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ACCOUNTING FOR LOSSES ON SOVEREIGN DEBT:
IMPLICATIONS FOR NEW LENDING

1 Introduction

This essay had its genesis in two observations about the behavior of banks
since the Mexican debt crisis in mid-August 1982. First, some banks have
accumulated substantial reserves and taken large charge-offs against claims
on developing countries (see Table 1). Although often these actions have
been taken voluntarily, sometimes they have been responses to mandatory
provisioning requirements imposed by regulatory authorities (see Table 2 for
a summary of provisioning policies in several key banking centers). Second,
most banks have substantially increased accounting measures of their capital-
to-assets ratios—in many cases at least partly in response to pressure from
regulators (see Table 3). As we show later, market-based measures of capital
strength have also improved.

In this essay, we examine the implications of these developments for
future bank lending to developing countries. More specifically, we focus on
how decisions about provisioning and charge-offs are made and how these
decisions (along with the balance-sheet consequences of past accounting
decisions) affect new lending decisions.

Since the Mexican debt crisis in 1982, the volume of new lending to devel-
oping countries has dropped sharply, as shown in Figure 1. Indeed, in sev-
eral years the change in claims on all non-OPEC developing countries has
been less than the flow of concerted lending arranged for countries that
adopted adjustment programs supported by the International Monetary
Fund (Watson et al., 1988, p. 76). We term such concerted loans “bailout”
loans because they are made to countries that are unable to borrow from any
lenders to whom they are not already indebted. While the change in the
stock of outstanding loans understates the volume of new loans to some
extent, the volume of other “spontaneous” loans appears to have been neg-

ligible.!

The authors are grateful to Santanu Sarkar for research assistance; to Mark Tousey for data;
to Andrew Crockett, David Folkerts-Landau, Arminio Fraga, William Hood, Donald
Mathieson, and Maxwell Watson for helpful comments on an earlier draft; and to the Ford foun-
dation for financial support.

! The change in the stock of outstanding loans is a downwardly biased measure of new lending
because it does not account for loan charge-offs, sales to nonbank investors, the exercise of offi-
cial guarantees, and repayments of principal, including reductions of interest-rate arrearages.
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TABLE 1

PROVISIONS, RESERVES, AND CHARGE-OFFS AGAINST LDC DEBT, 1987
(in millions of dollars)

Total Reported
LDC LDC Reserves
LDC Pr(.)visions Charge-Offs as a % of
Selected Date during during Total LDC
U.S. Banks Announced  1987II 19871V 1987 Claims

Citicorp 5/19 $3,000 $0 $214 25%
Chase Manhattan 5/27 1,600 0 78 25
Bank of Boston 6/3 300 200 200

BankAmerica 6/8 1,100 0

Chemical NY 6/11 1,100 0

First Chicago 6/15 780

First Interstate 6/11 500

Manufacturers
Hanover 6/16 1,700 0 63

Bankers Trust NY 6/18 700 0 55
J. P. Morgan 78 850 0 149

‘Estimated Average LDC Reserves as a % of Total LDC Claims
for Major Banks outside the United States

Canada 35% to 40%
Germany 40% or more
Japan 5%
Switzerland 30% or more

United Kingdom 30%

a Total reserves are reported as a percentage of all nontrade related claims rather than all
claims. ’

SOURCE: Compiled from data in Hanley et al. (1988a) and McDermott (1987).

The decline in lending is primarily a reflection of fundamental economic
forces—slow growth in the world economy, high real interest rates, and
domestic, economic, and political problems in the major borrowing coun-
tries—factors we treat as exogenous. Any independent influence of provi-
sioning and charge-offs has been secondary. But since public policy can have
some influence on provisions and charge-offs, it is useful to ask how these
factors affect new lending, given the fundamental economic forces.
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TABLE 2

MINIMUM LOAN-LOss RESERVES AGAINST LDC EXPOSURES
ESTABLISHED BY REGULATORY AUTHORITIES IN SELECTED
INDUSTRIAL COUNTRIES, YEAR-END 1987

France No formal rules, but the banking commission has encouraged banks
to establish reserves of at least 30% of developing-country exposure.

Germany No formal rules, but leading banks have up to 100% coverage.

Japan The Ministry of Finance requires a 5% reserve, which is also the
maximum.

Spain The Bank of Spain requires a minimum 35% reserve against
rescheduling countries.

United Kingdom In mid-1987, the Bank of England proposed a series of guidelines
based on a scoring system for individual countries. The application
of this system would require the establishment of reserves of 25 to
30%

United States The three federal bank-regulatory authorities have imposed
Allocated Transfer Risk Reserves against several of the smaller
rescheduling countries after judging claims on them to be “value
impaired.”

SOURCE: For all countries except the United States, Hanley et al. (1988a, p. 37); for the
United States, GAO (1988, p. 26). See text for further discussion of U.S. Allocated Transfer Risk
Reserve.

To anticipate our conclusions, on the one hand, both the increased provi-
sions and charge-offs on outstanding claims on debtor countries and the
increased capital strength of the banks have diminished the willingness of
banks to participate in future “bailout” loans. On the other hand, increased
capital strength will ultimately facilitate a resumption of spontaneous lending
to countries that have demonstrated an ability to resume servicing their
debt.

Section 2 reviews the basic accounting principles that guide decisions to
set aside provisions and make charge-offs and contrasts these principles with
bank practice. Section 3 examines accounting and economic measures of a
bank’s capacity to bear loss and considers the conditions under which one or
the other is relevant to the bank’s lending decision. Sections 4 and 5 examine
the bank decision process with regard to bailout loans and considers how it
may be influenced by past provisions and charge-offs and by changes in the
capacity to bear loss. This analysis, which is based on the formal model devel-
oped in the Appendix, assumes first that only economic values matter to the
bank in its lending decisions. It then considers the case where accounting
consequences also matter. Section 6 broadens the analysis by showing how
provisioning and charge-offs can make it more difficult to achieve collective
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TABLE 3

TRENDS IN CAPITAL-ASSET RATIOS OF BANKS IN
SELECTED INDUSTRIAL COUNTRIES
(in percent)

1982 1983 1984 1985 1986

Canada 3.7 4.1 4.4 4.6 5.0
France 2.1 2.0 1.9 2.2 2.6
Germany 3.3 3.3 3.4 3.5 3.6
Japan 5.0 5.2 5.2 4.8 4.8
Luxembourg 3.5 3.6 3.8 4.0 4.1
Netherlands 4.6 4.7 4.8 5.0 5.2
Switzerland:

Largest 5 banks 7.3 7.1 7.1 7.8 7.8

All banks 7.5 7.3 7.4 7.9 7.9
United Kingdom:

Largest 4 banks 7.5 7.3 7.4 7.8 7.9

All banks 4.1 4.4 4.5 5.5 5.4
United States:

9 money center banks 4.9 5.4 6.2 6.8 7.3

Next 15 banks 5.3 5.7 6.6 7.2 7.5

All country reporting banks 5.6 5.9 6.5 6.9 7.2

SOURCE: Watson et al. (1988, p. 39). Because countries differ markedly in accounting con-
ventions and definitions of capital, these ratios cannot be meaningfully compared across coun-
tries, but they do reflect trends within each country.

action on bailout loans that are to be parceled out among the many banks that
share claims against country borrowers. Section 7 shows how provisioning
can reduce the willingness of banks to resume spontaneous lending to coun-
tries in good standing. Section 8 considers Citicorp’s dramatic decision in
mid-1987 to make a special $3 billion provision against its claims on troubled
debtor countries and asks what this might presage for the future of both
bailout and spontaneous lending.

2 Provisions, Reserves, and Charge-Offs: Theory and Practice

Balance-Sheet Mechanics

Banks in the United States are expected to recognize and anticipate credit
losses through a quarterly charge against earnings known as the “provision
for loan loss”—or, for short, “provisions.” (The process of deducting a pro-
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vision from earnings in the current period is termed “provisioning.”) This
charge is credited to a “loan-loss reserve,” which is a contra-asset item on the
balance sheet.2 When a particular asset is deemed to be uncollectable, the
amount of the loss is deducted from the loan-loss reserve and thus does not
affect current income. The deduction is termed a “charge-off.”

Tables 4 and 5 show standard formats for reporting bank income and bal-
ance-sheet data. The provision for loan losses (item 3 in Table 4) is an addi-
tion to the loan-loss reserve (items 2 and 15 in Table 5). The reserve is
reduced by the amount of any charge-offs during the current period (item 13
in Table 5) and increased by the amount of any recoveries in connection with
credits that were charged off in prior periods (item 12 in Table 5).

If provisions exceed net income during the period, the remaining defi-
ciency is charged to retained earnings. This is what happened when Citibank
added $3 billion to its loan-loss reserve in the second quarter of 1987. When
added to the $403 million provision for possible credit losses in the rest of
the bank’s portfolio, the total provision amounted to $3.403 billion, exceed-

2 The federal regulatory agencies include the provision for loan losses and the loan-loss
reserve in the Consolidated Reports of Condition and Income (Call Reports) that all federally
insured banks are required to file quarterly. The SEC imposes similar requirements on bank
holding companies.
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TABLE 4

STANDARD INCOME-STATEMENT FORMAT

. Interest Income

. Less: Interest Expense

. Less: Provision for Loan Losses

. Plus: Noninterest Income

. Plus: Gains (Losses) on Securities Not Held in Trading Accounts
. Less: Noninterest Expense

. Less: Applicable Income Taxes

W o N O Ut W DD

. Plus: Extraordinary Items and Other Adjustments Net of Income Taxes

—
(=]

. Equals: Net Income (Loss)

—
—

. Less: Dividends Declared

ot
4]

. Equals: Addition to (Subtraction from) Retained Earnings

ing income during the quarter by $2.585 billion (see Table 6). This was the
largest loss ever reported by a commercial bank during any quarter and,
when added to the $117 million dividend that Citibank declared, resulted in
a $2.702 billion reduction in retained earnings (Citicorp, 1987).2 We discuss
the reasons for this dramatic accounting event, as well as its potential con-
sequences, in section 7.

In some countries, provisions may be identified with specific assets or cat-
egories of assets. The resulting reserve (which may be a liability or a contra-
asset account) is termed a “specific” or “allocated” reserve. The distinction
between a specific provision and a general provision (or between allocated
and unallocated reserves) is of importance chiefly because some regulatory
authorities (including the U.S. authorities) regard unallocated reserves, but
not allocated reserves, as capital for purposes of meeting capital require-
ments.

Accounting Principles

In principle, the unallocated loan-loss reserve is the value of anticipated
future charge-offs on the existing loan portfolio that cannot yet be identified
with any particular asset. As soon as a loss can be identified with a particular
asset, a reserve is supposed to be allocated to that asset or the asset is sup-
posed to be charged off, leaving the remainder of the reserve as a buffer
against potential future losses.

3 A positive adjustment for foreign-currency translation reduced the impact of the deficit on
net income on retained earnings by $6 million.
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TABLE 5

STANDARD BALANCE-SHEET FORMAT

Assets

1. Assets

2. Less: Loan-Loss Reserve

3. Equals: Net Assets
Liabilities

4. Deposits

5. Plus: Other Liabilities

6. Equals: Total Liabilities

Equity Capital _
7. Common and Perpetual Preferred stock
8. Plus: Capital Surplus
9. Plus: Retained Earnings
10. Equals: Total Equity Capital
Net Assets (3) — Total Liabilities (6) = Total Equity Capital (10)

Memorandum item: Loan-Loss Reserve

11. Loan-Loss Reserve Balance at End of Previous Reporting Period
12. Plus: Recoveries

13. Less: Charge-Offs

14. Plus: Provision for loan losses (item 3 in Table 4)

15. Equals: Loan-Loss Reserve (2)

Memorandum item: Retained Earnings

16. Retained Earnings at End of Previous Reporting Period
17. Plus: Net Income (item 10 from Table 4)

18. Less: Cash Dividends Declared (item 11 from Table 4)
19. Plus: Foreign-Currency Translation

20. Equals: Retained Earnings (9)

TABLE 6

IMPACT OF PROVISIONING ON CITICORP’S INCOME STATEMENT
(in billions of dollars)

Net Income before Provision for Loan Losses $0.818

Less: Provisions for Loan Losses [3] 3.403

Equals: Net Income (Loss) [10] (2.585)
Less: Dividends Declared [11] 0.117)

Equals: Addition to (Subtraction from) -
Retained Earnings [12] (2.702)

NOTE: Numbers in brackets refer to items in Table 4.
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It is analytically convenient to view the provision for loan losses as having
two components. The first component is a default premium that is estab-
lished when each loan is extended and is collected as part of the interest pay-
ment in each period. The second component is an adjustment for any positive
or negative change in economic conditions that affects the prospects for loss
on the loan portfolio.

In principle, the bank determines provisions in each period by evaluating
the adequacy of the existing loan-loss reserve for each major category of loan.
Such judgments take into account any changes in the reserve that may have
occurred over the reporting period, reflected in recoveries net of charge-offs
(item 12 less item 13 in Table 5). Given the existing reserve, the relevant
question is how much larger the reserve should be to absorb additional antic-
ipated losses due to changes in the size or composition of the loan portfolio
during the period, as well as to changes in the economic outlook that will
affect future losses. The gap between the loan-loss reserve that management
now considers appropriate and the existing reserve is the provision that
should be allocated from current income.

Since the adequacy of the loss reserve can be drast1cally affected by per-
ceived changes in the economic outlook, the gap between the existing
reserve and the reserve considered adequate may occasionally become very
large—far larger than could be covered by an allocation from income during
the period. But an exceptionally large provision need not imply that man-
agement’s view of the economic outlook has deteriorated sharply.
Accounting practice often diverges markedly from accounting principles.

Accounting Practice

Bank managers can exercise substantial discretion regarding the timing of
provisions because judgments regarding potential future losses are inher-
ently subjective. This is particularly true in the case of sovereign debt, where
repayment depends heavily on political will in addition to financial capacity.
Furthermore, a definitive loss on loans to (or guaranteed by) sovereign gov-
ernments occurs only when a loan is repudiated, restructured on a conces-
sionary basis, or sold below book value. Barring such a definitive event, there
is always a chance, however slight, that the claim will be collected. Although
charge-offs often have a more objective basis—for example, when a borrower
terminates operations and is liquidated—even seemingly hopeless situations
are sometimes favorably resolved. (That is why one component of the loan-
loss reserve, item 12 in Table 5, is “recoveries” of amounts previously
charged off.)

So long as investors and regulators rely heavily on financial statements to
evaluate a bank, the bank’s managers will have an understandable aversion
to reporting a decline in net income and equity capital. Larger provisions

8



reduce net income (and compensation tied to net income) and may cause the
regulatory authorities to curtail the bank’s discretion to pay dividends.*
Moreover, charge-offs that exceed provisions reduce the stated (though not
necessarily the real) capacity of the bank to bear future losses. Indeed, the
bank’s solvency may be in question if the amounts involved are large enough.
Thus it is not surprising that managers often exercise their discretion to take
smaller provisions and charge-offs than might seem warranted to outsiders.

Constraints on Bank Discretion

Although bank provisioning and charge-off decisions are, in the first instance,
the prerogative of a bank’s management, they are subject to review by sev-
eral external groups that are likely to take a less optimistic view of the bank’s
loan portfolio. The first such group is the bank’s own external auditors. If the
auditors believe the bank’s provisions or charge-offs are insufficient, they can
insist that the bank increase them or can insert a qualification in their certi-
fication of the accuracy and completeness of the bank’s financial statements.
In taking this stance, the auditors risk being fired. But if they defer to the
optimistic view of the bank’s managers and it is not borne out by subsequent
events, the bank’s shareholders may sue the auditors for misrepresenting the
financial condition of the bank. Moreover, if the bank’s condition deterio-
rates to the point that it requires an injection of funds from the Federal
Deposit Insurance Corporation, the auditors may be sued for having failed
to warn the bank’s managers about the deterioration of the bank’s condition.5

Provisions and loan-loss reserves by major banks are also carefully moni-
tored by bank security analysts, who advise investors regarding the relative
attractiveness of bank stocks and the relative safety of uninsured claims on
banks. The loan-loss provision divided by net charge-offs is considered a key
indicator of credit quality. Since a bank’s loan portfolio normally grows, the
presumption is that this ratio will exceed 1. If it does not, the bank will usu-
ally be obliged to explain why its net charge-offs were abnormally large in
the current period or why it believes that its exposure to credit risk has
diminished. Similarly, a bank with a relatively low ratio of loan-loss reserves
to total loans may be obliged to explain why its reserves are not deficient.
(The bank usually attempts to make a case that its lending standards are more

* Continental Illinois National Bank is a striking example of a bank that avoided making ade-
quate provisions in order to continue paying)its customary dividend. A bank supervisor in
another Western country told us that when he asked a major bank to defend its current provi-
sions, the bank presented an algorithm that, on close examination, made provisions a residual
after payment of the customary dividend.

5 In the wake of the collapse of Continental Illinois National Bank, the FDIC unsuccessfully
sued Ernst & Whinney, the auditors of Continental Illinois, for having failed to warn senior bank
officers about the shaky condition of loans purchased from Penn Square (Bailey, 1987, p. 6).

9




conservative than those of its peers or that it charges off weak loans more
aggressively.)

The provisioning decision is subject to further review by the regulatory
authorities. In the United States, the Securities and Exchange Commission
monitors provisions for loan-loss reserves to make sure that income is
reported accurately to investors. If the SEC finds the provision to be inade-
quate, it may force the bank to publish revised financial statements, amend
its procedures for determining provisions, or face a penalty.®

The bank supervisory authorities in the United States also monitor the
adequacy of a bank’s loan-loss reserves and charge-offs as part of their eval-
uation of a bank’s capital adequacy and the enforcement of capital require-
ments. Indeed, the classification of bank loans is a fundamental part of the
examination process. Bank examiners classify loans of questionable quality as
“substandard,” “doubtful,” or “loss.” Loans classified as “loss” are deducted
from capital, while partial deductions may be made for loans falling into the
other classifications.” In addition, as a routine part of every examination,
bank examiners discuss with a bank’s managers the need for additional
charge-offs and review the record of charge-offs since the last examination
" (GAO, 1988, p. 64).

Since February 1984, U.S. banks have been required to maintain a specific
loan-loss reserve against claims on the most seriously troubled sovereign
debtors. A provision of the International Lending Supervision Act (Federal
Register, 49, Feb. 13, 1984, p. 5591) requires that banks establish an
Allocated Transfer Risk Reserve (ATRR) when the Interagency Country
Exposure Review Committee (ICERC), representing the three federal
banking agencies, determines that claims on a particular country are “value
impaired.” The ATRR is an addition to and separate from the unallocated
loan-loss reserve and is not counted as primary capital in evaluating the
bank’s capital adequacy.®

The ICERC is obliged to classify claims on a country as value impaired
when a country has not made full interest payments for more than six
months, or has not met the terms of its restructuring agreement for over one

¢ In June 1987, First Chicago Corporation, in an agreement with the SEC, restated its 1983
and 1984 financial results and agreed to revise its loan-loss reserve procedures without admitting
or denying charges that it had violated the corporate-reporting and internal-control provision of
the securities law. First Chicago insisted in 1984 that “a huge batch of loans had all gone sour
at once. The SEC contended that the loans went bad over a period of time and that loss provi-
sions should have been taken earlier” (Ingersoll and Bailey, 1987, p. 7).

7 One approach has been to deduct 50 percent of loans classified “doubtful” and 20 percent
of those classified “substandard.” An additional category, “other,” is used to classify loans that
have some deficiency in documentation that the bank is obliged to remedy.

8 See Guttentag and Herring (1985a, pp. 22-25) for an extended discussion of the ATRR and
the context in which it was adopted.
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year, or has not complied with its IMF stabilization program and shows no
immediate prospect for compliance, or appears unlikely to resume an orderly
restoration of debt-service payments in the near future. For countries clas-
sified as value impaired, banks are obliged to set aside an ATRR equal to a
specified percentage (usually 10 percent) of the face value of the loan or to
charge off an equivalent amount of the loan. The ATRR increases each year
(usually by an additional 15 percent) so long as the country is classified as
value impaired.

The classification criteria provide the agencies with substantial discretion,
which they have used to avoid requiring an ATRR against claims on any of
the largest debtor countries.® Claims on eight of the smaller debtor coun-
tries, representing collectively less than 2 percent of U.S. bank claims on
developing countries, have been classified as value impaired. Few, if any,
banks have established ATRRs, however. This is partly because the pros-
pects for repayment of the relevant claims have been so poor, and the
amounts involved so small, that the banks voluntarily charged them off
before the ATRR was imposed. Moreover, banks find it less costly to charge
off a loan than to establish an ATRR, because a loan is subject to a capital
requirement so long as it remains on the balance sheet.

Although the supervisory authorities have generally encouraged banks to
increase their loan-loss reserves, IRS regulations have steadily reduced
incentives for banks to make loan-loss provisions. Until the mid-1970s, U.S.
banks could deduct provisions from taxable income until they had accumu-
lated a tax-deductible loan-loss reserve equal to 2.4 percent of eligible loans
(a total that excludes government-guaranteed loans). Beginning in the mid-
1970s, this permissible reserve was gradually reduced until it reached six-
tenths of 1 percent of eligible loans in the mid-1980s. Under the tax law that
became effective in 1987, banks are no longer permitted to deduct provisions
from taxable income, only losses as evidenced by charge-offs, sales, or other
dispositions of loans. Because the new law increased the U.S. tax liabilities
of most major banks, however, they may now obtain larger tax savings from
charge-offs than they formerly did from provisions.

In summary, practice often departs from principle in determining provi-

° For example, even though Brazil's interest moratorium during 1987 lasted more than six
months, the three agencies did not require an ATRR against bank claims on Brazil,

10 Although the marginal tax rate has declined from 46 or 48 percent to 34 percent, the base
on which banks are taxed has expanded substantially. Indeed, under the previous tax law several
leading banks paid negligible federal income taxes. Moreover, the new tax law requires that
banks repay the Treasury for provisions that were permissible deductions in earlier years. The
recapture will take place over four years—10 percent of the tax-deductible loan-loss reserve will
be taxable in the first year; 20 percent in the second; 30 percent in the third; and 40 percent in
the fourth. The recaptured amount will be taxed at the new lower rate, however, whereas past
deductions were taken at higher rates.
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sions and charge-offs because banks have substantial scope for taking an opti-
mistic view of future loan losses. Although a bank’s freedom to underprovi-
sion or avoid charge-offs may be limited to some extent by the monitoring
efforts of auditors, security analysts, or the supervisory authorities, the
values that banks report on their balance sheets—net of loan-loss reserves—
frequently overstate the market value of assets.

A preoccupation with provisions and loan-loss reserves, furthermore, can
be highly misleading. The underlying concern that prompts so much atten-
tion to them is the bank’s “capacity to bear loss,” the decline in asset values
that the bank can absorb without jeopardizing the claims of its depositors and
other creditors. The loan-loss reserve is an inadequate measure of a bank’s
capacity to bear loss. Since that capacity may be an important concern of
bank managers in making lending decisions, we now examine the concept in
more detail.

3 Accounting Measures and the Capacity to Bear Loss
Alternative Measures of the Capacity to Bear Loss

The fundamental component of a bank’s capacity to bear loss is shareholders’
equity. Indeed, this is the only component of capital about which all super-
visory authorities agree (BIS, 1987). The book value of equity (item 10 in
Table 5) is one accounting measure of the capacity to bear loss. The loan-loss
reserve (item 2 in Table 5) is often added to form a more comprehensive
measure that corresponds closely to the U.S. concept of “primary capital” on
which capital requirements are based.!! ‘

The market value of equity has two major advantages over the book value
of equity, with or without loan-loss reserves, as a measure of a bank’s capacity
to bear loss. First, it overcomes the upward bias in the book value of assets
that was noted in the preceding section. Second, it is a much more compre-
hensive measure, because it reflects not only the items that appear on con-
ventional balance sheets but also the present value of off-balance-sheet items
such as the bank’s commitments, forward contracts, options, lines of credit,
acceptances, and intangible assets like the bank’s charter and customer rela-
tionships.

At year-end 1987, the ratio of the market value of equity to book value of
equity for nine major U.S. banks ranged from 46 to 136 percent. The lower

11 The relevant measure of the capacity to bear loss for regulatory purposes is not necessarily
the same as for bank decision-making. Some (but not all) regulators consider subordinated debt
or preferred stock to be part of the capacity to bear loss because these items protect depositors
or because the bank may be able to continue operations despite failure to make payments on
them. Regulators also disagree about whether loan-loss reserves should be included.

12



figure applied to Bank America and reflected the market’s judgment that the
bank’s assets, including some of its claims on developing countries, were sub-
stantially overvalued. Eight of the nine banks had ratios below 100 percent.
Only J. P. Morgan had a ratio above 100 percent. Which measure of the
capacity to bear loss is relevant for bank lending decisions?

Book-Value Measures and Bank Behavior

Financial economists steeped in the efficient-markets literature are skeptical
that book values matter in bank decision-making. Many would argue that
equity prices accurately reflect all relevant information about the bank,
regardless of the accounting conventions and decisions adopted by the bank.
In essence, they argue that since bank managers can’t fool the equity markets
it is pointless for them to try.

A substantial volume of evidence supports this argument, at least
regarding the market for equities of the major U.S. banks that are engaged
in cross-border lending. Public disclosure about these banks is extensive,
including disclosure of information regarding significant exposures to foreign
borrowers. Beebe (1985), Kyle and Sachs (1984), and Sachs and Huizinga
(1987) show that some of the divergence between market and book values is
attributable to discounts applied to the book values of claims on troubled
debtor countries. Others (Schoder and Vankudre, 1986, and Smirlock and
Kaufold, 1987) suggest that bank-equity markets revalued bank stocks very
quickly following the Mexican debt crisis of August 1982. Furthermore, as
we note later, the equity market’s positive reaction to Citicorp’s 1987
announcement of a record $2.6 billion book-value loss indicates that the
market was looking through accounting data to market values.

The argument is less persuasive when applied to some markets outside the
United States. In many countries very limited information about banks is dis-
closed to the public, a practice that is often encouraged and abetted by super-
visory authorities. In some countries, banks are urged to disguise fluctua-
tions in income and the market value of assets by making allocations to
hidden reserves during good times and drawing from them in bad times
(Guttentag and Herring, 1986b). If markets have no information other than
what the banks report publicly, banks may be able to use accounting con-
ventions to encourage the equity market to take too optimistic a view of their
condition.

Even if equity markets look through book values, markets for uninsured
deposits and other claims may not. Bank creditors generally do not invest
much time or money in evaluating banks; they tend to classify them as either
safe or questionable. Banks fear that a major charge-off or a sharp drop in
reported earnings will cause a significant number of creditors, including
other banks, to shift the bank into the questionable category, raising its cost
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of funds and perhaps causing losses from the hurried sale of illiquid assets.
Fear of this type of creditor reaction is probably the major reason that
bankers often object strongly to supervisory suggestions or orders that they
reduce accounting measures of asset values or income. 12

In the United States, the growing importance of money-market funds as
holders of uninsured bank deposits has exacerbated this problem. While the
managers of these funds may be quite sophisticated in their evaluation of the
soundness of banks, their clients are generally unsophisticated investors who
would be alarmed to learn that their fund was holding claims on a bank being
portrayed adversely in news reports. As a result, fund managers are among
the first to withdraw deposits from a bank that reports unexpectedly low
earnings or a reduction in capital. (As we shall see, the managers of Citicorp
feared just such a response, but they were able to convince the markets that
the record loss they reported was in fact a sign of strength.)

Book values may also matter to banks because they matter to regulators.
Capital requirements, for example, are defined in terms of book values. If a
bank’s capital falls below the regulatory minimum, the bank may be subject
to closer surveillance than usual, and it may lose its freedom of action on
mergers and acquisitions, dividend payments, branch expansion, advertising
expenditures, and even loan policy. Indeed, a'serious shortfall in book capital
that is not remedied quickly can be cause for merging the bank or replacing
the management.

If creditors and regulators do react to changes in book values, the use of
book values in the bank’s decision-making is not inconsistent with the goal of
maximizing the wealth of its shareholders. Yet it is also true that shareholders
would benefit by the removal of book-value constraints, because these con-
straints are likely to impede the goal of wealth maximization.

The upshot is that market values matter but book values may matter also.
This means that a bank’s lending decisions may be affected by its exposure
to the borrower relative to either the market or the book value of its capacity
to bear loss. The relevant concept may depend on the bank and the circum-
stances. We therefore look at the two cases separately when examining the
lending-decision process.

4 The Capacity to Bear Loss and the Lending Decision
Bailout Loans and Spontaneous Loans

We examine here decisions about two kinds of loans, “spontaneous” and
“bailout.” Spontaneous loans are made to borrowers that are successfully

12 See Guttentag and Herring (1985b) for an analysis of the reaction of the interbank market
to bad news about a borrowing bank.
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servicing their old debt and are expected to continue to do so. Such bor-
rowers can obtain the same market terms from new lenders as from the
lenders to which they are already indebted. (We defer until section 7 a con-
sideration of the theory of spontaneous lending.)

Spontaneous lending disappears when a borrower’s ability to service out-
standing indebtedness becomes doubtful. This is, of course, the situation
that has confronted many developing countries since August 1982. Under
such circumstances, a significant part of the expected return on a new loan
is the improved prospect that the borrower will repay its outstanding indebt-
edness. This is a bailout loan. Since lenders without previous exposure do
not benefit from the improved repayment prospects of the borrower, they
will not participate in bailout loans. 3

Bailout Loans and Provisioning

Casual observation indicates that banks that have voluntarily accumulated
substantial reserves or made comparable charge-offs against their cross-
border loans to certain countries are often the most reluctant to make bailout
loans to these countries. But this does not necessarily mean that the reserves
or charge-offs cause the reluctance to make new loans. We will see later that
a bank’s willingness both to extend a bailout loan and to make provisions
against, or charge off, old loans is influenced by its exposure to a borrowing
country. “Exposure” refers to the maximum potential loss if the borrower
does not repay. Exposure is usually measured in book values, although in
some contexts the market value of exposure is more relevant.

If a bank is concerned that the book value of its capacity to bear loss is close
to the regulatory minimum or is low relative to its peers, it is likely to be
much more reluctant to make provisions or charge-offs than banks with a
larger book capacity to bear loss. Also, if a bank’s exposure to the borrower
is smaller than that of its peers, it is more likely to make provisions or charge-
offs as a way of calling attention to its lesser vulnerability to a default.!4 Thus,
both the tendency to accumulate reserves or make charge-offs and the dis-
inclination to make new loans may be the consequence of relatively small
exposure. Yet we also see later that, under some circumstances, provisions

13 This problem could be alleviated if a new lender were able to obtain a prior claim against
the borrower, but international lending agreements usually contain clauses that prevent this.
Negative-pledge clauses prevent the borrower from subordinating the lender’s claim in subse-
quent loan transactions, and pari passu clauses assure that any privileges accorded new creditors
will be extended to old ones. These rules effectively freeze past lending relationships until the
servicing of past loans no longer depends on new loans and spontaneous lending can be regen-
erated (Eaton et al., 1986, p. 494, and Stiglitz and Weiss, 1983, pp. 918-919).

14 Several regional banks have gone out of their way to inform the market that they had zero
exposure. One bank proudly advertised that its only offshore loans were to Nantucket.
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against loans to specific countries may have an independent influence on the
willingness to lend.

A model of bailout lending is required to determine the independent influ-
ence of provisioning, charge-offs, and reserves. This section is based on the
model developed in the Appendix. (Readers who prefer an algebraic expo-
sition may wish to skip this and the following section and read the Appendix.)

Two assumptions are maintained throughout this section:

1. Bankers, tax authorities, regulators, investors, and bank creditors
ignore accounting magnitudes that differ from market values. The
assumption that only market values matter provides a useful bench-
mark against which, in the next section, we can assess the implications
of assuming that accounting values also matter.

2. There is only one lender. While this assumption is manifestly inappli-
cable to contemporary debt-servicing problems, where the challenge of
achieving collective action is very important, it is convenient to con-
sider the simpler case before proceeding to the more complex one
examined in section 6.

The analysis begins with three additional assumptions that are relaxed in
sequence:

3. The bank’s capacity to bear loss exceeds its outstanding claim against
the borrower plus the bailout loan. {Thus, the bank would not fail if the
bailout loan was unsuccessful.)

4. The bank is not subject to constraining capital requirements or to pen-
alties if the book value of capital falls.

5. The bank maximizes expected profits (i.e., it is not subject to any risk
constraint).

The Basic Case

Given these assumptions, a bank will be more willing to make a bailout loan
(a) the higher the probability that the loan—along with the bank’s old claim
against the borrower—will be repaid, (b) the higher the spread on the new
loan over the risk-free rate, and (c) the larger the bank’s old claim against the
borrower.

Obviously, the better the prospects that the borrower will repay, the
greater the willingness of the bank to make the bailout loan. This probability
depends on a number of factors, including macroeconomic conditions in the
world economy and in the borrowing country (which are taken as given for
our purposes). But the probability of success also depends on whether a large
enough bailout loan is made. We focus on the probability of repayment asso-
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ciated with the size of the bailout loan that yields the maximum probability
of success!® and defer until section 6 the question of whether a loan of
optimal size can be mobilized.

Given all the other factors, a bank will be more willing to make a bailout
loan when the contractual value of its outstanding claims on the borrower is
large, because the recovery of those claims is part of the return on the bailout
loan. This is a fundamental difference between spontaneous and bailout
lending. In spontaneous lending, either a bank is indifferent to the amount
of its outstanding claims against the borrower or, if it is risk-constrained, its
willingness to make new loans will decline as the volume of its old claims
rises. _

To the extent that a bailout loan to one borrower is perceived to affect the
probability that some of the bank’s other borrowers will repay outstanding
loans, the relevant measure of outstanding claims may be much larger than
the claims on the specific borrower seeking a new loan. Such interconnec-
tions may be economic or political.

In this basic model of bailout lending, provisions and reserves do not
matter, because they do not affect any of the factors that determine a bank’s
willingness to lend. The same is true of charge-offs. Although the contractual
value of outstanding claims does influence the willingness to make new loans,
the accounting value of such claims is irrelevant. What matters for the
lending decision is the maximum amount the bank can collect from the bor-
rower if the borrower is able and willing to repay the debt in full. Charge-
offs affect this magnitude only if accompanied by explicit debt forgiveness. 16
In the absence of forgiveness, a bank’s claim on the borrower is reduced only
if the outstanding balance is repaid or the claim is sold.!?

When the Bank Is Overexposed

If the bank’s economic exposure to the borrower plus the bailout loan
required to maximize the probability of repayment exceeds the bank’s
capacity to bear loss, the bank may be more willing to extend a bailout loan
than in the basic case where the bank’s capacity to bear loss is larger. The
reason is that shareholders will obtain the full benefit if the bailout loan is

15 See the first section of the Appendix for further discussion of this assumption.

16 This point was emphasized by the Bank of Boston when it wrote off $200 million of its $1
billion of claims on developing countries. A spokesman for the bank said that the bank “fully
expects the borrowers to repay their loans” (Financial Times, 1987, p. 359).

17 The repurchase of outstanding obligations at a discount has been a feature of the resolution
of several past debt crises (see Sachs, 1982). The volume of swaps and outright sales, which often
permit the debtor to buy back its obligation at a discount, has substantially increased since Citi-
corp’s special provision.
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successful; if it fails, the part of the loss that exceeds the shareholders’ equity
will be borne by creditors or insurers.!® Thus, the ability to shift potential
losses to third parties increases the willingness to lend.

Countries with large absolute amounts of outstanding debt should find it
easier to obtain bailout loans whether or not the bank is overexposed. As
shown in Table 7, Brazil and Mexico, the two countries with the largest
indebtedness to banks in 1982, accounted for $10 billion of the $11.8 billion
increase in outstanding loans to public borrowers and banks in Latin America
from 1982 to 1987.19

The modified model also implies that banks with greater exposures relative
to capital should be more willing to make bailout loans. This is also consistent
with the evidence shown in Table 7. The 9 money-center banks that had the
highest ratios of exposure to capital in 1982, and also in 1987, accounted for
all of the increase in outstanding loans to Latin American countries. (The
increase in the claims of the 13 other large banks just offset the decrease in
the claims of the nearly 200 smaller banks included in the Country Exposure
Lending Survey.)

We do not know whether bailout lending decisions were influenced by the
expectation that part of the risk of loss would be borne by third parties. Yet
exposures relative to economic capacity to bear loss were very large for major
U.S. banks after the debt crisis erupted. The book-value exposures to all
Latin American borrowers for nine money-center banks in December 1982
was 172.5 percent of their primary capital. As we note later, basing both
numerator and denominator on market values would not generate very dif-
ferent figures. Since the repayment prospects of these countries appeared to
be highly interrelated (subsequent movements in secondary-market prices
of claims on these countries have been highly correlated), the possibility
cannot be disregarded that the banks viewed them as a single exposure.

As in the basic case, charge-offs will not affect the willingness to make new
loans because of the assumption that changing the accounting value of expo-
sure does not affect the bank’s claims against the borrower, but provisioning
that increases the bank’s capacity to bear loss may do so. When exposure to

18 This assumes that the third parties do not foresee that the bank is shifting an additional risk
onto them and therefore fail to charge an appropriate risk premium. This assumption seems
reasonable because most creditors of large banks are implicitly (though not explicitly) protected
by deposit insurance, and the deposit insurance agency charges a premium that does not vary
with the perceived riskiness of the institution. (See Buser, Chen, and Kane, 1981, for an argu-
ment that bank supervision may substitute in part for risk-sensitive deposit-insurance pre-
miums.)

19 Table 7 shows Country Exposure Lending Survey claims on public borrowers and banks,
which provide a better measure of concerted lending than claims on the nonbank private sector.
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TABLE 7

OUTSTANDING LOANS TO PUBLIC BORROWERS AND BANKS, 1982 AND 1987

(in millions of dollars)
All U.S. Banks 9 Money-Center Banks

6/82 12/87 Change 6/82 12/87 Change
Total Latin America $49,841 $ 61,594 $11,753 $29,282 $41,078 $11,796
Brazil 13,401 18,422 5,021 7,652 12,738 5,086
Mexico 13,185 18,227 5,042 7,809 11,115 3,306
Venezuela 6,931 7,188 257 4,674 5,183 509
Argentina 5,165 7,326 2,161 2,949 5,220 2,271
Chile 4,395 5,538 1,143 2,188 3,681 1,493
Peru 1,994 818 (1,176) 1,156 425 (731)
Colombia 1,720 1,689 (31) 1,090 1,160 70
Others 3,050 2,386 (664) 1,764 1,556 (208)
Total bank capital $66,200 $129,000 $27,100 $51,500
Total claims as a %

of primary capital 75% 48% 108% 80%
13 Other Large Banks Other Smaller Banks

6/82 12/87  Change 6/82 12/87  Change
Total Latin America $ 9,401 $10,820 $1,419 $11,158 $9,696 ($1,462)
Brazil 2,743 3,149 406 3,003 2,535 (468)
Mexico 1,927 3,192 1,265 3,449 3,920 471
Venezuela 1,228 1,274 46 1,029 731° (298)
Argentina 1,251 1,313 62 965 793 172)
Chile 912 983 71 1,296 874 (422)
Peru 502 246 (256) 336 147 (189)
Colombia 335 295 (40) 294 234 (60)
Others 503 368 (135) 786 462 (324)
Total bank capital $12,700 $ 3,900 $ 6,400 $3,800

Total claims as a %
of primary capital 74% 45% 42% 18%

SoURCE: Country Exposure Lending Survey, Dec. 6, 1982, and Apr. 22, 1988.

the borrower plus the necessary bailout loan exceeds the bank’s capacity to
bear loss, increases in its capacity to bear loss may diminish its willingness
to extend a bailout loan. Since the exposure of money-center banks to all
Latin American borrowers had fallen (in book-value terms) to 95 percent by
December 1987, a decreasing willingness to make bailout loans should not

be surprising, even if the borrowers’ prospects for repayment had not de-
teriorated.
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Risk Neutrality

The assumption that banks maximize expected profits implies that they
attach no cost to the variance of their total profits.2° The assumption of risk-
neutral bank behavior is widely used and defended. Tobin (1982, p. 523), for
example, has observed:

Risk-neutrality seems the appropriate assumption for the firm. A bank is managed
by specialists engaged in taking a long sequence of risks . . . and can expect bad
luck and good luck to “average out.” That is, the long-run variance of the profits
associated with any given policy is much smaller than the short-run variance.

Special circumstances, however, may lead to risk-averse behavior: (1) The
bank may be closely held by managers who cannot diversify because the bank
is the major part of their human and financial capital. This would be unusual
among the major banks that are heavily involved in international lending but
may be relevant to some small banks. (2) Shareholders may prefer that the
bank minimize the risk of bankruptcy because they would lose the going-
concern value of the bank (or be subject to some other default penalty) if it
were to be closed (Herring and Vankudre, 1987). (3) Risk-averse managers
who perceive that their jobs may be jeopardized by sharp declines in bank
profits may impose a risk constraint to protect themselves. Even though
shareholders might prefer that the bank maximize expected profits, moni-
toring costs may give managers some scope for pursuing their own interests.
(4) Bank-supervisory authorities may constrain the bank’s risk in order to
reduce the possibility of bankruptcy or prevent the bank from taking undue
advantage of deposit insurance or emergency liquidity assistance.

If a bank’s objective is to maximize expected profits subject to a binding
constraint that the probability the bank will fail does not exceed some spec-
ified level, increases in the bank’s capacity to bear loss tend to relax the con-
straint. A larger capacity to bear loss allows the bank to make loans that
increase the anticipated variance of profits to levels that would have been
unacceptable before. The bank could therefore make bailout loans that it was
previously constrained from making.

Presumably, this case would apply only to a bank that was not overex-
posed. A bank with an exposure larger than its capacity to bear loss is
undoubtedly in violation of any risk constraint it may have had. We have
shown elsewhere (Guttentag and Herring, 1986a) how this could happen.
The excessive risk exposure of such a bank is unintentional, reflecting prior
mistakes or unanticipated bad luck. This may be the explanation for the pre-
dicament of several heavily exposed U.S. banks.

20 This assumption does not imply that bank shareholders are also risk neutral: risk-averse
shareholders can reduce variance in their own income by diversifying their portfolios.
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How does a bank behave after it has unintentionally violated its self-
imposed risk constraint and cannot honor it immediately without going out
of business? This is an unexplored theoretical question. Our surmise is that
a bank would try to generate retained earnings as rapidly as possible in order
to satisfy its risk constraint once again. But the quickest way of generating
reserves internally is to maximize expected profits. Thus the risk constraint
becomes irrelevant to the bailout-lending decision, and—just as in the case
where the bank is risk neutral—increases in the bank’s capacity to bear loss
will reduce the willingness to make such a loan.

S The Lending Decision When Book Values Matter

Book capacity to bear loss, as opposed to economic capacity to bear loss, may
be important when book values affect market perceptions, regulatory
actions, management compensation, or tax payments. In such cases, book
capacity to bear loss may also affect the willingness of a bank to make new
bailout loans.

Book Values and the Incentive to Make Bailout Loans

When bank managers perceive a cost in reporting a decline in the value of
an asset, the incentive to make a bailout loan is enhanced. A bailout loan
gives the bank a chance not only to retrieve its outstanding claims on the
borrower but to delay—perhaps indefinitely—charging off its outstanding
exposure by enabling the borrower to stay current on interest payments.
Indeed, if new loans do not exceed accumulated interest, the bank can
accomplish this without increasing its exposure.

In the Appendix, we assume that the bank perceives a cost to reducing the
stated value of claims on the borrower that is proportional to the book value
of those claims. This becomes part of the cost of not making the bailout loan,
since the outstanding exposure must be charged off if the bailout loan is not
made. The cost is also a negative component of the expected return on the
bailout loan: if the bailout loan fails, both it and the outstanding exposure
must be charged off. But the cost is certain if the loan is not made (a proba-
bility weight equal to 1), while the failure of the bailout loan is uncertain (a
probability weight less than 1). Thus, on balance there is an increased incen-
tive to make the bailout loan.

Voluntary Provisioning and Charge-Offs

When book values matter, an increase in book capacity to bear loss will
reduce the incentive to make a bailout loan even if economic capacity is not
affected. It reduces the perceived cost of recording reductions in asset values
that could be avoided by making the loan. In our model, this cost is assumed
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to be inversely proportional to the difference between current book capacity
to bear loss and that level of book capacity which would trigger adverse reac-
tions from creditors or regulators.

In addition, charge-offs and provisions against loans to a specific borrower
may reduce the expected return on bailout loans to that borrower, for two
reasons. First, specific provisions or charge-offs reduce the decline in
reported income or asset values that would occur if the loan were not made.
Second, accountants (or regulators) may require similar provisions or charge-
offs on new loans to that borrower. Accountants usually require that new
medium-term credits in support of balance-of-payments adjustment pro-
grams be treated no differently from outstanding claims on the same bor-
rower. If there are provisions against the old loans, they will be required on
the new loan as well, unless the new loan can be construed as a prior claim
on the borrower’s resources. Thus a bank that has taken a 50 percent specific
provision against its loans to a particular country has halved the potential
drop in its book capacity to bear loss that would occur if it did not make a
bailout loan, and it may be obliged to make a 50 percent provision if it does
make a bailout loan.2!

Mandatory Specific Provisions

The same problem arises in the case of mandatory specific provisions that
oblige banks to credit special liability accounts in amounts equal to some per-
centage of their total claims against a specified country or “basket” of coun-
tries. Unless supervisors and regulators change requirements as soon as a
borrower’s prospects change or exempt new loans from old requirements,
mandatory provisioning will reduce the expected return from new loans.

In Canada, Japan, the Netherlands, Spain, Sweden, and Switzerland, the
requirement is specified against one basket or several baskets of debtor coun-
tries. The number of baskets ranges from one in Japan and Canada to five in
Spain. The fewer the baskets and the larger the number of debtors in any
one basket, the less sensitive the provisioning rule is likely to be to improve-
ment in the status of any one debtor.

In some countries, the rule is completely mechanical; for example, the
basket might include all loans to every debtor that has undergone a resched-
uling exercise over the previous five years. In such a case, even a dramatic
improvement in a debtor’s economic condition will not relax provisioning
requirements on new loans.

2 Ordinarily, a bank would not voluntarily make provisions that would constrain it from
making loans it wanted to make, but foresight is imperfect. After the provision is taken, the
bank’s managers may find that the condition of a borrower has unexpectedly improved. Never-
theless, reversal of provisions usually requires that the borrower’s credit standing be completely
restored; partial restoration is not sufficient.
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The Bank of England (1987) has taken a more flexible approach. Each
debtor country is given a risk rating based on fifteen factors, and an appro-
priate level of loan-loss reserves is indicated for each of five ranges of the risk
rating. Changes in circumstances of individual debtors are reflected in
changes in ratings that lead automatically to changes in the suggested level
of reserves.

In the United States, reserve requirements against individual countries
are also relatively flexible. The U.S. authorities have been careful to exempt
certain categories of new lending from the ATTR requirement,? and they
have made clear their intention to revise the classification of a country as soon
as conditions warrant. (Turkey is the most notable case of a country that has
been upgraded.) Flexibility imposes a burden of discretion on the U.S.
authorities, and it may subject them to political pressures to revise classifi-
cations prematurely or to delay adverse classifications unduly.

6 Provisioning and the Collective-Action Problem

To this point we have assumed that total claims against a country are held by
one lender. In fact, many lenders are involved, and the need for collective
action is an important problem. After a brief review of the problem (for a
more extensive discussion, see Herring, 1989), we focus on how provisioning
affects prospects for achieving collective action.

The problem of collective action arises when no individual lender has an
incentive to make the full bailout loan unilaterally but lenders have a collec-
tive interest in the borrower’s receiving the loan. The larger the number of
individual lenders, the smaller the incentive for any one lender to take action
in the collective interest and the greater the difficulties in achieving collec-
tive action.

This means that the model of bailout lending developed above, which
assumes a single lender, indicates the maximum volume of lending that could
be expected in a regime of many lenders. The actual volume of lending will
approach that maximum insofar as individual lenders are induced to behave
in the collective interest.

There are bargaining costs inherent in obtaining agreement among a large
number of independent decision-makers. Furthermore, anticipation of the
difficulty of achieving collective action may discourage individual lenders
from participating. An individual lender’s expectation that a bailout loan will
succeed depends not only on the lender’s perception of the borrower’s ability
and willingness to repay but also on the expected behavior of other creditors.

22 These categories are usually short-term credits. Thus far, the supervisory authorities have
found it difficult to exempt medium-term credits, which are most useful for supporting balance-
of-payments adjustment programs.
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If a bank expects other lenders to opt out, it will assign the bailout loan a
lower probability of success than if it can count on each lender to contribute
a proportional share. Anticipation of difficulty in organizing a bailout loan
may become a self-fulfilling prophecy.

Another impediment is that individual banks may expect a free ride on a
bailout loan made by other lenders. A bank is more likely to expect a free
ride if it believes that other lenders will be willing to make bailout loans
larger than their shares of the outstanding claims on the borrower. There
may be political reasons for official entities to grant subsidies or extend
bailout loans to the borrower, or other lenders may be known to be much
more heavily exposed.

The difficulty of achieving collective action increases with differences
among the banks regarding the variety of factors that bear on their willing-
ness to make bailout loans. Some banks, for example, have important collat-
eral relationships with the debtor that would be jeopardized if the bailout
loan failed. Some banks have more leeway than others to deduct provisions
or charge-offs from taxable income, and some place greater value on inter-
national cooperation. But the most important difference among the banks
may be the extent of their exposure relative to their capacity to bear loss.
Among other things, the greater the differences in exposure, the more
severe the free-rider problem. Furthermore, some banks with relatively
small exposure may believe they can obtain a competitive advantage vis-a-
vis more heavily exposed banks if the bailout loan is not made and the more
heavily exposed banks are thus forced to reduce the book value of their
capacity to bear loss (and perhaps be subject to regulatory sanctions).

While exposure has declined and capacity to bear loss has risen for most
banks since 1982, this trend has been much more pronounced for the banks
that were less exposed in 1982. In addition, banks with relatively small expo-
sure appear to have made much larger specific balance-sheet provisions than
have banks with larger exposure. On the assumption that book values matter
to the first group of banks, these provisions have further reduced the return
to them from bailout lending, for reasons discussed earlier.

Consequently, trends in exposure relative to capacity to bear loss, as well
as in specific provisioning, have caused the perceived returns on bailout
loans to decline more for banks that faced relatively low expected returns in
1982 because of their relatively small exposure. These trends have increased
the difference in expected returns on bailout loans between the heavily
exposed and lightly exposed banks and have thus made collective action
more difficult.®

23 One factor could work in the opposite direction. The most exposed banks in 1982 may have
been overexposed in the sense that their potential losses exceeded their economic capacity to
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7 The Impact of Provisioning and Charge-Offs on Spontaneous Lending

Spontaneous loans are made only to borrowers in good standing that are
expected to remain in good standing. The hallmark of a spontaneous loan is
that it yields the same expected return to lenders that already have claims
on the borrower as to lenders that do not. Since the borrower is expected to
service outstanding claims on time, whatever the decision of existing credi-
tors regarding a new loan, the repayment of outstanding exposure is not part
of the lender’s expected return on a spontaneous loan. By the same token,
historical book values play no role in the new lending decision.

Provisioning has two kinds of effect on spontaneous lending. The manda-
tory specific provisioning rules that were adopted after 1982 are relatively
unimportant among the many factors that have reduced the expected return
on spontaneous loans. In contrast, provisioning that increases the capacity to
bear loss may in time encourage spontaneous lending by relaxing the risk
constraints that may deter some banks.

Factors Depressing the Expected Return on Spontaneous Loans

Probably the most important reason for the decline in spontaneous lending
after 1982 was the sharp decline in the expected return on cross-border loans
to many developing countries. We have argued (in Guttentag and Herring,
1986a) that, before the Mexican debt crisis in August 1982, expected returns
were overestimated, for a number of reasons:

1. Banks may have been subject to disaster myopia regarding the possi-
bility of major shocks carrying low, but unknown, probabilities.

2. Banks may have placed undue reliance on the efficacy of short maturities
to protect themselves against debt-servicing difficulties.

3. Banks may have believed that governments or international institutions
would protect them against severe loss if debt-servicing problems
affected most major banks.

4. Banks may have made excessively optimistic inferences from inadequate
data concerning the current condition and outstanding indebtedness of
major countries.

Payment interruptions on sovereign debt since August 1982 have deflated
these optimistic assumptions regarding the probability of default. Indeed,
the same factors that gave rise to disaster myopia before 1982 may lead to
overestimates of the probability of default on spontaneous loans. Short
maturities have provided uncertain protection, and in some instances they
have been rescheduled on the same basis as other debt. (Indeed, in one
instance only short-term claims were rescheduled.) The implicit guarantees

bear loss. If this is no longer true, a major source of difference between the banks has been
removed.
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anticipated from governments and international agencies have so far proved
disappointing. And, in the wake of one unpleasant surprise after another,
inadequate data are now interpreted pessimistically rather than optimisti-
cally.

The regulatory response to the debt crisis since 1982 is also likely to retard
the resumption of spontaneous lending. Banks in most countries have been
pressured to increase their capacity to bear loss. Higher capital-asset ratios
increase the required rate of return on all assets subject to the ratio and thus
harden the terms on which new loans will be made. Many countries have put
systems into place to include cross-border loans in evaluations of capital ade-
quacy and to impose mandatory provisions against troubled foreign debt.
These measures are an abrupt departure from the earlier era, when cross-
border loans were not subject to special regulatory provisions.

Cross-border loans are also subject to far greater public disclosure. The
public reaction that preceded and accompanied many of these regulatory
measures is perhaps even more harmful to prospects for a resumption of
spontaneous lending than the regulatory measures themselves. In the
United States, particularly, banks were subjected to heavy political attack for
allegedly wasting money abroad while domestic needs were unsatisfied. As
a consequence, banks may demand a higher expected return from new for-
eign loans to compensate for potential political costs.

Finally, the wave of deregulation sweeping around the world is giving
banks access to new activities and new markets in countries with high per
capita incomes. It is generally anticipated that the expected return on loans
and investments in the advanced industrial countries will be much higher
than in the era before 1982. This will increase the opportunity cost of loans
to developing countries.

The Impact of Provisioning on Risk Constraints

When banks are risk-constrained, the outstanding exposure to a given
country has a negative impact on the willingness to make new loans to that
country even when the old loans are in good standing. (Guttentag and Her-
ring, 1986¢c, present a formal analysis of one such model.) The impact is
greater the larger the anticipated covariance with the rest of the portfolio and
the smaller the bank’s capacity to bear loss. Hence, given the risk constraint,
increases in capacity to bear loss increase the willingness to make new loans.

We have argued (Guttentag and Herring, 1985c¢) that before 1982 banks
underestimated the correlation of risks among loans to different countries,
believing that their portfolios of cross-border loans were highly diversified.
They tended to ignore systematic linkages associated with (a) potential
increases in real interest rates that would affect all borrowing countries and
(b) potential funding problems that would face developing countries in the
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event of a deterioration of confidence in their creditworthiness. These mis-
takes will not soon be repeated. In view of the recent unfavorable experi-
ence, there may even be a tendency to exaggerate such linkages. Mandatory
provisioning requirements against loans to baskets of developing countries,
implying as they do that the countries in a basket are linked, may reinforce
this tendency.

Large anticipated covariances among a group of loans that constitute a sig-
nificant proportion of a bank’s capital may deter new lending to individual
countries within the group even though each exposure considered separately
is a small proportion of total capital. Under such circumstances, provisioning
should increase the bank’s willingness to make new loans, because it enables
the bank to accept a higher degree of exposure or covariance and still remain
within its risk constraint.

Ironically, the negative short-run impact of specific provisioning on the
willingness to make bailout loans may have a positive effect on the willing-
ness of a risk-constrained bank to resume spontaneous lending in the long
run. With loans to developing countries static, the growth of the rest of the
bank’s portfolio gradually reduces the covariance of the return on new loans
to developing countries with the return on the rest of the portfolio. We
would view any such effect, however, as of very small importance relative to
the powerful forces operating in the other direction.

8 Citicorp’s Decision

On May 19, 1987, Citicorp announced a provision of $3 billion against its
loans to thirty-one less developed countries that had been experiencing debt-
servicing difficulties.?* Citicorp was not the first major bank to allocate a sub-
stantial provision against possible losses on restructured sovereign debt, nor
was its reserve the largest relative to its outstanding loans.25 But Citicorp’s
action surely had the most dramatic impact, partly because it was the largest
single holder of claims on developing countries and partly because it had
played a leading role in most debt renegotiations.

% The thirty-one countries are Argentina, Bolivia, Brazil, Chile, Costa Rica, Dominican
Republic, Ecuador, Gabon, Honduras, Ivory Coast, Jamaica, Liberia, Malagasy, Malawi,
Mexico, Morocco, Mozambique, Nicaragua, Nigeria, Panama, Peru, Philippines, Poland, Sen-
egal, South Africa, Sudan, Uruguay, Venezuela, Yugoslavia, Zaire, and Zambia. This list does
not include all countries whose debt sells at a discount on secondary markets. For example,
Colombia does not appear on the list, even though its claims sold for a 34 percent discount in
May 1988. Colombia does not meet Citibank’s criterion of having rescheduled its external bank
debt.

% For example, Deutsche Bank was reported to have established a reserve of 70 percent of
outstanding exposure, in comparison with Citicorp’s reserve of 25 percent.
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Accounting Aspects

Citicorp (1988, p. 31) indicated that the provision would be identified with
(but not limited to) claims on the thirty-one countries:

Since all identified losses are immediately written off, no portion of the allowance
is specifically allocated or restricted to any individual loan or group of loans, and
the entire allowance is available to absorb any and all credit losses. However, for
analytical purposes, Citicorp views its allowances as attributable to . . . [these
countries].

Citicorp’s rationale for identifying the provision with a group of specified
countries was that this would strengthen its strategic position in subsequent
negotiations with some of these countries, a point developed later. In addi-
tion, the bank’s new management team may have wished to separate itself
from earlier mistakes by making a cleaner accounting distinction between
earnings from current operating performance and losses inherited from the
past. Finally, Citicorp may have believed that if it did not voluntarily set
aside a substantial reserve against developing-country debt, it might soon be
obliged to do so, since a number of proposals mandating special reserves had
been introduced in Congress.

Citicorp’s rationale for not allocating the reserves to individual countries
was that this would have prevented it from including the reserves as part of
the general loan-loss reserve that is counted as part of primary capital by U.S.
regulatory authorities. Furthermore, if the bank had made specific rather
than general provisions, it might have reduced its freedom to treat new loans
to the thirty-one countries more favorably in its financial statements than it
treated existing claims.

Indeed, Citicorp may have believed that its action would strengthen the
resolve of U.S. authorities to continue to include loan-loss reserves in the
regulatory definition of capital. At the time, the U.S. authorities were devel-
oping a new framework to regulate capital adequacy with their counterparts
from eleven other countries in the Basle Committee on Bank Regulation and
Supervisory Practices, and the issue of how to treat loan-loss reserves was
under discussion. (In the event, a compromise was reached on this issue. The
proposed regulations released in January 1988 include loan-loss reserves as
part of second-tier capital. But by the end of 1992, when the new approach
is scheduled to be fully implemented, loan-loss reserves will be counted in
second-tier capital only up to an amount equal to 1.25 percent of risk-
weighted assets.)

Within weeks of Citicorp’s announcement, most other major U.S. banks
that had not already done so established a comparable reserve (see Table 1,
column 1, above). Subsequently, all the major banks in the United Kingdom
and Canada followed suit. Why was this action taken when it was, and what
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are the likely consequences for bailout lending and a resumption of sponta-
neous lending?

Citicorp’s Official Explanation

Citicorp was obliged to explain to the SEC why it had suddenly reduced the
value of its claims on troubled debtors by such a large amount. The SEC
often takes a skeptical view of sudden announcements of a decline in the
value of corporate assets if there is reason to believe the decline could have
been anticipated earlier. The formal SEC filing, the Form 8-K announcing
an unusual event, contained a one-sentence explanation:

[The provision was made] to reflect the increasingly visible economic reality that
the adjustment process for the heavily indebted countries will stretch into the
1990’s, the impairment of this portfolio as seen in the recent agreements and the
current events in Brazil, and the decision by Citicorp to restructure its exposure
through debt-equity swaps, sales and other actions (Jones, 1987, p. 2).

The banks that filed after Citicorp found it much easier to justify the timing
of their special provisions because they could cite Citicorp’s action.

The SEC chose not to quibble over this sentence; presumably, it saw no
useful purpose in asking Citicorp (and all the major banks that followed) to
restate their earnings for previous years.

Changing Attitudes toward Repayment Prospects

In its terse explanation, Citicorp acknowledged that it had modified its views
regarding repayment prospects. Until the second quarter of 1987, Citicorp
and most other U.S. banks with heavy concentrations of claims on troubled
debtor countries had shown great reluctance to make provisions against sov-
ereign debt, insisting that sovereign loans were ultimately collectable. The
general strategy was to treat the debt-servicing problems of major debtor
countries as if they were liquidity problems that would ease when the
debtors initiated policy reforms and when growth in the world economy
reverted to the trend in earlier decades. In most cases, troubled debtor coun-
tries were given only enough new loans to permit them to stay current on
interest payments.

The wait-and-see policy had a double rationale. On the one hand, it
avoided the need to make a definitive disposition of claims on the debtor
countries until events had demonstrated that the claims were uncollectable.
At the same time, it gave the most heavily exposed banks time to grow out
of the problem by increasing their capacity to bear loss through earnings
retention while capping growth in exposure.

Although most of the major creditor banks grew stronger after 1982, most
of the debtor countries did not, and the assumption that their debt-servicing
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problems were temporary grew less and less tenable. The secondary market
in country loans became an increasingly cited indicator that the ultimate col-
lectability of many sovereign loans was in doubt (see Figure 2). The banks
continued to argue that the secondary market was extremely thin and not
representative of informed expectations regarding the prospects of the major
debtors, but the argument was undercut by the fact that no major bank was
buying loans even at what were purported to be fire-sale prices.?

FIGURE 2
INDEX OF THE SECONDARY-MARKET VALUE OF THE DEBT
OF REFINANCING COUNTRIES, 1986-87

Value of Debt of Refimancing Countries

T T T T T T M T T T T T T T T M
Jan Mar May Jul Sep Nov Jan Mar May Jul Sep Nov

NoTE: The index is a weighted average value of the outstanding commercial-bank debt of
Argentina, Brazil, Chile, Colombia, Ecuador, Mexico, Peru, and the Philippines, Poland,
Romania, Venezuela, and Yugoslavia, based upon the average price of actual transactions com-
pleted by Shearson Lehman during the preceding month.

SouRce: Financial Times (1987).

The low price-earnings multiples of banks with heavy exposure to sover-
eign debt relative to regional banks with negligible exposure and to nonbank
corporations implied that the stock market’s view of the value of sovereign
loans was closer to that of the secondary market than to the value carried on
the books of the banks. At least one influential bank security analyst, more-

26 While the secondary market in sovereign loans is undoubtedly very imperfect, it is not clear
that the factors causing downward bias in market prices outweigh those causing upward bias
(GAO, 1988, p.29).
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over, wrote about the need to make provisions against troubled sovereign
debt and published estimates of the impact on several major banks of provi-
sions equal to the difference between the book value and secondary-market
value of sovereign loans (Hanley et al., 1987).

Perhaps of greater importance, official policy in the United States and
other major creditor countries was evolving toward an acceptance of the pos-
sibility that the problems of the developing countries were not transient. In
the fall of 1986, public officials in creditor countries had pressed the banks
to restructure Mexico’s bank debt on terms that many banks thought too
lenient. Several banks ultimately refused to sign the agreement, and John
Reed, the chairman of Citicorp, was reported to have accepted it only with
the greatest reluctance (Truell, 1987).

Early in January 1987, the Washington Post and the Financial Times
reported that U.S. Secretary of the Treasury James Baker had indicated that
American banks might be obliged to accept losses on loans to major Latin
American debtors. An unnamed Treasury official was quoted as saying that
“the debt is not worth 100 cents on the dollar and we should not be engaging
in the fiction that it is” (Fleming, 1987). This was the first time a senior U.S.
official had raised the possibility publicly. Although the reports were subse-
quently denied, many observers inferred that the administration was recon-
sidering its firm opposition to policies that would result in charging off sov-
ereign debt. Moreover, a number of proposals were introduced in Congress
that would require provisions, reserves, and charge-offs of third-world debt
as part of a broader solution to the debt problem.

Relations between banks and some of the major debtor countries were
deteriorating. During February 1987, Brazil—the developing country with
the largest external debt—declared a moratorium on interest payments to
banks. This was an especially serious blow to Citicorp, which had more loans
outstanding to Brazil than any other bank, an amount equal to 34.1 percent
of its primary capital (Truell, 1987).

In sum, by the second quarter of 1987, after almost five years of frustrating
debt renegotiations, Citicorp was more or less forced to acknowledge that
losses on claims against the thirty-one countries were probable. But by then
Citicorp, along with most other major banks, was in a much stronger position
to recognize the losses. This was an important factor bearing on Citicorp’s
decision that was not acknowledged in its SEC statement. Table 8 shows how
the book value of Citicorp’s equity would have been affected if it had taken
the $3 billion provision earlier.?” Although U.S. capital requirements do not
specify a minimum ratio of equity capital to assets, bank examiners and bank

% Note that some other major banks would have entirely exhausted the book value of their
equity if they had written down a comparable proportion of their claims in 1982.
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TABLE 8

NET INCOME OF CITICORP, NOTIONALLY ADJUSTED
FOR A $3 BILLION PROVISION

Adjusted Equity- Adjusted

Book Book Assets to- Equity-
Net Value of Value of Year Asset to-Asset
Year Income Equity Equity ® End Ratio Ratio
End (1) @ 3 4 /@ B/@
1982 $ 723 $4,815 $2,538 $129,997 3.70% 1.95%

1983 860 5,771 3,631 134,655 4.29% 2.70%
1984 890 6,426 4,316 150,586  4.27% 2.87%

1985 998 7,765 5,763 173,597 4.47% 3.32%
1986 1,058 9,060 7,118 196,124  4.62% . 3.63%
1987 (1,138) 8,810 ® 8,810 203,607 4.33% ® 4.33%

a The actual book value of equity is adjusted to reflect the impact on the book value of equity
if a $3 billion provision had been taken that year.
b The 1987 figures represent the $3 billion provision actually taken.

SOURCE: Citicorp Annual Reports.

security analysts generally expect a sound bank to have equity equal to at
least half of its primary capital. From this perspective, it would have been
awkward for Citicorp to sustain the loss of book equity before 1986. By 1987,
it was able to do so and still have an equity-to-asset ratio that exceeded its
ratio in 1982.

Declines in Exposure Relative to the Capacity to Bear Loss

A better indication of the ability of major banks to absorb a balance-sheet
“hit” is the trend in their exposure relative to their capacity to bear loss.
Table 9 shows that Citicorp’s exposure to four major Latin American bor-
rowers declined slightly after 1982 but that its exposure relative to the book
value of its equity or primary capital declined sharply.

Neither of these measures takes account of information provided by the
market on the value of the bank’s equity and the value of its developing-
country loans. A third measure corrects this deficiency. It relates the sec-
ondary-market value of the bank’s Latin American claims to the market value
of the bank’s equity.?® These data indicate that the ratio of the market value

28 The secondary-market value of the bank’s Latin American claims is a very crude estimate.
In addition to the limitations of secondary-market prices already noted, it takes no account of
differences in the kinds of claim held against a given country. For example, it does not distin-
guish trade credits from interbank claims or medium-term balance-of-payments loans.
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TABLE 9

EXPOSURE OF CITICORP TO FOUR MAJOR LATIN AMERICAN BORROWERS

Book-Value Market Value
Exposure Exposure
Amount Asa % Asa % Asa% Amount As a %
Net of of of Book of Market at of Market

Year External Primary Value of Value of  Market Value of
End Guarantees  Capital Equity Equity Value Equity
1982 $10,823 195.04 224.31 261.87
1983 10,350 157.10 179.35 203.02
1984 10,300 116.10 160.29 189.48
1985 10,100 92.73 130.07 133.39 $7,257 95.84
1986 9,800 72.65 108.17 113.93 6,504 75.61
1987 9,100 54.26 103.29 126.58 4,302 59.84

Notes: Computations based on data in Citicorp Annual Reports, Hanley et al. (1988b), and
Financial Times (1987). Market-value measures computed by multiplying Citibank’s out-
standing claims on the four countries by the corresponding secondary market price stated as a
percentage of the face value of the claim.

of exposure to the market value of the capacity to bear loss declined sharply
during 1985-87, the period for which secondary-market prices on devel-
oping-country debt are available. Thus, although Citicorp was still vulner-
able to losses in 1986-87, it was much less vulnerable than when the crisis
began in 1982.

For the nine money-center banks as a group, exposure data are available
that cover seven debtor countries (see Table 10). The trend for all the banks
is similar to that for Citicorp. The face value of the Latin American claims of
the nine money-center banks declined slightly after 1982. Since these banks
substantially increased the book value of their capacity to bear loss through
1986, the ratio of exposure to the book value of their capacity to bear loss
declined, whether measured by primary capital or by the book value of
equity.? A major reason for the wait-and-see approach in 1982-83 was to give
the most heavily exposed banks an opportunity to “outgrow” the problem.
This stratagem has been at least partly vindicated by events. Citicorp’s
example in taking substantial provisions was followed by the other major
banks, in part because most (though not all) of them had, like Citicorp,

% Exposure as a percentage of book value rose during 1987 because the extraordinary loan-
loss provisions reduced the book value of equity. Exposure as a percentage of market value rose
during 1987 because the market value of equity was much lower after the stock-market decline
at the end of October 1987.
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TABLE 10

EXPOSURE OF NINE MAJOR BANKS TO SEVEN LATIN AMERICAN COUNTRIES

Book-Value Market Value

Exposure
Exposure Asa % Asa % Asa%  Exposure at Market
Net of of of Book of Market at asa % of
Year External Primary Value of Value of = Market Market Value
End Guarantees  Capital Equity Equity Value of Equity

1982 $50,029 172.51 206.19 285.05

1983 50,171 159.27 179.94 247.76

1984 52,578 143.26 173.96 226.36

1985 51,309 121.30 156.52 172.25 $36,293 121.84
1986 50,229 107.56 139.89 153.02 32,877 100.16
1987 48,835 94.83 153.28 193.51 24,059 95.34

SOuRCE: Computations based on data in Country Exposure Lending Surveys, 1982-88;
Hanley et al. (1988b); Keefe Equity Research (1987); and Financial Times (1987). Market-value
measures of debt computed by multiplying the face values of claims one each of seven countries
(Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela) by the indicative prices. The
aggregate was then rescaled to reflect the ratio of these seven countries to aggregate claims on
all Latin American countries. This adjustment factor varied from 1.02 to 1.05.

improved their capacity to bear loss relative to exposure. Besides, markets
had reacted very favorably to Citicorp’s action. Creditors did not panic, and
equity investors emphatically approved (for reasons discussed below). Fur-
thermore, Citicorp had established an accounting precedent. If the bank
holding the largest amount of claims had concluded that the claims were not
worth full face value, other banks would be hard-pressed to convince their
auditors that their own claims were more valuable. Bankers Trust, for
example, stated that its provision was taken in light of recent developments,
“most particularly the potential effects of the actions of other banks in
increasing their loan loss allowances” (Denny, 1987).

Relaxation of Book-Value Constraints

A third motivation for Citicorp’s decision was to relax the constraints on its
operating freedom that were imposed by the need to consider the book-value
implications of its actions. We noted earlier that a bank paying attention to
book values may still be maximizing shareholder wealth if it perceives that
creditors or regulators will react adversely to a decline in the book value of
equity and reported income. Yet, clearly, a bank will do better for its share-
holders if its balance-sheet position is strong enough to permit it to focus on
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economic values when they differ from book values. Rational bank managers
will balance the benefits of greater operating flexibility against the dangers
of adverse public and regulatory reactions.

Given the improvement in Citicorp’s book-value position by 1987, the bal-
ance of advantage had evidently tipped to operating flexibility. Nevertheless,
the risk was still considered consequential, as indicated by Citicorp’s elabo-
rate precautions to protect its liquidity in case the market response was
adverse (Bartlett et al., 1987, p. 43). The bank was also careful to give prior
notification to several key participants in the negotiating process with devel-
oping countries: the Federal Reserve, Treasury, and SEC were fully briefed
before the announcement was made; the governments of important debtor
countries were given hand-delivered explanations of the action at the time it
was made public; and some banks with weak balance sheets and heavy expo-
sure were informed so that they could make preparations to deal with pos-
sible adverse market reactions.

What specific benefits did Citicorp perceive from greater flexibility? Citi-
corp evidently wanted to toughen its negotiating stance with the debtor
countries. It took great pains to reaffirm its commitment to play a leading
role in implementing the Baker Plan (Treasury Secretary Baker’s initiative
establishing modest goals for new concerted lending by commercial banks in
conjunction with increased official lending to the principal debtor countries).
But it also made clear its displeasure with the trend in recent negotiations
toward lower spreads, longer grace periods, and an increasing concentration
of claims on public borrowers. ‘

In several cases, debtor countries had attempted to take advantage of
accounting rules regarding nonperforming loans to gain leverage in their
negotiations with the banks. Because U.S. banks are required to reverse
accrued interest when it becomes ninety days overdue, some countries
deferred serious negotiations until just before that point. Their negotiators
apparently believed that U.S. banks would be more likely to make conces-
sions when faced with the prospect of reversing accrued interest. The Argen-
tinean negotiation in 1984 was the most publicized but not the only example
of this tactic. Moreover, creditor banks outside the United States were
becoming increasingly annoyed that the negotiating process was being
shaped by arbitrary U.S. accounting conventions, and the debtor-country
negotiators may have seen an opportunity to drive a wedge between U.S.
banks and other banks not facing similar accounting constraints.

When Brazil declared its moratorium on interest payments to banks early
in 1987, Citicorp, along with several other major banks, quickly put Brazilian
loans on a nonaccrual basis so that interest would be entered in the income
statement only when received. The speed with which this action was taken—
well before the interest was ninety days overdue—was widely interpreted as
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a sign that banks were strengthening their cohesion and toughening their
negotiating stance. It removed whatever bargaining leverage Brazil may

have hoped to obtain from the ninety-day rule and demonstrated to Brazil

that the banks were prepared to accept the loss of income rather than nego-

tiate an unsatisfactory agreement. Citicorp’s earnings dropped by $200 mil-

lion (after taxes) during 1987 because of the Brazilian moratorium (Citicorp,

1988, p. 28).

The loan-loss provision was designed to make the point even more for-
cibly. It constituted an announcement that the bank was now in a position to
sustain charge-offs if necessary. By placing the addition to the loan-loss
reserve in a special category identified explicitly with claims on the debtor
countries, Citicorp was emphasizing its willingness to absorb losses on that
particular part of its balance sheet.

It has been argued that the increased bargaining leverage obtained by
explicitly taking losses may have cost Citicorp (and other banks) support from
creditor governments. Although those governments have a strong interest in
the solvency of the banking system, their concern for its profitability is less
intense. When bank solvency is no longer in jeopardy, governments will
place greater emphasis on foreign-policy goals and the expansion of export
markets. Yet it seems clear that government policy had begun to shift before
Citicorp’s announcement. Moreover, government policy is likely to be based
on the banks’ ability to absorb book losses rather than on whether they have
increased their loan-loss reserves.

The loosening of book-value constraints also facilitated loan sales, debt-for-
equity swaps, and other transformations of outstanding loans into other kinds
of claims. This was particularly important to Citicorp because it could take
advantage of its strong local presence in many of the most important debtor
countries. Citicorp owns the largest bank in the Philippines, the only private
bank in Mexico, two of the largest ten banks in Brazil, and significant banks
in Argentina, Chile, and Venezuela. Citicorp quickly took advantage of its
new accounting flexibility, reducing its outstanding claims on developing
countries by $1.6 billion during 1987 and charging off $279 million of credit
losses against the new reserve account (Citicorp, 1988, pp. 27 and 30).

Tax benefits may have been a factor as well. These were estimated at $400
to $500 million during 1987 and up to $600 million in future years.*

The stock market’s highly favorable reaction to Citicorp’s announcement
was consistent with the view that depreciation in the value of the bank’s
claims was already fully reflected in its stock price and that the removal of

% The timing of the tax benefits is complex. The provisions are not deductible until actual
charge-offs occur, and the charge-offs yield tax benefits only to the extent that they offset current
tax liabilities or can be carried back to offset taxes paid in earlier years. It should be noted that,
by increasing the tax liabilities of banks, the tax law that became effective in 1987 increased the
incentive to reduce taxable income.
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book-value constraints would allow it to improve its return to shareholders. 3!
On the day after the announcement, Citicorp had an excess return over the
general market of 4.7 percent (Musumeci and Sinkey, 1988).

The other money-center banks also had excess returns, with the exception
of BankAmerica and Continental Illinois, which were probably viewed as
unable to match Citicorp’s provision without reducing the book value of
equity to unacceptable levels.

9 Conclusion: The Future of Bank Lending to Developing Countries

What does the Citicorp episode presage for bank lending to developing coun-
tries? It is convenient to view this question in terms of developments in the
capacity of banks tto bear loss. The book value of the capacity to bear loss of
the major banks increased appreciably from 1982 to 1987, both in absolute
terms and relative to expesure. We have seen that the ‘opportunity cost of
not making bailout loans includes expected adverse consequences from =
reduction in the book value of equity if the loan is not made, and that fhis
cost falls as the book value of equity rises. Without taking inte account any
changes in perceptions regarding the future prospects of the countries
involved, it follows that major banks probably became less willing tto make
bailout loans ‘during this period. This development paved the way for the
Citicorp announcement.

At first glance, Citicorp’s announcement appeared o pertain merely toan
accounting event: since the bank made a transfer from its equity account to
its loan-loss reserve account and did not reduce its dividend, it did not
increase the funds available to absorb a loss. But the announcement was
more than an accounting event. With the similar actions by most other ma jor
banks, it made clear that the banks would no longer feel constrained by the
need to protect the book values of their claims. Although the banks still have
an enormous stake in those claims, the threat posed to the book-value sol-
vency of the banks is not what it was. This implies that the banks will be less
concerned to negotiate agreements that maintain the book value of their
claims and will place greater emphasis on other options that seem more likely
to increase the economic value of those claims. The favorable reaction of the
stock market to the announcement indicated that investors believed this
change in emphasis would enhance the profitability of banks.

Looking ahead, the removal of book-value constraints and the associated

3 By contrast, the near-term impact on the secondary market for country loans was strongly
negative (see Figure 2), presumably reflecting expectations of larger secondary-market sales by
banks newly freed from their accounting constraints. Euromoney (1988, pp. 25-26) noted that
“the biggest shock for the market was John Reed’s May announcement of massive provisions, a
move followed by other big money center banks. . . . ‘The secondary debt market died almost
overnight,” said one market participant.”
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acceleration of the growth of the banks’ economic capacity to bear loss will
facilitate the resumption of spontaneous lending. This will benefit the coun-
tries that have continued to service their debt and those troubled countries
that somehow manage to rehabilitate their creditworthiness. But the reduc-
tion in the supply of bailout loans may slow the rehabilitation process.
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APPENDIX
BaIiLouT LOANS

The distinguishing characteristic of a bailout loan is that part of the expected
return on the loan is the improved prospect that the borrower will repay its
outstanding indebtedness to the lender (the increase in the expected value
of the old loan if the bailout loan is made). A lender is faced with the need to
make a bailout loan when the borrower’s ability to service outstanding
indebtedness has fallen into doubt.

Our model of bailout lending assumes throughout that only a single lender
is involved and that this lender is risk neutral. (If several lenders are
involved, the opportunity cost should be adjusted to reflect one lender’s
expectation that it can ride free on the bailout loans made by other lenders.
See Herring, 1989, for a discussion of this aspect of the problem.) The impli-
cations of dropping these assumptions are discussed in the text. In addition,
we make the following assumptions, which are progressively relaxed as we
develop the model:

* The bank is not constrained by capital requirements.

* The bank’s capacity to bear loss exceeds its outstanding claims against the
borrower plus the bailout loan. (Thus, the bank will not fail if the bailout
loan is not successful.)

* The bank is not penalized so long as its capital position is above zero.

* Accounting magnitudes that differ from market values are ignored by
creditors, investors, tax authorities, and regulators, so that only market
values matter to the bank.

The Basic Model

A bank that seeks to maximize the expected return to its shareholders will
make a bailout loan only when the total expected return on the new loan
(including the improved prospect of collecting the old loan) is at least equal
to the opportunity cost of funds.! It is convenient to begin by assuming that

! For convenience, it is assumed that the outstanding claims would be entirely lost in the
absence of a bailout loan and that the outcome of the bailout loan is either repayment of the
entire outstanding balance, including the bailout loan, or loss of the bailout loan and the out-
standing claims. Nonetheless, intermediate outcomes may be readily accommodated. Since
lending decisions depend solely on the expected value of loan outcomes—the product of the
outcome and the probability that it will be realized—they can easily be reinterpreted in terms
of alternative outcome/probability pairs.
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the opportunity cost of making the bailout loan is the risk-free rate.? From
this condition, we can derive an explicit expression for the maximum bailout
loan that the lender will be willing to advance. V
Let L = the amount of the bailout loan
E = the lender’s outstanding claims on the borrower including
accrued interest
the risk-free interest rate
1+
the spread above the risk-free rate on the bailout loan
r+z
= the exogenously determined probability that E + Lw will be
repaid in full
1 — p = the probability that no repayment will be made
k = the capital/asset ratio required by law or regulation
s = the expected return that investors demand on the bank’s equity
K = the bank’s capacity to bear loss.®
The largest bailout loan the bank will be willing to make equates the
expected return from the loan with the opportunity cost of funds:*

pE+Lw-L) —(Q1—-pL=1Li. (A-1)

o

SR
[

The first product on the left-hand side of the equation is the expected net
return if the loan succeeds, and the second product is the expected net loss
if the loan fails.5 Solving this expression for Ly, the maximum bailout loan
the bank would be willing to make, yields:

Ly = pE/(r — pw), (A-2)

where K= E + L.

The denominator is positive because, by definition, the expected return
on the bailout loan (pw disregarding E) is less than the risk-free return (r).
The maximum bailout loan the bank will be willing to make is larger the

2 In equation (A-3) below, we characterize the opportunity cost of the bailout loan as the
return the bank could achieve by repaying its own cost of funds.

3 This is equivalent to the value of shareholders’ equity, valued for this purpose on the
assumption that E is in good standing.

4 Note that this is equivalent to the condition that the gross expected return from the loan
equals the gross opportunity cost of funds: p(E + Lw) = Lr. Subtracting L from each side of
this equation yields equation (A-1). We have chosen to emphasize net expected returns rather
than gross returns because it is net rather than gross returns that influence behavior in the case
where shareholders can shift part of the loss of L to third parties.

5 An analytically trivial (but empirically relevant) case arises when the bailout loan is made to
clear up interest-rate arrearages. Since the bailout loan is not at risk, equation (A-1) becomes
pE + Lw = Li, where Lw is now the amount of interest arrearage. Other things equal, the bank
would be willing to make a loan equal to Lw even if p were negligible.
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higher the exogenously determined probability of success and the higher the
promised return on the new loan. An increase in the general level of interest
rates will diminish the maximum amount the bank is willing to lend. Finally,
the larger the bank’s outstanding exposure to the borrower, the larger the
maximum bailout loan it will be willing to make.

We have treated p, the probability that the bailout loan will succeed, as
exogenous, even though in a more general model p would depend on the
size of the bailout loan (as well as on a host of other factors, such as macro-
economic conditions beyond the control of both the bank and the borrower).
Bailout loans of different sizes would carry different probabilities of success.
We assume that the particular value of p that enters equation (A-2) is the
value associated with L*, the loan size yielding the maximum probability of
success, which depends on a number of factors exogenous to the model. A
bank’s lending decision will depend on Ly, relative to L*. If L,,> L*, the bank
will lend L*, because that will yield the highest expected profit. If
L* > Ly, the bank will not make any bailout loan: if it is unprofitable to make
a loan large enough to maximize the probability of success, it will also be
unprofitable to make a smaller loan. For example, if L,, calculated from equa-
tion (A-2) is $4.54 and L* > $4.54, the bank will not make a bailout loan.” If
L* = $4.54, the bank will lend $4.54, and if L* = $3.0, the bank will lend
$3.0.

When Capital Requirements Are Binding

If the bank is subject to binding capital requirements, equation (A-2) must
be amended to reflect the cost of the additional capital necessary to support
the bailout loan.® It is reasonable to assume that a binding capital require-
ment will raise the opportunity cost of making the loan, because share-
holders, who hold the residual claim on the bank’s earnings, will always

8 This is true even though the bailout loan is priced at a margin above the risk-free rate. Note
that equation (A-1) can be rewritten as

plE+ L1 +i+2) —L—(-pL=Li.

An increase in i raises the cost of funds by Li, but it increases the expected return by pLi. So
long as p < 1, that is, so long as there is some anticipated probability of default, an increase in i
will raise the cost of funds more than it raises the expected return on the bailout loan. As a
consequence, the maximum bailout loan the bank will be willing to make declines. This can also
be inferred directly from equation (A-2), where the partial derivative of L, with respect to i is
negative.

7 For this illustration, the following parameter values were assumed:

p=05r=11Lw=11E=5K=20

& We are grateful to Donald Mathieson and David Folkerts-Landau for suggesting that we
analyze this case.
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demand a higher return than depositors, who have a prior claim. (The Miller-
Modigliani theorem does not apply to banks, because implicit or explicit gov-
ernment guarantees make it unnecessary for creditors to charge the bank a
higher risk premium when equity declines).

Denoting the required capital/asset ratio as k and the rate of return on the
bank’s equity as s, the cost of funds for the bailout loan is Li(1 — k) + Lsk.
Substituting this expression for the opportunity cost of funds in equation (A-
1) yields a new expression for the maximum bailout loan the bank would be
willing to make:

Ly = pE/[r — pw + k(s — 9], (A-3)

where K= E + L. Since s > i, an increase in the required capital/asset ratio
will reduce the maximum bailout loan.

We have derived this result as if the capital/asset ratio were generally
applicable to all assets, in accordance with current U.S. regulations, but the
result applies equally to cases where k is set with regard to the bailout loan.
For example, a risk-weighted capital requirement establishes a particular k
for the bailout loan. Mandatory provisions will have a similar impact. Thus
increases in the risk weighting or in mandatory provisioning will reduce the
willingness to make a bailout loan. General provisioning that raises the
bank’s capital above the required level relaxes the capital constraint, so that
equation (A-2) becomes the relevant equation and the willingness to lend
increases.

When the Bank Is Overexposed

When the bank’s total exposure to the borrower exceeds the shareholders’
equity position in the bank, the bank is overexposed and may be willing to
extend a much larger loan than the previous analysis would imply. (For ease
of exposition, we shall resume the assumption that capital requirements are
not binding.) Since shareholders cannot lose more than their capital position
in the bank, their computation of net expected returns must be amended to
reflect the truncation of expected losses when the bank’s total exposure to
the borrower, E + L, rises above the shareholders’ capital position, K:

p(E + Lw — L) — (1 — p) min(L, K — E) = Li (A-4)

Just as before, the maximum bailout loan the bank is willing to advance
equates the expected net return with the opportunity cost of the loan. In this
more general statement of the expected return to shareholders, the expected
loss increases with the size of the loan until the point at which the loan equals
the part of the bank’s capital position that is not exposed to the borrower.
Beyond that point, the expected loss to the shareholders remains the same,
since there is no more capital to be lost, even though the size of the loan
increases. As a result, expected profits decline more slowly as the bailout
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loan (plus the outstanding claims on the borrower) exceeds the bank'’s capital
position.

Figure A-1 illustrates this point for two banks that have identical exposures
to the borrower but different capital positions. For Bank B exposure to the
borrower is 50 percent of capital, while for Bank C exposure is 75 percent of
capital.® Bank C can shift losses to third parties when the loan size exceeds
$5 billion, but Bank B cannot shift losses until the loan exceeds $10 billion.
Consequently, Bank C will be willing to make a substantially larger bailout
loan than Bank B. Moreover, for any given loan size, Bank C perceives at
least as high a net expected return as Bank B.

FIGURE A-1
S1ZE OF MAXIMUM BAILOUT LOAN
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The very large exposure relative to capital of several major banks raises the
possibility that some banks may have made decisions on the basis of the seg-
ment of the expected-profits function that applies when K — E < L.1° For
this segment, the maximum acceptable bajlout loan is

Ly = [E - KQ — p)l[i — p( + 2)], (A-5)
where K< E + L.

® For this illustration, the following parameter values were assumed: p = 0.5, r = 1.1, i =
0.1, w= 1.1, E = 10, K = 20 for Bank B, and K = 15 for Bank C.

10 It should be noted that the exposure relevant to such an assessment should include claims
on all borrowers whose repayment prospects would be adversely affected if the bailout loan is
not extended. '
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Just as in equation (A-3), the bank will be willing to make a larger loan the
higher the probability that the bailout loan will succeed, the lower the level
of interest rates, and the larger the bank’s exposure to the borrower. What
is strikingly different, however, is that in this case the bank’s capital position
directly affects the bank’s willingness to lend. The lower the bank’s capital
position, the larger the maximum acceptable bailout loan.

When the Capital Shortfall Is Subject to Penalty

A bank may be subject to a penalty if its capital position falls below some
specific level, K*.!! We shall assume the penalty is smaller than the cost of
increasing the bank’s capital; otherwise, the bank would increase its capital
rather than incur the penalty and the previous capital-constrained case
applies. It is convenient to express the penalty as an explicit percentage
charge, t, against the capital shortfall, #{(K* — K), even though in practice it
may take a variety of forms, such as constraints on expansion, restrictions on
dividend payments, and so on.

The penalty will have an impact on the decision to make a bailout loan only
if exposure to the borrower is large enough for the failure of the bailout loan
to cause a shortfall from the bank’s specified level of capital, K*. For
K= K* + L + E, the bank will not have to pay the penalty even if the bailout
loan fails, the penalty is irrelevant, and equation (A-2) describes the max-
imum bailout loan. The penalty will matter, however, when K falls below this
amount. Precisely how it matters depends on whether the bank will be sub-
ject to a penalty even if the bailout loan is not made.

Consider the first case, where K* + L + E = K= K* + E, in which the
bank’s capital will fall below K* if the bailout loan fails but will remain above
K* if the bailout loan is not made. In this instance, the expected return from
the bailout loan must be revised to include the cost of the penalty that will
be incurred if the bailout loan fails:

pE+ Lw—-L)y—(1—-p{L+tK*—(K—-L-EJ}=Li, (A-6)
forK¥ + E+ L>K=K* + E.
The maximum bailout loan the bank will be willing to advance is
Ly = {Ep — (1 — pit[K* — (K — E)lf/[Ir — pw + (1 — p)t],

forK¥* + E+ L>K=K* + E.

The partial derivative of equation (A-7) with respect to K is positive, so that
as K rises from K = K* + E to K = K* + E + L an increase in K will
increase the bank’s willingness to make a bailout loan. In effect, the size of
the potential penalty decreases as K increases, and it has a smaller and
smaller impact on the decision to make a bailout loan.

U We are grateful to Andrew Crockett for suggesting that we analyze this case.
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The impact of an increase in capital on the willingness to lend differs, how-
ever, when K falls within the range

K*+E>K=2L+E+t{K*- (K—-—E—-L]andK—E-L>0.

When the bank’s capital is within this range, the bank will be obliged to pay
a penalty if the bailout loan is not made (and E is consequently charged off)
and also if the bailout loan is made and fails (so that both E and L must be
charged off). Moreover, since K= L + E + t[K* — (K — E — L)], the entire
loss including the penalty is borne by the shareholders. In this case, the
expected return must be adjusted to reflect both the cost if the bailout loan
is made and fails and the cost if the bailout loan is not made:

p(E + Lw — L) — (1 — p)IL + t(K* — (K — L — E)]
=>Li — t{K* — (K — E)], (A-8)

where K¥ + E>K=L+ E +t{K* —(K—E — L)]andK - E — L>0.
This implies that the maximum bailout loan that the bank would be willing
to make is:

Ly{Ep + pt{[K* — (K — E)l}/[r — pw + (1 — p)t], (A-9)

where K* + E>K=L+ E + t{K* — (K- E — L]andK — E — L>0.

The partial derivative of equation (A-9) with respect to K is negative. In
contrast to the previous case, an increase in capital within this range will
reduce the willingness to lend because the penalty that must be paid if the
bailout loan is not made declines as K rises. This response is even stronger if
the bank’s capital falls within the range

L+E+t(K*¥-max(K—E-L0)]>K=E + t{(K* — (K- E)].

In this case, the bank’s shareholders will pay a penalty if the bailout loan is
not made and E is charged off, but since K is not large enough to cover the
loss of L and the penalty on the additional shortfall, the shareholders will not
pay the full penalty if the bailout loan fails. Thus, on balance, the penalty
provides an incentive to make the bailout loan.

If the bank’s capital is less than E, the penalty is irrelevant. Since the
bank’s capital would be depleted if E were charged off, the penalty does not
influence the lending decision; under circumstances in which the bank would
be obliged to pay, it would be unable to pay. Hence, equation (A-5) describes
the bank’s behavior and, just as in equation (A-5), capital increases reduce
the willingness to lend.

When Book Values Matter

When bank managers perceive a cost in reporting a decline in the market
value of an asset, so that book values matter, the incentive to make a bailout
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loan will be enhanced. By making a bailout loan, the bank not only has a
chance of retrieving the outstanding loans but also, by enabling the borrower
to stay current on interest payments, the bank can delay—perhaps indefi-
nitely—charging off its outstanding exposure.

The preceding analysis can be extended to this more complicated case by
adjusting the opportunity cost of making the bailout loan to reflect the per-
ceived cost of charging off the outstanding exposure if the risk-free invest-
ment is chosen and the bailout loan is not made. The perceived cost of
charging off a loan can be expressed as the product of q times the book value
of the bank’s claims on the borrower. The loss in the event that the bailout
loan fails must also be increased to reflect the perceived cost of charging off
both the outstanding exposure and the bailout loan.

If losses are fully borne by shareholders, the expected return to the bailout
loan, and the opportunity cost with which it is equated, become:

p(E+ Lw—L)— (1 - pIL + q(E + L)] = Li — gE, (A-10)

where K= L + E.
This condition implies that the maximum loan the bank will be willing to
undertake is

Ly = [pEQ + @)/ [r — pw + q(1 + p)], (A-11)

where K= L + E.

The higher the perceived cost in accepting a charge-off, the larger the max-
imum bailout loan.12 As before, the fact that the loss to shareholders cannot
exceed their capital position implies that there is a kink in the expected profit
function at loan size K < L + E. The general expression for the expected
return to shareholders is thus

p(E + Lw — L) — (1 — p)min[K — E, L + g(L + E)]
= Li - qE. (A-12)

In the case where the bank is overexposed, so that K < L + E, the max-
imum bailout loan is

Ly = [E1 + q) — KA — p)l/[i = plz + )], (A-13)

where K< L + E.
Equation (A-13) is the same as equation (A-5), except that the return on
the bailout loan is higher for any given set of values of the other variables.

12 As a first approximation, the cost is likely to be a decreasing function of the gap between
the book value of the bank’s capital position K, and the capital position that regulators or cred-
itors deem prudent, K*, so that ¢ = g(K — K*)and ¢’ <0.
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And, as before, the willingness to make a bailout loan declines as K increases
until K = E + L, at which point further increases in K have no effect. If ¢
is a declining function of K, which is reasonable, the decline would be more
rapid than that implied by equation (A-5), since the greater the bank’s ability
to absorb losses, the smaller the advantage in avoiding a charge-off.
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