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I. INTRODUCTION

In recent years, the countries of Eastern Europe have made fundamental changes to

their financial systems. The objective is to move these systems away from centrally planned

economies (CPEs) towards market-oriented systems more commonly found in the West. In

Section II of this paper, we briefly survey the stylized model of a financial system in a

market-repressed CPE. This is then followed in Section III by comparisons with a

benchmark model of a fully liberalized market-driven Western-type financial system,

including the advantages and disadvantages of various paths from pre-existing financial

structures to the market-driven system. Section IV reviews a number of transition issues, and

surveys the available evidence on the progress made to date. Finally, our conclusions in

Section V outline the design of a universal banking structure for an emerging market system.

II. STYLIZED MODEL OF FINANCIAL SYSTEMS IN CPEs

During the 1980s and 1990s many socialist countries have moved, at least notionally,

towards liberalizing their financial systems -- China (1984), Hungary (1987), USSR (1988),

Poland (1989) and Czechoslovakia (1990), for example. Each has chosen a different path

to liberalization, but virtually all have started from the point of a repressed command-type

financial system. While each pre-existing financial system had some unique features, all

have tended to conform somewhat to the stylized model described below.

At the financial center of most CPEs stood a mono-bank that combined the central

banking and commercial lending functions of the financial system.
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Commercial Lending

The primary aim of the mono-bank's commercial lending function was to help fulfill

the real-sector goals of the overall output plan of the economy. Consequently, the

commercial lending decision was fully integrated into the centrally-determined credit plan

of the economy. Essentially, state firms received sufficient credit to allow them to pay for

factor inputs and goods and services from other state firms so as to meet their output goals

under the plan. The role of the banker was to monitor whether a firm's borrowings fitted

the ffian-use or purpose i.e., maintaining a tight plan -- rather than for reasons

relating to morai hazard or risk exposures.

Indeed, lending rates were fixed at very low levels and, as indicated, credit decisions

were made independently of the credit risk associated with the borrowing state enterprise.

For example, credit failures were usually viewed as centralized problems of the country's

process. this scenario, vas little to inhibit inefficient firms from

borrowing to accumulate real assets other than the productive and financial efficiency with

which the bank manager monitored and enforced the goals of the credit plan.'

Finally, while firms generally used cash for the purposes of wage settlements,

inter-fi rm pavments were generally satisfied via settlements from "deposit" accounts held

by firms at the mono-bank. Rarely were households permitted to deposit at the mono-bank,

thereby creating a stark dichotomy between the household finance or retail (savings) sector

and the firm or wholesale (borrowing) sector.

1 By implication, growth-maximization may have been a recognizable goal of management rather than
the more comrr only observed value-maximization by Western private firms in which stockholders exercise overall
control. Howe',er, breakdowns in stockholder discipline result in agency problems whereby managers in Western
capitalist firms overtly pursue growth maximization objectives. Reasons given for Western firm managers pursuit
of growth objectives vary, but include managerial risk-aversion so that size allov,s greater business-line risk
diversificatiot.
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Monetary Poilu

Monetary policy as understood in most Western countries was non-existent in CPEs.

Specifically, interest rates played no role in the rationing or allocation of credit. The usual

tools of monetary policy affecting interest rates, such as the discount window and open-

market operations, did not exist for the simple reason that the central bank and commercial

bank(s) were one and the same, and that there were no bond or other financial markets

in which to carry out central bank open market operations. Reserve requirements were also

non-existent. The budgetary and credit plans, to the extent that they called for lower (or

higher) growth of credit to state firms, was the nearest that the CPEs came to the use of

a monetary policy (or even credit policy) control instrument. The usual central banking

micro-control functions were also absent, such as bank inspection and surveillance and

prudential regulation. Indeed, the accounting systems used by banks and financial firms in

CPEs bore virtually no relationship to the true economic values of real and financial assets

held on banks' and firms' balance sheets.2

The Savings Bank

As noted, there was often a stark dichotomy between the household sector and the

commercial sector of the CPE economies. Household financial needs were met by the cash

plan, which sought to ensure that consumers had sufficient liquidity to conduct normal

purchases of goods and services in cash. The use of checks at the retail level for the

purchase of goods and services was virtually unknown. The major borrowing undertaken

It is arguable that the wide-use of book value accounting rather than market-value accounting methods in
the West (especially by banks) has induced transparency problems similar (but to a much lesser extent) to chose
resulting from Eastern-style accounting systems.

4



by households was usually home-purchase, financed by low-cost loans from the savings bank

funded, in turn, by low-cost retail deposits. Indeed, the retail depositor invariably earned

a negative real rate of interest on savings by virtually any measure of inflation. However,

despite this, and due to the absence of alternative savings vehicles -- as well as attractive

consumption opportunities -- large savings balances were often accumulated in CPEs either

in the form of deposit balances in savings banks or as direct cash holdings. Thus, mort

CPEs entered the liberalization phase with large savings "overhangs" that needed to be

absorbed either by the creation of new savings vehicles or the availability of goods or

services attractive to consumers.

The Trade Bank

In charge of the CPE foreign exchange plan and the external borrowing plan was

either a department of the mono-bank or a specialized international trade bank. As with

credit, foreign exchange was not allocated by the price mechanism, but rather by the needs

of the plan. Exchange rates, to the extent that they were posted, appeared to play the role

of internal shadow-accounting prices, and had no links to underlying real-side determinants

such as PPP (although black market rates often reflected some measure of economic

reality).

The Capital Market

Rarely were government bonds issued locally. Even if they were, there was no

secondary market in such instruments. After all, budgetary deficits could easily be covered

by the CPEs' cash/credit plans -- i.e., by printing fiat currency. Given the absence of
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property rights and the primacy of state ownership, equity markets did not exist for firms.

Thus, enterprises tended to rely on debt (mono-bank credit) as their primary source of

finance. That is, they operated with a capital structure of external debt (bank loans) and

internally generated equity (retained earnings/business savings, if any).

In sum, the stylized CPE had the following characteristics:

(1) Absence of activist monetary policy.

(2) Lending policy divorced from credit risk.

(3) Credit allocated independently from interest rates.

(4) Dichotomy between household savings and commercial firm borrowings.

(5) Stultified payments systems largely based on cash.

(6) Absence of a foreign exchange market and exchange rate to allocate scarce

hard currency.

(7) Very limited menu of financial daims facing borrowers and lenders.

(8) A significant "overhang" of savings by households.

(9) Absence of prudential controls and meaningful financial statement

(accounting) systems.

II. FINANCIAL SYSTEM BENCHMARKS

Assuming the stylized facts presented in the previous section are reasonably

representative of the financial systems as they have existed in Eastern Europe since the end

of World War II, up until the recent movement towards liberalization, it is necessary to

compare these characteristics with a set of benchmarks that are thought to describe

high-performance financial systems in market-oriented Western economies. These
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benchmarks can be considered necessary components of financial systems that seek to

maximize static (allocational) efficiency e.g., in the allocation of credit across borrowers -

- and dynamic efficiency, specifically with respect to financial innovation and accelerated

rates of capital formation. At the same time, such systems seek to ensure financial system

safety and stability, and adequate instruments and markets for the transmission of monetary

policy. However, if indeed Western type financial systems are viewed as the final objective

or benchmark of liberalization, policymakers in repressed economies need to carefully

distinguish between the different modes of financial contracting in these economies and the

regulatory structure underlying contracting behavior itself. Specifically, while it is generally

desirable to have competing modes of financial contracting, some regulatory features of

advanced Western economies may be sub-optimal, in the sense of raising new distortions

rather than correcting old distortions.

The Process of Financial lntennediation

A convenient "model" that can be used to guide thinking on the role of financial

institutions and markets in a market-oriented system can be summarized in Figure I. The

diagram depicts the financial process (flow-of-funds) among the different sectors of the

econ.omy in terms of the underlying environmental and regulatory determinants or drivers,

as well as the generic advantages needed to profit from the three primary sectoral linkages.

The three primary processes or linkages are: (a) savings/commercial banking and other

traditional forms of intermediated finance. (b) investment banking and securitized

intermediation, and (c) various financial direct-connect mechanisms between borrowers and

lend ers.
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INSERT FIGURE 1 ABOUT HERE

Ultimate sources of surplus funds arise in the household sector (deferred

consumption or savings), the corporate sector (retained earnings or business savings) and

the government sector (budgetary surpluses). Under the first or "classic" model of financial

intermediation, savings (or funds-sources) are held in the form of deposits or alternative

types of liability daims issued by commercial banks, savings institutions, insurance

companies or other forms of organizations (FIs) entitled to finance themselves by placing

their own liabilities directly with the general public. These FIs then use these funds flows

(liabilities) to purchase domestic and international assets issued by non-FI agents such as

firms and governments. 3 Under a second and alternative model of funds flows, savings may

be allocated directly to the purchase of securities publicly issued and sold by various public-

and private-sector organizations in the domestic and international financial markets. Under

a third alternative, savings surpluses may be allocated directly to borrowers through various

forms of private placement and other direct-sale mechanisms.

Ultimate users of funds comprise the same three sectors of the economy. Consumers

may finance purchases by means of personal bans from banks or by bans secured by

purchased assets (hire-purchase or installment bans). These may appear on the asset side

of the balance sheets of credit institutions on a revolving basis, for the duration of the

respective loan contracts, or they may be sold off into the financial market in the form of

securities backed by consumer credit receivables. Corporations may borrow from banks in

Financial daims issued by FIs are usually delineated as "secondary securities" as opposed to the
primary securities (bonds, equity) issued by firms and backed by "real assets."
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the form of unsecured or asset-backed straight or revolving credit facilities and/or may sell

debt obligations (e.g., commercial paper, receivables financing, fixed-income securities of

various types) or equities directly via the financial market. Governments may likewise

borrow from credit institutions (sovereign borrowing) or issue securities directly. With the

exception of consumers, other borrowers such as corporations and governments also have

the possibility of privately issuing and placing their obligations with institutional investors,

thereby circumventing both credit institutions and the public debt and equity markets.

Alternative Modes of Financial Contracting or Flows

The flow-of-funds linkages depicted in Figure 1 present in a schematic and simplified

fashion the three aforementioned alternative modes of financial contracting and flows via

(1) credit institutions, (2) the public securities markets, and (3) private placement. In the

first mode, depositors buy the "secondary" financial daims or liabilities issued by credit

institutions, and benefit from liquidity, convenience, and safety through the ability of FIs to

diversify risk and improve credit quality through professional asset management, and

monitoring of their holdings of primary financial daims (debt and equity). Savers can

choose among a set of standardized contracts and receive payments services and interest

that may or may nor be subject to varying degrees of government regulation.

In the second mode, investors may select their own portfolios of financial assets directly

from among the publicly issued debt and equity instruments on offer. This may provide a

broader range of options than standardized bank contracts, and permit the large investor

to tailor his or her portfolio more closely to personal needs while stil] achieving acceptable

liquidity through rapid execution of trades (aided by linkages with banks and
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other FIs that are part of the domestic payments mechanism). Small investors may choose

to have their portfolios professionally managed, for a fee, through various types of mutual

funds.

In the third mode, investors buy large blocks of privately issued securities. In doing

so, they often face a liquidity penalty -- due to the absence or limited availabilities of a

liquid secondary market -- for which they are rewarded by a higher yield. Recent

institutionai and regulatory developments have added to the liquidity of some

direct-piaceme	 narkets.4

Value to ultimate savers, inherent in the financial processes described above, accrues

in the form of a combination of yield, safety and liquidity benefits. Value to ultimate users

of funds accrues in the form of a combination of financing cost, transactions cost, flexibility

and liquidity benefits, Value can be enhanced through credit backstops, guarantees and

deriva.tive instruments such as forward rate agreements, caps, collars, futures and options.

Further, markets can be linked domestically and internationally. Globalization of the

financial flow of funds process makes it possible for savers and issuers to gain incremental

benefits by additionally enhancing liquidity, and yield or reducing transaction costs.

In a world of no (or equal) barriers to entry, various firms emerge to perform the

roles identified in Figure 1 -- commercial banks, savings banks, postal savings institutions,

savings cooperatives, securities firms (full-service firms and various kinds of specialists),

mutual funds, insurance companies, finance companies, finance subsidiaries of industrial

ia the U.S. the SEC instituted its Regulation 144A to allow large investors to trade privately placed
imong themselves beginning in April, 1990.
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companies, and various others. Members of each strategic group compete with each other,

as well as with members of other strategic groups. If permitted to do so, each organization

selects to operate in one or more of the three financial process modes identified in Figure

1, according to its competitive advantage (i.e., its efficiency in the financial production

mode).

Stalle and Dynamic Efficiency Aspects

Issues relating to the static and dynamic efficiency of the three alternative financial

processes are depicted in Figure 2. Efficiency is obviously important from the standpoint of

static resource allocation, not only within the financial services industry itself but also as

it effects users of financial services. That is, since financial services can be viewed as inputs

to the overall real production process, along with labor and capital, the level of national

output and income -- as well as its rate of economic growth -- are directly impacted.

Clearly, a "retarded" financial services sector can represent a major impediment to a

nation's overall real economic performance.

INSERT FIGURE 2 ABOUT HERE

In Figure 2, static efficiency is modelled as the all-in weighted average spread

(differential) between rates of return provided to ultimate savers and the cost of funds to

users. This "gap", or spread, depicts the overall cost of using a particular mode or type of

financial process. In particular, it reflects the direct operating and financial costs of

production (operating and administrative costs, cost of capital etc). It also reflects losses

incurred in the financial process, as well as any monopoly profits earned and liquidity
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Figure 2
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premia. Financial processes that are considered "statically inefficient" are usually

characterized by high "spreads" due to high overhead costs, high losses, barriers to entry, and

the like.

Dynamic efficiency is characterized by high rates of financial product and process

innovation through time. Innovation broadens the menu of financial products available to

ultimate issuers, ultimate savers, or other agents along the various financial process channels

described above. Indeed, perhaps the most powerful catalyst affecting the competitive

dynamics of the financial services industry has been technological change. 5 Product

innovations usually involve creation of new financial instruments (e.g., caps, futures, options,

swaps) along with the ability to replicate certain instruments by bundling existing ones

(synthetic securities) or to highlight a new financial attribute by re-bundling existing

instruments [Levich and Walter, 1990]. Process innovations include contract design (e.g.,

cash settlement futures contracts), methods of settlement and trading, techniques for

efficient margin calculation, new approaches to contract pricing, passive or index-based

portfolio investment techniques and a range of others.

It is against a background of product and process innovation that financial markets

and institutions in the West (particularly the U.S. and U.K.) have evolved -- especially

innovations affecting the linkages among markets, among the ultimate sources of funds and

the ultimate users of funds domestically and internationally. Global financial markets for

foreign exchange, debt and even equity have developed various degrees of "seamlessness."

Financial innovation and technological change are not independent. Advances in technology, primarily
in telecommunications and information processing, has greatly facilitated the drive to create and broaden both
product and process innovations.
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[Smith and Walter, 1991]. Indeed, it is arguable that the most advanced Western financial

markets are approaching the theoretical complete financial markets of Arrow and Debreu -

whereby there are sufficient financial instruments (and markets), and combinations thereof,

to span the whole state-space of risk outcomes. 6 Financial systems that are deemed

dynamically inefficient or incomplete are characterized by a limited range of financial

services and obsolescent financial processes.

Static as well as dynamic inefficiencies, in terms of Figure 2, represent a burden on the

final consumers of financial servi,' es and potentially reduce the level of private and social

welfare. They also represent a burden on producers, by raising their cost structures and

eroding their competitive performance in international markets. As such, they distort the

patterns of allocation of labor as well as capital. The reason for progressive deregulation

in a number of Western countries during the 1 080s was an attempt to capture, for the

countries invoh ed, static and dynamic efficiency gains -- and at the same time to capture

the value-added generated in the financial services industry itself.

Economies of Scale and Scope

Within this overall framework, economies of scale are available to banks and other

financial sen;ice firms if the long-run average cost of providing various financial services

decreases as the size of "output" increases. Economies of scale are associated with greater

efficiency in the use of fixed physical capacity, for example. Diseconomies of scale exist

when	 exceeds some minimum efficient scale, resulting in reduced levels of

6 In a complete financial market the number of possible uncertain outcomes can exceed the number
of finanrial instruments available. Rather, it is the ability of the investor to combine these instruments to alter
[heir pay- off functions in the desired manner that is important.
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operating efficiency due to factors such as increased communications costs, problems of

congestion in the production process, agency costs, and the like.

A number of recent studies both of specific financial output production functions and

types of financial organizations [e.g., Nakajima, 1987; Shaffer, 1990; Walter and Thomas,

1991] have found evidence of economies of scale in Western financial systems that were not

apparent in earlier studies which focused primarily on the deposit and lending processes

of relatively small banks [See Clark, 1988, for a review of this literature for the U.S.].

Economies of scope in the production of financial services may arise in various ways,

all of which involve a financial institution's potential ability to provide multiple products

together at lower cost than each product separately. The fact that one financial service is

supplied by a firm may result in a reduction in the cost of supplying a related product.

Examples include: (a) Transactions systems that can be shared across multiple

processing-intensive functions; (b) Information that can be gathered and maintained by the

institution and used in the production of a range of financial services at low incremental

cost; (c) Client relationship management that can be applied in the delivery of multiple

types of financial services; (d) More efficient monitoring of risks related to multiple

exposures of a financial institution to a particular client; and (e) The ability to react more

flexibly and efficiently to changes in demand patterns in the market.

Economies of scope may also exist on the financial product demand side as well as the

supply (cost) side. Such demand-side economies of scope concern the lowering of

information and search costs, monitoring and contracting costs, and other transactions costs

when consumers of financial services use a single supply source. Specifically, economies of
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cross-selling rest on the supposition that the final value to consumers or users of multiple

financial services supplied by a single financial services firm exceeds the value of financial

services bought from separate vendors. If this is correct, the buyer will value more highly

(and therefore be willing to pay more for) cross-sold products as part of a multiple-product

relationship than for separately-sold products. The value of demand-side economies of

scope ciearly depend on the nature of the buyer. At one extreme stand major international

companies having sophisticated treasury operations capable of easily and efficiently tapping

multiple markets and vendors. At the other extreme stand retail clients who can potentially

gain by sourcing payments transactions, loans, deposits, mutual funds and insurance on a

"one-stop" basis.

Cross-selling of banking and other financial service products (e.g., insurance products)

appears particularly viable in the case of banks that have extensive retail and transactions

processing networks which can be used for insurance distribution at relatively low

incremental cost. In particular, most life insurance requires little after-sales service, as do

tax-efficient savings-related instruments (such as universal life policies sold in the U.S.) that

compete with bank deposits and mutual funds.7 Arguments against bank-insurance

cross-selling usually focuses on the notion that life policies, for example, will get lost among

the other financial services being offered by the bank and that the selling and compensation

aspects arc fundamentally different.

D seconornies of scope involve: (a) Possible inertia and lack of responsiveness and

creativity that may corne with increased firm size and bureaucratization; (b) "Turf' and

This may not be true for property and casualty insurance, however.
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profit-attribution conflicts that increase costs or reduce product quality in meeting client

needs; (c) Cultural differences across the organization that inhibit efficient delivery of

financial services; (d) Customer information disclosure across the organization that may be

viewed as inimical to the clients' best interests; and (e) Product tying (and other conflicts

of interest) that may cause a financial firm to act against the best interests of its clients.

It has been noted [Herring and Santomero, 1990] that demand-side and supply-side

scope economies have different implications for the optimal organizational form of financial

institutions. Whereas supply-side scope economies can best, and perhaps only, be achieved

within a single integrated organizational structure, demand-side scope economies can be

achieved through less direct inter-organizational linkages. For example, an insurance

company affiliate selling mutual funds managed by an affiliated bank, or a bank selling life

insurance underwritten by an affiliated insurance company. The two types of linkages may,

of course, coexist.

It is clear that market conditions as well as the nature of the production function for

financial services will decide the balance of economies and diseconomies of scale and

scope.8 It is therefore important for the competitiveness of individual firms, as well as for

users of financial services and national economies as a whole, that nascent financial

institutions in Eastern Europe be perrnitted to exploit any scale and scope economies that

are potentially available by choosing the appropriate organizational or institutional form

through which to sell financial services (see Section III below).

8 Interestingly, a recent study by Walter and Thomas (1991) on the world's 200 banks found no evidence
of cost economies of scope.
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Competition Among Financial Processes in Free Markets

In terms of the three alternative channels of financial funds flows identified in Figure

1, the shifts that have characterized the United States financial system are presented in

Table 1. It is evident that fully intermediated financial flows (Mode 1) have dramatically

given way to partially disintermediated flows via the securities markets (more closely fitting

Mode 2). Note the decline in the shares of specialized traditional FIs such as commercial

banks, thrifts, and insurance companies from 1946 to 1990, and the dramatic rire in shares

of finance companies, pension funds and mutual funds that allow issuers and investors more

direct access to primary securities markets -- so called "securitization".

INSERT TABLE 1 ABOUT HERE

The reason for this migration of financial flows from one process to the other,

arguably, iras mach do with cnanges ra the relative static and dynamic efficiency

characteristics and costs (or spreads) of intermediation via traditional financial institutions

versus more direct securities market processes. These processes compete with each other

on static and dynamic criteria, resulting in the significant long-term shifts in market shares

evident in Table 1. That the shift away from the traditional intermediation mode has not

been confined to the United States is indicated by Figure 3, which shows that the same

phenomenon occurring in the United Kingdom, Japan and Germany, (albeit to a different

degrees) these trends, the next set of developments in the most innovative Western

markets is likely to involve replacement of traditional and even the newer forms of financial

intermediation by the pure direct-connect mechanisms identified by Mode 3 in Figure 1,

including direct intercompany payments, increased private placements of securities and the

like -	 the pure forms of financial processes that may completely cut out FIs altogether.
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Table 1
Financial Assets of Selected Financial Institutions

Institutions 1946 1950 1960 1970 1980 1990
Commercial banks 57.3 51.2 38.3 38.6 36.7 31.2

S&L associations 4.4 5.8 11.9 12.9 15.4 10.2

Mutual savings banks 8.0 7.6 6.9 5.9 4.2 2.5

Credit unions 0.2 0.3 1.0 1.3 1.7 2.0

Life insurance companies 20.3 21.3 19.3 15.0 11.5 13.1

Private pension funds 1.5 2.4 6.4 8.3 11.6 10.9

State and local pension funds 1.2 1.7 3.3 4.5 4.9 7.4

Other insurance companies 3.0 4.0 4.4 3.7 4.3 5.0

Finance companies 2.1 3.2 4.6 4.8 5.0 5.3

Real estate investment trusts 0.0 0.0 0.0 0.3 0.1 0.1

Mutual funds 0.6 1.1 2.8 3.5 1.5 5.7

Money market mutual funds 0.0 0.0 0.0 0.0 1.9 4.6

Securities brokers & dealers 1.5 1.4 1.1 1.2 1.1 2.0
Total * 100.0 100.0 100.0 100.0 100.0 100.0

Total in ($billions) 234 294 600 1342 4040 10,751
• Note: Columns may not add to exactly 100% because of rounding.

Source: Board of Governors of the Federal Reserve System,  Flow of Fonds Accounts, varions editions.



INSERT FIGURE 3 ABOUT HERE

Regulation and Problems of Safety and Soundness

Internationally, countries that fail to align their regulatory structures to those of the

most market-driven national financial systems and the largely unregulated and untaxed

Euromarkets run the risk of having financial transactions migrate to financial centers

offering lower net regulatory tax burdens [see Levich & Walter, 1990]. This is well

recognized in countries like the United Kingdom -- for example during the debates on the

1986 Financial Services Act -- where the global competitive performance of national

financial institutions and markets are of paramount importance. In countries like Canada,

Australia, France, Japan, the Netherlands and Germany, discussions of conditions affecting

the financial services industry have invariably been set against the need to compete in the

global financial marketplace. No Western financial center is prepared to see its global

significance or importance decline and an are acutely aware of the benefits of achieving a

greater share of global financial activity.

This is not to say that Western countries are naturally evolving towards completely

unregulated systems, or that all regulation is perceived to be bad. To the extent that

information flows among contracting parties are imperfect, regulation can clearly reduce

contracting costs and disturbances (negative externalities) and can improve on the allocation

of resources even in liberalized financial systems. Thus in fledgling liberalized financial

systems -- such as those in Eastern Europe -- where information asymmetries are probably

extraordinarily large, efficient regulation becomes crucial to FI and market development.
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Figure 3
Distribution of Financial Assets: U.S., Japan, West Germany, Britain
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Bodies like the U.S. SEC that force firms to produce timely accounting statements, FASB

that lays down accounting raies and standards, and bank supervisors who both monitor and

produce information about FIs, play an extremely important mie in engendering investor

confidence in financial markets and institutions.

While it is arguabie that some Western countries' financial markets have reached a

stage of information perfection, whereby the marginal private and social costs of information

production may not be below the marginal benefits of more information production, it would

be verv bard to make such a case for Eastern European financial markets.

Where regulators can only partially, but not completely, remove information

imperfections in financial markets, financial panics and instabilities are likely to occur.

Plus, even in the highly developed and liberalized financial systems of the West, a case can

be made iu, the public provision of depo g i f insurance schemes and a lender of last resort

(LOLR) facility.

Banking panics can occur in privately organized banking markets for two reasons.

The first reason is the nature of the deposit contract such that depositor place-in-line

(queueing) matters when banks become distressed (unlike mutual fund contracts where

investors share remaining assets on a pro-rata basis). Second, private (asymmetric)

information among bank owners and depositors, attempting to ascertain the true value of

bank assets, creates observability problems. These observability problems arise because of

the genei al use (or misuse) by banks of "book" rather than market-value accounting systems,

and the 'nfrequent trading (and hence absence of current price information) on the value

of many loans in the bank's asset portfolio. Consequently, bad news regarding a specific
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bank or even banks in general creates incentives for depositors (and other investors) to

engage in "runs" by withdrawing their funds. Such runs can have contagious effects on other

(sound) financial institutions due to the problems depositors and investors have in

differentiating systematic from unsystematic risk in a world of information imperfection and

asymmetries.

In such a world, which can reasonably be expected to characterize Eastern European

financial systems in their liberalization phase, deposit insurance can be an extremely useful

regulatory tool to pre-empt bank-run and panic incentives, since a well funded deposit

insurance scheme can completely remove the incentives of depositors to withdraw funds --

i.e., place-in-lMe no longer matters to depositors.

However, given the opportunity to design financial systems from a "clean slate", it

is mandatory that such schemes (in the East) should be structured to be incentive-

compatible and to avoid the type of moral hazard problems observed in the U.S. with

respect to FDIC and FSLIC, and which are also potentially built into the deposit insurance

schemes of a number of other Western countries. A major source of this moral hazard

problem associated with deposit-insurance has been the failure to tie the premiums paid by

banks into the deposit insurance fund to bank risk-taking (as any private insurance company

would normally do). At the same time, failure to impose appropriate closure, surveillance

and monitoring procedures and mies on the institutions covered by deposit insurance

contracts compounds the problem. Given a clean slate, private banks and savings

institutions in Eastern European economies might be allowed to offer deposits backed by

a public deposit insurance fond. But the deposit insurance contract should align the fees
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paid to the insurance fund to the perceived risk of the insured institutions as measured by

bank regulators and other surveillance/early warning systems. Furthermore, privately

operated and owned banks must not be allowed to continue to offer insured deposits when

they arc insolvent (i.e., have negative net worth), since in this case they have every incentive

to take asset gambles to improve returns while owners can lose no more on the downside -

since net worth is already zero or negative, and limited liability rules prevail.

Thus. if limited liability rules apply to East European privately operated FIs in a

world of deposit insurance/guarantees, it is incumbent on regulators to enforce stringent

capital adequacy or net worth rules and to close banks before owners' net worth becomes

negative. Risk-based premiums, efficient monitoring and surveillance, and firmly-

implemented capital adequacy rides tend to make deposit insurance schemes incentive-

compatible from a risk-taking perspective, and therefore a positive tool for financial market

develop ,ent. Deposit insurance without surveillance or capital-adequacy rules is a recipe

for increased, rather than decreased, financial instability.

In addition to (incentive-compatible) deposit insurance, a lender of last-resort facility

continues to be viewed as an extremely beneficial regulatory tool in liberalized financial

systems. When properly designed, FIs turn to the LOLR when facing systemic or

idiosyncraic liquidity problems. The LOLR facility allows them to avoid engaging in

disruptive "fire-sales" of assets in order to meet sudden and unexpected liquidity problems.

As such. the 1.0LR facility encourages FIs to engage in traditional intermediation functions

,uch as —dit.ing long-term in relatively illiquid markets white borrowing short-term. As with

depos. insurance, an ill-designed LOLR facility can create significant social costs as well
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as benefits in a liberalized financial system. Consequently, the administrators of the LOLR

facility need to price and/or ration access, so that LOLR borrowing occurs only at a penalty

cost -- that is for purposes of "need" -- rather than for profit. This can only occur if the

explicit and implicit costs of borrowing from the LOLR exceed the costs of borrowing in

private markets (such as inter-bank borrowing). Indeed, full transparency might require

setting the LOLR above the nearest competitive free market rate (e.g., bank deposit rates).

In such a manner the LOLR function will impose a form of discipline on excessively illiquid

banks.

Moneta?), Policy

In the first stages of their financial liberalization, Eastern European FIs are likely to

remain the major conduits for savings intermediation relative to financial markets. This

assumes that their financial development process will tend to follow over a period of time

that of most Western economies from Mode 1 to Modes 2 and 3 in Figure 1, albeit perhaps

more quickly. Consequently, liberalization requires far greater weight to be placed on

monetary policy instruments that have a minimum distortive effect on credit allocation

decisions. In Western financial systems, this has been reflected by increased central bank

reliance on open market operations and reserve requirements rather than credit controls,

sectoral credit rationing and interest rate ceilings on loan and deposit rates which have been

common in Eastern Europe. Further, given the probable thinness and incompleteness in

secondary markets for government debt in the early stages of financial liberalization in

Eastern Europe, a greater reliance on reserve requirements rather than open market

operations would seem to be in order, certainly until capital markets generate sufficient
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depth. At the very least, credit quantity and interest rate controls should be phased-out as

being inconsistent with a liberalized financial system that seeks to impose as low as possible

a net regulatory burden on financial market participants.

III. FINANCIAL MARKET DEVELOPMENT AND UNIVERSAL BANKING

To the extent that Eastern European financial systems are likely to follow the stylized

development (benchmarks) of Western financial systems in some accelerated fashion -- that

starting with an intermediate ,' flow of funds (Mode 1), moving through greater

securitization of assets towards Modes 2 and 3 and greater reliance on direct financial flows

rather than intermediated financial flows -- there arises a number of organizational issues

regarding what might provide a more efficient transition than has historically occurred in

some Western countries.

paramount organizationai ssue at the Mode 1 financial intermediation level is

the choice between establishing a financial intermediation system based on separated FIs

and one that allows FIs greater freedom to pursue multiple product lines and markets, that

is, to operate in a "universal banking structure." At one extreme lies the U.S., with a fairly

sepano..it (relatively specialized) financial institutions structure while at the other extreme

lie Switzerland and Germany, with more universal FIs. Thus, an important institutional

choice confronts Eastern European policymakers as to which model to choose.

The fact that the U.S. [see U.S. Treasury, 1991] has proposed adopting a more

ersar 11 1,anking system suggests some degrce r-f dissatisfaction with a regulatory structure

in which financial intermediaries are specialized in small sets of products and can only

engage in non-traditional financial activities through separately capitalized affiliates of a
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holding company -- and even then, only subject to restrictive financial and operational

"firewalls" or restrictions among the affiliated institutions. By comparison, in the German

universal banking system an FI can engage in securities activities in-house and in insurance

activities through a subsidiary of the bank rather than via an arms-length holding company.

In the U.K., banks can also engage in a form of universal banking through direct securities

and insurance subsidiaries with a minimum of financial and operational firewalls.

Consequently universal banking along German or U.K. fines allows FIs to better

exploit potential economies of scale and scope both on the cost and demand (revenue)

sides -- as well as exploiting potential risk diversification benefits. [Pugel, Saunders and

Walter, 1991] For example, new bank loans and new corporate debt issues have historically

been negatively correlated in the U.S. [Saunders, 1985]

Universal banking carries with it a number of more subtle benefits as well. For

example, investment banks in the process of securities underwriting serve to reduce the

information asymmetry between the true value of a firm's assets and their value as perceived

by outside investors. Accurate pricing of asset-values based on superior information is the

key characteristic which underlies a securities underwriter's franchise and hence its value as

a going concern. An argument can be made that universal banks have greater access to

information about prospective issuers, by virtue of their traditional commercial banking

relationships with the customer, and can price new securities more accurately than

specialized investment banks especially with respect to initial public offerings. The

benefits of universal banking in this case would be reflected in lower costs to issuers and/or

higher returns to investors, thereby enhancing the efficiency of the underwriting process.
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Further, universal banks' networks of retail branches may be able to more easily place new

security issues.'

Universal banking does not necessarily mandate a German-type model that would allow

financial firms to take both debt and equity stakes in customers non-financial (firms).

Observers such as Cable (1985) Sheard (1989), Prowse (1990) and Kim (1990), have argued

that th; iuccess of the German as well as Japanese economies is partly attributable to the

direct equity links and "main-bank" relationships developed between banks and firms in

those countries. Fama (1985) also argues that, while lending makes a bank a privileged

insider the firm, by owning equity in a firm as well, the bank becomes even more of an

insider to the operations of the firm than if it remained just a privileged creditor (lender).

As a resuit, a bank can exercise greater control over the riskiness of projects chosen by the

firm. It is argued that full insider status internalizes and perfects information flows from

the firm to the bank, allowing the bank to make more efficient and timely financing

decisions. That is, organizational structures in which banks hold both debt and equity stakes

in customer firms can be seen as creating an internai (but informai) capital market between

bank and firm these links are especially important in the absence of deep and formai

external financial markets as will continue to be the case in Eastern Europe for some time

to coure..

Ft=rthermore, by holding direct equity stakes in non-financial companies, banks have

greater aoility to control the risk-taking and investment decisions of firms and to discipline

errant managers e.g., German universal banks are normally represented on the boards of

Brarrh networks have played such a function in Germany and Switzerland.
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directors of corporations in which they hold significant equity stakes and vote fiduciary or

proxy shares. Recent research has also shown that Japanese firms with a main bank

relationship (i.e., members of an integrated bank-finance Keiretsu group) are less likely to

be liquidity-constrained [Hoshi, Kayshap and Sharfstein 1991(b)] and more likely to be able

to survive periods of financial distress by continuing their investment programs [Hoshi,

Kayshap and Sharfstein 1991(a)] -- although the latter may be distinctly sub-optimal if short-

term financial distress is a strong signal of long-term inefficiency of the firm.

In the Eastern European context, by having both debt and equity stakes in non-

financial enterprises, universal banks would be in a strong position to force preemptive

restructuring of those enterprises -- short of bankruptcy using both traditional lending

sanctions as well as board-level influence, which itself is critical in real-sector adaptation to

shifting economic conditions. It is arguable whether ordinary control functions exercised

either by creditors or by external shareholders are sufficiently up to this task during major

periods of economic transformation. Indeed, it is arguable that effective privatizations in the

absence of a viable equity market  can only be carried out in the presence of strong universal

banks.

These benefits of universal banking would have to be weighed against the risk that

East European financial system would be quickly monopolized or become highly

concentrated -- with all financial services provided by one or two large conglomerate FIs.

What is critical is that a rigorous set of structure-conduct-performance standards be applied

to emerging universal banking structures in Eastern Europe. In terms of market structure,
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there should be a sufficient number of vigorous competitors or potential entrants' to assure

static efficiency and the continuous application of new product and environment. Existing

firms should, in turn, be held to strict antitrust conduct standards that inhibit the emergence

of financial cartels, and prevents the use of universal bank equity holdings to undermine

effective competition in the non-financial sector. Nor should universal banks be pressured

by the state into lending and investment exposures that fail to meet arm's-length banking

criteria. Application of effective competitive structure/conduct criteria will help assure

m ,Imum performance contributions on the part of the financial sector to national economic

objectives.

Within this context, emerging Eastern European financial systems should be fully

open to the potential and actual entry of banks and other financial firms from the West.

This -7P1 help assure the kinds of technological infusions, training, management and capital

adequacy needed tu capture the relevant static and dyna mie gains. Foreign-based institutions

should be able to establish de novo branches, agencies or subsidiaries, purchase existing

banking assets, take equity stakes in emerging local financial institutions, form strategic

alliances with such institutions, and generally benefit from national treatment vis-a-vis their

local competitors. By forcing local financial institutions to live under a credible competitive

threat from internationally active players, the transition to Western levels of performance

in financial intermediation and control will be promoted. The cost of having a significant

segment of the domestic financial services industry under the control of foreign-based

institutio,is may be small in comparison to the gains [see Walter, 1988; Sagari, 1986].'

16 A potential entrant disciplines the pricing behavior of existing firms by their very "threat of entry."

The types of "costs" that are seen to arise when foreign entrants have a large share of domestic
banking assets include: (1) fears regarding loss of moral suasion powers by the central bank, (ii) concerns
regarding who will bear the costs of failure of foreign institutions and (iii) a more difficult environment for
domestic financial institutions.
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By its very nature, universal banking exposes customers to increased risks of conflicts

of interest, risks that are very difficult to control through formai regulations, especially

where equity stakes give a bank significant control over the financing and operating

decisions by the customer/firm. To the extent that ethical and reputational standards are

high, such concerns should carry little weight. However, poor internai ethical/behavioral

controls or minimal external reputational concerns would significantly weaken the case for

the universal bank model in Eastern Europe unless there is sufficient competition and

contestability in the market for financial services to act as a disciplinary device for errant

banks.

IV. THE TRANSITION

Whatever the form of the new financial systems of eastern Europe, the transition

problems will be severe. The sequencing from economic stabilization to financial and

economic restructuring has been extensively discussed, and is by now well understood.

However, even assuming successful macroeconomic policies, restructuring of enterprises and

restructuring of financial intermediation must proceed in tandem. Bank restructuring in

advance of restructuring of non-financial enterprises, as occurred in East Germany, can lead

to rapid increases in deposits accompanied by a dearth of attractive commercial lending

opportunities, with significant lending to the "business sector" possible only under guarantees

from the state. Restructuring of non-financial enterprises in the absence of banking reform,

on the other hand, inhibits access to adequate funding by enterprises at arms's length market

terms and results in inadequate bank monitoring of borrowers.

28



A workable transition obviously requires effective and transparent legal structures,

disclosure and accounting standards, some form of deposit insurance, and recapitalization

of existing banks. One such recapitalization strategy would be to divide existing banks into

"good" banks and "bad" banks -- as has recently been done in the United States in

connection with the S&L crisis, as well as restructuring of a number of commercial banks.

The "bad" banks are allocated all non-performing credits and remain in the hands of the

government until all such credits can be disposed of in connection with restructuring of

debtor enterprises, and the institutions themselves are eventually liquidated. Following loan

workouts, the "bad" banks sell their fully-restructured bans to the "good" banks at market

prices.

The "good" banks, in turn, might be sold-off by the government through some sort

of auction process to domestic and /or foreign investors required to meet appropriate

certification criteria and are subject to prudential controls (including capital adequacy and

liquidity standards, lending limits, etc.) by the central bank or an affiliated regulatory

authority, and have full access to LOLR facilities. Branches of the preexisting state bank(s)

may be allocated to other bidders for the "good" banking franchises in the auction process

in such a way as to avoid monopolization of markets. According to Brainard [1991], "The

introduction of accounting and supervisory standards for the banks are necessary steps. But

the most important step the authorities can take in this regard has nothing to do with

accounting or prudential regulations. It concerns the allocation of the country's banking

franchise to competing claimants; this is the government's most valuable scarce resource in

its effort; to introduce effective disciplines into banking."
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Owners of the "good" banks would have their own capital at risk, with no chance of

a government bailout, thus eliminating the moral hazard problem and encouraging

professionalism and enforcement of discipline on borrowers. Their lending activities would

be undertaken strictly according to tough, arm's length, creditworthiness criteria, probably

initially lirnited as a practical matter to secured lending and self-liquidating loans such as

working capital financing. Such a "decisive clean break" with the past [Brainard, 1991] would

require new management, new credit procedures, and massive retraining of the work force

as a complement to bank recapitalization.

A conundrum that arises in this transition process, however, is that the franchise or

scarcity-value of "good" banks sold to investors (and hence their willingness to inject capital

and know-how) depends heavily on the expected nature of the post-reform competitive

environment. Assurance by the regulatory authorities of restricted entry by competitors

would be conducive to the commitment of capital by investors, but would defeat the purpose

of promoting a dynamic and competitive banking system. Free entry coupled to strong

enforcement of antitrust tales, on the other hand, would serve the latter objective but could

discourage investors in the restructured financial system. A middle way could be to provide

initial entry limitations coupled to a predetermined "sunset" or "fadeout" period, after which

entry barriers would automatically be abolished. Specialist or niche investment banks,

finance companies, and other forms of financial institutions not accepting deposits from the

public would be permitted, and would compete with universal banks across a significant

range of their activities, and this could help contain monopoly power as well.
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A second problem is the likely interim lack of availability of mortgage or other long-

term and specialized credits on the part of the new banks. This could be handled through

financing by insurance companies and specialized mortgage banks accepting long-term

funds from the public -- which in turn could be affiliated with banks through separately

capitalized subsidiaries. Alternatively or in addition, government-supported pass-through

vehicles could be created to permit banks to originate mortgages through their branch

networks and subsequently sell them off into pools leading to (relatively liquid) mortgage-

backed securities in which the banks, in turn, could invest. Similarly, rural and urban

.;ooperative banks and savings banks could be encouraged, essentially on the German or

French models, operating alongside the universal banks and subject to separate regulatory

regimes.

Beyo d this, a next logical step would the creation of an active government,

securities market. Government bond market infrastructure and securities designed along the

lines that exist in either the United Kingdom or the United States n can be more or less

readily adapted to the emerging Eastern European environments, and can make more

efficient the ubiquitous government borrowing requirements to finance infrastructure

investments and other public expenditures. Besides providing a vehicle for the conduct of

monetary policy, an active government securities market can form the basis for markets in

other fixed income securities, and can be developed in tandem with the market for equities.

2 The U.S. and U.K. government bond markets are built around primary quotations and competitive
dealers ln the secondary markets. There is a strong link between the central bank and authorized dealers in
conducting monetary policy operations.
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The important thing is to have, at the end of the transition period, a level playing

field -- with a solid regulatory and LOLR underpinning -- on which the organizational form

of financial institutions depends primarily on market dictates, within the bounds of

prudential regulation by a modern independent central bank and/or banking supervisory

office. There is little doubt that universal batiks will play a significant role among the

institutional forms that are likely to emerge in such an environment.

Financial Reconfiguration Patterns

How far have the various Eastern European countries corne in departing from the

stylized repressed market model toward a more optimal system and how effectively have

they corne to grips with the transition problems? The experience to date has been highly

variable.

The financial system of the former German Democratic Republic (GDR) has been

effectively absorbed into that of the Federal Republic, with the acquisition of existing branch

networks of the GDR Kreditbank by Deutsche Bank and Dresdner Bank, Berliner

Stadtbank's partnership with Berliner Bank, and Deutsche Aussenhandelsbank's linkage to

Westdeutsche Landesbank, and de novo branching by these and other West German

financial institutions, notably Commerzbank and the savings banks. Recapitalization of the

banking system has occurred through these same institutions and the unique role of the

Treuhandanstalt. This experience is not reflected elsewhere in Eastern Europe, with the

East German successor system essentially indistinguishable from the classic universal

banking model of the Federal Republic. Initial evidence on competitive banking structures

in the former East Germany suggests that market monopolization will continue to be a
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problem, despite the progress made in financial and economic restructuring.

In Poland, the Bank of Poland was split into 9 commercial banks (ail state-owned)

in 1988 and a formai two-tier banking system was adopted with the establishment of a

separate central bank at the beginning of 1990. The nine Polish commercial banks account

for about 25% of banking assets through their lending to business enterprises, alongside six

state-owned specialized banks, the (hard-currency) Polish Development bank, the Bank for

Small Enterprises, and proposed banks intended to fend to environmental and housing

projects -- in addition to awarding some 60 private banking licenses, with 40 others pending

[Brainard, 1991; Sellon, 1990]. The dominance of credit allocation by the government-owned

banks, and the politicized role of the specialized lending institutions constitute major

departures from an effective market-driven approach to banking reform.

In Hungary, the National Bank of Hungary was divided in 1987 into a central bank

and three new commercial banks owned by the government and public-sector firms. Each

of these banks has benefitted from government borrower bailouts and indirect subsidies in

the form of profit guarantees that are intended to facilitate workouts of nonperforming loans

over a tive-year period, and thereby gradually recapitalize the banks. Lending practices

depart significantly from market-oriented principles. Various private banks have been

chartered, but suffer competition from the subsidized state banking sector. There are two

principal foreign-based banks one of which, Citicorp, booked assets of $320 million and

profits ot $14 million in 1989. The creation of a level, highly competitive playing field in

Hungar\ seems far off, and may be stymied a Itogether if the existing structure becomes --

entrench d -- although a new charter for the central bank embodying greater autonomy is
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being drafted.

The National Bank of Yugoslavia was established as a separate central bank in 1965.

In 1990 it completed the design of a banking reform, together with the World Bank, based

on a reconstruction finance agency intended to absorb all of the banks' bad loans (estimated

in excess of $12 billion, or 30% of total loans on the books) to be covered out of the

country's general budget over six years. Banks are supposed to be privatized after the bad

debt problem has been overcome. However, with the country's political crisis precluding a

viable federal budget (in the absence of revenue transfers from the Republics), the plan

remains moribund.

Czechoslovakia divided its State Bank into a central bank and two government-owned

commercial banks at the beginning of 1990 -- one for each Republic which operate in

their regions on a monopoly basis. This is in addition to investment and savings banks

previously part of the mono-bank, and the awarding of banking licenses to a number of new

private institutions. Lending decisions by the government-owned banks continue to be

heavily non-market, and influenced by the needs of government-owned enterprises.

Bulgaria created in excess of 70 new decentralized banks from the Bulgarian National

Bank beginning in 1987, all of which are state-owned and have shown some degree of

independence. However, the National Bank persists as a dominant force in the market in

its dual role as a commercial bank and the central bank, and along with the Foreign Trade

Bank continues to rely on government planning targets in its lending decisions. Romania in

October 1990 created the Commercial Bank of Romania, owned by the government, as well

as a cooperative bank. Evidently, neither country has yet created a viable central banking
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capacity, licensed private banks, or developed plans to privatize the state-owned institutions.

Finally, prevailing economic conditions in the Soviet Union remain chaotic and

uncertain, so that it is impossible to ascertain the direction of banking reforms beyond the

December 1990 adoption of new banking laves covering the mono-bank (Gosbank) and its

commercial banking affiliates. The new legal structure foresees significant decentralization

of banking authority to the Soviet Republics, and it is possible that there will be

considerable differences among the Republics in the banking configurations that will

eventually emerge.

Financial system restructuring in Eastern Europe thus presents a highly fractured

picture, ranging from the wholesale transfer of the German universal banking system to the

former GDR, to the absence of macroeconomic stability conditions necessary to begin

meaning;u 1 firYincial reforms in the Soviet Union, Yugoslavia, and several of the smaller

Eastern European countries. Poland, Czechoslovakia and Hungary offer the best

preconditions for meaningful reform, but each departs in several important respects from

the optimality criteria we have suggested in this study. All except Germany are reluctant,

for reasons of social cost, to permit bankruptcies to occur in the non-financial sector.

Together with opaque or useless accounting practices, there conditions have in most cases

prevented the development of market-driven banking practices, thus far.

V. SUMMARY AND CONCLUSIONS

This paper has attempted the stylized facts of the starting-point for Eastern

European financial reform, followed by the structural ending-point described in terms of

efficiency and stability benchmarks of advanced Western economies. In the transition from
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a repressed to an advanced financial system we have suggested that a key yole could be

played by universal banking. We then considered a number of the principal problems that

arise in making the transition between the beginning and the end of the financial

reconfiguration process under the conditions that prevail in Eastern Europe, and considered

briefly the initiatives that appear to have been taken to date.

We conclude that a liberalized Eastern European financial system might initially be

built around universal banks that conform to the following structure:

(a) A parent universal bank structure would be the core of the new financial system

of each Eastern European country.

(b) Banking functions would be carried out in the parent banking unit, with

regulation and supervision by the central bank or its affiliated banking supervisory office.

A universal bank would be able to hold "significant but not controlling" equity stakes in its

customer firms (e.g., 10% or less, as per the EC 1992 guidelines).

(c) Securities functions would be carried out by the securities affiliate of the parent

bank and regulated by the local equivalent of the SEC in the United States.

(d) Insurance functions would be carried out by an insurance affiliate of the bank

parent and regulated by an appropriate supervisory body.

(e) Private ownership of banks would be unrestricted, including ownership by private

individuals, foreign investors, industrial companies and trade unions, subject to an

appropriate regulatory overlay, with full access to central bank LOLR facilities.

(f) Deposit insurance would be strictly limited to deposits up to a relatively low

limit, with risk-based premiums and strict enforcement of capital rules through monitoring,

surveillance and closure.
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(g) Accounting systems would be developed to provide an accurate picture of the

net worth position of the consolidated universal bank. This would mandate that some form

of market-value accounting system would eventually be adopted.

Given the central role of the financial sector in economic restructuring, progress

toward such a system must be far more rapid than it has evidently been to date -- despite

the often high social costs associated with the adjustment process. As recent U.S.

experience with financial failure in the savings bank industry has clearly demonstrated, delay

and obfuscation only serves to raise the ultimate price that must be paid by society at large.
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