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Financial Crises ςA History of Cycles
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When Banks Collapse
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What Makes a Bank so Different?

ωBalance Sheet Structure

ωMaturity Transformation
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Market Reaction in Banking Crises

ωRegardless of origin, crises typically emerge as a liquidity problem in one, or 
some, or all banks

ωLiquidity problems and deposit withdrawals are symptoms of underlying 
problems

ωLiquidity is rarely the driving factor, but a bank running out of liquidity forces 
decision making

ωPanic must be stopped

ς Χ ǘƘƛǎ ƛǎ ƴƻǘ ǘƘŜ ǘƛƳŜ ǘƻ ƛƳǇƭŜƳŜƴǘ ǇƻƭƛŎƛŜǎ Χ
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Bank Balance Sheet Structures
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Enhanced Capital Requirements - Towards Basel III

ωThe Basle Accord provides 
benchmark regulations for banks 
worldwide

ς Common Equity Tier 1: Equity 
instruments (discretionary dividends, 
no maturity)

ς Additional Tier 1: Subordinated to 
most subordinated debt (no 
maturity, dividends can be cancelled 
at any time)

ς Tier 2: Unsecured subordinated debt 
(original maturity of at least five 
years)
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Why Banks are Failing

Causes of bank failures as of BIS:

ωPoor asset quality (98%)

ωPoor management (90%)

ς Policy, planning, and management 
quality

ς Audits, controls, and systems

ς Liquidity and funds management

ς Non-funding expenses

ωWeak economic environment (35%)

ωFraud (11%)

ς Insider abuse

The four underlying reasons for bank 
failures have not changed from those 
of years' past, which are:

ωAn imbalance of risk versus return

ωFailure to diversify

ωOffering products and services that 
management doesn't fully 
understand

ωPoor management of risks
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Failed Banks 1990 - 2009
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The Relevance of Trust
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Containment Measures

ωOptions available

ς Emergency liquidity assistance: 
Restore depositor and creditor 
confidence

ς Blanket guarantees:  Stop bank runs 
caused by loss of depositor 
confidence 

ς Bank intervention: Contain the 
collapse of a banking system 

ωDeposit freezes

ωDeposit restructuring

ωCapital and exchange controls

ωIf containment measures prove to 
be ineffective, the adoption of 
administrativemeasuresmay 
become inevitable

ωSupport the overall strategy

ωCredible policiesannounced and 
immediately enacted

ωMeasures are temporaryςthey 
cannot last forever
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Emergency Liquidity Assistance

ωObjective: Restore depositor and creditor confidence

ωGives rise to various risks

ς Increases monetary aggregates

ς Losses to the central bank

ς Moral hazard

ς Authorities may end up supporting insolvent banks

ς Prone to abuse

ς Dollarized/ Euroizedeconomies

ωPolicy options

ς Sterilizedliquidity injections

ς Introduce liquidity triggers

ς Enhanced supervision of recipient banks

ς Measures for dollarized economies
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Blanket Guarantees

ωObjective: Stop bank runs caused by loss of depositor confidence

ωDeployed by many countries facing systemic distress, but with mixed results

ωPolicy considerations

ς Typically ineffective if used in isolation ςprone to abuse, fosters complacency, 
increases moral hazard

ς Fiscal costs can be substantial

ς Exit to be carefully managed

13



www.christianschopper.com
© Copyright ςChristian Schopper

Administrative Measures

ωObjectiveandassumptions

ς Contain the collapse of a banking system due to deposit runs and financial outflows

ς Loss ƻŦ ŎƻƴŦƛŘŜƴŎŜ ƛƴ ǘƘŜ ŀǳǘƘƻǊƛǘƛŜǎΨ ŀōƛƭƛǘȅ ǘƻ ƳŀƴŀƎŜ ǘƘŜ ŎǊƛǎƛǎ de facto limits 
effectiveness of blanket guarantees

ς Ability to introduce and enforce financial sector regulations and capital controls

ωKey steps for the adoption of restrictions

ς Preparation of relevant law(s), regulations and implementation modalities in secret

ς Ascertain that the central bank has up-to-date information on liabilities, including 
those to non-residents

ς Develop a clear communication strategy to foster understanding of the measures

ωAim: Stop liquidity outflows when confidence is not restored

ς Depositfreezes

ς Depositrestructuring

ς Capital andexchangecontrols
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Administrative Measures (contȰd)

ωTo be used with care as administrative measures are extremely disruptive to

ς Payment systems

ς Economic activity

ς Private sector confidence

ς Exemptions

ς Unwinding process

ωMust be viewed as a final, desperate measure to stop runs if all other tools 
have failed
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Bank Restructuring

ωInstitutional requirements

ωGuiding principles

ωEvaluating options 

ωKey resolution tools

ωResolution triggers 

ωFunding arrangements
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Bank Restructuring: Institutional Requirements

ωEstablishment of a singlehigh-level authority

ωHigh credibility agency, responsible for implementation of restructuring 
strategy

ωSpecialized skills

ωEmergency legislation
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Principles of Bank Restructuring

ωRecognize lossesupfront

ωPreserveviable, undercapitalized 
banks

ς Request time-bound 
recap/restructuring plans

ς Close oversight and prompt 
corrective actions

ωResolveinsolvent, unviable banks

ς Not all institutions to be rescued

ς Close/merge and liquidate asset

ωSpeedof intervention is essential

ωProtection of depositorsfacilitates 
the restructuring process

ωProcess should be fair and rules
should equallyappliedto all banks

ω In diagnosis, focus on medium-
term viability

ωState intervention in capitalization 
may be justified
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Financial System Safety Net

ωTraditionally consists of

ς A lender of last resort (central bank)

ς Prudential regulation (by a bank supervisor)

ς Government department (Ministry of Finance or Treasury)

ς Explicit deposit protection (insurance or other form of a limited guarantee)

ωThe recent financial crisisunderscored that the group of official safety net 
players has become somewhat more elastic

ς Need to consider the respective roles as decisions that they take can have an 
important impact and threaten financial system stability

ς Compelling reasons to consider other stakeholders and bring them into the dialogue 
so that financial system stability can be addressed more effectively and efficiently
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Financial System Safety Net (contȰd)
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Stakeholders in the Financial Markets

ωIntervention by the authorities during the crisis was partly a result of financial 
ƛƴǘŜǊƳŜŘƛŀǊƛŜǎΨ ƛƴŀōƛƭƛǘȅ ǘƻ ǊŀƛǎŜ ŦǳƴŘǎ ƛƴ ǘƘŜ ƳŀǊƪŜǘǎ

ωIn normal times the principal focus of managements is the interests of 
shareholders and shareholder value

ς The interests of depositors in such periods are not necessarily at the forefront of the 
minds of the banks, albeit there is a general duty on the FSN to protect depositors and 
to a lesser extent investors rather than owing a duty to the shareholders as a whole

ω In times of crisis the priority placed on the interests of stakeholders changes

ς During the crisis the interests of depositors were very much at the forefront of the 
C{b ǇƭŀȅŜǊǎΨ ƳƛƴŘǎ ōŜŎŀǳǎŜ ƻŦ ŎƻƴŎŜǊƴǎ ƻŦ ŀ ōŀƴƪ Ǌǳƴ ƻǊ ǇŀƴƛŎ ǎŜƭƭƛƴƎ 
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Stakeholders in the Financial Markets (contȰd)
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Decision Tree Surrounding Financial Crisis Management 
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Common Challenges

ωInability to write down shareholder capital

ωLimited legal authority to facilitate bank sales

ωWeak mandate to restructure banks

ωIneffective procedures to implement Purchase & Assumption (P & A) 
transaction

ω Insufficient knowledge of judges on banking matters

ωLack of legal protection to staff and board members
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Which Option to Pursue?
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Key Resolution Tools

ωPurchase& Assumption

ς Acquiring institution absorbs assets 
ŀƴŘ ƭƛŀōƛƭƛǘƛŜǎ Χ

ς Χ ǿƘƛƭŜ ƎŀǇ ƛǎ ŦƛƭƭŜŘ ǘƘǊƻǳƎƘ ŘŜǇƻǎƛǘ 
guarantee scheme (receiving a claim 
on the residual entity)

ς Residual entity liquidated 

ωBail-in

ς Recapitalize a distressed bank by 
converting and/or writing down its 
unsecured debt

ωBank Nationalization

ς Direct bank recapitalization with 
public funds

ωBridge bank

ς Operates a failed bank until a buyer 
can be found

ς Assumes all or part of the assets and 
liabilities of the failed bank within a 
short period of time (i.e., 90 days or 
less)

ς Excludes nonperforming assets, 
subsidiaries, assets in litigation or 
fraud-related and contingent 
liabilities
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Key Resolution Tools: Bank Nationalization

ωDirect bank recapitalization with public funds

ωRisks

ς Significant state ownershipof financial institutions

ς Political interference 

ς ContingenciesŦƻǊ ǘƘŜ ǎƻǾŜǊŜƛƎƴΩǎ ŦƛǎŎŀƭ Ǉƻǎƛǘƛƻƴ 
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Key Resolution Tools: Bridge Banks

ωEstablishment

ς Bridge bank assumes all or part of the assets and liabilities of the failed bank withina 
short period of time (i.e., 90 days or less)

ς Excludes nonperforming assets, subsidiaries, assets in litigation or fraud-related and 
contingent liabilities

ωOperation

ς Regulators appoint new managementand Board, who τtogether with existing
employeesτwill continue operating the bank under a conservative approach

ς The government may contribute additional resources to strengthen its balance sheet

ωTermination

ς Disposal over 2-3 years
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Key Resolution Tools: Bridge Banks (contȰd)

ωKey advantages

ς Stabilizes the institution (and thus maintains franchise value) while a thorough 
assessment is performed, and the bank is marketed to prospective buyers

ς May facilitate the sale to a buyer that has done due diligence but is not interested in 
the entire failed institution

ς Useful for large and small institutions, or when resolving several institutions at the 
same time

ς It helps to leave in the bank under liquidation contingencies

ωConcerns

ς Possible perception by other banks of unfair competition because of the state 
ownership

ς Excessive time in state hands, increasing risk of political interference

ς Cost overruns with respect to the original estimate

ς Possiblereduction of the deposit base leading to a potential loss in franchise value
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Key Resolution Tools: Purchase& Assumption (P&A)

ωAcquiring institution absorbs assets and liabilities, while gap is filled through 
deposit guaranteescheme (which receives a claim on the residual entity)

ωThe residual entity liquidated 
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Key Resolution Tools: Purchase& Assumption (P&A) (contȰd)

ωResolution via P&A has distinct advantages

ς Helps preserve confidencein the banking sector

ς Minimizes disruption to bank customers

ς Preserves financial stability by minimizing likelihood of a bank run

ωP&As provide depositors with prompt access to insured depositsΣ ǿƘƛƭŜ Χ 

ωΧ maintaining the value of performing assets via the immediate transfer 
thereof to healthy bank
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Key Resolution Tools: Bail-in

ωStatutory power to recapitalizea distressed bank by converting and / or writing 
down its unsecured debt while maintaining its legal entity

ωRationale

ς The crisis demonstrated the need to expand resolution powers and tools that permits 
expeditious action to preserve asset value and financial stability

ς There is increasing recognition that general corporate insolvency proceedings do not 
provide appropriate tools to manage the risks to financial stability, which can arise 
from the failure of a financial institution

ς Systemic banks are too expensive to be saved with public funds

ωBenefits

ς Mitigation of moral hazard

ς More speedy and efficient resolution mechanism for distressed banks, while 
supporting continuation of services critical for the economy and financial stability

ς Avoidance of complexitiesof transferring assets and liabilities (cross-ōƻǊŘŜǊ Χύ

ς The intended outcome is that institutions would be incentivized to raise capital or 
restructured debt voluntarilybefore the triggering of the bail-in power
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Key Resolution Tools: Bail-in (contȰd)

ωImplementation Issues

ς Legal: Requires a solid and comprehensive legal framework as implies the 
modification of contractual rights without the consent of counterparties

ς Resolution tool: To be used under conservatorship, official administration or special 
resolution regimes

ς Triggers: There is need of clarity when and how the bail-in tool will be used

ωEarly stage or relatively late stage of the financial decay of a bank?

ς Size of losses: Capital needs must be validatedby third party

ς Contagion risks: Market participants might anticipatebail-in at other banks and hedge
themselves by withdrawing deposits or selling securities

ς Governance risk: How to ensure former creditors behave as shareholders?

ωWhat to do meanwhile the new shareholders get organized?
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The International Response to the Financial Crisis 2007-2010 
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Funding Arrangements

ωResolution authorities will require funding at different stages in the resolution 
process

ωThe banking industry, rather than the taxpayer, should, ultimately, shoulder
the burdenof resolution

ς This is a widely accepted among international standards setters and senior policy 
makers

ωOptions

ς Ex-ante resolution funds: Financed via ex ante contributions from the industry

ς Ex-post fundingΥ tǳōƭƛŎ ǊŜǎƻǳǊŎŜǎ ŀǊŜ ǊŜŎƻǾŜǊŜŘ ǘƘǊƻǳƎƘ ǘƘŜ ƛƴŘǳǎǘǊȅΩǎ ŎƻƴǘǊƛōǳǘƛƻƴ
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Use of Public Money for Recapitalization

ωPreferably, capital needs to be 
provided by private resources

ς Inability to attract fresh capital 
indicative of viability concerns?

ω.ǳǘ Χ private solutions typically 
scarce during a systemic crisis

ς System-wide capital needs might 
simply be too large

ς (Perceived) bank weaknesses reduce 
ƛƴǾŜǎǘƻǊǎΩ Ǌƛǎƪ ŀǇǇŜǘƛǘŜ

ς Swift balance sheet adjustments 
unfeasible or  detrimental to 
economic recovery

ω Last resort measure

ς Only appropriate in systemic crises

ωOften cited concerns

ς 5ƻŜǎ ƴƻǘ Ǉŀǎǎ άƭŜŀǎǘ Ŏƻǎǘέ ǘŜǎǘas 
losses of problem banks are virtually 
always underestimated

ς Greater temptation and opportunity 
for asset stripping

ς άtƻǳǊƛƴƎ ƎƻƻŘ ƳƻƴŜȅ ŀŦǘŜǊ ōŀŘέ

ς aƻǊŀƭ ƘŀȊŀǊŘΣ άƎŀƳōƭƛƴƎ ŦƻǊ 
ǊŜǎǳǊǊŜŎǘƛƻƴέ

ς Political pressure cloudinggood 
business decisions

ς Psychological entrapment, 
ƛƴŎǊŜŀǎƛƴƎƭȅ ŘƛŦŦƛŎǳƭǘ ǘƻ ǎŀȅ άƴƻέ
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Use of Public Money for Recapitalization (contȰd)

ωNecessary safeguards

ς Former shareholdersto absorb first loss, be heavily diluted or wiped out

ς Simultaneous injection of private capital to further reduce outlays for the taxpayer

ς Comprehensive restructuring plans, subject to strict oversight 

ς Management changes ƻŦǘŜƴ ƴŜŎŜǎǎŀǊȅ όΧ ŀƭǎƻ ǘƻ άǎŜƭƭέ ǘƘŜ ǊŜŎƛǇƛŜƴǘΩǎ ƴŜǿ ǎǘǊŀǘŜƎȅ ǘƻ 
investors)

ς hǿƴŜǊǎƘƛǇ ŀǘ ŀǊƳΩǎ ƭŜƴƎǘƘΣ no public involvement in day-to-day management

ς Exit scenario allowing for full repayment within reasonable timeframe
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Why Often Government?

1. Banks have key role in facilitating and providing liquidity for economic growth

2. Deposit insurance to provide capital support (in the interests of depositors)

ωTypes of Government Support

ς Acquisition of shares

ωΧ ƻǊ ƻǘƘŜǊ ŦƻǊƳ ƻŦ Ŝǉǳƛǘȅ participation

ς Acquisition of subordinateddebt and other forms of capital constituting regulatory 
capital issuedby banks

ς Acquisition of distressedor other assetsowned by banks

ς Continuing support

ωΧ ƛƴ ǊŜǎǇŜŎǘ ƻŦ ŘƛǎǘǊŜǎǎŜŘ ŀǎǎŜǘǎ ƛƴ ǘƘŜ ŦƻǊƳ ƻŦ όŀƳƻƴƎ ƻǘƘŜǊ ǘƘƛƴƎǎύ ƭƻǎǎ-sharing arrangements
andyieldguarantees
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Government Support - The Recent Financial Crisis
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Loan Restructuring

ωResolution of debt overhang needed to restart supply and demand of credit

ωCorporate and retail debt restructuring often neglected

ω Issueswith institutional framework

ς Speed versusvalue

ς Centralized versusdecentralized

ς Legal reforms necessary (bankruptcy / foreclosure), as tools are often outdated and 
not fit for dealing with large-scale debt overhang

ς Out-of-court debt restructuring (London approach) to alleviate administrative burden
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Loan Restructuring ςState-Funded AMCs

ωLegal backing

ς Strong legal basis needed for 
transfers of titles

ς Adequate powers to maximize 
recoveries

ωFunding

ς Adequate capitalization by Treasury

ς Consider joint ventures with private 
investors

ς Be clear about costs and risks

ωGovernance

ς Independent board

ς Private sector participation

ς Disclosure

ς Auditing

ς Reports to Parliament

ωPurpose

ς Remove troubled assets from banks' 
ōŀƭŀƴŎŜ ǎƘŜŜǘǎ ŀƴŘ Χ

ς Χ ǘƘŜǊŜōȅ reducethe high 
uncertainty about the quality of 
banks' assets which made access to 
finance very difficult

ωMandate

ς From narrow: Minimize taxpayer 
ƭƻǎǎŜǎ Χ

ς Χ ǘƻ broad: Minimize fire-sale effects 
and value destruction

ωPricing

ς Current market value
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Loan Restructuring ςDealing with Impaired Assets

ωRecent EU experience

ς ±ƛŀōƛƭƛǘȅ ƻŦ ǇŀǊǘƛŎƛǇŀǘƛƴƎ ōŀƴƪǎ Χ

ωΧ ƛŦ ǊŜŎŜƛǾŜ !a/ ōƻƴŘǎ ǘƘŀǘ ŀǊŜ ŘŜ-
facto long maturity, illiquid, pay low 
interest rate, and carry non-credible 
state guarantee (even if ECB-eligible)

ς Ownership and funding structures 
should not leave significant risk with 
participating bank groups

ωWill not insulate banks from the 
problem assets (potentially defeating 
AMC aim)

ς While much good practice from 
previous crises learnt this time 
(transparency, good governance, fair 
value), more is required on active 
restructuring and work out of loans

ωDilemma

ς Restructure NPLs inside or outside 
banks

ωSize of impaired assets

ς Sometimes too great for AMC or 
other (single) state bailout

ς Burden sharing with creditors may 
be necessary

ωThis would also reduce moral hazard

ωObjectivesof broad mandate 
AMCs, ambitious and long term

ς Probably still too early to reach final 
conclusions
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