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Abstract

In this article we set ourselves the task to determine the place of the debt restructuring process upon various
phases of the credit cycle. Given the fact that modern theories of credit cycle do not emit debt restructuring as an
essential element of the credit cycle development, using data on the development of the Russian banking sector
for the period from 2004 to 2012, we analyze the specifics of debt restructuring in the banks’ activity. In the
study we have identified patterns of restructuring processes’ dynamics and correlated them with the phases of the
credit cycle. Also as a result of the research we propose and test methods of the restructuring trend’s
identification on the example of the Russian banking sector. The hypothesis of the natural rate of restructuring
and deviations from it at the different phases of the credit cycle is also stated. In particular, we believe that
restructuring is a natural process in credit relations, but in the pre-crisis period of expansion and the phase of the
credit crunch, debt restructuring deviates from the threshold values and changes its role of the instrument of
maintaining stability on the credit market to become a deterrent to clear the market of bad debts.
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1. Introduction

The problem of credit dynamics today is one of the key problems of optimization of economic system’s
development. A series of debt crises in the USA and the Euro zone has increased interest to the undeservedly
forgotten subject of credit relations. Unfortunately, the contemporary understanding of the specifics of credit
flows in the short and medium term (the phenomenon of the credit cycle) is heterogeneous in nature. The
research results are ambivalent.

On the one hand, according to the mainstream economic thought, credit cycle is the result of of external shocks’
impact on the credit system (Bernanke et al., 1996; Kiyotaki & Moore, 1997). According to the efficient markets
hypothesis, unpredictable external shocks, and any deviation in assets’ value (including those that serve as the
collateral) are determined by fundamental factors of supply and demand (Fama, 1970). The movement of asset
prices is unpredictable, because of the uncertainties of the market (Knight, 1921).

On the other hand, representatives of the heterodox schools consider ups and downs in the movement of credit as
an element inherent in the credit and financial markets due to factors of imperfection (Kindelberger, 1975;
Minsky, 1978; Stiglitz & Weiss, 1981; Haldane, 2010).

The solution for identifying the credit cycle by means of measures and indicators, then, becomes a hostage of
ideas on the nature of the credit cycle. However, at the same time, regardless of the vision of the nature of the
cycle, which, in turn, affects the structure and typology of phases, the restructuring process is inherent in each
credit cycle.

Given the uncertainty of economic conditions, in the framework of return movement of credit the problems of
timely repayment by borrowers of funds lent to them may arise. Reflection of overdue debt in most cases is
perceived by creditors as a negative outcome, and is fraught with the loss of profit. Some see the roots of such
behavior in the creditors' desire to follow the market trend, because reflection of overdue debt above the level of
the market will lead to lower prices of shares and bonds of the bank, on the other hand - restructuring serves as a
kind of insurance against costly process of borrower’s default. Still others believe that constant reporting of
rising non-performing loans (NPL) may alienate quality borrowers who will be afraid of losing solvency in the
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short term because of the actions of the bank.

Thus, it is believed that restructuring is a response to the condition of uncertainty in the market and reflects
expectations of creditors regarding the quality of the borrower and market conditions.

At the same time, a number of researchers believe that restructuring in certain circumstances moves beyond its
natural boundaries.

For example, in the works of H. Minsky (1978), it’s proposed to consider the use of the restructuring as an
instrument of keeping afloat low-quality borrowers (speculative type of financing and Ponzi-financing schemes).
Features of Minsky’s vision of debt restructuring (DR) is a direct consequence of the matured economy
hypothesis of Lord Keynes (1931), according to which as the economy develops, the number of quality projects
(and high quality demand for credit) is reduced, and the number of speculative and poor quality players increases.
However, Minsky considers changes in debt restructuring in the long term, which does not meet the credit
cycle’s assumptions.

Soviet Union’s researchers also drew attention to the importance of the restructuring by creditors of overdue debt.
Thus, according to E.J. Bregel (1955), during the crisis the availability of credit resources is reduced, while the
demand for credit used to postpone the bankruptcy is growing even faster. However, unfortunately, firstly, this
view has not received quantitative confirmation. Secondly, it is believed that the demand for restructuring loans
increases during the crisis. However, there is no evidence that this pattern is large-scale exactly in this period.

Then, let’s suppose that, first, none of the studies takes into account the possibility of the existence of the natural
rate of restructuring over the credit cycle; second, dynamics of debt restucturing is not combined with the notion
of the credit cycle’s phases; third ,requirements for the recognition of restructuring deviations from trend are not
formed; fourth, at the moment there are no acceptable methods for capturing the dynamics of restructuring
activity to improve the quality of the theoretical constructs designed to reflect the movement of credit flows; fifth,
finding the means of quantitative identification of changes in debt restructuring movement can help to improve
the quality of control over credit dynamics.

As mentioned above, modern ideas of credit dynamics is very scarce and often quite uninformative. The absence
of clear and unified approaches to the analysis of the object exacerbates the problem. Indeed, nowadays
theoretical notions on the process of debt restructuring can only be found in developing countries. The main
reason of such “unpopularity” of this research subject is the active development of strategies for loans’ sales:
granting the loan is accompanied by its packaging and reselling to other market players. Assets securitization
was thought of a panacea for credit risk mitigation, although in essence this mechanism of risk hedging merely
transfers the credit risk from one player to another. At the same time, the accumulation of credit risk continues.

The second reason for the unpopularity of this subject can be linked to the active use of the collateral, the level
of short-term liquidity of which may reach 100% level. Given that in developed countries, the portfolio of
mortgage loans may take up to 70-75% of the total loan portfolio of the national economy, it seems logical that
the quick realization of the collateral, supported by strong protection of the creditors’ rights, eliminates necessity
to help the borrower in case of difficulties with debt repayment so as to refinance current debt. Summarizing, we
can say that debt restructuring is more of a scourge of industrial economies, rather than post-industrial.

At the same time, even studies of developed countries support the idea that debt restructuring is an essential
mechanism to ensure the stability of credit market functioning and national markets in general. This mechanism
acts as a kind of safeguard against the possible realization of tail risks in the market - unforeseen events that
result in increasing the probability of default of the borrower for reasons, not related with his activities. A vivid
example of such a function of debt restructuring is a program of debt mediation for small business entities in the
period of the Great Recession in the USA.

The only theoretical position that is relatively fully reflected in the literature on the issue is the sum of conditions
under which debt restructuring can take place. These conditions typically include: the interest of the parties to
the restructuring relationship, existence of a legal possibility for providing such form of relations. In other words,
such vagueness of definitions does not eliminate a problem of describing and explaining the patterns of the
restructuring process movement, its natural rate, the relative levels of DR use in different countries and many
others.

2. Methodologies

Studying the process of debt restructuring we start from a number of assumptions in order to achieve the above
set goals. First, the restructuring is mainly considered to be a process of debt extension, often accompanied by
issuing a new loan to cover the due one. Second, to reflect the restructuring process we use a combination of
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statistical data on the banking sector. In particular, for the construction of the trend of credit activity of
commercial banks the values of monthly growth rates of corporate loan portfolio on macro-level are used. To
highlight restructuring component of the trend monthly values of corporate loans’ portfolio with different
maturities’ growth rates are used. Based on the correlation mapping the dynamics of the portfolios by maturity
with the common market trend we determine the basic portfolio that reflects changes in supply and demand for
credit at its best (maximum value of the approximation coefficient). Thirdly, to determine the natural boundaries
of restructuring we form a set of indices of restructuring. They are defined as the ratio of monthly growth rates of
unit share’s of one portfolio by maturity to another. The base period in all calculations is the current year. Fourth,
the definition of the natural rate of debt restructuring for the national credit market is based on the determination
of the average value of the trend and deviations from it.

3. Debt Restructuring and Credit Cycles
3.1 Debt Restructuring: Main Theoretical Pillars

The debt restructuring in respect to credit relations is commonly understood as a process that allows the
borrower experiencing a shortage of liquidity, to change the terms of the credit agreement, in order on the one
hand to restore solvency and creditworthiness, and on the other to pay current debt. In other words, under debt
restructuring often it’s understood a debt deferment, an increase of terms of repayment, often accompanied by an
easing of requirements, for example, a temporary reduction of the debt burden. It’s often used the mechanism of
refinancing, when to cover current overdue debt and interest payments, the lender provides the borrower with a
new loan, and thus the process of extension of the debt takes place

Description of the restructuring process in the theoretical sense implies the structure of the process (presence of
the lender, the borrower and an object of restructuring). In this case we consider it reasonable to use an
equilibrium approach for analysis of this kind of relations. So, on the supply party of debt restructuring we place
lenders willing to allow borrowers facing financial difficulties (temporary or permanent) to refinance current
debt.

Further to determine the equilibrium in the market, one must select the criteria, which will be the core for the
clearing function of the market. In the case of markets for goods and services such a variable is, as a rule, the
price. In our case, speaking about the supply and demand on the restructuring one should take into account both
quantitative criterion (as the amount of refinanced debt) and qualitative - the willingness of creditors to
restructure current debt. For lenders and borrowers willingness to restructure the debt is defined by the expected
return (Re). For system of restructuring relations to take the place it is necessary to observe the following
conditions are fulfilled:

*  Benefits for the lender from the restructuring of a loan should be higher than the costs of restructuring;

e  Net gains (losses) for the lender from the restructuring of a loan should be higher (lower) than net gains
(losses) from starting the process of borrower’s default, receiving the property of collateral and its further
realization;

¢  Confidence in the benefits of the restructuring of a loan should be higher than confidence in the negative
outcome of the restructuring.

Only under fulfillment of these requirements, the system of relations regarding debt restructuring between the
creditor and the borrower can take place. Otherwise, in violation of at least one of the conditions, creditors lose
the impetus for restructuring in connection with high agency costs or because of behavioral factors and
expectations.

Thus, the equilibrium on the market for assets’ restructuring takes the following form (Figure 1).
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Figure 1. Multiple equilibria on restructured assets’ market

Curve Ws reflects the willingness of creditors to restructure bad debts. Thus dependence on the expected return
is of the reverse character. In other words, high meanings of the expected return (Re) on restructuring loans
characterize a high degree of risk of non-repayment and poor quality of the project. In this case we see an
analogy with the credit market and the problem of credit rationing. The presence of information asymmetry
reduces the willingness of lenders to get involved in the restructuring of loans for large projects, although this
willingness exists. This can be explained through behavioral biases, for example, by sunk costs or simply by
greater risk appetites.

Curve Wd reflects the willingness of borrowers to restructure bad debts depending on the expectations of return
on invested projects and confidence of its payback. In this case, the willingness of borrowers to restructure debt
also depends on the degree of the project’s risk. In the case of high quality borrowers, readiness to restructure the
debt is very high. However, quality borrowers, as a rule, are characterized by average rate or below average rate
of return. Debt restructuring with high expected rate of return is always associated with a high level of risk. And
often, such projects are the manifestation of the moral hazard effect - misuse of the loan, which puts the projects
in the rank of low quality.

Thus, on the market of the restructured assets at least two equilibria are formed: one for low-quality projects,
formed of the set of H contracts, including plane ((Re2;B;Q2-Rel;B;Q2) on the graph, another (L) - for
high-quality projects (Rel;A;Q1). Moreover, such that L more than H. It is also worth noting the presence of the
dead zone of restructuring (non-price rationing of assets which could be restructured), located in the triangle
BAM. This triangle is a set of projects in need of restructuring, but due to low capacity of lenders to determine
their quality, rationed.

The second theoretical pillar of a market for restructured assets is a set of factors that influence the willingness of
the lenders to enter into relationship about refinancing, and on the other hand influencing the change of this
willingness.

Taking into account existing studies, among these factors one can point out the following:
*  Degree of protection of the creditors’ rights;

*  The degree of state presence in the economy and the quality of market institutions;

*  The degree of elasticity of the market for restructured assets.

Each of these factors determines the degree of readiness of creditors to lend money.

Studies show that the more protected the rights of creditors, i.e. the easier it is to take the collateral from the
borrower, the lower the set of incentives on the one hand to check the quality of the borrower, on the other hand
to enter into a relationship in terms of restructuring the current debt (Padilla & Requejo, 2000; Burakov, 2014d).

The second factor relates to the quality of general market institutions and of state presence in the economy. In
particular, in the case when the state presence is significant on the market of credit, and the economy is
characterized by the principles of extracting rents, banks can begin to fulfill political functions and to refinance
debts of quasi-profitable organizations in order to preserve the support of the electorate (e.g.,
Vernandez-Villaverde et al., 2013; Burakov, 2014¢;).

The third factor involves the combination of market forces and determines the degree of elasticity of the credit
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market and its impact on the willingness of lenders to enter into the restructuring of debt. In other words, if the
main bargaining power is concentrated in the hands of borrowers, lenders are forced to lower credit standards,
due to the presence of a high degree of dependence of the bank’s results from the activity of competitors (for
example, through the effect of herd behavior).

The third theoretical pillar of this object is connected with the study of the patterns of the dynamics of
restructuring activity and relations of debt restructuring with credit movement at the different phases of the credit
cycle. However, before one can determine patterns of movement of restructuring, it is necessary to turn to the
question of identification methods of restructuring process, its trend and deviations. It is also necessary to
synthesize knowledge about the dynamics of restructuring with the idea of the credit cycle.

3.2 Debt Restructuring and Credit Cycles: Methods of Identification

In our view, the credit cycle starts with a phase of the credit recovery, when while maintaining a negative loan
growth rate, the trend changes. In other words, the phase of credit recovery is characterized by a gradual (or
accelerated) reduction of the negative credit growth rates. The transition into the positive values and maintaining
such growth rates for at least four months allows us to recognize the transition to the phase of the credit
expansion. The monthly increase in the growth rate of credit (in our case, corporate lending), beyond the line of
the long-term trend and it’s sustainability for 1.5 quarter is the basis for the phase of the credit expansion to
become the sub phase of excessive expansion (acceleration sub phase). In this case, the set of indicators) allows
with a certain degree of confidence to assume that a deterioration of the quality in credit flows takes place. More
often it is accompanied by insufficient reserves accrual, reflecting deterioration in the evaluation and/or
consideration of risk. Depending on the expectations and policies of credit institutions formation of restructuring
sub phase of credit expansion can take place, in which market demand for credit is reduced and is replaced by
demand for credit resources aimed at alleviating problems with servicing previously received from the creditors
debt. Due to occurrence of a shock phenomenon, the phase of credit expansion ends (growth rates break the zero
mark). If growth rates remain in the negative plane at least 4 months, this change in the trend can be considered
sufficient for the recognition of the transition to the phase of the credit crunch.

This phase is characterized as "the movement to the bottom". Indeed, if the values for the main categories of
demand and supply change, a search for a new equilibrium takes place. Moreover, given the anti-crisis regulation
of the state, the bottom may be suboptimal, i.e. some market forces can be weakened by anti-crisis policy. For
example, debt-deflationary spiral, stagnation rationing of credit, when banks reduce the supply of credit for too
long that starts a new spiral of lowering production, increased cost and reducing wages. On reaching the bottom,
there is a phase of credit stagnation - there is a consolidation of negative credit growth rates and their fastening
on a new level. Being dependent on circumstances (success and adequacy of anti-crisis measures, the strength
and depth of the crisis), the phase of credit stagnation has no definite duration. After credit stagnation ends again
comes the phase of the credit recovery - the pace of credit growth begins to decline at less and less rate, which
indicates a gradual recovery of the credit trend.

Another confirmation of the stability of this phase, in absence of excessive accumulation of risk can be found in
the block of indicators reflecting the dynamics of restructuring. However, with this method of research, a number
of questions arise: first, given the variety of maturities of the loan portfolio, how to define the “basic” one, i.e.
the portfolio that will best reflect the dynamics of movement of the total corporate loans portfolio, and, secondly,
as reflected from the economic point of view, how to identify the feasibility of using certain maturity portfolios
for restructuring certain loans?

The answer to the first question is connected with the determination of the specific share of the portfolios by
maturity in the total credit portfolio. According to the Bank of Russia three groups of portfolios account for
about 75%-80% of the corporate loan portfolio on 1 March 2014. These include the loans with maturity from 91
days to 180 days (short-term), from 181 days to 1 year (mid-term), from 1 to 3 years (long-term).

Further we set the task to determine the underlying maturity portfolio to the general credit trend. To this end, we
conducted a correlation test of different portfolios with an overall trend in search for the best one to describe
market demand for credit in the context of Russian banking sector. Results (presented in Figure 2-4) allow us to
clearly establish that there is a relationship between the general trend of the corporate loan portfolio and a variety
of different maturities portfolios depending on the phases of the cycle. Quantitative comparison has also allowed
us to allocate the basic periods of maturity, using which we can determine the natural borders of restructuring on
the credit market and its deviations from them on various phases of the credit cycle.
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Dependance of an overall corporate credit portfolio growth from growth
rates of corporate credit portofolio with maturity up to 180 days, 2004-
2013, Russia
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Figure 2. Correlation test results for credit portfolio with maturity up to 180 days

Dependance of an overall corporate credit portfolio growth from growth
rates of corporate credit portofolio with maturity up to 1 year, 2004-
2013, Russia.

Q
O

¢ R?=0.3894

A
O

Figure 3. Correlation test results for credit portfolio with maturity up to 1 year

Dependance of an overall corporate credit portfolio growth from growth
rates of corporate credit portofolio with maturity up to 1 year, 2004-
2013, Russia.
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Figure 4. Correlation test results for credit portfolio with maturity up to 3 years

The above calculations make it possible to determine the degree of reflection of the total portfolio dynamics,
depending on the structure of portfolios by maturity. As we can see, the closest connection is traced for portfolios
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with maturity of up to one year and over one year. Thus, defining the basic portfolio we assume that the main
portfolio best reflecting changes in market demand for credit will be a portfolio with maturity of up to one year.

Then, determination of index values of short, medium and long-term restructuring above its natural boundaries
may be represented by defining relations on a monthly basis (month to month of the current year) of the different
portfolios by maturity. In other words, in case of occurrence of problems with repayment on a particular portfolio,
creditors, depending on the expectations and other factors can roll over the loan in the hope of temporary nature
of the problems that the borrower faces. Thus, a change in expectations is associated with the duration of
prolongation. If problems are short term in nature, the period of restructuring can be short term/medium term, if
the problems seem structural to creditors - restructuring may be of an enduring nature.

It is important to note that the restructuring is normal in all phases of the cycle. The problem can be considered
as a deviation from the natural rate, from long-term values that 1) should be large-scale and 2) sustainable.

Then, let’s consider index values of short, medium and long-term restructuring during the analyzed periods in
Russian banking sector (Figure 5, 6).

Index of short\medium term restructuring, 2004-2012, (ISMR)
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Figure 5. Index of short\medium term restructuring

Negative values of these indices allow us to reflect on one hand the sharp decline in market demand for credit
(but not necessarily go into the negative plane), on the other hand restructuring of earlier granted loans through
providing the new ones. Positive values of these indices could reflect 1) restructuring at the expense of “longer”
credits, 2) an increase in total demand for credit. Only the episodes which lie beyond the natural borders can be
considered as a significant shift in the restructuring activities on the credit market.
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Figure 6. Index of long\medium term restructuring
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Then within the studied phase of stable credit expansion is logical to assume that the restructuring should not
carry a massive character and greatly exceed the levels of its natural rate. Data of the ISMR Figure allows us to
point out several distinct groups of episodes for the period of 2004-the first half of 2006, and January-February
2005. The last one is explained by the reduction in growth rates of short-term loans and stays in their early 2005
in a negative plane. As a rule, the reduction in the rate of growth of credit in the end-the beginning of the year is
normal for the movement of credit flows, therefore, we shall not consider this episode to be significant for the
overall trend. Thus, ISMR reflects the overall dynamics of credit flows in the period being in line with the
natural rate. The same will be true for IMLR. It is important to note the existence of several features of this phase
of the cycle.

First, as we suggested above, the phase of restructuring is not necessarily identical for different national
economies in duration, extent and quality. Indeed, the specifics of the dominant type of ownership of credit
institutions, the degree of “partner” relations between creditors and borrowers, scale of borrowers, and
institutional aspects can affect the movement of restructuring. For example, one of the Soviet classics of credit
and banking thought Bregel (1955) wrote: "During the crisis one can clearly identify the opposite movement of
credit and actual capital. The supply of goods exceeds the demand, the sales are interrupted, production is
reduced; there is an excess of actual capital and a sharp drop in profits. In contrast, demand for loan capital
considerably exceeds the supply, resulting in an acute lack of loan capital and there is a sharp increase in interest
rates... extraordinary demand for loan capital in times of crisis is peculiar and does not reflect the demand for
real capital. The main reasons for it are:

1) the pursuit of money as means of payment, not necessary for purchase of new products and expansion of
production, but to pay for previously issued debt and avoid bankruptcy...”.

A similar position was held by H. Mynski (1978) in his hypothesis of financial fragility, though his
understanding of the mass and large-scale restructuring is manifested not in the short/mid-term fluctuations in
the movement of credit flows, but is inherent in the long run, generating immanent for developed economy
instability.

However, we do not consider that the phase of the restructuring is part of the crisis, even more - it precedes it.
After all, if we look at economic statistics (production, trade, quarterly GDP growth, employment), a large-scale
restructuring began in Russia long before officials recognized the beginning of the crisis in the domestic
economy.

Secondly, in support of the first thesis, it is worth noting the existence of different patterns of behavior between
credit portfolios of state banks and private banks in Russia. According to the modern theory of credit market, the
state banks exist in several planes: in the plane of social problems and in the plane of political tasks. And when
the crisis occurs, private banks tend to restructure bad debt to a lesser extent rather than government-owned
banks.

3.3 Debt Restructuring and Phases of the Credit Cycle

The conducted research showed that restructuring is really a part of the credit dynamics. Moreover, on the
certain phases of the credit cycle, it is restructuring incentive of the demand for credit which is overwhelming.
However, as mentioned above, conventional models of the credit cycle ignore the restructuring aspect. In this
paragraph, based on the above studied issues, we set ourselves the task to synthesize ideas about the phases of
the credit cycle and dynamic patterns of restructuring activity of credit organizations. The synthesis presented in
Figure 6.
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Figure 6. Patterns of debt restructuring on phases of the credit cycle

4. Conclusion

In this study, we have highlighted theoretical and applied aspects of the relationship of the credit cycle and debt
restructuring process. In particular, given the scarcity of theoretical positions on debt restructuring, we have
developed a simple model of multiple equilibria on the market of restructuring assets. Also we’ve identified
factors that have a significant impact on the overall level of implementation of debt restructuring in the national
economy. The hypothesis about the existence of the natural rate of restructuring in the national economy that is
dependent on a number of factors is put forward. Also a number of indicators for the identification of debt
restructuring is developed and was tested on the example of Russian banking market of corporate lending. On
the basis of the received results, we formulated the hypothesis about the relationship between restructuring
processes in the economy and the credit cycle. We also pointed out patterns of the restructuring assets market’s
dynamics at the different phases of the credit cycle.
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