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A. Project Development Objective

1. Project development objective: (see Annex 1)

The proposed Technical Assistance loan aims at assisting the Ecuadorian government to manage and
confront the deep financial sector crisis faced by the country, and strengthening the regulatory framework
and supervisory capacity of the authorities in order to foster the long term soundness and efficiency of the
banking system. In the short term, the objectives of the loan would include:

(i) strengthening the institutional capacity of the Superintendency of Banks (SB) and the Deposit Insurance
Agency (AGD) to manage the banking crisis;
(ii) develop a comprehensive strategy that adequately links the programs for bank recovery, debt
restructuring and asset sale under a coherent framework to resolve the crisis and minimize its fiscal cost;
(iii) promote orderly and efficient recovery of assets acquired by AGD;
(iv) improve the capacity of authorities to temporarily manage the banks now under public ownership
(AGD banks); (v) reprivatize open banks under AGD control;
(vi) strengthen banking regulation, supervision and enforcement, adopting international standards; and
(vii) develop a framework for effective corporate and household debt restructuring that provides debt relief
to viable debtors while helping them to restore their long term solvency and profitability.

The longer-term objectives would include helping the banking system resume fully normal credit
operations, and establish the basis for a sound and efficient financial system.

2. Key performance indicators: (see Annex 1)

The key performance indicators are described in matrix form in Annex 1. The main indicators of
successful management of the crisis would include:

(i) Prompt, orderly and efficient sale of impaired assets acquired by AGD.
(ii) Operational and managerial restructuring of banks taken over by the AGD, with the purpose of
preparing them for their eventual reprivatization.
(iii) Reprivatization of AGD banks.
(iv) Corporate and household debt restructuring in a manner consistent with the bank restructuring and
recapitalization program.
(v) Amendment of financial sector laws and issuance of new prudential regulation.
(vi) Gradual phasing in of compliance with the Basle Core Principles of Effective Banking Supervision.

In the longer term, indicators of the effectiveness of crisis management would include containment of the
fiscal cost of the crisis, in particular the amount of Treasury bonds issued to pay deposit insurance,
recapitalize banks and provide liquidity support to banks. Pace of macroeoconomic recovery, resumption of
the flow of bank credit to the economy, and time needed to restore the solvency and profitability of banks
and domestic firms will also be long term performance indicators of the overall technical assistance
program.

B. Strategic Context
1. Sector-related Country Assistance Strategy (CAS) goal supported by the project: (see Annex 1)
Document number: 15419 Date of latest CAS discussion: 03/25/97

Since early 1998, Ecuador has been undergoing a deep macroeconomic and banking crisis. Five of the eight

- 2 -



largest commercial banks are now under public intervention. Further deterioration of the banking system is
likely, given the deep recession, generalized non-payment of bank loans even by solvent borrowers, and
problems of confidence in the economy and banking system. The Government's decision to dollarize the
economy, first announced in early January, has several implications for the financial sector, especially for

liquidity management. In this sense, the design of an appropriate mechanism of liquidity support to the
banking sector is an important element to maintain the stability of the system and to ensure successful
implementation of the new monetary regime. Furthermore, banks' liquidity needs will increase in March
2000 and thereafter with the gradual unfreezing of time deposits.

The CAS under preparation, that will be circulated shortly for Board discussion, sets two core objectives
for the Bank's work with Ecuador over the coming 18-24 months: (i) helping to mitigate the massive human
and social costs of the crisis -- in particular, protecting health and nutritional standards and human-capital
formation from the effects of the crisis; and (ii) supporting the authorities' efforts to bring about
sustainable economic recovery as soon as possible, mainly by helping to restore the banking system to
normal operations. This project will focus mainly on the second objective. Restoration of public confidence
in the banking system is crucial, not only to ensure sustainable economic recovery but also to support the
stabilization of the economy under a "dollarized" monetary regime and to prevent the crisis from deepening.
The main regulatory institutions of the banking sector - in particular, the Banking Superintendency (SB)
and the institutionally weak Deposit Guarantee Agency (AGD) -- need fundamental strengthening.
Banking and corporate sector recovery would also serve the first CAS objective, since this would catalyze
economic recovery, and so enable Ecuador to more effectively relieve the human and social consequences
of the crisis.

2. Main sector issues and Governiment strategy:

Since late 1997, 16 out of 40 domestic private banks have failed. Four foreign banks operate in Ecuador.
The government has become the ownler of all failed banks which together represented approximately 60%
of the banking system in terms of assets at the end of 1999. Some failed banks have been closed, but the
authorities have kept some of the larger ones open to avoid major disruptions to the payment system.

In March 1999, the authorities decided to freeze most bank deposits. Since then, they have gradually
unfrozen checking and time deposits, but now they face the need to unfreeze some US $1.3b in time
deposits. In March, 2000, authorities started to implement a program to gradually unfreeze all bank
deposits in open banks, paying the first US $4,000 in cash at maturity and any amount above it in
negotiable Treasury bonds.

The banking system is undergoing a deep crisis, with virtually no new credit operations taking place. The
existing loan portfolio is overwhelmingly non-performing, and a thorough-going process of debt
restructuring is clearly required. Throughout 1999, the Central Bank issued a massive volume of liquidity
to enable the commercial banks to meet deposit withdrawal demands. This contributed to the exchange-rate
volatility that persuaded the authorities to move to dollarization in January 2000. While dollarization
requires the Central Bank to discontinue liquidity operations in their present form, banks continue to
require liquidity. The authorities' ma.in challenge in the short term will be to find a mechanism of ensuring
that banks have adequate access to liquidity compatible with the new monetary regime.

The authorities will do a better job cf resolving the crisis to the extent (i) they improve the management of
the banks now under public stewardship; (ii) recover assets more effectively; (iii) prepare public banks for
rapid but appropriate privatization; '(iv) closely monitor operating banks to ensure that their operating
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status is sufficiently safe and sound in terms of both liquidity and solvency; and (v) determine and
implement the best possible debt-restructuring program. In addition, they will have to ensure better
banking over the longer term to the extent of addressing underlying institutional weaknesses of the Banking
Superintendency and the Deposit Guarantee Agency. Although these objectives are part of the
government's strategy, the government lacks both the resources and technical expertise to carry them out
effectively.

3. Sector issues to be addressed by the project and strategic choices:

In the medium and longer terms, the proposed technical assistance is expected to have a major impact on
reconfiguring the Ecuadorian financial system. With the reprivatization of all open AGD banks, the TAL
aims at transferring ownership and management of domestic financial institutions to the private sector. At -
present the government has nationalized 60% of the banking system, measured in terms of assets. Given the
difficult situation faced by the Ecuadorian economy, the implementation of the TAL will likely result in a
higher share of foreign ownership and possible consolidation of the Ecuadorian financial system.

Also, with the sale of remaining AGD assets, the TAL aims at resolving a large part of intervened banks'
bad assets. The rapid sale of assets is likely to contribute to reducing the fiscal costs of the crisis and will
provide fresh resources to help the government to meet its financial liabilities or support further bank
restructuring and recapitalization. Moreover, sound assets' resolution, along with the proposed debt
restructuring program for debtors and households, are expected to improve the overall asset quality of the
banking system, helping viable banks to restore their solvency while providing temporary debt relief to
viable firms and households.

In addition, strengthening the regulatory framework of the financial system and the supervisory capacity of
the financial authorities will contribute to improve risk management capacity within banks, eliminate most
of the illicit or inadequate financial practices of the past, particularly connected lending, and lay the
foundations for a sound and efficient banking system. Finally, by speeding up the resolution of the banking
crisis, the TAL is expected to contribute to restore the confidence on the financial system and the overall
economy, allowing financial intermediaries to resume lending and support Ecuador's macroeconomic
recovery.

C. Project Description Summary

1. Project components (see Annex 2 for a detailed description and Annex 3 for a detailed cost
breakdown):

The main objective of the TAL is to assist the government to manage the financial sector crisis. In the short
term, the program focuses on strengthening the AGD's capacity to manage and dispose impaired assets, and
privatize all open banks that were intervened since the beginning of the crisis. The TAL also aims at
establishing an adequate framework for corporate and household debt restructuring that provides debt relief
to viable debtors and thus fosters macroeconomic recovery.

The TAL also aims at strengthening the Superintendency of Banks. In this component there will be joint
participation of the World Bank, the IDB, and the CAF. The Bank's part will aim at strengthening in situ
supervision by the Superintendency of Banks, providing training to bank examiners, complementary audits,
and legal reforms. The IDB program will focus on: rationalizing the organizational structure of the SB,
including human resources, strengthening prudential regulation and extra-situ supervision and upgrading
information systems. The CAF component would focus on strengthening the Project Coordination Unit
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(UEGI). There would be parallel financing from the World Bank, the IDB and the CAF, but no
co-financing will be included and each institution will have its own operating plan and activities; however,
to ensure an adequate coordination, the IDB, the CAF and the World Bank will sign a Memorandum which
will stipulate the schedule of regular consultations among the three institutions and the coordination
regarding this particular project component.

1. Strengthening of Deposit Insurance Financial Sector 6.30 44.7 6.30 63.0
Agency Development 

1. Preparation and regular updating
of a coherent banking and corporate
sector strategy;
1.2 Modernization of legal

framework;
1.3 Study to identify obstacles for the

sale of assets;
1.4 Business plan implementation;
1.5 Institutional strengthening;
1.6 Upgrading of Information

technology;
1.7 Management and sale of assets;
1.8 Due diligence of largest assets;
1.9 Advisory and executive services

to improve management of public
banks;
1.10 Advisory services to

reprivatize banks.

2. Strengthening of Superintendency of Financial Sector 4.60 32.6 1.60 16.0
Banks Development

2.1 Strengthening of in-situ
supervision
2.2 Complementary Audits;
2.3 Modernization of Legal

Framework;
2.4 Institutional Support Package

Funded by IDB/CAF. (see Annex 2,
section 2.b)
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3. Debt Restructuring Other Finance 1.40 9.9 1.40 14.0

3.1 Preparation and implementation of
a framework for corporate and
household debt restructuring;
3.2 Elimination of obstacles to
corporate and household debt
restructuring;
3.3 Development of program for
debt restructuring of SMEs.

4. Project Coordination Unit 1.14 8.1 0.10 1.0

4.1 Training

Contingencies Other Finance 0.55 3.9 0.50 5.0

Total Project Costs 13.99 99.3 9.90 99.0
Front-end fee 0.10 0.7 0.10 1.0

Total Financing Required 14.09 100.0 10.00 100.0

2. Key policy and institutional reforms supported by the project:

The key policy reforms supported by the project include (i) stabilization of the economy under a
"dollarized" monetary regime, which will be difficult to achieve unless the banking system begins returning
to normality; (ii) reprivatization of banks now under public control; (iii) resolution of the large amount of
"failed assets" in the system; (iv) institution of effective banking supervision, and (v) corporate and
household debt restructuring. From an institutional perspective, to the extent the Project is successful, the
authorities will be in a better position to have an effective, respected Banking Superintendency, and a fully
capable Deposit Insurance Agency.

3. Benefits and target population:

The major benefit of the proposed TA operation would be to enable and empower authorities to act more
decisively to confront the current banking crisis. More specifically, benefits would include:

1. a more effective banking supervision including prompt corrective actions to prevent the further
deterioration of financial intermediaries;

2. a more effective Deposit Insurance Agency yielding a higher recovery of assets and a faster
turn-around of banks taken over;

3. a reprivatization of AGD administered banks and the restoration of a private banking system; and
4. a reduction of currently pervasive ad-hoc corporate and household restructuring solutions via the

development of an early comprehensive framework and its implementation.

Ultimately, the proposed.TA loan would benefit all domestic users of financial services in Ecuador,
including depositors, creditors, investors, debtors, firms and households. In the long run, a sound and
efficient financial system is an important precondition for macroeconomic stability and economic growth,
as well as the most important means to finance investment and consumption in the Ecuadorian economy.
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4. Institutional and implementation arrangements:

The government agencies beneficiaries of this loan will be the Superintendency of Banks (SB) and the
Deposit Insurance Agency (AGD). Utnder the TAL project, the Government of Ecuador established the
Project Coordination Unit (UEGI) [lJnidad de Ejecuci6n y Gesti6n Institucional] at the SB and the AGD,
with participation of both AGD and SB staff. The UEGI, established on January 10, 2000, will coordinate
all the activities financed by the TAL, and will also be responsible for ensuring quality of procurement and
financial management. Project components to be implemented by the SB are strengthening of banking
supervision, and corporate and household debt restructuring. The AGD will implement the components
related to its own strengthening, asset management and disposition, and bank reprivatization. An
Implementation Agreement among the Government and the SB and the AGD will be subscribed by the
effectiveness date.

The UEGI has been created specifically to respond to the design of the project, with one Deputy
Superintendent (Intendente) acting as the General Coordinator for the Project. The UEGI itself has a very
compact organization with technical staff seconded from the Central Bank, the General Comptroller's
Office (GCO), the Superintendency of Banks and the AGD. Although the Bank will not finance any staff
for project coordination or loan administration, all technical staff such as the Coordinators of Components
were chosen competitively by their institutions ensuring a group of competent professionals. The
Procurement Officer is seconded from the GCO where he was involved in the direct supervision and control
of public and multilateral institutions procurement. Despite the good qualifications in the team and
aggregate experience of the core technical and administrative-financial team, it is expected that the project
will go through an initial learning stage where the team will have to acquire and master Bank procurement
procedures on the job.

D. Project Rationale

1. Project alternatives considered and reasons for rejection:

Alternatives short of a lending operation were considered, including an Institutional Development Facility
and specific consulting activities. Bank staff have concluded that the magnitude and significance of the
problem require the resources, the continuity, the coordination, and visibility that only a project-based
approach, operating through an appropriately staffed project unit, would provide. Under the proposed
Project basic actions conducive to improve banking and corporate and household restructuring would
benefit, in addition to technical assistance, from fresh financial resources to achieve maximum benefits.

The initial idea was to prepare a TAL that would be complementary to an adjustment lending operation
which would have operated exclusively through recapitalization transactions with particular private banks,
carried out through a trust fund. Given the deep economic and banking changes that have occurred
recently, and the adoption of a new monetary regime, this approach is no longer appropriate, therefore a
much more comprehensive TAL is needed to help the government contain the crisis in the immediate term
and to develop appropriately the institutions in charge of banking supervision, regulation, and enforcement.
Also, the Bank is now developing an adjustment operation appropriate to the current circumstances. Under
any scenario, this technical assistance operation is a clear necessity, which would also serve as a basis on
which the financial sector dialogue can be continued and intensified. At a later stage, any additional
adjustment lending might extend restructuring benefits further.

2. Major related projects financed by the Bank and/or other development agencies (completed,

- 7-



ongoing and planned).

Implementation Development
Bank-financed Progress (IP) Objective (DO)

* Technical Assistance for S S
Modernization of the State
(on-going)

* Public Enterprise Reform TA S S
(completed)
* International Trade S S
(completed)

Other development agencies
(Projects for the financial sector)

Inter-American Development Bank * Financial Sector Program
and Technical Assistance
(on-going)
* Multi-sectoral Credit
(completed)

Andean Development Corporation * Financial Intermediation
Loan for Banking System
(on-going)
* Trade Financing Facility
(newly approved)

IP/DO Ratings: HS (Highly Satisfactory), S (Satisfactory), U (Unsatisfactory), HU (Highly Unsatisfactory)

Currently, the International Monetary Fund is preparing a stand-by arrangement for Ecuador. The technical
assistance program is carefully coordinated with the government program supported by the mentioned IMF
arrangement.

The Bank is also preparing a possible Structural Adjustment Loan to Ecuador which may contain a
fmancial sector component.

3. Lessons learned and reflected in the project design:

Experience shows there are no standard designs or formulas for making TA effective. In the past, attention
has been focused on addressing the main causes of poor TA performance: governance problems,
inadequate ownership, design problems, inadequate up-front analysis, weak implementation capacity, and
shortcomings of the Bank's own supervision intensity. The design of this project has benefited from intense
upstream analysis that has been undertaken since late 1998 to identify the main financial sector issues so as
to advance Bank readiness for any adjustment loan which would have followed an IMF program. This
upstream analysis was carried out in coordination with the IMF, IDB, and CAF. The Bank's own TA
implementation experience in Ecuador underscores the need to build an effective Project Coordination Unit
to monitor project development.
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The scope of the TA will give priority to crisis management and, secondarily, to longer term institutional
development. Highly qualified support has been engaged by the government in preparation for reform and
help in defining its technical assistance needs. Additional resources will be provided by FRO (Financial
Restructuring Operations) to allow for intensive supervision including, to the extent necessary, extensive
field presence, in coordination with the Region.

4. Indications of borrower commitment and ownership:

The Ecuadorian Government at the highest levels has urged the Bank to present the proposed project to the
Board at the earliest possible date. There is a clear recognition on the part of GOE that external financial
and advisory assistance is required to strengthen crisis management to limit the adverse impact of the
banking crisis. The authorities have actively contributed to the preparation of the project, providing inputs-
at all stages of the process.

5. Value added of Bank support iin. this project:

The Bank adds value by: (a) raising international confidence in the Government's program to support
bank/corporate and household restructuring; (b) drawing on its international experience in design of
sectoral reforms and assistance strategies; (c) assisting in the identification of international consultants
with specialized expertise in the appropriate project component areas; (d) using its stature and position to
facilitate discussions and accelerate riestructuring; and (e) providing scarce resources to finance technical
assistance support.

E. Summary Project Analysiis (Detailed assessments are in the project file, see Annex 8)

1. Economic (see Annex 4):

o Cost benefit NPV-US$ million; ERR = % (see Annex 4)
* Cost effectiveness
O Other (specify)

Since this is a technical assistance project focused on institution building it is not amenable to
calculation of economic rate of return.

2. Financial (see Annex 5):
NPV=US$ million; FRR= % (see Annex 4)

Fiscal Impact:

While the direct fiscal consequences of the TA lending operation and its servicing are negligible, a
successful outcome of this operation could have a substantial favorable fiscal impact. This is because it
would enable the authorities to begin and maximize asset recovery and limit the Treasury's issue of bonds
to support the AGD's recapitalization activities and payment of deposit insurance. Interest accrues on past
issues at an annual 10-percent rate, 'or at US $160m per year (roughly 1.4 percent of GDP). (By
comparison, the Central Government's entire health budget for 1999 is about US $125m and the education
budget for the same year about US $350m In a worst-case scenario, the Treasury could be called upon to
issue similar or even larger amounts in the coming months for recapitalizing banks. To the extent the
proposed operation succeeded in improving bank crisis management and supervision, and improving asset
recovery, additional issues could be significantly reduced. The total book value of closed AGD
administered banks' assets that are capable of being recovered amount to more than US $ lb International
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experience suggests that recovery rates range from 5 to 30 percent in situations like Ecuador's. If the
technical assistance provided enabled Ecuador to increase its recovery rate by a mere 5 percentage points,
this would amount to more than US $50m In addition, if the open banks now in public hands could be
improved sufficiently, the Govermnent could secure significantly higher privatization proceeds.

3. Technical:

Not applicable.

4. Institutional:

4.1 Executing agencies:

The fundamental responsibility for carrying out the TA components will rest with the Superintendency of
Banks and the Deposit Insurance Agency, which will coordinate their activities with other entities with
responsibilities in the area of corporate and household restructuring such as the Superintendency of
Companies (see Section C.4).

4.2 Project management:

The UEGI has a Project Manager of senior rank, and a Financial Manager/Accountant and Procurement
Specialist. Both the Financial Manager and the Procurement Specialist will initially be coached by
Ecuadorian professionals active in other Bank supported UEGIs responsible for implementing technical
assistance loans. An accounting firm will be selected as project auditor. The project coordination unit will
produce and submit to the Bank a Project Monitoring Report on a semi-annual basis.

In order to avoid a proliferation of UEGIs within the same TA Project, the UEGI responsible for the
banking reform components will also oversee the components related to corporate and household debt
restructuring. Professionals knowledgeable in corporate restructuring will have to be added. Where
appropriate, coordinating committees will be established to reach out to other regulatory, conflict
resolution, and policy setting agencies, including Superintendency of Companies, the Ministry of Finance
and Public Credit, the BCE, the Banking Counsel (Junta Bancaria), and the Judicial system.

4.3 Procurement issues:

See Annex 6

4.4 Financial management issues:

See Annex 6

5. Environmental: Environmental Category: C
5.1 Summarize the steps undertaken for environmental assessment and EMP preparation (including
consultation and disclosure) and the significant issues and their treatment emerging from this analysis.

Not applicable.

5.2 What are the main features of the EMP and are they adequate?

Not applicable.

5.3 For Category A and B projects, timeline and status of EA:
Date of receipt of final draft:
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Not applicable.
5.4 How have stakeholders been consulted at the stage of (a) environmental screening and (b) draft EA
report on the environmental impacts and proposed environment management plan? Describe mechanisms
of consultation that were used and whlich groups were consulted?

Not applicable.

5.5 What mechanisms have been established to monitor and evaluate the impact of the project on the
environment? Do the indicators reflect the objectives and results of the EMP?

Not applicable.

6. Social:
6.1 Summarize key social issues relevant to the project objectives, and specify the project's social
development outcomes.

A resolution of the banking crisis ancl an accelerated process of corporate and household debt restructuring
will have beneficial social effects such as the reduction of losses to depositors; it will serve to mitigate
social tensions and to decelerate the wvorsening of poverty levels.

6.2 Participatory Approach: How are key stakeholders participating in the project?

The banking crisis has severely affected Ecuadorian households, firms and financial intermediaries and the
fiscal accounts. A large part of deposits in the banking system have been frozen, reducing the disposable
income of firms and households. The: increase in interest rates has reduced the capability of most debtors to
repay their loans, converting a large part of assets into non-performing status. In the case of banks, losses
have skyrocketed, diluting shareholders' capital and turning several institutions insolvent. In addition, there
is practically no new credit being extended, which make recovery much more difficult. Finally, bank
supervisors carry a heavy personal burden in enforcing regulatory requirements and restructuring the
banking system.

6.3 How does the project involve consultations or collaboration with NGOs or other civil society
organizations?

Not applicable.

6.4 What institutional arrangements, have been provided to ensure the project achieves its social
development outcomes?

Not applicable.

6.5 How will the project monitor performance in terms of social development outcomes?

Not applicable.

7. Safeguard Policies
7.1 Do any of the following safeguard policies apply to the pr..ect?

Policy _ AppfIabw'±t
O Environmental Assessment (OP 4.01, BP 4.01, GP 4.01) E Yes 52 No
D Natural habitats (OP 4.04, BP 4.04, GP 4.04) D Yes Z No
O Forestry (OP 4.36, GP 4.36) El Yes Z No
Z Pest Management (OP 4.09) CI Yes Z No
B Cultural Property (OPN 11.03) C Yes El No
O Indigenous Peoples (OD 4.20) L Yes Z No
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C Cultural Property 1OPN 11.03) C Yes Z No
I Indigenous Peoples (OD 4.20) El Yes Z No
C Involuntary Resettlement (OD 4.30) El Yes Z No
E Safety of Dams (OP 4.37, BP 4.37) E Yes Z No
D Projects in International Waters (OP 7.50, BP 7.50, GP 7.50) D Yes Z No
C Projects in Disputed Areas (OP 7.60. BP 7.60, GP 7.60) E Yes 1 No

7.2 Describe provisions made by the project to ensure compliance with applicable safeguard policies.

Not applicable.

F. Sustainability and Risks

1. Sustainability:

The proposed project faces significant risks (see Table). The project could fail to meet key objectives.
The Deposit Insurance Agency could fall short of its asset-recovery targets, specially if general market
conditions do not begin to show some degree of recovery in the short run. Under current economic and
social conditions it may prove difficult to find highly qualified managers/managerial teams to manage the
bank appropriately under public ownership, and even good managers may be unable to achieve an early
turn-around, and banks could prove difficult to privatize. The Banking Superintendency could make
inadequate progress toward institutional improvement, and may find itself unable to overcome resistance to
implementation of Basle standards.

There are significant risks in project implementation. Country experience suggests that it may prove
difficult to contract the appropriate staff for the project unit. Project unit staff could prove less than
competent. Staff turnover has been a significant problem in many Bank projects in Ecuador. The
proposed project is particularly vulnerable to risks beyond the scope of the project itself.

The dollarization program now under way adds a number of complexities to the risks arising from the
system's weaknesses, and even the risk of deposit runs, that under the current circumstances may be
specially hard to confront, cannot be ignored. Ecuador's political system is also a source of risk: in recent
years, political interference in banking-system processes has contributed to the severity of the banking
crisis.

To reduce the risks to which the project is subject, exceptionally intense supervision is anticipated. It is
essential to recognize that, because the project is focused on the organizational improvement and
capacity-building of key public institutions and services, it remains critical to Ecuador and may be
successful even if the banks presently operating in Ecuador continue to deteriorate on account of the
economic and political context.

2. Critical Risks (reflecting assumptions in the fourth column of Annex 1):

Risk R 2jisk Rptr~g - is Mn -mztnM easr
From Outputs to Objective
* Despite the TA, the Deposit Insurance H Exceptionally intense supervision by the Bank.
Agency fails to achieve asset recovery Prompt contracting of private sector firms with
targets adequate incentives.
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* TA incentives ultimately fail in H Appropriate design and supervision of incentive
prompting private sector managers of and performance contracts.
public banks to achieve an early
turn-around
* TA is insufficient to overcome hurdles H Appropriate design of incentive and
to the reprivatization performance contracts.
* Superintendency of Banks makes S Intense Bank supervision and assistance in the
inadequate progress towards the review of compliance with adequate standards.
achievement of a higher level of
effectiveness and fails to meet stanclards
consistent with the Basle principles within
a period of two years
* TA is insufficient to prompt the design S Intense dissemination of sound principles for
and implementation of an adequate corporate and household debt restructuring.
framework for corporate and household Bank supervision.
debt restructuring by all the actors
involved in the process.

From Components to Outputs
* Delays in Contracting Project M Intense Bank supervision.
Coordinating Unit Staff
* Professionalism and Competence of M Intense Bank supervision. Training and
Project Coordinating Unit Manager specialized assistance for Project Coordinating
and/or staff Below Standards of Unit staff.
Excellence
* Turnover of Key Officials in the S Intense Bank supervision.
Deposit Insurance Agency,
Superintendency of Banks and Pro'ject
Coordinating Unit
* Amendments to key legislation tiat S Direct technical support to authorities.
undermine the legal basis and powers of
the AGD and the SB.
* Appointment of the Superintendent of M Direct advice to the authorities.
Banks delayed.
* Hiring of consultants for any or most of M Direct advice to the authorities.
the project's components is delayecl
* The Government of Ecuador fails to M Intense Bank supervision.
provide the agreed counterpart funding on
a timely basis.

Overall Risk Rating S

Risk Rating - H (High Risk), S (Substantial Risk), M (Modest Risk), N(Negligible or Low Risk)
Risks associated with the first box in Annex 1 (from goal to Bank mission), are included above under 1
(Sustainability).

3. Possible Controversial Aspects:

Not applicable.
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G. Main Loan Conditions

1. Effectiveness Condition

* AGD to present a satisfactory organizational structure, functions and responsibilities for key staff and
a detailed business plan.

* Implementation Agreement among the Government, the SB and the AGD formalized.
* Submission of Project Management Report format (PMR) in compliance with Bank guidelines.

2. Other [classify according to covenant types used in the Legal Agreements.]

* Prepare incentive contracts for management of public banks (by November 30, 2000)
* Complete due diligence of credit portfolios above US $500,000 of closed banks controlled by the AGD

(by January 31, 2001).
* Hire consultants for the SB in order to develop the activities related to in-situ supervision as described

in Sub-section 2.2.1 of Annex 2 (by November 30, 2000).
* Manager of satisfactory senior rank to be contracted for Project Coordinating Unit (UEGI) and core

staff appointed (condition for Board presentation).
* Banking Superintendency and AGD's performance in the compliance of its legal duties to be reviewed

annually to assess the effectiveness of the TA program. The first such review will have been completed
by January 31, 2001.

* Draft amendments to the "Ley General de Instituciones del Sistema Financiero" and the "Ley de
Reordenamiento en Materia Economica, Tributaria y Financiera" to be presented to the Bank by June
30, 2001.

H. Readiness for Implementation

El 1. a) The engineering design documents for the first year's activities are complete and ready for the start
of project imnplementation.

1 1. b) Not applicable.

1 2. The procurement documents for the first year's activities are complete and ready for the start of
project implementation.

Z 3. The Project Implementation Plan has been appraised and found to be realistic and of satisfactory
quality.

a 4. The following items are lacking and are discussed under loan conditions (Section G):

1. Compliance with Bank Policies

IZ 1. This project complies with all applicable Bank policies.
El 2. The following exceptions to Bank policies are recommended for approval. The project complies with

all other applicable Bank policies.

Ernesto Aguirre Danny M. Leip r dres Solimano
Team Leader Sector Manage rector Country ManagerlDirector
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Annex 1: Project Design Summary
ECUADOR: Financial Sector TA Loan

tirar_hy ofObje I -es: . Iniaisato - -lni &C ruiiticalA sumptlons
Sector-related CAS Goal: Sector Indicators: Sectorl country reports: (from Goal to Bank Mission)

Initiate process of bringing the Improved management of Regular monitoring of AGD's Stabilization of
banking system out of its AGD banks. banks performance (see macroeconomic context;
current unprecedented crisis. below). satisfactory unfreezing of

deposits in the banking
Management and disposition Regular monitoring of system; gradual return of
of AGD assets. progress in asset sale and confidence in'the financial

disposition (see below). system; continued
commitment of Government.

Compliance with the Basle Yearly assessment of
Core Principles for Effective compliance with the Basle
Banking Supervision. Core Principles

Project Development Outcome / Impact Project reports: (from Objective to Goal)
Objective: Indicators:

(i) Improve authorities' Authorities capacity to Yearly monitoring of relevant Competence and continued
capacity to manage the effectively identify and resolve statistics and relevant motivation of key senior
financial sector crisis non-viable banks. documentation. government officials.

Appropriate asset Biannually review of progress Competence and continued
management and disposition; and quarterly reports in the motivation of key senior
temporary administration and absence of bi-annual review. government officials.
eventual reprivatization of
AGD banks.

Yearly review of progress. Competence and continued
Corporate and household debt motivation of key senior
restructuring consistent with government officials.
financial sector recovery.

(ii) Strengthening of banking Appropriate banking laws and Draft law to be presented to
regulation and supervision. regulations issued and the Bank by June 30, 2001.

enforced. Bi-annual review of progress.

Eventual compliance Yearly review of progress.
consistent with Basle Core
Principles.

Output from each Output Inicators: Project reports: (from Outputs to Objective)
component:
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Strengthening of Deposit Draft necessary legislation and Draft law to be presented to Improvement of
Insurance Agency. prudential regulations; the Bank by June 30, 2001 macroeconomic conditions;

asset recovery targets; Bi-annual reports and strong executive leadership
improvement of management quarterly reports in the and motivation.
of state-owned banks; absence of bi-annual reports. Minimum market and
reprivatization of public economic conditions that
banks; and institutional allow AGD to sell assets,
strengthening of AGD. attract appropriate banking

managers and, in the end,
privatize public banks.

Strengthening of Draft necessary legislation & Draft law to be presented to Continued strong leadership
Superintendency of Banks regulations. Carry out the Bank by June 30, 20001 and technical independence of

consolidated supervision. Bi-annual assessment of Superintendency of Banks.
Supervision manuals Superintendency of Banks.
completion and progress in Progress reports.
manuals' implementation
Progress in training of SB's
examiners in the area of in
situ supervision.

Corporate and household debt Design and implement a Bi-annual progress reports. Commitment of authorities
restructuring program for corporate and and implementation capacity.

household debt restructuring.

Project Coordination Unit Effective management of the Bi-annual reports Motivation of unit leader and
Technical Assistance Loan key staff.
Project

Project Components I Inputs: (budget for each Project reports: (from Components to
Sub-components: component) Outputs)
1. Strengthening of Deposit US $6.3 million
Insurance Agency

1. I Strategy Progress reports. Timely hiring of consultants.

1.2 Modernization of legal Draft laws to be presented to Timely hiring of consultants
framework the Bank by June 30, 2001 and Congress approval of

with fmal report and proposed reforms.
recommendations.

1.3 Study to identify obstacles Study, recommendations and Commitment of key senior
for the sale of assets; progress reports officials to implement the

recommendations.
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1.4 Business plan Bi-annual review of progress Commitment of key senior
implementation and quarterly reports in the officials to implement the

absence of bi-annual reviews. business plan.
1.5 Institutional strengthening Bi-annual review of progress Timely hiring of consultants

and quarterly reports in the and stability of key AGD's
absence of bi-annual reviews. senior officials.

1.6 Upgrading of information Bi-annual review of progress Timely hiring of consultants
technology and quarterly reports in the and stability of key AGD's

absence of bi-annual reviews. senior officials.
1.7 Management and sale of Bi-annual review of progress Minimum market and
assets and quarterly reports in the economic conditions that

absence of bi-annual reviews. allow AGD to'sell assets.
1.8 Due diligence of largest Bi-annual review of progress Minimum market conditions
assets of AGD administered and quarterly reports in the to determine benchmark
closed banks. absence of bi-annual reviews. prices.

Completion report no later
than January 31, 2001.

1.9 Advisory and executive Quarterly reports. Present Minimum market and
services to improve incentive contracts to the economic conditions to attract
management of public banks Bank before Nov. 30, 2000. appropriate banking

managers.
1 .10 Contract advisory Bi-annual review of progress Minimum market and

services to reprivatize banks. and quarterly reports in the economic conditions to sell
absence of bi-annual reviews, the banks.

2. Strengthening of US $ 1.6 million
Superintendency of Banks

2.1 Strengthening of in-situ Bi-annual review of progress Availability of SB examiners
supervision and quarterly reports in the to participate in training

absence of bi-annual reviews. programs, even if the crisis
worsens.

2.2 Complementary audits; Quarterly progress reports. Authorities commitment

2.3 Modernization of legal Draft law to be presented to Government's commitment
framework; the Bank by June 30, 2001. and legislative approval

Issue of new regulations.
Progress reports.
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3. Debt Restructuring US$ 1.4 million

3.1 Preparation and Bi-annual progress reports Authorities commitment,
implementation of a and annual review implementation capacity and
framework for corporate and political stability.
household debt restructuring

3.2 Elimination of obstacles to Authorities commitment,
corporate and household debt Draft necessary legislation and implementation capacity and
restructuring regulations. Congress approval.

3.3 Development of program Authorities commitment,
for debt restructuring of Bi-annual progress reports implementation capacity and
SMEs; political stability.

4. Project Coordination Unit US $ 0.1 million

4. ]. Training of UEGI's staff Bi-annual progress reports Motivation of unit leader and
key staff.
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Annex 2: Project Description

ECUADOR: Financial Sector TA Loan

By Component:

Project Component I - US$6.30 million
1. Strengthening of Deposit Insurance Agency

1.1 Banking and corporate restructuring Preparation and regular updating of a coherent banking and
strategy corporate restructuring strategy.
1.2 Modernization of legal framework Prepare and submit legislative proposals to amend the Ley

de Reordenamiento en Materia Economica and its
secondary regulation. The purpose of these amendments
would be to grant the AGD with an adequate legal basis and
sufficient powers to restructure the banks under its control,
rapidly sell the impaired assets acquired from distressed
banks and privatize public banks as soon as market
conditions improve.

1.3 Study to identify obstacles for the sale of Prepare a study to identify legal, regulatory, and judicial
assets obstacles to the rapid sale of AGD-owned assets, and

propose solutions to overcome them.
1.4 Business plan imnplementation Develop and implement a business plan for the AGD.

1.5 Institutional strengthening Improve AGD's structure and organization so that it can
effectively respond to its new responsibilities in the areas of
bank restructuring, asset sales and bank privatization.
Establish comprehensive training program for all AGD
staff.

1.6 Upgrading of information technology. Improve AGD's information technology infrastructure
(hardware and software) to allow AGD to monitor
performance of banks under its control, keep an adequate
database of all distressed assets, and organize the rapid
asset sale and disposition process. The proposed IT program
is also intended to allow AGD to regularly disclose its
financial information and rapidly prepare reports on its
transactions as requested by financial authorities.

1.7 Management and sale of assets Maximize recoveries, in the shortest possible time, and
organize and implement a process of promotion, search for
potential buyers, marketing and sale of the loan portfolios
and other assets of closed banks under AGD administration.
Bank financing will cover 30% of all management fees, on
the understanding that the remaining 70% will be covered
from the management proceeds or, if not sufficient, from
AGD's own resources.

1.8 Due diligence Carry out due diligence of significant assets conforming the
loan portfolios of closed banks controlled by the AGD.
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1.9 Advisory and executive services to Provide advisory support required to improve management
improve of AGD administered banks, including the design of
management of public banks appropriate incentive contracts for their administrators and

actions to be undertaken in the bank's administration area
aiming at improving the bank's condition in view of its
reprivatization.

1.10 Contract advisory services to To reprivatize intervened banks, advisory services will be
reprivatize banks required. Other than investment bankers (assumed to receive

a success fee financed out of the proceeds of the sale),
authorities will need to contract separate external audits,
legal advisors, and its own privatization advisors to monitor
the performance of the investment bankers. Bank financing
will cover 30% of all advisory fees. The privatization
advisor would be fully financed by the Bank with the
proceeds of this loan.
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Project Component 2 - US$4.60 million
2. Strengthening of Superintendency of Banks

Selected Institutional Improvements - IBRD Financing - US$1.6 million

2.1 Strengthening of in-situ supervision Review and improve manuals for in situ supervision,
design manuals for control procedures of internal
and external auditors, introduce manuals for the

- audit of information systems, and a manual for
market risks. Provide all relevant training for the
application of manuals with special emphasis on
examiners/team leader charged with in situ
supervision.

2.2 Complementary audits Carry out audits of non-bank financial
institutions (sociedades financieras).

2.3 Modernization of legal framework; Prepare and submit proposals to amend the
Financial Sector Law (Ley General de Instituciones
del Sistema Financiero Ecuatoriano) in order to
provide the appropriate context for the normal
development of banking operations after the crisis.

Wrap-around Improvements - IDB/CAF Financing - US$3.0 million

2.4 Improving regulatory framework and The IDB program will focus on effective
enforcement capacities for bank supervision organization and human resources policies, quality

control systems, enhanced prudential regulations
that comply with Basle Core Principles,
strengthening extra-situ supervision, including risk
models and an updated chart of accounts, and the
upgrading of information systems of the
Superintendency of Banks. The CAF component
would focus on strengthening the Project
Coordination Unit. To ensure adequately
coordination, the IDB, CAF and the World Bank
will sign a Memorandum, which will stipulate the
schedule of regular consultations among the three
institutions, and the coordination of the supervision
activities regarding the component of the
Superintendency of Banks.
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Project Component 3 - US$ 1.40 million
3. Corporate and household restructuring - IBRD Financing US$1.40 million

3.1 Preparation and implementation of a Establish and implement a comprehensive strategy for
framework for corporate and household debt corporate and household debt restructuring to allow viable
restructuring; firns to rapidly restore their solvency and profitability. This

strategy should be adequately linked to the recovery
program of the financial sector. The main principles would
be to encourage voluntary market based restructuring of
corporate debt through a wide set of options including
debt-equity swaps, interest rate reduction, debt write-offs,
etc. The program would also foster operational restructuring
and the adoption of improved corporate governance in
Ecuadorian firms to improve the long term competitiveness
of Ecuador's corporate sector.

Support will also be provided to strengthen the government's
capacity to implement the corporate and household debt
restructuring program and achieve effective institutional
coordination among the different governmental institutions
involved. Improvement of coordination will be achieved
through the collection and analysis of corporate financial
data, as well as through acquisition of appropriate
equipment and provision of training.

3.2 Elimination of obstacles to corporate and Identify and eliminate major legal and regulatory obstacles
household debt restructuring for rapid corporate and household debt restructuring.
3.3 Development of program for debt Given the large number of small and medium enterprises, a
restructuring of SMEs comprehensive framework for restructuring their debts will

be prepared. Severe financial stress needs to be alleviated
through mechanisms which are simple, quick, and effective
in dealing with this problem in a systemic manner.

Project Component 4 - US$1.14 million
4. Project Management -IBRD Financing US$0.10 million

4.1 Training of UEGI staff Training of PCU staff, including travel expenses,
per-diem, and communications.
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Annex 3: Estimated Project Costs

ECUADOR: Financial Sector TA Loan

Project Cost by Category Local Foreign Total
US $ million US $ million US $ million

Services (including training) 1.45 10.35 11.80

Goods 0.10 0.90 1.00.

Operating Costs (plus front-end :fee) 1.09 0.20 1.29

Total Project Costs 2.64 11.45 14.09

Total Financing Required 2.64 11.45 14.09

Including contingencies.
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Annex 4: Cost Effectiveness Analysis Summary
ECUADOR: Financial Sector TA Loan

Summary of benefits and costs:
The project is a technical-assistance operation focused on institutional-building (for the Banking
Superintendency and the Deposit Guarantee Agency), improvement of the management of commercial
banks temporarily under public control, and development of a debt-restructuring program. As such, it is
not amenable to calculation of internal rates of return. Although the benefits are indirect, if policy-makers
prove receptive, these can be expected to be high in relation to its costs. The collapse of the banking
system has had a massive cost for Ecuador, at various levels, including decreasing GDP, deteriorating
living standards, and the huge cost to the National Treasury. The Treasury has issued bonds totaling
US$1 .6b issued to cope with the crisis and is likely to have to issue more. (Annual interest of ten percent
on the bond issues amounts to US$160m, well in excess of public health expenditure totaling US$125m
and almost half of the US$355m going to education.) If the project succeeds in making the Banking
Superintendency and AGD more effective, future disasters of this magnitude can be prevented. By making
the AGD more effective and improving the magnitude of the banks temporarily under public control, the
project is expected to improve asset recovery significantly beyond what would otherwise occur. The
project should enable banks now under public ownership to return sooner to the private sector; and at a
higher price, than they otherwise would.

The project will operate through specific consultancies rather than through a single overall consultancy.
This is expected to work more efficiently and effectively. Not only would the use of specific consultancies
open a wider range of choice to the borrower, it will be able to seek the lowest-cost, highest-quality services
for each particular problem to be addressed under the operation.

The fiscal cost of the technical assistance can be expected to be marginal relative to the reduction in the
public deficit it would probably produce. In addition, by contributing to a more stable macroeconomic and
banking environment, the operation can be expected significantly to contribute to overall economic stability
and growth, with corresponding positive consequences for the public finances.

Main Assumptions:
The assumption on which the project is based is that there will be an adequate supporting economic and
political environment. While staff believe the project can proceed and have solid longer-term positive
consequences even if macroeconomic stabilization is delayed, stabilization and recovery would significantly
improve the project's ultimate effectiveness. The project would-be severely affected, however, if the
economic and political environment becomes disordered, which can not be discarded at this point.

Cost-effectiveness indicators:
Asset-recovery indicators:
Speed, efficiency and quality with which AGD banks are prepared for privatization
Indicators of the improvement of the quality of the banking regulatory and supervisory activities eventually
to comply with Basle Standards
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Annex 5: Financial Summary
ECUADOR: Financial Sector TA Loan

YEARS ENDING JUNE 30

Project Costs Implementation Period Total
Financial
Sources

FY 00 FY 01 FY 02 FY 03 FY 04
IBRD 3.00 4.00 2.00 1.00 10.00
IDA
Andean 0.10 0.20 0.30
Development
Corp.
Inter-Americ 0.70 2.00 2.70
an
Development
Bank
Government 0.20 0.25 0.25 0.25 0.14 1.09
Total 1.00 5.45 4.25 2.25 1.14 14.09
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Annex 6: Procurement and Disbursement Arrangements

ECUADOR: Financial Sector TA Loan

Procurement

The project will: (a) strengthen banking supervision; (b) strengthen the Deposit Insurance Agency (AGD);
and (c) assist restructuring debt of Ecuadorian private corporations and households. The project would be
financed in parallel by the World Bank, ADC and IDB but no co-financing will be included (see Section
C. 1). All World Bank procurement activities would be carried out by the UEGI in the SB. A procurement
capacity assessment was carried out on the implementing agency and it was concluded that the procurement
overall risk is high in this operation, particularly because of the complexity of some of the consultant
services. An Action Plan (AP) was discussed with the SB to improve upstart procurement activities and
internal instructions on procedures.

Consulting services and goods for World Bank-financed activities in the project would be procured,
respectively, in accordance with the provisions of the World Bank Guidelines for Selection and
Employment of Consultants by World Bank Borrowers published January 1997, revised in September
1997, and January 1999, and the Guidelines for Procurement under World Bank Loans and IDA Credits,
published in January 1995, and revised in September 1997, and January 1999. The project costs and
arrangements are described below and summarized in Tables A and B.

One ICB package is expected for several groups of computing equipment for approximately US$900,000.
No NCB is expected for contracts of goods since the World Bank loan would finance only a small amount
of computing equipment and updates to hardware and software for some offices in the AGD. However, if
at any point during the implementation, goods are required in contract packages costing more than US
$100,000 these contracts would be procured through International Competitive Bidding (ICB) procedures.
Smaller purchases costing less than US $ 100,000 will be carried out through International/National
shopping up to an aggregate of US $ Imillion Software and information technology equipment would be
procured directly from suppliers holding proprietary rights or patents of original of equipment or software
to be updated, up to an aggregate of US $20,000

Consultants' services would be the bulk of the procurement activities in the project, with services focused
principally on legal, advisory, banking restructuring, public auditing, banking supervision, and training.
Large contracts are expected during the life of the project with several contracts above US $200,000
equivalent. Substantive work has been advanced in defining terms of reference (TORs) for critical tasks in
the project. QCBS will be the preferred methodology for contracts where the sale of public sector assets
would be involved. QCBS would also be used for all other contracts above US $75,000 equivalent.
Services from consultants' firms estimated to cost less than US $75,000 would be procured utilizing
Consultants Qualification procedures (CQ). A number of consulting services from international and
national individual consultants, up to an aggregate of US $500,000 equivalent, would be procured as
described in Chapter V of the Guidelines. The individual limit for this type of contracts will be US
$50,000. For contracts above US $30,000 Bank's prior review and approval would be required. The
Annual Procurement Plan (PAC) would identify the critical procurement activities. Counterpart funds
would finance all long-term contracts in the project and in the UEGI. Concerning operational costs the
World Bank financing will be limited to training activities of the UEGI staff and will be disbursed on the
basis of an agreed annual plan.
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PROCUREMENT PLANNING

The Global Procurement Plan (GPAC) was presented during negotiations and will be the master guide for
all procurement activities during the life of the project. Annual PACs will be agreed upon each year based
on the Annual Action Plan (POA). Project costs by procurement arrangements are presented in Table A.

PROCUREMENT STAFFING

The UEGI will be responsible for executing all procurement activities in the project. The UEGI has been
recently organized under very strong and capable leadership. It is staffed in sufficient number of
experienced professionals competent in local and World Bank procurement. The capacity assessment
reflects minor adjustments to the intemnal arrangements which will be included in the Operating Manual
(OM) for the project. The purpose is to ensure best procurement outcomes in a project where critical paths
would depend significantly on efficiency and timing of procurement actions in the UEGI. In view of the
very intensive program in the pipeline, the UEGI may contract individual consultants to provide specific
procurement assistance at peak times.

Procurement methods (Table A)

PROJECT COST BY PROCUREMENT ARRANGEMENTS (In millions of US$)

Expenditure Category Procurement Method Total Cost
Other NBF

1. Goods 1.0 0 1.0
(1) (0) (1)

2. Services

Consultants 7.5 3 10.5
(7.5) (0) (7.5)

Training 1.3 1.3
(1.3) (1.3)

3. Miscellaneous

Operational Costs 1.2 1.2
(0.1) (0.1)

4. Front end fee 0.1 0.1
(0.1) (0.1)

Total 11.1 3 14.1
(10) (0) (10)

Prior review thresholds (Table B)
Table B summarizes the thresholds for procurement methods and prior Bank review.

Expenditure Category Contract,Threshold lProcurement Method IPrior Review
Goods >100 ICB All

- 28 -



<100 International/National First Two
shopping

For Sole-source Direct contracting Tech specs
contracts, regardless of
contract amount, the
Bank prior review will be
required.

Consultant's Services:
Firms >75 QBCS All, including publication

in DB
Firms <75 CQ Prior review of TORs,

including selection
criteria and contract
terms

Individual <30 Chapter V, Guidelines Ex-post review of
selection process and
contract.

>30 Chapter V, Guidelines
Prior review of selection
process and contract.

QCBS=Quality-and Cost-Based Selection
QBS =Quality-Based Selection
CQ =Selection Based on Consultant's Qualifications

PROCUREMENT SUPERVISION

Procurement supervision will be intense at the early stages of the project, especially during the first year. A
quarterly mission should be deployed until UEGI acquires and masters procedures under Bank's SBD.

SPECIAL CONDITIONS

Procurement Assessment carried out for the project revealed that special provisions, as agreed upon for
loans with Ecuador, are still applicable and are included in the legal agreement for purposes of ensuring
that contracts can be concluded and implemented in the most efficient manner.

FINANCIAL MANAGEMENT

A LAC FMS carried out the required financial management assessment in accordance with OD/BP 10.02.
Prior to the FMS visiting the project, a qualified Consultant, under the supervision of the Bank FMS
assisted project management in establishing appropriate project financial management arrangements. By
loan effectiveness, the project will have an installed computerized financial monitoring system, capable of
producing PMRs on a regular an timely basis, observing generally accepted accounting standards and
satisfying the Bank's reporting requirements. Hence, loan disbursements will be made on the basis of PMRs
from the inception of project implementation.

A Project Coordination Unit (UEGI), already fully staffed with qualified professionals, with clear
delineation of responsibilities within an organization structure agreed with the Bank, vouches for an
efficient and effective management of all areas of project implementation, including its financial
management. The UEGI will be audited by an independent firm. The terms of reference for the independent
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audit as well as the short list of firms to be invited to bid for these services will be sent to the Bank as soon
as possible, and the firm selected for performing the project audit will be hired within 90 days after loan
effectiveness.

All financial management issues of the TAL will be the responsibility of the Project Coordination Unit
(UEGI). For that purpose, an Administrative and Financial Coordination has been established within the
UEGI. The Coordination consists of a coordinator (head), a Disbursement Assistant, a Procurement Officer
and an Officer for Budget Planning and Monitoring. Responsibilities of each of them are detailed in the
Operating Manual of the UEGI, as well as in its Annex 1, the Manual for the Financial and Administrative
Coordination.

Main responsibilities of the Administrative and Financial Coordination include:

* Manage, control and supervise the efficient use of financial resources, as well as transparency and
compliance with World Bank procedures and sound financial practices.

* Supervise that procurement of goods and services complies with all World Bank guidelines and
procedures along with the operat ing plans of the project.

* Prepare all financial information on the TAL project including sources and uses of funds, budget
execution, transfers, etc.

* Control and efficiently manage the budget, keep records, reports and files of the financial management
of the TAL.
Coordinate the preparation of funds' cash flows every three months, as well on an annual basis

* Supervise the update of procedures and controls for disbursement, accounting and budget.
* Supervise the development and irnplementation of a system of financial management to administer the

Project, as well as all required procedures and controls for disbursement and budget, making sure that
the Investment Project is adequately monitored.

* Coordinate and control the flow of funds, reporting to authorities about disbursements and any other
relevant financial information required for the adequate execution of the project.

* Prepare and provide all the financial information required by external auditors.
* Train all UEGI staff to ensure compliance with the World Bank guidelines on financial management,

including requests of funds, reports of expenditures, establishment of internal controls and reports on
the disbursements of the TA fun(ds.

Responsibility for managing the accounts and consolidating accounts will rest on the Accountant of the
Financial and Administrative Coorclination of the UEGI. Project management reports will be prepared
according to the agreed format (see project files). The Financial and Administrative Coordination of the
UEGI will be responsible for preparing them. Project management reports will have to be submitted
quarterly by January 30, April 30, July 30 and October 30 of each year. The PMR will also serve as the
basis for disbursement.

Report formats to be used for the flow of funds have been established according to World Bank guidelines.
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Disbursement

Allocation of loan proceeds (Table C)

Expenditure Category Amount in US $ minlion Financing Percentage
1. Consultants, training and audit 8.90 100%
fee
2. Equipment 1.00 100% of foreign expenditures

or 75% of local expenditures
3. Front-end fee 0.10 100%

Total Project Costs 10.00

Disbursement Arrangements

The Special Account:

The Agent Account will be opened in the central bank, on terms and conditions acceptable to the Bank, in
the name of the Project Coordination Unit. This account will have an authorized allocation that cannot
exceed US$ 2,000,000. Funds to this account will be flowing based on a six-month budget included in the
PMR that will be submitted to the Bank quarterly along with a withdrawal application 1903-A.
Funds from the SA should be used exclusively for eligible expenditure under the loan. Any advance from
the special account to the project account to pay for eligible expenditures under the loan should not exceed
the necessity of 15 days of expenditures.

The counter part fund will be disbursed into a project account opened in a commercial bank.

Use PMR and supporting documentation:

Supporting documentation will be held at the UEGI, for at least on year after the end of the fiscal year in
which the last disbursement would take place, for Bank and auditors review. These documents would
support all expenditures that were presented in the PMR.
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Annex 7: Project Processing Schedule
ECUADOR: Financial Sector TA Loan

Prolect Schdule Planned Actual,

Time taken to prepare the project (months)

First Bank mission (identification) 11/08/99 11/08/99

Appraisal mission departure 12/02/99 12/02/99
Negotiations 03/15/2000 03/15/2000
Planned Date of Effectiveness 08/15/2000 -

Prepared by:

Technical Commission of the Superintendency of Banks and Central Bank, with inputs from the Bank's
project team.

Preparation assistance:

Not applicable.

Bank staff who worked on the pro,ject included:

Name Speciality
Ernesto Aguirre Task Team Leader, Program Manager
Stefan Alber Initial Co-Task Team Leader
David Scott Banking Advisor
Gerard Meyerman Manager, Corporate Restructuring
Dale Gray Principal Economist, Corporate Restructuring
Paul Beckerman Senior Economist
Juan Ortiz Sr. Banking Supervisor
Walter Zunic Principal Banking Supervisor
Jose de Luna-Martinez Financial Economist
Mariana Montiel Legal Counsel
Livio Pino Sr. Financial Management Specialist
Armando Araujo Procurement Adviser
Efrain Jimenez Principal Procurement Specialist
Mari Lou Veizaga Procurement Analyst
Rosa Estrada Procurement Analyst
Issam Abousleiman Disbursement Officer
Cara Zappala Language Team Assistant
Micky Ananth Team Assistant
Susana Coca Program Assistant
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Annex 8: Documents in the Project File*

ECUADOR: Financial Sector TA Loan

A. Project Implementation Plan

Included in project files.

B. Bank Staff Assessments

Economic and Sector work; Minutes of relevant decision and review meetings; BTORs; Financial
Management Assessment and related documents, and Procurement Assessment and related documents.

C. Other

Advisory notes to the authorities.
*Including electronic files
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Annex 9: Statement of Loans and Credits

ECUA[)OR: Financial Sector TA Loan

Difference between expected
and actual

Original Amount in US$ Millions disbursements

Project ID FY Borrower Purpose IBRD IDA Cancel. Undisb. Orig Frm Rev'd

EC-PE-39084 1998 GOVERNMENT OF ECUADOR HEALTH SERVIC MODERN 45.00 0.00 0.00 41.59 1.79 0.00
EC-PE-40086 1998 REPUBLIC OF ECUADOR NDIGENOUS PEOPLES 25.00 0.00 0.00 21.42 3.62 0.00

EC-PE40106 1998 GOVERNMENT OF ECUADOR NTL TRDEtINTEGRATIO 21.00 0.00 0.00 19.60 0.60 0.00
EC-PE-55571 1998 GOVERNMENT OF ECUADOR EL NINO 60.00 0.00 0.00 38.48 2.49 0.00
EC-PE-7135 1998 (Ml AGRIC CENSUS & INFO 20.00 0.00 0.00 17.53 0.93 0.00
EC-PE-36056 1997 GOVERNMENT JUDICIAL REFORM 10.70 0.00 o.oe 7.71 1.1.0 0.00

EC-PE-7131 1997 MINISTRY OF FINANCE AG RESEARCH 21.00 0.00 0.00 20.05 4.14 0.94
EC-PE-7128 1996 GOVERNMENT ENV MANAGEMENT PROJ 15.00 0.00 2.99 7.96 8.95 0.00

EC-PE-7132 1995 GOV'T OF ECUADOR PUB ENT REF (TA) 12.00 0.00 0.00 0.93 0.92 0.00
EC-PE-7136 1995 GOVT. OF ECUADOR TA MDRN OF STATE 20.00 0.00 0.00 5.51 -3.70 0.00
EC-PE-7105 1994 REPUBLIC OF ECUADOR IRRIG TA 20.00 0.00 0.00 10.44 9.33 3.25

EC-PE-7129 1994 GOVT OF ECUADOR R TA MINING 14.00 0.00 3.00 3.01 6.01 -0.74

EC-PE-7087 1993 GOVERNMENT SOC DEVT II/HEALTH&N 70.00 0.00 0.00 10.24 9.73 0.00
EC-PE-7107 1992 GOVTOFECUADOR R SOCDEVT YED&TRG 89.00 0.00 0.00 12.85 12.86 11.05
EC-PE-7115 1992 REPUBLIC OF ECUADOR RURALDEV 84.00 0.00 0.00 12.63 12.65 8.54

REPUBLIC OF ECUADOR

Total: 526.70 0.00 5.99 229.95 71.42 23.04
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ECUADOR
STATEMENT OF IFC's

Held and Disbursed Portfolio
3 1-Jul-1999

In Millions US Dollars

Committed Disbursed
IFC IFC

FY Approval Company Loan Equity Quasi Partic Loan Equity Quasi Partic
1969/73/77/81/82/87 COFIEC 0.00 0.00 0.31 0.00 0.00 0.00 0.31 0.00
1993 REYBANPAC -6.24 0.00 0.00 0.00 6.24 0.00 0.00 0.00
1997 Agrocapital 3.50 0.00 0.00 0.00 3.50 0.00 0.00 0.00
1998 Concessionaria 11.50 0.00 1.30 15.00 2.93 0.00 0.33 3.82
1998 Favorita Fruit 10.00 0.00 5.00 0.00 10.00 0.00 5.00 0.00
1999 FV Ecuacobre 9.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

Total Portfolio: 40.24 0.00 6.61 15.00 22.67 0.00 5.64 3.82

Approvals Pending Commitment

FY Approval Company Loan Equity Quasi Partic

Total Pending Commitment: 0.00 0.00 0.00 0.00
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Annex 10: Country at a Glance
ECUAEDOR: Financial Sector TA Loan

Latin Lower-
POVERTY and SOCIAL America middle-

Ecuador & Carib. income Development diamond'
1998
Ponilatinn mid-vear Imillionsl 12 2 502 q(8 Life expectancy
GNP Der caDita (Atlas method. US$) 1.530 3.940 1.710
GNP (Atlas method. USS billions) 18 f 1 t78 1.557

Averaae annual arowth. 1992-98

Ponuilation n%l 21 1.f 11
Labor force (%l 3.0 2.3 1.5 GNP Gross

per primary
Most recent estimate flatest vear available. 1992-118) capita nrnmlment

Povertv (% of DoOulation below national Dovertv line) 35 - .. .

U)rhan noniolation f% of total oooulation) 61 75 58
Life exoectancv at birth (vears) 70 70 68
Infant mortalitv (car 1.000 live births) 33 32 38
C(hild malnu,tritinn (% of children under 5) 17 8 Access to safe water
Access to safe waier (% of Dooulation) 55 75 75
Illiterarvff% OfOODUlaetion aae 15+) 9 13 14
Gross Drimarv enrollment (% ofschool-aOe DoDulaticn) 127 113 103 Ecuador

Male 105 Lower-middle-income group
Female 100

KEY ECONOMIC RATIOS and LONG-TERM TRENDS

1977 1987 1997 1998
Economic ratios'

GDP (USS billions) 6.7 10.5 19.8 19.7

r.ross domestic. investmentiGflP 26 5 22 7 20.2 24 7
Fxnorts nf noods and servines/nnfP 24.8 24 0 30.0 25 3 Trade
Gross domestic savinas/GDP 23.5 16.4 21.2 18.0
Gross national savinns/GOP 20.8 9f 13 5 13 9

Current account balance/GDP -5.2 -11.3 -3.8 -10.7
Interest navments/iGP 1 0 1 P 3 f i 4 0 Domestic Investment
Total debt/GO)P 34 5 85 8 75 5 51.5 Savings
Total debt service/exDorts 3.7 4.2 31.0 30.5
Present valui of debt/GOP 5R 8
Present value of debtlexDorts 222.7

Indebtedness
1977-87 19118-98 1997 1998 1999-03

/averaoe annual arow)th
GDP 2 5 2.9 34 0.6 Ecuador
GNP nor canita -n 8 0 a 1 2 2 3 Lower-middle-income group
ExDorts of ooods and services 3.2 6.0 3.6 -2.5

STRUCTURE of the ECONOMY

1977 1987 1997 1998 Growth rates of output and investment %
/% of GDP)
Anricijllitre 16 6 15 3 12 1 12 0 20
Industrv 34.4 32.3 35.1 32.7 i+

Mannufacturino 18.0 19 5 21 4 21 P _
Services 48.9 52.4 52.8 55.2 9

Private consirmotion 61 7 70.7 67.2 70.4 -10
General novemment cnnsirmntion 14 8 12.8 11 6 11 7 GDI GDP
Imoorts of aoods and services 27.8 30.3 29.0 32.0 -

19,'7-87 1988-98 1997 1998 Growth rates of exports and imports (%)
(averaoe annual ar2wth)
Anricultuire 3 0 3 1 4 1 -n 6 12
Industrv 2.6 2.9 3.4 -0.68-.

Mannifacturino 2 3 2 5 3 5 0 4
Services 2 2 2 9 3 1 1 8 4

Private nonsurmotinn 3 0 2 4 2 5 1 7 o 97
General anvernment crnsrmnntion -0 1 -0 7 0.o -1 1 93 94 95 r
Gross domestic investment -3.3 3.4 14.1 8.5 -4
Imnorts of noods and servires -1 9 4.2 64 3.8 Exports - -Imports
Gross national oroduct 1.9 3.0 3.3 4.2

Note: 1998 data are preliminary estimates.

The diamonds show four kev indicators in the countrv (in bold) comoared with its income-arouo averaae. If data are missina. the diamond will
he incnmnlete
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Ecuador

PRICES and GOVERNMENT FINANCE

Domestic prices 1977 1987 1997 1998 Inflation (%/6)

(% change) 60
Consumer prices 13.0 29.5 30.7 36.1 40
ImplicitGDPdeflator 17.5 38.0 25.9 35.2 20

Govemment finance
(% of GDP, includes current grants) o
Current revenue 20.1 14.0 14.1 93 94 95 96 97 9
Current budget balance -4.1 -1.5 -1.1 GDP deflator 0 CPl
Overall surplus/deficit .. -9.6 -1.5 -0.1

TRADE

(USS millions) 1977 1987 1997 1998 Export and import levels (US$ millions)
Total exports (fob) 1,401 2,021 5,264 4,141 6,000

Oil and products .. 818 1,412 791
Bananas .. 267 1,327 1,070 4000
Manufactures .. 361 1,011 981

Total imports (cif) 1,361 2,158 4,955 5,503
Food12 61 71 200
Fuel and energy 294 437 327
Capital goods .. 732 1,481 1,830 0 _

92 93 94 95 96 97 98
ExDort Drice index (1995=100) .. 86 107 104
Imoort oice index (1995=100) 42 74 91 87 * Exports I Imports
Terms of trade (1995=100) .. 115 118 119

BALANCE of PAYMENTS

(USS millions) 1977 1987 1997 1998 Current account balance to GDP ratio (1/%)

Exports of goods and services 1,603 2,442 6,000 4,988 4
Imports of goods and services 1,774 2,702 5,787 6,311
Resource balance -171 -260 213 -1,322 e _

Net income -208 -1,059 -1,347 -1,573
Net current transfers 36 132 391 776 -4

Current account balance -343 -1,187 -743 -2,119 -8

Financing items (net) 465 1,070 981 1,722
Changes in net reserves -121 117 -238 397 -12

Memo:
Reserves includino oold (USS millions) .. 656 2.236 1.762
Conversion rate (DEC. local/USS) 25.0 170.5 3.998.3 5.446.6

EXTERNAL DEBT and RESOURCE FLOWS
1977 1987 1997 1998

(USS millions) Composition of total debt, 1998 (USS millions)
Total debt outstanding and disbursed 2,295 9,348 14,918 16,092

IBRD 44 689 851 854 A: 854
IDA 36 34 24 23 G 2,069 8:23

0 67

Total debt service 60 103 1,891 1,521 D 2680
IBRD 10 85 173 130
IDA 0 1 1 1

Composition of net resource flows
Official grants 5 38 48 .. E: 1,973
Official creditors 35 176 31 626
Private creditors 579 23 95 614
Foreign direct investment 35 75 577 476
Portfolio equity 0 0 0 F: 8,426

World Bank program - Bilateral
Commitments 70 268 32 1 11 A - IBRO iaeaCommitments 70 268 32 ill ~~~~~~~~~~~~~~B -IDA 0 - Other multilateral F - Private
Disbursements 13 137 165 85 c -IMF G -Short-term
Principal repayments 6 43 105 80
Net flows 6 94 60 5
Interest payments 4 43 69 51
Net transfers 3 51 -9 -46

Development Economics 9/9/99
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Additional
Annex No.: 11

Deposit Insurance Agency
ECI;ADOR: Financial Sector TA Loan

I. PREFACE

Since the beginning of the Ecuadorian banking crisis, 16 out of 40 domestic private banks have
failed. The Government has taken control of all failed banks which together represent close to 60% of the
banking system in terms of assets. Nine out of the sixteen banks are currently in the process of liquidation,
two other banks "currently under saneamiento", are expected to be declared in liquidation by the end of
March, 2000, while the other five remain open.

Table 1. Banks under Government Control

Closed Banks in "Saneamiento" Open Banks
Merging Banks Other

Azuay, Bancomex, Banuni6n, Continental and Pacifico Popular
Finagro, Financorp, Occidente, Filanbanco and Previsora
Finver, Solbanco, Credito,
Prestamos and Progreso _

The Deposit Insurance Agency (AGD), established in December 1998, is responsible for (i)
repaying the deposit guarantee, (ii) managing and disposing assets of all closed banks, and (iii)
administering the remaining intervened banks until they can be privatized. As of December 31, 1999, assets
of closed banks amounted to approximnately US$ 1 billion dollars, representing 10% of Ecuador's GDP,
while assets of remaining open banks amounted to US $1.4 billion. As shown in the table, four open banks
are in the process of merging.

Given the nature of its responsibilities, AGD will play a crucial role in resolving the banking crisis.
In particular, a rapid sale of assets, along with an expedited reprivatization of open banks would contribute
not only to reduce the fiscal cost of the crisis, but also to restore confidence in the banking system.
Moreover, if the process of asset management and disposition is accompanied by a program of debt
restructuring for domestic firms, the pace of economic recovery could be speeded up by giving enterprises
better conditions to repay their debt.

A delay in selling assets would increase the fiscal cost of the crisis and prolong uncertainty in the
domestic markets. Furthermore, if the AGD is not strict in forcing banks to execute guarantees and
foreclose assets, the current culture of non-repayment could be further extended. Such a situation, in which
solvent borrowers become unwilling to repay, would force the Government to assume and socialize banks'
losses.

At this stage of the crisis, there is limited understanding of the risks and costs of a poorly designed
or implemented program of asset management and disposition. Furthermore, asset management and
disposition are still seen as activities unrelated to the real sector recovery, and no specific program has been
established for restructuring the debt of domestic firms and households.

- 38 -



For these reasons, one of the main areas of technical assistance will focus in establishing a
business plan for the AGD that properly links asset management and disposition with the overall bank and
real sector restructuring programs, and enables AGD to establish specific targets and goals. The proposed
technical assistance for AGD will also focus in the following three areas: (i) institutional strengthening of
AGD, (ii) asset management, and due diligence and sale of assets, and (iii) administration and eventual
reprivatization of banks.

H. INSTITUTIONAL STRENGTHIENING OF THE AGD

During the first half of 1999, a qualified international consulting firm provided assistance to the
AGD to strengthen its institutional capacity and outline a business plan to accomplish its goals.
Unfortunately, the work initiated by the consulting firm was interrupted due to changes in the senior
management of the main financial sector Government agencies of Ecuador, including the AGD.

Since July 1999 there is a new senior management at the AGD. Under the new management, many
problems have been rapidly addressed. However, the challenges faced by the AGD are still considerable.
One of the main constraints is the lack of local expertise in the areas of asset management and sale both in
the public and private sectors. Moreover, the AGD still needs to adapt its organizational structure.
Currently, decision-making is slow and centralized. Additionally, the AGD faces budgetary constraints
derived from among other things, its extraordinary expenses to pay audits of banks during the first half of
1999.

A second major institutional weakness of the AGD is that it does not have its own information
technology infrastructure. It relies on the system of Filanbanco. The system, however, needs to be
transferred to the AGD, because Filanbanco is being merged with Previsora and the resulting bank will
eventually be sold. The AGD should have the minimum information technology infrastructure available to
support its operations in asset management and sale, ensure that all banks under its control are effectively
monitored, and disclose its financial information on a regular basis.

A third major weakness of the AGD is that it is poorly prepared to face public criticism derived
from the sale of assets at low prices. Furthermore, under current circumstances, it is highly vulnerable to
interest groups that will be affected by the sale of assets or execution of guarantees. Unlike asset
management and sales agencies of some other countries, the AGD's staff are not legally protected from
decisions that they make to rapidly sell and dispose assets.

The proposed technical assistance to the AGD will focus on improving the quality of its human
resources, developing and implementing a training program, making the minimum information technology
infrastructure available, developing an organizational structure that adequately responds to its mandate,
and securing legal protection for its staff.

m. ASSET MANAGEMENT AND SALE

As of March, 1, 2000, no assets had been sold. Given its limited capacity and lack of experience
in asset management or sale, AGD is determined to subcontract the sale, or management and sale of assets,
to the private sector.

The AGD has already established an asset inventory system using the existing infrastructure of
Filanbanco. As of March, 2000, the AGD had completed the inventory of all closed banks controlled by
the AGD.
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AGD has announced that it will carry out the first auction of assets at the end of March, mostly
computers, automobiles, paintings and ATM. There are several steps that the AGD must undertake before
being able to sell or sub-contract the management of the remaining assets to private companies: (i)
determine those assets to be sold and prepare files of each one of them, (ii) contract international firms
companies to carry out valuations of those assets with a value greater than US $500,000 million (basically
from the loan portfolio), (iii) determine the best strategy according to the type of assets to be sold/managed,
existing market conditions and potential buyers, and finally (iv) sell the assets.

The AGD has received assistmce from a qualified international consulting firm which has helped it
to establish the asset inventory system, develop manuals for asset management and due diligence, outline a
business plan, providing direct assistance to the manaagement of AGD.

The proposed technical assistance to the AGD includes hiring a permanent resident advisor to
assist AGD in formulating a business plan and implementing it. The advisor should also help the AGD to
apply existing manuals, overcome operational difficulties, select the most appropriate strategies for asset
sale and disposition, and assist in the hiring and monitoring of audit firms and asset management and
disposition companies. In addition, the technical assistance will be used to finance valuations of the largest
AGD's assets to provide a reference price for the sale of the assets.

Rapid Sale vs. Asset Management

Given the current macroeconomic conditions, the sale price of assets are likely be low if they are
sold at this time. Theoretically, asset management is a reasonable goal when asset prices are temporarily
depressed. The problem of asset management in a crisis situation is that it is difficult to foresee when
market conditions will improve. In addlition, holding assets for longer periods entails several risks: high
costs associated to the management of assets, politicization of the asset management process, corruption,
poor results in terms of foreclosure and execution of guarantees, deterioration in asset values and delay in
obtaining sales proceeds.

The proposed technical assistance to the AGD will focus on giving advice on how to select the sale
strategy that maximizes the value of each type of asset in the shortest period of time, as well implement the
process of marketing, and search of potential buyers. Technical assistance will aim to ensure that assets
are sold as rapidly as possible and asset management is done only on a temporary basis, provided that it is
technically justifiable.

Sale of Assets

It should be clear that there are several obstacles and challenges that need to be addressed for
selling assets. Firstly, banks' lending portfolios need to be restructured, otherwise the selling price of those
assets will be extremely low. Neither the AGD nor any other financial authority has started to prepare a
scheme for debt restructuring.

Secondly, banks under control of the AGD need to start execution of guarantees of those loans
where the debtor is no longer able to repay its loan or the loan cannot be restructured on reasonable terms.
Currently, banks under AGD control have not started to foreclose loans on a large scale basis. Unnecessary
delay in executing guarantees may increase the risks of a widespread non-repayment attitude of debtors.

The proposed technical assistance will support the analysis of potential legal, regulatory, and
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judicial obstacles for rapid sale and transfer of assets to private investors either domestic or foreign, as well
as proposals to resolve them.

IV. MANAGEMENT AND PRIVATIZATION OF BANKS

There are five banks under government control that remain open: Continental, Pacifico
Filanbanco, Previsora and Popular. Of those banks, Continental and Pacifico are currently in the process
of merging, as are Filanbanco and Previsora. The AGD aims to privatize all these banks. The
privatization of those banks may be difficult, given the current macroeconomic conditions.

For that purpose, the AGD has decided to sub-contract the management of those banks to bankers
with international experience or investment banks who will maximize their value and prepare them for their
privatization. For that purpose, the AGD will review the governance structure of those banks, and the new
management is expected to carry out the required operational and financial restructuring of those banks.

The proposed technical assistance will support the AGD in finding an advisor to identify potential
managers, establish eligibility criteria, prepare management contracts, and design remuneration schemes for
the new administrators. The technical assistance will also focus on supporting the ultimate goal of
privatizing those banks as soon as possible. In particular, the technical assistance would be used for hiring
a privatization advisor which helps the government to rapidly accomplish all the stages required to sell the
banks to qualified strategic investors.

-41 -



Additional
Annex No.: 12

Banldng Regulation and Supervision
ECUADOR: Financial Sector TA Loan

I. Introduction

The Government is determined to improve and accelerate the process of restructuring the
Superintendencia de Bancos (SB) thus improving its capability to carry out bank supervision regulatory
activities, to meet Basle Core Principles, including consolidated supervision. Technical assistance will
permit the contracting of expert advice, latest information technology and training, all essential to advance
improvements in bank supervision. Project components in the area of the SB have been defined in terms of
broad and indicative categories which have been analyzed for soundness and impact. The present critical
situation of the banking system, coupled with the current weak bank supervision mandate that most of the
technical assistance components be started in the year 2000.

II. Banking Supervision

The cost of Ecuador's current financial sector crisis demonstrates that the current structure of
financial sector supervision needs change. While the roots of the crisis are multiple, a lack of effective
fnancial sector supervision, especially the pre-crisis reluctance of senior management to take prompt
corrective actions in troubled institutions when problems were first detected, has greatly increased the costs
of resolution. Although there is a core competence of supervisors, fundamental changes are needed in the
managerial decisiveness and in the institutional structure of financial sector supervision.

The TAL also aims at strengthening in situ supervision of the Superintendency of Banks, providing
training to bank examiners, complementary audits, and legal reforms. This component is part of a global
project to strengthen the Superintendency of Banks led by the IDB, the CAF and the World Bank. The IDB
program will focus on strengthening prudential regulation, extra-situ supervision, human resources at the
Superintendency of Banks and information technology infrastructure. The CAF component would focus on
strengthening the Project Coordination Unit.

Areas of improvements include:

1. Strengthening of in-situ supervision

In-situ inspections by supervisors that first and foremost emphasize the quality of management
and analyze the extent of risks incurred by the institution being examined. In addition, the in-situ inspection
should analyze the credit quality of loans, the electronic data systems, the adequacy of internal controls and
the sufficiency of internal and external audits. The inspectors should in all instances analyze the
consolidated operations of a financial. institution, insuring that risks in the off-shore operations are included
in the consolidation. This should be followed by regular, systematic and timely communication of the
results, including the bank's rating, to the top management and board of directors. Training of supervisors,
including data processing specialists, will be paramount in this component.

2. Strengthening of extra-situ supervision

Strengthening extra-situ anallysis, in order to improve detection of problem banks, through better
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early warning indicators and stress testing.

3. Information Systems

Information systems based on proper accounting (including a new chart of accounts) and
disclosure standards that allow supervisors to detect weaknesses or inappropriate practices promptly, as
well as to provide accurate information to fnancial institutions, the investment community, and to the
public to assess risk in financial institutions, in solo and consolidated basis.

Financial sector supervisors do not have access to timely and accurate information on financial
institutions. As the SB information systems are inadequate and financial support is being considered by the
IDB. Currently, analysts prepare their reports based on data inputted on Excel pages and stored on their
individual PC. The data prepared by the analysts is available on a consolidated basis only after
considerable manual input, and is not always reliable. There are a few reasons for this problem, a) the
incentives, both financial and penal, to assure the provision of accurate and reliable information by
supervised institutions are insufficient, b) the SB hardware and some of its software systems are
inadequate, c) the work of the external auditors should be evaluated by supervisory officials; and d)
systematic and periodic evaluations of the information systems of financial institutions should be conducted
during on-site inspections to ensure that they meet basic standards and generate accurate information in a
timely manner.

The information systems require a thorough analysis of the output forwarded to examiners,
analysts, directors and the Superintendent. Also, additional systems hardware should be available in order
to ensure recovery of data and continuing of operations in the event of an emergency. With the proceeds of
the proposed TAL, corrective measures to address these problems could be initiated quickly. In some cases
the imnplementation period is a medium-term process, as it requires the formation of new groups/teams of
examiners. Considering the lack of expertise in the country, these groups/teams should be headed for a
period of time by international consultants. This is especially true in the area of systems analysis and
systems review by on-site inspectors. Currently the SB does not have the capability to review the accuracy
of the electronic data systems of the banks, since it does not have a single examiner with the expertise in
this area.

4. Legislative Changes

A legal and regulatory framework which creates appropriate financial incentives for prudent
practices by financial institutions and requires prompt corrective actions when problems are detected,
including a well defined process for initiating impartial remedial actions against financial institutions that
have or are developing problems that might threaten their viability and clear procedures for dealing with
insolvent banks. Laws and regulations intended to serve prudential purposes of sustaining a safe and sound
banking system need to be made more credible and compliance needs to be improved.

A series of reforms in the Ley General de Instituciones Del Sector Financiero (LGISF) and other
legislation need to be introduced to improve the capabilities of authorities to supervise the sector
effectively in the new dollarized environment (i.e. clarify the respective powers of the Banking Board and
Superintendency of Banks) and to create more effective incentives for institutions to conduct sound
financial practices. To a large degree these changes are necessary to bring supervision up to international
(Basle) standards. Institutional structure changes could consider liberalizing of bank secrecy statutes to
provide more and better information on debtors to fnancial institutions and the public at large, and to
strengthen payment culture. Additionally, regulations to the LGISF should be issued to allow efficient
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supervision of financial groups on a consolidated basis and to progressively bring the banking supervisory
activities in Ecuador up to international standards.

5. Institutional Structure

A reform of the institutional structure of financial sector supervision is needed to create an
effective regulatory mentality and capacity. Principles guiding the reform should ensure that the
supervisory body is divorced as much as possible from political intervention, that decision makers are free
of conflict of interest and have sufficient technical knowledge of banking supervision and fmancial sector
operations to provide effective leadership; and that the terms of the executive and directorate encourage
stability.

The SB in Ecuador is independent of the Central Bank and is accountable to Congress, a format
not uncommon in Latin America. The Banking Council (BC) (Junta Bancaria) is the SB collegiate body
which frames and issues regulations, and to takes the necessary actions with respect to capital deficient
financial institutions. The SB has vigilance and control over both public and private institutions of the
financial system including banks and non bank financial institutions. The Superintendent is appointed for a
four year term. However, since October 1995, the country has had five Superintendents which indicates the
lack of stability. The BC, to create a balance of key policy makers is composed of the general manager of
the Central Bank, the Superintendent of Banks, two members elected by the Board of Directors of the
Central Bank, and one member elected by the above named members. Members serve for six years.

6. Training and human resource policy

The SB has drafted, but not irnplemented, a human resource policy in which hiring is to be based
on transparent and competitive processes and promotion decisions and salary levels are based on the
function, professional merit, efficiency, as well as internal equity and external competition. In addition, the
institution has prepared profiles of all staff, based upon which their appropriateness for their specific
position will be determined.

The development of examiners is neither focused nor centralized. No formal training strategies and
programs have been developed to address the needs of entry level examiners or of analysts and examiners
with two, five or ten years experience. Plans or benchmarks to evaluate the performance of the examiners
have not been developed. More training especially in the area of risk analysis and credit analysis and for
specialized operations is needed. The training would ensure that the current manuals for on-sight
supervision are reviewed and updated. New manuals should be developed for examiners involved in the
areas of reviewing the audit coverage by the internal and external auditors. As mentioned previously, the
SB lacks expertise in the area of review of automated systems, and manuals and training should be
introduced for the examination of electronic data information systems.

In order to address the above matters, the SB needs to revisit the policy already prepared and
develop and implement a comprehensive training and human resources program.

7. Additional/ComplementaryAudits

The SB is also responsible for the supervision of the Sociedades Financieras (fmance companies)
(SF), which represent approximately 1 0% of the financial system. The SB plans to conduct on-site
inspections of these in early 2001, with the assistance of outside auditors. In addition, the International
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Audits conducted in April/May of this year carried out evaluations of 75% of the loan portfolios of all the
financial institutions audited. In order to review the remaining 25% of the loan portfolio, the SB has
assigned various examination teams. Outside consultants will serve the purpose of evaluating the loan
portfolio analysis done by the SB teams of the domestic banks and the off-shore entities, and field-test the
manual of examination. In addition the external auditors will evaluate the quality and strength of the net
worth of the financial entities and their internal controls.

m. Intensified Supervision by World Bank Staff

In light of the precarious state of banking supervision and an institutional improvement program,
closer and frequent bank supervision is warranted. It is recommended that missions visit at least each
quarter. Additionally, to ensure adequately coordination, the IDB, CAF and the World Bank will sign a
Memorandum, which will stipulate the schedule of each institution's regular consultations and supervision
activities regarding the component of the Superintendency of Banks.

IV. A Guide to Annual Evaluation of Banking Supervision

To measure institutional progress, annual indicators of performance will be used.

Performance indicators fall in two general categories: a) Objective, quantifiable measures that
focus primarily on process; b) Judgment-based, qualitative measures that focus primarily on results.
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Additional
Annex No.: 13

Overview of the Ecuadorian Banking System
ECUADOR: Financial Sector TA Loan

1. Introduction - The Ecuadorian banking sector is one of the smaller systems in Latin America and is
currently composed of 40 banks with a network of 1,340 branches around the country; it entails 90% of
total assets of the financial system, compared with 10% held by the NBFIs. As of September 30, 1999,
total assets amounted to US$ 9 billion and capital US$ 700 million; a decrease of $4.3 billion of total
assets and US$ 600 million in banks' equity in nine months. Four large international banks have
subsidiaries in Ecuador, with a 6% share of the banking system. Six development banks and 56 NBFI
(those not belonging to any bank group) which represent 10% of total financial sector are not included in
this overview. The Government's control of total assets has increased from 2% to 59% in the last two
years. Most lending activities involve the commercial sector and large borrowers, which are located around
the two largest cities - Guayaquil (61%) and Quito (27%).

TABLE 1. EVOLUTION OF FINANCIAL INSTITUTIONS IN ECUADOR

Dec-97 Dec-98 Nov-99
Number % Total Assets Number % Total Assets Number % Total Assets

Private owned 40 98% 37 87% 24 41%
Gov. owned 1 2% 4 13% 16 59%

Open banks 1 2% 2 13% 5 37%
Saneamiento 2 0% 11 22%

Total 41 _ 100% 41 100% 40 100%

International banks experienced during 1999 a significant "flight to quality." Since December 31, 1998,
through November 30, 1999, the deposits at these subsidiaries have increased by about 50%.

TABLE 2. DEPOSITS AT SUBSIDIARIES OF FOUR LARGE INTERNATIONAL BANKS

Deposits - December 1998 Deposits - September 1999

ABN-AMRO 81.9 135.2

Citibank 91.3 151

ING Bank 1.8 3.3

Lloyds Bank 41.8 39.2

Total 216.7 328.6

2. Off-shore banldng - Offshore banking activities play an irnportant role and represent 32% of the
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Ecuadorian banking assets. Every large and mid-sized bank controls one or more off-shore branch or
subsidiary either in tax havens or in regular financial centers. In many cases off-shore subsidiaries are just
legal names with which local banks carry out transactions without being subject to local supervision and
regulations. Both deposits and lending mostly take place within the country through these offshore
subsidiaries which at times are nothing more than a registered name in an offshore financial center. The
main incentives for the public to open offshore accounts are confidentiality and to avoid taxes; for the
banks to avoid reserve requirements. Since the SB has not been able to perform efficient consolidated
supervision, some banks have hidden their losses in their offshore balance sheets.

3. The crisis - Bank failures started over the course of 1998. In August 1998, a medium-sized bank
collapsed (Prestamos) and liquidity needs rose for the system, critically affecting the second largest bank
(Filanbanco). There were several deposit runs, and some 25% of the banks finally suffered from liquidity
shortages. Filanbanco failed then in late 1998 and was nationalized, and its owners were dispossessed.
The authorities decided to keep the bank open and over the remainder of 1999 the Treasury issued US$ 540
million to recapitalize this bank. Over the course of January and February of 1999, several smaller banks
and financial institutions failed.

In March 1999, some banks suffered intense withdrawal pressure and the Government declared
that all system deposits would be frozen for one year and that banks would undergo audits by international
firms to determine which were viable. These audits were completed in June.

Following a plan adopted by the Government, banks were classified in three groups: "A", "B",
and "C" banks. The "A" banks meeting Ecuador's capital adequacy ratio of at least 9% were allowed to
continue functioning as before (19 banks); the " B" banks, not meeting that standard but with positive
capital, were legally required to increase their capital immediately to 9%. The Government owned
Filanbanco, provided subordinated loans of US$ 147 million to the four banks that fell in that category; and
" C" banks, with negative capital, were taken over by the AGD. To date three of the " B" banks have failed
and the fourth bank repaid the subordinated loan in full November, 1999.

As a result of the situation described above as of end- 1999, five of the eight large banks are in
public hands.

TABLE 3. LARGEST BANKS

Total Assets Total Assets
(US$ million) US$ million)

Progreso 1,298 Pichincha 1,166
Filanbanco 1061 Produbanco 525
Popular 612 Guayaquil 256
Pacifico 850
Previsora 562

Public 4.383 Private 1.947

The liquidity position of banks has deteriorated. The Central Bank (CB) between November and
mid-January 2000 sharply increased the interbank rate from approximately 60%, to 180% p.a.
Concurrently, the 90 day Reference Rate on deposits taken at the CB during that period increased from
around 50%, to 200%. In addition, to further tighten liquidity, the CB severely restricted its repurchase
operations which it normally conducted with the private and government owned banks. Since mid January
the interest rates have come down dramatically. The interbank interest rate at the end of February was
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between 21% and 24%. The interest rates charged by the banks on loans fluctuates between 40 and 45%
and the interest rate paid on the liabilities is around 20% to 25%.

The quality of the credit portiolio is deteriorating rapidly, even under the somehow unrealistic
assumption that the current level of provisions is accurate. Past Due Loans represent 28% of Total Loans;
Loan Loss Reserves comprise only 75% of Past Due Loans. It is unlikely that banks' financial statements
reflect the result of recent movements in interest and exchange rates on the quality of the credit portfolio.

CHART 1. CREDIT PORTFOLIO QUALITY

(as of Sept. 30, 1999)

Past dlue loans I Total loans
35.00%

SYSrMi (OCT-99)

30.00% 2856%

25 00%

2000%

15.00%

10.

| - SYSIEM1 - LARGE M EOIUM SIZE SMALL

Deposits amount to US$ 4.67 billion, of which US$ 2.2 billion remain frozen. Deposits show a
constant decline starting from the inception of the freeze date. External credit lines continue shrinking:
since December 1998 to September I5199, international credit lines have decreased by more than 50%.

Even though the total assets of mutual funds in the system is not available, a considerable amount
of mutual fund certificates were issued in the recent years, several of them marketed by banks. At least two
banks placed market instruments for US$ 400 million each. For one bank recently taken over by the AGD,
the losses in the assets value of the mutual fund represented 60% of its book value.

4. Deposit unfreeze - On February 6, the government announced the schedule for the unfreezing of
deposits at open banks. According to the announcement, depositors will receive their resources back in the
following manner: Up to US $4,000 will be paid in cash for each depositor. Any amount above $4,000 will
be paid with bonds. Bonds will be denominated in US dollars and will pay 7% interest. Maturity period of
bonds will range from 2 to 5 years depending on the amount of the deposit and the initial currency of it.
Senior citizens will receive up to $20,000 in cash and the rest in bonds. With this measure, the government
plans to return fully the deposits of 92% of all depositors at open banks.
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5. Dollarization - Following recently approved legislation, Ecuador's monetary system has now been
"dollarized". The new monetary regime implies the adoption by Ecuador of the US dollar as the actual
currency in circulation in the country for all practical purposes even if legally the Sucre remains the
country's official legal tender. A description of the full features of the new system is clearly out of the
scope of this note, nevertheless, we need to point out that dollarization will have a significant number of
practical consequences for commercial-bank operations. For example, banks with a dollar long position
will no longer benefit from the revaluation adjustment arising from exchange-rate depreciation, and will
therefore lose what has been an important means of maintaining capital adequacy. Similarly, banks will
no longer benefit from inflation adjustment of fixed-asset values. On the contrary, repayment capacity
will improve for those debtors that did not have income in dollars. A particularly important point in the
present context, of course, is that commercial banks will no longer have access to a conventional
central-bank liquidity window. The authorities are considering various approaches to institute a
practical substitute for this "lender-of-last-resort"

Under the new legislation, the Central Bank of Ecuador will repurchase the outstanding Sucre
currency issue for dollars at a rate of S./25,000 per dollar. Interest rates in Sucres have been reset: as
sucre asset balances are redenominated in dollars, their interest rates are to be reset to 16.82 percent per
year; similarly, interest rates on liability balances are to be reset to 9.3 5 percent.
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Additional
Annex No.: 14

Corporate and Household Restructuring
EClJADOR: Financial Sector TA Loan

I. General Aspects

Corporate restructuring must be integrated with the program to restructure the financial sector to
preserve employment, the productive capacity of the country and, ultimately, the revenue base of the State.
Corporate restructuring should be designed to restore firm viability, preserve employment, productive
capacity and stimulate renewed corporate growth, and reduce poverty. This includes restructuring-of the
debt, debt write-downs and stretch outs, changes in shareholdings and management and the operational
restructuring of the firm. Great care must be taken that such a program not be a corporate "bailout" with
all related moral hazard issues.

The vast majority of corporations are: privately held. Of the largest 1000 enterprises in Ecuador, 910 are
private and the rest are public or foreign; they have 75 percent of the assets, 81 percent of the equity, and 75
percent of sales. In 1998, the capital structure was 61 percent debt (37 percent short-term and 24 percent
long-term) and the share of equity was 39 percent. Thus the average debt equity ratio was about 1.6 in 1998. Of
the 910 enterprises, only 56 have any external ownership. About 29% of enterprises are dedicated to exports, 71
percent produce for the local market. The average number of employees in an enterprise is 120. The 910
enterprises have 27,400 shareholders with 76 percent being in the Sierra and 24 percent on the Coast ( the number
of enterprises is equally split between the Coast and Sierra). Only 19 firms are listed on the stock exchange.
Corporate debt in Ecuador is composed of a high level of dollar denominated debt, the bulk of it is
concentrated in a small number of enterprises (and significant amounts of lending was made to
shareholders). Widespread dollar denominated borrowing by small and medium enterprises, while small in
total amount, has caused serious distress and is a major political issue.

High Level of Dollar Denominated Debt A particularly significant aspect of the problem is that,
in recent years, Ecuadorian companies and individuals have taken on substantial dollar-denominated debt,
in most cases without having dollar-linked income flows. Also, automobile and small equipment loans
were almost all made in dollars, as are most upper-class home mortgages. Over 1999 the overall enterprise
debt burden doubled in Sucre terms with the devaluation from 6700 S/$ in December 1998 to 16700 S/$ in
October/November 1999 and went much higher with the January devaluation.

High Concentration of Loans & Sizeable Loans to Shareholders. The profile of debt shows
that a large portion of the loans are to a small percentage of customers. About 12% of debt is for loans
<$25000 but this comprises 99% of the number of borrowers. Note that 70% of debt is in loans of
>$250,000.

Widespread Non-Payment of Loans. The majority of enterprises have stopped paying debts
(particularly when the bank to which the debt is owed was intervened in by the supervisory authorities).
There is a wide spread anticipation that the GOE will do a "debt forgiveness" program as it has on 6
occasions since 1989 for CFN loans. Only a clear, national program that eliminates this possibility will
create a new imperative to make loan payments. It is estimated that 90% of SMIE debtors have stopped
repaying. The bankruptcy system in Ecuador is not effective.

During the Asian economic crisis, the bank and the IMF agreed at the most senior level that the

- 50 -



Bank would take the lead in the critical area of corporate restructuring; that leadership now clearly has
carried over to the Latin America Region

II. Corporate Restructuring Strategy Components Supported with the TA Loan

Corporate restructuring program must address the small entrepreneurs and enterprises (96% of
debtors owe loans less then $4,000, representing less then 6% of the portfolio of Banks) and allow the
financial system to concentrate on the restructuring and debt recovery of relatively few, large debtor
companies. Such triage should allow the small number of qualified debt and corporate restructuring
experts in Ecuador to concentrate on no more then 200 large debtors currently in default. The national
restructuring policy should be designed to assure equity and be, and be seen to be, designed to put the
unemployed back to work and work towards renewed economic growth.

The Bank, with the full support of the IMF and IDB, suggested an approach which favors small
borrowers and the recovery of the weakest portion of the financial sector portfolio. The Bank will assist
the Government to implement an effective and fair corporate restructuring program including broad
consultations with different sectors of the population. The key objectives and principles should include:

A corporate debt restructuring program that will aim to maintain and increase employment,
improve the liquidity position of corporates, avoid disruption in production, restore the capacity of viable
firms to repay their financial obligations and promote the growth and competitiveness of the Ecuadorian
economy.

A systematic approach to alleviate this crisis for small and medium enterprises and households,
which have been particularly hard hit by the current crisis.

A strategy for corporate restructuring and debt rescheduling in Ecuador to help ensure that
progress is made and that adequate financing is provided to viable companies while restructuring is taking
place.

The GOE role is to minimize obstacles to the restructuring process and to provide guidelines for a
voluntary but time-bound process, that debtors and creditors may follow.

Such programs must be of general application and not involve GOE bailouts of firms. The
obligation to repay and the credit risk shall remain with debtors and creditors. The Government needs to be
careful not to hold out the possibility of government funding to help finance restructuring, because the
possibility of such funding in the future can forestall restructuring today.

To be successful, corporate debt restructuring will also need to be accompanied by corporate
reorganization, including downsizing, mergers, and acquisitions and an improvement in the competitive
position of firms.

A "menu" of options is what the GOE needs and is interested in developing, with the support of the
TA Loan. The menu items will be designed so as to be easily integrated, developed and strengthened. The
menu items are outlined below:

Legal, Regulatory, and Administrative Reforms - immediate removal of a number of obstacles
to corporate restructuring and to strengthen the incentives to restructuring, a broad range of legal,
regulatory, and administrative reforms needs to be considered. This is distinct from the longer term
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programs to strengthen the legal, regulatory and administration of justice programs of the Bank.

SME and Household Debt Restructuring - Special attention needs to be paid to the restructuring
of a large number of small and medium enterprises. Because of the extensive use of dollar denominated
loans not only in the SME sector but also in consumer loans, vehicle and equipment financing, mortgages
on land and houses, leases and other fImancial sector instruments, care must be taken to avoid partial or"
unfair" solutions for any group of debtors.

A Voluntary Framework to Facilitate Corporate Restructuring -The framework would consist
of a special regime, in the form of agreed but non-binding principles, to be established and implemented
under the guidance of a government authority, to which creditors and debtors would voluntarily subscribe.
The incentives to subscribe to these principles would consist primarily of creditors' and debtors' own
self-interest; accordingly, the regime can be viewed in large part as a coordination mechanism that would
help organize creditors' and debtors' efforts.

Restructuring Debt - Lengthening Maturity and Capitalizing Interest - The debtor will be
more likely to comply with the debt re-negotiated, including longer repayment terms and a principal
repayment grace period and a capped., maximum interest rate. The debtor may further have benefited from
a debt reduction through write-offs or other mechanisms such as debt/equity swaps or the issuance of stock
warrants.

* 3Debt to Equitv Conversions - This program would be designed to assist firms in lessening their
debt load and allow creditors to receive equity instruments which should, over the long term, increase total
debt recovery. This would also include programs to convert debts owed to shareholders to equity.

Using AGD, Private and Piublic Sector Domestic Creditor Cooperation as a Catalyst -The
mechanism we are proposing is similar to one used in the 1980s in Venezuela and other Latin American
countries to overcome the non-existence of adequate bankruptcy legislation and overcome obstacles posed
by a weak and slow judicial system. This mechanism becomes a "stick" to be used in case the "carrots"
offered under other menu items fail to mobilize a corporation to sit down and work positively work with its
creditors to reach a voluntary resolution to the problem of non-payment.

Bankruptcy Framework, including Government Supervised Corporate Restructuring - An
effective bankruptcy system is essential, both as a way of encouraging corporates to negotiate with their
creditors as well as a genuine means fbr expeditiously resolving disputes about arrears. Contested
bankruptcy proceedings and claims for unpaid obligations due are handled by Ecuador's judicial system.
Most such cases are handled by civil courts under Ecuador's commercial code, about seventy years old,
and widely regarded as outdated.

Support for this program would be funded under the TA Loan. The GOE would be able to use the
resources of the TA Loan but, it must be clear, that the Bank needs to play a major role in the short and
medium term to assure that the program is implemented as designed. We should play a role of honest
broker. The capacity of the GOE to implement such a comprehensive program, especially given the
commitment to dollarization and other structural reforms, is limited and will require significant Bank
support.
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