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10 Banking on the Transition 
Rodney Schmidtl 

10.1 INTRODUCTION 

In 1989-91 the centrally planned countries of Central and Eastern Europe 
(CEE)z liberalized most prices and international trade. These and other 
transition reforms revealed how little the physical capital of state enter- 
prises is worth in a market economy.3 The low value of the capital assets 
is due to investment inefficiency under central planning and the decline in 
the investment rate preceding the transition, the abrupt change in relative 
prices that initiated the transition period, and the discontinuation of 
external subsidies when the Soviet trade bloc collapsed. 

State enterprises were uniformly affected by these changes. Carlin et al. 
(1995) report that a review of enterprise-level surveys in CEE failed to turn 
up a single state enterprise that benefited from the transition reforms. As a 
result, the low capital value of individual enterprises is reflected in produc- 
tive resource misallocation at the sector level .4 The combined impact of the 
low worth of state enterprises, macroeconomic resource misallocation, and 
the entry of new private enterprises manifests itself in a structural duality 
characteristic of transition economies in CEE. This duality is evident in the 
systematically low productivity rates in state enterprises relative to the new 
private enterprises.5 The goal of the transition in CEE is to eliminate the 
productivity differential and integrate the economy. 

Recent advice on how to achieve this goal focuses on privatization of 
state enterprises, in the belief that establishing clear property rights over 
assets would encourage enterprise restructuring. However, this emphasis 
has been frustrated by the influence of insiders in the privatization process 
(Aghion et al., 1994a; Blanchard and Aghion, 1996). As a result, privatiza- 
tion has had no systematic effect on state enterprise restructuring and pro- 
ductivity. Paradoxically, state enterprises have engaged in significant 
restructuring before being privatized, although it does not normally involve 
investment (Carlin et al., 1995; EBRD, 1995; Grosfeld and Roland, 1995). 

While the relative roles and optimal sequence of privatization and bank 
reform in the transition remain under-researched, two observations are 
evident. First, widespread defensive enterprise restructuring observed in 
state enterprises in the advanced transition economies is due largely to the 

296 
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success banks have had in imposing financial control, or hard budget con- 
straints, on enterprises.6 Second, the transition cannot succeed without 
significant investment in enterprises,7 which must be financed from outside 
sources. Moreover, the only potential outside capital market during the 
transition is one based on banks. Transitional securities markets have capit- 
alization and liquidity levels lower than those in developing countries 
(Neave et al., 1994), a situation that is likely to continue for the foreseeable 
future. These markets cannot price risk or generate information efficiently 
(Cashin and McDermott, 1995), or provide the control and governorship of 
enterprises necessary for raising investment by issuing minority equity. 

This chapter assesses the role of banks in the transition to a market 
economy. We are interested in describing and explaining bank performance 
and identifying constraints that prevent banks from playing a more active 
role. Early opinion on this issue was sharply divided. Optimists tended to 
equate the transition with the achievement of decentralized credit alloca- 
tion, without delving into sequencing issues (Calvo and Kumar, 1993; Fries 
and Lane, 1994; Long and Sagari, 1991). Pessimists questioned the ability 
of banks to control enterprises, where control is interpreted as the ability to 
select viable enterprises and liquidate non-viable ones (Bofinger, 1992; 
McKinnon, 1993; Perotti, 1993; Rostowski, 1993). More recent contribu- 
tions focus on particular aspects of bank performance, including their 
ability to provide credit efficiently (Thorne, 1993), restrict enterprise credit 
(Dittus, 1996; 1994) and complete enterprise debt workouts (Baer and 
Gray, 1995; van Wijnbergen, 1992). There has also been a vigorous discus- 
sion of the merits of a unversal banking structure (Corbett and Mayer, 
1992; Grosfeld, 1994; Mayhew and Seabright, 1992). 

Thus far there has not, however, been a systematic review of the 
performance, and role of banks in the transition. This chapter attempts to 
fill the gap. We do so by reviewing, in Sections 10.1 and 10.2, bank credit 
performance and financial control over enterprises. In Sections 10.3 and 
10.4 we explain this performance by identifying bank incentives individu- 
ally and the way they, as a package, condition bank behaviour. Our con- 
clusions are tentative, because the evidence is often spotty and sometimes 
conflicting. We end the chapter with policy recommendations and 
suggestions for further research. 

10.2 BANK PERFORMANCE 

This part reviews aspects of bank credit performance characterizing bank 
lending to enterprises and financial control over enterprises during the 
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transition. These aspects are, first, the path of real enterprise credit in the 
months immediately after the initial transition reforms and the years fol- 
lowing, and the divergence in real credit provision between the advanced 
and the less advanced economies of CEE; second, the large quantity of 
non-performing loans on bank balance sheets inherited from the central 
planning era, and the recurrence of such loans during the transition; third, 
the general shortening of loan maturities and the possible effect on 
enterprise investment; and finally, the infrequency and limited success of 
intervening in the affairs of defaulting enterprises. 

Credit to Enterprises 

Monetary reform is a central component of the transition strategy, and 
consists of a shift from passive to non-accommodating monetary policy. In 
the early months and years of the transition this shift was achieved by 
imposing bank-specific credit ceilings. As a result, and owing also to 
unexpectedly steep price climbs, real enterprise credit initially fell sharply 
(Table 10.1; bank claims on non-government are mostly claims on enter- 
prises). The fall in Hungary was more gradual, possibly because of the 
earlier partial introduction of bank reforms.8 

In subsequent years, enterprise credit performance in the less advanced 
and the advanced transition countries diverged. In Bulgaria and Romania 
enterprise credit as a percentage of GDP declined dramatically. This was 
due to a fall in the ratio of deposits to GDP, and, via the balance sheet 
relation of deposit-taking banks, total claims outstanding. The Bulgarian 
figures are not as dramatic as the Romanian, but the effect is similar, given 
the very high percentage of deposits denominated in foreign currency 
(about 50 per cent). In the Czech Republic, Hungary and Poland, deposit 
growth actually improved in the years following the transition reforms, 
and total bank claims held steady or, in the Czech Republic, rose substan- 
tially. Real credit to enterprises in these countries recovered from the 
initial shock, and then rose substantially in the Czech Republic, where 
fiscal deficits were eliminated by 1993, declined slightly in Poland with an 
increasing share of credit going to finance large fiscal deficits, and 
declined significantly in Hungary, owing to sharply rising fiscal financing 
requirements. 

Although there is evidence of fiscal crowding out of enterprise credit in 
various countries, it does not explain the different paths of credit in the 
two country groups (compare fiscal deficits in Hungary and Romania). 
The different outcomes are related to inflation performance, but, again, 
inflation is not consistently correlated with fiscal developments. This, 



Rodney Schmidt 299 

together with the high share of bank credit allocated to enterprises, sug- 
gests that a main channel of inflation in CEE is through nominal enterprise 
credit. If such credit is non-discriminatory then it is a hidden subsidy to 
enterprises (Bofinger, 1992). A central challenge posed by bank credit per- 
formance during the transition is to explain why the advanced countries 
have succeeded in controlling inflation and increasing real enterprise 
credit while the less advanced countries have not. 

Non-Performing Loans 

At the beginning of the transition, banks were burdened with a high share 
of non-performing loans in total enterprise lending (Table 10.2). This 
share fell significantly in the following year, owing to bank recapitaliza- 
tion and debt restructuring schemes in most countries. However, non- 
performing loans rose again to significant levels during the transition, at 
least in the Czech Republic and Hungary (data are not available for 
Bulgaria and Romania).9 This is worrying, because it indicates the failure 
of banks to control lending to enterprises which, if widespread and 
systematic, would lead to loss of control over the money supply. 

Investment Finance 

Another prominent feature of bank performance in CEE during the transi- 
tion has been shortening of maturities of lending to enterprises: 

The reality is that the main element of banks' lending policies is the 
restructuring of the maturity compositions of their loan portfolios by 
reducing the shares of longer term loans (with maturity longer than a 
year) and substituting short-term loans, or securities issued by the state 
(Szekely, 1993, p. 31). 

Long-term loans, common prior to the transition, have all but disap- 
peared, and it is difficult to obtain loans with a maturity of more than one 
year in the Czech Republic, Hungary and Poland (Dittus, 1994). In the 
Czech Republic, 73 per cent of bank lending in 1993-4 had a maturity of 
one year or less, with 18 per cent having a maturity of between 1 and 
4 years. This compares with about 20 per cent short-term lending in indus- 
trial countries (EBRD, 1995). In Hungary and Poland, over 80 per cent of 
total enterprise debt, including that held with banks and other enterprises, 
is short-term, defined as having a maturity of less than a year (Baer and 
Gray, 1995). This abrupt change in bank lending practices has had an 
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Table 10.2 Poland, Hungary and the Czech Republic: non-performing loans of 
the banking system (% of total loans) 

1991 1992 1993 1994 

Poland 40 28.0/16.0° 0.126 - 
Hungary 50 16.9/11.1° 17.5/22.2 25.8 
% of enterprise loans - 35.9/27.4° 46.2/71.7 68.9 
Czech Republic 55d 19.0 23.8 37.7 

Before/after loans consolidation. 
b Sample of six state banks. 

1991/1993 classification rules. 
d Czechoslovakia. 

Source: National sources as reported by the IMF; Baer and Gray (1995); Dittus 
(1994); Thorne (1993). 

Table 10.3 Poland, Hungary and the Czech Republic: sources of investment 
finance in enterprises (% of total investment) 

Poland° Hungary Czech Republic 

1992 1993 1993 Jan-Jun.1993 

Internal sources 58.1 63.3 54.2 72.7 
Subsidies 5.6 4.7 26.1 4.8 
Bank credit 10.8 8.7 3.4 16.8 
Otherb 25.5 23.3 16.3 5.7 

a Excluding housing cooperatives. 
6 Poland: includes incompleted investment and foreign investment (9.8% in 
1993). (Hungary: includes credit from international financial institutions. Czech 
Republic: includes foreign investment 2.0%). 

Source: Grosfeld and Roland (1995). 

effect on the maturity structure of the outstanding stock of bank credit. 
There is a significantly higher proportion of medium and long-term credits 
in the debt stock which, in view of the composition of current new 
lending, must have been made prior to the reforms. 
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There is also evidence that the shortening of bank credit maturities 
during the transition has constrained investment. Table 10.3 shows that in 
1993 bank credit accounted for 10 per cent or less of investment finance in 
Poland and Hungary, and about 17 per cent in the Czech Republic. Most 
enterprise investment during the transition, which is low relative to levels 
in the era of central planning or in industrialized countries (EBRD, 1995), 
is financed from enterprise savings. Moreover, enterprise-level survey 
evidence suggests that this constraint is binding: 

The overwhelming impression from the case studies is that major 
investment in new capital equipment is a form of restructuring only 
available to enterprise managers where profits have been accumulated 
in the enterprise (Carlin et al., 1995, p. 435). 

Bankruptcy 

Early analyses of the role of banks during the transition emphasized the need 
for banks to intervene when enterprises fail to service their debts (Bofinger, 
1992; Calvo and Kumar, 1993). Such intervention might be to liquidate the 
enterprise in an attempt to recoup the value of the debt, or, where the liquida- 
tion value is low, owing to the low quality or value in alternative use of the 
capital assets, to reorganize the enterprise to increase its profitability (before 
debt service). In the event, however, intervention has not been an important 
instrument of control despite the adoption of a variety of legislative 
approaches (Dittus, 1994; EBRD, 1995; Grosfeld and Roland, 1995). 

Hungary and Poland were among the first to implement market-based 
bankruptcy and debt workout procedures (for details see Baer and Gray, 
1995, and references therein). In Poland, a bank conciliation law adopted in 
February 1993 shifted power from the courts and the borrower to banks to 
negotiate a workout agreement on behalf of all creditors. Furthermore, 
under the law, responsibility for monitoring the enterprise-restructuring 
programme is delegated to the lead bank. If the lead bank does not term- 
inate an agreement when the restructuring plan is violated then it becomes 
liable for any additional losses incurred by the other creditors. The range of 
possible workout options is broad, and includes exchanging debt for equity. 

The conciliation record has had mixed success. Agreements were 
reached by the April 1994 deadline with only about a third of the affected 
enterprises accounting for about half of the bad loans. Another 25 per cent 
of enterprises were placed under liquidation or bankruptcy proceedings, 
accounting for only 13 per cent of the relevant loans. The remaining enter- 
prises repaid their debts, had them auctioned by the banks or had their 
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collateral executed. Only 13 per cent of all affected enterprises (19 per 
cent of affected loans) actually resumed debt service during the period 
from 1991 to 1994 (Baer and Gray, 1995). There was also little response 
to the option to swap bad loans for equity in the enterprise. 

In Hungary, an automatic trigger mechanism for initiating bankruptcy 
or liquidation proceedings was adopted in 1992. The debtor enterprise was 
required to file for reorganization or liquidation after being in arrears for 
more than 90 days, failing which managers were personally liable. 
Creditors could file for liquidation after payment was 60 days overdue. 
Managers of bankrupt enterprises have the first opportunity to present a 
reorganization plan, and retain their jobs after filing. Creditors then vote 
on the plan, and can present alternatives. If an agreement cannot be 
reached then the procedure reverts to liquidation. The courts have rela- 
tively little involvement in the process. In the first two years of operation 
over 22 000 cases were filed, including over 5000 reorganization cases 
and over 17 000 liquidation cases. Only a very small number of these 
cases have been completed to date. The number of reorganization filings 
declined dramatically in 1994, possibly because of an amendment to the 
law in September 1993 to remove the automatic trigger. 

These results are due in part to major problems with liquidation proce- 
dures in these countries. These problems include the low priority given to 
bank creditors in both Hungary and Poland, and poor information and 
accountability. Procedural costs and government (especially social secur- 
ity obligations), as well as employees' claims, often consume more than 
the entire estate. It is also hard to prevent enterprise managers from fraud- 
ulently disposing of assets before filing for or being forced into bank- 
ruptcy. Although debt workouts are becoming more common, creditors in 
both countries are still quite passive when it comes to initiating and over- 
seeing enterprise liquidation. 

In the Czech and Slovak Republics, revised bankruptcy laws were imple- 
mented in 1993. Between 1993 and mid-1995, 4500 petitions were filed, 

but only 600 bankruptcies had actually been declared, owing largely to a 
lack of judges and administrators. In Bulgaria and Romania bankruptcy 
laws have been in force only since 1994, and enforcement is cautious. 

10.3 MONEY, CREDIT AND HARD ENTERPRISE BUDGET 
CONSTRAINTS 

Banks tend to avoid intervening in enterprises that default on bank debt. 
They prefer instead either to refinance those enterprises or to cut them off 
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from further long-term credit and impose a discipline of inside or self- 
finance. This represents a failure of monitored lending throughout the CEE. 

Thus, the stylized facts of bank credit performance in the transition to 
explain are enterprise refinance and self-finance. Before attempting an 
explanation, however, we devote this section to a deeper characterization 
of bank performance. In particular, we would like to address the difference 
in monetary impact of enterprise refinancing between the advanced and 
the less advanced transition economies and the consequent divergence in 
real enterprise credit performance. We would also like to comment briefly 
on the impact of the banks' performance on the pattern of enterprise 
restructuring and the transition dynamic. 

We accomplish these goals first by discussing further the concepts of and 
relationship between refinancing and self-financing, and their motivations. 
We also present more evidence on the extent of refinancing behaviour. We 
then show how these concepts and behaviour patterns are related to inside 
and outside money systems. Next, we suggest that the achievement of an 
inside money system is equivalent to creating a banking sector that generally 
succeeds in imposing financial control or hard budget constraints on enter- 
prises. Finally, we refer to the nature of hard budget constraints, which 
depends on the depth and fragility of the inside money system, to interpret 
the impact of bank credit performance on the transition itself. 

Enterprise Refinance 

Enterprise refinance is likely to be realized in the form of short-term oper- 
ational or commercial credit, designed to allow the defaulting enterprise to 
survive. Contrary to normal commercial lending, short-term refinancing 
credit will tend to be rolled over. Because such credit is extended in order 
to avoid liquidating or closing the enterprise, thereby retaining an option 
value on long-term non-performing debt, it is effectively equivalent to 
long-term lending. Self-finance refers to the refusal to extend long-term 
credit or investment finance, either directly and independently of the enter- 
prisis history of debt service, or by automatically rolling over unserviced 
short-term credit. Self-finance is consistent with the existence of a com- 
mercial credit line which is ended as soon as the enterprise falls behind on 
debt service. Both self-finance and refinance are inconsistent with moni- 
tored lending. In particular, monitored lending does not necessarily follow 
refusal to refinance. 

The monetary impact of enterprise refinance depends in part on whether 
it is done by rolling over principal due and/or capitalizing interest, or by 
providing new cash disbursements. While both methods imply a degree of 
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softness in enterprise budget constraints, the latter comprises operational 
financing of known money-losing enterprises, a practice that may deter- 
mine a lower limit on money supply growth. Whether it does so depends 
on the pervasiveness and scale of cash refinancing. General refinancing is 
likely to be the chief reason for differences in inflation and real enterprise 
credit performance between the advanced and less-advanced transition 
countries in CEE. 

One indicator of refinancing behaviour allowing direct comparison 
between these country groups is a revealed preference for lending to enter- 
prises with large bank debt or non-performing loans (Bergl6f and Roland, 
1995, claim this is the case in Hungary). Absent bank and enterprise-level 
data, 10 a proxy for this indicator can be constructed by comparing lending 
to enterprises of different owner types (Table 10.1). When we normalize 
enterprise credit by the owner-type share in value added, we find that, in 
the advanced transition economies, banks are applying similar treatment to 
state and new and privatized enterprises. In the Czech Republic, bank 
credit has been consistently distributed evenly between state and private 
enterprises. In Poland, a larger share of credit went to state enterprises 
until 1991. Then credit to private enterprises caught up, and credit has 
been evenly distributed thereafter. In the less advanced transition 
economies, however, banks show a strong preference for lending to state 
enterprises. In Bulgaria and, in the extreme, Romania, the private sector 
has consistently obtained a lower share than the state sector throughout 
the transition. However, banks have withdrawn long-term credit from 
enterprises of all owner types in all these countries. 

Other evidence on refinancing behaviour is available from enterprise 
surveys in the advanced countries. These suggest that, for the most part, 
banks in these countries have proven capable of withholding new credit 
from defaulting enterprises. Pinto et al. (1993) show that in Poland banks 
as well as profitable enterprises are refusing to lend to enterprises that are 
unlikely to be able to repay. Baer and Gray (1995) report that, since early 
1993, a sample of seven Polish treasury-owned commercial banks have 
made no new loans to non-performing enterprises. (Such loans would be 
illegal under the Law on Financial Restructuring of Enterprises and 
Banks). Bonin and Schaffer (1994) report less comprehensive evidence 
that Hungarian banks, while continuing to roll over bad loans and capital- 
ize some unpaid interest, are not offering new money to problem firms on 
a large scale. Dittus (1994) reports that enterprises place a high priority on 
servicing commercial bank debt. 

In the advanced transition countries, non-performing debt is limited to a 
small core of non-viable enterprises. Polish and Hungarian enterprises 
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carry a significant amount of bank debt. However, average ratios of debt to 
total assets are moderate, while average ratios of bank debt to total assets 
are low (Baer and Gray, 1995). Most of the loans are held by a small 
number of enterprises, from particular industrial sectors and regions 
(Bofinger, 1992). In Poland, 10 per cent of state-owned enterprises 
account for nearly all of banks' non-performing loans (Gomulka, 1994), 
while in Hungary bank debt is more evenly spaced among a larger number 
of firms (Bonin and Schaffer, 1994). This concentration of debt and non- 
performing loans in a few enterprises in the advanced countries may 
permit banks to exercise restraint in lending to most enterprises, while 
still posing a significant threat to aggregate monetary control and credit 
misallocation. 

Money, Outside and Inside 

The key difference in bank credit performance between the advanced and 
less advanced transition countries is the degree to which enterprise 
refinance is systemic. Recall that refinancing credit is non-discriminatory. 
An environment that permits extensive enterprise refinance is equivalent 
to an outside money system with accommodating monetary policy. It will 
be characterized by periodic bank bailouts and rescue packages that do 
not conform to deliberate and well-planned recapitalization schemes (see 
Perotti, 1994b, for evidence of this in Bulgaria and Romania). By con- 
trast, a financial environment that succeeds in containing refinancing 
behaviour to isolated instances, with limited resort to indiscriminate new 
cash credit, is equivalent to an inside money system, based on discrimina- 
tory lending to enterprises. 

The connection between refinancing behaviour and the nature of the 
monetary system is useful, because it provides a link between individual 
bank behaviour and aggregate credit performance. Credit creation with 
outside money is inherently inflationary. Only inside money can create 
non-inflationary credit. Given the balance sheet relation of commercial 
banks, inside money creation as real credit to enterprises depends on 
deposit mobilization. Indeed, one of the key impacts of the transition 
reforms was to introduce dependence of enterprise credit on demand for 
deposits: Calvo and Coricelli (1994, 1993) show formally that a regime 
shift from passive to tight money results in a sharp reduction in real credit 
to enterprises. However, in their model, accommodating the money supply 
to the credit needs of individual enterprises would merely create inflation, 
and reduce overall real enterprise credit. The reason is that in that model 
real credit is equivalent to outside money. 
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Maintaining a non-accommodative monetary stance in an outside 
money system imposes high real costs, for two reasons. First, substantial 
real enterprise credit is needed to support the restructuring and resource 
reallocation process. Second, banks may prefer to lend to enterprises that 
carry a large amount of non-performing debt, in order to avoid writing it 
off, thereby crowding out credit to viable enterprises (Perotti, 1993). 
Hence, non-accommodative monetary policy in an outside money system 
is less likely to be sustainable or, if it is sustained, is costly in real terms. 
The solution, as argued by Perotti (1994b), is to provide enterprise credit 
selectively, with real credit backed by inside money, since inside money is 
built on discriminatory lending backed by deposit mobilization. This 
selectiveness in lending is the main mechanism by which banks exercise 
control over enterprises in the transition, and is therefore the essence of 
the bank role in imposing hard budget constraints on enterprises. 

Hard Budget Constraints 

That hard enterprise budget constraint as an institution is equivalent to 
inside money has not been universally perceived in the literature. Both 
Dittus (1996, 1994) and Baer and Gray (1995) assume that the hard enter- 
prise budget constraints that are indicative of good bank behaviour are 
demonstrated by declining real credit to enterprises. They assert that 
declining real credit is evidence of the exercise of bank control over enter- 
prises. Such a view implicitly equates real enterprise credit with outside 
money, in which case the role of banks is merely to deliver base money to 
enterprises. During the transition, a developing inside money system, man- 
ifested in deposit mobilization, and based on bank discriminatory lending 
to enterprises, would rather be characterized by growing real credit to 
enterprises. We argue here that the diverging enterprise credit performance 
in the advanced and the less advanced transition economies, based on dif- 
ferences in general refinancing behaviour and the corresponding spillover 
effects onto monetary policy, corresponds to the realization of inside 
money in the former and outside money in the latter (Perotti, 1994a). 

Our final concern is over the impact of hard budget constraints on enter- 
prise restructuring and, in particular, the nature of the resulting incentive 
to restructure. Our interpretation of hard budget constraints exclusively in 
terms of the incidence of bank refinancing is incomplete. Hard budget con- 
straints are also affected by the failure of monitored lending, or self- 
finance. In so far as inside money is based on short-term commercial 
lending, to the exclusion of long-term or investment finance, it is inher- 
ently fragile. That is, the overall transition dynamic, in which resources 
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are reallocated at the macroeconomic level, is the same for both the 
advanced and the less advanced transition economies, regardless of the 
nature of the money system. Whether the money system is an inside or an 
outside one does matter, in terms of the speed and efficiency with which 
resources are reallocated (Ruggerone, 1996). However, the transition 
dynamic itself, similar for both advanced and less advanced countries, 
does not derive from success or failure in achieving hard budget con- 
straints via an inside money system, but rather from the failure of 
monitored lending. 

Hard budget constraints with self-finance imply that enterprise restruc- 
turing occurs by financial distress (Carlin et al., 1995; Pinto et al., 1993). 
This fosters an arbitrary, backward-looking and defensive posture to enter- 
prise restructuring, in which only enterprises with historical surpluses 
obtained in the central planning and transition periods can invest. Bank 
lending is limited to a commercial credit line that cannot support deep 
restructuring projects involving investment, product development and 
active marketing strategies. Ultimately, while hard budget constraints 
based on self-finance can establish monetary stability and defensive 
restructuring, they do not promote resource reallocation at the enterprise 
level, within state enterprises. They therefore address the economic duality 
of transition only indirectly, by altering the rate of change in the shares of 
the state and private sectors over time. 

10.4 MONITORING INCENTIVES 

In this section we seek to explain the stylized facts of bank credit perform- 
ance, namely refinance and self-finance, with reference to the incentives 
facing individual banks in their lending decisions. We address the failure 
to achieve monitored lending by identifying disincentives to monitor. 
These include high monitoring or agency costs, deriving from the diverse 
incentives that borrowers and lenders have in pursuing the investment 
project, and perverse incentives to refinance failing enterprises, deriving 
largely from poor credit policy design. Our discussion of perverse incen- 
tives deals with refinancing behaviour directly, but we treat them here 
primarily as disincentives to monitor lending. 

Our coverage of monitoring disincentives is comprehensive. However, 
that banks have withdrawn from the market for long-term credit in both 
advanced and less advanced transition economies suggests that it is moni- 
toring costs rather than perverse incentives that currently underlie enter- 
prise self finance. Furthermore, that banks have withdrawn long-term 
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lending from both state and private enterprises suggests that monitoring 
costs are not limited to enterprises that require restructuring, or in which 
insiders retain a strong influence. We therefore direct the discussion to 
monitoring costs that are common to all types of enterprise owner." 

Diverse Incentives of Borrowers 

This section focuses on monitoring costs associated with the diverse 
incentives facing borrowers and lenders. We begin by identifying the 
sources of such costs, emphasizing those that are distinct to the transition, 
and then consider how they affect bank lending decisions. 

Sources of Monitoring Costs 

There are two sources of exceptional agency costs in CEE. The first is the 
large amount of unsecured outside finance required for enterprise restruc- 
turing, which intensifies the diversity in borrower-lender project incen- 
tives. The second is severe informational asymmetries, coupled with 
incomplete lending contracts. 

Lending in the transition on the scale required to implement long-term 
enterprise restructuring projects with investment will consist mostly of 
unsecured outside finance. This is because enterprise net worth and liquid- 
ity are limited relative to the size of the restructuring and investment 
project. A crude indicator of the capital and financial status of enterprises 
in CEE is the share of enterprises that continue to make losses. Table 10.4 
shows that, five years into the transition, this share remains very high. 
Low net worth is characteristic of state and new private enterprises alike, 
although possibly for different reasons. The latter do not need to restruc- 
ture, but are mostly small- and medium-scale, labour-intensive and 
family-owned (EBRD, 1995). 

Table 10.4 Czech Republic and Poland: share of loss-making enterprises (%) 

1991 1992 1993 1994 

Czech Republic - 32.7 42.8 - 
Poland 46.3 49.2 45.3 39.6 

Source: National sources as reported by IMF staff. 
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The impact of the outside finance requirement for monitoring costs in 
the transition is exceptional for two reasons. First, low enterprise net 
worth primarily derives not from a debt overhang, as may be the case in 
developing or industrial countries hit by a systemic macroeconomic, 
financial or external shock, but from the low value of capital assets real- 
ized with the transition shock. Hence, monitoring costs cannot be fully 
addressed by debt restructuring. 12 Second, to the extent that monitoring 
costs are negatively correlated with net worth, they will be particularly 
large in the transition. 

Informational asymmetries during the transition are also severe. These 
derive from the transition reforms themselves, which resulted in a 
systemic change that reduced the value of prior information; from poorly 
developed accounting systems and reporting requirements; high tax rates 
that encourage misrepresentation; weak institutions, including poorly 
skilled bank employees and bank supervisors, and poor enforcement (Baer 
and Gray, 1995; Calvo and Kumar, 1994, 1993). These informational 
asymmetries create a wide scope for secret, non-contractual behaviour on 
the part of the borrower. 

Nature of Monitoring Costs 

Monitoring costs come from the diverse incentives borrowers and lenders 
have in choosing and implementing restructuring and investment projects. 
The borrower has an ownership or equity stake in the project. If the project 
succeeds then the borrower gets the full return from the project, less the 
cost of debt service. If the project fails then the borrower incurs no loss 
(aside from possible transactions costs), because the debt is unsecured. So, 
the borrower is primarily concerned with the upside potential of the 
project, and is inclined to choose riskier projects, or to expend less cost 
and effort in evaluating the project. The lender, however, has a fixed- 
return, contractual stake in the project. The lender is therefore conserva- 
tive in outlook, wishing primarily to protect the project against failure, 
regardless of the upside potential of the project. The standard Stiglitz and 
Weiss (1981) framework for assessing monitoring costs is not adequate 
for the transition economies. In that framework, individual projects have 
exogenous risk-return characteristics known only to the borrower. The 
bank's problem is to select the desired project types. Because there is a 
monotonic relationship between project risk and the macroeconomic inter- 
est rate, banks avoid excessively risky projects by rationing credit at below 
market interest rates. However, a major challenge in the transition is to 
identify and evaluate viable investment projects (Grosfeld, 1994). It is not 
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therefore suitable to treat the search for good ideas as a problem of select- 
ing from a pool of projects with given characteristics. Furthermore, real 
interest rates are low, often negative, suggesting that perverse project 
selection due to high interest rates cannot explain rationing leading to the 
complete collapse of the long-term credit market. 

It is more appropriate to view the nature of monitoring costs in trans- 
ition in terms of enterprise failure to engage in costly project identification 
and evaluation. When informational asymmetries are significant, enter- 
prises have a comparative advantage in project evaluation. The less effort 
expended on project evaluation, the lower the quality of the project, since 
it is more likely to fail. Therefore, borrower-lender incentive divergence 
depends on the expected net return to enterprises to evaluating projects. 
The lower the enterprise's investment stake in the project, the lower its 
incentive to evaluate, since the enterprise does not bear the consequences 
of project failure. The bank incurs the cost of project failure by virtue of 
the loss of its investment. This analytical framework has been formalized 
by Bernanke and Gertler (1990), who show that there is a positive correla- 
tion between enterprise net worth, and therefore the share of the project 
financed from internal enterprise savings, and the enterprise's stake in the 
project. That is, where enterprise net worth is low, and therefore invest- 
ment co-financing is limited, bank monitoring costs will be high. When 
enterprise net worth falls below a critical threshold, bank credit for 
investment finance may collapse. 

Universal Banks 

In general, monitoring costs derive from the excessive willingness of enter- 
prises to take risks, by failing to evaluate projects sufficiently. Enterprises 
would be more conservative, that is, more like banks in outlook, were more 
of their own capital to be invested in the restructuring project. We empha- 
sized above that this option is largely precluded because of the structurally 
low net worth of enterprises in the transition. However, there is potentially 
an alternative approach to reducing the diversity of borrower-lender incen- 
tives. That is to make banks less cautious, at least in the sense of being 
more willing to undertake project evaluation themselves. It could be 
achieved by giving banks equity stakes in enterprises, and thus an interest 
in the full project return. In the transition economies, this idea has often 
been raised in proposals for a universal banking structure (Corbett and 
Mayer, 1992; Grosfeld, 1994 and references therein). 

A universal banking structure has two advantages with respect to moni- 
toring costs. First, as noted above, the bank earns a stake in the upside 
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potential of the project, and therefore has a greater incentive to monitor or 
evaluate the project. Second, the bank becomes an insider, gaining 
increased access to information, as well as rights of discretionary interven- 
tion, including residual rights of control over non-contractual enterprise 
actions. 

Universal banks are not, however, a panacea for bank reform in the 
transition. The increased incentives to monitor projects and to accept 
higher risk depend for effect on the capacity to monitor and evaluate pro- 
jects. But banks in transition have limited risk assessment skills and expe- 
rience. Furthermore, unless the bank becomes like an enterprise, 
concentrating its investment resources in one enterprise or project, it will 
have to evaluate or monitor numerous projects. This may spread its scarce 
resources too thin. For instance, encouraging banks to intervene in default- 
ing enterprises may mean that fewer resources are available to monitor 
new lending (Aghion et al., 1994b). In addition, the equity position of the 
bank in the enterprise may introduce a conflict of interest. If enterprise 
equity has low value, or the enterprise is not viable, banks may be tempted 
to extend refinancing credit to avoid writing down its own net worth. This 
is similar to the effect of non-performing loans on bank balance sheets 
(see below). 

Reformers have encouraged banks to move towards a universal struc- 
ture by programming voluntary debt-equity swaps into bank recapitaliza- 
tion and enterprise debt restructuring schemes, primarily in Poland 
(Grosfeld and Roland, 1995; van Wijnbergen, 1992). However, take-up of 
the option has been disappointing. In the Czech Republic an unforeseen 
form of universal banking has developed through unregulated trading in 
secondary equity markets. Investment funds have emerged to diversify 
equity ownership. The six largest of these are owned by banks, which have 
a controlling interest in the associated enterprises. However, it remains to 
be seen whether the banks intend to take an active role in enterprise 
control. Evidence to date suggests not. In particular, the new equity posi- 
tion of banks in enterprises has not encouraged investment financed with 
long-term debt. 

Dittus (1996) reports from interviews with bank managers on attitudes 
toward taking equity interests in enterprises. Managers see the enhanced 
monitoring role as too costly in terms of human capital and management 
time, yielding a low payoff relative to traditional commercial lending 
practices. Bank managers have a strong sense of the scarcity of their moni- 
toring resources (which are in any case, they say, better spent on tradi- 
tional lending). Banks can only effectively control three or four firms. 
Banks also believe that commercial and investment banking require 
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completely different skills, and do not want to use their loan officers for 
restructuring activities. One major Polish bank prefers to invest with a 
strong partner (ideally foreign) to take care of corporate control. Hence, 
banks resist taking a direct equity position in enterprises because it 
would require a greater investment in monitoring activity to protect their 
interests. 

Perverse Incentives of Lenders 

Perverse incentives of banks to refinance enterprises unconditionally arise 
from credit market imperfections and poor policy design. Refinancing 
incentives raise the opportunity cost of monitoring, and refinancing 
crowds out loanable funds available for alternative uses. In this section we 
identify three sources of perverse incentives to refinance. The first is the 
static effect of a large stock of non-performing loans on bank balance 
sheets. The second is moral hazard arising from poorly designed or non- 
credible bank recapitalization programs. The third depends on the hesi- 
tance of governments to terminate money-losing enterprises, which can be 
strategically exploited to the banks' advantage. 

Outstanding Non-Performing Loans 

The earliest warnings that transitional banks would not be able to resist 
refinancing enterprises stemmed from the observance that banks carried a 
large quantity of outstanding non-performing loans on their balance 
sheets, inherited from pre-transition days (Begg and Portes, 1993; 
McKinnon, 1993). Many, if not most, of the banks were technically 
insolvent as a result of these loans. The issues are the same when non- 
performing loans accumulate again during the transition. They affect both 
incentives to monitor and incentives to refinance. In the former case, non- 
performing loans on bank balance sheets immediately reduce the incentive 
to intervene in defaulting enterprises, because the return to intervention in 
the form of resumed debt service must be shared with depositors or the 
deposits guarantor (Aghion et al., 1994b). 

In the latter case, refinancing incentives come from the option value of 
waiting for the enterprise to resume debt service (Perotti, 1993). The option 
value exists as long as the bank is the residual claimant on the debt and there 
is a positive probability that the enterprise, through good luck or costly 
restructuring effort, will one day generate an operational surplus (before 
debt service). The incentive to refinance also depends on the consequences 
of failing to refinance, in three respects. First, if it means that the enterprise 
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will close or be liquidated then the option value of the stock of bad debt will 
be lost. Second, it may imply loss of reputation, or bring down regulatory 
sanctions on the bank, which may then be required to undergo its own costly 
restructuring effort. Finally, the higher is the liquidation value of the 
enterprise then the lower is the bank's incentive to refinance. 

Neutralizing the negative incentive effects of non-performing loans on 
bank balance sheets requires debt restructuring (Begg and Portes, 1993). 
To be effective, such schemes must be large enough to reduce problem 
loans below a critical incentive threshold. Some of the bank recapitaliza- 
tion programmes in CEE, described briefly below, may have been 
insufficiently comprehensive for this purpose, and therefore partly to 
blame for the resurgence of non-performing loans in some countries 
(Aghion et al., 1994b). Partial recapitalization programmes were imple- 
mented in Bulgaria and the former Czechoslovakia and Poland, usually by 
specifying a cut-off date for eligible loans. 

Recapitalization Schemes 

Each of the advanced transition economies has initiated bank recapitaliza- 
tion schemes designed to deal with non-performing loans. However, many 
of these schemes are poorly designed, offered without conditions attached 
and without a convincing commitment not to recapitalize again in the 
future. They thus introduce a moral hazard incentive for banks to refinance 
enterprises. The anticipation of an unconditional bailout is like a loan guar- 
antee, which removes any incentive for costly monitoring. This reduces the 
quality of projects financed, and the quality of the loan portfolio over time, 
thus raising the level of debt restructuring required (Aghion et al., 1994b). 

The anticipation of a bank bailout is strengthened when they occur 
repeatedly. Hungarian banks have been recapitalized four times, once each 
year between 1991 and 1994. These schemes varied slightly in their 
details. Early ones depended on loan guarantees, while the later ones 
employed swaps with government bonds to raise capital asset ratios. In all 
cases bank recapitalization was to a large extent unconditional. In Poland, 
by contrast, bank recapitalization was conditioned on conciliation agree- 
ments being reached between banks and defaulting enterprises. Bank man- 
agers were actively discouraged from making new loans to problem 
debtors, with an outright prohibition eventually enacted into law. The law 
also required banks to set up workout departments and to take actions to 
resolve those loans that had been classified as non-performing at the end 
of 1991. Treasury-owned banks underwent repeated portfolio evaluations 
by outside auditors, and had to create management information systems. 
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Recapitalization also included a plan to privatize the 9 treasury-owned 
banks. So far, 3 have been transferred to private hands. Poland shows the 
least evidence of refinancing behaviour of all the transition economies. 

Strategic Behaviour 

Even when there is no intrinsic incentive for banks to refinance non-viable 
enterprises, stemming either from an outstanding stock of non-performing 
loans or from the moral hazard effects of recapitalization programmes, 
banks may wish to exploit the government's own unwillingness to close 
enterprises (Bergl6f and Roland, 1995). Banks may therefore commit 
capital to enterprises beyond their own lending capabilities. If such a 
capital commitment is a sunk cost ex post then the government will be 
forced to bail out the bank to rescue the enterprise. In this way, the bank 
forces the government to bear some of the cost of refinancing the enter- 
prise. The potential for strategic behaviour by the bank depends on the 
level of bank liquidity, the quality of the loan portfolio and the degree of 
undercapitalization of the bank. 

10.5 EXPLAINING BANK BEHAVIOUR 

Having examined both disincentives to provide monitored investment 
finance and incentives to refinance defaulting enterprises facing banks, we 
now take an overall view of the combined impact of these incentive struc- 
tures on bank refinance and self finance lending behaviour and the resulting 
transition dynamic. In particular, we attempt to explain both the general 
withdrawal of banks from the market for long-term credit in all transition 
economies in CEE, and the different monetary outcomes stemming from 
refinancing behaviour in the advanced and the less advanced transition 
economies. We begin by treating the hesitance of banks to intervene to liq- 
uidate or reorganize defaulting enterprises. We then discuss the alternatives 
to failing to intervene, namely refinancing the enterprise or withdrawing. 
Finally, we address the feedback effects of the withdrawal from long-term 
lending on the refinancing decision, and call on these effects to explain dif- 
ferences in monetary outcomes and the hardness of budget constraints. 

Liquidating Enterprises 

Banks do not, in general, intervene to liquidate or reorganize enterprises 
that are not servicing their debts. This is due in part to high transactions 



Rodney Schmidt 317 

costs, including lengthy and costly court procedures, relative to the effec- 
tive value of collateral or liquidation. More importantly, however, is the 
option value of the non-performing loans to the bank, deriving from a 
variety of sources, as already discussed. Writing off the problem loans 
puts to an end any possibility that a positive event affecting enterprise liq- 
uidity will enable the enterprise to resume debt service. For example, dis- 
tressed enterprises may shrink to a profitable core, making waiting a 
reasonable strategy. Or, waiting may pay off in the event of a government 
bailout of the enterprise or the bank. Even when there is no hope that debt 
service will be resumed, and the enterprise cannot survive without 
refinancing, banks may simply abandon the enterprise when the liquida- 
tion value is low, rather than pay the transactions costs associated with 
liquidating it through the court system. 

We are primarily interested in the behaviour of banks when they choose 
not to liquidate defaulting enterprises. If perverse incentives arising from 
poorly designed recapitalization schemes and government unwillingness 
to see enterprises terminated are strong then banks will tend to refinance 
such enterprises. These incentives are similar to moral hazard arising from 
government loan guarantees. In those circumstances, refinance is viewed 
as an alternative to monitored lending, a relationship we return to later. In 
the following paragraphs, however, we analyse refinance as an alternative 
to liquidation. 

Liquidating versus Refinancing Enterprises 

For Perotti (1993), who formally analyses the option value of non- 
performing debt on bank balance sheets, the only alternative to liquida- 
tion is refinancing. This linkage between liquidation and refinancing is 
based on the implicit assumption that, in the absence of refinancing, the 
enterprise will fail. However, in CEE enterprise liquidation or closure 
due to the pressure of market forces is rare. Furthermore, refinancing 
may itself introduce moral hazard into the enterprises' incentive struc- 
ture, and increase the static disincentive to restructure because part of 
the reward accrues to the bank. Hence, having decided not to liquidate a 
defaulting enterprise, the bank will be less likely to refinance the enter- 
prise if it is probable that the enterprise will survive without 
refinancing. Conversely, banks will be less willing to liquidate the 
enterprise if the alternative does not require refinancing to keep the 
enterprise alive. The crucial issue is separability of the liquidation and 
refinancing decision (see below), which is related to the probability of 
shutdown, or, equivalently, the probability of shrinking to a profitable 
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core as a result of financial distress following from bank-imposed 
self-finance. 

A major implication of the separability of the decision to liquidate or 
refinance enterprises is that the option value to the bank of non-performing 
loans is retained even without refinance. Hence, with separability, there is 
no intrinsic incentive for the bank to refinance. The bank can merely cut 
off the enterprise from further credit, and put loanable funds to alternative 
uses. This adjustment via financial distress may be cheaper for banks than 
either direct intervention or new monitored lending, because it enables the 
bank to pass monitoring or restructuring costs on to the enterprise because 
banks compete with each other and with foreign banks, they do not take 
into account the aggregate effects of their decisions not to intervene 
actively in enterprises. These aggregate effects include the failure of enter- 
prises to undertake deep, forward-looking restructuring with investment, 
with the result that the overall transition follows a sectoral resource 
reallocation pattern. 

If failing to liquidate requires refinancing, then monitored lending will 
be crowded out, unless monitoring costs are so high that the alternative to 
refinancing is withdrawal. However, liquidation and debt write-off may 
require provisioning to meet capital adequacy requirements, which would 
also crowd out monitored lending. 

The separability of the decision to liquidate or refinance depends on at 
least two things. First, it depends on the flexibility of production technol- 
ogy and organization, at both enterprise and aggregate levels. At the enter- 
prise level, production flexibility entails the ability to separate 
money-losing production units from profitable units, and organizational 
flexibility entails the ability to prevent adversely affected employees from 
building protective coalitions. Such flexibility is necessary for an enter- 
prise in need of restructuring to become profitable (Aghion et al., 1994a). 
At the aggregate level, production rigidity, determined by a core of 
money-losing enterprises that cannot adjust, may cause even viable enter- 
prises to bet on a general bailout, and therefore to collude with non-viable 
ones by extending inter-enterprise credit and accumulating inter-enterprise 
arrears (Perotti, 1994b). This, in turn, increases the cost to the government 
of refusing a bailout by implicating non-viable and viable enterprises, as 
well as creditor banks, alike. The less advanced transition economies, 
Bulgaria and Romania, have more rigid production arrangements at both 
enterprise and aggregate levels than do the advanced transition economies 
(Bruno, 1992; Perotti, 1994b). 

Second, the separability of the decision to liquidate or refinance 
depends on whether defaulting enterprises can find operational subsidies 
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elsewhere. If so, banks can pass on the cost of refinancing enterprises to 
government, primarily via accumulation of tax arrears. This is also an 
example of the banks exploiting the soft attitude of government to enter- 
prise termination, although it does not depend on strategic bank behav- 
iour. On government's role in supporting enterprises, Schaffer (1995) 
reports that fiscal subsidies have shrunk significantly since the transition, 
and are now small in the aggregate at between 3 and 5 per cent of GDP 
(Table 10.5). Furthermore, the remaining subsidies are highly sector- 
specific, with almost none in manufacturing. However, tax arrears are 
significant, and are growing at an annual rate of two percentage points of 
GDP (one or two percentage points in manufacturing). Since most tax 

Table 10.5 Czechoslovakia, Czech Republic, Slovakia, Hungary and Poland: 
government expenditures, subsidies, and arrears (% of GDP) 

1986 1992 1993 

Czechoslovakia General government 65.9 60.1 
25.4 5.0 

Czech Republic 

Subsidies 
Fiscal arrears 

General government - 47.5 47.5 
5.0 4.4 

Subsidies - 2.0 4.0 

Slovak Republic: 

Fiscal arrears 

General government - 64.0 55.1 
5.4 4.8 

Subsidies - - 5.4 

Hungary 

Fiscal arrears 

General government 65.9 63.4 60.5 
25.4 5.8 4.8 

Subsidies - 5.8 6.9 

Poland 

Fiscal arrears 

General government 49.7 50.7 48.4 
16.3 3.3 2.5 

Subsidies - 3.8 4.6 
Fiscal arrears 

Note: Fiscal arrears are tax and social security arrears. 

Source: Schaffer (1995). 
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arrears will not be recovered, they are a non-cash fiscal subsidy. Tax 
arrears tend to be concentrated in a small number of financially distressed 
enterprises in the advanced transition economies. Recall that fiscal subsi- 
dies do not have direct monetary implications, in contrast to credit subsi- 
dies provided through unconditional refinancing, which may prevail in the 
less-advanced transition economies. 

Even without refinancing, choosing not to liquidate has adverse conse- 
quences for bank behaviour. Problem loans remain on the books, reducing 
the incentive to restructure at the enterprise level, and to monitor at the 
bank level. They also increase the incentive for strategic behaviour by 
banks (Berglof and Roland, 1995). As noted above, poor recapitalization 
policy will in addition raise the incentive to refinance as an alternative to 
monitored lending, rather than as an alternative to liquidation. 

Cutting off versus Refinancing Enterprises 

If monitoring costs are very high then banks may withdraw from the 
market for long-term credit, regardless of recapitalization programme 
design or separability of the liquidate or refinance decision. However, the 
effective impact of monitoring costs on monitoring behaviour depends on 
the return to alternative uses. Relevant alternative uses of loanable funds 
are those that do not require monitoring, including commercial lending, 
purchases of government bonds, and lending that is effectively guaranteed 
by government recapitalization policy or a soft government attitude to 
bank budget constraints. That is, as noted earlier, perverse incentives to 
refinance are also disincentives to monitor. 

At the same time, monitoring costs leading to a general bank with- 
drawal from long-term investment finance affects incentives to refinance 
through its aggregate effect on the economy. In particular, self-finance 
ensures that the reallocation of resources that defines the transition will 
occur between state and private enterprise sectors, rather than within 
enterprises. The transfer of resources entails the slow decline of the state 
enterprise sector and growth of the new private sector (Aghion and 
Blanchard, 1994). The success of this model requires coordinated speed of 
adjustment in the respective sectors, depending on the size of the produc- 
tivity differential between the two sectors and on various constraints on 
the resource transfer of a political or fiscal nature, or arising from imper- 
fect operation of aggregate markets, especially the labour market (Chadha 
and Coricelli, 1994; Rodrik, 1995). 

Very little is known about the determinants of the speed of adjustment 
in the two sectors when capital markets are absent. However, it appears 
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that it depends greatly on the inherent dynamism of the new private sector 
and production rigidities in the state sector, both stemming from structural 
conditions and features of the economy present at the beginning of the 
transition (Bruno, 1992; Johnson and Loveman, 1994). When, as in the 
less advanced countries of the transition, the initial private sector is small 
and underdeveloped and production in the state enterprise sector is rigid 
both within enterprises and in the aggregate, the resource transfer process 
will be slow. This in turn increases enterprise incentives to collude, and 
decreases the incentive for government to adopt a hard attitude to 
enterprise termination. 

With a more rigid production structure, and limited dynamism in the 
private sector in the less advanced transition economies, then, the alterna- 
tive to failing to refinance enterprises is a greater likelihood of enterprise 
shutdown. That is, in the less advanced countries, the bank decision to liq- 
uidate or to refinance the enterprise is not in general separable. In the 
advanced transition economies, by contrast, production structures, at both 
the enterprise and sectoral levels, are more flexible, and self-finance is a 
viable option. Hence, the former countries are likely to experience greater 
incidence of refinancing behaviour, and show greater spillover effects onto 
monetary policy. We believe that this may be the main explanation for the 
achievement of inside money systems in the advanced transition 
economies of CEE and the retention of outside money systems in the less 
advanced transition economies. Furthermore, the achievement of an inside 
money system itself affects the speed of transition in the macroeconomic 
adjustment model. 

10.6 CONCLUSION 

In this chapter we have examined the role banks have played thus far in 
the transition to a market economy in CEE. Our approach has been to 
identify the main aspects of bank lending to enterprises during the transi- 
tion, and to explain that performance with respect to bank incentives to 
monitor lending. We conclude that banks have played a more important 
role in the transition than generally recognized, given the preoccupation of 
the literature with enterprise privatization. However, that role has been a 
largely reactive and unintended one, stemming primarily from the failure 
to provide long-term investment finance leading to a macroeconomic 
resource reallocation model. In such an environment, where capital 
markets are absent, the ability of banks to establish an inside money 
system and a hard budget constraint regime, crucial to the success of the 
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macroeconomic transition model, itself depends in part on structural 
givens of the economy. 

The crucial issue regarding the bank role in the transition is whether 
monitoring costs leading to collapse of the market for long-term credit are 
a structural feature of transition economies, or whether they are responsive 
to policy. Indeed, some disturbing implications of the fact that long-term 
credit withdrawal is common to all the transition countries, even though 
financial policy and monetary performance differ, are that perverse incen- 
tives are not the primary source of the failure to monitor, and that monitor- 
ing costs are a structural feature of transition, and cannot be addressed by 
policy. If this is so then banks can have only a marginal role in the transi- 
tion, restricted at best to imposing self-finance on enterprises and thus sup- 
porting the sectoral adjustment model. At worst, if for structural reasons a 
sectoral adjustment model is not feasible, as may be the case for the less 
advanced countries, then banks will not even be able to impose self- 
finance on enterprises, and the system reverts to outside money one with 
centralized allocation of credit. 

In addition to perverse incentives to refinance, we have identified low 
enterprise net worth stemming from low asset values and severe informa- 
tion asymmetries as the primary sources of high monitoring costs in transi- 
tion economies. These sources, and the contributions of poor credit policy 
leading to perverse incentives to refinance, are likely to vary in intensity 
across countries. Nevertheless, if these critical factors fall below the crit- 
ical threshold then banks will withdraw long-term credit in all the coun- 
tries. Hence, the suggestion in the previous paragraph that monitoring 
costs are impervious to policy may be overly pessimistic. We therefore 
offer the following policy recommendations, which are divisible into two 
parts: those intended to eliminate perverse incentives and those intended to 
reduce monitoring costs directly. 

First, there are measures to deal with the outstanding stock of non- 
performing loans. This has been the subject of a great literature, and will 
not be dwelt on here. It is essential to remove the moral hazard effect of 
such measures, which act as a guarantee on lending, and therefore a disin- 
centive to monitoring. Such schemes should be sufficiently comprehen- 
sive, not repeated, and conditional on bank behaviour. Conditionality may 
include changing bank management, and investing in monitoring or 
investment banking capabilities. Bank recapitalization should occur before 
the government eliminates fiscal subsidies and otherwise hardens its own 
attitude toward enterprise termination, and before measures to increase the 
liquidation value of enterprises, such as streamlining procedures and 
raising the seniority of bank claims. This is so as not to increase the net 
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refinancing incentive associated with the option value of problem loans 
by reducing the separability between the liquidation and refinancing 
decisions. 

Second, there are measures to reduce monitoring costs. These include 
measures to reduce informational asymmetries, such as more adequate 
accounting systems and disclosure requirements, and transactions costs, 
such as reforming legislation governing use of collateral, involving the 
effective seniority of bank claims. In addition, the government may 
provide incentives or assistance in upgrading the monitoring capabilities 
of banks. It may be useful to centralize arrears collection and enterprise 
liquidation in a state agency, to avoid spreading bank monitoring and 
intervention resources too thin. 

The role of venture capital should be enhanced (Grosfeld and Roland, 
1995), ideally in partnership with bank-based investment finance. Venture 
capital would concentrate personnel skilled in long-term credit issues, spe- 
cialize in monitoring capabilities, and play a role in numerous enterprises, 
with financing supplemented by bank resources. This is the role played by 
the European Bank for Reconstruction and Development, which provides 
counterpart financing to enterprises, thereby raising effective enterprise 
net worth and lowering monitoring costs as far as banks are concerned. 
However, the agency providing the counterpart funds for the enterprise 
would have to have the incentive and capability to monitor the project, 
and thus play the part of the enterprise's stake in the project. This may 
then release long-term bank credit. 

Further research should focus on the potential for a more proactive role 
for banks in the transition, by inquiring some more into the nature of 
agency costs in transition. A particularly interesting question is whether 
monitoring costs differ by enterprise ownership type. As noted earlier, 
present evidence suggests not: banks are not lending long-term to either 
state or new private enterprises. However, given that state enterprises are 
largely owned or controlled by insiders, it is not clear that insiders will 
borrow to invest in a restructuring project and accept bank monitoring 
even if such lending were available. The answer to this question impli- 
cates both the sequencing of policy as between bank reform and privatiza- 
tion, and potential differences in policy approaches toward obtaining 
monitored lending to state or new privatized enterprises. If so, bank 
lending may be a substitute for failed privatization. It would also be worth 
while to pursue this issue with respect to the role of banks in the source of 
persistent productivity differentials during the transition. Is the absence of 
bank-based investment finance the binding constraint on enterprise-level 
restructuring? 



324 Banking on the Transition 

Notes 

1. Thanks to Jose Maria Fanelli and Rohinton Medhora for helpful comments 
on earlier drafts. 

2. The countries studied in this chapter are Bulgaria, the Czech and Slovak 
Republics (formerly Czechoslovakia), Hungary, Poland and Romania. 

3. Borensztein and Montiel (1991) estimate on the basis of world prices that at 
the time of the reform shock, between 50 and 75 per cent of the inherited 
capital stock in Czechoslovakia, Hungary and Poland should have been 
written off. Sinn and Sinn (1992) calculate that under West German 
accounting rules between 50 and 66 per cent of the capital stock of East 
Germany at reunification would be written off. Hughes and Hare (1994) 
estimate that at the beginning of the transition, with immobile capital, 
between 20 and 25 per cent of production in the tradable industry sectors of 
Bulgaria, Czechoslovakia and Hungary (3.5 per cent in Poland) added 
negative value to output measured at world prices. The Financial Times, 21 
November 1995, reports that between 70 and 80 per cent of the enterprises 
in CEE are insolvent by Western accounting standards. 

4. See Berg (1994) for a discussion and evidence of macroeconomic resource 
misallocation in CEE. 

5. In this chapter the term `state enterprise' refers to enterprise ownership at 
the beginning of the transition, unless otherwise specified. Hence, it 
includes enterprises privatized during the transition. 

6. Transition countries are often ranked by the depth of their transition reforms 
(EBRD, 1994, 1995). The advanced countries in CEE are the Czech 
Republic, Hungary and Poland. The less advanced ones are Bulgaria and 
Romania. 

7. Berg (1994), disagrees, arguing that a sectoral resource transfer pattern from 
state to private enterprises will eventually eliminate resource misallocation. 
However, he does not account for endogenous changes in the productivity 
differential through this process, nor for macroeconomic constraints (fiscal 
and political) on the transfer process (Chadha and Coricelli, 1994; Rodrik, 
1995). 

8. See Thorne (1993), for a detailed account of bank reform measures in CEE. 
9. It is not easy to compare the quantity of non-performing loans across coun- 

tries, because of differences in accounting systems and classification and 
disclosure rules. For example, there is a substantial difference in the 
reported share of non-performing loans in Hungary in 1993 before and after 
a change in loan classification rules. Also, the economic significance of the 
non-performing loans is not apparent from these data, because of differ- 
ences in bank capitalization and provisioning. Finally, assessing data over 
time is hard, because the rules change. However, abrupt shifts in the share 
of loans that are non-performing or persistent trends, combined with survey 
evidence (reported in a later section) are informative. 

10. Thorne (1993), provides evidence that private banks prefer to lend to private 
enterprises. 

11. Aghion et al. (1994a) and Blanchard and Aghion (1996) discuss insider 
resistance to privatization, which may have a counterpart in monitoring 
costs. This is a promising area for future research; see the conclusion. 
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12. Debt consolidation is relevant to monitoring costs, however, since the inher- 
ited debt stock is a disincentive to enterprise managers to embark on costly 
restructuring, as some of the return accrues to the creditor. 
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