bank provided liquidity assistance to banks through swap arrangements. The scope of these programs was, however, limited because the “convertibility law” severely restricted the central bank’s authority to act as lender of last resort.

Similarly to the case of Chile, structural constraints (high foreign indebtedness in Chile, the convertibility law in Argentina) were at the core of designing programs and funding sources. Just as in the case of Chile, funding the crisis resolution came from domestic and foreign sources. Another similarity was that the international capital markets dried up at the eruption of the crisis. Therefore, multilateral organizations and foreign institutions operating in Argentina were important sources of funds. In contrast to Chile, however, Argentina did not count with pension funds as a source of funding to recapitalize banks. Instead, the authorities came up with an ingenious alternative. The government issued a “patriotic bonds” amounting US$2 billion with a three year maturity paying a below market floating interest rate. This bond was sold to domestic private investors and foreign financial institutions established in the country
.  To channel non-inflationary sources of funds to resolve banking problems, the government established a trust fund to recapitalize banks. Part of the duties of the fund was to purchase subordinated debt in banks with a maturity of three years, which were to be converted to equity if a bank failed to repay interest and principal. This feature of the program enforced principle 1.

However, early in the crisis, Argentinean authorities recognized that they could not raise sufficient funds for a prolonged bail out program. More importantly, they understood that the crisis provided an opportunity to deepen the reform of the banking system that they had initiated in 1991 after the hyperinflation period, and that a sustainable solution would have to involve the closing of many troubled banks.   Therefore, a significant portion of the resources from the fund established to inject capital into banks was used to finance mergers and acquisitions, which, by taking control of banks away from bad managers reduced the expansion of bad credit. Indeed, it was the strong commitment of the authorities to reforms (principle 3) that led to the success of their restructuring operations. In a nutshell, the lack of funding constraint, typical in emerging markets, was dealt with in Argentina by internationalizing the banking system. 

The establishment of a private deposit insurance system funded by the banks was one additional element that reinforced credibility in the commitment of the authorities to solve the crisis with minimal use of public funds This encouraged depositors to keep their funds in troubled institutions while they were being restructured. Since the insurance fund was independent of the government, its commitment to insure deposits could not be perceived as a potential source of inflationary finance. 

The success of the Argentinean restructuring program can be summarized in two indicators. First, as shown in Chart 15, the ratio of deposits to GDP was barely affected by the crisis. This contrasted significantly with two previous episodes of bank disintermediation in Argentina: the crisis of 1982 and the crisis of 1989. Second, as shown in Chart 2, the authorities were able to attract significant amounts of foreign capital into the banking system. By 1996, Argentina displayed one of the highest ratios of foreign participation in the banking system in the region. 

Mexico’s program also started with the intention of complying with principles 1 and 3. Technically speaking, the recapitalization program was sophisticated and designed to ensure that private parties that benefited from excessive risk-taking activities bear the largest portion of the restructuring costs. A major problem, however, was that in its implementation, it soon became apparent that there were no “clear parameters” for crisis resolution and that the authorities had not mustered the necessary political will to minimize the cost of the crisis. As a result, a number of support programs for debtors kept raising the cost of dealing with the crisis.

The government’s complex banking system rescue package consisted of four parts
:

(a) Intervention of insolvent banks, which were liquidated, merged or sold. Their loan portfolios were absorbed by the government through FOBAPROA, an agency similar to the FDIC in the US, created after the eruption of the crisis.

(b) Temporary capitalization programs, which involved the provision of loans of one year to 18 months against subordinated debt. The loans were provided by FOBAPROA with the intention of allowing time for banks to capitalize. If the banks were not capitalized when the loans came due, the bank would become government property. This rule was intended directly to comply with principle 1. Since all the banks repaid their loans, the program was considered a success.

(c) Government purchase of bank loans through FOBAPROA. Loans portfolios were exchanged for government guaranteed 10 year zero coupon at face value, minus reserve provisions. The value of these bonds exceeded the real value of the loans by an estimated 30 percent of face value on average. Commercial banks retained administration of their loan portfolios. At the end of the ten-year period proceeds from loan recovery will be deducted from the repayment of the principal.

(d) A series of support program for debtors, which involved reduction and/or interest rate cuts were implemented. The government subsidized through cash payments or securities part of the cost of debt reduction and/or interest rate cuts. 

In spite of a prompt response to the crisis and the setting in place of a program with many features that resembled that of Chile, a number of problems arose during the implementation of the program. 

First, the size of the non-performing loans was severely underestimated. This was due not only because of accounting problems but also because debtors successfully unionized and lobbied Congress to negotiate postponement or plain elimination of loan repayments. The end result was the development of a culture of “no-debt repayment” that aggravated the extent of the banking problems. This violated principle 1. Indeed, by end 1998, FOBAPROA had acquired liabilities of 550 billion of pesos in exchange for almost half of all bank gross assets. 

Second, more than 50 percent of the bonds placed in banks in exchange for bad loans were non-tradable 10-years zero coupon bonds. As a result banks had significant cash flow problems and their profitability was severely affected. The reason was the refusal of the government for a long time to recognize that FOBAPROA debt was indeed public debt that  needed to be part of the fiscal budget and become interest bearing assets. The lack of commitment by the government to allocate the needed real fiscal resources to resolve the crisis was in strong contradiction to principle 3.


Third, in contrast to Argentina, Mexico legal constraints prevented the much needed injection of foreign capital into the banking system. In particular, rules about ownership control and the lack of  bankruptcy laws with sufficient creditors’ rights were at the core of the problem. Thus, as shown in Chart 2, by mid-1999, the effective foreign control of Mexico’s banking system remained among the lowest in the region. By delaying the removal of funding constraints, these developments also violated principle 3.


Indeed, the impasse of the Mexican restructuring program was resolved only when the government adopted the recommendations of principle 3. Forced by the political pressures of an election that ended the ruling of the PRI, a party that had remained in power 70 years, the government undertook two key measures at the end of 1999 and early 2000. First, FOBAPROA debt was recognized as interest-bearing public debt and the flow of interest payments was incorporated in the budget. Second, an effective bankruptcy law was approved. As a result of these developments, there was a significant increase in the participation of foreign capital in the banking system (see Chart 2). 


Once again, the Mexican crisis illustrates how political will makes the difference. While mistakes were eventually corrected, they unnecessarily elevated the cost of the rescue operation. The estimated fiscal cost of the crisis is over 20 percent of GDP (see Chart 10).
3. Managing Banking Crises in Late 1990s and early 2000s: Ecuador and Recent      

Developments in Argentina

The managing of the systemic banking crisis in Ecuador, officially declared at the end of 1998, fully illustrates the key premise of this paper, namely, that the process of resolution of banking problems is a significant determinant of the system’s capacity to avoid future banking difficulties. As will be discussed below, the systemic banking crisis in Ecuador could have been prevented. The authorities had sufficient time and resources in their hands to design an appropriate program to contain the expansion of excessive risk-taking activities by weak banks. But political interests came in the way so strongly that no credible program could be established and sustained for a significant period of time. This violated both principles 1 and 2.

To a significant extent, the managing of the banking crisis in Ecuador resembles that in Argentina in the early 1980s. In both episodes, depositors bore most of the cost of the adjustment and the end result was extremely high inflation (in contradiction of principle 1). In both cases, large amounts of capital flight occurred as confidence in the domestic financial system and in the capacity of the authorities to keep the system healthy was lost. To contain the flight out of the system, reduce inflation and restore confidence both countries chose to tighten the hands of the central bank. Argentina implemented a currency board in 1990. Ecuador went even further: it dollarized its economy in 2000.


While it is certainly too early to develop a full diagnosis of the current crisis in Argentina, it can be asserted with sufficient confidence that the country is currently experiencing a systemic banking crisis. These developments are particularly distressing given the assessment in this paper that the resolution of the banking crisis in 1995 was adequate and consistent with the principles stated in Section IV. Does the current eruption of financial difficulties in the banking sector contradict the hypothesis in this paper? This issue will be dealt with at the end of this section.

a. Managing the Crisis in Ecuador: Constraints and Designs

The origin of the banking weaknesses in Ecuador resembles that of many other Latin American episodes in that financial de-regulation without an appropriate supervisory framework induced excessive risk-taking behavior by banks. However, in contrast to the debt crisis of the 1980s or the Tequila crisis in the mid-1990s, when the insolvency of a large number of banks became apparent following an external shock, the crisis in Ecuador evolved slowly and over an extended period of time.
 The first test of the authorities’ ability to deal with severe banking difficulties was the failure, and eventual intervention, of a large bank (Banco Continental) in 1996. At that time, Ecuadorian regulators’ major constraints did not come from an unsustainable fiscal deficit, since the country had made significant progress on the macroeconomic front (Table 1). Instead, it came from the political power of financial conglomerates that, for all practical purposes, prevented the strict application of any sound restructuring program. From my perspective, the proven ability of bank owners to effectively threaten (through legal suits whose outcomes could be manipulated) supervisors and regulators was the main constraint that prevented an appropriate resolution of the 1996 crisis.

Regulatory capture was of such magnitude in Ecuador that many areas of policymaking became subordinated to the situation in the banking system. For example, not only did supervisors not do their jobs in recommending intervention or closure of banks, but the Central Bank, lacking independence to declare the failure of an institution, subordinated its monetary policy to the liquidity needs of banks. By expanding liquidity to banks on demand, the Central Bank became the lender of first resort. (see Chart 14). All three principles for effective crisis resolution were severely violated in dealing with the Ecuadorian crisis of 1996.
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Consistent with the hypothesis of this paper that an inadequate resolution of a banking crisis is the best invitation for the recurrence of future crisis, problems in the banking system continued to mount during 1997-98. As banks owners and supervisors understood that the judicial system was controlled by political and interest groups, regulatory forbearance ruled. In contrast to Argentina in the mid-1990s, the Ecuadorian authorities did not (or could not) seize the opportunity to restructure the financial system following the 1996 crisis. This would have been relatively easy as the country continued to maintain access to the international capital markets (and therefore had no severe funding constraint). Instead, by deteriorating the fiscal stance, the Ecuadorian authorities exacerbated the constraints for an effective crisis resolution. When the Russia crisis brought about a severe decline in investors’ appetite for emerging markets’ assets, it found Ecuador unprepared to respond to the shock and the severe fragilities of the banking system became exposed. 


Aware of the incapacity of regulators and supervisors to deal with a severe banking crisis, depositors run the banks. By the end of 1998, the authorities declared a banking crisis and put in place an emergency program to deal with the crisis.

b. Assessing the Implementation of the Restructuring Program in Ecuador

From the discussion above, it is straightforward to conclude that the authorities did not have the political independence to implement an adequate restructuring program. Know-how was not the problem. After all, the country could have benefited from the long history of failures and successes in resolving banking crisis in the region. Political and interest interference prevented that from happening.

In their Emergency Legislation of end-1998, the authorities created the Deposit Guarantee Agency (AGD), an institution with multiple functions: it provided ample deposit insurance protection and acted as an entity in charge of bank failure resolution. The intention was to avoid runs from intervened institutions by offering full deposit insurance. 

The initial design of the program included the basic elements of bank restructuring, such as: (a) conditioning the use of public funds for rescuing operations to the removal of administrators and loss of capital by shareholders; and (b) the use of non-inflationary funds (government bonds) to finance the restructuring program. However, based on the experience of illegalities and political interference, this program lacked credibility. After all, the major problem of bank resolution in Latin America has more often than not been one of implementation, and not of design.

That this program did not deliver on its promise can be demonstrated by its failure in containing the expansion of weak banks. This can be shown by an exercise similar to that performed in Table 2 for Mexico and Argentina in 1995. As shown in Table 3, the rate of growth of loans net of interest credited remained positive in 1998 in banks that ex-post were classified as weak banks, and the program consequently did not accomplish principle 2. The continuous expansion of liquidity by the Central Bank (Chart 14) fueled this expansion of credit. But rapid expansion of money is not consistent with low inflation and an announced exchange rate band. By February 1999, Ecuador had to abandon its exchange rate band and allow the exchange rate to float. 


Table 3. Growth rates of Loans in Ecuador


Nominal 

Interest 

Growth of Loans


Loans Growth

Earned

Net of Interest Earned


1998
1997

1998
1997

1998
1997

Strong Banks
46.4
57.8

5.2
34.8

41.2
23.0

Weak Banks
31.6
53.6

18.8
6.6

12.8
47.0



Source: Central Bank of Ecuador


The failure of the emergency program did nothing but further reduce the confidence of depositors in the banking system.  Depositors realized that the inconsistencies of policies, a restructuring program accompanied by rapid money creation and political interference, would render non-credible the announced deposit insurance. As depositors’ runs continued, the authorities resorted to a sharp violation of principle 1: the freezing of deposits in 1999.  This desperate measure had severe adverse consequences for the payment systems and economic activity. Having damaged severely the process of financial intermediation, a spiral of inflation and exchange rate depreciation ensued. With no support from multilateral organizations, Ecuador lost its capacity to service its external obligations and defaulted on its Brady bonds in August 1999.  

Just as in Argentina in the 1980s, a faulty process of banking resolution destabilized the functioning of the entire economy. Not a single principle of effective management of crisis was followed in Ecuador in the late 1990s! The authorities saw no other option than giving up their right to conduct monetary policy as a way to restore stability. Dollarization was implemented accordingly in 2000. 

It is too early for a full verdict on the dollarization process in Ecuador, but this discussion has shown that the key source of financial instability derived from severe political interference. The problem with the conduct of monetary policy by the Central Bank was that the institution was not independent from political pressures. Building independent institutions is therefore essential for the stability of the financial system in Ecuador.

c. 
Crisis in Argentina in 2001-02: A Brief Comment


Although this paper has not dealt extensively with the causes of banking crises, it is important to ask whether the eruption of banking difficulties in Argentina, as manifested by the run on deposits in 2001 and the consequent freezing, contradicts our hypothesis that sound resolution of banking problems (such as that in Argentina in 1995) is a good preventive measure for future crises.


The data seem to indicate that there is no such contradiction. Table 1 and Chart 13 illustrate this assertion. As indicated in Table 1, during the period 1999-2001 Argentina experienced a continuous deterioration in its economic fundamentals, as represented by the increasing fiscal deficits and foreign indebtedness. These macroeconomic weaknesses were not the result of keeping weak banks afloat. Indeed, as shown in Chart 13, the 1990s was a period of sustained confidence in the banking system, as reflected by the sustained improvement in the ratio of deposits to GDP compared to the 1980s. This confidence reflected in part the large role of foreign banks in the financial landscape, but also the impressive efforts of the authorities to strengthen the banking system played a major role. There was, however, one major weakness in the system: its stability depended on maintaining the exchange rate fixed because a significant mismatch had developed between the currency denomination of loans (dollars) and the currency denomination of borrowers’ income (pesos); the so-called problem of liability dollarization (in particular loans to the non-tradable sector).


This paper has stated over and over again that strong political will is the key for a successful restructuring programs. The current situation in Argentina seems to indicate that the intricate war for power between political parties led to a change in priorities. Rather than maintaining a commitment for economic and financial stability, policymakers redirected their efforts towards gaining political support.  Among other matters, political deals with the provinces prevented the achievement of fiscal discipline needed for the sustainability of both the external debt and the currency board. A true commitment to the stability of the banking system would have involved measures to either maintain the currency board or to solve the problem of liability dollarization. The surprising factor is not the run of deposits in 2001, but rather their stability for such a long time before 2001.

Turning to the central issue of this section, the resolution of banking crisis, Argentina faces unusually severe constraints. As discussed above, in the mid 1980s Argentina’s most important funding constraint arose from its large fiscal deficit relative to GDP rather than its international debt burden (see Table 1.) In contrast, in 2001-02 Argentina’s regulators faced a funding constraints arising from both large fiscal deficits and increasing and unsustainable stock of debt.
 Thus, Argentina’s bank regulators have entered the new millennium with a much more difficult challenge than that encountered in any other recent episode of banking problems in that country.

In the light of the principles for effective bank restructuring, how is Argentina doing? Although it is too early to reach a full assessment, the current management of the crisis has not been satisfactory. The recent forced conversion of dollar-denominated saving deposits into peso deposits at a depreciated exchange rate is a virulent violation of principle 1. This form of penalizing depositors is not new. Mexico used a similar strategy with dollar-denominated deposits (known as petro-dollars) during the debt crisis of 1982. The financial disintermediation that followed contributed to a series of consecutive crises that culminated in the major disruption in 1995, analyzed above.  In contrast, in Chile, the large accumulation of dollar-denominated liabilities at the onset of the 1980s crisis, imposed an element of market discipline and created an incentive to search for non-inflationary sources of finance. While the Chilean program attempted to recover depositors’ confidence in the banking system by preserving the real value of the deposits, Argentinean initial attempts to deal with the crisis have been oriented to penalize depositors. In this regard, the present process of crisis resolution in Argentina looks quite similar to Argentina 1982.

To meet foreign commitments, Chile had to manage its banking system back to solvency. This policy had the added benefit of restoring domestic investor confidence in the banking system by the late 1980s. Avoiding default was given the top priority. Instead, the chosen policy in Argentina once again has been to impose political considerations over economic and financial stability. By early 2002, it is clear that winning the Presidential nomination for the Justicialist Party (now that the Alliance is no longer relevant) is high on the politicians’ agenda. Fully bringing back banking sector stability is of secondary importance. As in the 1980s, Argentina policymakers have chosen once more to violate principle 3.

VI. Concluding Remarks

Banking crises in Latin America are more severe and have a greater impact on local economies than banking crises in the industrial world because the financial systems in the region are more fragile and more prone to shocks. This paper has shown that, in spite of important reform efforts to strengthen and internationalize banking systems, the depth of financial intermediation has not improved and the volatility of financial variables has remained high. This fragility results from frequent periods of destabilizing economic policies and structural problems in the market, including deficiencies in regulatory and supervisory procedure and, most importantly, in the enforcement of the rule of law.

This paper has argued that, while efforts both at the domestic and global levels to strengthen financial systems are not only desirable but indispensable, the process of banking crisis resolution can serve as a good predictor for the capacity of a banking system to avoid future crises. The reason is straightforward: A successful bank-restructuring program gives the right incentives for avoiding excessive risk-taking by banks. Because an adequate resolution process improves public confidence in the capacity of the authorities to tackle future problems, the banking system becomes more resilient to future adverse shocks and contagion. 

After reviewing the experience of several crises episodes in Latin America over the last two decades, five major lessons emerge.  First, a good banking crisis management must begin with three basic principles: ensure that parties responsible for the crisis bear most of the costs of restructuring; prevent problem banks from expanding credit to delinquent borrowers; and muster the political will to channel non-inflationary funds to solve the crisis. An examination of experiences of restructuring banks in Latin America indicates that the key for a successful program is a strong commitment to adherence to the three principles. The Chilean experience evidences this. If success is measured by the avoidance of banking crisis on a sustainable basis, the Chilean experience stands out among others in Latin America. No other country in the region has yet been able to claim no banking crises for two consecutive decades. 

Second, the experiences show that attaining sufficient political will to give priority to a prompt and effective resolution of the banking crisis is the most difficult challenge to overcome. As the experiences in Argentina in 1982 and 2001-02 and Ecuador in 1996-99 demonstrates, political pressures tend to impede the implementation of a successful restructuring program. The delays and failures of implementation simply raise the cost of crisis resolution.

Third, while the three basic principles for bank crisis resolution are the same for industrial and developing countries, constraints differ significantly: They are much more severe in developing than in industrialized countries. These constraints include the availability of funding, the availability of markets to dispose of non-performing assets and institutions, and the know how to manage a restructuring program. An important constraint present in all crisis-resolution episodes in Latin America analyzed in this paper is the lost of access to international capital markets.

Fourth, while Latin American policymakers face similar obstacles in resolving banking crises, there is no unique formula for success. For example, extension of loan maturities to give borrowers time to return to solvency is a common element of bank crisis management in the region. Since banks in the region face volatile short-term funds markets, regulators must find ways of removing the risks created by maturity extension policies from the balance sheets of banks. However, the appropriate method to execute loan restructuring programs varies by country: indexation worked in Chile but was not necessary in Argentina in 1995.

Fifth, a crisis should be used as an opportunity to strengthen supervision and improve the quality of bank management. This was the strategy followed by Chile in 1984 and by Argentina in 1995. In this regard, the backslide of depositors’ confidence associated with the current process of resolving financial difficulties in Argentina is extremely disappointing.

A policy question that comes out of these conclusions is what authorities can do to ease constraints to reduce the cost of resolving banking crises. The only certain means of loosening constraints in Latin America is to build credibility in policies and institutions, which takes time. Even policies that are designed to reduce constraints directly, such as forced savings schemes, can only work when authorities pursue policies to build credibility. For example, mandatory pension funds can be useful as a means of relaxing funding constraints. However, these programs will work only if investors have some confidence in the economy. If policies are volatile and institutions weak, some investors will react to forced savings plans by removing funds from voluntary savings vehicles, such as, bank deposits. Nonetheless, forced savings can improve funding options if introduced when institutions and markets are clearly becoming more stable.

How can authorities know that the constraints for resolving banking difficulties have been eased?  A clear market signal for regulators is that funds markets do not dry up in a crisis --a feature present today primarily in industrial countries.
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� This paper has greatly benefited from comments and excellent research assistance of Trond Augdal.


� See for example, Gavin and Hausmann (1996), Rojas-Suarez and Weisbrod (1995), Sundararajan and Balino, 1991.


� The issue of contagion has been analyzed in a large number of papers, including, Calvo (2000), Claessens, Dornbusch and Park (2000), Pericolli and Sbracia (2002), Perry and Lederman (1999) and Reinhart and Kaminsky (2000).


� See, Rojas-Suarez (2002) and Brown (1998).


� See Lora (2001) for details. In the case of Argentina , it is interesting to note that practically all improvements were undertaken in the early 1990s.


� Venezuela tells the opposite story with the ratio continuously declining over the years.


� The case of Argentina is particularly telling. During the early 1990s, following the implementation of the currency board, banks decreased their relative holdings of government paper. After the banking crisis of 1995, there was an increase in the holdings of government paper that one can associate with the restructuring efforts of the financial sector, including improving the liquidity of the banks. However, way after the crisis was completely resolved, banks continued to increase their claims on government. By the end of 2000 the share of banks claims on central and non-central government as a percentage of total assets reached 25 percent, a ratio close to the 27 percent observed in 1991 at the beginning of the currency board. 


� The sharp drop of deposits (around 20 percent) in Argentina’s banking sector in 2001 signals the eruption of the banking crisis in that country.


� There is no domestic long-term government bond rate available for Finland. In the Nordic countries, the sharp increase that followed the devaluation in the fall of 1992, was short-lived.





� This section is largely based on Rojas-Suarez  and Weisbrod (1996)


� Some large liability holders of money market instruments must inevitably be subsidized to some extent because the money markets must be operational for the payments mechanism to survive.





�  A loan charge off is the process of removing an irrecoverable loan from the asset side of the balance sheet.  The loan loss reserve account is the corresponding , liability account that is reduced.  (Often loan loss reserves are a contra asset item.)  If loan loss reserves are inadequate, the charge off forces a reduction in the capital account.


� For a detailed analysis of the evolution of the banking crises in the Nordic countries, see Burkhard and Pazarbasioglu (1995).


� Chile's restructuring effort actually began in 1982, but, after proving inadequate for the task, was revised in


	1994. The remainder of the subsection only discusses the revised program since it illustrates how regulators


can successfully overcome funding constraints to execute a successful program.





�  For a detailed description of events leading up to the Chilean crisis, see Velasco (1991) The case of Argentina


is discussed in Baliño (1991).


�  Of course, Chile could have defaulted on its foreign debt as some borrowers did, but policymakers believed that the consequences of this action were too severe to make it a viable option.


�  In the case of Chile, loans include loans sold to or placed with the central bank. Gross borrowings from the central bank include these items as well since banks were required to buy them back.





�  A negative net position signifies banks are net borrowers.


�  The ratio declined in 1986 and 1987, which were years of fiscal tightening. However, fiscal policy became highly expansionary again in 1988.





�  A short period of improvement in inflation performance  occurred in 1986 and 1997, and bank deposits as a percent of GDP recovered to their pre crisis level. (See Chart 13.) However, in 1988 and 1989, the government again used the banks to fund a growing fiscal deficit, and the inflation rate rose to 3000 percent.  Deposits as a percent of GDP fell precipitously to 8 percent by 1990.


� In that same year, all banks were net borrowers to the central bank in all currencies in the amount of US$2 billion, including loans sold to the central bank.


�  There will always be people who save primarily through pensions aid therefore not be able to reduce deposits, and deposits are not perfect substitutes for pensions.





� Analysis of the macroeconomic issues leading to the Mexican crisis are contained in and Sachs, Thornell, and Velasco (1995).


�  The Mexican data are through June 1995, and the Argentine data are through March 1995. For Argentine rates of interest credited are for all interest earning assets, and for Mexico they are interest and fees receive on loans.


�  The government was able to raise funds at below market interest rates by appealing to private investors' stake in the success of economic reforms.





� The summary of the Mexican restructuring program is taken form Mexico, Deutsche Bank Research, October 30, 1998. 


� For a comprehensive analysis of the banking and currency crises in Ecuador, see, De la Torre et al (2001).


� While in the mid-1980s Chile’s ratio of sovereign external debt to GDP was twice that of Argentina, in 2001 Chile’s ratio was one quarter that of Argentina. Similar order of magnitude results when comparing the fiscal position between the two countries.
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		FR.INR.RINR		Real interest rate (%)		USA		United States		5.5796427727		8.7192106247		8.2130737305		6.5668711662		8.0075416565		6.5541810989		6.0201625824		5.0441942215		5.7089357376		6.7933950424		5.8911075592		4.6785874367		3.7041053772		3.5063591003		4.9199328423		6.4786081314		6.1657881737		6.543738842		7.1010355949		6.3454008102

		FR.INR.RINR		Real interest rate (%)		DEU		Germany		2.4297007789		4.0449093665		3.0480844701		2.3489565065		3.2553691251		2.8576683529		3.9884100475		3.0421957098		2.3471725771		3.5059134342		5.4285522196		6.5782140096		3.2502746422		1.7808397381		2.2884214713		2.6832555697		1.88383		1.4227261318		2.4921509758		2.2969373826		2.3718811729

		FR.INR.RINR		Real interest rate (%)		JPN		Japan		2.757641077		3.6097126007		5.4290804863		5.2719402313		3.9999272823		4.391512394		4.1994767189		5.1027579308		4.3192420006		3.1927058697		4.5364322662		4.7317657471		4.3392505646		3.7745759487		3.9566986561		4.0612406731		4.1587991714		2.176279068		1.9850990772		3.0620532036

		FR.INR.RINR		Real interest rate (%)		KOR		Korea, Rep.		-5.5010185242		-0.2115919739		4.7468819618		4.5451231003		4.2637529373		5.1237053871		5.1832909584		4.7355122566		3.206243515		5.633562088		0.0798611492		-0.778945148		2.2029569149		1.4209184647		0.7780430317		1.7508074045		4.767645359		8.463850975		9.7245883942		11.1984472275

		FR.INR.RINR		Real interest rate (%)		THA		Thailand		3.0552556515		8.1532831192		11.3275442123		11.1522121429		15.1248178482		13.6098146439		11.5312147141		5.7151737213		5.3483948708		5.7797298431		8.1717147827		9.1249446869		7.346329689		7.5897297859		5.3907051086		7.0914788246		9.0952720642		8.9253139496		4.8073372841		11.8931560516

		FR.INR.RINR		Real interest rate (%)		MYS		Malaysia		0.8209041953		7.3617863655		6.1087675095		5.6028461456		5.5028195381		13.2509326935		21.1524372101		2.5175251961		3.5031585693		2.4288287163		3.2367064953		4.3839502335		6.7348527908		4.871919632		3.535872221		3.859610796		5.0267000198		5.8461651802		1.4988498688		7.5110378265

		FR.INR.RINR		Real interest rate (%)		IDN		Indonesia		..		..		..		..		..		..		17.9099903107		6.2611722946		12.3932676315		10.6423892975		12.1618700027		15.3503036499		17.7197303772		10.7508268356		9.2632761002		8.1560516357		9.7064237595		8.2136335373		-27.0797615051		13.2035274506
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&LSource: World Bank: World Development Indicators 2001, IMF International Financial Statistics (January 2002)
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Chart 4b. Real Interest Rates, Selected Countries
Annual Percent
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Chart 2. Foreign Effective Control of Latin American Bank Systems 
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