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Table 3

Commercial Bank Interest Rate Spread

(Quarterly average)

Lending Rate| Deposit Rate| Difference

1995-Q1 195.6 135.6 60.0
1995-Q2 1131 69.6 435
1995-Q3 77.0 32.6 44.4
1995-Q4 105.2 35.4 69.8
1996-Q1 108.0 48.7 59.3
1996-Q2 834 335 49.9
1996-Q3 64.3 26.4 37.9
1996-Q4 63.8 25.9 37.9
1997-Q1 59.8 22.3 375
1997-April 52.4 19.1 33.3

Source: “Monthly Bulletin”, National Bank of Ukraine.

At the same time, because of the sorry history of hyperinflation, some recent, well-
publicized large private bank failures, and most recently the addition of a government
treasury instrument directed at the retail sector, the public still does not put a great deal of
trust in the banks, even with inflation coming down dramatically. Nor, for that matter, do
banks trust each other. Thisimpliesthat if the banks want to aggressively expand their deposit
base to support asset expansion, they would have to pay a significant margin on deposits and
interbank borrowing.*

Finally, NBU supervisory oversight will be tightening. Some excellent, rigorous
prudential regulations have been and are being developed. With the changes to International
Accounting Standards (IAS) in 1998, banks will be forced to adopt stronger provisioning for
impaired loans. All these factors suggest that in the coming months banks' profits could be
under increasing pressure.

Some banks will probably try to maintain profits by aggressively expanding balance
sheets, including business lending. According to newspaper reports, during the first five
months of 1997, business loans on an annualized basis increased more than 50 per cent™. The
danger, of course, is that these loans are not to healthy creditors, particularly when one
considers the still declining economic growth; the lack of experience bankers have had in
making loans, and the difficulties in assessing the financial health of a company. Also
observed since mid-1997 is an increase in bank purchases of corporate securities, a function
most probably too, of the interest rate decline on government securities.

All of these factors suggest that the current problems of “adverse selection” (the worst
borrowers, with nothing to lose, will be the ones willing to pay a high risk premium) could
become more serious. The conclusion is that in the coming months there could be a decided
acceleration in the growth of the system's impaired loans — even if government directed
lending through the banks (and price distortions) were to cease altogether. A final danger is

12 1n addition, under the “kartoteka’ system businesses were only permitted one bank account
(to make tax collection easier, among other things). The financial impact must have been to add to the
risk premium since depositors could not hedge their investment by placing deposits in several
institutions.

13 « Eastern Economist”, June 3,1997.

11 S&A No. 115



Developing Sound Banksin Transitional Ecoomies...

tranche is the now insolvent Grado Bank.”® There have also been questions raised about the
financial condition of a second bank in the facility. Some lessons can be gleaned from this
experience:

— It is difficult to combine a program to upgrade the banks with a small business
lending facility in the early stages of the transition. There can be conflicting
incentives between the need to make loans to small businesses, and the objective of
reinforcing the safety and soundness of the banking system.?® One obvious conflict is
that unless the small business facility is actually utilized — loans are being made to
small businesses — in a short period, its originator (EBRD in this case) might consider
canceling the facility. From the bank's point of view there is pressure to show that loans
are being made, because cancellation in the eyes of the international financia
community is probably worse than not having the facility at all.

— It isdifficult to do proper due diligence of a Ukrainian Bank at the current time,
partly because the banking system is not on IAS. A condition of €eligibility for the
EBRD line was an international audit by a “Big Six” accounting firm. The report of
Grado Bank's auditor, is confidential so it is not possible to know what was said and
how this audit was interpreted by the responsible EBRD officials in London who
qualified Grado Bank for the credit facility.

— A program which is to concern itself with upgrading the safety and soundness of
the banking system must have effective monitoring of bank solvency. Donors, such
as EU Tacis, monitor their twining arrangements with the banks in the EBRD program
which they are responsible for. The EBRD monitoring unit at the NBU concerns itself
with the logistics of the program and the merits of individual loans. There is adso a
requirement for annual audits by an international accounting firm. What is missing (and
now appears to be essential for any program to upgrade the banks through a foreign
credit line) is a group of analysts (preferably bank supervisors) who: a) Are completely
arms-length from the banks; b) Develop rigorous criteria for bank eligibility in the
program; c) Review the overall financial condition of the banks participating in the
facility, on aregular basis. This should be part of the ongoing supervisory process of the

for screening borrowers.” (Fleming, Alex et a, The Baltics-Banking Crises Observed, “Policy
Research Working Paper”, No. 1647, The World Bank, September 1996.

19 Grado Bank in Ukraine was considered one of the best of the private banks. It was, in fact, the
first bank which qualified for the EBRD small business lending facility in 1994. In late 1996 what
became apparent was that a German reparation facility to victims of Nazi war crimes, for which Grado
Bank acted as Agent, never reached the intended recipients. It is alleged the management of Grado
diverted the money to other sources. After forceful complaints by the German government, criminal
charges were filed against senior management.

% This holds not only for a small business facility as described above, but, also applies to other
types of programs. For example, a deposit insurance scheme which carries with it social safety net
concerns about safeguarding household savings. A structure such as this could dampen the incentive to
take forceful actions against errant bank members.

There are dternative ways to structure a foreign credit facility which U.S. AID has tried
throughout the world with some notable successes. One approach is to stage the program so that a
lengthy period of technical assistance precedes bank assumption of credit risk. In the first stage the
program would be a donor funnel. A local bank would earn fee income by suggesting clients for the
facility. The local bank would assume credit risk, gradually, as it gains experience from day-to-day
work with foreign bankers. Another approach is through usage of partial guaranties to encourage
banks to lengthen the term of a loan. A guaranty could be put on the second half of the loan. A
guaranty need not even be on loans, but could be placed on spikes in funding costs which would be a
hedge for the bank on term mismatch.

17 S&A No. 115



L. Landy

National Bank, which is extending aloan guaranty; and concretized by setting up a unit
with specific responsibility for these proliferating foreign credit lines as part of the
NBU's bank supervision function.

— The National Bank of Ukraine has given a sovereign guaranty to the EBRD credit.
Thisis usually not a good idea. This raises the question of whether the program was
premature. A problem with a sovereign guaranty is that it runs the risk of lessening the
foreign donor's preexamination as well as ongoing monitoring. It is interesting to note
that the EBRD's Russian small and micro business lending facility does not have a
sovereign guaranty.

4. Going Forward

What does al the above add up to — how much progress has been made to date and
what still needs to be addressed?

First, basic financial infrastructure functions housed in the National Bank have come a
long way in the last few years, starting as they had from literally nothing. Payments today are
quickly processed by an efficient electronic funds payment system. Both the commercial
banks and the central bank should be switched to international accounting standards by 1998.
The Bank Supervision Department at the NBU has been reorganized and upgraded. The
efficacy of this new structure will be tested in the coming months. At the rank and file level,
basic skills of bank supervision are being developed. One can see the contours of a
professional department in the making. Progress on the lega infrastructure is more
problematic. The Verkhovna Rada has still not passed new banking laws. This implies that
NBU regulations will have to be used more extensively, based on the enabling legislation in
the old law.

On broader questions affecting banking sector structure, however, progress has been
slow. There is not a coherent strategy for banking sector restructuring. The questions still to
be elaborated include:

i) fragmentation: About 90 per cent of the roughly 200 banks account for less than 15
per cent of the banking sector's total assets; while more than 85 per cent of the assets are
concentrated in the largest 20 banks. While higher capital requirements, which are being
introduced gradually this year, will help, it is not altogether clear that this will have enough
bite to effectively rationalize the system.

CASE Foundation 18
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Table 4

Distribution of Banksby Total Assets*, March 1997
Range ($ million) || Number of Banks| Total ($ billion) | Percentage
Total 191 7.30 100
550 - 815 Top 5 3.82 52
150 - 550 Next 5 1.37 19
40 - 150 11-20 0.85 16
30 - 40 21-30 0.32 4
.06 - 30 31-191 0.94 9

Source: National Bank of Ukraine.
* Statitics are adjusted to exclude doublecounting because branch report is not consolidated.
This adjustement represent rougly a 30 per cent downward adjustement in total assets.

i) fragility: Without full-scale supervisory inspections and international accounting
standards in place, only guesstimates can be made about the condition of individual banks.
The consensus, however, among knowledgeable observers is that many banks are on the path
to insolvency (and indeed some have already arrived). This could accelerate as balance sheets
quickly expand. The World Bank's FSAL begins to think about this problem but
understandably, in its early stage, is most concerned with the fundamentals of the financial
infrastructure.

iii) Upgrading: There is still no pervasive culture within the banking sector which
impels these banks to develop their practice in a manner consistent with market-based
principles.

Each of these three factors will be considered in turn.

4.1. Fragmentation — Rationalization of the Fragmented
Banking Structure

At the end of 1996 there were approximately 230 entities with banking licenses, of
which roughly 50 were awaiting either liquidation, rehabilitation, or reorganization. It is
difficult to make a determination of the optimal number of banks because this judgment
basically flows from the scope of financial services envisioned for the Ukrainian banking
sector. Fundamental research on how other transitional economies have approached this
question would be welcome. There probably is no “right answer,” however. In the industrial
countries, for example, there is awide range of solutions.

In the United States, there are thousands of commercial banks, not to mention savings
banks, cooperative banks and investment banks. For most of this century U. S. banks were not
allowed to expand beyond state lines nor to engage in investment banking. Only in the last
decade has this changed. The 1980s was a difficult period for the US commercial banking
system. Many of the nation's largest banks were in great difficulty as a result of lending to
developing countries (the LDC debt crisis). Arguably, aggressive, orchestrated action by the
Federal Reserve helped ensure an orderly market restructuring of the banking system and
resulted in a more concentrated banking system structure.?

2 In the early 1980s the Federal Reserve articulated a “too big to fail” policy. The Federal
Reserve named the banks which would not be allowed to fail because of their prominent role in the
financial system and the systemic problems which could ensue. The Federa Reserve aso alowed
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Just north, in Canada, a completely different banking structure evolved. Like the British
system, there are a small number of banks with coast-to-coast branching networks. In this
system too, there had been traditionally a China Wall built between commercia banking and
investment banking activities, in contrast to many European countries.

Although there is no “correct” answer, there are several considerations which suggest
the banking system in Ukraine is operating at less than optimal efficiency because of
fragmentation and the current small scale of even the larger banks. To begin with, in a big
country, like Ukraine, one factor to consider is that opting for a model with many small banks
could be very difficult to supervise — it is costly and inefficient. Even if the small size of
most of these banks does not warrant an on-site bank inspection, and their simultaneous
demise would cause the banking system no more than a ripple, they would still require
substantial supervisory facilities and time in terms of basic off-site monitoring and eventual
liquidation. This is one factor to consider in view of the current (and for the foreseeable
future) limited capacity of NBU's Bank Supervision.

The second point is that the banking system contains an inordinate number of entities
which are not true financial intermediaries but more properly seen as extensions of enterprise
treasuries — their primary function is to channel funding to their corporate owners. While
many may appear to be well-capitalized for the moment, and thus, not a systemic threat, this
situation could change quickly. These so-called “pocket banks,” with concentrated portfolios
and large participation in the interbank market, (as well as in some cases soliciting deposits
from the public) require constant supervisory oversight.

There is, however, a second problem with these “pocket banks.” Such entities, if
allowed to operate on the same basis as other commercial banks, perpetuate a banking culture
of directed lending (in this case to owners rather than to favored government industries). This
is the antithesis of a market based banking sector, in which lending is to the most efficient
borrowers on the basis of price competition. (The price too reflects the bank's assessment of
risk).

Finally, as noted earlier, banking is one industry where scale is important because of the
need to diversify risk. Judging from the experience of the more advanced Eastern European
countries, western banking practice, with its myriad of instruments, can come very quickly
once banking system development accelerates. Part of this development will be brought by
western financial institutions, and then emulated by Ukrainian entities. As Ukrainians gain
experience in western financia institutions too (which is beginning to happen), they will
bring back to the Ukrainian banking system sophisticated methodology (for example in risk
management). However, these more advanced methods often mean high fixed costs in the
form of sophisticated, high powered computer systems which are only financially viable with
alarge enough scale of operations.

Thus, in summary, there are good reasons to think that the current banking system in
Ukraine should be rationalized and the number of banks reduced:

— Supervisory oversight is currently difficult with so many small entities;

— More sophisticated banking implies a certain scale to be efficient because of higher
fixed costs;

— Scaleisalso important to hedge risk by portfolio diversification;

banks to deal with impaired lending portfolios to developing countriesin a“liberal” manner, having to
do with rescheduling agreements and provisioning. This respite defused a highly explosive situation. It
gave these banks, and others, time to increase capital, and to adequately provision and otherwise deal
with impaired loan portfolios. Ultimately some of these banks merged and downsized. What emerged
was amore concentrated, but arguably sounder banking system.

CASE Foundation 20
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— The banking system cannot be said to be truly market-based until lending to owners
becomes less pervasive.

As noted earlier, the inclination is to keep government intervention at a minimum. Thus,
certainly, when speaking of rationalization, this is not meant to imply that the government
should develop a bank specific policy. Rather, the role of the government is to establish the
infrastructure which specifies the regulatory framework. Ideally, once this infrastructure is
established, it should be applied in an evenhanded way, so that all banks which meet the set
conditions (such as those currently being developed as part of the World Bank FSAL) will
have the right to perform banking services. At the same time, the government has to ensure
that its regulations are stringent enough to carry out its fiduciary role to ensure a safe and
sound banking system. This is not so straightforward an exercise, however, and will need
careful thought. There will be countervailing pressures, such as, for example, situations in
small towns, in which atiny bank may be the only financial intermediary.

On January 1, 1998 the minimal statutory capital requirement for a bank to operate will
be raised to ECU 1 million. As a result, a certain number of banks, which are doing poorly,
may simply decide to close up shop. The system will rationalize through attrition or merger.
As noted, a certain number of banks are in the NBU Bank Resolution Department waiting for
the necessary paperwork to close operations. Certainly, more research would be welcome,
outlining for the government how effective the current minimal capital requirements will be
in helping to prune the system of inefficient entities. As can be seen, however, in the
accompanying table, during the last few years there has been a decided redistribution in
banking size. Just two years ago, 96 per cent of the banks had less than $1 million in statutory
capital. By early 1997 that number was only 29 per cent.

Table5
Distribution of Banks by Statutory Capital
1994 % 1995 % 1996 % |April 1997 %

Number of Reporting Banks 220100 210 100 188+ 100 188 100

USS Million
Under 1 210| 96 156| 74 71| 38 54 29
10-15 3 1 27: 13 49: 26 48 26
15-50 5{ 2 19 9 52i 28 62 33
5.0-20.0 2 1 4 2 11 6 19 10
20.0-40.0 0: O 3 1 2 1 2 1
Above 40.0 0 O 1 1 3 2 3 2
Total Statutory Capital $84 min $ 300 min $ 560 min $ 650 min

Source: “Monthly Bulletin”, National Bank of Ukraine.

The NBU has a very important tool in its licensing power. There are 32 different
functions which banks receive permission to engage in, such as specific approval to handle
foreign exchange transactions. Thus, the banking system has many tiers. In the absence of
supportive legislation, thislicensing tool givesthe NBU an effective way to make the banking
system safer during the early stages of the transition. At the current time the spread of banks
access to the different functionsis as follows;
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32 operations 8 banks

28-31 operations 57 banks
8-27 operations 71 banks
5-12 operations 42 banks

In 1996 the NBU used its licensing authority to enforce the requirement of its
regulations that only banks with an authorized capital fund of ECU 500,000 would be eligible
for full foreign exchange licenses (the ability to receive deposits and grant credits in foreign
currencies and enter into direct correspondent relationships). This action resulted in the
removal of foreign exchange licenses from 26 banks. A logical follow-on action now would
be to use the minimal capital requirement to restrict domestic currency operations (e.g.,
deposit taking) of technically insolvent banks. These banks should not be able to accept
deposits from the public nor participate in the interbank market.

Another potentially powerful tool for dealing with the “pocket banks’ described earlier
is the tightening and aggressive implementation of NBU regulations on concentrations of
loans to one borrower and on loans to insiders. Banks, which basically service owners, under
a strict “lending to one borrower” NBU regulation, would no longer be able to fulfill their
original function. They would either cease functioning or develop into genuine financial
intermediaries. The problem with the law, however, is that in its current form it can be easily
circumvented because the lending to one borrower is not on a consolidated basis. This should
be a priority for change.

4.2. Dealing Systematically with Problem Banks

Impaired loan portfolios have been the Achilles heel of virtually every banking system
in the new, transitional economies. For the state banks, and former state banks, the reason,
more often than not, is continuation of directed lending to favored sectors. And for the private
banks, although there is some jawboning from the state, the problem stems more from lax
licensing in the early days which spawned poorly capitalized banks with no experience in
lending, a fascination with sophisticated western financial instruments, and a proclivity to
lend to owners and associ ates.

There have been banking crises in many countries, be they traumatic as in Bulgaria, or
merely scares, asin Russia and Ukraine (in August 1995 and March/April 1995, respectively,
when the interbank market seized up and the central banks quickly pumped in liquidity to
defuse the situation). Too often, strategy comes after the crisis and is costly to an ill-prepared
government.

There is good reason why the question of impaired loan portfolios of the state and
former state banks is of some concern to the government. To begin with, these entities
account for the overwhelming share of banking sector assets. Thus, liquidity problems of
these largest Ukrainian entities pose could spillover into problems for the entire banking
system, and the economy.

A need too, for an increase in capitalization of these entities, or other public support,
could result in a call on the budget. The fiscal effects, and in turn the impact on macro
stabilization policies and the real economy would not be limited, however, to the direct
impact on the budget (through recapitalization of the banks). The reduction of liquidity to
enterprises could hamper their ability to pay taxes, while the reduction of the deposit base
could reduce demand for treasury securities, and thus raise government funding costs. Finally,
because a significant share of the problem loan portfolio results from directed credit at the
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behest of the government, these |oans are basically the government's responsibility even if not
covered by official guaranties.

To reiterate, however, a point made earlier, thisis not exactly the same problem that, for
example, faced several of the Central European countries. For these countries, the size of the
impaired loan portfolios, relative to GDP was a burden, among other things, for its sheer
magnitude. For Ukraine, the problem is more subtle and understood best as a function of a
relatively much less propitious starting point — the current troubled state of government
finances, the economic decline still taking place in at least the official sector, and the
substantial public mistrust of the banking sector.

In the transitional economies there has been a wide range of programs for dealing with
impaired loan portfolios of the state banks. One could think of a spectrum of centralized to
decentralized approaches. Slovenia and Macedonia could be considered examples of the
former, in which a separate bank rehabilitation agency was established and impaired loans of
the banks were transferred to this new government agency. However, in both countries there
were serious problems with this approach. First, it was difficult to find good professional
staffing. Second, the National Bank felt its prerogatives impinged upon and was not fully
collaborative. Third, the banks themselves were not willing to hand over credit portfolios and
otherwise cooperate.

Poland is an example of a decentralized approach. In exchange for recapitalization,
Polish State Banks had to aggressively work out their portfolios. By a specified deadline,
banks were required to sign reconciliation agreements with enterprises holding overdue loans.
This program is considered a qualified success because it catalyzed a change in the banks
from passive to active creditors; trained staff in workout and related credit procedures; and
performed a triage on the impaired loan portfolio — separating out potential future clients
who needed temporary liquidity from the unviable entities which were forced into liquidation.
However, bank-led restructuring seemingly did not, by and large, greatly improve corporate
governance and restructuring of client enterprises. Nor, was there aways even handed
treatment for holders of suppliers credits®.

Moreover, the Polish experience had unique characteristics which would probably make
it of limited applicability to Ukraine. These factors include; clear government ownership of
state banks; a talented and activist nucleus at the Ministry of Finance; a large government
recapitalization fund which had been initially given by Western governments for exchange
rate stabilization; and an aready skilled group of bankers with substantial experience with
western financial markets.

Nonetheless, there is much to be said for a decentralized approach — for not setting up
a separate government entity to deal with problem loans separate from the banks. Particularly,
in Ukraine, with aready badly fragmented government authority, it probably is wiser not to
proliferate more government ingtitutions, particularly given the scarcity of skilled
professionals

As noted earlier, the question of the three former state banks is being addressed in the
World Bank FSAL. However, the basic thesis of the World Bank is that the problem is not
large and the former state banks (and their directed lending) will wither away. Based on this
view, there is not yet an aggressive attempt in the FSAL to develop a comprehensive
restructuring program for these entities. Once the NBU bank supervision has completed full-
scale on-site examinations, there will be a more informed view of the weaknesses of these
banks; and a better handle on both the stock and the flow of the impaired loan portfolio.

# Grey, Cheryl and Arnold Holle, Bank-Led Restructuring in Poland, “Policy Research
Working Paper”, No. 1650, September 1996.
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In the case of the private banks the problem is somewhat different as no argument can
be made for government financial underwriting of any troubled private, profit making entities
whose problems basicaly reflect poor management and inexperience. (There are some
instances where private banks have underwritten projects at the government's urging and
guaranty, but these are the exceptions.) For private banks, the question is how to strengthen
the NBU Bank Supervision's bank resolution work which has picked up some momentum
lately, but is still inadequate. The other part of the equation is the absence of legidation
giving the NBU clear enforcement authority, as noted before.

4.3. Bank Upgrading — Developing a Cor e of International
Standards Banks

Another absolutely critical element is development of a program which encourages the
improvement of corporate governance in the new private banks. While not reaching the
proportions of similar Russian entities (where several have now grown larger than the former
state banks), the private banks in Ukraine are increasing market share. As noted earlier,
however, currently, there is no strong incentive for these entities to develop their banking
practice in accord with generally accepted market-based banking principles.

For example, one commonly accepted practice in western banking is to ensure
objectivity in aloan workout, there is a China Wall between individuals who originally made
the loan and/or have a relationship with the borrower. This is not always the practice of
Ukrainian banks. Even larger banks, do not always have well-established procedures for
separating these functions through workout departments. In fact, the banking culture
emphasizes more that the person(s) who made the loan has the responsibility to collect it.
There is also in western banking strict regulation of the concentration of loans to one
borrower and particularly to insiders (owners and management). Moreover, these loans must
be made on the same, unsubsidized basis as other assets. These norms are till not at all part
and parcel of accepted banking practice in Ukraine.

How then indeed, can the banking culture and practice in Ukraine change? Basically, it
Is an organic process which comes from the banks themselves and is just beginning. There are
two components. First, foreign banks come to Ukraine; and second, domestic banks develop
an outward orientation and try to increase their ties to international financial markets. Each of
these factors will be discussed below.

4.3.1. Foreign Banks Entry

The Ukrainian banking system, is characterized not only by fragmentation with many
small entities (as discussed earlier), but also concentration with a group of 10 banks
accounting for roughly 70 per cent of total assets. An infusion of competition by world
standard foreign banks will be a healthy development. What has occurred in other transitional
economies is that entry of foreign banks entry has increased competition, and introduced new
products and services. Foreign banks also provide a training ground for banking
professionals. These individuals will, in turn, spread out to indigenous Ukrainian banks,
bringing new ways of doing business, and equaly important, a market-oriented banking
culture. But, this, osmosis takes time.

Ukraine, however, is alarge, potentially rich country, with clever, skilled people. If the
environment is hospitable for the international banks, and their corporate clients, and it makes
business sense, these entities will come. The broad range of technical assistance foreign
donors are currently supporting, from tax reform to support for the adoption of international
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accounting standards, will provide an infrastructure over time as sound stabilization policies
gain credence and growth resumes. However, a supportive infrastructure is a necessary but
not a sufficient condition.

Although policy is relatively liberal, foreign banks still do not always receive clear
signals from the government on how favorably alicense application will be received and what
activities they will be allowed to engage in. The Ukrainian government has still not worked
out a fully delineated policy. For example, there is some discussion at official levels of an
entry tax in the form of a purchase of an insolvent Ukrainian bank (as was defacto required in
Poland, for a certain period). In the current, less propitious Ukrainian environment, this could
be a significant deterrent. Moreover, the logistics necessary before alicense is granted can be
difficult and protracted, in Societe Generale's case about nine months. Responsibility at the
NBU is divided. Foreign bankers can spend an inordinate amount of time, ascertaining who
has the authority to answer different questions.

The government should more clearly articulate how welcoming it wishes to be of
foreign banks and which banking activities they will have access to; and issue a clear policy
on its decisions;, as well as developing well-delineated procedures, and ensuring a level
playing field for all potential investors. The best policy would be for the government to have
an open door for any reputable bank which can meet NBU prudential requirements. This
specifically means eliminating the current regulation in the law which puts a 15 per cent limit
on foreign holdings of the system's statutory capital .3

4.3.2. Orienting Toward Western Financial Markets

While the differences between Ukraine and Russian financial markets are enormous, in
this area the experience of Russia is useful. What is seemingly developing in Russiais avery
effective mechanism for inducing banks, on a voluntary basis, to undertake a program of
upgrading. The program is called the Financia Institutions Development Program (FIDP).
The FIDP is a joint effort of the EBRD and the World Bank, under control of an Inter-
ministerial Committee, but with significant participation by the Central Bank of Russia.

The most important point about the FIDP is that from September 1996 there was a
separate unit established, monitoring solvency and condition of the participating banks (as
well as developing tough criteria for entry). The unit is staffed both by Russians with
regulatory experience, and by foreign bank supervisors (two of whom previously participated
in US AID bank supervision projects in Russia and Macedonia). The unit reports to the Inter-
ministerial Committee.

There are currently 32 banks, which have qualified for the FIDP program, selected from
about 80 applicants. Over the last year, the program has changed considerably, learning from
early design mistakes. As initially designed, the incentives were a) twinning with a foreign
bank; b) computer equipment for information technology development. What has turned out
to be the real basis for the program's popularity, however, is that it is now seen as important
for a Russian Bank which wants to have an international presence.

By and large, foreign investors and foreign financia institutions will look at the banks
which have qualified for the FIDP. The foreign investors are using membership in the FIDP
as a culling mechanism. The top Russian banks have become active borrowers in the
Eurodollar market. They also actively engage in correspondent relations, foreign exchange

% According to NBU statistics, in April 1997 the statutory capital of the banking system was
$650 million. This means that foreign bank investment could only amount to about $100 million.
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dealings and custodian arrangements for foreign entities in the Russian government paper
market?*. Thus, membership in the FIDP is highly desirable for them.

Would this same incentive apply to Ukraine? Undoubtedly, athough the timing is
uncertain. What we have seen in recent months is that once a country is discovered, there is
considerable portfolio investment which will come in very fast. For example, in the first two
months of 1997, offshore investors purchased aimost 50 per cent of Ukraine's primary market
government securities. (As a consequence the hryvna strengthened, and reportedly, NBU
intervention was even needed at points to stem the currency's appreciation.)

Investment in the Ukrainian government securities market usually requires a custody
agreement with a Ukrainian Bank. First Ukrainian International Bank (which is partialy
owned by foreign investors) has been the bank of choice to date. Going forward, however,
one entity will not be able to handle, by itself, a greatly increased volume of foreign portfolio
investment which will most assuredly come into the market if macroeconomic stability
continues. Severa large mutual funds, such as Regent and Caspian have formed multimillion
dollar Ukrainian funds and will be looking for the services of Ukrainian banks.

There is also interest by several of the larger Ukrainian private banks in finding foreign
strategic investors, not to mention the more pedestrian business in terms of correspondent
relationships and letter of credit guarantees. Then too, when Ukraine finaly does access
international euromarkets, domestic banks will be interested in establishing business ties with
foreign investment banks which hold mandates from the Ukrainian government for the issues.

What this implies is that, as in Russia, an institutional mechanism will be needed to
determine “international standard banks’ which meet certain stringent criteria. This could
develop in several ways, including a private bank rating agency which advises banks about
potential lending in the interbank market. As the NBU Bank Supervision gains professional
expertise (and increases staffing), it too can play a pivotal signaling role through such things
as more aggressively using its licensing authority to tier banks, as well as formally approving
bank participation in foreign credit lines for which the NBU is extending guaranties. The
objective is that a cadre of banks emerges which is interested in integrating into the
international financial community and emulating acceptable international practice.

5. Summary

To summarize, going forward the difficulties for Ukrainian banks could increase, as
relatively low-risk (high-return) income sources for banks diminish. Moreover, athough the
banking system is currently relatively small, and the impact on government finances from
even a large banking sector problem would be relatively contained, the instability of the
banking sector is till a situation which should €licit concern. This flows from the current
problematic government fiscal situation, still falling growth in at least the official economy,
and the public skepticism about the usage of the banks as a safe storehouse for savings —
even though inflation is at respectable levels.

There are three elements which should be the foundation of a strategy to develop a safe
and sound banking system in Ukraine:

% Most recently, Alliance, a leading U.S. money manager, formed a joint-venture with one of
Russias largest private banks, SBS-Agro Bank to manage ruble-denominated mutual funds for
Russians. “Wall Street Journa”, July 3, 1997.
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— The banking system is fragmented. There needs to be rationalization so that
remaining entities which have deposit-taking authority; first, compose a system which is
not unwieldy for the NBU to supervise; second are true financial intermediaries, rather
than arms of corporate treasuries; and third, have alarge enough scale to allow portfolio
diversification and to spread startup costs.

— Thebanking system isfragile. There needs to be a culling in which banks not meeting
NBU capital requirements and insolvent banks are purged from the system. There also
needs to be a plan developed for former state banks which addresses, among other
things, corporate governance and lack of transparency in the ownership structure.
(Depending upon conclusions reached by on-site inspections, conducted by the NBU's
bank supervision function there may be a need for some form of recapitalization).

— The banking system lacks incentives for upgrading. There needs to be a mechanism
to separate out a core group of international standard banks. These banks will set the
pace for the rest of the banking system to develop banking practice in a manner
consistent with market-based norms — to put in place, more rigorous internal controls,
risk evaluation procedures, and to take a more aggressive stance with recalcitrant
borrowers.
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Appendix: Separating the Wheat from the Chaff: Developing
a Sound Banking System in Ukraine

The development of a financial sector strategy for Ukraine, happily, is not virgin
territory. By now it is a well-traveled path for the transitional economies of this region.
Eastern Europe has spawned as many models as there are countries. As noted earlier, there are
a great many similar characteristics between the banking systems of these former centrally-
planned economies. What is unique for each of these countries, is the way these
characteristics are combined.

General factors to consider include:

— Macroeconomic dislocation: There has been severe macroeconomic adjustment. This
reflects the fundamental need to move to market based pricing, to cut subsidies, to
relocate production factors in viable industries and to end the “soft budget constraint”.
In the wake of these large gyrations, many countries went through a period of
accelerating inflation (and even hyperinflation for some), which, in turn, resulted in
substantial financial disintermediation. Moreover, the disintegration of the Soviet bloc
resulted in serious problems for trade. For some countries this meant that critical
commodities, such as energy products, were no longer available at subsidized prices.
For othersit meant that substandard exports to, essentially, a captive market, now had to
compete in international markets.

— Structural reform: In the centrally-planned system, banks passively accommodated
the central production plan and had no independent role in credit allocation. (While
declining, governments still use the banks for directed lending, as they did during the
communist regimes.) For these banking systems, there was no need for risk-based
government bank supervision, nor for legislation delineating property rules and
collateral standards, nor for bankruptcy procedures. Thus, developing a market
economy entails not only dismantling old institutions but, in some instances, the
development of institutions and practices unknown in the former communist system —
such as risk-based bank supervision. Moreover a new legal infrastructure has to be
developed which reflects the emerging economic relations, and in particular the respect
for contracts.

— Financial Intermediation: The public has little confidence in the banking system as a
depository for savings, as evidenced by the falling level of financial intermediation
(M2/GDP). Hyperinflation, confiscation of bank deposits, chain reaction bank failures
have all played a contributing role to public cynicism toward the banks.

— Human Capital Development: This is a priority. The corollary of dismantling old
institutions and developing new ones is that significant retraining is needed, not only in
technical skills, hitherto unknown, such as risk analysis and asset-liability management,
but cultural attitudes as well. An internal culture has to be developed within banks that
puts a premium on “good banking practice.”

— Poalitical Consensus. The termination of authoritarian control and the development of
effective democratic governance is an evolving process. In some countries political
power istoo fragmented to allow decisive movement forward on reform, while in others
the political power of those interests, which benefited from the former system, still
holds sway. In this environment it takes a long time for effective legidation to be
implemented. In the interim, patching is often needed. This may mean using the central
bank's regulatory power in amore creative way.

CASE Foundation 28



Developing Sound Banksin Transitional Ecoomies...

— Definition of the central bank: The central bank has often borne the brunt of the
struggle in transitional economies to end the “soft budget constraint” — using banks to
fund state enterprises and favored, if inefficient sectors; and its corollary, to limit
government budget deficit financing through central bank financing. Thus, in many
countries, the central bank, never popular, is engaged in a constant struggle with less
progressive government elements to limit its independence and power.

— Bank Licensing: In many transitiona economies the early stages, before bank
supervision was well organized, were characterized by liberal licensing policies.
Spawned was a fragmented, inefficient, and weak banking industry.

— Prudential Regulations: There is a wide spectrum in the commitment of governments
of thisregion to rigorously regulate the banks and empower a bank supervision function
to oversee the safety of the banking system.

Applying these general considerations for transitional economies to Ukraine brings
some of the elements which must be addressed into sharper focus:

— “Rules of the Game” are not well established for the banking industry. The culture
is still very much a hybrid, partially reflecting the confiscatory, authoritarian modus of
the Communist system under which banks were little more than financing arms of the
Ministry of Finance (and although less pervasive, directed lending continues to favored
industries). It also, increasingly, reflects what could only be termed Dickensonian or
cowboy capitalism — a capitalism in which anything goes. Thus, for observers reared
in western business ethics and rules, some aspects of banking practice, such as the
magnitude of the concentration of bank loans to insiders is quite startling. Codifying
business ethics and practice for the banking industry is a priority.

— Technical capacity at both the NBU and the commercial banksisthin. Unlike many
other countries in the region, Ukraine (which had not been a sovereign country for
literally ages), by and large does not currently have a stratum of banking professionals
who interacted with western bankers during the Communist years (if only through
London Club debt negotiations as did Romania, Yugoslavia, Russia and Poland) and
assimilated western banking techniques. While skills are being implanted through such
programs as the Muskie Fellowship (which gives fellowships for US study, often
followed by jobs in western commercial and investment banks), it will be some time
before a critical mass is reached. Training courses through the NBU-National Bankers
Association sponsored National Center for the Training of Bank Personnel, which bring
foreign bankers supported by US AID for one-week courses, are useful as an
introduction for large numbers of junior and mid-level bankers. However, this
mechanism can only provide the depth needed over an extended period.

— Ukraine, asa country, isin a precarious financial position. External current account
deficit financing and foreign amortization payments are primarily financed by loans and
grants from international agencies (IMF, World Bank, etc.) and by foreign governments
loans and grants. Financing of the government's domestic budget over the last year has
been paid for, in part, by the accumulation of substantial arrears in wages and payments.
Thus, there is seemingly, no room in the budget for bank recapitalization.

— Financial disintermediation is taking a long time to reverse, even with inflation
decelerating for over a year and the exchange rate stable. Recent bank failures, like
Grado Bank, have not helped to calm the nerves of a skeptical and cynical public. There
is also the point that a substantial share of income is earned in the informal sector. A
bank account exposes that income to taxes. Finally, rules such as the “kartoteka” (which
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prohibited businesses from having more than one bank account) had limited deposit
growth.

— Licensing was very lax in the early days and the banking sector is highly
fragmented (as discussed earlier).

— Concern with the fragility structure of the banking system currently does not
extend beyond the National Bank of Ukraine and even there, the pure magnitude of
day-to-day brush fires precludes work on developing a more strategic approach to
systemic problems. This is interrupted only in a significant way when the World Bank
FSAL Mission visits. However, because of both the fiscal implications of a banking
sector restructuring and the potentially damaging effect on the real economy, the reach
of involvement should be much broader. All too often the executive and legislative
branches get involved too late, only after a damaging banking crisisisin progress®.

— Unlike many other transitional countries, it is not the case that reform elements
unequivocally asserted their ascendancy. The left-dominated Verkhovna Rada wields
considerable power and actively impedes reform. A large section of the Verkhovna
Rada still clings to the belief that banks should continue to serve the *public interest”
which is part and parcel of a more profound opposition in the parliament to all emerging
capitalist structures. Thus, the NBU and its reform-minded Governor, are constantly
under attack. There is an ongoing struggle to limit the NBU's authority. The pending
National Bank Law, for example, provides for a supervisory council over the National
Bank, although its mandate is not well delineated.

% In the United States the savings and loan crisis was allowed to fester for years. Only after the
costs to the U.S. taxpayers mounted to billions of dollars did the U.S. Congress and the U.S. Treasury
(the Ministry of Finance) become involved in setting up a new government agency, the Resolution
Trust Company, to liquidate and rehabilitate insolvent and troubled savings institutions.
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Table 6

Principal Central Bank Regulatory Guidelines

Capital Requirements:

Statuatory fund: ECU 1 million by January 1998

Banks with 100 percent foreign ownership: ECU 5.0 million by
January 1998

Capital Adequacy

Capital equal to 8 percent of risk-weighted assets.

Requirements: I Not mandatory but part of evaluation: capital equal to 5 per cent
total liabilitied
Classification of Loans and Loan- Category Reserve

Loss Provisioning* Standard 2 per cent
Nonstandard 5 per cent

Substandard 20 per cent

Doubtful 50 per cent

Loss 100 per cent

Insider Lending and Limitson Large

Loansto insiders not more than 100 per cent of bank's capital;

Exposures** decreasing to 25 per cent by July 1, 1998.
Limits on Equity I Total equity investment not more than 25 percent of total
Investment capital.
I Equity investments will be deducted in estimation of total

capital.

* Reguirements of new Regulation No. 20 will be phased over two years beginning July 1,
1997. Only “standard” provisioning, which is a general provision (and part of Tier 2 capital) is tax
deductable. The other categories are not tax deductable.

** Will not be mandatory until Law on NBU is passed.
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