Public Sector Guar antees

I n amost all countries, financial safety nets are con-
sidered an integral part of thefinancial infrastructure
and are seen as necessary for promoting the stability of
financial systems by enhancing confidence in the
banking system. Most financial safety nets have two
key elements, namely, a lender of last resort, usually
the central bank, and a deposit insurance scheme.66

A major problem with any financial safety net isthat
it undermines market discipline. To counteract this ef-
fect insolvent banks must be alowed to fail. Further-
more, the cost of failure should be borne first by the
bank’s ownerg/shareholders, at least to the extent of
their investment, and then by the bank’s larger credi-
tors. Small depositors may be protected under a de-
posit insurance scheme, where one exists, athough in
the case of asystemic crisisbroader deposit guarantees
may be offered. Furthermore, in an effective environ-
ment afailed bank’s senior officers would be ousted.67
A gradual phasing out of public sector support would
help assist market forces to operate, but would need to
be based on the development of the market and be in-
stituted carefully and at an opportune time, as abrupt
changes in public policies may have adverse effects.
Such changes would need to be accompanied by trans-
parent public explanations of the new policy.

Components of Financial Safety Nets

Lender of Last Resort

Lender-of-last-resort policies typically have three
primary objectives: (1) to protect the integrity of the

66As neither alender of last resort nor a deposit insurance scheme
are under the formal purview of banking supervisors, the Basle
Committee's Core Principles for Effective Banking Supervision are
silent in these areas. Still, deposit insurance interacts with banking
supervision; therefore, some basic principles are discussed in Ap-
pendix Il of the Core Principles.

67If the failure was in part the result of incompetence or inappro-
priate behavior on the part of particular directors or managers, they
may also be disciplined by being disqualified from operating in se-
nior positions in bank management or on a bank board in the future.
In addition, incompetent and dishonest managers could be subject to
civil suits by bank depositors, creditors, and owners that have suf-
fered loss, or be subject to criminal proceedings.

27

payments system; (2) to avoid runsthat spill over from
bank to bank and develop into a systemic crisis; and
(3) to prevent illiquidity at an individual bank from
unnecessarily leading to its insolvency. A central bank
may also have arole in ensuring adequate liquidity in
financial markets generally, but will also have a re-
sponsibility to ensure that its monetary policy objec-
tives are not vitiated by its last-resort lending.58

While central banks have avariety of tools that can
be employed to achieve these objectives, three are
most frequently employed. The first instrument is
lending through the discount window to target aid to
specific banks. The second and third tools, open mar-
ket operations and public announcements, respec-
tively, can be used to support the financial system asa
whole. The relative importance of these tools varies
across countries and according to circumstances, and
their use can be influenced by such factors as the mon-
etary policy stance of the central bank,%° the financia
system’s institutional structures, and the country’s ex-
change rate arrangements, as well as the degree of
market segmentation and widespread weakness in the
system.”0

The very existence of alender-of-last-resort facility
may weaken risk management incentives for banks,
causing them to lend more than they otherwise might,
and to maintain less liquidity than they would other-
wise find appropriate. This tendency can be further
exacerbated if lender-of-last-resort support is avail-
able at a subsidized rate of interest. The best practices
for central banks in normal times were laid out over a
century ago, and have changed little since then. (See
Box 2.)71 The key practice is for the centra bank to

68In some countries, there may be no commitment on the part of
the central bank to act aslender of last resort, or lender-of-last-resort
facilities may be provided by an entity other than the central bank.
Since in most countries the central bank has assumed this role, this
section refers to the central bank.

69See, for example, Lindgren, Garcia, and Saal (1996).

7OFor example, in 1995 the currency board arrangement in Ar-
gentinalimited the options available in response to the Mexican cri-
sis. The authorities in some countries committed to fixed exchange
rate regimes, therefore, are seeking innovative ways to overcome
this problem. One way is to establish sources of external liquidity
that can be tapped during crises, for example, through lines of credit
granted by international banks.

"1These were first laid out by Bagehot (1873).
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Box 2. Typical Practicesfor the Lender of
Last Resort in Normal Times

» Beavailableto the wholefinancial system, but only
to solvent, although illiquid, institutions.

Lend speedily.

Lend only for the short term.

Lend only at a penalty rate.

Lend only if the loan is collateralized.

Accept collateral at a conservative value in normal
times.

e Allow individua institutions to fail and be closed.

lend only to solvent institutions and to be prepared to
let insolvent institutions fail.

It is frequently difficult to distinguish between illi-
quidity and insolvency, even in normal periods. This
problem can become all the more difficult when there
are concerns that denying liquidity support may result
in widespread confidence problems that may in turn
have the potential to create a systemic crisis.”2 The
globalization of banking and finance, the impact that
the increased use of derivatives can have on bank li-
quidity, and growth in international capital flows
make the demands on lender-of-last-resort systems
more difficult and complex to assess. To aleviate
some of these problems, the lender of last resort needs
to have access to relevant supervisory information,
which necessitates close and continuous contacts with
the supervisory authority.

To preserve the incentive structure and to prevent
|ender-of -last-resort support from becoming long-term
funding for the banks or turning into a source of cen-
tral bank losses, central banks would normally lend
short term, with collateral valued at its precrisis price
levels, and at a penalty rate. However, even short-term
collateralized lending needs to be conservative, since
the condition of afailing bank frequently deteriorates
rapidly. In such circumstances, continued lender-of-
last-resort support may allow an insolvent bank to ac-
cumulate further losses. Thus, while the lender of last
resort is protected by the collateral it takes, the bank’s
other uninsured creditors may be made worse off as a
result of the central bank’s actions.

Central banks are also at times faced with the issue
of whether to support just the banking system or the
whole financial system. Some countries have adopted
a policy of making the discount window available
only to depository institutions (which, by their nature,
are particularly vulnerable to runs). However, in some
cases, the banks receiving central bank assistance are,

72These concerns are generaly first raised by the bankers them-
selves, and they are often able to escalate concerns at the political
level.
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in turn, expected and sometimes encouraged to pass
on this benefit by acting as lenders of next-to-last re-
sort to their solvent customers. Those that advocate
that the lender of last resort rely solely on open mar-
ket operations, rather than lending to specific institu-
tions through the discount window, argue that liquid-
ity assistance to banks through open market
operations will filter through to the whole financia
system.”3 However, such filtering may not occur in
times of stress when confidence islow and the market
becomes segmented. Many central banks therefore
combine use of the discount window with open mar-
ket operations.

In times of systemic crises, the central bank as
lender of last resort attempts to assure the public that
it will act firmly and limit the scope of any financial
disturbance. While there are strong arguments for lim-
iting such support to solvent institutions that need
short-term liquidity in acrisis, the need to reassure the
public may mean it will be necessary to provide sup-
port to banks that turn out to be insolvent. But in many
cases, such lending goes beyond the functions of a
central bank and therefore needs to be guaranteed ex-
plicitly by the government. It isimportant for acentral
bank in this position to minimize, for example through
offsetting open market operations, the impact on its
long-term goals for monetary policy.

In providing emergency liquidity assistance during
crisis periods, central banks generally have sought to
lend only on a short-term basis, but often without the
penalty that they charge for liquidity assistancein nor-
mal times, since banks may be weakened due to prob-
lems that were not of their own making. When amajor
part of the banking system isinsolvent, it is preferable
that a comprehensive bank restructuring plan be de-
signed and implemented, with new capital coming
from the government and private sources, not the cen-
tral bank, and any public costs recognized explicitly
(see Alexander et a., 1997). The government may de-
cide that the central bank should provide support until
a systemic restructuring strategy is in place, and per-
haps thereafter; but such credit would normally be ex-
plicitly guaranteed by the government.

Deposit Insurance

It is widely agreed that the primary objective of a
system of deposit insurance is to provide a safe asset
to small savers’ while avoiding the moral hazard that
market discipline will be weakened. The protection of
small depositors, while leaving large creditors at risk,
will increase household confidence, help protect the

73This argument is made by Goodfriend and King (1988).

74Generally, it is not cost-effective to expect the owners of small
deposits to monitor the condition of their bank. As noted above, the
extent of coverage may vary among countries.
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payments system, and thereby provide a measure of
stability for the banks. These objectives as well as the
basic structure of deposit insurance schemes are con-
ventionally defined in law and regulation.

Protecting deposits may also enable smaller and
newly established banks to compete with larger, well-
established banks that may be the beneficiaries of an
implicit, “too big to fail” guarantee. Thus, it may help
to counteract tendencies toward concentration in the
banking industry, which in turn may make the banking
system more competitive through the possibility of
entry by new banks. While some countries have not
yet enacted laws or regulations for resolving insolvent
banks, the creation of a deposit insurance scheme
makes it essential to have such instruments in place.
Further, a formal scheme that offers limited coverage
can reduce government outlays when political consid-
erations would otherwise compel the authorities to
protect al the depositors of failed banks. In most
cases, banks meet the cost of the deposit insurance in
normal times.

It is desirable that the deposit insurance scheme be
sufficiently funded to deal with incidental bank fail-
ures and that any disbursal of funds to depositors be
executed without delay. Resources may be obtained ex
ante by having banks contribute to a fund that accu-
mulates to a target level or by imposing an ex post
levy on surviving banks as the need arises. It is also
often argued that a deposit insurance scheme should
charge a“risk-based” premium that correspondsto the
degree of risk taken on by the bank, to ameliorate the
adverse selection that accompanies a flat rate pre-
mium.”> When aflat rate is charged, lower-risk, well-
managed banks are likely to subsidize the excesses of
the higher-risk, poorly managed banks that are more
likely to benefit from deposit insurance. However,
measuring therisk profile and pricing risk is often dif-
ficult. All banks should be members of a deposit in-
surance system, since otherwise only the weak, high-
risk banks will have the incentive to join, negating
some of the efficiencies that arise from a broader risk-
sharing across banks.

It israrely possible to ensure that depositors, espe-
cialy large depositors, retain some incentive to moni-
tor banks and that the banks in turn have incentives to
maintain sound practices, unless reliable information
about the extent of coverage, procedures governing
the use of deposit insurance funds, and the financial
viability of the scheme is regularly and publicly dis-
closed. Some form of co-insurance, whereby the de-
posit insurance scheme pays only a percentage of the
deposit insured or perhaps covers 100 percent of de-

75There have been very few attempts to introduce risk-based pre-
miums mainly because such a system forces the authorities to be
more open in identifying high-risk banks. Nonetheless, the concept
has clear advantages.
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posits to a certain limited threshold, is advisable.
Above this limit, leaving some risk with the depositor
is also helpful. Since the existence of deposit insur-
ance is often accompanied by some increased incen-
tive to take on riskier activities, it requires strong and
professional bank supervision to monitor banks’ risk-
taking activities.

A system of graduated, calibrated early intervention
by the supervisory authority will help to restore prob-
lem banks to soundness or allow for their closure at
minimal cost to the scheme, and with minimal damage
to public confidence. Such a system would enable the
deposit insurance scheme to cope with the number of
failuresthat occur in normal times and even with most
periods of multiple failures (see Box 3), through a
combination of an existing fund and ex post assess-
ments on all remaining banks.”® However, a workable
scheme cannot be expected to handle the costs of a
systemic crisis involving pervasive failures. Once a
widespread crisis is in progress, the government may
deem it necessary to institute a full guarantee, either
anew or to override an existing scheme that has lim-
ited coverage, despite the moral hazard referred to
above. However, it would normally only do so after
other options have been rejected and the cost has been
fully taken into account, and this only for a limited
period.

Exit Policy

Ensuring that banks approaching insolvency leave
the market quickly and cleanly is one of the most im-
portant aspects of banking supervision policy.”” An ef-
fectively implemented exit policy for weak and insol-
vent banks that demonstrates that banks will be
allowed to fail is essential to counteract the adverse
impact on risk-taking incentives created by even well-
designed lenders of last resort and deposit insurance
schemes. It underscores market discipline by penaliz-
ing management, owners, and large creditors. Further-
more, such a policy limits the potential losses that
might otherwise accrue to the public sector. While a
central bank always needs to be aware of the danger

76Deposit insurance can be made even more resilient, and the
costs of the scheme contained further, if the legal system gives the
deposit insurance scheme priority over the assets of a failed bank.
However, this means placing a greater financia burden on unin-
sured depositors and other creditors.

7The Basle Committee's Core Principles for Effective Banking
Supervision acknowledge that prompt and orderly exit of institu-
tions that are no longer able to meet supervisory requirements is a
necessary part of an efficient financial system and that supervisors
should be responsible for, or assist in, orderly exit. The document
discusses neither the potential benefits of rule-based exit policiesfor
countries where the supervisory authority is weak, nor the specific
modalities for an exit policy.
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Box 3. Typical Practices for a Successful
Deposit I nsurance Scheme Under Normal
Conditions and in Systemic Crises

In normal times, the scheme should
be explicitly defined in law and regulation;
resolve failed depository institutions promptly;
impose limitations on coverage;
have wide membership;
pay deposits quickly;
have adequate sources of funding to avoid
insolvency;
« offer risk-adjusted premiums (when risks can be
accurately measured);
 have accurate information and disclosure of an
insured bank’s financial condition;
e grant no decision-making authority for bankers
within the deposit insurance scheme;
take prompt remedial actions; and
* have close relations with the lender of last resort
and the supervisor.
In a systemic crisis, a deposit insurance scheme
should
 extend coverage temporarily; and
¢ obtain government backing.

that bank closure might trigger systemic problems, the
earlier action is taken, the less the impact on the rest
of the system islikely to be.

An effective exit policy is not possible without an
adequate and effective legal framework and a supervi-
sory authority that has the will, autonomy, and powers
to implement afirm policy. In countries where the su-
pervisory authority is still in the process of developing
sufficient independence, autonomy and skills, it may
be difficult to withstand political pressuresto exercise
forbearance. In those circumstances, it may be desir-
able to have rules providing for the use of obligatory
graduated corrective measures, ultimately leading to
mandatory closure.”® When capital falls below a cer-
tain critical level, there is an incentive for manage-
ment to try to assume more risk in the hope of bene-
fiting from the higher return; hence, thereisfrequently
a strong likelihood that the bank will, upon closer
scrutiny, prove to be insolvent. Early intervention
therefore limits the damage to stakeholders in the
bank. A rule-based system for intervention in banks
can, however, increase the incentives for “window
dressing” by bankers, and even bank supervisors, who
could be reluctant to intervene if such intervention
were to trigger a mandatory response.

8In the United States, for instance, the regulator is under a legal
obligation to intervene in a bank when capital has falen below
2 percent of assets. In practice, many supervisory authorities would
take some form of action well before that point.

30

Rule-based exit policies can be applied to individ-
ual banks. However, in distressed banking systems
such a policy would not be viable, asit could lead to a
large number of more or less simultaneous bank clo-
sures. In these circumstances, care must be taken that
the necessary mechanism is in place to manage clo-
sures and recovery plans of undercapitalized but vi-
able banks. Such a mechanism could be either inside
the supervisory authority or in a separate body.”® Once
the independence, authority, and quality of banking
supervision have been enhanced, and the pressure to
exercise forbearance has eased, a more discretionary
system can be considered.

Conservatorship

When the problems in a bank threaten its viability,
the imposition of conservatorship by the supervisory
authority needs to be considered. Conservatorship can
be described as the assumption of control, by or on be-
half of the supervisory authorities, of a bank that is
facing serious problems.80 Under conservatorship it
may be necessary to suspend the bank’s obligations
temporarily, so that time can be gained to assess
whether the bank can be put back on track while pro-
tecting the interests of the bank’s creditors. The con-
servator establishes the bank’s current net worth.8! If
viability seems possible, the conservator may manage
the bank until new, qualified shareholders and man-
agement can be found. If not, the conservator will ini-
tiate liquidation proceedings. Experience in many
countries shows that banks placed under conservator-
ship are rarely restored to profitability without major
restructuring and injection of new capital. Ideally, a
bank should therefore spend as little time as possible
in conservatorship.

It is essential that the supervisory authority take ac-
tion well before the bank fails. Once a bank starts to
experience difficulties in its asset portfolio, its first
tendency isto capitalize accrued interest, to underpro-
vision, or to sell remaining good assets, in order to
present an artificially high level of capital. During the
decline of the bank’s condition, the risk of dissipation
of assets or looting rises rapidly. Therefore, the deci-
sion to impose conservatorship or close the bank
needs to have immediate legal effect, notwithstanding
possible appeals against such decisions. In the major-

79Special arrangements may be required when intervening in and

restructuring banks in cases of systemic banking problems, where
the closure of many banks is undertaken. These issues are addressed
in Alexander et a. (1997).

80Djfferent countries use different terminologies. In some, such a
person is called a receiver; in others, a temporary administrator. In
this paper, the term conservator is used.

81Given the high level of business expertise required, the recruit-
ment of suitable conservators may be difficult in developing or tran-
sition economies.
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ity of cases, banks that have been placed under con-
servatorship or similar form of supervisory control do
in fact prove to be insolvent.

Closing a Bank

Once it is clear that a bank cannot be restored to
profitability, or that the use of conservatorship is not
feasible owing to either a shortage of qualified per-
sons or alack of supervisory resources, its license has
to be withdrawn, and the liquidation process initiated.
The decision that a bank is to be liquidated can result
from (1) the supervisor’s judgment that the bank isin-
solvent; (2) the violation of other licensing criterig;
(3) missed interest payments or other financial oblig-
ations that spur creditors to file a bankruptcy suit; or
(4) bank owners’ voluntarily desire to close the bank.
The first reason for liquidation is the most problem-
atic. The closer a bank approaches insolvency, the
stronger will be the incentives to hide information
from the supervisory authorities and the markets. This
makes it difficult for the supervisor to establish insol-
vency irrefutably, and makes the timing of the bank
closure difficult. The supervisor risks taking correc-
tive action too late, in which case it will be reproached
for not taking timely measures, or it riskstaking action
at a time when the bank will be able to mount a plau-
sible case that closure was unnecessarily imposed and
caused material damage to shareholders. While in
many countries the decision to liquidate is for the
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courts, asit affects the interests of creditors and share-
holders, it is important that the supervisor have pow-
ers to initiate the process and to restrict the bank’s
business pending the court’s decision.

When the bank is insolvent, the loss will need to be
allocated among creditors. Most legislative systems
have set priorities for the satisfaction of different cat-
egories of creditors. Where there is no deposit insur-
ance system, priority settlement to household deposi-
tors is sometimes recognized. To ensure problems of
moral hazard are kept in check, the primary brunt of
the bank’s failure needs to be borne by the bank’s
shareholders. The technical procedure for liquidation
is normally laid out in the law, and requires it to be
performed by a professional liquidator. This function
generally does not belong within the supervisory
authority.

Because confidence in a bank can be terminally
damaged by a bankruptcy suit brought by creditors,
especialy if the suit is unjustified, and because there
is a need for speedy action, special insolvency proce-
dures for banks are often established. The supervisory
authorities may then be able to delay a decision on the
bank’s bankruptcy, while they investigate whether the
bank is solvent or not.82

82|n case of voluntary liquidation, when shareholders wish to ter-

minate their business, the supervisory authority should be able to
control the liquidation process, in the interests of the bank’s depos-
itors and other creditors.
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