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Passive Creditors

Koen Schoors and Konstantin Sonin

Abstract

Creditors are often passive because they are reluctant to show bad debts on their
own balance sheets. In transition economies this problem is particularly severe. In this
note, we analyze a simple general equilibrium model, which allows to study the exter-
nality effect of creditor passivity. The model yields rich insights in the phenomenon
of creditor passivity, both in transition countries and developed market economies and
allows to derive policy implications to solve creditor passivity. Our model explains in
what respect banks are different from enterprises as creditors and what this implies
for policy. Phenomenons that are commonly observed in banking, such as deposit
insurance, government coordination to work out bad loans, and special bankruptcy

proceedings for banks, are explained by this.

1 Introduction

In transition countries, creditors have often remained passive in the face of overdue claims.
Wage arrears and pension arrears have been predominant in all countries in the region . Tax
arrears have risen and fallen again. Inter-enterprise arrears (i.e. involuntary trade credit)

have emerged in all countries of the region (Rostowski, 1994) and are still present in some'.

*We wish to thank participants of the LICOS seminar, the SITE seminar, the Moscow Annual conference

for Transition Economists and the University of Gent seminar for useful comments
'Payment arrears are still a serious problem in Romania (IMF (2001), OECD (2002)).
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The problem of bad loans is still looming in many countries. The common denominator of all
these phenomena is creditor passivity. We propose a simple general equilibrium model that
focuses on the externality effect of creditor passivity. Our approach highlights the adverse
externality effect of creditors’ passivity on other creditors’ incentives. In the presence of this
effect, the economy might be locked in an equilibrium characterized by low enforcement, and
low incentives for each individual creditor to enforce. The situation might be changed by a
coordinated effort of many creditors, e.g. by a government program.

Creditor passivity in transition countries was not unexpected, since newly-born market
economies lacked many standard institutions of contract enforcement. Ultimately, only the
threat of bankruptcy can impose financial discipline on a debtor in a legal way. However,
most countries in the region did have commercial law and bankruptcy regulation in place
before 1995 (Bruniaux, 1995). Despite of this, creditor passivity has persisted because of
continued intransparency, uncertainty and inefficiency in the enforcement of the new rules
by the judiciary.? This has been referred to as the softness of legal constraints (e.g., Perotti,
2003).Our model builds on this idea. If an agent enforces, he not only receives the liquidation
value, but also reduces the intransparency and uncertainty about the liquidation value for
other creditors. Hence the expected proceeds of enforcement increase for other creditors.
This is certainly the case if there are economies of scale or learning effects in the provision
of public goods, such as contract enforcement by the judiciary. Therefore in our model, the
expected average cost of enforcement is low if enforcement is standard practice, while it is
high if enforcement is absent. The main insight of this paper is that this positive externality
of enforcement (i.e. negative externality of passivity) can create a creditor passivity trap,
where passive creditors remain passive mainly because all the others remain passive too. We
further analyze how the equilibrium is possibly affected by economic stabilization and by
strategic debtor behavior.

Our analysis relates to several important strands of literature. The first body of relevant
literature is on soft budget constraints. Passive creditors extend soft budget constraints

to their debtors. After Kornai, there are two conceptually different soft-budget-constraint

2The recent EBRD’s Legal indicator Survey suggests that the choice of insolvency system is less important

than the progress and effort put into effectively implementing a chosen system.



models: one based on sunk investments (see Dewatripont and Maskin, 1995, Maskin and
Xu, 1999 and Berglof and Roland, 1997), and another explicitly based on creditor passivity
(Mitchell, 1993, 1998, 1999). In Mitchell (1998, 1999) creditors are passive exactly because
they are aware of showing bad debt on their balance sheets. There is another strand of
literature that focuses on collusion between economic agents to explain the build-up of
arrears. Agents may collude and voluntary extend credit to each other in the knowledge
that it will not be repaid, because they expect that the government will come in with a
collective bail-out if too many firms are threatened with a collapse (see Perotti, 1998).
After developing first intuition of general-equilibrium aspects of creditors passivity, we
concentrate on one particular class of creditors, namely banks. Banks are in a league of their
own. Contrary to tax arrears and inter-enterprise arrears, bad loans have not really faded in
transition countries (see Table 1) and they are also present in developed market economies.
It is bank passivity that makes bad loans accumulate and spill over in a banking crisis. The
prevalence of bank crises and twin crises (a currency crisis combined with a bank crisis) has
increased substantially since 1973 (Bordo et al, 2001). The consequences of banking crises
are often severe. Kaminsky and Reinhart (1999) find that banking crises typically precede
a currency crisis, while the currency crisis deepens the banking crisis, activating a vicious
spiral. In our model, banks are special because they have very liquid liabilities. Tax payers
cannot withdraw paid taxes, workers cannot withdraw contributions paid to the government
pension fund, banks nor enterprises can easily withdraw credit granted to other economic
agents. Depositors however can very easily withdraw deposits. This pronounced liquidity of
bank liabilities makes banks vulnerable to their creditworthiness in the eye of the depositor.
Enforcement involves signalling the presence of bad loans on your balance sheet. Banks are
aware of this because they fear to be punished by depositors. In our model, the severity of
the punishment depends on the actions of other banks. If nobody enforces, the punishment
is severe, while there is no punishment if enforcement is standard practice. Indeed, if all
banks enforce and all have some visibility of bad loans on their portfolio, there is no problem
with enforcing an individual loan. Enforcement of bad loans by only a few banks however
may be interpreted by depositors as a signal of fundamental problems in these banks and

may trigger a deposit withdrawal or ultimately a bank run. Our model does not offer a



new explanation for bank runs. Rather, we are focused on how the sheer possibility of a
bank panic affects banks’ incentives to deal with bad loans on their balance sheets. Thus, the
liquidity of bank deposits constitutes an additional barrier to enforcement. This is reinforced
by a time inconsistency problem: Depositors punish now, while the proceeds of enforcement
will arrive only in the future. In the meanwhile the bank could be dead.

It is concluded that banks’ innate fear of abrupt illiquidity and bankruptcy may render
them more passive. To break this adverse incentive banks may need special bankruptcy
regulations. Also, there may be a largely neglected role for deposit insurance. It is true
that deposit insurance has been shown to provoke moral hazard of banks and depositors.
Demirguc-Kunt and Detragiache (1998) even find that the the presence of explicit deposit
insurance increases the probability of a bank crises. However, deposit insurance may also
contribute to banking sector stability, because it makes deposits less liquid. In the framework
of our model this gives banks an incentive to be active creditors, and hence renders the build-
up to a systemic crisis less likely.

Further, we elaborate the model of passive banks by focussing on bank heterogeneity and
liquidity shocks. In real life, banks are not identical, but heterogenous. This is introduced
by giving banks different initial liquidity level. In this case the effects of a liquidity shock, as
the one that occurred in Russia in August 1998 become very interesting. In fact the liquidity
shock may function as a catalyzer for enforcement and restructuring, but it may also instead
reinforce creditor passivity, depending on the parameters of the model. A good liquidity
shock may shake the banking sector out and make the sector leave the passivity trap. If the

crisis is too severe, the passivity trap becomes a bank cemetery.

The rest of the paper is organized as follows. In Section 2, we introduce a simple general-
equilibrium model. Section 3 deals with the special case of banks as creditors. Section 4

concludes.



2 The Theory

2.1 The Setup

There is a continuum [0, 1] of identical creditors. Each creditor has an overdue claim in
amount of 1. The creditor can either enforce payment now or wait until the next period,
t + 1. To make this decision, each creditor compares the net present value of waiting W; to
the net present value of enforcement F;. If the creditor has chosen to wait at ¢ (W; > E}),
he can again choose to wait or enforce in the next period, by comparing W;,; and E;, .}
The net present value of waiting W = W(3,7) is an increasing function of the expected
probability of debt repayment in the next period 7, 0 < m < 1, and the discount rate j3,
0 < B < 1. The probability of repayment m and the time discount factor 3 are fixed and
known to the creditor. The value of enforcement depends on the share of creditors that
enforce, A\, with domain [0, 1]. If the creditor decides to enforce at ¢, he receives V'(\), net of
direct costs of enforcement at ¢ + 1, with V() : [0,1] — [0,1], V'(\) > 0. We assume that
V(A) increases with A to reflect the idea that when enforcement is a common way of dealing
with bad loans, the direct costs of initiating a bankruptcy procedure are lower. This may
be easily derived from first principles as economics of scale or learning effects in the public
sector. In a specific transition context, there is an additional argument on the certainty
of the liquidation value. If an agent enforces, he not only receives the liquidation value,
but also reduces the intransparency and uncertainty about the liquidation value for other

creditors. Therefore, the net present value of enforcement for a creditor at ¢ is defined as

E(B,)) = BV(\) and E'(\) > 0.

2.2 Equilibria

A rational creditor chooses to enforce the overdue claim if E(5,\) > W(g, 7). We are
interested in steady-state equilibria. Define A\* € [0,1] by E(\*) = W(8,n). If E(0) > W,
then A* = 0, and if E(1) < W, then \* = 1. If A* = 0, there is a unique equilibrium, with
A = 1 (all creditors enforce). If \* = 1, there is a unique equilibrium, with A = 0 (all

creditors wait). We refer to these equilibria as to the high-enforcement equilibrium and low-

3From now on, we skip time indices whenever it leads to no ambiguity.



enforcement equilibrium, respectively. The generic case is described in the proposition below
(see Figure 1). When the share of agents that enforce is A, each of them faces the following
trade-off. He can either enforce and get E(5,\), or wait and get W(A). If 1 > A > A",
then E(5,\) > W()), so the agents that enforce have no incentives to deviate, while those
that wait switch to enforcement. Thus, A = 1 is an equilibrium. The case 0 < A < \* is

symmetric. The above discussion is summarized by our first result.

Proposition 1 If 0 < \* < 1, there are two stable equilibria, a non-enforcement equilib-
rium with A = 0, and a full-enforcement equilibrium with A = 1, separated by an unstable

equilibrium \ = \*.

This simple model describes some phenomena of creditor passivity commonly observed
in transition countries, namely overdue claims of individuals (wage arrears, pension arrears),

4

overdue claims of the government (tax arrears)®, overdue receivables (such as inter enterprise

arrears)® and overdue bank loans (bad loans)®.

All transition countries started transition
without a functioning bankruptcy code, which implies that their creditors all started in
situation with \* = 1, i.e. full non-enforcement. In this situation bad debts persist because
bad debtors persist. In a later period, bankruptcy codes and proceedings were introduced in
all countries at different dates (see the EBRD annual transition reports for regular updates on
progress on this front). Our idea of a passivity trap fits the experience of transition countries,
where the phenomenon of creditor passivity and hence soft budget constraints persisted
some time after commercial law and enforcement rules were introduced, but then gradually
disappeared’. Kornai (2001) gives an excellent overview of how the budget constraints
were gradually hardened in transition countries. Wage arrears and pension arrears have

been present in all countries in the region, but are now falling, although slower in some

countries than others. Russia has been one of the slow enforcers as described by Pailhe

4For Russian, see Ivanova and Wyplosz (1999).

®See Schaffer (2000).

6See Euromoney, June 1999.

"This practice is not limited to transition countries. In Belgium, professional soccer teams have been

holding huge social tax arrears for decades, before the government finally decided to clamp down on the
pertruders. Being held responsible for the demise of a soccer team is off course not the top priority of any

politician.



and Pascal (2001), Brana and Maurel (2001), Desai and Idson (2000) and Lehmann et al.
(1999). Tax arrears have arisen in all countries and have fallen again. Perotti (2003) shows
data for Russia and Schaffer (1998) shows that in Poland tax arrears are concentrated in
non-profitable firms. Tax arrears may be slow to fall because they provide a subtle way
to conduct industrial policy®. Inter-enterprise arrears (i.e. involuntary trade credit) have
emerged in all countries. Some countries have faced a rapid accumulation of interlocking
webs of arrears which in some occasions triggered collective bail-outs by the government,
as for example in Poland (see Rostowksi, 1994), Romania (Clifton and Khan, 1993 and
Daianu, 1994) or Russia (Ickes and Rytermann, 1992) during early transition. Perotti (1998)
describes how firms can collude and rationally extend trade credit that is not likely to be
repaid, if they expect to be bailed by a government unwilling to accept the demise of good
firms linked by arrears to bad firms. Other countries tackled this problem of inter-enterprise
arrears by immediate enforcement. Hungary for example installed a tough bankruptcy law
in 1992 which caused an initial wave of bankruptcies (Bonin and Shaffer, 1995) and installed
enforcement once and for all, although the law was later revised by removing the "automatic
trigger’ for bankruptcy (Burniaux, 1995). By now trade credit, which is a normal market
practice, has become voluntary in most transition countries (Shaffer, 2000). Nonetheless,
there are still some countries that exhibit involuntary trade credit with negative spillover
effects. Hildebrandt (2002) shows empirically that the problem of interlocking effects of
trade credit is more pronounced in countries that are less committed to economic reform.
All this evidence is interpreted in our model as follows: All countries were initially caught in
the creditor passivity trap. Our explanation complements the earlier analysis and provides
a common explanation for all types of passivity. Creditor passivity is persistent because
creditors are trapped in a non-enforcement equilibrium (the passivity trap) with \* = 1
and A = 0. Creditors have been hesitant to use the new enforcement instrument, because
the existing level of enforcement was below A*. One can interpret our externality effect of
enforcement as a first mover cost of enforcement in the non—enforcement case. \* can then

be interpreted as the amount of creditor coordination necessary to jump from A = 0 to

8Ponomareva and Zhuravskaya (2000) show that if explicit subsidisation is forbidden, one can arrive at

very much the same result by extending tax arrears.



= 1. Since the cost of coordination is an increasing function of the number of agents to
be coordinated, A*can be understood as a barrier (a measure of the coordination cost) that
keeps creditors in the non-enforcement equilibrium.

If debtors could strategically react to creditors’ action, creditors’ passivity might be to
some extent mitigated. Indeed, debtors might benefit, if they know how creditors behave.
If the economy is in the low-enforcement equilibrium, a debtor has additional incentives not
to pay back, as he knows that creditors are not enforcing anyway. Some debtors will not
pay back, even if they have the money to do so, because the opportunity cost of default has
fallen if creditors are less likely to enforce. Still, the probability of being paid back, 7, might
be non-zero as there remain other incentives to pay back: e.g., a default might affect future
access to credit and capital. On the other hand, if the economy is in the high-enforcement
equilibrium, a debtor has very strong incentives not to default on creditors, because he is
faced with a real threat of bankruptcy. He will postpone payments to workers (wage arrears)
and payments to the state (tax arrears) rather than fail on creditors, because these are less
likely to threat with immediate enforcement. Figure 2 shows how one can formalize this
by letting 7, the probability of debt repayment, to depend on A, the share of creditors that
enforce.

The figure indicates that instead of a non-enforcement trap there may be a low-enforcement
trap with enforcement at a level of * . The equilibria of Proposition 1 can be changed ac-

cordingly. (The proof of the following Proposition is straightforward.)

Proposition 2 Suppose that debtors are more likely to re-pay debts if more creditors enforce,
W =W(B,m(\), W (X)) >0, W/ (X)) < 0. Then the full-enforcement equilibrium is more
likely (X\* shifts to the left as compared to the equilibrium with a constant value of waiting
equal to W = W(B,m(1))), and in the low-enforcement equilibrium, it might be that a non-

zero share of creditors enforce.

2.3 Stabilization

How does macroeconomic stabilization affect creditors’ incentives? Stabilization is accompa-

nied by lower inflation expectations (higher ) and a higher probability 7 that the creditor



will repay in the future, due to the higher real growth of the economy without high inflation.
The inverse relation between high inflation and growth is well established for very high lev-
els of inflation. Then higher real growth will lead to higher profits and hence higher 7. An
increase in the value of waiting reduces creditors’ incentives to enforce. Indeed one of the
costs of stabilization and growth is that the incentive to enforce bad debts falls in case the

economy is still in the bad equilibrium.
Proposition 3 A macroeconomic stabilization increases \*, the barrier to enforcement.

It follows from Proposition 3 that macroeconomic stabilization might provide a creditor
with additional incentives to wait, as can also be seen in Figure 1. If the pre-stabilization
equilibrium has A = 0, stabilization does not change the equilibrium and increases the
amount of coordination \* needed to leave the ineffective equilibrium. This is exactly what
happened in Russia in 1995-1997. During this period, the country enjoyed an exchange
rate based macro-economic stabilization, but the problem of creditor inactivity and bad
loans persisted (see Perotti, 2003, for an overview of the relevant data). In our view of
the world this is what should be expected: If the economy is still in the bad equilibrium,
stabilization will only make this equilibrium more persistent, as creditors can rationally
wait longer to enforce and try to ’grow their way out of bad debts’. Although a stable
macroeconomic environment is an important pre-condition for development of a market
economy, stabilization clearly does not solve the problem of creditor inactivity in itself, quite
on the contrary.

Propositions 1 and 3 carry a number of fascinating policy implications. What should the
government do if faced with the problem of creditor passivity? First, the government could
focus on making bankruptcy proceedings more efficient, which will shift E()\) upward and
hence \* to the left. Eventually the economy will shift to the state with A* = 0. Second, the
government should, once stabilization is accomplished, commit to no more bail-outs, which
will decrease m and W and hence shift \* to the left. A firm commitment to hard budget
constraints by the government (no more automatic subsidies to loss-making enterprises)
would encourage the bank-led restructuring and/or liquidation of these loss-making firms.

The reverse also holds. Indeed, the continued expectation of future bailouts of bad debtors



(7 rises) would increase the value of waiting W, and would make enforcement less likely.
Repeated bail-outs of enterprises are therefore likely to produce usual soft-budget-constraint
negative effects: creditors will be more inclined to wait and see and may be seduced to gamble
for another opportunistic bailout (Perotti, 1998). Third, even with unchanged W and E
(and hence \*) the government can shift the economy to the enforcement equilibrium FE, by
introducing some A\g > A*. One way of accomplishing this is a hard stance on tax arrears.
If the government would enforce its overdue taxes by means of bankruptcy proceedings,
it introduces a level of enforcement in the economy, which might be sufficient to shift the
economy from the non-enforcement to enforcement. Another way of accomplishing this is
direct coordination of enforcement and restructuring by the government of a proportion of
Ag > M\".This is what Germany has tried to accomplish by means of the Treuhandanstalt
(for an overview of the economics of German reunification see Sinn and Sinn,1992). A
third way of achieving Ag > A" is by introducing an automatic trigger in the bankruptcy
law. Hungary introduced a very tough bankruptcy law in 1992, containing an ”automatic
trigger”’-clause. The clause stipulated that managers were required to file themselves for
bankruptcy within eight days after they had arrears exceeding ninety days (see Gray et al.
1996). Thanks to this Hungary was able to escape the trap of creditor passivity early on.
Once enforcement had exceeded the threshold \*, the economy left the passivity trap and
the automatic trigger was removed from the bankruptcy law by end 1993 (Burniaux, 1995).
Kornai (2001) compares the number of bankruptcies in the Czech Republic, Hungary and
Poland in 1992-1996. As a proportion of total firms, Hungary has much more bankruptcies,
but not at the cost of lower economic growth. Clearly creditor activity has become the
norm in Hungary. In several successor states of the Soviet Union, tax arrears are mainly
in the form of energy sector quasi fiscal activities. Petri et all 2002 show that a decade
into transition many successor states of the Soviet Union still provide large implicit and
untargeted subsidies in the form of low energy prices and the toleration of payment arrears
for energy bills. Since the energy companies are often government-owned, the government
could also install A > A" by no longer accepting payment arrears on energy bills. Note
however that often governments lay at the heart of the arrears chain. Many governments

run expenditure arrears themselves, not only to government personnel and pensioneers but
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also to suppliers. Ramos (1998) shows that expenditure arrears are distinctively present in
the successor states of the Soviet Union. These supplier arrears are often owed to energy
companies. This suggest that governments are in a bad position to enforce payment arrears
on energy bills because they are one of the main debtors themselves. Breaking this cycle
of arrears and in general eliminating government expenditure arrears are a precondition to

achieve creditor activity in the economy.

3 Why Are Banks Different?

3.1 Market Discipline

Enforcement involves a public announcement by the creditor of the existence of overdue
claims. If the public has imperfect information on the quality of creditor’s claims, such
an announcement lowers the value of the creditor’s capital in the perception of the public.
Often, creditors are also debtors: e.g., governments have payment arrears, enterprises have
payables and loans, and banks have depositors. However, the debts of banks (deposits) are
very liquid, while the debts of other agents are rather illiquid. Indeed, the government can
not just cancel government arrears, nor can an enterprise withdraw granted trade credit,
while deposits can easily be withdrawn and reinvested. This liquidity difference ensures that
banks will behave fundamentally different from other agents in the presence of a signalling
effect of enforcement.

In the case of banks, savers can either withdraw their deposit (or credibly require higher
interest rates to compensate the observed higher risk). Let the losses due to these averse
effects of signalling be denoted by D(\) > 0, D'(\) > 0. In its extreme form D()) is a deposit
run. Models of a bank run include Diamond and Dybvig (1983), Postlewhite and Vives
(1987), Wallace (1988,1990), Chari (1989), Champ, Williamson, and Jagannathan (1996),
Alonso (1996), Allen and Gale (1998) and many others, with explanations of why a bank run
occurs ranging from ”sunspots” to business cycle fundamentals. At an intermediate level of
A, D(\) refers to market discipline imposed by depositors on banks. Empirical evidence of
market discipline in developed banking markets is reported by Park and Peristiani (1998) for

the case of US savings and loan associations. Their findings indicate that riskier thrifts not
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only pay higher interest rates on uninsured deposits, but also attract a smaller quantity of
uninsured deposits. They even find that risk has an adverse effect on the growth and pricing
of insured deposits, although the effect is less pronounced. Berger (1995) provides indirect
evidence for the presence of market discipline by arguing that it may partly account for the
observed positive relationship between capital and earnings of US banks in the 1980s. Ellis
and Flannery (1992) report results consistent with the hypothesis that US money-center
bank CD rates immediately reflect the information impounded in bank stock prices. The
fact that depositors often switch deposits to other banks makes the ’externality’ effect even
stronger. This 'punishment’ of deviation from the non—enforcement-equilibrium occurs at ¢,
while the proceeds of enforcement are only received in ¢ +1. We assume that D'(\) < 0 : the
rationale is that the larger is A, the lower is opportunity cost of keeping deposits in a bank
with bad loans. If nobody enforces, the punishment is severe, while there is no punishment
if enforcement is standard practice. The more banks enforce, the less punishment there will
be, as the signalling effect becomes weaker. Indeed, if all banks enforce and all have some
visibility of bad loans on their portfolio, there is no problem with enforcing an individual loan.
Enforcement of bad loans by only a few banks however may be interpreted by depositors as
a signal of fundamental problems in these banks and may trigger a deposit withdrawal or
ultimately a bank run.The value of enforcement to the bank is Eg(8,\) = V(A) — D(N),
and Ez(A) > 0. We assume that if a firm’s losses exceed D()\), it brings the pay-off of
—o00,which should be understood as bankruptcy.

The simple model described above allows to single out the key difference between banks
and enterprises in their behavior when facing bad debts. We define an enterprise’s value of
immediate enforcement as Fg(f,\) = V(5,\), while the bank has the same value as above
Eg(B,\) = V(5,\) — D(\). The only difference is that enterprises have no immediate losses

due to deposit withdrawal. The value of waiting I is the same for both types of agents.

Proposition 4 Because of market discipline, the barrier to enforcement is higher for banks,
than for other creditors. Formally, if \] is defined by E;(\;) = W and 0 < X\ < 1, then

Ap < Ap-
To prove the above proposition, it suffices to note that because of deposit withdrawal,

the value of enforcement for banks is lower than for other creditors for any A. (See Figure
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3.) This result is very intuitive: since the bank’s decision to enforce a contract is connected
with an immediate cost, and thus the externality effect is more severe for banks, the banks’
barrier to enforcement A3 is higher than the enterprises’ barrier to enforcement A%. This
means that banks are less likely to leave the non-enforcement equilibrium than enterprises,
i.e. bad loans are ceteris paribus more persistent than inter-enterprise arrears. This fits
reality very well. Inter-enterprise arrears have ceased to pose a problem in Central Europe
(see Schaffer, 2000), but bad loans are still very much a problem as seen from Table 1.
This carries interesting policy implications. The mere introduction and implementation
of efficient bankruptcy proceedings and hard budget constraints by the government (the
policy recommendations implied by Proposition 1 and 3), might not be enough for banks to
leave the passivity trap. In order to fulfill A > A\ and reach the full-enforcement equilibrium,
one needs a sufficient number of banks to coordinate and start enforcement together. An
excellent way to organize this coordination is state intervention. Indeed, in most transition
countries there has been strong state intervention in the case of systemic bad loans and
non-enforcement by banks. In most cases loan workout units were organized either inside
the bank, as in Poland (see Bonin, 2001) or outside the bank in a collective loan hospital as
in the Czech Republic (see Matousek, 1995, for an analysis of the Czech consolidation bank
experience). This was always combined with some form of recapitalization, conditional on
operational restructuring and enforcement. Schoors (1995) gives an overview of early bank
reform in the Czech Republic, Hungary, Poland and Slovenia. Bonin and Wachtel (2002)
review a broader set of country experiences. In this case A3 has the following economic
interpretation: it is the minimum share of banks (or contracts) that the government should
restructure, if the government wishes to shift the banking sector from the low-enforcement
equilibrium to the high-enforcement equilibrium. In transition countries, creditor passivity
among enterprises has only occasionally been solved by a direct coordinated approach by the
government. In the banking sector this approach was quite common not only in transition
countries (see Schoors, 1995), but also in developed market economies. The solution of
bank crises in the US (the S&L crisis) the Nordic banking crisis (in Sweden, Norway and
Finland in the early nineties) and the ongoing Japanese banking crisis all involved substantial

government interference and the allocation of budget money. Also more contemporaneous
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banking sector problems in transition countries are solved by means of coordination, as for
example in China were bad loans have been transferred to four asset management companies
(Bonin, Huang, 2001). This omnipresence of government interference in bank restructuring
is commonly attributed to the systemic importance of the banking system. We add to this
explanation that banks, because of their very liquid liabilities, need a lot more coordination to
leave the creditor passivity trap. Government intervention may be instrumental in providing
this coordination.

Proposition 4 also gives a new rationale for deposit insurance. Deposit insurance reduces
the liquidity of bank deposits and hence stimulates enforcement by banks by decreasing the
punishment of enforcement. It is has been well documented that deposit insurance provokes
moral hazard of participating banks and may in fact contribute to banking crises. Keeley
(1990), Mishkin (1992), and Demirguc-Kunt and Detragiache (1998) have all found links
between deposit insurance and bank crises. We however find that the reverse can also be
true. Indeed, the absence of deposit insurance has a possible moral hazard cost in the form
of non-enforcement. The moral hazard cost of deposit insurance (riskier behavior by banks)
can be contained by properly priced insurance premia and prudential regulation and control
(Dewatripont and Tirole,1994), while it is not clear how the moral hazard cost of no deposit
insurance (non-enforcement) can be contained unless by direct state intervention. Therefore
we think that the combination of properly priced deposit insurance and good prudential
regulation and control might in some countries be superior to no deposit insurance at all.

We observe this problem clearly in the Russian banking system. In Russia there is still
no deposit insurance, except for the state banks (with Sberbank on top), that have a state
guarantee on their obligations according to the law and banks and banking activity. A
leaked analysis of Russian banks after the crisis of August 1998 shows that the major loss
of capital for banks was not the devaluation loss or the government default on treasury
bills (the famous GKO), but bad loans that were in their balances already for some time’.
The banks had been hiding these bad loans and there had not been a single bankruptcy
proceeding started by a bank to enforce its loan before the crisis of August 1998. Our

interpretation is that banks feared that enforcement from their side would be a signal to

9See The newly-wed and the nearly dead, Furomoney, June 1999.
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depositors of their solvency and would encourage them to shift deposits to Sberbank, the
safe, but not very profitable deposit haven. Indeed, when we observe the market share of
Sberbank on the market for household deposits, we observe that it rises steadily from below
50 % in mid 1994 to above 85% in 1999. Since then stabilization has occurred and deposit
insurance insurance has been introduced, which made the share of Sberbank fall back again.
Every major financial scandal or banking crisis is clearly mirrored in a jump of Sberbank’s
market share. Therefore banks were very cautious to show any sign of bad loan problems to
depositors, as they knew by experience what the punishment would be. Clearly, the Russian
banking system was trapped in the low-enforcement equilibrium of the kind described in this
paper. This was reinforced by the discriminatory deposit insurance situation (guarantee for
Sberbank, nothing for the rest). After the August 1998 devaluation the Russian banking
sector was by consequence in a dire state. The restructuring of the banking sector seemed
imminent but has fundamentally stalled ever since (see for Schoors, 1999, for an overview of

the mired restructuring). This is very well captured by our model.

3.2 Liquidity Constraints

Obstacles to enforcement can become greater because of liquidity constraints. Let B denote
the maximum amount of losses that allows a bank to continue its operations. In essence, B
represents a regulatory rule such as the minimum required capital for banks. Alternatively, B
represents total liquidity of the bank, in the absence of effective regulation. That is, if losses
are too large, D(\) > B, the bank is closed, and the agent’s payment is zero. Therefore, the
value of enforcement is E(\) = BV(A) — D(\) if D(A\) < B and 0 otherwise. Then define
w* € 0,1] by D(p*) = B with p* =0, when D(0) < B, and p* =1, when D(1) > B.

Let A* have the same meaning as before. If ;* < A*, then the liquidity constraint plays
no role and Proposition 1 applies. If, however, p* > \*, it is not longer \*, but p* that is the
barrier to enforcement, and thus determines equilibria. Let A™ = max {u*, \*}. The new

threshold \*™* decreases (non-strictly) with B.

Proposition 5 If banks’ ability to enforce is limited by a liquidity constraint, the barrier to

enforcement is higher than in the case of no liquidity constraints. Formally, the barrier to
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enforcement, \** = max {u*, \"}, where \* is the barrier with no liquidity constraints, and

D(p*) = B.

If \** = 0, there is a unique equilibrium, with A = 1. This is the enforcement equilibrium.
If A** = 1, there is a unique equilibrium, with A = 0 (all creditors wait). This is the low-
enforcement equilibrium. Figure 4 shows the equilibria. Any additional liquidity constraint of
banks only makes the non-enforcement equilibrium more persistent, as \** > \* by definition.
This allows to analyze consequences of liquidity crises (due to some exogenous shock, e.g.,
a sudden increase of short term interest rates, a foreign exchange crisis, a default by the
government on its treasury bills, or a bubble of asset prices) on bank passivity. Suppose that
B = By, i.e. each bank may accept short-term losses not to exceed By, and 0 < \** < 1,
with p* < A\, and equilibrium A = 1 is the current equilibrium. If there is a sudden liquidity
shock (By — By) and B changes to some B; < By, then if follows that p*(By) > u*(By).
There is a possibility that ©*(By) < p*(B1) = 1,which implies that the economy might shift
to the state with A*™ = 1, where the non-enforcement equilibrium is a unique equilibrium.
In short, a severe enough liquidity crisis might make the economy jump from the efficient
equilibrium (enforcement) to a non-efficient one (the passivity trap).

The long-term consequences of a liquidity shock are less clear as the waiting value would
possibly be reduced following the liquidity crisis, unless a government bail-out has become
more likely due to the crisis. Exact results depend on elasticity of D(\) with respect to A : the
less depositors punish their banks for a given level of the overall enforcement (the smaller the
slope of D(A)), the more dramatic are consequences of a liquidity shock (u* — 0o, A — 0).
This has a clear empirical implication: A liquidity shock following from an external shock
might jump the economy from a good equilibrium to a bad one. This fits the empirical
evidence on systemic banking crises in many developed market economies. The US S&L
crisis, the Swedish banking crisis of the early nineties, the banking system crises in Asian
countries were all triggered by an external shock that affected severely the liquidity of banks.
The prediction of our model is that in case of systemic crises, banks start to hide their bad
loans instead of enforcing them. So they do not replenish the bad loans (Dewatripont and
Tirole, 1994), but just wait and gamble for resurrection by investing the remaining funds in

more risky projects (Kane, 1989).
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The analysis above carries two important policy implications. First, we found that that
the additional liquidity constraint will make the non—enforcement equilibrium more likely
and more persistent (in the sense that an equal amount or more coordination A\™* will be
needed to leave it), and that a liquidity crisis can cause the economy to jump from the
good state to the bad. This provides a rationale for a policy instrument that solves the
liquidity problem. Liquidity crises create a negative externality for the economy if banks
remain passive solely because of the liquidity constraint or if the economy is thrown into the
passivity trap due to a liquidity crisis. The government can solve this problem by providing a
Bagehot-type lender of last resort that provides liquidity to commercial banks. This function
is nowadays typically assumed by central banks. The Bagehot rule provides that the lender
of last resort should lend speedily and according to clear and explicit rules to illiquid but
solvent banks. Insolvent banks are not entitled to liquidity support, which is ensured by only
providing short term and collateralized liquidity support. This rule makes a lot of sense in
the framework of our model. If the liquidity problem were not binding (A\* > u*), liquidity
injections by the central bank would not change the state of the economy that is determined
by A = max {u*, A*}. Hence, lending to banks where liquidity problems are not the cause
of creditor passivity (A* > p*), makes no sense indeed.

The argument also provides a rationale to have different bankruptcy laws for banks
and for the non-banking sector. Indeed around the world we observe special provisions
for bank failure. Our model suggests that a bankruptcy law for banks should offer more
chapter 11 - type of protection to the debtor than a bankruptcy law for other enterprises.
This additional protection will shield banks from the liquidity constraint. Time is bought
to bridge the period between initial cost of enforcement D(\) and the ultimate enforcement
revenue 5V (A\)—D(A). This will encourage enforcement by banks, and will avoid the cyclical
accumulation of bad loans and non-enforcement, a problem that seems to have become
endemic to market economies worldwide. In a mature market economy, there is however less
need for two laws as usually the economy is in E. Still the savings and loans crisis in USA
(Akerlof and Romer, 1993) and contemporaneous problems of the Japanese banking system
(Hoshi and Kashyap, 2000) show that our story might be relevant for developed economies

as well. In case of large scale bank problems the government is not eager to let bankruptcy
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take care of banks and some special government arrangements and regulations are always

present.

3.3 Heterogenous Banks

These results can be easily extended to a setup with banks being heterogenous in overdue
loans. Again, we assume that depositors do not know which banks have more bad loans than
others. Since overdue loans pay no interest, heterogeneity will affect directly banks’ liquidity,
and thus we can simply assume that banks differ in liquidity. Precisely, assume there is a
continuum of banks, each bank having a liquidity capacity of bsuch that 0 < B <b < B < 1,
where B and B are the lowest and highest liquidity, respectively, and b is distributed with
c.df. F(-) on [B, B]. Proposition 4 shows that banks with higher capacity are less reluctant
to enforce, so the banks can be ordered as follows. We say that the share of banks A € [0, 1]

enforce if all banks with liquidity capacity F~'()\) enforce, and D(\) remains a decreasing

function.

Proposition 6 (i) There exist two thresholds \* and p* such that if the share of banks that
enforce exceeds \*, then the economy converges to the high-enforcement equilibrium. If less
than p* banks enforce, the economy converges to the low-enforcement equilibrium. Any point
between p* and \* corresponds to an equilibrium, in which some banks are willing to enforce,
but could not do this because of liquidity constraints.

(ii) If one c.d.f. G(-) of b on [B, B] first order stochastically dominates another distri-
bution G'(-), than X* is lower for G(-) than for G'(-) That is, the faster the distribution
function reaches higher liquidity levels (high proportion of liquid banks in the economy), the

less coordination enforcement requires and vice versa..

Proof of Proposition 6 is relegated to the Appendix. The proposition is mirrored in
Figure 5. One clear policy implication that follows from this is that any coordinated govern-
ment program that seeks to find a coordinated solution to the creditor passivity problem in
the most efficient way, should select a sufficiently high proportion of the most liquid banks
and work out their loans in order to reach a level of A high enough to reach one of the

mixed strategy equilibriums. So, government programs to solve systemic creditor passivity
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crises should select the most liquid banks and not the most indebted ones, to create sustain-
able, though not full, enforcement. Over time, the remaining proportion of non-enforcing
banks will diminish, as many banks become illiquid and are bankrupted, until eventually full

enforcement is reached.

3.4 Bank bankruptcy

Assume there has been no government coordination sufficient to establish the level of en-
forcement X, needed to leave the bad equilibrium. Then, we can study the effect of a liquidity
crisis in this environment. Assume there is an adverse liquidity shock A that affects bank
liquidity b: now each bank has liquidity b — A instead of b. If B < A < B, then some propor-
tion of banks X(A) is put in bank bankruptcy. If bank bankruptcy occurs, the receiver will
enforce the remaining bad loans, as he does not need to take into account the signalling effect
of enforcement. His role is legally defined as enforcement to the benefit of the creditors. In
effect, bank bankruptcy will introduce a certain exogenous level of enforcement X(A) in the

economy.

Proposition 7 If the liquidity crisis is severe enough so that the share of banks put into

bankruptcy exceeds \*, then the economy is shifted to the high-enforcement equilibrium.

The proof is trivial. The liquidity crisis here works as an exogenous increase in the
number of banks that choose to enforce. If the resulting number of enforcing banks exceed
the threshold \*, all banks found it more attractive to enforce, rather than to wait. Figure
6 illustrates this logic.

The insight that follows from proposition 7 is that with heterogenous banks in a non—
enforcement state, a severe enough but not too severe liquidity crisis might work as a cat-
alyzer to reach the enforcement equilibrium or one of the mixed strategy equilibria, while a
too moderate shock will only aggravate non-enforcement.

However, the positive effects from a crisis can only produce if there is bank bankruptcy.
Without bank bankruptcy proceedings the receiver will not introduce X and for the remaining
banks the situation can only stay the same or worsen. Indeed the liquidity constraint can only

become more binding while A remains unchanged. Therefore, the conclusion that a liquidity
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crisis can solve though receivership, is only true if there is a law on bank bankruptcy that
functions. We give an example of both cases. Estonia faced several two severe banking crises
very early in transition, one in 1992 and one in 1994. The crisis ultimately led to the closure
of insolvent banks, North Estonian bank and Union Baltic bank in November 1992 and Social
bank in 1994 (Niiniméki, 2002) and the introduction of very tough capital adequacy rules.
As a consequence the bad loan problem has basically disappeared in Estonia and creditor
activity is the norm. We observe in table 1 that since 1994 bad loans have been between
1.5% and 4% of the total loan portfolio. Compare this to the experience of Russia, that also
faced several severe banking crisis (October 1994, August 195, August 1998). However, the
first two crises did not lead to the demise of large but insolvent banks. Some insolvent banks
did go under, but many more were allowed to struggle on. In the August 1998 crisis, the
government defaulted on its treasury bills. The banking system collapsed, but most banks
were again allowed to survive despite blatant insolvency. A law on bank bankruptcy was
effective in March 1999. So the sanatory effect of proposition 7 did not produce, and the
long overdue restructuring is still incomplete. In fact the bankruptcy law was abused to
get rid of ’inconvenient liabilities’ by some banks (see Schoors, 1999). During 1999-2002,
Russia enjoyed a gradual stabilization and substantial economic growth which made the
enforcement trap even more persistent. Because of economic growth the proportion of bad
loans may have fallen, but it is still well above 10%. Unless bank bankruptcy manages to
fulfill its role in the end and the government takes a coordinated attempt to sort out the

banking mess, the next crisis may be waiting around the corner of the next recession.

4 Conclusion

In this paper, we analyzed creditor inactivity from a new perspective, namely the adverse
externality effect of creditors’ passivity on other creditors’ incentives to enforce. This can
lead to a situation with two stable equilibria, namely an enforcement equilibrium and a
non-enforcement equilibrium, which we refer to as the passivity trap. The introduction of
debtor behavior reveals that there may be a low enforcement equilibrium instead of a non-

enforcement equilibrium. The partial equilibrium is interesting because it seems to describe
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well the muddling through that occurs in many countries with systemic loan quality prob-
lems. The difference between banks and other creditors is that banks face 1) an additional
externality cost from enforcement, imposed by liquid depositors who exert market discipline
on the banks by withdrawing deposits, and 2) an additional liquidity constraint, imposed by
the time difference between the immediate punishment by depositors and the later reward
of the proceeds of enforcement. Together these constraints ensure that the amount of coor-
dination needed to make banks leave the passivity trap is strictly higher than the amount
of coordination needed for enterprises or the state. This means that inter-enterprise arrears
and tax arrears are more easily solved by market discipline and bankruptcy proceedings than
systemic bad loans. Introducing bank heterogeneity adds the insight that there may be a
number of stable partial equilibria, in which the most liquid banks are enforcing, while the
least liquid ones are not.

Interesting policy insights follow from the analysis. Stabilization will, ceteris paribus,
not solve creditor inactivity, as shown by the case of Russia. The government can contribute
to the solution of creditor inactivity, by investing in smoothly functioning bankruptcy pro-
ceedings, committing to hard budget constraints for corporate debtors and enforcing its own
tax arrears. Settling government expenditure arrears and enforcing energy bill arrears would
also be very helpful. This will however not do to save to clean the banking sector from
creditor passivity. The amount of coordination needed to resume creditor activity in the
banking sector is higher than in other sectors. Therefore government intervention is ceteris
paribus more desirable in the banking sector. The paper sheds light on a crucial liquidity
difference between banks (highly liquid deposits) and other agents (trade credit, bank loan
or budget arrears). This liquidity difference entails a cost for banks, which can be contained
by properly priced deposit insurance. Deposit insurance may have a moral hazard cost,
but also removes a barrier to creditor inactivity. This is why government interference is
commonly observed in deposit insurance schemes (implicitly or explicitly). The paper also
explains that due to this liquidity difference, banks face an additional liquidity constraint,
which constitutes a barrier to enforcement. Therefore banks need a lender of last resort that
behaves along the Bagehot rules. A suchlike institution will remove the liquidity constraint

to creditor activity in the banking sector. This liquidity constraint also implies that banks
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need a bankruptcy law that differs from the general bankruptcy law in the sense that it
should provide more chapter-11 protection. This will lead to more enforcement by banks
and hence harder budget constraints for their debtors. With identical banks, a liquidity
shock can only increase the barrier to enforcement. However, with bank heterogeneity, a
liquidity crisis might actually act as a catalyzer to enforcement. This is because a portion
of the least liquid banks will be forced into the state of bankruptcy, where a receiver is
appointed by the law. The receiver is not concerned about the liquidity constraint and will
enforce the bad loans in order to protect the creditors of the bank. This injects a level of
enforcement into the banking sector that might be instrumental in pulling the most liquid
banks out of the passivity trap. However, this beneficial effects can only possibly realize if
there exists a bankruptcy law for banks that is effectively enforced. This was unfortunately
not the case for Russia, where no law existed at the right time and many illiquid banks were

allowed yet another live.
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APPENDIX: Proof of Proposition 6.

(i) For the sake of simplicity, assume that B = 0, B = 1. For each \ € [0,1], F(D()\)) =
P(b < D())) is the share of banks, for which the liquidity constraint is binding. Let p* be
defined by E(p*) = W, and let A" be such that F'(A\*) = D(A*). (Assume that p* < A" < 1.)
Now, if A > A\*, then the economy converges to the full enforcement equilibrium. Indeed,
each firm with the liquidity capacity higher than F'(D()\)) has a possibility to enforce as
F(D(X)) > F(\"), and has incentives to do so as A > \* > u*.

Each A between p* < \* defines an equilibrium: the marginal firm (corresponding to \)
is willing to enforce, since the value of enforcement exceeds the value of waiting, but could
not enforce because of the liquidity constraint.

(ii) Define the probability density functions that corrrespond to G(-) and G'(-) as ¢g(b) and
g'(b). If G(-) first order stochastically dominates G’(-), we know that |, ; g(b)db > [ g g'(b)db
for every = between B and B (the cumulative ditributions functions do not cross). Hence
for every x in [B, B], there is a difference G(z) — G'(x) > 0. Since \* is defined as F(\*) =
D(X*).and D'(X\) < 0, we know that A\* for G(-) < A\* for G'(-).H
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Country 1993 1994 1995 1996 1997 1998 1999 2000

Bulgaria 6.7 6.8 12.5 15.2 13.0 11.8 17.5 10.9
Croatia na 12.2 12.9 11.2 8.2 12.6  20.6 19.7
Czech R na na 266 21.8 19.9 203 21.5 19.3
Estonia na 3.5 2.4 2 2.1 4 2.9 1.5
FR Yugoslavia na 10.3 12 12.3 15.1 13.1 10.2 278
Macedonia na na na 21.7 21.1 7.8 94 26.9
Hungary 29.6  20.2 12.1 9 53 6.8 4.4 3.1
Latvia na 11.0 19 20 10.0 6.8 6.8 5.0
Lithuania na 27.0 17.3 322 283 12.5 11.9 10.8
Poland 364 340 239 14.7 11.5 11.8 14.5 15.9
Romania na 185 379 48  56.5 58,5 354 3.8
Russia na na 12.3 13.4 12.1 309 258 15.3
Slovakia 122 303 413 31.8 334 443 329 262
Slovenia na 13.8 9.3 10.1 10.0 9.5 8.6 8.5
Ukraine na na na na na 34.6 34.2 32.5

Figure 6: Table 1 Bad loans as a proportion of total loans in selected transition countries

33



/=\ FACULTEIT ECONOMIE EN BEDRIJFSKUNDE
T HOVENIERSBERG 24
UNIVERSITET | 2000 GENT o 3oz
GENT
WORKING PAPER SERIES 4
98/59 J. ALBRECHT, Environmental consumer subsidies and potential reductions of CO, emissions, October 1998, 28 p.
98/60 K. SCHOORS, A payment system failure and its consequences for interrepublican trade in the former Soviet Union,
December 1998, 31 p. (forthcoming in Economic Systems, 2003).
98/61 M. DE LOOF, Intragroup relations and the determinants of corporate liquid reserves : Belgian evidence, December
1998, 29 p. (published in European Financial Management, 2000).
98/62 P. VAN KENHOVE, W. VAN WATERSCHOOT, K. DE WULF, The impact of task definition on store choice and
store-attribute saliences, December 1998, 16 p. (published in Journal of Retailing, 1999).
99/63 P.GEMMEL, F. BOURGONJON, Divergent perceptions of TQM implementation in hospitals, January 1999, 25 p.
99/64 K. SCHOORS, The credit squeeze during Russia's early transition. A bank-based view, January 1999, 26 p.
(published in Economics of Transition, 2001).
99/65 G. EVERAERT, Shifts in balanced growth and public capital - an empirical analysis for Belgium, March 1999, 24 p.
99/66 M. DE LOOF, M. JEGERS, Trade Credit, Corporate Groups, and the Financing of Belgian Firms, March 1999, 31 p.
(published in Journal of Business Finance and Accounting, 1999).
99/67 M. DE LOOF, I. VERSCHUEREN, Are leases and debt substitutes ? Evidence from Belgian firms, March 1999,
11 p. (published in Financial Management, 1999).
99/68 H. OOGHE, A. DEHAENE, De sociale balans in Belgié : voorstel van analysemethode en toepassing op het
boekjaar 1996, April 1999, 28 p. (gepubliceerd in Accountancy en Bedrijfskunde Kwartaalschrift, 1999).
99/69 J. BOUCKAERT, Monopolistic competition with a mail order business, May 1999, 9 p. (published in Economics
Letters, 2000).
99/70 R. MOENAERT, F. CAELDRIES, A. LIEVENS, E. WOUTERS, Communication flows in international product
innovation teams, June 1999, p. (published in Journal of Product Innovation Management, 2000).
99/71 G. EVERAERT, Infrequent large shocks to unemployment. New evidence on alternative persistence perspectives,
July 1999, 28 p. (published in LABOUR: Review of Labour Economics and Industrial Relations, 2001).
99/72 L. POZZI, Tax discounting and direct crowding-out in Belgium : implications for fiscal policy, August 1999, 21 p.
(forthcoming in Oxford Bulletin of Economics and Statistics, 2003)
99/73 I. VERSCHUEREN, M. DE LOOF, Intragroup debt, intragroup guaranties and the capital structure of Belgian firms,
August 1999, 26 p.
99/74 A. BOSMANS, P. VAN KENHOVE, P. VLERICK, H. HENDRICKX, Automatic Activation of the Self in a Persuasion
Context , September 1999, 19 p. (published in Advances in Consumer Research, 2000).
99/75 |. DE BEELDE, S. COOREMAN, H. LEYDENS, Expectations of users of financial information with regard to the
tasks carried out by auditors , October 1999, 17 p.
99/76 J. CHRISTIAENS, Converging new public management reforms and diverging accounting practices in Belgian local
governments, October 1999, 26 p. (published in Financial Accountability & Management, 2001)
99/77 V. WEETS, Who will be the new auditor ?, October 1999, 22 p.
99/78 M. DEBRUYNE, R. MOENAERT, A. GRIFFIN, S. HART, E.J. HULTINK, H. ROBBEN, The impact of new product
launch strategies on competitive reaction in industrial markets, November 1999, 25 p.
99/79 H. OOGHE, H. CLAUS, N. SIERENS, J. CAMERLYNCK, International comparison of failure prediction models

from different countries: an empirical analysis, December 1999, 33 p.



- FACULTEIT ECONOMIE EN BEDRIJFSKUNDE
T HOVENIERSBERG 24
UNIYERRTET | o R
ENT .o .35.
WORKING PAPER SERIES 5

00/80 K. DE WULF, G. ODEKERKEN-SCHRODER, The influence of seller relationship orientation and buyer relationship
proneness on trust, commitment, and behavioral loyalty in a consumer environment, January 2000, 27p.(published as
‘Investments in consumer relationships: a cross-country and cross-industry exploration’, Journal of Marketing, 2001)

00/81 R. VANDER VENNET, Cost and profit efficiency of financial conglomerates and universal banks in Europe.,
February 2000, 33 p. (published in Journal of Money, Credit, and Banking, 2002)

00/82 J. BOUCKAERT, Bargaining in markets with simultaneous and sequential suppliers, April 2000, 23 p. (published in
Journal of Economic Behavior and Organization, 2002)

00/83 N.HOUTHOOFD, A. HEENE, A systems view on what matters to excel, May 2000, 22 p.

00/84 D. VAN DE GAER, E. SCHOKKAERT, M. MARTINEZ, Three meanings of intergenerational mobility, May 2000, 20
p. (published in Economica, 2001)

00/85 G. DHAENE, E. SCHOKKAERT, C. VAN DE VOORDE, Best affine unbiased response decomposition, May 2000,
9 p. (forthcoming in Journal of Multivariate Analysis, 2003)

00/86 D. BUYENS, A. DE VOS, The added value of the HR-department : empirical study and development of an
integrated framework, June 2000, 37 p. (published as ‘Personnel and human resource managers: Power, prestige
and potential - Perceptions of the value of the HR function’, in Human Resource Management Journal, 2001).

00/87 K. CAMPO, E. GIJSBRECHTS, P. NISOL, The impact of stock-outs on whether, how much and what to buy, June
2000, 50 p.

00/88 K. CAMPO, E. GIJSBRECHTS, P. NISOL, Towards understanding consumer response to stock-outs, June 2000,
40 p. (published in Journal of Retailing, 2000)

00/89 K. DE WULF, G. ODEKERKEN-SCHRODER, P. SCHUMACHER, Why it takes two to build succesful buyer-seller

relationships July 2000, 31 p. (published as ‘Strengthening Retailer-Consumer Relationships: The Dual Impact of
Relationship Marketing Tactics and Consumer Personality’, in Journal of Business Research, 2002)

00/90 J.CROMBEZ, R. VANDER VENNET, Exact factor pricing in a European framework, September 2000, 38 p.

00/91 J. CAMERLYNCK, H. OOGHE, Pre-acquisition profile of privately held companies involved in takeovers : an
empirical study, October 2000, 34 p.

00/92 K. DENECKER, S. VAN ASSCHE, J. CROMBEZ, R. VANDER VENNET, I. LEMAHIEU, Value-at-risk prediction
using context modeling, November 2000, 24 p. (published in European Physical Journal B, 2001)

00/93 P. VAN KENHOVE, I. VERMEIR, S. VERNIERS, An empirical investigation of the relationships between ethical
beliefs, ethical ideology, political preference and need for closure of Dutch-speaking consumers in Belgium,
November 2000, 37 p. (published in Journal of Business Ethics, 2001)

00/94 P. VAN KENHOVE, K. WIJNEN, K. DE WULF, The influence of topic involvement on mail survey response
behavior, November 2000, 40 p. (published in Psychology & Marketing, 2002).

00/95 A. BOSMANS, P. VAN KENHOVE, P. VLERICK, H. HENDRICKX, The effect of mood on self-referencing in a
persuasion context, November 2000, 26p. (published in Advances in Consumer Research, vol.28, 2001, p.115-121)

00/96 P. EVERAERT, G. BOER, W. BRUGGEMAN, The Impact of Target Costing on Cost, Quality and Development
Time of New Products: Conflicting Evidence from Lab Experiments, December 2000, 47 p.

00/97 G. EVERAERT, Balanced growth and public capital: An empirical analysis with 1(2)-trends in capital stock data,
December 2000, 29 p. (forthcoming in Economic Modelling, 2003).

00/98 G. EVERAERT, F. HEYLEN, Public capital and labour market performance in Belgium, December 2000, 45 p.

00/99 G. DHAENE, O. SCAILLET, Reversed Score and Likelihood Ratio Tests, December 2000, 16 p.



- FACULTEIT ECONOMIE EN BEDRIJFSKUNDE
T HOVENIERSBERG 24
UNIYERRTET | o R
ENT .o .35.
WORKING PAPER SERIES 6

01/100 A. DE VOS, D. BUYENS, Managing the psychological contract of graduate recruits: a challenge for human
resource management, January 2001, 35 p.

01/101 J. CHRISTIAENS, Financial Accounting Reform in Flemish Universities: An Empirical Study of the implementation,
February 2001, 22 p.

01/102 S. VIAENE, B. BAESENS, D. VAN DEN POEL, G. DEDENE, J. VANTHIENEN, Wrapped Input Selection using
Multilayer Perceptrons for Repeat-Purchase Modeling in Direct Marketing, June 2001, 23 p. (published in
International Journal of Intelligent Systems in Accounting, Finance & Management, 2001).

01/103 J. ANNAERT, J. VAN DEN BROECK, R. VANDER VENNET, Determinants of Mutual Fund Performance: A
Bayesian Stochastic Frontier Approach, June 2001, 31 p. (forthcoming in European Journal of Operational Research,
2003)

01/104 S. VIAENE, B. BAESENS, T. VAN GESTEL, J.A.K. SUYKENS, D. VAN DEN POEL, J. VANTHIENEN, B. DE
MOOR, G. DEDENE, Knowledge Discovery in a Direct Marketing Case using Least Square Support Vector
Machines, June 2001, 27 p. (published in International Journal of Intelligent Systems, 2001).

01/105 S. VIAENE, B. BAESENS, D. VAN DEN POEL, J. VANTHIENEN, G. DEDENE, Bayesian Neural Network Learning
for Repeat Purchase Modelling in Direct Marketing, June 2001, 33 p. (published in European Journal of Operational
Research, 2002).

01/106 H.P. HUIZINGA, J.H.M. NELISSEN, R. VANDER VENNET, Efficiency Effects of Bank Mergers and Acquisitions in
Europe, June 2001, 33 p.

01/107 H. OOGHE, J. CAMERLYNCK, S. BALCAEN, The Ooghe-Joos-De Vos Failure Prediction Models: a Cross-
Industry Validation, July 2001, 42 p.

01/108 D. BUYENS, K. DE WITTE, G. MARTENS, Building a Conceptual Framework on the Exploratory Job Search, July
2001, 31 p.

01/109 J. BOUCKAERT, Recente inzichten in de industriéle economie op de ontwikkelingen in de telecommunicatie,
augustus 2001, 26 p. (published in Economisch en Sociaal Tijdschrift, 2001).

01/110 A.VEREECKE, R. VAN DIERDONCK, The Strategic Role of the Plant: Testing Ferdows' Model, August 2001, 31 p.
(published in International Journal of Operations and Production Management, 2002)

01/111 S. MANIGART, C. BEUSELINCK, Supply of Venture Capital by European Governments, August 2001, 20 p.

01/112 S. MANIGART, K. BAEYENS, W. VAN HYFTE, The survival of venture capital backed companies, September
2001, 32 p. (published in Venture Capital, 2002)

01/113 J. CHRISTIAENS, C. VANHEE, Innovations in Governmental Accounting Systems: the Concept of a "Mega General
Ledger" in Belgian Provinces, September 2001, 20 p. (published in V. Montesinos and J.M. Vela, Innovations in
governmental accounting, Kluwer Academic Publishers, 2002).

01/114 M. GEUENS, P. DE PELSMACKER, Validity and reliability of scores on the reduced Emotional Intensity Scale,
September 2001, 25 p. (published in Educational and Psychological Measurement, 2001)

01/115 B. CLARYSSE, N. MORAY, A process study of entrepreneurial team formation: the case of a research based spin
off, October 2001, 29 p.

01/116 F. HEYLEN, L. DOBBELAERE, A. SCHOLLAERT, Inflation, human capital and long-run growth. An empirical
analysis, October 2001, 17 p.

01/117 S. DOBBELAERE, Insider power and wage determination in Bulgaria. An econometric investigation, October 2001,
30 p. (forthcoming in International Journal of Manpower, 2003)

01/118 L. POZZI, The coefficient of relative risk aversion: a Monte Carlo study investigating small sample estimator
problems, October 2001, 21 p. (forthcoming in Economic Modelling, 2003).



- FACULTEIT ECONOMIE EN BEDRIJFSKUNDE
T HOVENIERSBERG 24
UNIYERRTET | o R
ENT .o .35.
WORKING PAPER SERIES 7

01/119 N. GOBBIN, B. VAN AARLE, Fiscal Adjustments and Their Effects during the Transition to the EMU, October
2001, 28 p. (published in Public Choice, 2001).

01/120 A. DE VOS, D. BUYENS, R. SCHALK, Antecedents of the Psychological Contract: The Impact of Work Values and
Exchange Orientation on Organizational Newcomers’ Psychological Contracts, November 2001, 41 p.

01/121 A. VAN LANDSCHOOT, Sovereign Credit Spreads and the Composition of the Government Budget, November
2001, 29 p.

01/122 K. SCHOORS, The fate of Russia’s former state banks: Chronicle of a restructuring postponed and a crisis foretold,
November 2001, 54 p. (published in Europe-Asia Studies, 2003)

01/123 J. ALBRECHT, D. FRANGOIS, K. SCHOORS, A Shapley Decomposition of Carbon Emissions without Residuals,
December 2001, 21 p. (published in Energy Policy, 2002).

01/124 T.DE LANGHE, H. OOGHE, Are Acquisitions Worthwhile? An Empirical Study of the Post-Acquisition Performance
of Privately Held Belgian Companies Involved in Take-overs, December 2001, 29 p.

01/125 L. POZZI, Government debt, imperfect information and fiscal policy effects on private consumption. Evidence for 2
high debt countries, December 2001, 34 p.

02/126 G. RAYP, W. MEEUSEN, Social Protection Competition in the EMU, January 2002, 20 p.

02/127 S. DE MAN, P. GEMMEL, P. VLERICK, P. VAN RIJK, R. DIERCKX, Patients’ and personnel’s perceptions of
service quality and patient satisfaction in nuclear medicine, January 2002, 21 p.

02/128 T.VERBEKE, M. DE CLERCQ, Environmental Quality and Economic Growth, January 2002, 48 p.
02/129 T.VERBEKE, M. DE CLERCQ, Environmental policy, policy uncertainty and relocation decisions, January 2002, 33 p.

02/130 W. BRUGGEMAN, V. DECOENE, An Empirical Study of the Influence of Balanced Scorecard-Based Variable
Remuneration on the Performance Motivation of Operating Managers, January 2002, 19 p.

02/131 B. CLARYSSE, N. MORAY, A. HEIRMAN, Transferring Technology by Spinning off Ventures: Towards an
empirically based understanding of the spin off process, January 2002, 32 p.

02/132 H. OOGHE, S. BALCAEN, Are Failure Prediction Models Transferable From One Country to Another? An Empirical
Study Using Belgian Financial Statements, February 2002, 42 p.

02/133 M. VANHOUCKE, E. DEMEULEMEESTER, W. HERROELEN, Discrete Time/Cost Trade-offs in Project scheduling
with Time-Switch Constraints? February 2002, 23 p. (published in Journal of the Operational Research Society,
2002)

02/134 C. MAYER, K. SCHOORS, Y. YAFEH, Sources of Funds and Investment Activities of Venture Capital Funds:
Evidence from Germany, Israel, Japan and the UK?, February 2002, 31 p.

02/135 K. DEWETTINCK, D. BUYENS, Employment implications of downsizing strategies and reorientation practices: an
empirical exploration, February 2002, 22 p.

02/136 M. DELOOF, M. DE MAESENEIRE, K. INGHELBRECHT, The Valuation of IPOs by Investment Banks and the
Stock Market: Empirical Evidence, February 2002, 24 p.

02/137 P. EVERAERT, W. BRUGGEMAN, Cost Targets and Time Pressure during New Product Development, March
2002, 21 p. (published in International Journal of Operations and Production Management, 2002).

02/138 D. O’NEILL, O. SWEETMAN, D. VAN DE GAER, The impact of cognitive skills on the distribution of the black-
white wage gap, March 2002, 14 p.

02/139 W. DE MAESENEIRE, S. MANIGART, Initial returns: underpricing or overvaluation? Evidence from Easdaq and
EuroNM, March 2002, 36 p.



/=\ FACULTEIT ECONOMIE EN BEDRIJFSKUNDE
THIT HOVENIERSBERG 24

UNIVERSITEIT | 8000 GENT oL g oz
GENT

WORKING PAPER SERIES 8

02/140 K. SCHOORS, Should the Central and Eastern European accession countries adopt the EURO before or after
accession? March 2002, 29p. (published in Economics of Planning, 2002).

02/141 D. VERHAEST, E. OMEY, Overeducation in the Flemish Youth Labour Market, March 2002, 39p.

02/142 L. CUYVERS, M. DUMONT, G. RAYP, K. STEVENS, Wage and Employment Effects in the EU of International
Trade with the Emerging Economies, April 2002, 24 p. (forthcoming in Weltwirtschaftliches Archiv, 2003).

02/143 M. GEUENS, P. DE PELSMACKER, The Role of Humor in the Persuasion of Individuals Varying in Need for
Cognition, April 2002, 19 p. (published in Advances in Consumer Research, 2002).

02/144 M. VANHOUCKE, E. DEMEULEMEESTER, W. HERROELEN, Net Present Value Maximization of Projects with
Progress Payments, April 2002, 23 p. (forthcoming in European Journal of Operational Research, 2003)

02/145 E. SCHOKKAERT, D. VAN DE GAER, F. VANDENBROUCKE, Responsibility-sensitive egalitarianism and optimal
linear income taxation, April 2002, 37p.

02/146 J. ANNAERT, J. CROMBEZ, B. SPINEL, F. VAN HOLLE, Value and size effect: Now you see it, now you don't,
May 2002, 31 p.

02/147 N. HOUTHOOFD, A. HEENE, The quest for strategic groups: Overview, and suggestions for future research, July
2002, 22 p.

02/148 G. PEERSMAN, The transmission of monetary policy in the Euro area: Are the effects different across countries?,
July 2002, 35 p.

02/149 G. PEERSMAN, F. SMETS, The industry effects of monetary policy in the Euro area, July 2002, 30 p.

02/150 J. BOUCKAERT, G. DHAENE, Inter-Ethnic Trust and Reciprocity: Results of an Experiment with Small Business
Entrepreneurs, July 2002, 27 p.

02/151 S. GARRE, |. DE BEELDE, Y. LEVANT, The impact of accounting differences between France and Belgium,
August 2002, 28 p. (published in French in Comptabilité - Controle - Audit, 2002)

02/152 R. VANDER VENNET, Cross-border mergers in European banking and bank efficiency, September 2002, 42 p.

02/153 K. SCHOORS, Financial regulation in Central Europe: the role of reserve requirements and capital rules,
September 2002, 22 p.

02/154 B. BAESENS, G. VERSTRAETEN, D. VAN DEN POEL, M. EGMONT-PETERSEN, P. VAN KENHOVE, J.
VANTHIENEN, Bayesian Network Classifiers for Identifying the Slope of the Customer Lifecycle of Long-Life
Customers, October 2002, 27 p. (forthcoming in European Journal of Operational Research, 2003).

02/155 L. POZZI, F. HEYLEN, M. DOSSCHE, Government debt and the excess sensitivity of private consumption to
current income: an empirical analysis for OECD countries, October 2002, 19 p.

02/156 D. O’NEILL, O. SWEETMAN, D. VAN DE GAER, Consequences of Specification Error for Distributional Analysis
With an Application to Intergenerational Mobility, November 2002, 35 p.

02/157 K. SCHOORS, B. VAN DER TOL, Foreign direct investment spillovers within and between sectors: Evidence from
Hungarian data, November 2002, 29 p.

02/158 L. CUYVERS, M. DUMONT, G. RAYP, K. STEVENS, Home Employment Effects of EU Firms' Activities in Central
and Eastern European Countries, November 2002, 25 p.

02/159 M. VANHOUCKE, Optimal due date assignment in project scheduling, December 2002, 18 p.



/=\ FACULTEIT ECONOMIE EN BEDRIJFSKUNDE
T HOVENIERSBERG 24
UNIVERSITEIT | 3000 GENT o 2o
GENT
WORKING PAPER SERIES 9
02/160 J. ANNAERT, M.J.K. DE CEUSTER, W. VANHYFTE, The Value of Asset Allocation Advice. Evidence from the
Economist’'s Quarterly Portfolio Poll, December 2002, 35p.
02/161 M. GEUENS, P. DE PELSMACKER, Developing a Short Affect Intensity Scale, December 2002, 20 p. (published in
Psychological Reports, 2002).
02/162 P. DE PELSMACKER, M. GEUENS, P. ANCKAERT, Media context and advertising effectiveness: The role of
context appreciation and context-ad similarity, December 2002, 23 p. (published in Journal of Advertising, 2002).
03/163 M. GEUENS, D. VANTOMME, G. GOESSAERT, B. WEIJTERS, Assessing the impact of offline URL advertising,
January 2003, 20 p.
03/164 D. VAN DEN POEL, B. LARIVIERE, Customer Attrition Analysis For Financial Services Using Proportional Hazard
Models, January 2003, 39 p. (forthcoming in European Journal of Operational Research, 2003)
03/165 P. DE PELSMACKER, L. DRIESEN, G. RAYP, Are fair trade labels good business ? Ethics and coffee buying
intentions, January 2003, 20 p.
03/166 D. VANDAELE, P. GEMMEL, Service Level Agreements — Een literatuuroverzicht, Januari 2003, 31 p.
(forthcoming in Tijdschrift voor Economie en Management, 2003).
03/167 P. VAN KENHOVE, K. DE WULF AND S. STEENHAUT, The relationship between consumers’ unethical behavior
and customer loyalty in a retail environment, February 2003, 27 p.
03/168 P. VAN KENHOVE, K. DE WULF, D. VAN DEN POEL, Does attitudinal commitment to stores always lead to
behavioural loyalty? The moderating effect of age, February 2003, 20 p.
03/169 E. VERHOFSTADT, E. OMEY, The impact of education on job satisfaction in the first job, March 2003, 16 p.
03/170 S. DOBBELAERE, Ownership, Firm Size and Rent Sharing in a Transition Country, March 2003, 26 p.
03/171 S. DOBBELAERE, Joint Estimation of Price-Cost Margins and Union Bargaining Power for Belgian Manufacturing,
March 2003, 29 p.
03/172 M. DUMONT, G. RAYP, P. WILLEME, O. THAS, Correcting Standard Errors in Two-Stage Estimation Procedures
with Generated Regressands, April 2003, 12 p.
03/173 L. POZZI, Imperfect information and the excess sensitivity of private consumption to government expenditures,
April 2003, 25 p.
03/174 F.HEYLEN, A. SCHOLLAERT, G. EVERAERT, L. POZZI, Inflation and human capital formation: theory and panel

data evidence, April 2003, 24 p.



