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Foreword

experienced systemic banking crises requiring

major restructurings of their financial systems.
These restructurings have often had high fiscal
costs, with budget outlays sometimes exceeding
50 percent of GDP. The recent East Asian crisis
spurred a debate on policies needed to restore
financial stability and avert and mitigate future
financial crises. Managing and resolving a financial
crisis is a complex undertaking—and one that raises
important questions about government’s role. To
advance the dialogue on these issues, World Bank
Group staff have prepared a number of papers,
three of which are presented in this volume.

l n recent decades many countries have

These papers are not intended to reflect the Bank
Group’s policies, but rather to stimulate debate in
and solicit views from the development community
at large.

While the papers in this volume were motivated
by events that took place during the East Asian
crisis, they also draw on experiences from other
regions. Although many questions remain to be
answered, this volume contributes to the literature
by providing an overview of the lessons learned
from past government policies aimed at managing
and resolving financial crises. The volume will be
of particular interest to policymakers involved with
financial and corporate sector reform.

Cesare Calari
Vice President, Financial Sector
The World Bank






Abstract

T his volume provides two recent analyses,
spurred by the recent East Asian crisis, of
government responses to financial distress.
It also presents a comprehensive database on
systemic and borderline banking crises.

In the first chapter Stijn Claessens, Daniela
Klingebiel, and Luc Laeven review the tradeoffs
involved in public policies for systemic financial and
corporate sector restructuring. The authors find that
consistent policies are crucial for success, though
such consistency is often missing. This consistency
covers many dimensions and entails, among other
things, ensuring that there are sufficient resources for
absorbing losses and that private agents face
appropriate incentives for restructuring. The authors
also find that sustainable restructuring requires deep
structural reforms, which typically require that
political economy factors be addressed upfront.

In the second chapter Patrick Honohan
and Daniela Klingebiel use cross-country
evidence to determine whether specific crisis
containment and resolution policies systematically
influence the fiscal costs of resolving a crisis.
The authors find that accommodating policies—
such as blanket deposit guarantees, open-
ended liquidity support, repeated (and so
partial) recapitalizations, debtor bailouts, and
regulatory forbearance—significantly increase
fiscal costs.

The third chapter, by Gerard Caprio and
Daniela Klingebiel, is a comprehensive database
on 113 systemic banking crises that have occurred
in 93 countries since the late 1970s. The database
also includes information on 50 borderline
(nonsystemic) banking crises in 44 countries
during the same period.






Financial Restructuring in Banking and
Corporate Sector Crises: Which Policies to Pursue?

Stijn Claessens, Daniela Klingebiel, and Luc Laeven

Stijn Claessens is professor of international finance
at the University of Amsterdam and research fellow at
the Centre for Economic Policy Research. Daniela
Klingebiel is senior financial economist in the
Financial Sector Strategy and Policv Department
at the World Bank. Luc Laeven is financial economist
in the Financial Sector Strategy and Policy
Department at the World Bank. An earlier version

of this chapter was presented at the National Bureau
for Economic Research conference on Management
of Currency Crises, held in Monterey, California,
on 28-31 March 2001. The authors are grateful
to Gerard Caprio, Jeffrey Frankel, Peter Kenen,
Tom Rose, and other conference participants for
helpful comments, and to Ying Lin for help with the
data.

esolving a systemic banking and corporate
Rcrisis involves many policy choices ranging

from macroeconomic (including monetary
and fiscal policy) to microeconomic (including
capital adequacy rules and corporate governance
requirements), with reforms varying in depth.!
These choices involve tradeoffs that influence the
amount of government resources needed to resolve
the crisis, the speed of recovery, and the recovery’s
sustainability. Despite considerable analysis, these
tradeoffs are not well known—an oversight that
occasionally leads to conflicting policy advice and
larger than necessary economic costs. Even less is
known about the political economy factors that
make governments choose certain policies.

This chapter reviews knowledge about the
tradeoffs involved in policies related to systemic
financial and corporate restructuring. It finds that a
consistent framework is the key factor for successful
restructuring—and one that is often missing.
Consistency is needed in many areas and involves,
among other elements, ensuring that there are
sufficient resources for absorbing losses and that
private agents face appropriate incentives for
restructuring. Moreover, sustainable restructuring
requires deep structural reforms, which often
require addressing political economy factors
upfront.

The next section provides an overview of
banking and corporate crises. After that the chapter
reviews the literature on such crises. The final
section concludes.

1 Inthis chapter systemic is used to refer to a crisis that is
large relative to a national economy, not necessarily large
relative to the global economy or one that has other
global spillovers. ’

Characteristics of banking and
corporate crises

A systemic banking and corporate crisis is a
situation where an economy faces large-scale
financial and corporate distress within a short
period.? Recent examples include the crisis in
Nordic countries in the early 1990s, in Mexico

in 199495, in East Asian countries after 1997,
and in transition economies in the 1990s (though
for transition economies, financial distress

and structural problems had been longer-term
phenomena). Banking and corporate crises appear
to have become more common since the early
1980s: Caprio and Klingebiel (in this volume)
identify 93 countries that experienced a systemic
financial crisis during the 1980s or 1990s (figure 1).
It also appears that crises became deeper in the
1990s relative to earlier periods (Bordo and others
2001).

In a systemic crisis, partly as a result of a
general economic slowdown and large shocks to
foreign exchange and interest rates, corporate and
financial sectors experience a large number of
defaults and difficulties repaying contracts on time.
As a result nonperforming loans increase sharply.
This situation is often accompanied by depressed
asset prices (such as equity and real estate prices)
on the heels of run-ups before the crisis, sharp
increases in real interest rates, and a slowdown or

2 We do not try to identify the exact causes of systemic
distress or determine whether currency crises are caused
by systemic financial distress in banks and corporations
or vice versa. For such analysis, see Edwards and Frankel
(forthcoming).
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Figure 1

Frequency of systemic banking crises, 1980—-98
Number of crisis episodes, by year crisis started
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Note: The sample contains 93 crisis countries; some countries experienced more than one crisis.

Source: Caprio and Klingebiel (in this volume); authors calculations.

reversal in capital flows (table 1). In countries

with longer-term financial distress and other
large-scale structural problems—such as several
transition economies—a systemic crisis may not

be accompanied by such changes in asset prices and
capital flows, partly because run-ups in prices and
capital flows may not have occurred.

Developments in crisis countries highlight
the complicated coordination problems that arise
between corporations, between the corporate and
financial sectors, between the government and the
rest of the economy, and with respect to domestic
and foreign investors. In a systemic crisis the fate of
an individual corporation and the best course of
action for its owners and managers will depend
on the actions of many other corporations and
financial institutions as well as the general
economic outlook. The financial and corporate
sectors, always closely intertwined, both need
restructuring in a systemic crisis, and the actions
taken affect their liquidity and solvency. The
government must set the rules of the game and be a
prominent actor in restructuring. And investors,
domestic and foreign, will await the actions of
owners, the government, labor, and others—often
implying a shortage of foreign and domestic capital
when it is most needed.

A crisis and its coordination problems are
typically aggravated by institutional weaknesses,
many of which likely contributed to the crisis in the
first place. Bankruptcy and restructuring

frameworks are often deficient. Disclosure and
accounting rules may be weak for financial
institutions and corporations. Equity and creditor
rights may be poorly defined. And the judiciary is
often inefficient. There is usually also a shortage of
qualified managers in the corporate and financial
sectors, as well as a lack of qualified domestic
restructuring and insolvency specialists—partly
because there may be no history of corporate and
financial sector restructuring. The government itself
may face credibility problems because it may have
been partly to blame for the crisis, and in general
faces many time consistency problems—such as
how to avoid large bailouts while also restarting the
economy.

These complicated coordination problems
suggest that systemic crises are difficult to resolve.
Many observers have tried to develop best practices
for resolving such crises. We next review that
literature.

Literature on banking and
corporate crises

Governments have used many approaches to try to
resolve systemic bank and corporate distress.
Resolving systemic financial distress is not easy,
and opinions differ widely on what constitutes best
practice. Many different and seemingly
contradictory policy recommendations have been
made to limit the fiscal costs of crises and speed
recovery. Empirical research supporting particular
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Table 1
Patterns of systemic banking crises, various countries
Percent

Peak

nonperforming

Crisis Fiscal cost loans (share of Real change Change in Peak real Decline in real

Country year (share of GDP) total loans) in GDP exchangerate  interestrate  asset prices
Finland 1992 11.0 13 —46 -55 14.3 -34.6
Indonesia 1998 50.0 65-75 -154 -57.5 33 -78.5
Korea, Rep. of 1998 37.0 3040 -10.6 -28.8 216 459
Malaysia 1998 16.4 25-35 -12.7 -139 53 -79.9
Mexico 1995 193 30 -8.2 -39.8 247 -53.3
Philippines 1998 0.5 20 -08 -13.0 6.3 -67.2
Sweden 1991 40 18 -33 1.0 79.2 6.8
Thailand 1998 328 33 -54 -13.7 17.2 -774

Source: Crisis year is the peak crisis year , from Caprio and Klingebiel (in this volume). Fiscal cost is from Honohan and Klingebiel (2000). Peak
nonperforming loans is from Caprio and Klingebiel (in this volume) for Indonesia, Republic of Korea, Malaysia, the Philippines, and Thailand; Claessens,
Djankov, and Klingebiel (2001) for Finland and Sweden; and Krueger and Tornell (1999) for Mexico. Real change in GDP is the percentage change in
real fourth-quarter GDP in the crisis year relative to real fourth-quarter GDP the year before. Consumer price index inflation is used to calculate real GDP
growth, and growth is in terms of local currency. GDP data are from the International Monetary Fund s International Financial Statistics. The inflation rate
is the percentage change in the consumer price index during the crisis year and is from International Financial Statistics. Change in exchange rate is the
percentage change in the exchange rate relative to the U.S. dollar during the first quarter of the crisis year. An increase in the exchange rate indicates
appreciation. Exchange rate data are from International Financial Statistics. Peak real interest rate is the peak real money market rate during the crisis
year. For the Philippines the real discount rate is reported instead of the money market rate due to data unavailability. Interest rate data are from

. International Financial Statistics. Decline in real asset prices is the lar gest monthly drop in the stock market index during the crisis year relative to the
stock market index in January of the year before. The return is in local currency and corrected for inflation. Datastream global market indexes were used for
Finland, Mexico, and Sweden; Standard and Poor s and International Finance Corporation global market indexes were used for the other countries.

views remains limited, and most research is limited
to individual cases.

Sheng (1996) was the first attempt to distill
lessons from several banking crises. Caprio and
Klingebiel (1996) expanded on those lessons using
additional crises. The main lesson from both
efforts is that managing a financial crisis is much
different in industrial countries than in emerging
markets because emerging markets have weaker
mstitutions, crises are often larger, and other initial
circumstances differ. As a result best practices
from industrial countries do not easily transfer to
developing countries. Another key lesson is that
there are many tradeoffs between various policies.

In reviewing the literature on financial
restructuring, especially in emerging markets, it
is useful to differentiate between three phases
of systemic restructuring. During the first phase,
which can be called the containment phase, the
financial crisis is still unfolding. During this phase
governments tend to implement policies aimed at
restoring public confidence to minimize the
repercussions on the real sector of the loss of
confidence by depositors and other investors in the

financial system. The second phase involves

the actual financial, and to a lesser extent
operational, restructuring of financial institutions
and corporations. The third phase involves structural
reforms, including changes in laws and regulations,
privatization of any nationalized financial
institutions and corporations, and so on. Here we
discuss the containment phase, the restructuring of
financial institutions, and the restructuring of
corporations.

Containment phase

Policymakers often fail to respond effectively to
evidence of an impending banking crisis, hoping
that banks and corporations will grow out of

their problems.? But intervening early with a
comprehensive and credible plan can avoid a
systemic crisis, minimize adverse effects, and limit

3 There are many political economy reasons why
policymakers may not wish to act—thereby giving rise
to a crisis—but we do not discuss them here (for such
analysis, see Haggard 2001).
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overall losses (Sheng 1996). Early intervention
appears to be especially important in stopping

the flow of financing to loss-making financial
institutions and corporations and in limiting moral
hazard in financial institutions and corporations
gambling for survival.

Experience also suggests that intervention and
closing of weak financial institutions need to be
properly managed. Uncertainty among depositors
needs to be limited; otherwise the government may
have to try to resolve a loss of confidence by
providing an unlimited guarantee on the liabilities
of banks and other financial institutions. But in
practice, ad hoc closures are more the norm and
often add to uncertainty, triggering a systemic
crisis. For example, in late 1997 the closing of
16 banks in Indonesia triggered a depositor run
because depositors were aware that some politically
connected banks known to be insolvent were kept
open (Lindgren and others 2000). Similarly, the
suspension of finance companies in Thailand in
1997 increased uncertainty among depositors as
well as borrowers.

Reviewing several cases, Baer and Klingebiel
(1995) suggest that, to avoid uncertainty among
depositors and limit their incentives to run,
policymakers need to deal simultaneously with all
insolvent and marginally solvent institutions. -
Intermittent regulatory intervention makes
depositors more nervous and undermines regulatory
credibility—especially if regulators had previously
argued that the institutions involved were solvent.*
Moreover, in emerging markets regulations are often
weak, supervision is limited, and data on financial
solvency are poor, so intervention tools need to be
fairly simple.

For example, a rehabilitation program for
undercapitalized financial institutions—which
involves institutions indicating how they plan to

4 Baer and Klingebiel also point out that a comprehensive
approach places less demand on supervisory resources.
Under a piecemeal approach, insolvent and marginally
solvent institutions continue to exist while other
insolvent institutions are being closed or restructured.
Marginally solvent institutions are subject to moral
hazard and fraud while being unable and unwilling to
raise additional capital. Especially in an environment
with weak supervision, comprehensive approaches are
thus more necessary.

meet capital adequacy requirements in the future—
requires careful government oversight and good
financial statements. But such features are often
missing in developing countries. Instead of relying
on rehabilitation that requires good oversight and
data, regulators could apply a 100 percent
(marginal) reserve requirement on deposit inflows
and other new liabilities, limiting weak banks’
ability to reallocate resources in a detrimental way.

There are two schools of thoughts on whether
to use liquidity support and unlimited guarantees
during the containment phase.’ Some argue that
crisis conditions make it almost impossible to
distinguish between solvent and insolvent
institutions, leaving the authorities with little choice
but to extend liquidity support. Moreover, it is
argued that an unlimited deposit guarantee
preserves the payments system and helps stabilize
institutions’ financial claims while restructuring is
being organized and carried out (Lindgren and
others 2000).

Others argue that open-ended liquidity support
provides more time for insolvent institutions to
gamble (unsuccessfully) on resurrection, facilitates
continued financing of loss-making borrowers,
and allows owners and managers to engage in
looting. Supporters of this view also argue that a
government guarantee on financial institutions’
liabilities reduces large creditors’ incentives to
monitor financial institutions, allowing bank
managers and shareholders to continue gambling on
their insolvent banks and increasing fiscal costs.
They further point out that extensive guarantees
limit government maneuverability in allocating
losses, often with the end result that government
incurs most of the costs of the systemic crisis
(Sheng 1996).

In practice, there is a tradeoff between restoring
confidence and containing fiscal costs. Evidence on
these tradeoffs comes from Honohan and Klingebiel
(in this volume), who show that much of the
variation in the fiscal costs of 40 crises in industrial
and developing economies in 1980-97 can be
explained by government approaches to resolving
liquidity crises. The authors find that governments

5 A third school argues that the granting of government
guarantees is the outcome of political economy
circumstances, and so is often a foregone conclusion
(see Dooley and Verma forthcoming).
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that provided open-ended liquidity support and
blanket deposit guarantees incurred much higher
costs in resolving financial crises. They also find
that these costs are higher in countries with weak
institutions.

Most important, Honohan and Klingebiel find
no obvious tradeoff between fiscal costs and
subsequent economic growth (or overall output
losses). Countries that used policies such as
liquidity support, blanket guarantees, and
regulatory forbearance did not recover faster.
Rather, liquidity support appears to make recovery
from a crisis longer and output losses larger—a
finding confirmed by Bordo and others (2001).
Thus it appears that the two most important
policies during the containment phase are to limit
liquidity support and not extend guarantees. And
where institutions are weak, governments may need
to use simple methods in dealing with weak banks
and a loss of confidence to avoid higher fiscal
contingencies and costs.

Restructuring financial institutions

Once financial markets have been stabilized, the
second phase of systemic restructuring involves
restructuring weak financial institutions and
corporations. Restructuring is complex because
policymakers need to take into account many issues.
Financial and corporate restructuring will depend
on the speed at which macroeconomic stability can
be achieved because that determines the viability of
corporations, banks, and other financial institutions,
and more generally the reduction in overall
uncertainty. But macroeconomic stability often
requires progress on financial and corporate
restructuring, and so cannot be viewed
independently of the restructuring process (see
Burnside, Eichenbaum, and Rebelo forthcoming
and Park and Lee forthcoming).

Restructuring refers to several related processes:
recognizing and allocating financial losses,
restructuring the financial claims of financial
institutions and corporations, and restructuring the
operations of financial institutions and corporations.
Recognition involves the allocation of losses and
associated redistribution of wealth and control.
Losses—that is, differences between the market value
of assets and the nominal value of liabilities held by
financial institutions and corporations—-can be
allocated to shareholders (through dilution), to
depositors and creditors (by reducing the present

value of their claims), to employees (through reduced
wages) and suppliers, and to the government or the
public (through higher taxes, lower spending, or
inflation). Here we discuss the restructuring of
financial institutions; the next section discusses the
restructuring of corporations.

To minimize moral hazard and strengthen
financial discipline, governments can allocate losses
not only to shareholders but also to creditors and
large depositors who should have been monitoring
the banks. Governments often assume all losses
through their guarantees. But there are exceptions to
the model of governments guaranteeing all
liabilities in an effort to restore confidence. Baer
and Klingebiel (1995) show that in some crises—
notably in the United States (1933), Japan (1946),
Argentina (1980-82), and Estonia (1992)—
governments have imposed losses on depositors
with little or no adverse macroeconomic
consequences or flight to currency. In these cases
economic recovery was rapid and financial
intermediation, including household deposits,
was soon restored. Thus allocating losses to
creditors or depositors will not necessarily lead to
runs on banks or end in contraction of aggregate
money, credit, and output. In a related vein, Caprio
and Klingebiel’s (1996) review of country cases
indicates that financial discipline is further
strengthened when bank management—often part
of the problem—is changed and banks are
operationally restructured.

Besides loss allocation, financial and corporzite
restructuring crucially depend on the incentives
under which banks and corporations operate.
Successful corporate debt workouts require proper
incentives for banks and borrowers to come to the
negotiating table (Dado and Klingebiel 2000). The
incentive framework for banks includes accounting,
classification, and provisioning rules—that is,
financial institutions need to be asked to
realistically mark their assets to market. The
framework also includes laws and prudential
regulations. Regulators should ensure that
undercapitalized financial institutions are properly
disciplined and closed. The insolvency system
should enable financial institutions to enforce their
claims on corporations, allow for speedy financial
restructuring of viable corporations, and provide for
the efficient liquidation of enterprises that cannot be
rehabilitated. Proper incentives also mean limited
ownership links between banks and corporations
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(since otherwise the same party could end up being
both debtor and creditor).

Adequately capitalized financial institutions are
a key component of a proper incentive framework,
because financial institutions need to have sufficient
loss absorption capacity to engage in sustainable
corporate restructuring. In a systemic crisis, capital
will often have to come from the government
through recapitalization. But general experience—
supported by recent events in East Asia—suggests
that recapitalization of financial institutions needs to
be structured and managed to limit moral hazard. In
their analysis of 40 bank crises, Honohan and
Klingebiel (in this volume) find that repeated,
incomplete recapitalizations tend to increase the
fiscal costs of resolving a crisis. One possible
explanation is that marginally capitalized banks
tend to engage in cosmetic corporate restructuring—
such as maturity extensions or interest rate
reductions on loans to nonviable corporations—
rather than writing off debts.

Besides adequate capitalization, preferably by
private shareholders, banks’ incentives to undertake
corporate restructuring can be strengthened by
linking government financing to the restructuring.
For example, a capital support scheme in which
additional fiscal resources are linked to corporate
restructuring through loss sharing arrangements can
induce banks to conduct deeper restructuring.
Regardless, especially in weak institutional settings,
limits on the actions of marginally capitalized banks
will typically be necessary.

In principle, governments should only
capitalize or strengthen the capital base of financial
institutions with charter and franchise value. But
apart from political economy problems, it is often
difficult for governments to distinguish good banks
from bad. Risk sharing mechanisms with the private
sector, such as cofinancing arrangements with
government equity infusion (in the form of
preferred shares) when the private sector provides
capital, can help identify better banks. This setup
still requires decent institutions to avoid misuse.
Especially in a weak institutional environment with
limited private capital, governments may want to
rely more on hard budget constraints on weak banks
(such as a 100 percent marginal reserve requirement
on new deposits) to prevent a large leakage of fiscal
resources, including through excessive guarantees
on financial institutions’ liabilities. And good banks
may need to be actively coerced to receive support,

because they may resist government interference.
But without some support, good banks may not be
able to provide financial intermediation to
corporations, aggravating the crisis.

Restructuring corporations

Providing the right incentives. The nature of a
systemic crisis, and the already close links between
the solvency and performance of the corporate

and financial sectors in normal times, make it clear
that bank restructuring needs to be complemented
by corporate restructuring. To start corporate
restructuring, corporations should quickly be
triaged into operationally viable and not financially
distressed corporations, operationally viable but
financially distressed corporations, and financially
and operationally unviable corporations. In a normal
restructuring of an individual case of financial
distress, private agents will make these decisions
and start the operational and financial
restructuring.’ But in a systemic crisis case-by-case
restructuring is difficult because the incentives
under which agents operate are likely not
conducive, private capital is typically limited, and
coordination problems are large.”

Nevertheless, the starting point is providing
proper incentives for private agents to allow and
encourage market-based, sustainable corporate
restructuring. Given that the crisis was likely partly
induced by weaknesses in the environment in which
the corporate sector operated, the first step for
government has to be creating an enabling
environment. Depending on country circumstances,
this can imply undertaking corporate governance
reforms, improving bankruptcy and other
restructuring frameworks, making the judicial
system more efficient, liberalizing entry by foreign

6 Financial restructuring for corporations can take many
forms: loan reschedulings (extensions of maturities),
lower interest rates, debt-for-equity swaps, debt
forgiveness, indexing interest payments to earnings, and
so on. Operational restructuring, an ongoing process,
includes improvements in efficiency and management,
reductions in staff and wages, asset sales (such as a
reduction in subsidiaries), enhanced marketing efforts,
and the like, with the expectation of increased
profitability and cash flow.

7 For other papers on systemic corporate restructuring,

including specific case studies, see Claessens, Djankov,
and Mody (2001).
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investors, changing the competitive framework for
the real sector, or introducing other supportive
structural measures. In general, the political
economy of reform suggests that a crisis can often
be a time to get difficult structural reforms accepted
or at least initiated (Haggard 2001).

Most crisis countries reform the incentives for
restructuring, though the strengths and depth of the
reforms differ (see Claessens, Djankov, and
Klingebiel 2001; Dado and Klingebiel 2000; Stone
2000a, b; and World Bank 2000 for different groups
of crisis countries). For example, Indonesia adopted
a new bankruptcy system to replace its pre—World
War II Dutch code in August 1998, 12 months after
its crisis started. Similarly, Thailand’s Senate
approved the Act for the Establishment of and
Procedure for Bankruptcy Court, intended to
increase the efficiency of judicial procedures in
bankruptcy cases, in February 1999, 19 months
after its crisis began. But despite the act’s adoption,
bankruptcies in Thailand remain infrequent and
fraught with difficulties (Foley 2000).

Beyond fixing the environment, it can be
necessary to provide extra incentives for private
agents to engage in (quick) corporate restructuring.
These incentives can involve tax, accounting, and
other measures. Banks, for example, may be given
more tax relief for provisioning or restructuring
loans. Corporations may be given more favorable
accounting relief for recognizing foreign exchange
losses. In the wake of its crisis, the Republic
of Korea adopted more favorable tax rules for
corporate restructuring, though they ended up
being misused through cosmetic rather than real
restructuring. Some countries have offered
guarantees on exchange rate behavior, such as
Indonesia’s INDRA scheme and Mexico’s
FICORCA scheme; see Stone (2000a). The
efficiency of such measures should be evaluated
from various perspectives, taking into account their
benefits for restructuring and public finance as well
as their possible redistributive effects. But while
such measures may speed recovery, they often do
not contribute to fundamental reforms. In any case,
the general opinion is that such measures should be
temporary (that is, with sunset clauses).

Improving the framework for restructuring. Even
when adequate for normal times, a revamped
bankruptcy and restructuring framework might not
be sufficient during a systemic crisis given the

coordination problems and weaknesses in other
aspects of the institutional framework. Thus
governments have created special frameworks for
corporate restructuring, such as the “London rules”
first used in Mexico and then in several East Asian
countries (Indonesia, Republic of Korea, Malaysia,
Thailand).! The London rules involve an out-of-
court accord, under regular contract or commercial
law, that all or most creditor institutions are coerced
to sign. With such an accord, agreements reached
among most creditors can often be enforced on
other creditors without formal judicial procedures.

Arbitration with specific deadlines—and
penalties for failing to meet the deadlines—can also
be part of the accord, avoiding a formal judicial
process to resolve disputes.’ The degree of such
enhancements to the London rules has varied
among countries. In East Asia the frameworks in
Republic of Korea, Malaysia, and Thailand were the
most conducive to out-of-court restructuring, while
the framework in Indonesia was the least
(Claessens, Djankov, and Klingebiel 2001). These
differences appear to partly explain the variations in
the speed of restructuring in these four countries.

The most far-reaching proposal for enhancing
the restructuring framework is “super-bankruptcy”
(or “super Chapter 117), a temporary tool that
allows corporate management to stay in place and
forces debt-to-equity conversions (Stiglitz 2001).
This tool can preserve firms’ value as going
concerns by preventing too many liquidations and
keeping in place existing managers, who arguably
most often know best how to run the firms. An
important issue is when to call for a super Chapter
11—that is, when is a crisis systemic, and who has
the authority to call for such a suspension of

8 The London rules are principles for corporate
reorganization first proposed in the United Kingdom
in the early 1990s. Because the rules were not designed
for systemic corporate distress, countries have tightened
them in various ways.

9  Out-of-court negotiations and bankruptcy or other legal
resolution techniques are not the only ways of dealing
with financial distress. Economists have been proposing
alternative procedures for some time, centering on
versions of an asset sale or cash auction. Cash auctions
are easy to administer and do not rely on the judicial
system (Hart and others 1997). While attractive from a
theoretical perspective, these proposals have not had
recent followers except Mexico in 1998.
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payments? Political economy factors should be
taken into account, because some debtors could gain
disproportionately from a suspension of payments.
To date no country has taken this approach.'

Even with a better enabling environment,
agents will likely be unable to triage corporations
quickly and proceed with restructuring. The
resulting debt overhang or deadlock in claims can
be especially risky when institutions are weak,
and can greatly increase the final costs to the
public sector of resolving the crisis. Weak banks
may continue to lend to corporations that are “too
big to fail,” partly as a way of gambling for
resurrection, and so delay sustainable corporate
restructuring. Owners of defunct enterprises may
strip assets, leaving only liabilities for creditors.
Even financially viable corporations may stop
paying promptly if faced with an insolvent banking
system.

In such cases it may be necessary in the short
run to use hard budget constraints to limit the flow
of resources to weak corporations from weak
financial institutions or other sources. To increase
credit to corporations that can actually repay and
limit lending to weak corporations, it may also be
necessary to have temporary across-the-board
mechanisms for certain types of borrowers (such as
small and medium-size enterprises) or certain
activities (such as trade financing). The need for
such blunter tools will increase with a country’s
institutional weakness. Indonesia’s market-based
approach to corporate restructuring, for example,
seems to have had little impact and probably only
led to further asset stripping.

Choosing a lead agent. As a next step it is often
necessary for government to more directly support
corporate restructuring. As with support for the
financial system, it is essential to restructure strong
and viable corporations, and not weak ones. But all
too often, unviable corporations (such as those
considered too big too fail) receive support instead
of deserving, operationally viable corporations. This
was the case with Korea’s large chaebols and with

10 While bankruptcy laws differ considerably even among
industrial countries, there has been a general move from
more creditor-friendly regimes that are liquidation-
oriented toward more debtor-friendly regimes that are
restructuring-oriented (Westbrook 2001).

Indonesia and Thailand’s large family-controlled
conglomerates. These firms ended up receiving
disproportionately large financing during the first
phase of the crisis while smaller firms lacked even
working capital (Domac and Ferri 1999). Thus it is
crucial to choose a lead agent that ensures proper
analysis of corporations’ prospects as well as
durable operational and financial restructurings.

The main choice for the lead agent in
restructuring is between the government and the
private sector. Many approaches are possible. A
centralized asset management corporation puts the
government in charge. Recapitalization of private
banks puts the banks in charge. Under other models
investors and corporations can become the lead
agent, with the government sharing the risks. Banks
can work out nonperforming loans, for example, but
with some stop-loss arrangements with the
government. Or nonperforming loans can be
transferred to a number of corporate restructuring
vehicles that, though state-owned, can be privately
run by asset managers with incentive stakes.

Most important is that the lead agent have the
capital needed to absorb losses as well as the
institutional capacity, incentives, and external
enforcement mechanisms needed to effect
restructuring. Undercapitalized banks, for example,
will not be very effective restructuring agents. And
without a working bankruptcy regime, private
agents will not be able to force recalcitrant debtors
to the negotiating table—as in Indonesia and in
Thailand, where the restructuring of Thai
Petrochemical Industry took three years.

Countries often choose a mix of these
approaches when dealing with a systemic crisis.

In 1995 Mexico tried both an asset management
corporation and a more decentralized approach.
The four East Asian crisis countries (Indonesia,
Republic of Korea, Malaysia, Thailand) all
eventually used asset management corporations,
all used out-of-court systems for corporate
restructuring, and most used, after some initial
period, fiscal stimulus and monetary policy to foster
economic growth. In addition, all enhanced, to
varying degrees, their basic frameworks for private
sector operations, including bankruptcy and
corporate governance frameworks, liberalization
of foreign entry in the financial and corporate
sectors, and so on. But success has varied with the
intensity of these measures (Claessens, Djankov,
and Klingebiel 2001).
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Empirical evidence on these mechanisms is
limited but tends to favor the decentralized model.
A study of seven centralized approaches using
asset management corporations found that most
did not achieve their stated objectives with
corporate restructuring (Klingebiel 2001). The
study distinguishes corporate restructuring asset
management corporations from bank rehabilitation
asset management corporations. Two of the three
corporate restructuring corporations did not achieve
their narrow goal of expediting restructuring. Only
Sweden’s successfully managed its portfolio, acting
in some instances as the lead agent in restructuring.

Rapid asset disposition vehicles fared
somewhat better, with two of four—in Spain and the
United States—achieving their objectives.

These successes suggest that asset management
corporations can be effective, but only for narrowly
defined purposes of resolving insolvent and
unviable financial institutions and selling their
assets. But even achieving these objectives requires
many ingredients: a type of asset that is easily
liquefied (such as real estate), mostly professional
management, political independence, a skilled
human resource base, appropriate funding, adequate
bankruptcy and foreclosure laws, good information
and management systems, and transparent
operations and processes.

The findings by Klingebiel (2001) on asset
management corporations are corroborated by a
review of three East Asian countries (Dado 2000).
The centralized asset management companies in
Indonesia and Republic of Korea did not appear
likely to achieve their narrow goal of expediting
bank or corporate restructuring, while Malaysia’s
was relatively successful, aided by that country’s
strong bankruptcy system. Success has also varied
when a mix of approaches is tried. In Mexico
neither the asset management company nor the
enhanced restructuring framework was effective,
possibly because fundamental reforms were lacking
(Mexico’s bankruptcy regime, for example, was not
revamped until four years after its crisis). Export-led
growth appears to have led Mexico’s recovery after
1995 (though growth did not resolve banking
problems; see Krueger and Tornell 1999).

Dado and Klingebiel (2000) analyze
decentralized restructuring in seven countries—
Argentina, Chile, Hungary, Japan, Norway,

Poland, and Thailand. They find that the success
of this approach depended on the quality of the

institutional framework, including accounting and
legal rules, and on initial conditions, including

the capital positions of banks and ownership links.
In Norway the government built on favorable initial
conditions to attain a solid overall framework

for the decentralized approach. The biggest
improvement to the overall framework was made

in Chile, with favorable results. Poland and Hungary
ranked behind Chile, though Poland improved its
framework much faster than Hungary. Thailand
made little progress on strengthening its framework.
In Japan, despite many reforms to the overall
framework, efforts remained blocked by large
ownership links. And Argentina relied solely on
public debt relief programs and did not change its
overall framework for restructuring.

Changing ownership structures. Just as a crisis can
offer a window for structural reform, it can provide
an opportunity to reform a country’s ownership
structures. As a direct party to the restructuring
process, the state often becomes the owner of
defunct financial institutions and corporations. This
development severely complicates the resolution of
the crisis, because government may not have the
right incentives or capacity to effect the needed
operational and financial restructuring. At the same
time, large indirect ownership by the state of the
financial and corporate sectors provides an
opportunity to change ownership structures as part
of restructuring. This move can have several
benefits.

First, the changes can correct ownership
structures that contributed to the crisis and so help
prevent future crises. To the extent, for example,
that ownership concentrated in the hands of a few
families contributed to the crisis—as argued by
some for East Asia—government can try to widen
ownership structures.

Second, government can try to obtain
political support for restructuring by reallocating
ownership.!' One option is to reprivatize financial
institutions or corporations in a way that

11 Regardless of the changes in ownership and the
relationships between debtors and creditors, the
government may want to create a special social safety
net for laid-off workers to help sustain political support
for restructuring over time. See Levinsohn, Berry, and
Friedman (forthcoming) for the case of Indonesia.
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redistributes ownership among the general public or
employees of the restructured institution. Another
option is to use some of the state ownership to
endow unfunded pension obligations from a pay-as-
you-go system. In this way government can create
ownership structures that over time will reinforce its
reforms.

Third, changing ownership structures can
introduce third parties who have better incentives
and skills in restructuring individual corporations
and determining financial relief. One option is to
transfer nonperforming loans to a fund jointly
owned by private and public shareholders, but with
the private stake having lower seniority. Private
shareholders in the fund would then have the right
incentives when deciding on the financial viability
of a corporation, but without having full formal
ownership of the assets. Public resources would be
provided only when all parties—creditor banks,
other creditors, new private investors, the
government, and the private shareholders in the
fund—had reached agreement with the corporation.

Pursuing supportive macroeconomic policies.
Another common theme in the literature is that
corporate restructuring should occur in the context
of supportive macroeconomic policies. The right
macroeconomic policies (fiscal and monetary) can
speed the recovery of overall activity and corporate
output. The appropriate fiscal stance has been
extensively reviewed, especially in the context of the
East Asian crisis. A review by the International
Monetary Fund suggests that East Asian countries’
fiscal stance was too tight initially (Lane and others
1999). The appropriate monetary stance has been
more controversial and is still being debated (see
Drazen forthcoming and Cho and West
forthcoming), but mainly in terms of defending the
exchange rate.

An important related aspect is the effect on the
corporate sector through a possible credit crunch.
Microeconomic-based empirical literature suggests
evidence of a credit crunch early in the East Asian
crisis (Claessens, Djankov, and Xu 2000; Colaco,
Hallward-Driemeier, and Dwor-Frecaut 2000;
Dollar and Hallward-Driemeier 2000). The crunch
was likely the result of tighter capital adequacy
requirements and the monetary policies being
pursued. More generally, it has been found that
while tighter capital adequacy rules have minimal
effects on aggregate credit provision, borrowers

from weak banks are affected by tighter regulation
and supervision (BIS 1999). Given the unbalanced
financial systems in East Asia—where banks
dominate and little alternative financing was
available, and many banks were fragile even before
the crisis (Claessens and Glaessner 1997)—it is
likely that, at least initially, banking weaknesses and
tighter regulation and supervision led to a credit
crunch for East Asian corporations (Domac and
Ferri 1999). Following this initial crunch,
corporations may have ended up with a debt
overhang, with a consequent need for financial
restructuring.

Conclusion

The literature on systemic restructuring emphasizes
the need for governments to actively intervene to
overcome the many coordination problems in a
systemic crisis and to relieve the shortage of
financial capital, both of which impede progress
with case-by-case restructuring. The core issue in
dealing with a systemic crisis then becomes how to
resolve coordination issues while preserving or
enhancing incentives for normal, market-based
restructuring and transactions. Achieving both goals
requires consistent government policies, both
among issues and sectors, and over time.

The literature also stresses that fiscal and
monetary policies have to support the recovery
process in a systemic crisis. Policies must strike
the right balance between supporting the exchange
rate and avoiding a serious credit crunch created
by high interest rates. Supportive policies also
cover other dimensions, such as the strictness of
capital adequacy requirements and whether an
allowance should be made for automatic rollover of
payments by small and medium-size enterprises
during the early phases of a crisis. As extensively
debated in the context of the East Asian crisis and
earlier (for example, following Chile’s 1982 crisis),
these supportive policies have not always been in
place during systemic crises.

Especially during the containment phase of a
systemic crisis, but also afterward, governments
have to balance achieving stability with aggravating
moral hazard. One dimension is avoiding the
extension of government guarantees of financial
institutions’ liabilities, which can create moral
hazard and reduce freedom in future loss
allocations. Another dimension is the closing or
suspension of some financial institutions. Though it
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Consistent reform is also needed for public
recapitalizations. Any public recapitalization of
banks must take into account the availability of
fiscal resources. In several crisis countries the
recapitalization of financial institutions with
government bonds did not restore public confidence
because limited fiscal resources were available to
back the bonds. A related intertemporal consistency
issue in any crisis is government credibility. We
did not address this issue directly in this chapter,
but ex ante consistency is a precondition for
credibility.

Finally, approaches to restructuring must be
consistent with a country’s institutional capacity.
Institutional deficiencies can rule out approaches
in some countries that may be best practices in
other countries. These best practices can include
heavy reliance on a market-based approach
to corporate restructuring—where banks are
recapitalized and asked to work out debtors. But
where corporate governance and financial
regulation and supervision are weak, such an
approach may be a recipe for asset stripping or
looting rather than sustainable restructuring. Thus
emerging markets and industrial countries will
need different approaches to systemic restructuring.

While many of these lessons are often
mentioned in the literature we reviewed, best
practice policies are often not applied. Mistakes can
be made in the middle of a crisis. Afterward, it
is easy to point out these inconsistencies. But
even before there have been many clear cases of
inconsistent financial restructuring programs.
These inconsistencies usually develop because
policymakers are trying to overcome political
constraints, and it is hard to judge whether
they do so in the most efficient manner. But
inconsistencies can also reflect genuine differences
of opinion among policymakers and advisers on
what constitutes best practice—as with the need to
guarantee all liabilities during the early stages of a
crisis. The end result is similar, in that consistency
is often lacking.

Government efforts to restructure need to take
into account the political economy factors behind
the causes of a crisis and its resolution. In this
context there might be ways to change ownership
structures in a systemic crisis so that recovery is
expedited and a more sustainable outcome resuits.
But while we lack complete understanding of
systemic crises, we know even less about the
political economy of systemic crises.
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alike—have experienced systemic banking

crises requiring major—and expensive—
overhauls of their banking systems. Banking crises
not only hit government budgets with outlays that
have to be absorbed through higher taxes (or lower
spending), they are also costly in terms of forgone
economic output.

When crises break, as typically revealed
through audits uncovering widespread bank
insolvencies or through liquidity squeezes and
depositor withdrawals, governments are faced with
the tasks of containment and resolution. Either of
two broad approaches can be pursued. One is
accommodating, involving measures such as liberal
liquidity support to banks with cash-flow
difficulties, guarantees to depositors and creditors
of financial institutions, regulatory forbearance by
tolerating violations of bank solvency and minimum
capitalization rules, and debtor support schemes
that prop up bank borrowers who might otherwise
default. The other approach sticks to the rules,
requiring banks to meet standard capitalization
requirements or face official intervention that
constrains their operations. The accommodating
approach can restore or sustain depositors’
confidence and buy time for the situation to correct
itself. It is often thought that this approach saves
taxpayers’ money in the long run and limits the
wider economic costs of a crisis. But the heightened
moral hazard entailed by the accommodating
approach can be just as costly—if not more so.

This chapter examines the empirical evidence
on the two approaches. Specifically, it quantifies the
extent to which fiscal outlays incurred in resolving
bank distress can be attributed to crisis management
measures adopted by governments in the early years
of a crisis. It does so by analyzing some 40 crises

l n recent decades most countries—rich and poor

from around the world, a sample representing all
those for which data are available on both the fiscal
costs of the crises and the nature of the crisis
management policies pursued.

We find no evidence that accommodating
policies reduce fiscal costs. Indeed, each of the
accommodating measures examined—open-ended
liquidity support, blanket deposit guarantees,
regulatory forbearance, repeated (and thus initially
inadequate or partial) recapitalizations, and debtor
bailout schemes—appears to significantly increase
the costs of banking crises. Using regression results
to simulate the effects of these accommodating
policies, we find that if the countries in our sample
had not pursued any such policies, fiscal costs
would have averaged about 1 percent of GDP—little
more than one-tenth of what was actually spent.
Moreover, there is no indication that incurring these
higher costs reduced the scale of the output dips that
followed the crises. But things could have been
worse: had every country pursued all the above
policies, the regression results imply that fiscal
costs would have reached more than 60 percent of
GDP.

Our interpretation of these findings is in terms
of the moral hazard created by accommodating
policies. Our model also takes into account the
independent role of macroeconomic shocks in
contributing to and revealing bank insolvencies, as
well as the fact that a bad resolution strategy can be
more damaging when the origins of a crisis are
primarily microeconomic.

The next section reviews the nature and extent
of the costs of banking crises. The chapter then
discusses the different tools for resolving crises—
that is, the choice between strict and
accommodating policies. After that we present
empirical evidence on the extent to which costs are
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influenced by these policy choices. The final section
concludes.

The costs of banking crises

In the past quarter-century no type of country has
managed to avoid costly banking crises: banking
system failures have been at least as prevalent in
developing and transition economies as in industrial
countries. Since the late 1970s, 113 systemic

banking crises have occurred in 93 countries, and 50
borderline crises have arisen in 44 countries (Caprio
and Klingebiel in this volume).
Governments—and thus ultimately taxpayers—
have shouldered most of the direct costs of these
crises. These costs have been large: in our sample of
40 countries, governments spent an average of
nearly 13 percent of GDP cleaning up their financial
systems (figure 1 shows some of the higher costs in

Figure 1
Fiscal costs of banking crises
Percentage of GDP

Indonesia 1997
Chile 1981
Thailand 1997
Uruguay 1981 |
Korea, Rep. of 1997 |
Cote d'lvore 1988 | _
Venezuela, RB 1994
Japan 1992
Mexico 1994
Malaysia 1997
Slovenia 1992 |
Brazil 1994
Philippines 1983
Bulgaria 1996
Ecuador 1996
Czech Republic 1989
Finland 1991
Hungary 1991
Senegal 1988
Norway 1987 | _
Spain 1977
Paraguay 1995
Colombia 1982 ]
Srilanka1989 | |
Malaysia 1985 [~ ]
Sweden 1991 |

50

Note: Shows costs of 26 crises used in our sample. Dates indicate the year each crisis began.
Source: Caprio and Klingebiel (1996), Claessens, Djankov, and Klingebiel (2001).




the sample). Costs were even higher (just over 14
percent of GDP) in developing countries. And some
banking crises have been far more costly: in the
early 1980s Chile’s crisis cost 41 percent of GDP,
and Argentina’s cost 55 percent. Many of the costs
of East Asia’s recent financial crisis—estimated at
25-50 percent of GDP for the three hardest-hit
countries (Indonesia, Republic of Korea, and
Thailand)—will ultimately fall on government
budgets. Despite their small economies, developing
countries have suffered cumulative fiscal costs of
more than $1 trillion. Among industrial countries,
Japan’s drawn-out banking crisis has been the
costliest.

Fiscal outlays are not the only economic costs
of bank collapses. Indeed, to the extent that bailing
out depositors amounts to a transfer from taxpayers
to depositors, this is not even a net economic cost.
But when a government makes a bank’s claimants
whole, its net costs tend to be correlated with the
true economic costs. For one thing, the losses
covered—which are caused by bad loan decisions—
reflect wasted investible resources. Furthermore, a
government’s assumption of large, unforeseen
bailout costs can destabilize fiscal accounts,
triggering high inflation and a currency collapse—
costly in themselves—as well as adding to the
deadweight cost of taxation.

Moreover, fiscal costs do not include the
costs borne by depositors and other creditors of
failed banks (in some cases) and do not take
into account the burden imposed on depositors
and borrowers by the higher interest rate spreads
that result from bad loans left on banks’ balance
sheets. In addition, fiscal costs do not reflect the
costs of granting borrowers some monopoly
privilege or other means to improve their profits
and so repay their loans. Finally, estimates of
fiscal costs do not capture the slowdown in
economic activity that occurs when resources
are driven out of the formal financial sector (into
less efficient uses) and stabilization programs are
derailed.

Estimating the fiscal costs of banking crises is
not easy. There is no universal methodology, and
obtaining the underlying components of the
information required is usually problematic. Such
costs typically arise through:

B Defaults on liquidity loans made by the
monetary authority to a bank that proves to be
insolvent.
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B Bond or equity injections into an insolvent
bank to restore its capital or make it salable to a
sound bank; this is often done by buying part of
the bank’s loan portfolio at face value even
though the recoverable value of the loans is
much lower.

m  The capitalized value of subsidized loans to
insolvent banks or their borrowers.

B Payouts to depositors and other claimants,
including foreign creditors.!

Most of our data on these costs come from
evaluations made when a crisis has been detected
and is being contained. They represent estimates
of the net present value of prospective government
outlays to restore banks’ capital positions and
to make depositors and creditors whole in cases
where the government has extended guarantees
to them.

While it is hard to obtain reliable data on the
fiscal costs of banking crises, it is even harder
to pinpoint the other dimensions of crisis costs.
Attempts have been made to roughly estimate the
additional flow economic costs, typically by
comparing actual output with some hypothetical
“no crisis” output path. But it is extremely difficult
to guess what part of an output slump is caused
by a banking crisis—a latent banking crash often
becomes evident only when it is triggered by an
exogenous economic shock that also directly
contributed to recession. IMF (1998) offers one
widely used approach to estimating the costs of the
output dips that follow banking crises.? Using this
measure, output dips are correlated with measured
fiscal costs and on average are of the same order of
magnitude (figure 2).°

Examining the influence of policies on fiscal
costs is of interest regardless of whether fiscal costs
are a good measure of total crisis costs. But if

1 These avenues do not reflect the net fiscal flows to
banking systems. OQutside crisis times, repressed
banking systems often involve a sizable flow of
resources fo the government.

2 Hoggarth, Reis, and Saporta (forthcoming) discuss
alternative ways of measuring the subsequent output
dip.

3 If three outliers are discarded, the correlation is 0.7,
and a regression line implies an approximate one-to-
one relationship between flow output costs and fiscal
costs.
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]
Figure 2

Estimated fiscal costs and output dips

after 40 banking crises
Percentage of GDP
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Source: Authors calculations.

incurring fiscal costs helps reduce other crisis costs,
then the policy implications would be quite
different. In what follows we use the IMF (1998)
approach to examine the influence of
accommodating policies on crisis-induced output
dips. There is no indication that such policies reduce
such dips; some accommodating measures actually
increase them.

Accommodating and strict

policies for resolving crises
Although all banking systems are subject to
ongoing supervision, awareness of emerging
solvency problems typically triggers intensified
management. Starting with a diagnosis of the scope
of the crisis—especially whether it should be
considered systemic—the authorities make a series
of decisions ending with actions such as closing
financial institutions, nationalizing them,
liquidating them, disposing of their assets, and so
on. There are many possible policy responses to
banking distress, and the right decisions depend on
factors such as the causes of the crisis, other
prevailing conditions, and political constraints
facing the regulatory authorities.

It is convenient to distinguish between policies
for the short-term containment phase, while the

crisis is unfolding, and those for the rehabilitation
and restructuring phase. For both phases policy
choices can be strict or more accommodating and
gradual. In general, strict policies emphasize
decisive preventive action. A gradual approach can
be defended when the authorities have other ways of
limiting further risk taking,

Containment phase

In the early stages of a financial crisis, governments
typically implement policies aimed at restoring
public confidence in the banking system to
minimize repercussions on the real sector. As they
struggle to contain the crisis, governments face
(among others) two key strategic questions:

m  Should open-ended liquidity support be
extended to all financial institutions, including
insolvent ones?

B Should blanket guarantees be provided to
depositors and creditors of financial institutions
(in times of severe disruption) to stem a loss of
confidence in the system as a whole?

Open-ended liquidity support. The classic doctrine
is that central banks should abstain from providing
banks with open-ended emergency liquidity support
unless they are satisfied that the banks are viable
and oversight is adequate. Proponents of this view
point out that governments have often used liquidity
support to delay crisis recognition and to avoid
intervening in de facto failed institutions. They
argue that open-ended liquidity support is doomed
to fail because manager and shareholder incentives
shift when a financial institution becomes insolvent.
Thus, unless public loans to insolvent banks are
conditioned on restructuring and recapitalization,
they prolong such institutions’ ability to gamble for
resurrection, facilitate continued financing to loss-
making borrowers, and allow owners and managers
to engage in looting. The alternative view
recognizes that crisis conditions make it nearly
impossible to distinguish between solvent and
insolvent institutions, and argues that a generalized
crisis leaves the authorities with little choice but to
extend liquidity support.

Blanket deposit guarantees. A second contentious
point is whether governments should extend explicit
blanket guarantees to depositors and creditors
immediately after the onset of a crisis, to stem the
loss of confidence in the financial system. Some



analysts take a strict line here as well, arguing that
guarantees—if they are credible—reduce large
creditors’ incentives to monitor financial
institutions, providing ready funds for managers and
shareholders to use in gambling to resurrect
insolvent banks. They also point out that extensive
guarantees limit governments’ maneuverability in
allocating future losses, with the result that they
may end up absorbing most of the costs. Others
reason that, by extending timely and temporary
guarantees, the authorities can avoid the much
greater fiscal and economic costs of a widespread
panic, such as could be triggered or exacerbated by
the closing of a few banks.

Rehabilitation and restructuning phase

During rehabilitation and restructuring the
authorities are focused on restoring the capital
position of banks and resolving bad assets. Key
strategic questions include:

m s it safe for governments to engage in implicit
or explicit regulatory forbearance so that banks
can strengthen their capital base over time
through higher profits?

B Should the authorities insist on accomplishing
complete recapitalization immediately, or can
recapitalization be done in stages?

B Should governments intervene to help
borrowers cover their debts?

Regulatory forbearance. If banks still have a
franchise value, they could in principle restore their
capital over time by retaining profits. But such a
flow solution allows banks to function while
undercapitalized and so typically requires
forbearance on strict application of prudential
regulatory requirements. Forbearance is a matter of
degree. In its most accommodating form, banks
known to be insolvent are allowed to remain open.
Less accommodating forbearance policies inctude
allowing severely undercapitalized banks to remain
open under existing management or temporarily
relaxing any of a range of other regulations—such
as loan classification and loan loss provisioning
requirements.

Opponents of regulatory forbearance point to
the apparent contradiction of relaxing prudential
requirements just when they bite, and again note the
danger of allowing insolvent or undercapitalized
banks to gamble for resurrection. Proponents of
forbearance counter that regulation should depend

Controlling the Fiscal Costs of Banking Crises 19

on what state banks are in, and that relaxing
regulation in response to macroeconomic downturns
can provide better ex ante risk sharing as well as
shelter bank customers from the disruptions to
financial services (including credit crunches) that
may result from widespread bank suspensions and
closures.

Repeated recapitalizations. Instead of relying on a
flow of future profits, stock solutions immediately
inject capital, and are supported by the government
and aimed at restoring the solvency of viable but
insolvent or marginally solvent institutions. If
recapitalization needs to be repeated, this suggests
that not enough was done the first time, and thus
that the bank was allowed to operate without
enough capital. Opponents of repeated
recapitalizations point to the moral hazard involved.
Banks’ incentives to collect their loans and
borrowers’ incentives to repay are undermined as
both await the next bailout, increasing budget costs
and delaying corporate restructuring. Proponents of
partial (and hence repeated) recapitalizations point
to the fiscal pressures that can result from
immediate recognition of the full need for additional
capital.

Debtor bailouts. If bank bailouts are politically
unpopular, an indirect way of relieving a crisis—and
possibly restarting real economic activity—is
introducing a public debt relief program for bank
borrowers. Critics argue that, in addition to obvious
moral hazard, such programs risk being open-ended,
attracting borrowers who never would have been
able to repay even in good times and diverting
investible resources to uncreditworthy firms.*
Proponents of public debt relief schemes contend
that they are a good tool for mitigating external
shocks beyond the control of corporations.

Empirical evidence

Having considered the various intervention and
resolution policies that governments can adopt and
that may influence the fiscal costs of a crisis, we

4 In the empirical analysis we also experimented with a
dummy for the use of asset management companies
(Klingebiel 2000) and a freeze on deposits. Both of these
dummies were never significant, so they are not further
discussed here.
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now turn to the empirical evidence. Perhaps

there are no universal solutions to these issues:
country circumstances may determine the

right policy choices. Still, we can examine the
statistical relationship between policy choices and
crisis costs.

Modeling the cross-country variation in fiscal
costs requires us to take into account both policy
variables and exogenous variables. The severity of a
triggering macroeconomic recession and other
factors unrelated to management and resolution
policies can obviously increase financial distress
independently of the policies adopted, so we need to
take that into account to avoid assigning too much
importance to policy. But resolution policies can
also deepen losses. Their influence will depend
on the extent to which a crisis is caused by
microeconomic factors, including management
deficiencies in banks. Finally, governments
can choose to cover more or less of the overall
losses. Thus the estimating equation may need
to include macroeconomic factors as controls,
as well as policy variables. Furthermore, the
size of the coefficients may depend on whether
microeconomic weaknesses are pervasive.

This section describes the data we assembled
to estimate these effects and reports on the
regression results.

Sample and variables

It was a major challenge to develop a dataset that
identified not just regulatory policies and other
causal factors but also actual fiscal costs, for which
most data sources are not very reliable. The sources
and methods for the data are described in the
appendix.

The sample consists of 34 countries (25 of
them developing or transition economies, with
9 in Latin America, 6 in Asia, 5 in Eastern
Europe, and 5 in Africa or the Middle East) that
experienced significant fiscal costs from bank
failures between 1970 and 2000. Why these
countries? Simply because they are the entire set
for which we were able to gather sufficient
information on both regulatory practices and
fiscal costs. Six of the countries experienced
two distinct crisis episodes. These episodes are
treated separately, giving 40 distinct country
experiences.

The variable to be explained is the estimated
total direct fiscal cost of the banking crisis as a

percentage of GDP.° The explanatory variables fall
into three groups: crisis resolution policy variables,
macroeconomic indicators, and indicators of the
nature of the bank failures. (Fuller definitions are
provided in the appendix.)

Crisis resolution policy variables. In line with the
discussion in the previous section, we used six
variables measuring resolution policy tools (table 1).
These are all dummy variables with a value of 0
when policy was strict and 1 when policy was more
relaxed:

B Liosup indicates whether central banks or other
government agencies (such as deposit insurance
agencies) provided liquidity support to
financial institutions. It has a value of 1 if the
government provided open-ended, extensive
support (often at below-market rates) to
financial institutions regardless of their
financial position. Support is open-ended and
extensive if it was extended longer than a year
and was greater than total banking capital (as
happened in 23 of our 40 cases)—at which
point it is no longer temporary liquidity support
but rather solvency support.

B Gu4r has a value of 1 if the government issued
an explicit blanket guarantee to depositors and
creditors after the onset of the crisis or if
market participants were implicitly protected
from losses because public banks accounted for
at least 75 percent of the market (also 23 cases).

B There are two measures of regulatory
forbearance. ForB-4 has a value of 1 if some
banks were permitted to continue functioning
despite being technically insolvent (9 cases).
Fors-B has a value of 1 if either Fors-4 was
applied or some prudential bank regulations—
such as for loan classification and loan loss
provisioning—were suspended or not fully
applied (26 cases).

B An additional indicator of forbearance, rRerPcap,
has a value of 1 if banks were repeatedly

5 The results reported use the functional form log y. With
this transformation the skewness of the dependent
variable is greatly reduced, but it has the drawback that
it is undefined as costs approach 0. Alternative
functional forms such as log (1 + cost) and cost/(1 +
cost) gave qualitatively similar results.
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Table 1

Government responses to
40 banking crises

Policy tool (name of variable) Number of times used

Controlling the Fiscal Costs of Banking Crises 21

. ]
Table 2

Correlation matrix for individual
policy tools
LIQSUP GUAR FORB-A FORB-B REPCAP PDRP

Liquidity support (L/QSUP) 23 LIQSUP 1 028  -0.02 0.22 0.10 0.10
Blanket guarantee (GUAR) 23 GUAR 1 -0.14 0.32 046  -0.02
Forbearance type A (FORB-4) 9 FORB-A 1 027 014 0.28
Forbearance type B (FORB-B) 26 FORB-8 1 0.27 0.27
Repeated recapitalizations (RECAP) 9 REPCAP 1 0.00
Public debt relief program (PDRP) 9 PDRP

Source: Honohan and Klingebiel (2000).

Source: Honohan and Klingebiel (2000).

recapitalized. Such events suggest that the
initial recapitalization was inadequate and
effectively amounted to capital forbearance (9
cases).

® Finally, ppre has a value of 1 if the government
implemented an across-the-board public debt
relief program. Such programs can be seen as a
further form of accommodation likely to
generate moral hazard (9 cases).

Thus among these tools the most common in
our sample were regulatory forbearance (type B),
liquidity support, and blanket government
guarantees on bank deposits. But authorities were
selective when being accommodating, so policy
choices are not strongly correlated (table 2). That
means, for example, that governments that used
liquidity support did not necessarily use any
particular other policy tool.

Macroeconomic indicators. Many crises

were triggered or exacerbated by exogenous
macroeconomic conditions. We explored a

variety of indicators to control for the impact

of macroeconomic shocks on fiscal costs (table 3).
From this set two were consistently significant:
the real deposit interest rate (re4LiNT) and the
change in equity prices (sTOCKPRICE, taken to

the third power to increase the contribution of
large values).

Indicators of the nature of the bank failures. We
use a composite variable, MICro, that aggregates
the indicators of microeconomic management
described in the appendix. This variable is

used as a slope dummy with some of the policy
variables.

Regression results

Starting with the parameter estimates for the
macroeconomic indicators, we find that
macroeconomic difficulties—as indicated by high
real interest rates and falling equity prices—tend to
increase the fiscal costs of a banking crisis. But
these variables are mainly included to ensure that
the omission of macroeconomic factors does not
bias the estimate of policy variables.

When interpreting the main results, bear in
mind that the sign of the policy parameters is
set so that a positive coefficient indicates that
an accommodating policy choice increased
fiscal costs. The main finding is that every
significant coefficient is positive. In other words,
we found no specification where an accommodating
policy choice significantly reduced fiscal costs.
Varying the specification by including or excluding
explanatory variables does not significantly
affect the size of the coefficients. This outcome
also holds whether or not the macroeconomic
variables are included (Honohan and Klingebiel
2000).

Ligsup and the two Forss are the most
consistently significant explanatory variables; Gu4r
is also consistently significant. Replacing rors-3 by
its product with the dummy micro achieves a small
improvement, modestly supporting the hypothesis
that using regulatory forbearance as a crisis
resolution tool will result in even higher fiscal costs
in countries with weak microeconomic
environments (Honohan and Klingebiel 2000).

The policy message from these results seems
clear: open-ended liquidity support, regulatory
forbearance, and a blanket guarantee for depositors
and creditors all significantly contribute to the fiscal
cost of banking crises.
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Table 3

Macroeconomic, microeconomic, and government intrusion indicators

before the onset of 40 banking crises

Percent

Indicator Quartile | Median Quartile lll Max/Min
Macroeconomic

Real deposit interest rate*> 42 25 08
Real GDP growth* -16 0.2 0.9 9.3
Change in equity prices* =27.0 -10.8 20.0 211.0
Current account/GDP =58 -39 0.6 23
Fiscal balance/GDP 4.7 -1.2 0.3 5.1
Change in terms of trade* -5.7 -0.6 34 21.2
Short-term external debt/GDP* 56.3 14.4 9.2 79
Microeconomic

Growth in credi/GDP 407.0 214.0 147.0 116.0
Loans/deposits* 190.5 138.9 114 876
Government intrusion

Bank reserves/deposits 47.3 16.7 84 44
Share of government in total bank claims 913 17.6 1.0 40
Bank borrowing from central bank/total bank deposits 80.0 15.9 6.0 27

* Average for one year before crisis.
Average for two years before crisis.

a. Also a microeconomic indicator.

Source: World Bank.,

There is one obvious potential problem of
simultaneity here: really big crises may have
triggered the adoption of policies such as blanket
guarantees or liquidity support (especially if these
policies can be seen to some extent as being
analogous to the government burying its head in
the sand) in countries that otherwise relied on
strict policies. To verify that our results are not
contaminated by such reverse causality, we used
an instrumental variables approach.

Our two types of predetermined instruments
used data on the political and institutional
environment and on timing. The political and
institutional data are those published by the
International Country Risk Guide measuring
corruption in government (cCorrUPT) and the
tradition of law and order (z4worDER). These
were used because it is assumed that countries
with weak institutions, as measured by either
variable, are more likely to adopt accommodating
policies.

The timing instruments are dummy variables
for the years when crises began (there are 14 such

years; each dummy takes a value of 1 for countries
whose crisis began that year, 0 otherwise). The time
dummies could be valid instruments to the extent
that the choice of accommodating policies in a
particular year is influenced by global trends or
overall world conditions.

According to Honohan and Klingebiel (2000),
two-stage least squares estimates of the main
equations using these instruments come out close to
the ordinary least squares results. This finding
implies that the predicted degree of accommodation
from the first-stage regressions is just as strong a
predictor of fiscal costs as the actual degree of
accommodation. A regression of the residuals on the
instruments is not significant, providing some
reassurance that the instruments are indeed
predetermined. In all, then, this evidence suggests
that reverse causality is not a problem for the
interpretation of our results.

We also experimented with alternative
functional forms. Several different forms give a
similar fit without dominating the one shown
(though as noted below, the exact functional form



does have implications for the size of out-of-sample
predictions).

Scale of the cost implications

Our empirical findings show that accommodating
policies significantly increase the fiscal costs of
banking crises. If we were to take the regression
results literally and simulate the effects of uniformly
strict and uniformly accommodating policy
packages, we would obtain rather extreme results.
These results imply that a crisis country

that did not provide open-ended liquidity support,
blanket deposit guarantees, regulatory forbearance,
repeated recapitalizations, or debtor bailouts would
have incurred a fiscal cost of about 1 percent of
GDP. On the other hand, a crisis country that
provided all these forms of support would have a
predicted fiscal cost of more than 60 percent of
GDP (Honohan and Klingebiel 2000). But because
they are calculated beyond the range of the sample,
and taking into account their sensitivity to the
functional form of the equation, these limiting
projections should probably not be taken too
literally.

Still, more realistic calculations showing the
estimated impact of each policy tool—assuming the
other tools are used with their actual frequency—
also show sizable effects (table 4). These
calculations indicate that the most expensive
accommodating measures are liquidity support and
the various forms of forbearance, each of which
costs several percentage points of GDP. The

]
Table 4

Estimated fiscal costs of
accommodating policy tools

Policy tool Cost of adopting each tool
(percentage of cases where used) (percentage of GDP)
Forbearance type A (24) 6.7

Repeated recapitalizations (24) 6.3

Liquidity support (58) 6.3
Forbearance type B (84) 41

Public debt refief program (21) 31

Blanket guarantee (55) 29

Note: The table shows how much each accommodating measure can add
to fiscal costs. For example, permitting insolvent banks to stay open
(forbearance type A; see text) raises predicted fiscal costs by 6.7 percent
of GDP twice the sample mean (each calculation uses the sample mean
value of the other variables).

Source: Honohan and Klingebiel (2000).
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equation predicts that if deposit guarantees, one
form of forbearance, and repeated recapitalizations
are used, not extending liquidity support could halve
the expected fiscal cost.

Another caveat worth repeating is that the final
regressions do not include variables measuring
policies in place before the interventions considered
here. To the extent that such policies are important
(and to the extent that they would be correlated with
the included policy variables), their omission may
bias the estimated coefficients of the included
policy variables. Accommodating pre-crisis policies
that allowed financial institutions to take big risks
might well be associated with accommodating
intervention and resolution policies that raised post-
crisis costs.

/s there a tradeoff between fiscal costs and
economic recovery?

We also explored whether there was an obvious
tradeoff between fiscal costs and subsequent
economic growth. In other words, did countries that
used accommodating policies experience faster
macroeconomic recovery? Using a standard
approach to measure the size and duration of

the output dips following the crises (IMF 1998),
regressions using the same structure as for fiscal
costs fail to uncover evidence that this was the case
(Honohan and Klingebiel 2000). Except for
liquidity support, all the policy variables proved
insignificant. And for liquidity support, the positive
coefficient indicates that such support actually
appears to have prolonged crises, because recovery
took longer. Furthermore, the estimated output dip
was bigger.

Conclusion

In this chapter we have made a first attempt

to understand whether and what kind of crisis
resolution policies are effective in lowering the
fiscal costs of banking crises. While much
discussion suggests that most of the costs of
banking crises come from exogenous shocks, we
find evidence that resolution policies matter—and
that strict resolution policies contain fiscal costs.

Of course, it may also be that the underlying
policy philosophy that tends to generate strict
policies is associated with an environment that
helps contain costs before the recognition phase—
that is, before a crisis is recognized as such. By the
time containment and resolution policies come into
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play, some of the damage of an accommodating
policy stance will have already been done.

But while we have emphasized intervention and
resolution policies, it is not really possible to draw
an unambiguous line between these and prevention
policies. To the extent that prevention policies have
been explicitly included, our estimates may
somewhat exaggerate the role of intervention and
resolution.

The data on which we depend are tentative, and
one should not rely too heavily on the precise
coefficient estimates. Still, the effects we model are
statistically significant, have a consistent sign, and
are economically large. In particular, open-ended
liquidity support, regulatory forbearance, and a
blanket guarantee for depositors and other creditors

significantly contribute to the fiscal costs of
banking crises. Countries that avoid these policies
can expect to considerably cut the costs of future
crises.

Containing and resolving banking crises is not
easy, and the exact policy approach cannot be
dictated by the results of a model simplified for
econometric testing. We can hardly claim to have
proven the best policy choices in all circumstances.
Nevertheless, our findings clearly favor a strict
approach to resolving crises, rather than an
accommodating one. At the very least, they
emphasize that regulatory authorities who choose an
accommodating or gradual approach to an emerging
crisis need to be sure that they have some other way
of controlling risk taking.

Appendix: Descriptions of variables and data

Dependent variables

Fiscal cost

The dependent variable fiscal cost is the estimated
net present value of the budget cost of the crisis
based on official or expert assessments, expressed as
apercentage of GDP (table Al). The first date shown
for the crisis is the date when the existence of the
crisis became publicly known. The fiscal cost figure
includes both fiscal and quasi-fiscal outlays for
financial system restructuring, including the cost of
recapitalizing banks, bailout costs related to covering
depositors and creditors, and debt relief schemes for
bank borrowers.

Data on fiscal costs and crisis dates are from
World Bank estimates assembled from published
sources and from recent discussions with national
experts. The estimates here draw on those reported
by Caprio and Klingebiel (1996 and in this volume)
and Lindgren, Garcia, and Saal (1996). Conflicts
between sources have been reconciled with the help
of country experts.

Output dip

Dips in output growth following banking crises are
calculated using the approach of and data from IMF
(1998), with updates for more recent crises (table
AZ2). This approach calculates the output dip as the
cumulative deviation of output from its previous
trend growth during the duration of the dip, defined
as the period over which the output growth rate

remains below the trend value. As in IMF (1998),
recovery time is | plus the duration of the dip (in
years). As noted in the text, Hoggarth, Reis, and
Saporta (forthcoming) propose alternative dip
measures.

Data on crisis resolution fools

To characterize the main components of a crisis

resolution strategy, we use dummy variables (shown

in table A1) characterizing each government’s
approach along five dimensions:

B Issuance of a blanket government guarantee
(Gu4r). Did the government issue an explicit and
unlimited guarantee for depositors and creditors,
or were market participants implicitly protected
because deposits in state-owned institutions
accounted for more than 75 percent of banking
deposits?

W Open-ended, extensive liquidity support to
insolvent institutions (Lrgsup). Did the
government or one of its agencies (typically a
central bank or deposit insurance agency)
provide open-ended, extensive liquidity support
(at preferential rates) to financial institutions
regardless of their financial standing? (Support
is open-ended and extensive if it was provided
for longer than a year and was greater than total
banking capital.)

B Forbearance (Fors). Did the government
forbear in either of the following progressively
less liberal ways? Under forbearance type A,
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Table At
Crisis intervention and resolution policy tools
Blanket
guarantee for Extensive Repeated Public debt

Fiscal cost depositors and liquidity support Forbearance?  recapitalizations relief for
Country Period (% of GDP) creditors (Guar)? (uasur)? ForB-A rorB-B  (Recap)? borrowers (pore)?
Argentina (I) 1980-82 55.1 Yes No No Yes No Yes
Argentina (1) 1995 0.5 No No No No No No
Australia 1989-92 19 No No No Yes No No
Brazil 1994-96 13.2 No No Yes Yes No Yes
Bulgaria 1996-97 13.0 Yes Yes Yes Yes No No
Chile 1981-83 41.2 No Yes No Yes No Yes
Colombia 1982-87 5.0 Yes Yes No No No No
Cote d'lvoire 1988-91 25.0 No Yes Yes Yes No No
Czech Republic  1989-91 12.0 Yes No No Yes Yes No
Ecuador 1996-present 13.0 No No Yes Yes No Yes
Egypt 1991-95 0.5 Yes Yes No Yes No No
Finland 1991-94 11.0 Yes Yes No Yes No No
France 1994-95 0.7 No No No Yes No No
Ghana 1982-89 3.0 Yes Yes Yes Yes No Yes
Hungary 1991-95 10.0 Yes Yes No Yes Yes No
Indonesia (1) 1992-94 38 No No No Yes No No
Indonesia (Il) 1997-present  50.0 Yes Yes No Yes Yes No
Japan 1992-present 20.0 Yes Yes No Yes Yes No
Korea, Rep. of  1997-present  26.5 Yes Yes Yes Yes Yes No
Malaysia (1) 1985-88 47 No Yes No Yes No No
Malaysia (Il) 1997-present 164 Yes No No Yes Yes No
Mexico 1994—present 19.3 Yes Yes No Yes Yes Yes
New Zealand 1987-90 1.0 No Yes No No No No
Norway 1987-93 8.0 Yes Yes No Yes No No
Paraguay 1995-present 51 Yes Yes No Yes No No
Philippines (I) ~ 1983-87 13.2 No Yes Yes Yes No Yes
Philippines (ll) ~ 1998-present 0.5 No No No No No No
Poland 1992-95 35 Yes Yes No Yes No No
Senegal 1988-91 9.6 Yes Yes No Yes No Yes
Slovenia 1992-94 14.6 Yes No Yes Yes No No
Spain 1977-85 5.6 No Yes No Yes No No
Sri Lanka 1989-93 5.0 Yes No No Yes Yes No
Sweden 1991-94 40 Yes No No No No No
Thailand (1) 1983-87 20 No No No Yes No No
Thailand (1) 1997-present  32.8 Yes Yes No Yes No No
Turkey (1) 1982-85 25 No No No No No No
Turkey (1I) 1994 1.1 Yes No No Yes No No
United States 1981-91 32 No No Yes Yes No No
Uruguay 1981-84 31.2 Yes Yes No Yes Yes Yes
Venezuela, RB  1994-97 22,0 No Yes No Yes No No

Source: Compiled by authors.
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banks observed to be in open distress—such

as those unable to pay depositors, with no access
to the interbank market, or widely believed

to be insolvent (except public banks)—are
allowed to continue operating without any
restrictions for at least a year. Under forbearance
type B, either forbearance type A was applied

or regulations (particularly those for loan
classification and loan loss provisioning) are
relaxed or the current regulatory framework

is not enforced for at least a year.

Repeated recapitalizations (rRercap). Did banks
undergo more than one round of government-
sponsored recapitalizations?

Public debt relief program (pprpr). Did the
government implement a broad debt relief
program for corporations or other types

of borrowers, including through an exchange
rate guarantee program or rescue of
corporations?
Data on these measures drew on the dataset
from Caprio and Klingebiel (1996) and added
countries and policy variables. Information
on the policy variables came from official
country sources, from the World Bank Regulatory
Database (Barth, Caprio, and Levine 2001),
from Garcia (1999) and other IMF reports, and
from interviews with country experts. Complete
data are available for 40 episodes involving
34 countries.

Control variables

We used data summarizing macroeconomic
conditions, the regulatory and management

Table A2
Crisis country scores for microeconomic indicators and output dips
Growth in Real deposit  Loan Enforcement Loan to MICRO Output Duration
credit/GDP  interest rate classification® of creditor depositratio (0if meanof  growthdip® of dip®

Country U] n () rights® (IV) V) 1V >24) (% of GDP)  (years)
Argentina (1) 3 1 2 2 3 1 16.6 4
Argentina (1l) 1 2 3 4 2 0 1.9 3
Australia 3 3 3 4 2 0 0 1
Brazil 2 . 3 3 2 1 1 0
Bulgaria 4 1 3 . 4 0 204 3
Chile 1 3 3 4 1 0 455 9
Colombia 3 2 2 1 3 1 65.1 5
Cote d'lvoire 4 1 1 2 1 1

Czech Republic 2 3 1 3 . 1 0 1
Ecuador 1 4 3 2 3 0 09 1
Egypt 4 1 . 1 4 1 6.5 5
Finland 3 2 4 4 1 0 231 7
France 4 2 4 4 1 0 0 1
Ghana 4 1 1 1 4 1 6.6 2
Hungary 4 2 1 3 1 1 13.8 3
Indonesia (1) 1 4 1 1 2 1 42.3 9
Indonesia (II) 3 4 2 3 2 0 33.0 4
Japan 2 2 4 3 2 0 217 9
Korea, Rep. of 2 3 2 2 1 1 16.5 3
Malaysia (I) 1 4 2 3 2 0 137 4
Malaysia (ll) 2 3 2 3 2 0 228 4
Mexico 1 4 2 2 1 1 9.6 2
New Zealand 2 2 4 2 4 0 185 7
Norway 1 4 1 4 2 0 19.6 8
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environment affecting bank management (referred stay afloat), loan classification rules (proxy

to as microeconomic indicators), and the degree of for quality of regulation; see note to table

government intrusion: A2), enforcement of creditor rights (proxy

B Macroeconomic indicators, as averages for one for the effectiveness of the legal system;
(*) or two (f) years before the crisis year: real see note to table A2), and average ratio of
deposit interest rate* (also a microeconomic bank loans to deposits* (proxy for liquidity
indicator), real GDP growth*, percentage risk).
change in equity (stock market) prices*, current @ Government intrusion indicators: bank
account as a percentage of GDPT, fiscal reserves (cash plus with central bank) as
balance as a percentage of GDPTY, percentage percentage of deposits, share of government
change in the terms of trade*, and short-term in total bank claims, and bank borrowing
external debt as a percentage of GDP*. from central bank as a percentage of total

® Microeconomic indicators: growth in bank deposits.
bank credit relative to GDP¥ (as proxy for Each continuous control variable was normalized
relaxed credit risk standards), real deposit to zero mean and unit standard deviation. The
interest rate (possible proxy for financial variable micro is a composite of the microeconomic
system distress as banks bid up rates to indicators: it takes a value of 1 when the country

Table A2
Crisis country scores for microeconomic indicators and output dips—continued
Growth in Real deposit  Loan Enforcement Loan to MICRO Output Duration
credit/GDP  interest rate classification® of creditor depositratio (0 if meanof  growthdip® of dip®

Country ] (]} ()] rights® (IV) v) -V >2.4) (% of GDP)  (years)
Paraguay 2 3 3 4 3 0 0 1
Philippines (1) 3 3 2 1 1 1 257 5
Philippines (Il) 1 3 3 2 3 0 75 3
Poland 2 1 1 2 4 1 0 1
Senegal 4 4 1 1 1 1 0 1
Slovenia . 4 1 4 3 0 21 2
Spain 3 1 1 2 4 1 0 1
Sri Lanka 1 2 . 1 3 1 05 3
Sweden 1 2 3 4 1 1 6.5 3
Thailand (1) 2 3 1 1 3 1 8.7 2
Thailand (1) 3 4 1 2 1 1 315 4
Turkey (1) 3 1 1 4 4 0 0 1
Turkey (1) 4 1 3 4 4 0 9.1 2
United States 2 3 4 4 2 0 54 3
Uruguay 3 1 . 2 3 1 417 6
Venezuela, RB 4 4 2 1 4 0 14.1 4

Note: Except where otherwise indicated, each country was scored 1, 2, 3, or 4 for each of the microeconomic variables, with lower values indicating weaker
conditions.

a. Scored as follows: 4 indicates forward-looking provisioning criteria, 3 indicates that provisioning is required when loans are 90 days overdue, 2 indicates
that provisioning is required when loans are 120 days overdue, and 1 indicates that provisioning is required when loans are 360 days overdue.

b. Based on La Porta, Lopez-de-Silanes, and Shliefer (1998), where thresholds are set at scores of 6 (changed to 1 in this table), 12 ( changed to 2), and 18
(changed to 3).

c. IMF (1998) methodology; see text.

Source: Compiled and calculated by authors.
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has a low average value of the microeconomic Note that, of the macroeconomic and
indicators relative to other countries; otherwise the government control variables, only the real interest
value is 0.6 rate and change in equity prices were significant in

the regressions. The others were then excluded from
all reported regressions.
Data on control variables came from the

ificall h 1,2, 3, or 4 f , . . . L .
6 Specifically, each country was scored O = " IMF’s International Financial Statistics (bank data

each of the microeconomic variables (with lower values . .
indicating weaker conditions; see table A2). Each refers to deposit money banks), the International

country’s mean of these scores was then computedand ~ Finance Corporation’s Emerging Markets Database,
micro set to 1 for countries lower than the median across and La Porta and other (1998) (for enforcement
countries. Thus micro is 1 when microeconomic  of creditor rights), supplemented by national
conditions are weak. sources.
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113 systemic banking crises (defined as

much or all of bank capital being exhausted)
that have occurred in 93 countries since the late
1970s. The table also provides information on 50

T he following table presents information on

borderline and smaller (nonsystemic) banking crises .

in 44 countries during that period. The data are as of
1999. Some judgment has gone into the compilation
of this list, not only for countries lacking data on the
size of the losses but also for countries where
official estimates understate the problem. For
instance, at some point in the 1990s nearly every
transition economy experienced a banking crisis,
but not all of these were included to limit the
number of countries with missing information.
Moreover, it is difficult to identify the
timeframes of banking insolvencies. Overt crises—
such as those involving a run on banks, on a
country’s currency, or both—are fairly easy to date,
but these are only a subset of the cases listed here.
Financial distress, in which the banking system has
negative net worth, can occur over a period of time.
Indeed, a crisis may persist for some time before

being detected. The dates attached to the crises
reviewed here are those generally accepted by
finance experts familiar with the countries, but their
accuracy is difficult to determine in the absence of
the means to mark portfolios to market values.
Similarly, it is not always clear when a crisis is over.
In countries that have experienced multiple crises,
later events may just be a continuation of earlier
events.

As the table shows, the costs of banking crises
vary widely. But the data on losses and costs should
be treated with caution. Some of the data include
corporate restructuring, while others relate only to the
restructuring and recapitalization of the financial
system. Moreover, we are not able to include the
burden borne by depositors and borrowers in the
form of wider interest rate spreads resulting from
bad loans left on banks’ balance sheets. Finally,
most of the data on costs do not include costs
resulting from indirect methods of bailing out
banks. For example, a government may subsidize a
borrower by granting it monopoly privilege or other
means to improve profits and so repay loans.
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Systemic Banking Crises

Sub-Saharan Africa
Economy Scope of crisis Estimated losses or costs
Benin
1988-90 All three commercial banks collapsed; 80 percent of banks' CFA 95 billion, equivalent to
loan portfolios were nonperforming. 17 percent of GDP.
Burkina Faso
1988-94 Banking system nonperforming loans estimated at 34 percent.
Burundi :
1994-7 Banking system nonperforming loans estimated at 25 percent
in 1995; one bank was liquidated.
Cameroon
1987-93 In 1989 banking system nonperforming loans reached
60~70 percent. Five commercial banks were closed and three
banks were restructured.
199598 At the end of 1996 nonperforming loans accounted for
30 percent of total loans. Three banks were restructured and
two were closed.
Cape Verde
1993-? At the end of 1995 commercial banks' nonperforming

loans reached 30 percent.

Central African Rep.
1976-92 Four banks were liquidated.

1988-99 The two largest banks, accounting for 90 percent of assets,
were restructured. Banking system nenperforming loans
reached 40 percent.

Chad

1980s Banking sector experienced solvency problems.

1992 Nonperforming loans to the private sector reached 35 percent.

Congo, Dem. Rep. of (former Zaire)

1980s Banking sector experienced solvency problems.

1991-92 Four state-owned banks were insolvent; a fifth bank was to be
recapitalized with private participation.

1994-present Nonperforming loans to the private sector reached 75 percent.

Two state-owned banks have been liquidated and two other
state banks privatized. In 1997, 12 banks were having serious
financial difficulties.

Congo, Rep. of
1992—present Two large banks were liquidated. The three remaining banks
are insolvent. Situation aggravated by the civil war.

Cote d'ivoire

1988-91 Four large banks affected, accounting for 90 percent of Government costs estimated at
banking system loans; three definitely and one possibly CFA 677 billion, equivalent to
insolvent. Six government banks closed. 25 percent of GDP.
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Systemic Banking Crises

|
Sub-Saharan Africa—continued

Economy

Scope of crisis Estimated losses or costs

Equatorial Guinea

1983-85 Two of the country’s largest banks were liquidated.

Eritrea

1993 Most of the banking system was insolvent.

Ghana

1982-89 Seven of eleven audited banks insolvent; rural banking Restructuring costs estimated
sector affected. at 6 percent of GNP.

Guinea

1985 Six banks—accounting for 99 percent of system Repayment of deposits
deposits—deemed insolvent. amounted to 3 percent of 1986

GDP.
1993-94 Two banks deemed insolvent; one other bank had serious

financial difficulties. Together these three banks accounted for
45 percent of the market.

Guinea-Bissau
1995-?

At the end of 1995 nonperforming loans accounted for
45 percent of commercial banks’ loan portfolio.

Kenya

1985-89 Four banks and twenty-four nonbank financial
institutions—accounting for 15 percent of financial system
liabilities—faced liquidity and solvency problems.

1992 Intervention in two local banks.

1993-95 Serious solvency problems with banks accounting for more
than 30 percent of financial system assets.

Liberia

1991-95 Seven of eleven banks not operational; in mid-1995 their
assets accounted for 60 percent of bank assets.

Madagascar

1988 25 percent of bank loans deemed unrecoverable.

Mali

1987-89 Nonperforming loans of largest bank reached 75 percent.

Mauritania

1984-93 In 1984 five major banks had nonperforming assets ranging Cost of rehabilitation estimated
from 45-70 percent of their portfolios. at 15 percent of GDP in 1988,

Mozambique

1987-95? Main commercial bank experienced solvency problems that
became apparent after 1992.

Niger

1983-? In the mid-1980s banking system nonperforming loans reached

50 percent. Four banks were liquidated and three restructured
in the late 1980s.
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Systemic Banking Crises

|
Sub-Saharan Africa—continved - _

Economy Scope of crisis Estimated losses or costs
Nigeria -
1990s In 1993 insolvent banks accounted for 20 percent of banking

system assets and 22 percent of deposits. In 1995 almost half the
banks reported being in financial distress.

Sao Tomé and Principe -

1980s~1990s At the end of 1992, 90 percent of the monobank's loans were
nonperforming. In 1993 the commercial and development
departments of the former monobank were liquidated, as was
the only financial institution. At the same time, two new banks
were licensed that took over many of the assets of their
predecessors. The credit operations of one new bank have been
suspended since late 1994,

Senegal

1988-91 In 1988, 50 percent of banking system loans were $830 million, equivalent to
nonperforming. Six commercial banks and one development 17 percent of GDP.
bank closed, accounting for 20-30 percent of financial
system assets.

Sierra Leone

1990-present In 1995, 40-50 percent of banking system loans were
nonperforming. One bank's license was suspended in 1994.
Bank recapitalization and restructuring are ongoing.

Swaziland

1995 Meridien BIAO Swaziland was taken over by the Central Bank.
The Central Bank also took over the Swaziland Development
and Savings Bank, which faced severe portfolio problems.

Tanzania

Late 1980s; 1990s  In 1987 the main financial institutions had arrears amountingto  In 1987 implied losses
half their portfolios. In 1995 it was determined that the National  amounted to nearly 10 percent
Bank of Commerce, which accounted for 95 percent of banking  of GNP.
system assets, had been insolvent since at least 1990.

Togo

1993-95 . Banking sector experienced solvency problems.

Uganda

1994-present Half of banking system facing solvency problems.

Zambia

1995 Meridian Bank, which accounted for 13 percent of commercial ~ $50 million (1.4 percent
bank assets, became insolvent. of GDP).

Zimbabwe

1995-present Two of five commercial banks have high nonperforming loans.
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Systemic Banking Crises

East and South Asia

Economy Scope of crisis Estimated losses or costs
Bangladesh :
Late 1980s-96 In 1987 four banks accounting for 70 percent of credit had

nonperforming loans of 20 percent. From the late 1980s the entire
private and public banking system was technically insolvent.

China
1990s At the end of 1998 China's four large state-owned commercial  Net losses estimated to reach
banks, accounting for 68 percent of banking system assets, $428 billion, or 47 percent of
were deemed insolvent. Banking system nonperforming loans ~ GDP in 1999.
) were estimated at 50 percent.
Indonesia
1997-present By March 1999 Bank Indonesia had closed 61 banks and Fiscal costs estimated at

nationalized 54, of a total of 240. Nonperforming loans for the ~ 50-55 percent of GDP.
banking system estimated at 65-75 percent of total loans.

Korea, Rep. of

1997-present In March 1999, 2 of 26 commercial banks—accounting for Net losses estimated at
12 percent of banking system assets—were nationalized. Five  $68 billion, or 20 percent of
banks—accounting for 8 percent of banking system assets—  GDP in 1999.

were closed. Seven banks—accounting for 38 percent of
banking system assets—were placed under special supervision.
Banking system nonperforming loans are expected to peak at

3040 percent.

Malaysia

1997-present Finance companies are being restructured, and the number of ~ Net losses estimated at
finance companies is to be reduced from 39 to 16 through $15 billion, or 21 percent of
mergers. Two finance companies were taken over by the GDP in 1999.
Central Bank, including the largest independent finance
company. Two banks deemed insolvent—accounting for
14 percent of financial system assets—will be merged with other
banks. At the end of 1998 nonperforming loans estimated at
25-35 percent of banking system assets.

Nepal

1988 In early 1988 the reported arrears of three banks accounting for
95 percent of the financial system averaged 29 percent of assets.

Philippines

1981-87 Problems in two public banks accounting for 50 percent of At its peak, central bank
banking system assets, six private banks accounting for assistance to financial
12 percent of banking system assets, 32 thrifts accounting for  institutions amounted to
53 percent of thrift banking assets, and 128 rural banks. 19 billion pesos (3 percent of

GDP).

1998-present Since January 1998 one commercial bank, 7 of 88 thrifts, and ~ Net losses estimated at

40 of 750 rural banks have been placed under receivership. $4 billion, or 7 percent of

Banking system nonperforming loans reached 12 percent by GDP in 1999.
November 1998, and were expected to reach 20 percent in 1999.
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Systemic Banking Crises
. _________________________________________________________________________________________________° ]
East and South Asia—continued

Economy Scope of crisis Estimated losses or costs
Sri Lanka
1989-93 State-owned banks comprising 70 percent of banking system Restructuring cost amounted
estimated to have nonperforming loans of about 35 percent. to 25 billion rupees (5 percent
of GDP).
Taiwan, China
1997-98 Banking system nonperforming loans estimated at 15 percent at  In 1999 net losses estimated
the end of 1998. at $26.7 billion, or 11.5 percent
of GDP.
Thailand
1983-87 Authorities intervened in 50 finance and security firms and Government cost for 50

1997—present

5 commercial banks, or about 25 percent of financial system finance companies estimated

assets; 3 commercial banks deemed insolvent (accounting for  at 0.5 percent of GNP;

14 percent of commercial bank assets). government cost for
subsidized loans amounted to
about 0.2 percent of GDP
a year.

Through March 1999 the Bank of Thailand intervened in 70 (of  Net losses estimated at
91) finance companies that together accounted for 13 percent of  $60 billion, or 42 percent of
financial system assets and 72 percent of finance company GDP in 1999.

assets. It also intervened in six banks that together had a market

share of 12 percent. At the end of 1998 banking system

nonperforming loans reached 46 percent.

Vietnam
1997—present

Two of four large state-owned commercial banks—accounting

for 51 percent of banking system loans—deemed insolvent; the
other two are experiencing significant solvency problems. Several
joint stock banks are in severe financial distress. Banking system
nonperforming loans reached 18 percent in late 1998.

. ]
Latin America and the Caribbean

Economy Scope of crisis Estimated losses or costs
Argentina
1980-82 More than 70 institutions—accounting for 16 percent of 55 percent of GDP.
commercial bank assets and 35 percent of finance company
assets—were liquidated or subjected to central bank intervention.
1989-90 Nonperforming assets accounted for 27 percent of the aggregate
portfolio and 37 percent of the portfolios of state banks. Failed
banks held 40 percent of financial system assets.
1995 Eight banks suspended and three banks collapsed. Through the Direct and indirect costs to

end of 1997, 63 of 205 banking institutions were closed or public estimated at 2 percent
merged. of GDP.
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Systemic Banking Crises
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Latin America and the Caribbean-—continued

Economy Scope of crisis Estimated losses or costs

Bolivia

1986-88 Five banks were liquidated. Banking system nonperforming
loans reached 30 percent in 1987; in mid-1988 reported arrears
stood at 92 percent of commercial banks’ net worth.

1994-7 Two banks with 11 percent of banking system assets were closed
in 1994. In 1995, 4 of 15 domestic banks, accounting for
30 percent of banking system assets, experienced liquidity
problems and suffered high nonperforming loans.

Brazil

1990 Deposits converted to bonds.

1994-present

By the end of 1997 the Central Bank had intervened in or put
under temporary administration 43 financial institutions, and
banking system nonperforming loans reached 15 percent.

In 1996 the negative net worth
of selected state and federal
banks was 5-10 percent of
GDP. By the end of 1997 bank
recapitalizations had cost $3
billion for Banco Economico,
$3 billion for Bamerindus,

$8 billion for Banco do Brazil,
and $5 billion for Unibanco. In
1998 public support to private
banks cost 1-2 percent of
GDP.

Chile

1976 Entire mortgage system insolvent.

1981-83 In 1981 the authorities intervened in four banks and four In 1982-85 the government
nonbank financial institutions accounting for 33 percent of spent 42 percent of GDP to
outstanding loans. In 1983 the authorities intervened in seven  resolve the banking crisis.
banks and one financiera accounting for 45 percent of financial
system assets. By the end of 1983, 19 percent of loans were
nonperforming.

Colombia

1982-87 The Central Bank intervened in six banks accounting for Restructuring costs were
25 percent of banking system assets. estimated to be about 5

percent of GDP.

Costa Rica

Several instances

in 1987 public banks accounting for 90 percent of banking
system loans were in financial distress, with 32 percent of their
loans considered uncollectable.

Implied losses of at least twice
the capital plus reserves.
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Latin America and the Caribbean—continued

Economy Scope of crisis Estimated losses or costs
Ecuador
Early 1980s Program exchanging domestic for foreign debt implemented to
bail out banking system.
1996-present The authorities intervened in several small financial institutions in

late 1995 and early 1996 and in the fifth largest commercial bank
in 1996. Seven financial institutions, accounting for 25-30 percent
of commercial banking assets, were closed in 1998-99. In

March 1999 the authorities declared a one-week bank holiday.

El Salvador

1989 Nine state-owned commercial banks had nonperforming loans
averaging 37 percent.

Jamaica

1994-present In 1994 a merchant banking group was closed. In 1995 a
medium-size bank received financial support. In 1997 the
Financial Credit Adjustment Company effectively nationalized five
of six commercial banks as a result of a sharp deterioration in
their asset quality and the erosion of their capitai base.

Mexico

1981-91 Government took over troubled banking system.

1995-present Of 34 commercial banks in 1994, 9 were intervened in and 11 Bank rescue estimated to
participated in the loan/purchase recapitalization program. The  cost $65 billion by early 1998,
9 intervened banks accounted for 19 percent of financial system or nearly 15 percent of GDP.
assets and were deemed insolvent.

Nicaragua

Late 1980s—96 Banking system nonperforming loans reached 50 percent in 1996.

Panama

198889 In 1988 Panama'’s banking system experienced a nine-week
banking holiday. The financial position of most state-owned and
private commercial banks was weak. As a result 15 banks ceased
operations.

Paraguay

1995-present The Government Superintendency intervened in two connected By May 1998 the govemment
commercial banks, two other banks, and six related finance had spent $500 million, or

houses accounting for 10 percent of financial system deposits. 5 percent of GDP.
By 1998 the government had intervened in six other financial

institutions, including the country’s largest public bank and the

largest savings and loan institution. By the end of 1998 the

government had intervened in most remaining domestic private

and public banks and a number of finance companies.
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Latin America and the Caribbean—continued

Economy Scope of crisis Estimated losses or costs
Peru
1983-90 Two large banks failed. The rest of the system suffered from high
nonperforming loans and financial disintermediation following the
nationalization of the banking system in 1987.
Uruguay
1981-84 Affected institutions accounted for 30 percent of financial system The costs of recapitalizing

assets; insolvent banks accounted for 20 percent of financial banks were estimated at

system deposits. $350 million, or 7 percent of
GNP. In 1982-85 the Central
Bank's quasi-fiscal losses
associated with subsidized
credit operations and loan
portfolio purchases amounted
to 24 percent of GDP.

Venezuela, RB
1994-present

Insolvent banks accounted for 30 percent of financial system Losses were estimated at
deposits in 1994. In 1994 the authorities intervened in 13 of 47 more than 18 percent of GDP.
banks that held 50 percent of deposits, and in 1995 in five

additional banks.

Middie East and North Africa

Economy Scope of crisis Estimated losses or costs
Algeria
1990-92 Share of nonperforming loans in the banking system
reached 50 percent.
Djibouti
1991-93 Two of six commercial banks ceased operations in

1991-92; other banks experienced difficulties.

Egypt, Rep. of

Early 1980s The government closed several large investment companies.

Israel

1977-83 Almost the entire banking sector was affected, representing About 30 percent of GDP in
60 percent of stock market capitalization. The stock exchange ~ 1983.
closed for 18 days, and bank share prices fell more than
40 percent.

Kuwait

1980s An estimated 40 percent of loans were nonperforming by 1986.

Lebanon

1988-90 Four banks became insolvent. Eleven had to resort to Central

Bank lending.
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Middle East and North Africa—continued

Economy Scope of crisis Estimated losses or costs
Morocco
Early 1980s Banking sector experienced solvency problems.

Yemen, Rep. of
1996-? Banks suffered from extensive nonperforming loans and heavy
foreign currency exposure.

L ]
Europe and Central Asia

Economy Scope of crisis Estimated losses or costs
Turkey
1982-85 Three banks were merged with the state-owned Agriculture Rescue costs totaled

Bank and then liquidated; two large banks were restructured. 2.5 percent of GNP.

. ]
Transition economies

Economy Scope of crisis Estimated losses or costs
Albania
1992-? After the July 1992 cleanup, 31 percent of “new” banking system

loans were nonperforming. Some banks faced liquidity problems
due to a logjam of interbank liabilities.

Armenia

1994-96 Starting in August 1994, the Central Bank closed half of active
banks. Large banks continued to suffer from high nonperforming
loans. The savings bank was financially weak.

Azerbaijan

1995-? Twelve private banks closed; three large state-owned banks
deemed insolvent; one large state-owned bank faced serious
liquidity problems.

Bosnia and Herzegovina
1992-present Banking system suffers from high nonperforming loans due to the
breakup of the former Yugoslavia and the civil war.

Bulgaria

1990s in 1995 an estimated 75 percent of banking system loans were By early 1996 the sector had a
substandard. The banking system experienced a run in early negative net worth equal to
1996. The government then stopped providing bailouts, 3 percent of GDP.
prompting the closure of 19 banks accounting for one-third of
sector assets. Surviving banks were recapitalized by 1997.

Croatia

1996 Five banks accounting for about half of banking system loans

were deemed insolvent and taken over by the Bank Rehabilitation
o Agency.
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Transition economies—continued

Scope of crisis

Estimated losses or costs

Czech Republic
1991-?

Several banks have closed since 1993. In 1994-95, 38 percent
of banking system loans were nonperforming.

Through 1994, 12 percent of
GDP was spent on bank
support.

Estonia

1992-95 Insolvent banks accounted for 41 percent of financial system Recapitalization outlays
assets. Five banks’ licenses were revoked, and two major for new entity totaled
bankswere merged and nationalized. Two other large banks 300 million kroon, or
were merged and converted to a loan recovery agency. In 1994 1.4 percent of 1993 GDP.
the Social Bank, which controlied 10 percent of financial system
assets, failed.

Georgia

1991-? Most large banks virtually insolvent. About one-third of banking
system loans were nonperforming.

Hungary

1991-95 In the second half of 1993 eight banks—accounting for Resolution costs estimated

25 percent of financial system assets—were deemed insolvent.

to total 10 percent of GDP.

Kyrgyz Republic
1990s

Some 80-90 percent of banking system loans doubtful. Four
small commercial banks closed in 1995.

Latvia
1995-present

Between 1994 and 1999, 35 banks saw their license revoked,
were closed, or ceased operations.

In 1995 the negative net worth
of the banking system was
estimated at $320 million, or

7 percent of GDP. Aggregate
banking system losses in 1998
estimated at 100 million lats
($172 million), about 3 percent
of GDP.

Lithuania
1995-96

In 1995, of 25 banks, 12 small banks were liquidated, 3 private
banks (accounting for 29 percent of banking system deposits)
failed, and 3 state-owned banks were deemed insolvent.

Macedonia, FYR
1993-94

About 70 percent of banking system loans were nonperforming.
The government took over banks’ foreign debt and closed the
second largest bank.

Costs of banking system
rehabilitation, obligations from
assumption of external debt,
liabilities regarding frozen
foreign exchange, and
contingent liabilities in banks
together estimated at 32
percent of GDP.
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Transition economies—continved

Economy Scope of crisis Estimated losses or costs

Poland

1990s In 1991 seven of nine treasury-owned commercial banks— In 1993 recapitalization costs
accounting for 80 percent of credit—the Bank for Food Economy, were $750 million for the
and the cooperative banking sector experienced solvency seven commercial banks and
problems. $900 million for the Bank for

Food Economy and the
cooperative banking sector, for
a total equivalent to 2 percent

of GDP.
Romania
1990-present In 1998 nonperforming loans reached 25-30 percent in the six ~ The Agricultural Bank was
main state-owned banks. recapitalized on a flow basis.

In 1998 the Central Bank
injected $210 million

(0.6 percent of GDP) in
Bancorex, the largest state
bank, and in 1999 another

$60 million.
Russian Federation
1995 In August 1995 the interbank loan market stopped working due to
concerns about connected lending in many new banks.
1998-99 Nearly 720 banks, or half of those now operating, were deemed In 1999 bailout costs were

insolvent. These banks accounted for 4 percent of sector assets estimated at $15 billion,
and 32 percent of retail deposits. According to the Central Bank, or 5-7 percent of GDP.
18 banks holding 40 percent of sector assets and 41 percent of

household deposits are in serious difficulties and will require

rescue by the state.

Slovak Republic
1991-present In 1997 unrecoverable loans were estimated at 101 billion crowns,
or about 31 percent of loans and 15 percent of GDP.

Slovenia

1992-94 Three banks—accounting for two-thirds of banking system Recapitalizations cost $1.3
assets—were restructured. billion.

Ukraine

1997-98 By 1997, 32 of 195 banks were being liquidated, while 25 others

were undergoing financial rehabilitation. Bad loans accounted for
50-65 percent of assets even in some leading banks. In 1998
banks were further hit by the government’s decision to restructure
government debt.
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Industrial countries

Economy Scope of crisis Estimated losses or costs

Finland

1991-94 Savings banks badly affected; government took control of Recapitalization costs
three banks that together accounted for 31 percent of system amounted to 11 percent of
deposits. GDP.

Japan

1990s Banks suffered from sharp decline in stock market and real In 1996 rescue costs were
estate prices. In 1995 the official estimate of nonperforming estimated at more than
loans was 40 trillion yen ($469 billion, or 10 percent of GDP). $100 billion. In 1998 the
An unofficial estimate put nonperforming loans at $1 trillion, government announced the
equivalent to 25 percent of GDP. Banks made provisions for Obuchi Plan, which provided
some bad loans. At the end of 1998 banking system 60 trillion yen ($500 billion,
nonperforming loans were estimated at 88 trillion yen or 12 percent of GDP) in
($725 billion, or 18 percent of GDP). In 1999 Hakkaido public funds for loan losses,
Takushodu bank was closed, the Long Term Credit Bank was  bank recapitalizations, and
nationalized, Yatsuda Trust was merged with Fuji Bank, and depositor protection.
Mitsui Trust was merged with Chuo Trust.

Norway

1987-93 The Central Bank provided special loans to six banks suffering  Recapitalization costs totaled
from the recession of 1985-86 and from problem real estate 8 percent of GDP.
loans. The state took control of the three largest banks (with
85 percent of banking system assets, whose loan losses had
wiped out capital), partly through a Government Bank Investment
Fund (5 billion kroner), and the state-backed Bank Insurance
Fund had to increase capital to 11 billion kroner.

Spain

1977-85 in 1978-83, 24 institutions were rescued, 4 were liquidated, Estimated bank losses were
4 were merged, and 20 small and medium-size banks were equivalent to about 17 percent
nationalized. These 52 banks (of 110), representing 20 percent  of GNP.
of banking system deposits, were experiencing solvency problems.

Sweden

1991-94 Nordbanken and Gota Bank, accounting for 22 percent of Recapitalization costs totaled

banking system assets, were insolvent. Sparbanken Foresta, 4 percent of GDP.
accounting for 24 percent of banking system assets, intervened.

Overall, five of the six largest banks, accounting for more than

70 percent of banking system assets, experienced difficulties.
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Sub-Saharan Africa

Economy

Scope of crisis Estimated losses or costs

Angola
1991-present

Two state-owned commercial banks have experienced
solvency problems.

Botswana

1994-95 One problem bank was merged in 1994, a small bank was Recapitalizing the National
liquidated in 1995, and the state-owned National Development  Development Bank cost
Bank was recapitalized. 0.6 percent of GDP.

Ethiopia

1994-95 A government-owned bank was restructured, and its
nonperforming loans were taken over by the government.

Gabon

1995-7? One bank was temporarily closed in 1995.

Gambia, The

1985-92 In 1992 a government bank was restructured and privatized.

Ghana

1997—-present

Nonperforming loans increased sharply in 1997, from 16 percent
to 27 percent. Two state-owned commercial banks—accounting
for 34 percent of the market—are in bad shape. Three banks,
accounting for 4 percent of deposits, are insolvent.

Kenya

1996-7? At the end of 1996 nonperforming loans reached 19 percent.

Lesotho

1988-7 One of four commercial banks suffered from large nonperforming
loans.

Mauritius

1996 The Central Bank closed 2 of 12 commercial banks for fraud and
other irregularities.

Nigeria

1997 Distressed banks accounted for 4 percent of banking system assets.

Rwanda

1991-? One bank, with a well-established network, closed.

South Africa

1977 Trust Bank experienced problems

1989-7 Some banks are experiencing problems.
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Sub-Saharan Africa—continued

Economy Scope of crisis Estimated losses or costs
Tunisia
1991-95 In 1991 most commercial banks were undercapitalized. During 1991-94 the banking

system raised equity
equivalent to 1.5 percent of
GDP and made provisions
equivalent to another
1.5 percent. Thus

. recapitalization through 1994
required at least 3 percent of
GDP.

East and South Asia

Economy Scope of crisis Estimated losses or costs

Brunei
Mid-1980s—1990s Several financial firms failed. The second largest bank failed in
1986. In 1991, 9 percent of loans were past due.

Hong Kong, China

1982-83 Nine deposit-taking companies failed.

1983-86 Seven banks or deposit-taking institutions were liquidated or
taken over.

1998 One large investment bank failed.

India

1993—present Nonperforming assets reached 11 percent in 1993-94.

Nonperforming assets of the 27 public banks estimated at
20 percent in 1995, At the end of 1998 nonperforming loans
estimated at 16 percent.

Indonesia
1994 Nonperforming assets equal to more than 14 percent of banking Recapitalization costs for
system assets, with more than 70 percent in state banks. five state banks amounted to
nearly 2 percent of GDP.

Lao People’s Dem. Rep.

Early 1990s Some banks experienced problems. Recapitalization of state-owned
commercial banks amounted to
1.5 percent of GDP.

Malaysia

1985-88 Insolvent institutions accounted for 3 percent of financial system Reported losses equivalent
deposits; marginally capitalized and possibly insolvent to 5 percent of GNP.
institutions accounted for another 4 percent.

Myanmar

1996-7 The largest state-owned commercial bank reported to have large

nonperforming loans.
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East and South Asia—continued
Economy Scope of crisis Estimated losses or costs

Papua New Guinea

1989-7 Some 85 percent of savings and loan associations have ceased
operations.

Singapore

1982 Commercial banks' nonperforming loans rose to about
$200 million, or 0.6 percent of GDP.

Taiwan, China

1983-84 Four trust companies and eleven cooperatives failed.

1995 Failure of credit cooperative Changua Fourth in late July sparked

runs on other credit unions in central and southern Taiwan.

|
Latin America and the Caribbean

Economy Scope of crisis Estimated losses or costs
Costa Rica
1994-7 One large state-owned commercial bank was closed in

December 1994. The ratio of overdue loans (net of provisions) to
net worth in state commercial banks exceeded 100 percent in

June 1995.
Guatemala
1990s Two small state-owned banks had high nonperforming assets;
these banks discontinued operations in the early 1990s.
Trinidad and Tobago
1982-93 In the early 1980s several financial institutions experienced

solvency problems, resulting in the merging of three government-
owned banks in 1993.

Venezuela, RB

Late 1970s and Notable bank failures included Banco Nacional de Descuento

1980s (1978), BANDAGRO (1981), Banco de los Trabajadores de
Venezuela (1982), Banco de Comercio (1985), BHCU (1985),
BHCO (1985), and Banco Lara (1986).

Middle East and North Africa

Economy Scope of crisis Estimated losses or costs

Egypt, Rep. of
1991-95 Four public banks were given capital assistance.
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Middle East and North Africa—continued

Economy Scope of crisis Estimated losses or costs

Jordan

1989-90 The third largest bank failed in August 1989. The central bank provided
overdrafts equivalent to
10 percent of GDP to meet
a run on deposits and allow
banks to settle foreign
obligations.

Europe and Central Asia

Economy Scope of crisis Estimated losses or costs

Turkey

1994 Three banks failed in April 1994. Through June 1994 the
authorities spent 1 percent
of GDP.

|
Transition economies

Economy Scope of crisis Estimated losses or costs
Belarus
1995-7 Many banks undercapitalized; forced mergers burdened some
banks with poor loan portfolios.
Estonia
1998 Three banks failed in 1998: Maapank (Agricultural Bank), which  Maapank's losses reached
accounted for 3 percent of banking system assets, and two $500 million,
smaller banks, EVEA and ERA.
Tajikistan
1996-7 One of the largest banks is insolvent, one small bank has been

closed, and another {(out of 17} is in the process of liquidation.

Industrial countries

Economy Scope of crisis Estimated losses or costs

Australia

1989-92 Two large banks received capital from the government to cover  Rescuing state-owned banks
losses. Nonperforming loans rose to 6 percent of assets in was estimated to cost
1991-92. 2 percent of GDP.

Canada

1983-85 Fifteen members of the Canadian Deposit Insurance Corporation,

including two banks, failed.
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Industrial countries—continued

Economy Scope of crisis Estimated losses or costs
Denmark
1987-92 Cumulative loan losses over 1990-92 were 9 percent of loans;
40 of the 60 prablem banks were merged.
France
1994-95 Credit Lyonnais experienced serious solvency problems. According to unofficial
estimates, losses totaled about
$10 billion, making it the
largest bank failure up to that
time.
Germany
Late 1970s So-called Giroinstitutions faced problems.
Greece
1991-95 Localized problems required significant injections of public
funds into specialized lending institutions.
Iceland
1985-86 One of three state-owned banks became insolvent and was
eventually privatized in a merger with three private banks.
1993 The government was forced to inject capital into one of the
largest state-owned commercial bank after it suffered serious
loan losses.
Italy
1990-95 During 1990-94, 58 banks {accounting for 11 percent of lending)
were merged with other institutions.
New Zealand
1987-80 One large state-owned bank accounting for one-quarter of The bank required a capital
banking assets experienced serious solvency problems due injection equal to 1 percent of
to high nonperforming loans. GDP.
United Kingdom
1974-76 “Secondary Banking Crisis.”
1980s and 1990s Notable bank failures included Johnson Matthey (1984),
Bank of Credit and Commerce International (1991), and
Barings (1995).
United States
1984-91 More than 1,400 savings and loan institutions and 1,300 Cleaning up savings and loan
banks failed. institutions cost $180 billion, or
3 percent of GDP.

Source: World Bank data and staff; Sheng 1995; World Bank 1989; Baer and Klingebiel 1995; Vittas 1992; Sundarajan and Balino 1991; Rodriguez 1994;
Morris and others 1990; Blass and Grossman 1995; Fleming and Talley 1996; Lindgren, Garcia, and Saal 1996; Fleming, Chu, and Bakker 1996.
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