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SUMMARY

Governments often financially assist troubled banks. This paper examines the fiscal
aspects of such assistance. The economic rationale for government intervention in bank
problems is based on the externalities of bank failure, which relate to the myriad links between
banks and the economy and their role in the payments systems. But these externalities cannot
be assumed to exist, nor do they necessarily justify government intervention. Government
intervention in the banking sector is especially complicated given banks’ unique
attributes—highlighting the importance of the design of bank assistance operations.

The principal objective of any bank assistance operation should be to ensure an open,
competitive, and stable banking structure. Although achieving this requires tailoring assistance
operations to individual circumstances, certain general guidelines can be delineated. Bank
assistance operations should minimize fiscal cost; prevent recurrence; ensure an equitable
distribution of costs; facilitate a sound macroeconomic environment; and be transparent.

Governments have used numerous methods to assist banks. Direct methods involve
either recapitalization or liquidity support. Recapitalization can be achieved by improving the
capital account directly, by issuing public debt to banks, and by assuming a bank’s liabilities.
Short-term liquidity support, especially from the central bank, is a common form of assistance,
especially when the problems first occur. Indirect methods, such as placing government
deposits at troubled banks, have also been used.

Debt-based bank assistance operations are likely to have a significant macroeconomic
impact and require a substantial fiscal response. The sustainability of public debt will worsen
following such assistance. Aggregate demand will also tend to be boosted through the impact
on interest spreads, actual or perceived private wealth expectations of recurrent assistance,
and the money supply. There is also likely to be a need to tighten fiscal policy as both the
attainability and desirability of tightening monetary policy is reduced.



I. INTRODUCTION

Banks play a central role in market economies. By promoting and channeling savings
among competing uses, and facilitating payments among agents, banks affect both the
composition and level of economic activity. This central role makes the economy particularly
vulnerable to developments in the banking system. Thus, concerns about the possible negative
externalities of large bank failures have led to substantial and widespread government
involvement in resolving banking problems.”

How governments intervene financially in resolving bank problems has implications
not only for banks directly but also for the macro economy, the fiscal stance and the equity
and efficiency of public policy. The fiscal aspects of resolution strategies for bank problems
have been addressed in many different ways by the large number of countries that have faced
banking problems. The principal goal of this paper is to analyze these fiscal issues and to put
forward recommendations to assist in resolving them.

Whether governments should intervene financially in banking problems, and how any
such intervention should be evaluated, is assessed in Section II. A description of the different
fiscal instruments that countries have used to resolve bank problems is presented in
Section III. The implications of assisting banks for the fiscal stance, from the perspectives of
debt sustainability and aggregate demand, are analyzed in Section I'V. Section V concludes.

II. RATIONALE AND DESIGN CRITERIA FOR RESOLUTION STRATEGIES

When banks experience severe difficulties, governments often intervene to assist them.
This intervention may take the form of changes in banking sector regulations or may involve
financial assistance from fiscal, or quasi-fiscal, institutions. This section summarizes the
arguments for financial intervention and puts forwards some broad criteria for designing and
assessing these operations.

A. Rationale for Government Financial Intervention in Resolving Banking Problems

Governments intervene in bank problems because they fear the effects of letting them
fail. While some of the effects may have purely political consequences, the economic rationale
for bank rescues is based on the externalities associated with bank failure. These externalities
relate to banks' links to the economy (the "domino" effect) and their role in the payments
system.

*Since 1980, at least two-thirds of Fund member countries have experienced significant
banking sector problems, usually involving government financial assistance in their resolution.



Unlike enterprise failures that usually only involve a handful of related agents, large
banks typically have many thousands of depositors, creditors (including other banks) and
borrowers which would all be affected. By not repaying creditors and by calling in loans,
shock waves could be sent cascading throughout the economy destroying many solvent firms
and sound banks. If one bank fails, or is expected to, creditors may remove money from other,
sound, banks as they may be unable to distinguish between solvent and insolvent banks.
Without liquidity support, such a run would lead banks to attempt “fire sales” of their assets
and call in loans. Also, because banks are repositories of information capital (for example,
knowledge about individual borrowers), bank failure may significantly disrupt the flow of
credit to particular borrowers. These developments may culminate in a credit crunch and a
collapse of economic activity.

The second major externality of bank failure is the potential disruption to the payments
system—if this system fails, economic activity would be severely affected. Much of the risk
derives from the “netting” basis of large scale bank clearance systems used in most countries.
If one bank were to fail to pay its settlement commitments to another bank, it may in turn be
unable to settle its debts, which may lead to the system collapsing. The sums involved are
huge; payments systems as a whole in major industrial countries turn over the equivalent of
their annual GDP every few days.

These scenarios could, however, be too pessimistic. Sound banks may benefit from
bank failures; provided they are perceived as sound, depositors would tend to redeposit their
money in these banks (as happened in Argentina in 1995). Such banks could also buy assets of
weak banks, which may result in a stronger banking system. Further, the failure of one
insolvent bank is less likely to lead to liquidity crises for solvent banks as modern financial
markets, in industrialized countries especially, can provide substantial resources to overcome
short-term liquidity problems. The scenario of a payments system collapse is also unlikely, as
central banks usually guarantee (either implicitly or explicitly) payments in the case of default.
A number of countries, especially industrialized, use a real-time gross settlements system
which reduces cascading if a bank fails.

Establishing the existence of externalities relating to bank failure is only a necessary,
not sufficient, condition for government intervention. Just as the dangers of market failure can
be overstated, so too can the skills of government. It has to be shown that the effects of such
intervention would be better than not intervening. In this regard, government financial
intervention in the banking system is especially complicated by the unique attributes of
banks—the scope for fraud, their high leverage and the speed at which losses can be made.
Further, the act of intervening itself can produce incentives for banks to alter their behavior in
such a way that intervention is more likely in the future (the “moral hazard” effect). This lends
special importance to the careful design of bank resolution strategies and the role of
government financial intervention within this overall strategy.



B. Design Criteria for Bank Assistance Strategies

The most important criterion in designing bank assistance strategies is achieving an
open, competitive, and stable financial structure. Bank assistance strategies can fail for a
number of reasons, many of which are preventable, including: failure to alter bank behavior;
an inefficient public enterprise sector; inappropriate macroeconomic policies; underestimation
of losses; and insufficient incorporation of market principles. Assistance strategies should thus
be tailored to the specific causes of the banking problems and may well involve reforms that
go beyond the banking sector. However, certain general criteria to guide governments in
designing bank assistance strategies can be delineated.

Minimize Cost

All other things being equal, governments should choose the bank assistance strategy
option that entails the lowest fiscal cost. The least costly method is usually to liquidate the
bank without protecting depositors or other creditors (as in the case of the Bank of Credit and
Commerce International in 1991). By imposing costs on the insolvent bank’s stakeholders
(depositors, creditors, shareholders, managers, and staff), liquidation also enhances the
incentive structure facing participants in the banking system as poor performance is penalized
and lenders/investors will be encouraged to be more selective and demanding (see below).
This option, however, may be difficult to accomplish given concerns about possible disruption
of the financial system and consequent macroeconomic instability. Successful liquidation also
requires a legal system that can facilitate speedy settlement of the competing claims and a
mature market for bank assets with an adequate supply of able entrepreneurs.

Because of the problems associated with liquidation, banks are often kept operating.?
Merging the insolvent bank with a solvent bank is an option, commonly employed in the USA
and Japan (and used recently by the Bank of England in the ING takeover of Barings in March
1995), that may entail the lowest fiscal cost as the solvent bank will often absorb some of the
capital loss in return for the bank's franchise value and will likely impose its more efficient
operating practices on the insolvent bank. Again, however, this option may not be practical in
many developing and transition economies. Merging requires a solvent bank willing and able
to take over the insolvent bank. Banking sector competition could well be eroded, and more
importantly, if the insolvent bank has substantial capital losses, the solvent bank will not take
it over without possibly costly incentives. Privatization, in the case of public banks, would be
a comparable solution, but would also be subject to similar obstacles.

If liquidation, merger, and privatization, are ruled out, the bank should be
rehabilitated. To do so successfully requires: (1) restructuring the operations of the bank to
increase efficiency and to prevent future losses; and (2) building up its capital base.

3For example, in a survey of 120 banks in 24 developed countries mainly between the early
1980s and 1990s, Goodhart (1995) found that two out of three failed banks were bailed out.



(1) Restructuring bank operations. 1t is vital that the insolvent bank be restructured
to minimize future costs both to the budget and to the economy as a whole. Recapitalizing
banks that cannot become competitive is pointless and expensive. Any government assistance
should thus be linked to a credible and comprehensive restructuring plan, which would argue
for delaying the disbursement of any financial assistance until a plan is agreed and
implementation started. The flow of additional funds to defaulted bank borrowers should also
be cut off (as was required in the relatively successful bank rescue operations in Malaysia
(1985)) and other lending severely limited before government funds are provided. To guard
against fraud, any bank receiving government funds should be subject to detailed annual
portfolio reviews by reputable outside auditors (as was instituted in Chile as part of the
mid-1980s restructuring program). Care should be taken, however, to ensure that delaying
financial assistance will not worsen the eventual losses of the banks. This may occur as weak
banks tend to spiral with increasing speed into greater insolvency as their losses weaken their
ability, and incentive, to operate efficiently. Another aspect of a multiple-bank restructuring
program that will affect the fiscal cost is whether an across-the-board or case-by-case
approach is adopted. The former is likely to be more costly, as the extent of financial
assistance to individual banks cannot be tailored to the specific needs of each bank, but may
have advantages in terms of time and administrative resources.

(2) Building up capital base. A necessary, but not sufficient, condition for a
successful restructuring operation is that the bank(s) be recapitalized adequately to permit
efficient operation in the future and to provide a buffer against unexpected shocks. This entails
restoring capital adequacy ratios to at least Basle standard levels. If the government is to
provide the capital, it should not seek false economies as this may lead to the bank assistance
operation failing and the financial system being imperiled. That said, provided the cause of the
insolvency was not due to government intervention (for example, forced lending to public
enterprises), governments should minimize their costs and could reasonably aim to recoup
their assistance if banks become profitable by requiring them to repay the assistance (e.g.,
Chile (1983)) or by eventually selling its stake in the bank (e.g., Sweden (1991)). To minimize
the fiscal cost, governments should fully explore the feasibility and appropriateness of sharing
the burden with non-government sectors. This burden-sharing should still facilitate a
successful assistance operation and should be designed in the most equitable manner possible.

Ensure an Equitable Distribution of Costs

Losses associated with assisting insolvent banks can be borne, in general, by a
combination of taxpayers (or expenditure recipients) and agents linked to the troubled bank.
In allocating the loss among these groups, governments should ensure the most equitable
distribution possible within the constraint of ensuring a stable and efficient financial system.
This should be done by allocating losses to a combination of those who benefited from, or
were responsible for, the bank's earlier losses and those who will benefit from its rescue. For
example, if a private bank had made losses through forced, low-interest, credit to public
enterprises, it would be fairer for the government to bear a larger share of the costs than if the
bank had made the losses in foreign exchange speculation. Possible agents for bearing costs



are borrowers, shareholders, non-deposit creditors, other banks, the government, and
depositors.

The main reason banks fail is because too many borrowers do not service their debt.
Recovering as much as possible from these borrowers would help ensure that those who
benefitted from the losses bear the costs of covering them. This would also help transfer
resources from inefficient firms to potential profit-making uses and reinforce the incentive for
other, both current and future, borrowers to repay. Many bank rescue operations have indeed
tried to maximize recovery of bad debts, either through a central asset recovery institution
(e.g., the USA’s Resolution Trust Corporation) or by a decentralized approach where banks
retain possession of the bad debts after recapitalization (e.g., Poland, 1994).

While attempting to maximize recovery of bad debts may have many benefits, it also
has problems. Most importantly, the recoverable amount may be very limited—borrowers may
well be unable, not just unwilling, to repay. Recovery also requires skilled administrators and a
well-functioning legal framework; resources often in short supply, especially in less developed
countries. Further, loan losses may have been indirectly caused by government policy, such as
inappropriate macroeconomic policies, forced lending to loss-making enterprises, and
excessive regulatory taxes and charges.

Good borrowers, as well as bad borrowers, could also bear the costs of bank rescues
by paying higher interest rates and by rapid debt amortization. This course is usually pursued
by banks before any government assistance is provided, however, this option should be
avoided. Not only is this option inequitable as the good borrowers have not typically been a
cause of the losses, but also these borrowers may themselves be pushed into default.

Shareholders’ capital (and bank reserves) should be written off against losses and their
control surrendered before any government assistance is provided both for equity reasons and
to improve the incentive structure. Share capital is intended to be at risk, and was explicitly
accepted when invested in return for expected future profits. Further, if shareholders are
protected, bank shareholders in general, both current and future, will have less incentive to
ensure prudent management; this would foster future losses and repeated government rescues.

Non-deposit creditors lie between shareholders and depositors in terms of suitability
for bearing the costs of bank rescues. The more a non-deposit creditor shares characteristics
of a shareholder (a longer-term investment linked to bank performance) the more cost they
should bear. For example, holders of subordinated debt could be treated similarly to
shareholders, whereas central bank borrowings should be treated similarly to depositors.
Interbank creditors, especially if they knew, or should have known, about the bank’s
weakness, could also be expected to bear costs. Imposing costs on non-deposit creditors will
have the additional benefits of creating incentives for creditors in the future to monitor more
carefully banks’ performance and to allocate capital efficiently. One method for so doing
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would be to convert loans to the bank into equity, thus recapitalizing the bank, imposing some
costs on the creditors, and adding an incentive to closely monitor future performance.

As discussed above, a common response to an isolated bank failure in a sound, and
developed, banking sector is for other banks to mount a rescue, typically involving a merger
(e.g., Spain (1978)). To the extent that banks are among the beneficiaries of a bank rescue,
and may have been benefiting from the losses made by the failed banks (for example, by
lending to weak banks at very high interest rates), this would be a reasonably equitable
solution. However, this would not work in a weak, undeveloped, banking system or when the
losses of the failed bank are large.

To the extent that losses cannot, or are not, allocated to other sectors, the government
should bear them. When government action was at the root of the crisis, this would also be
equitable. Government assistance, however, has a number of major drawbacks, most
importantly, it fosters future assistance by weakening banks' incentives and may require a
substantial improvement in the fiscal stance to ensure the sustainability of the public debt and
to moderate the aggregate demand effects (see below). It should thus be among the last
candidates considered for bearing the costs.

Governments are cautious about imposing costs on depositors for fear of provoking
panic and disruption to the payments system. But to the extent depositors had been benefiting
from the insolvent banks' behavior, equity considerations would argue for them to bear some
losses. This is likely to the extent that loss-making banks tend to become desperate for
liquidity and insensitive to prudent operational guidelines, and may offer very attractive
deposit rates. While some depositors may not have known about the bank's behavior, others
should have been monitoring the situation (especially other financial institutions). By imposing
some losses on this latter group, equity and incentives would be enhanced. Further, many
depositors (for example, those with deposits above the guaranteed amount) should have
known that not all their deposit was likely to be repaid in the event of a crisis and so implicitly
accepted some degree of risk. Depositors have borne losses indirectly in some countries
(e.g., Yugoslavia in the 1980s) as a result of high inflation and negative real interest rates, but
a number of governments explicitly imposed costs on depositors in support of a
comprehensive bank assistance strategy.*

“In Argentina (1989), all domestic, commercial bank, time deposits were involuntarily
converted into a combination of cash (up to a small amount) and ten-year, dollar-
denominated, treasury bonds that initially traded at a 67 percent discount (a technique that
Brazil also adopted in 1990). While foreign deposits were fully covered in the liquidation of
two banks during the Chilean crisis of 1982-84, domestic deposits were only covered up to
70 percent. In the Thai banking crises in the early 1980s, depositors were repaid only their
principle over 10 years resulting in real losses of about 50 percent. Deposits at two insolvent
banks in Estonia (1992) were moved to the Central Bank and placed in a fund, with depositors
(continued...)
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Prevent recurrence

For a bank assistance strategy to be successful it must be accompanied by a bank
restructuring program. An important element in such a restructuring program is designing a
financial assistance package that does not, of itself, damage banks’ behavior. Such a
deterioration is likely if the underlying incentive framework is not addressed because the
financial assistance would reward, and thus exacerbate, inappropriate bank behavior leading to
future re-emergence of banking problems and government bailouts. In Hungary, for example,
the incentives for commercial banks to maximize future government assistance created by four
recapitalizations since 1991 have been suggested as a possible cause for their continued
imprudent lending. In formulating an assistance package, governments should consider two
basic principles to avoid this moral hazard effect.

(1) To the extent possible, those that were responsible for the bank's behavior should
bear the resulting costs and should not benefit from any government assistance program. The
spectrum of agents that fit this category is wide as is their degree of culpability. At one
extreme are shareholders and managers who were, or should have been, closely involved in
the operations of the bank and who chose to put their capital or position at risk. Shareholders
should be required to write down their capital and management should be changed. For public
banks, such a changing of the guard could be facilitated by privatization. At the other extreme
are small depositors who probably did not have the opportunity to monitor the bank's
behavior. However, the assistance operations should also be seen in a longer-term perspective.
If costs are imposed on depositors this time, they will have more incentive to be selective
where they deposit in the future and will foster greater provision of information on bank
behavior. New Zealand, for example, has no deposit insurance and relies partly on twice
yearly, audited, bank statements posted in all bank branches and unlimited liability of
directors.

(2) Bank assistance should be accompanied by measures to reduce expectations of
future assistance. If assistance is seen as a singular event, and that the government will not
assist banks in the future, moral hazard will be reduced. The problem is making this credible.
Merely announcing such a policy, though desirable, will not suffice as the government may
still be seen as having to prop up the financial system in a crisis. This requires measures to
make government involvement less necessary. A strong bank restructuring program will be
central to this objective, but other steps can also be taken. Recapitalized banks could be
privatized, regulation (for example, increasing minimum capital adequacy ratios) and
supervision can be enhanced, and competition can be increased in the banking system (for

*(...continued)

receiving tradeable certificates on this fund. Only household deposits at the Latvian Bank
Baltija (liquidated in 1995) received cash compensation up to a maximum of US$930 with
US$370 in cash immediately with the remainder paid in three equal annual instalments.
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example, by allowing foreign banks to compete freely).* Government debt-based assistance
can be non-negotiable to cap an unrestructured bank management’s scope for incurring future
losses by limiting its discretion over liquidity. Debt workouts (bank-led restructuring of non-
performing enterprise loans) and rapid provisioning for impaired debt should be encouraged.
Credibility would also be enhanced by establishing greater financial discipline throughout the
economy. A prerequisite for such financial discipline is a restrained fiscal stance and a
competitive public enterprise sector.

Facilitate a Sound Macroeconomic Environment

One of the main reasons why governments assist banks is to prevent, or resolve,
macroeconomic problems. By the same token, the assistance itself should not contribute to
such problems in the future. This may be the case if assistance programs are unaccompanied
by a successful bank restructuring program and if the modalities of the financial assistance
entail excessive debt levels or liquidity expansion. A sustainable improvement in banking
solvency and profitability is also linked to the performance of the real sector. Unless the
macroeconomic environment fosters such an improvement, the bank restructuring will likely
fail. This may in itself require strengthening the fiscal stance and implementing structural fiscal
reform if government policies are at the root of real sector and banking problems (for
example, through loss-making public enterprises). Further, bank assistance operations
themselves may necessitate offsetting fiscal policy (see below).

Ensure Transparency.®

Whatever form the assistance strategy takes, the full financial implications should be
transparently recorded in the budget (when known with certainty) to promote fiscal discipline
and accountability, more forward-looking policies, and effective governance. Without such
transparency, compliance with the budget cannot be assessed, and the efficiency and
effectiveness of resource allocation will be damaged. From a macroeconomic perspective, the
impact of government operations on the economy cannot be effectively gauged if some
operations are hidden.

Often measures used in bank rescues are non-transparent. Examples of non-
transparent measures include placing government deposits with troubled banks (Lithuania,
1996) and granting tax breaks to troubled banks (for example, through accelerated loan loss
provisions), loosening regulations, and preventing competition or imposing wide interest rate
spreads (and thus allowing artificially high bank profits).

SAt the same time, entry criteria for new banks may need to be tightened.

SA forthcoming paper “Fiscal Accounting of Bank Restructuring” (Daniel, Davis, and Wolfe),
will cover the fiscal accounting issues involved in more detail.
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III. METHODS OF RESOLVING BANKING SYSTEM PROBLEMS

There are numerous ways in which governments have financially assisted troubled
banks. Methods used in a range of countries are categorized in Table 1. A useful primary
distinction among them is between direct and indirect methods. Direct methods involve an
explicit financial transfer from the government (including public institutions) to troubled
banks. Such methods would include government purchase of bank shares or central bank
lending to an insolvent bank. Indirect methods are fiscal operations that either involve
government outlays that do not directly benefit the troubled bank (e.g., government servicing
of non-performing enterprise debt) or do not lead to higher explicit government outlays (e.g.,
tax breaks or lower regulatory requirements).

A. Direct Methods

Among direct methods, an important distinction is between operations that are aimed
at recapitalizing the troubled bank(s) and those that provide it with liquidity.

Recapitalization

In many cases, governments react to problems of troubled banks by increasing their
net worth. There are three main ways governments have recapitalized banks: (1) improving
the capital account directly; (2) issuing public debt to the bank(s); and (3) assuming the bank’s
(net) liabilities.

(1) Governments can directly improve the capital account by purchasing new shares
or by extending long-term loans to the troubled bank. Cash purchase of shares has been used
in the Philippines (1986), Mauritania (1993), Finland (1991-94), and Egypt (1991). In
Mauritania, government equity injections were accompanied by private purchases. Except in
Finland, the equity purchase was classified in the budget as expenditure, either as net lending
or capital outlays. For Finland, the purchase by the Central Bank was not included in the
budget, though the purchase by the Government Guarantee Fund was recorded as “non-
budgetary financial investment.”’

"The Government Guarantee Fund was created in 1992 in the aftermath of the banking crisis
to be the central agency dealing with bank assistance operations.
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Table 1. Major Methods of Government Assistance in Resolving Banking Problems

Method

Country and date

Budgetary classification

Direct methods

1. Recapitalization

A. Equity injection

Cash

1. Egypt (1991)

2. Finland (1991-94)
3. Mauritania (1993)
4. Philippines (1986)
S. Tanzania (1995)

1. Expenditure, capital.

2. Bank of Finland purchases not recorded.

3. Expenditure, “restructuring and net lending.”

4. Expenditure, “equity and net lending.”

5. Expenditure, “development expenditure and net lending.”

Long-term loan 1. Argentina (1994-95) 1. Not recorded in expenditure.
2. Azerbaijan (1995) 2. Expenditure, net lending,
3. Finland (1991) 3. Expenditure, “financial investment.”
B. Bond transfer
Exchange for bad loans 1. Ghana (1990) Principal excluded from expenditure, interest included.
2. Hungary (1992-93)
3. Lao P.D.R. (1993)
4. Sri Lanka (1993)
5. Kuwait (1992)
6. Tanzania (1992-95)
Unrequited 1. Chile (1984) 1. Neither interest nor principal recorded in expenditure.
2. Ghana (1990) 2. Principal excluded from expenditure, interest included.
3. Hungary (1992-94) 3. Principal excluded from expenditure, interest included.
4. Latvia (1994 ) 4. Principal excluded from expenditure, interest included.
S. Poland (1993- 1994) 5. Principal excluded from expenditure, interest included.
C. Assumption of (net) 1. Argentina (1994-95) 1. Loan repayment operations excluded from expenditure.
liabilities 2. Chile (1983) 2. Not included in expenditure.
3. Finland (1991) 3. Takeover of bank not recorded in budget, nor later Bank of Finland capital
4. Latvia (1995) injections.
5. Mauritania (1986) 4. Compensation to depositors classified as expenditure.
6. Philippines (1986) 5. All cash and debt components included in expenditure, “Restructuring and net
lending.” Write off of Treasury claims (uncashed checks) recorded as negative revenue.
6. Only interest on debt recorded in expenditure.
2. Short/medium-term loans
Standard loan 1. Argentina (1994-95) 1. Quasi-fiscal lending by central bank included in expenditure.
2. Chile (1982-83) 2. Excluded from expenditure.
3. Latvia (1993) 3. Excluded from expenditure.
4. Mauritania (1993) 4. Bank debt to central bank assumed by government in expenditure.
S. Philippines (1986) 5. Operating position of central bank included in fiscal accounts.
Placement of deposits Lithuania (1995) Excluded from expenditure.
Indirect methods
Tax breaks and lowering Argentina (1994-95) Not included in the budget.

regulatory requirements

Assumption of enterprise debt

1. Azerbaijan (1995)
2. Moldova (1994)

1. Expenditure, net lending.
2. Expenditure, net lending.

Equity conversion of non-
budget public deposits/claims

Kenya (1986-89)

Excluded from expenditure.

Loans or transfers to
enterprises to allow servicing/
repayment of bank debt

1. Hungary (1987)
2. Philippines (1986)

1. Excluded from expenditure.
2. Expenditure, fending or subsidy expenditure.

Source; IMF documents.
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Long-term loans were extended to banks in Argentina (1994-95), Azerbaijan (1995),
Finland (1991) and Hungary (1994). Except for Argentina, the loan was extended directly through
the budget. For Argentina, the loan was extended by a fund established by the World Bank and the
Ministry of Finance. Loans in all cases carried a market-based interest rate. In an interesting
variation, the Finnish loans had an increasing interest rate to encourage early repayment. Where
the classification could be determined, the loans were usually classified as expenditure though, in
the Argentine case, the interest on the bonds issued to establish the fund was included in the
budget, but not the loans themselves.

(2) By issuing public debt to banks, governments recapitalize banks by increasing the asset
side of the balance sheet. Sometimes this issuance is unrequited, but more often, the bonds are
swapped for bad bank debt. Such non-performing assets-public debt swaps are probably the most
common form of recapitalization, occurring, for example, in Hungary (1992-93), Ghana (1990),
Sri Lanka (1993), and Lao P.D.R. (1993). Usually, non-performing assets are purchased at face
value.® In all these cases, the principal of the recapitalization debt instruments was excluded from
the budget, though the interest payments were included. Unrequited debt issues occurred in Poland
(1993-94), Latvia (1994), Hungary (1993-94), and Ghana (1990).

The modalities of the debt instruments issued to banks have varied considerably (see
Table 2). To spread out the liquidity and financing implications for the government, maturity has
tended to be long term (usually more than 10 years), though Mauritania (1993) issued renewable
Treasury bills and the bonds used in the Algerian recapitalization (1984) had a four year maturity.
Interest on the bonds has tended to be a market rate or at least positive in real terms. While most
of the debt instruments issued were non-negotiable, a few were negotiable (Poland (1993-94),
Hungary (1992-93), and Algeria (1995)).

(3) The government’s assumption of a bank’s (net) liabilities typically involves the
government redeeming or assuming depositors’ (not necessarily all), and possibly other creditors’,
claims on the bank for government debt or cash.” In restructuring two large banks in the
Philippines (1986), the government assumed deposit liabilities equal to 17 percent of GDP.
Liquidating a large bank in Mauritania (1986) involved reimbursing small domestic deposits fully in
cash. To privatize distressed public banks in Argentina (1994-95), the Provincial Bank Trust Fund
paid off their liabilities to the central bank and other banks.

A method that may reduce future fiscal costs is to recapitalize via reducing the liability side
of the balance sheet (assumption of net liabilities) rather than by propping up the asset side (e.g., a
bond transfer). Most recapitalization schemes involve swapping bad debt for government bonds,
thus maintaining the size, and potential future losses of the bank. For the same amount of
government bonds, however, deposits could be removed from the insolvent bank and moved to a

fAlthough in Hungary (1993) bank debt was purchased at below face value.

*Section II provides examples of governments less than fully compensating depositors of
insolvent banks.
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Table 2. Modalities of Debt Recapitalization Instruments

Country Amount issued Maturity Interest Negotiability
(percent of
GDP)

Algeria

--1996 1 20 years Money market rate Negotiable

--1992 24 Long term 5 percent fixed n/a

Bangladesh 2 15 years n/a Non-negotiable

(1991)

Chile

-1982 n/a 10 years No interest Non- negotiable

-1984 n/a 4 years 7 percent real n/a

Céte d’Ivoire 56 15 years 3 percent (well below market rate) n/a

(1991)

Egypt (1991)! 4.9 10 years LIBOR (foreign-currency denominated) Negotiable

Hungary (1992-93) | 9.1 20 years Market rate Negotiable

Kuwait (1992) n/a 10 and 20 Market-related Non-negotiable

years

LaoP.DR. (1993) | 1.2 n/a n/a Non-negotiable

Latvia (1993) 23 7 years 20 percent for the first year, thereafter, a Non- negotiable
real rate of 1.5 percent.

Mauritania (1993) 5.6 6-month and 11.0 percent per year (equal to central bank | Non- negotiable

1-year rediscount rate).
renewable
bills.

Poland (1993-94) 22 15 years National Bank of Poland rediscount rate, Partly negotiable: first 3 years, only
but only 5 percent fixed is paid, the rest is with National Bank of Poland consent.
capitalized. Thereafter negotiable for domestic

financial institutions.

Spain (1985) 1.5 12 years 13.5 percent fixed n/a

Tanzania (1992) 10 20 years 11 percent fixed n/a

Source: IMF documents.

'Bonds were not issued to the banks but floated to finance capital injection.
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solvent bank which would receive the bonds, thus reducing the size of insolvent bank while
achieving the same increase in capital adequacy. This option was used in the restructuring of three
Venezuelan banks in 1995 where deposits equivalent to 3 percent of GDP were shifted to-
nationalized banks which also received, although with some delay, interest-bearing bonds in partial
(80 percent) compensation.

The classification of these assumption of liabilities operations varied. In some cases, the
budget was almost unaffected. For the Philippines, only the interest on the bonds issued to finance
the assumed liabilities affected the budget, all operations of the Trust Fund were off-budget in
Argentina as was the deposit compensation in Chile. In other cases, the operations were fully
recorded in the budget. The fiscal recording of the bank assistance measures undertaken by the
Mauritanian government in 1993 is a good example of such comprehensive recording (see Box 1).
A variety of financial restructuring measures were used in this case, ranging from cash
compensation for depositors to issuance of public debt. All these measures, including the principal
component of the debt issue, were incorporated into a separate category, “restructuring and net
lending” of expenditure.

While the commonest, and most straightforward, recapitalization is between the central
government and the weak bank, this need not always be the case. On the “giving” side, the central
bank, or a public agency (such as a deposit insurance fund) can be the government’s agent, buying
equity, issuing its own bonds, or assuming liabilities. Other public banks (and non-financial public
enterprises) could also buy, or convert claims into, equity. For example, it was the Bank of Finland
and the Finnish Guarantee Fund that purchased equity in distressed banks and in Kenya, it was
public enterprise deposits that were converted into bank equity.

Short- and Medium-Term Loans

One of the most common immediate reactions to bank problems is for the government (or
more usually the central bank) to extend short- or medium-term loans to the troubled bank. There
is an important distinction, however, between lending for the purposes of relieving temporary
liquidity constraints in a solvent bank, and lending to an insolvent bank. The former is a monetary
operation that does not affect the net worth of the government, the latter is an implicit transfer of
resources from the government to the recipient bank for the purposes of alleviating the short-term
consequences of the bank’s impaired solvency which weakens the government’s net worth.'® Just
like subsidies to other sectors of the economy, any such transfer should be provided by the budget.
In practice, however, it is difficult to assess, ex-ante, the recipient bank’s solvency and thus
whether the loan is to support liquidity or solvency. It is even more difficult to assess the exact
amount of the transfer element in a loan even if it is known that the recipient bank is insolvent.

1%Using the central bank to make subsides can also complicate monetary management and
contribute to inflation. Central bank holding in other banks may also create conflicts with its
responsibilities for supervision, monetary management, and lender of last resort lending.
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But once the recipient bank’s insolvency becomes apparent, responsibility for any support, both
past and future, should be shifted to the government budget.

As in the case of recapitalization, loans can be made and received by a number of
different agents. Most commonly, loans to troubled banks are extended by the central bank, at
least in the first instance. Government can also lend directly, and so too can public financial
institutions. Loans could also be received by an intermediary in the process, such as the central
bank or public financial institution involved in bank assistance.

B. Indirect Methods

As stated earlier, there are two distinguishing characteristics of indirect methods to
assist banks. First, assistance does not appear to directly benefit the troubled bank. Examples of
this type involve the use of non-financial public enterprises to ease the conditions of the
troubled bank. This could be done by the government servicing the defaulted enterprises’ debt
or by lending/transferring the funds to the enterprise to enable it to service its own debt.
Second, the financial benefit to the bank is not directly reflected in higher government outlays
and thus tends to be nontransparent. Such methods revolve around government’s control over
the legal and regulatory processes or the extension of public guarantees, for example, changes
in reserve requirements or tax laws, ceilings on deposit rates, laws limiting entry into the
banking sector, and extending deposit insurance. On the tax system, ad hoc tax changes
designed to provide special assistance to banks should be avioded, but the restructuring offers
and opportunity to reassess the taxation of banks and to institute a rational and efficient
system.!!

Public enterprise debts were assumed by the government in Moldova (1994) and
Azerbaijan (1995), and public enterprise deposits were converted into bank equity in the
context of the Kenyan banking crises (1986-89). Defaulting enterprises received special loans to
help service their debt from the government in the Philippines (1986) and from the central bank
in Hungary (1987). Changes in regulatory requirements were used in the Argentine banking
crises of 1994-95 and 1980-82. In Finland (1991), sound banks were obliged to inject capital
into a distressed bank.

IV. BANK ASSISTANCE AND THE FISCAL STANCE

The foregoing discussion makes clear that bank restructuring usually entails significant
government financial assistance. This assistance has more general macroeconomic effects which
are likely to have implications for the appropriate fiscal stance. Assistance that involve only
cash, such as loans or depositor compensation, have effects on aggregate demand and the fiscal

"In particular, where tax rates for banks exceed those of other businesses, a more neutral
approach would be desirable; this should include permitting the tax deductibility of loan loss
provisions.
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stance that are similar to those of other increases in government spending. The implications of
debt-based assistance strategies requires more particular analysis. This issue is addressed first
from the implications for the sustainability of government debt and then in terms of the impact
on aggregate demand.

A. Fiscal Impact

Debt Sustainability

As discussed above, one of the most common bank assistance methods involves the
issuance of government debt, either in return, or to compensate, for nonperforming loans. As
for any other debt instrument, the cost to the issuer is the present value of the associated cash
flow, which has to be met through future income.'* Thus the sustainability of the government
debt will, in the absence of countervailing measures, worsen. "

It can be argued, however, that government indebtedness does not change following
such a financial restructuring because: (1) implicit government liabilities (e.g., the negative net
worth of public banks) are merely made explicit; and (2) the growth of explicit debt (interest on
government securities) is equal to the growth of the implicit debt (capitalized interest on bad
loans)."* While point (1) does have merit when governments entirely own insolvent banks, it
does not imply that there are no implications for the fiscal stance. Not only are there other
important aggregate demand effects from the debt issuance (see below), but also the implicit
debt should have been taken into account in assessing sustainability before the financial
restructuring. Point (2) is unlikely to hold because insolvent banks operate under perverse
incentives (e.g., shareholders’ equity is no longer at stake), leading them to lose money faster
than the growth of explicit debt. Delaying restructuring thus usually increases costs and
eventually requires a stronger response.

Aggregate Demand Impact

Aggregate demand for goods and services will be increased—relative to what would
happen without assistance—by debt-based bank assistance to the extent that wealth and
incomes rise and the money supply expands. These in turn will be determined by the response of
the banking system and the public to the financial assistance. There are various channels
through which demand can be affected, discussed below, but it is important first to understand
the counterfactual.

12provided the debt bears a market rate of interest, this cost is the face value of the debt
issued.

BSee Appendix for a more formal description of the associated debt dynamics.

“See Lane (1996) for an analysis of this position.
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Counterfactual

In the medium to longer term, the results of not recapitalizing weak banks are fairly
clear—demand will weaken. If banks cannot earn their way out of their solvency problems, they
will eventually become illiquid and bankrupt. As the public's confidence in the banking system
declines, their demand for deposits will fall. Shifts of deposits into currency or other financial
instruments, will reduce the availability of credit and contribute to demonetization and
disintermediation.”® For banks that do earn their way out of their solvency problem, this will be
largely achieved by charging higher spreads. These impose costs on borrowers and lenders, lead
to disintermediation, and will tend to lower investment and growth. Successful restructuring
that not only restores banks' solvency, but that also improves their operations to ensure that
solvency is maintained, will prevent, or at least moderate, these repercussions.

Examining how banks would have behaved without financial restructuring sets the stage
for the question of what impact systemic restructuring is likely to have on aggregate demand.
There are four main channels through which debt-based financial restructuring can affect
aggregate demand: interest rate spreads; actual, or perceived, private wealth; future
recapitalization; and the money supply.'®

Interest spreads

The behavior of bank interest spreads has important demand implications. If interest
spreads fall as a result of recapitalization, it is equivalent to removing a tax on the bank's
depositors and borrowers and would boost demand. Whether spreads fall or not depends on the
market structure and price-setting behavior of the banking system. Interest spreads will tend to
be linked to the extent of nonperforming loans if banks set interest rates by mark-up rules rather
than to maximize profits, and they will have more leeway to charge higher spreads the greater
their market power. Spreads will also fall following a successful operational restructuring of
banks as efficiency rises.

The available empirical evidence suggests that spreads are very likely to be lowered
following a recapitalization (both successful and unsuccessful).'” For example, Begg (1996)

BThere will also be an impact on the exchange rate and/or foreign reserves, but the external
sector aspects are not considered in this paper.

“Bank restructuring often takes place in the context of substantial structural reforms of the
financial system and macroeconomic stabilization efforts. The consideration of the impact of
bank assistance operations on macroeconomic variables in this section abstracts from the
effects of these other factors.

TCiting evidence from Eastern Europe, Thorne (1993), for example, states that “it is common
for banks ... [with a large proportion of non-performing debt] ... to increase the average bank
(continued...)
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attributes 4.4 percentage points of the Czech banking system spread of 6.1 percentage points in
1994 to provisioning—a cost estimated at 3.3 percent of GDP.*

Wealth effects

Debt-based government financial restructuring will transfer net assets from the
government to the recipients of the assistance (some, or all, of the bank's stakeholders).
Recipients' perceived wealth will change as a result, provided that lower government wealth (or
higher government debt) is not fully internalized (i.e., offset by higher saving) by the private
sector and that the financial restructuring is not fully anticipated.'’

Theoretical and empirical evidence suggests that the first requirement is likely to apply,
especially for less-developed economies.”® However, the second requirement is met in practice
to varying degrees. For short-term depositors, provided they always had the chance to remove
their deposits, the fact that they did not do so implies they almost fully anticipated government
intervention or did not perceive any problems. For longer-term stakeholders in the
banks—shareholders, managers, and longer-term creditors—the extent of government
assistance is more uncertain, and thus less anticipated, especially when any guarantee is implicit.
This effect will be lower in the case of financial restructuring of state-owned banks with explicit
deposit guarantees, and higher for small, private banks with no deposit guarantee; but in neither
case is the assistance likely to be fully anticipated. Debtors’ perceived wealth will rise if
repayment becomes less likely as a result of government financial restructuring. In many cases,
government assistance has led to repayment being less enforced as government agencies and
restructured banks have often had little incentive and ability to recover loans.*> However, as
discussed earlier, good asset recovery can, and should, be a vital component of bank
restructuring.

1(...continued)
lending rate and average bank spread.” For models linking nonperforming loans and interest
spreads, see Montes-Negret and Papi (1996) and Buch (1995).

¥Whether the spread will be reduced via lower lending rates or higher deposit rates depends
on the elasticity of the demand for credit and money. For example, when profitable lending
opportunities are limited, as in many transition economies, competition for deposits is likely to
be limited and the spread reduction will tend to occur through lower lending rates.

YTo the extent that the level of assistance is less than anticipated, the wealth effect will be
negative.

“More specifically, the assumption of strict Ricardian neutrality is unlikely to hold. See
Hayashi (1982) and Haque and Montiel (1987).

ZSee Sheng (1991).
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Recurrent recapitalization

The discussion so far has treated recapitalization as a one-time operation. But -
recapitalization, and the problems it is designed to alleviate, may well recur. This is especially
likely if it is not accompanied by measures to address the source of bank weakness, such as
poor bank management, forced subsidized credit to loss-making public enterprises, and
macroeconomic instability. Indeed, if no accompanying measures are taken, recapitalization
could be viewed as merely rewarding, and thus exacerbating, inappropriate lending behavior
leading to future reemergence of the stock problem. In the short term, aggregate demand will
be boosted by the assistance as the increase in the bank’s ability to attract deposits and make
loans based on its improved capital position allows a continuation of lax lending policies.

Monetary impact

The money supply will tend to increase through changes the reserve money and the
money multiplier. Reserve money will tend to increase when financial restructuring increases
the central bank’s net domestic assets. This will occur when restructuring is financed by
recourse to the central bank or to external borrowing. Unless any consequent increase in bank
reserves is held as excess reserves or otherwise sterilized, broad money will expand.

Even if outside money is not injected into the system, for example if payments on
government debt are financed by borrowing from domestic banks, the change in the distribution
of reserves within the system may result in an increase in the reserve money multiplier. When a
banking system is weak, the greater volatility of deposits and increased riskiness of lending
often prompts sound banks to hold high levels of precautionary excess reserves. Conversely,
weak banks tend to minimize reserves, owing to the strain on their liquidity and their preference
for high-return assets. If financial restructuring draws on resources from within the banking
system, the total level of reserves may remain unchanged but the amount effectively sterilized as
excess reserve holdings diminishes; a lower reserve ratio results in an increase in the money
multiplier. Changes in the patterns of intermediation and in the demand for domestic money as
the banking system weakens and is then restructured will also result in shifts in velocity
(possibly reducing the demand impact of higher money supply during restructuring).

B. FISCAL RESPONSE
Debt sustainability
Unless the fiscal stance is tightened in.response to debt-based government assistance,
the public debt/GDP ratio will grow faster, or fall more slowly, over the medium term than was

envisaged before the bank assistance. Consider an economy with an initial position of a
substantial stock of government debt, a real interest rate that exceeds the real growth rate and a



-24 -

primary surplus equal to the sustainable level.” The sustainable level is that which keeps the

debt stock as a ratio to GDP constant.” Any difference between the actual and sustainable
levels of the primary balance constitutes a “sustainability gap” (see Appendix). When a-bank is
then recapitalized by issuing debt, the sustainable balance will rise which, if the primary balance
is not increased, will lead to a sustainability gap emerging.?*

The government could just passively accept, and maintain, the sustainability gap
resulting from debt recapitalization. But as this will lead to a continually increasing debt/GDP
ratio, more prudent responses should be considered. Two alternative such responses are based
on re-establishing the status quo. The first method aims as restoring the status quo from a flow
perspective and the second from a stock perspective. These two methods are illustrated in
Chart 1, which compares their impact on the primary balance and debt ratio with the situation
without recapitalization (Scenario A) and with passive acceptance of the resulting sustainability
gap (Scenario B).

Fiscal response I—restoring the sustainability gap

One possible fiscal response would be to restore the pre-recapitalization sustainability
gap, zero in this case. This would entail increasing the primary balance to the extent the
sustainability gap had risen following the debt issuance (Scenario C). For countries with high
growth rates and low real interest rates the required degree of fiscal adjustment in this scenario
would be minor, but for others the adjustment could be substantial.

A serious weakness with this fiscal response is that it entails a higher debt stock as a
result of the recapitalization. A higher debt stock entails, inter alia, increased real interest rates,
more crowding out, lower growth, and greater vulnerability to shocks. Thus, a more prudent
fiscal response would be to reduce the debt/GDP ratio back to the level that would have
prevailed without recapitalization.

Fiscal response II—restoring the debt stock
Given the objective of restoring the debt ratio after recapitalization to that prevailing in

its absence, two parameters are vital: how long should it take to restore the debt ratio, and
should this restoration be done gradually or in one step. Both examples in Chart 1 take 10 years

2The analysis of this section is equally valid when the initial primary balance is assumed to be
other than the sustainable level.

BAs the change in debt/GDP ratio (ignoring seignorage) is equal to (r-g)d-s, where, d, is
initial debt stock, r, the real interest rate, g, the real growth rate, and, s, the actual primary
balance, the sustainable level of the primary balance is (r-g)d.

2The increase in the sustainable balance and sustainability gap is (r-g)b, where b is the
recapitalization bond issue.
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to restore the debt stock, but achieve this with different primary balance paths. The first
scenario (D) achieves the desired debt reduction by adjusting the primary balance immediately
to that which when maintained over 10 years would restore the debt ratio to the level that
would have prevailed without recapitalization. The second scenario (E) portrays a more gradual
response, where the desired debt reduction is achieved by equal annual increments in the
primary balance. Clearly, the first scenario implies a much stronger adjustment in the early
years, while the second has the adjustment back-loaded. Both cases, however, entail a much
stronger adjustment than the previous alternative of restoring the sustainability gap.

These alternative fiscal responses are illustrated using data for Hungary following the
large-scale bank recapitalization between 1992 and 1993 (Box 2). Faced with a large increase in
debt, and real interest rates likely to significantly exceed growth rates, failure to consolidate the
primary balance would have resulted in a sharp increase in debt. This consolidation would have
to be substantial—one scenario aimed at restoring the debt/GDP ratio required an immediate
improvement of 1.7 percent of GDP in the primary balance.

Which of the illustrative fiscal responses outlined above is appropriate in a specific case
will depend on a number of factors. For countries with very low initial debt stocks and strong
primary balances, the need to restore sustainability, either in a flow or stock sense, is likely to
be limited. On the other hand, for a country that started off with a very high debt stock and a
weak primary balance, not only is the need to restore sustainability stronger, so too will
financial market's willingness to finance a higher debt stock be reduced. Further borrowing in
this case will likely lead to higher real interest rates and lower growth compounding the
sustainability problem and requiring a more immediate, and substantial, fiscal response.*

Aggregate Demand and the Need for a Comprehensive Macroeconomic Framework

While debt sustainability may in some cases be immediately binding, there can be scope
for different primary balance paths. The short-term evolution of the fiscal stance should reflect
the impact of bank restructuring on aggregate demand which, as discussed above, can be
substantial. To determine the appropriate fiscal response, all types of assistance should be
quantified and assessed in the context of a comprehensive medium-term macroeconomic
framework.

5 Although a successful recapitalization would tend, ceteris paribus, to lower real interest rates
and increase growth. This highlights the need to analyze such operations in the context of a
medium-term framework.
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Chart 1

Some Alternative Fiscal Responses to Recapitalization
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These implications for macroeconomic stability should feed iteratively into the
formulation of the restructuring strategy. A restructuring strategy that is inconsistent with
macroeconomic stability is likely to be self-defeating. If the amount of fiscal consolidation
required to attain a minimum level of macroeconomic stability is unacceptable or impractical,
other options need to be examined. First, the financing of government financial assistance
operations could be adjusted to allow a more gradual fiscal adjustment while ensuring
macroeconomic stability, for example, through concessionary external financing. Second, the
public sector’s share of total restructuring costs could be reduced, for example, by imposing
greater costs on depositors. Third, the scope of the restructuring strategy could be narrowed;
for example, by liquidating rather than recapitalizing some banks.
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This process should be completed to arrive at a consistent restructuring strategy before
any announcement is made; if it is not, a public “U-turn,” such as reneging on a commitment to
guarantee all deposits, might prove necessary. Such a prior examination would also highlight
and clarify the economic implications of the politically-appealing decision to provide
government assistance, in particular, that it will be paid for by future administrations and
generations.

Fiscal/Monetary Policy Mix and Coordination

When banks are weak, monetary policy instruments tend to become less effective and
unreliable. For example, interbank markets may be distorted as sound banks become unwilling
to lend to weak banks. Basic relationships, such as money multipliers, the currency/deposit
ratio, money demand functions and the ratio of broad money to GDP, also become unstable.
Further, tightening monetary policy, even if possible, may worsen the fragility of the banking
system. A looser monetary/tighter fiscal policy mix would help meet the macroeconomic
objectives given the constraints on monetary policy. Fiscal policy would also need to play a
more active role in responding to shocks. Thus, fiscal and monetary policy should be even more
closely coordinated during bank restructuring than when banks are sound.

V. CONCLUSIONS

. When the stability of the entire banking system is threatened, and government assistance
is likely to lead to a better situation than allowing banks to fail, government financial assistance
to banks is probably necessary. But individual banks should not be assisted unless there is a
clear and present threat to the banking system as a whole. Bad banks should, in general, be
allowed to fail.

. If government financial assistance is to be provided, it should: (1) be tied to a
comprehensive and credible restructuring program; (2) minimize the fiscal cost; (3) ensure an
equitable distribution of costs; (4) prevent recurrence; (5) facilitate a sound macroeconomic
environment; and (6) ensure transparency.

. Minimizing the government’s costs means that other economic agents should bear them.
For a start, owners and large creditors should be heavily penalized. This also provides the right
incentives. Depositors should also be considered, certainly large depositors. And every effort
should be made to recover as much as possible from the bank’s defaulted debtors. In any event,
government financial support should only be provided if a credible and comprehensive plan to
restructure the troubled bank(s) is being implemented. Otherwise, it is just throwing good
money after bad.

. That said, given the government should bear costs, these costs should be entirely borne
by the budget and not by other institutions such as central banks. Subsidizing the banking
sector, just like any other sector of the economy, is a function of the budget.
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. The macroeconomic implications of government bailouts are likely to be substantial.
Bailing out banks with cash has obvious implications, but most bailouts involve issuing debt to
banks. These debt-based bailouts will likely increase aggregate demand by narrowing interest
spreads, increasing wealth, leading to expectations for further bailouts, and expanding the
money supply. Also, the sustainability of the public debt burden will worsen. To counter these
effects, a substantial fiscal tightening may be required. All these implications should be
analyzed in a medium-term macroeconomic framework and should feed iteratively into the
choice of the restructuring strategy. Tighter fiscal policy may also be needed to compensate for
the inability to achieve, and undesirability of, tight monetary policy.
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APPENDIX 126
PRIMARY BALANCE IMPROVEMENT REQUIRED TO MAINTAIN DEBT SUSTAINABILITY

The expected change over time in the debt-to-GDP ratio follows the simple dynamic
equation:
d=(r-g)d-s,
where: d = ratio of debt to GDP;
r = average expected real rate of interest on public debt;

g = average expected real growth rate; and,
s = average expected primary balance ratio to GDP.”

If r is greater than g, the system is unstable unless there is a compensatory primary
surplus. Let s* be the primary surplus required to stabilize the debt-to-GDP ratio at its current
level:

s* = (r-g)d .

After the recapitalization, the debt-to-GDP ratio increases by b. The new required
primary balance is ',

s' = (r-g)(d+b).
The increase in the required primary balance to stabilize the debt-to-GDP ratio is then:
s'-s* = (r-g)b.

Thus, for the gap between the average expected primary balance and the debt-stabilizing
primary balance not to increase after recapitalization, the average expected primary balance
must be higher by (r-g)b in each period.

**Based on Alain Ize (1993), in “How to Measure the Fiscal Deficit,” eds. M. Blejer and
A. Cheasty.

7 Assuming no seignorage.
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