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The following symbols have been used throughout this paper:

. . . to indicate that data are not available;

— to indicate that the figure is zero or less than half the final digit shown, or that the item
does not exist;

– between years or months (e.g., 2001–02 or January–June) to indicate the years or
months covered, including the beginning and ending years or months;

/ between years (e.g., 2001/02) to indicate a  fiscal (financial) year.

“n.a.” means not applicable.

“Billion” means a thousand million.

Minor discrepancies between constituent figures and totals are due to rounding.

The term “country,” as used in this paper, does not in all cases refer to a territorial entity that
is a state as understood by international law and practice; the term also covers some territorial
entities that are not states, but for which statistical data are maintained and provided interna-
tionally on a separate and independent basis.
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This paper draws lessons on the general princi-
ples, strategies and techniques for the effective

management of systemic banking crises.1 Lessons
outlined in this paper derive from the accumulated
experiences of IMF staff. Principles and practices of
crisis management derived from earlier crises have
already been discussed by the IMF Executive Board
and subsequently published.2 Recent financial sector
crises and their resolution have raised new issues
and provided additional experiences. Specifically,
banking crises in Argentina, Ecuador, Russia,
Turkey, and Uruguay have occurred within the con-
text of highly dollarized economies, high levels of
sovereign debt, and/or severely limited fiscal re-
sources. These factors have introduced new chal-
lenges as the effectiveness of many of the typical
tools for bank resolution has been affected.

Banks’ unique features—their key role in interme-
diation and growth, price stability, and the payment
system—makes the management of banking prob-
lems markedly different from the management of
other corporate failures. This paper focuses, how-
ever, on issues raised in systemic crises and not on
the resolution of individual bank problems. Resolu-
tion of individual bank problems in normal times is
the subject of a recent report by the Working Group
of the Basel Committee on Banking Supervision.3
This paper draws on the conclusions of that report
and should be seen as a complement to it. In the
same vein, in-depth discussions of legal issues are
being addressed by a joint IMF/World Bank project.4

Managing a systemic banking crisis is a complex,
multiyear process. Whereas defusing an initial li-

quidity crisis may be accomplished in a few weeks,
resolving a systemic banking crisis and the related
corporate debt restructuring can take many years.
While many of the initial measures are macroeco-
nomic in nature—meant to restore confidence—the
medium-term restructuring is largely a microeco-
nomic exercise.

The key to successful banking crisis management
is coordination of the banking strategy with the over-
all policy framework. Management of such crises
often requires adjustments in most aspects of eco-
nomic policy implementation. While this paper con-
centrates on the specifics of bank restructuring, poli-
cymakers need to be aware of the broader policy
context within which bank restructuring must take
place. Banking resolution has to take place in a sup-
portive macroeconomic environment. Over the full
cycle of a crisis, this often requires the authorities to
deal with various combinations of monetary and ex-
change policies (including the possible introduction
of capital controls), and fiscal and debt management
policies. Macroeconomic constraints must be consis-
tent with the framework for addressing banking sec-
tor problems.

Banking crises are often costly to society. The
costs of banking crises can be minimized if appropri-
ate policies are followed. The banking strategy must
be rapidly designed and efficiently implemented. A
delay in addressing the emerging crisis increases the
costs and prolongs the crisis. Modifications in the
legal framework may become necessary if bank
shareholders and creditors have excessive powers
that allow them to pass eventual costs to the govern-
ment. The process of bank diagnosis must be quickly
implemented. The banking strategy, together with the
policies concerning depositor protection, should be
designed to avoid the presumption that banks cannot
fail. Rather, the strategy should aim for an efficient
banking system that is viable over the medium term.

In an effort to limit the public costs of a crisis, pri-
vate funds should be the first source for bank recapi-
talization. To that end, it may be helpful to maximize
private sector participation in bank restructuring.
This latter effort may involve reducing legal impedi-
ments to foreign investment in the banking system.

I     Overview

1

1There is some debate about the definition of a systemic crisis.
Systemic crisis is generally considered one in which the stability
of the banking system and, as a consequence, the payments sys-
tem and real sector, are threatened.

2Lindgren, Garcia, and Saal (1996); IMF (1997); and Lindgren
and others (1999). See also Bank for International Settlements
(1999) and Dziobek and Pazarbas,iğlu (1997).

3Basel Committee on Banking Supervision (2002).
4A joint IMF/World Bank project is developing guidelines for

the legal and institutional aspects of dealing with bank insolven-
cies (forthcoming IMF/WB paper). On this topic, see also Asser
(2001).
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I OVERVIEW

The provision of public resources, in turn, should be
subject to clear and transparent rules. Moreover, the
policy on the provision of public resources should be
made within the context of the medium-term sus-
tainability of the public sector finances. Finally, the
eventual costs of a banking crisis will be eased by
the adoption of appropriate techniques to maximize
asset recovery and reprivatization of intervened
banks (see Box 1 for bank resolution terminology).

A full crisis-management cycle represents a se-
quence of interdependent events. To present and
discuss such a sequence poses a challenge, yet can
look deceptively orderly. It is important to keep in
mind that no presentation represents a one-size-
fits-all model for dealing with systemic banking
crises. There are common threads and similarities
among countries but, in the end, all countries have
to deal with their own special economic, legal, in-

stitutional, and political conditions. The intention
here is modest—to present and discuss tools that
are available and how they can be used.

The structure of the paper is as follows: Section II
provides a brief discussion of causes of a systemic
banking crisis, its costs, and the crisis management
strategy. Section III describes the initial crisis con-
tainment stage. Section IV deals with the second
component, bank restructuring, while Section V
covers the third component, management of nonper-
forming loans and corporate debt restructuring. Sec-
tion VI discusses linkages between bank restructur-
ing and macroeconomic policies. Appendix I
discusses the methodology for measuring fiscal
costs associated with major systemic crises. Finally,
Appendix II provides case studies of key systemic
banking crises that have emerged since the early
1990s.

2

Box 1. Bank Resolution Terminology

Some terms related to bank resolution have a range
of meanings. The following terminology is used in this
paper:

Intervention or takeover of insolvent or nonviable
institutions by the authorities refers to the assumption of
control of a bank, i.e., taking over the powers of man-
agement and shareholders. The term “intervened bank”
is used to indicate a bank where such actions have taken
place. Such a bank may be closed or may stay open
under the control of the authorities while its financial
condition is better defined and decisions are made on an
appropriate resolution strategy. Such strategies include
liquidation, merger or sale, transfer to a bridge bank, re-
capitalization by the government, and sales or transfers
of blocks of assets or liabilities. A bank undergoing this
process is termed a “resolved bank.”

Closure means that the bank ceases to carry on the
business of banking as a legal entity. A closure may be
part of a legal process of achieving the orderly exit of a
weak bank through a range of resolution options, in-
cluding liquidation or a complete or partial transfer of
its assets and liabilities to other institutions. A bank
may be left with a rump of bad assets to be worked out.
Withdrawal of the banking license typically accompa-
nies a closure.

Liquidation is the legal process whereby the assets
of an institution are sold and its liabilities are settled to
the extent possible. Bank liquidation can be voluntary
or forced, within or outside general bankruptcy proce-
dures, and with or without court involvement. In liqui-

dation, assets are sold to pay off the creditors in the
order prescribed by the law. In a systemic crisis with
several institutions to be liquidated simultaneously and
quickly, special procedures or institutions may be
needed for the liquidation because existing structures
cannot carry out the job in a timely manner.

A merger (or sale) of an institution means that all
the assets and liabilities of the firm are transferred to
and absorbed into another institution. Mergers can be
voluntary or government assisted. A key issue is to
avoid mergers of weak banks that result in a much
larger weak bank, or the weakening of an initially
strong bank.

In a purchase and assumption operation, a solvent
bank purchases all or a portion of the assets of a failing
bank, including its customer base and goodwill, to-
gether with all or part of its liabilities. In such a sup-
ported purchase and assumption operation, the govern-
ment typically will pay with securities to the purchasing
bank the difference between the value of the assets and
liabilities. Purchase and assumption operations could
include some form of put option, entitling the acquiring
bank to return certain assets within a specified time pe-
riod, or a contractual profit or loss–sharing agreement
related to some or all of the assets.

A bridge bank involves the use of a temporary finan-
cial institution to receive and manage the good assets of
one or several failed institutions. A bridge bank may be
allowed to undertake some banking business, such as
providing new credit and restructuring existing credits.

©International Monetary Fund. Not for Redistribution 



The Emergence of a Systemic Crisis

A systemic crisis emerges when problems in one
or more banks are serious enough to have a signifi-
cant adverse impact on the real economy. This im-
pact is most often felt through the payment system,
reductions in credit flows, or the destruction of asset
values. A systemic crisis often is characterized by
runs of creditors, including depositors, from both
solvent and insolvent banks, thus threatening the sta-
bility of the entire banking system. The run is fueled
by fears that the means of payment will be unobtain-
able at any price, and in a fractional reserve banking
system this leads to a scramble for high-powered
money and a withdrawal of external credit lines.

Loss of creditor confidence can result from the
recognition of significant banking system weak-
nesses. Such recognition may be triggered by eco-
nomic or political events. The events in the Asian
countries in 1997 are among the more recent exam-
ples of such a crisis.5 Creditors can also lose confi-
dence in sound banking systems due to poor macro-
economic policies, external shocks, or even improper
sequencing of financial sector reforms. The resulting
liquidity crisis, if mismanaged, can result in financial
panic and insolvency. International capital market in-
tegration in the 1990s has added a new dimension to
banking crises. Perceptions by foreign investors of
macroeconomic weaknesses, concerns about the fu-
ture path of economic policies, political turmoil, or
fear of contagion from other crises can lead to a
quick deterioration in international creditor senti-
ments (see Box 2 for a more in-depth discussion of
the causes of banking crises).

Treatment of a systemic banking crisis contrasts
in important ways with the treatment of individual
bank failures in stable periods. Policies considered
appropriate in stable periods may aggravate uncer-
tainties in a systemic crisis, worsening private sec-
tor confidence and slowing recovery. In stable peri-
ods, for example, deposits have only limited
protection, emergency liquidity assistance is given

under very restricted conditions, and undercapital-
ized or insolvent banks are immediately intervened
and resolved. In a systemic crisis, however, events
can change rapidly, banking conditions may deteri-
orate quickly, and information on the true condition
of banks tends to be limited and often outdated. In
such an environment, policies should be aimed at
limiting the loss of depositor confidence, protecting
the payment system, restoring solvency to the bank-
ing system, and preventing further macroeconomic
deterioration.

A successful restructuring requires decisive gov-
ernment action from the onset of the crisis. Deter-
mined actions to strengthen macroeconomic policies
and implement structural reforms can reduce the
magnitude of the crisis. Often, such early determina-
tion is lacking because the authorities (and market
participants) need time to recognize the severity of
the situation, or worse, are in denial. Delays in imple-
mentation may prevent or slow the return of both de-
positor confidence and access to international capital
markets, deepening the crisis. Comparisons of recent
crises in Argentina (2002), Brazil (1999), Russia
(1998), and Turkey (2000) point to the importance of
rapid and determined policy adjustments.

The Cost of Banking Crises

Measuring the cost of banking crises is a difficult
task.6 One needs to distinguish between the total
cost to the society, which is hard to measure, and the
fiscal cost. The former concept is discussed in Sec-
tion VI. Here we deal with the fiscal cost.

The costs of banking crises have varied sharply.
Costs to the public sector have ranged from small
amounts (close to zero) in Russia and the United
States to over 50 percent of GDP in Indonesia (Fig-
ure 1 and Appendix I). Three main factors affect
the gross cost to the public sector: the initial
macroeconomic conditions and the financial sector,

II     Systemic Crises: Causes, Cost, and
Resolution

3

5Lindgren and others (1999).

6See, among others, Frydl (1999) and Frydl and Quintyn
(2000).
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II SYSTEMIC CRISES: CAUSES, COST, AND RESOLUTION

the authorities’ policy response (i.e., the specific
measures taken), and the degree of success in re-
covering the value of assets acquired during the cri-
sis. Fiscal costs may not represent a complete loss
to the economy, as some part of the expenditure
represents a transfer to the domestic private sector.
A banking crisis will also result in costs to the
economy in terms of macroeconomic instability
and foregone growth, which have proven complex
to estimate.

Gross costs can be measured as outlays of the
government and central bank in terms of bond is-
suance and disbursements from the treasury for li-
quidity support, payout of guarantees on deposits,
costs of recapitalization, and purchase of nonper-
forming loans. Net costs to the public sector deduct
from gross costs recoveries from the sale of assets
and equity stakes and repayment of debt by recapi-
talized entities.7

Gross costs have varied widely in recent crises.
Initial macroeconomic and financial sector condi-
tions are important determinants of the differences.
For example, financial and corporate sector weak-
nesses in the Asian crisis countries made financial
institutions more vulnerable to declines in asset val-
ues, devaluation, and reversal of capital flows. This
vulnerability in turn helped foster speculative attacks
and worsen capital flight, increasing losses and rais-
ing the ultimate resolution costs.

The policy response of authorities has also been
key. Russia, for example, did not offer a blanket
guarantee and did not recapitalize banks with pub-
lic funds. While the costs to the economy may have
been lower had there been more active public inter-
vention, the direct costs to the state were low. 
The quality of the policy response, in terms of ei-
ther macroeconomic adjustment or the handling of
bank failure, affects the severity of the crisis. Lack
of policy coordination or a clear, well-communi-
cated strategy can raise costs to the economy 
by prolonging the crisis, undermining efforts 
to stem deposit runs and increasing uncertainty 
for borrowers, shareholders, and depositors. Late

4

Box 2.Typology of Banking Crises

A banking system crisis usually arises from multiple
sources, each interacting with one another to aggravate
and accelerate the crisis. For that reason, typologies are
artificial and of only limited analytical use. At best,
only broad categories can be identified that capture the
most fundamental elements of a crisis.

Based on their causes, banking crises can be classi-
fied broadly into one of two categories: predominantly
microeconomic, or predominantly macroeconomic.
Crises arising from microeconomic causes are largely
related to poor banking practices. Lax lending practices
may fuel asset price bubbles or lead to excessive con-
centration of banks’ portfolios. Weak risk-control sys-
tems have been a major factor in the emergence of a
number of crises, leading to a variety of balance sheet
deficiencies—large and undetected mismatches (either
currency or maturity) on the balance sheets or poor
asset quality, leading to large unrealized losses. Banks
with balance sheet deficiencies are vulnerable to any
shock, and even comparatively minor external events
may be sufficient to provoke a loss of confidence and a
generalized run.

Crises arising from macroeconomic causes are initi-
ated by developments external to the banking system.
Deterioration in the macroeconomic policy environment
may cause banking crises in even well-managed banking
systems. Well-run banking systems operating in a strong
legal and regulatory framework can be overwhelmed by
the effects of poor macroeconomic policies. While well-
run banks may be able to absorb some macroeconomic

shocks, continued unsound monetary, exchange rate, or
fiscal policies can produce financial strains that over-
whelm banks’ defenses, affecting their solvency or forc-
ing them into risky operations. The way in which these
policies might affect banks depends on balance sheet
structures. For example, large exposures to the govern-
ment—often the result of high yields on public bonds—
increase bank vulnerability to unsustainable fiscal poli-
cies. Dollarization of financial contracts, while
contributing to higher intermediation, makes banks vul-
nerable to unsound exchange rate polices, as even in the
absence of currency mismatches banks are exposed to
credit risk from unhedged borrowers. Even with overall
sound balance sheet structure, banks are vulnerable to
unsustainable monetary policies, leading to high and
volatile interest rates. It goes without saying that the
worst crises are those where macroeconomic shocks af-
fect a weak banking system.

As long as the banks remain liquid, banking distress
can persist for a prolonged period until some trigger
leads creditors to lose confidence in the banking sys-
tem, leading to a generalized run. Many kinds of events
can trigger a loss of confidence, including emergence
of illiquidity in an individual bank (local contagion), a
loss of confidence in the government and its ability to
implement its macroeconomic framework, or the emer-
gence of a systemic crisis in a country related through
financial and trade channels (international contagion).
Lack of appropriate action or delays in addressing the
emerging problems further fuels the bank run.

7Appendix Table AI.2 provides these data and a fuller discus-
sion of methodology used, as well as data sources and important
country-specific information.
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Macroeconomic Context for Bank Restructuring

recognition of the systemic nature of the problems
can also increase the final costs. For example, both
these factors were important in Venezuela in the
mid-1990s.

A final difference affecting net costs is how suc-
cessfully the state recovers the value of assets ac-
quired during the crisis. Two components are partic-
ularly important: sale of nonperforming loans and
reprivatization (or sale of equity) of banks acquired
during recapitalization. Recovery performance can
vary considerably. While Sweden and Norway were
able to recover all the costs associated with the cri-
sis and still retain stakes in banks taken over, in gen-
eral recovery rates have been low. The market value
of nonperforming loans typically declines quite
rapidly, while equity stakes in banks and enterprises
might appreciate as they recover, or fall to zero.
Also, in many cases, such as the United States,
funds generated from asset disposals were recycled
and used to recapitalize further institutions, thus
lowering gross outlays.

Macroeconomic Context for 
Bank Restructuring

Coordination with the overall macroeconomic
framework is a key factor in successful banking cri-
sis management. Systemic financial crises affect
most sectors of the economy and require adjust-

ments in most aspects of economic policy imple-
mentation. While this paper concentrates on banking
system restructuring, policymakers need to be aware
of the broader policy context within which such re-
structuring must take place. Bank restructuring
needs to be implemented in conjunction with sup-
porting macroeconomic policies, taking into account
existing macroeconomic constraints. Moreover,
measures to contain the crisis and restructure banks
may have macroeconomic consequences that need to
be taken into account in the design of a bank resolu-
tion strategy.

At the outset of a crisis, macroeconomic policies
may need to be adjusted to restore confidence in the
banking system and the currency. The policy mix
will depend on the nature of the macroeconomic im-
balances and the state of the banking system. A tem-
porary tightening of policies may be inevitable, how-
ever, when a creditor run from the banking system
occurs with accompanying pressures on the price
level, net international reserves, and the exchange
rate. Comprehensive macroeconomic policy adjust-
ments will be needed to restore stability, lower inter-
est rates after an initial hike, and allow for a return of
economic stability.

Authorities may consider capital controls when
faced with runs not only on deposits but also on the
currency. Capital controls must be tight enough to be
effective, and their design should address the likeli-
hood that means for evasion will quickly emerge.

5

0 10 20 30 40 50 60

Indonesia 1997–present

Gross cost
Net cost

Chile 1981–83

Thailand 1997–2000

Turkey 2000–present
Korea 1997–2000

Ecuador 1998–2001

Venezuela 1994–95

Finland 1991–93
Malaysia 1997–2000

Sweden 1991–93

United States 1984–91

Norway 1987–891

Sources: IMF, International Financial Statistics,World Economic Outlook, and national authorities.
1Data on net cost unavailable.

Figure 1. Fiscal Costs of Selected Crisis Countries
(In percentage of GDP)
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II SYSTEMIC CRISES: CAUSES, COST, AND RESOLUTION

Such careful design is critical to ensure an effective
system that minimizes the economic costs of the
controls.8

Operations of the nonfinancial public sector often
lie at the heart of a financial crisis. Persistent fiscal
deficits, financed through central bank credit expan-
sion, often fuel inflation and asset price bubbles.
Moreover, high levels of government debt can under-
mine creditor and depositor confidence, making the
banking system more prone to runs. Tax reform,
combined with expenditure prioritization, is therefore
a key aspect of the broad policy response to systemic
financial crises in many cases. Design of the fiscal
adjustment path must be clearly embedded in the
broad strategic response to systemic financial crises.9
When sovereign debt dynamics are unsustainable,
however, measures to achieve sovereign debt sustain-
ability may sometimes cause banking system insol-
vency, thus increasing costs to the government and
the economy that could reduce or eliminate the gains
from debt reduction. Therefore, strategies for both
bank and debt restructuring must be closely coordi-
nated and consistent with each other.

As the macroeconomic policy stance and mone-
tary policy tools are adjusted, the authorities may
also have to strengthen their sovereign debt manage-
ment. Banking crisis resolution has fiscal implica-
tions, and the techniques chosen will need to be con-
sistent with the medium-term sustainability of public
debt. The authorities should seek to ensure that the
debt growth is not excessive and is closely coordi-
nated with monetary and fiscal policy objectives.
The changes in maturity structure, exchange expo-
sure, and contingent claims must be carefully con-
sidered as part of the overall financial resolution
strategy, as they can affect the costs of financing the
resolution of the crisis.10

A Strategy for Managing a 
Systemic Banking Crisis

The strategy for managing a banking crisis must be
tailored to country-specific conditions. Country-
specific factors include the cause of the crisis, the
macroeconomic conditions and outlook of the coun-
try, the financial position of the banking system, the
risks of internal and external contagion, and the avail-
ability of resolution tools.11 In recent years, two polar

examples have emerged. Banking crises have oc-
curred in countries with weak banking systems domi-
nated by local currency–denominated assets and lia-
bilities, and where the governments had a relatively
wide range of resolution tools. The Asian crisis
largely reflected these conditions. In contrast, crises
have also emerged where the banking systems have
been relatively strong, and highly dollarized, but
where the governments had limited resolution tools.
The recent crises in Latin American countries reflect
these conditions. While future crises may fall be-
tween these two extremes, the differences in approach
illustrated by these polar cases provide a guide to
adapting banking strategies to local conditions.

Any strategy typically includes three intercon-
nected components. The first and most urgent com-
ponent deals with an acute liquidity crisis. The lia-
bilities of the banking system must be stabilized and
deposit runs stopped. The second component seeks
removal of insolvent or nonviable banks from the
system and restoration of financial soundness and
profitability. The third component of the strategy,
which has a medium-term time horizon, focuses on
the financial restructuring of nonperforming loans
and the operational restructuring of bank borrowers.

Crisis Containment

The most immediate component of managing a
banking crisis is the stabilization of bank liabilities—
stopping depositor and creditor runs. The central
bank, as the lender of last resort, should provide suffi-
cient liquidity to the banking system to protect the
payment system and give the authorities time to iden-
tify the causes of the crisis and design an appropriate
response. In the face of sharp increases of liquidity,
the central bank should use its monetary instruments
to sterilize any resulting increase in the money supply.
Moreover, such support should be limited to solvent
banks. In the early stages of the crisis, however, it is
difficult to distinguish between insolvency and illi-
quidity, and the government may have to recapitalize
the central bank once the crisis has been resolved. In
highly dollarized economies, the central bank’s ability
to provide emergency liquidity is constrained by the
level of international reserves, access to international
capital markets, and support from international finan-
cial institutions. In such cases, the liquidity may not
be available, and more aggressive policies on bank
resolution may be needed.

If credible, a blanket guarantee can restore investor
confidence and stabilize banks’ liabilities. A blanket

6

8See Ishii and others (2002).
9See Daniel and Saal (1997).
10See IMF and World Bank (2001) and World Bank (2001).
11Country-specific factors also include ownership structures of

the banking system and the corporate sector; human resource con-
straints; the legal, regulatory, judicial, and administrative frame-

works; traditions of transparency; as well as political cohesion
and the quality of leadership. These factors will influence the
pace and success of the resolution strategy.
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guarantee gives the government some breathing
space to develop a comprehensive restructuring strat-
egy. It also makes resolution of weak banks easier, as
bank interventions and closures are less likely to
prompt depositor panic. A blanket guarantee alone,
however, cannot contain a liquidity crisis; to be suc-
cessful, it must be part of a credible stabilization
package. Moreover, the moral hazard risks in a blan-
ket guarantee have to be balanced against the poten-
tial benefits from such a guarantee. A blanket guaran-
tee may not be credible in the face of unsustainable
public debt dynamics or in a highly dollarized bank-
ing system. If dollarization is moderate, a guarantee
could cover foreign currency liabilities in their do-
mestic currency equivalent at market exchange rates.

If market-oriented stabilization measures do not
contain the crisis, the authorities may have to resort
to administrative measures to avoid losing monetary
control. Such measures include securitization of de-
posits, forced extension of maturities, or a deposit
freeze. To varying degrees, these measures impose
restrictions on the depositors’ ability to withdraw
their funds. Administrative measures can cause
major economic disruption and, therefore, must be
viewed as a last resort to stop a run on banks if all
other measures fail.

Bank Restructuring

The second component of the restructuring strat-
egy is to restore the profitability and solvency of the
banking system. The first task is to identify the size
and distribution of bank losses. Supervisory data
may be outdated, so a process for collecting data
based on uniform valuation criteria should be initi-
ated. The next task is to classify banks into one of
three categories: viable and meeting regulatory re-
quirements, nonviable and insolvent, or viable but
undercapitalized. In the latter classification, an addi-
tional assessment will be needed of the ability of the
existing shareholders to recapitalize their banks
within an acceptable period.

The determination of a bank’s viability is a critical
aspect of managing the restructuring process. Finan-
cial statements and asset values of a bank are often
distorted during a crisis, making it difficult to deter-
mine a bank’s financial position. Under such circum-
stances, viability may be determined by examining
two factors. First, the bank must develop a medium-
term business plan and cash flow projections, based
on realistic macroeconomic assumptions that show
future profitability and medium-term strength. Sec-
ond, shareholders must be committed and financially
sound. Any business plan can go wrong; the share-
holders must stand ready to adopt corrective mea-
sures. In addition, the authorities must develop a
view as to the future volume of activity that the

economy can absorb and establish criteria for bank
evaluation that aims at an appropriately dimensioned
banking system.12

Resolution techniques will depend on the banks’
financial conditions and medium-term prospects. All
solvent but undercapitalized banks should be re-
quired to present acceptable restructuring plans.
Bank recapitalization may be phased in if accompa-
nied by an acceptable restructuring plan. An insol-
vent bank should be intervened and transferred to the
institution responsible for bank resolution, which
will decide whether to close it or keep it open. If the
bank is closed, decisions need to be made on how to
manage assets and liabilities, including nonperform-
ing assets, performing assets, and deposits. If the
bank is kept open, the restructuring institution must
decide on a range of options, including whether to
recapitalize the bank with public funds; to offer it for
immediate sale or as a merger partner to a private in-
stitution; or to merge it with another solvent, govern-
ment-owned bank.

Explicit decisions about burden sharing must be
made in the design of the restructuring strategy. A
banking crisis reflects losses of banks and their bor-
rowers. The costs must be shared by some combina-
tion of bank shareholders, depositors, other credi-
tors, and taxpayers. How the costs are paid and the
distribution of the costs among different agents is a
political as well as a technical decision, which re-
quires explicit consideration in the design of the
strategy. This process is difficult because the deter-
mination of losses is extremely difficult, nonper-
forming loans have no clear market value, and the
size of losses is constantly changing in response to
changes in the business environment. Strong and co-
hesive political leadership is required to address
these issues.

Public capital support of private banks may be jus-
tified in some situations. The authorities may help
private owners achieve a least-cost resolution. In this
case, injection of new funds by the shareholders
could be supplemented with public funds. Public
participation in the recapitalization may be justified
when the economy does not have sufficient capital
and foreign interest is limited. Public funds may also
be justified when the banking problems are the di-
rect result of public policy.

Once the banking system has stabilized and both
corporate restructuring and asset resolution are

7

12The proposal is not to identify and protect a core banking sys-
tem; in principle, market forces should determine the winners and
losers among financial institutions. Rather, the authorities should
adopt uniform and transparent rules that apply to all banks. 
If faced with the need to consolidate the banking system, pruden-
tial rules must be sufficiently strong to ensure continued financial
intermediation.
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under way, the authorities will need to turn to
strengthening the financial system and fostering
reintermediation. Tasks at this stage include deter-
mining the role of both private and public financial
institutions, reinforcing prudential and regulatory
oversight, and strengthening transparency. Market
discipline has to be strengthened, as the safeguards
put in place at the height of the crisis must be phased
out at a safe but meaningful pace. Exit rules for fail-
ing banks will have to be enforced and legal, judi-
cial, and institutional structures strengthened to pro-
mote an effective and competitive banking system.

Difficult decisions must be made concerning the
treatment of any bank that was nationalized as a re-
sult of the crisis. Reprivatization of banks and bank
assets should take place according to a carefully de-
veloped strategy. The government will have to deter-
mine how to maximize the bank’s net value in light
of expected future economic growth, either through
rapid divestment of nationalized assets or a slower
approach.13 Similarly, the government must deter-
mine how best to increase market competition. Pri-
vatization of small banks may increase competition
in the market, but it may be difficult to attract ade-
quate buyers. A single large institution may be easier
to sell at a cost of reduced competition in the market.
The role of foreign investors must be defined. There
is little experience to date on this stage of crisis reso-
lution, and it remains a critical policy issue for the
future.

Asset Management

The third component of crisis management is asset
management and corporate debt restructuring. Banks
have three options in dealing with nonperforming as-
sets: they can restructure the loans, liquidate the
loans, or sell the assets to a specialized institution for
resolution. This process of asset management is inex-
tricably intertwined with corporate restructuring.
Poorly designed corporate debt restructuring can im-
pede or even reverse progress in financial sector re-
structuring. The objective of this phase of crisis man-
agement is to seek arrangements that allow banks to
maintain positive cash flows, deepen business rela-
tions with solvent borrowers, and encourage corpo-
rate debt restructuring.

Banks and corporations must seek the timely and
orderly restructuring of corporate debt in a way that
shares the burden equitably. Government action is
often required to ensure that banks are not at a disad-
vantage in negotiating with borrowers. Formal insol-

vency rules often must be strengthened while, at the
same time, institutions and mechanisms are estab-
lished to encourage out-of-court settlement. The fi-
nancial restructuring of corporate debt should proceed
in the context of a broader operational restructuring of
the companies, which is a prerequisite for renewed
corporate profitability, new investment, access to bank
credit, and economic growth. If loans cannot be re-
structured, they should be liquidated and any collat-
eral foreclosed.

There are a number of institutional options for
managing impaired assets. Nonperforming loans can
be managed by the banks or sold to specialized asset
management companies, either privately or publicly
owned. While each setup has both advantages and
disadvantages, experience suggests that, in general,
private financial institutions can respond more
quickly and efficiently. Government-owned central-
ized asset management companies may lack incen-
tives for maximizing recovery values, and may be
subject to political interference. On the other hand,
such companies may be relatively more efficient
when the size of the problem is large—hence, asset
management may involve economies of scale—or
the required skills are unavailable.

Implementation of Restructuring
Strategies

Implementation of a wide-ranging restructuring
agenda is difficult to coordinate. Crisis episodes
have evolved at varying paces and with different re-
sults (see Appendix II). Such differences are caused
by a variety of factors, including initial conditions,
policy mix, international environment, and even un-
expected exogenous events. Notwithstanding im-
portant differences among crisis cases, some gen-
eral lessons have emerged. While the following
practices are not always required for the successful
implementation of a strategy, they do appear to
make implementation relatively smoother and im-
prove the probability of success (see Box 3 for an
overview of guiding principles).

Successful restructuring efforts have used the
sense of urgency created by the outbreak of the crisis
to initiate quickly the reform process. Experience
suggests that political resistance to reform measures
is weakest early in the process when a broad consen-
sus to address the causes of the crisis is highest. As
the crisis continues, vested political or economic in-
terests emerge or reemerge, and the reform process
becomes slower and more difficult.

A second practice is the establishment of a coordi-
nating unit or committee early in the crisis to design
and oversee crisis management. To be effective, this
committee should be composed of senior govern-

8

13Also, the government needs to factor in the possible pitfalls
of prolonged government management of a bank, e.g., political
influence, lack of managerial capacity, and so forth.
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ment officials that have both the responsibility and
the authority to develop economic policy. Often such
a group is composed of cabinet-level officials and
senior staff of central banks and financial sector
oversight agencies. While this committee should
have responsibility for strategy design, it would nor-
mally oversee, but not implement, the strategy.

A related practice is to avoid excessive centraliza-
tion of policy implementation and give government
agencies the authority and responsibility to imple-
ment the restructuring strategy. Often, existing agen-
cies with established credibility may be given such a
responsibility. Existing agencies—including the cen-

tral bank, the supervisory agency, the ministry of fi-
nance, and the deposit insurance agency—often have
adequate staff, organization, and infrastructure.
Given the need to act quickly, it may be cost effec-
tive to rely on these existing institutions. On the
other hand, establishing new bodies with specialized
staff may be necessary. Such new agencies may be
staffed with specialists not normally available or
may be given special responsibilities in the conduct
of the restructuring strategy. The decision to rely on
the existing institutional framework or establish new
institutions will depend on the credibility and expe-
rience of existing institutions, the need for special-

9

Box 3. Guiding Principles from Recent Systemic Banking Crises

• Political support is important for successful crisis
management. Public disagreements or expressions of
doubt among prominent government participants can
undermine confidence in the containment and restruc-
turing process.

• A single, accountable authority can facilitate crisis
management. Strong leadership is needed to deal
with vested interests, determine issues affecting
wealth and income distribution (burden sharing), and
shepherd the restructuring program through the leg-
islative process. This authority should clearly com-
municate the strategy and decisions to the public.

• Speed of intervention is essential. Decisive steps
need to be taken in the initial stages to stop creditor
and depositor withdrawals. The best opportunity for
significant progress is in the early stages when polit-
ical support to resolve the crisis is normally at its
highest.

• A coherent and comprehensive package of mea-
sures should be implemented. Such a package may
include credible macroeconomic adjustments, emer-
gency liquidity support, a blanket guarantee where
credible, and early closure of clearly insolvent banks.
Should such measures not be effective, the authorities
may need to resort to administrative measures as a
last alternative—securitization of deposits, lengthen-
ing of deposit maturities, or a deposit freeze.

• Protection of depositors and other creditors will
ease the restructuring process. Where credible, a
blanket guarantee can ease creditor fears and facilitate
the closure of weak banks. When a blanket guarantee
is not credible, the authorities may have to rely on ad-
ministrative measures.

• Burden-sharing decisions should be explicit. Exist-
ing shareholders should be the first to either inject ad-
ditional capital or lose their investment. If capital con-
tinues to be insufficient, other stakeholders need to
take losses. With a blanket guarantee, the govern-
ment—and thereby taxpayers—assume the losses of
depositors and other creditors. Under administrative

measures, depositors and other creditors typically
may have to take a share of the losses.

• The bank resolution strategy should include a
thorough diagnosis and bank resolution plan. A
process of bank triage should take place. Nonviable
institutions should be liquidated or merged with vi-
able banks, and adjustment periods could be provided
for viable but undercapitalized banks.

• Bank resolution should follow a principle of equity
and fair treatment. Restructuring policies should be
applied to all banks on a uniform basis, that is indepen-
dent of their ownership (public, domestic private, or
foreign private) or type (wholesale, retail, or niche).

• The banking strategy should be designed to mini-
mize the present value costs of the crisis. The likely
costs of different options should be identified, and the
strategy should be based on the lowest present value
of costs to the economy. Costs estimates should in-
clude an estimate of the impact of each option on the
banking system, economic growth, and the sustain-
ability of government debt.

• Recapitalization with government funds may be
justifiable in some circumstances. Private funds
should be used first, and the terms for public assis-
tance should be uniform and transparent.

• Asset resolution is an essential complement to
bank restructuring. An early and active involvement
in impaired asset management would prevent credit
discipline from eroding. A variety of institutional
arrangements and techniques are available. They
should be chosen in order to achieve the desired
trade-off between rapid resolution and recovering the
value of the impaired assets.

• Corporate restructuring should go hand in hand
with bank restructuring. Without corporate restruc-
turing—both financial and operational—economic
activity will slow down further, and the banking sys-
tem may not get out of, or fall back into, a state of dis-
tress. Corporate debt restructuring should be based on
market principles and reinforce payment discipline.
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ized institutions, and the speed with which new insti-
tutions can be created and staffed.

The fourth practice is communicating with the
broader public. An often-neglected aspect of crisis
management is the importance of strengthening mar-
ket confidence by informing the public about the di-
rection of public policy. The authorities should use
all forms of communication to explain their views on
the causes of the crisis, their understanding of how
the crisis will be resolved, and where the reform
strategy will lead. The announcements should be
consistent, regular, and ideally be given by a single
official spokesperson throughout the containment
and restructuring efforts. This communication strat-
egy can be effective in forging and then maintaining
support for the reform efforts and can help reduce
the influence of entrenched special interest groups.

Finally, the authorities can benefit from the
demonstration effect of quick and successful wins.
Restructuring can be a prolonged process, with diffi-
cult adjustments and costs. Reform fatigue can be re-
duced by taking advantage of opportunities for
short-term successes. The authorities should seek to
identify steps that produce some immediate results
as an indication that the benefits from the reform
process are not only to be achieved over the medium
term, but also immediately. These steps, when
placed in the context of the broader strategy, can
help to mobilize support for the entire reform
process.14

10

14This process is similar to what Hirschman (1963) has referred
to as “reform mongering.”
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Overview of Strategy
Irrespective of its origin, a systemic banking crisis

first emerges as a liquidity problem in some or all of
the banks. Large creditors, both foreign and domes-
tic, are generally the first to leave the banking sys-
tem.15 As the outflow becomes known, smaller de-
positors follow quickly. Very large amounts can
move in hours and, if not stopped, such runs may
stall the operation of the payment system.

Liquidity and deposit withdrawals are symptoms of
underlying problems but do not necessarily signal a
systemic banking crisis. The authorities must form a
quick judgment whether the deposit runs reflect con-
cerns about the solvency of individual institutions, the
stability of the banking system, or overall economic
management. This judgment is often difficult because
reliable data are scarce and quickly outdated. More-
over, wishful thinking and denial may affect the au-
thorities’ judgment. Available supervisory, central
bank, and market data will give some idea of the order
of magnitude of the total losses in the banking system.
Such data will also indicate whether deposit with-
drawals reflect flight to quality within the banking
system or a more general flight from the banking sys-
tem. As a banking crisis becomes systemic, creditors
are no longer able to distinguish viable from nonvi-
able banks, and confidence in the overall stability of
the system is jeopardized.

A top priority in the early stages is to stabilize
banking system liabilities by stopping depositor and
creditor runs. Irrespective of the causes of the crisis,
the first step should be to provide sufficient liquidity
to the banking system to protect the payment system
and give the authorities time to determine the causes
of the crisis and design an appropriate policy re-
sponse. Options could include some combination of
protection for creditors, particularly depositors; up-
front closure of clearly insolvent banks; and adop-
tion of a comprehensive macroeconomic stabiliza-
tion package. If these measures are unsuccessful, or
if emergency liquidity facilities are limited by a high
degree of dollarization or the inability to sterilize

liquidity injections, the authorities may be forced to
consider administrative measures to stop the deposit
runs, such as a reduction in deposit liquidity, a full
deposit freeze, or capital controls. These administra-
tive measures are likely to cause major economic
disruption and, therefore, must be viewed only as a
last resort if all other measures fail.

While liquidity support is needed to protect the
payment system, the authorities must seek to limit
the impact of this support on prices and the ex-
change rate. Liquidity support can cause serious
pressures on prices and the exchange rate. Accord-
ingly, the central bank must use available monetary
instruments to sterilize the growth in base money.
The tightening of monetary policy is likely to result
in increases in domestic interest rates. These rates
must be brought down as quickly as feasible because
high rates for protracted periods will severely dam-
age bank borrowers and banks, and draw political
criticism, as discussed in Section VI.

An often-neglected aspect of crisis management is
the importance of strengthening market confidence
by announcing the authorities’ strategy. Notwith-
standing the need to deal with an unfolding crisis
and take a multitude of quick actions, attention
should be given to making public announcements to
explain the authorities’ understanding of the crisis
and actions the government is taking. Such an-
nouncements should be consistent and authoritative
and ideally be given by a single official spokesman
throughout the containment and restructuring
phases. To the extent possible, a political consensus
for a crisis management strategy should be forged,
and the working arrangement among different gov-
ernment authorities and agencies defined. Clear and
consistent information will help contain rumors and
misinformation, avoid new panics, and prevent fur-
ther erosion of private sector confidence.

Policies for Stabilization

Emergency Liquidity Support

Central bank support provides the first line of de-
fense against liquidity shortages in banks. Illiquid

III     Crisis Containment
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15Creditors can refuse to roll over lines of credit, and depositors
can withdraw their funds.
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banks should be provided necessary resources, while
the authorities identify the causes of the crisis, de-
velop an appropriate response, and begin imple-
menting actions to deal with insolvent banks. Sup-
port can be given in a variety of ways, including
uniform reductions in reserve requirements, access
to overdraft facilities and discount windows, open
market operations, and instruments such as repos
and reverse repos (see Table 1 and Appendix II for
an overview of measures taken during the contain-
ment stage). The criteria for providing such support
must be uniformly applied to all banks in the system,
and the rules for providing such support should be
transparent. Differentiating among banks will only
cause uncertainties and could worsen depositor con-
fidence. In highly dollarized economies, the central
bank’s ability to provide liquidity support is con-
strained by the level of international reserves, and
aggressive measures may be needed on bank inter-
vention and resolution.

Conditions for central bank liquidity support in
normal times, such as collateral and penalty interest
rates, may need to be eased. In a systemic crisis, the
value and quality of collateral may not be known,
while excessive penalty rates may add to banks’ dis-
tress. At the same time, the central bank must main-
tain its intervention rates at levels sufficiently high to
make it a source of last (rather than first) resort for
liquidity. Absent traditional central bank safeguards,
borrowing banks should be subject instead to restric-
tions on their activities and heightened supervision.16

In principle, liquidity support should be provided
only to solvent banks, but the differentiation be-
tween solvent and insolvent banks is often difficult
in systemic crises because data are poor or outdated.
Ideally, insolvent banks should be expeditiously in-
tervened. Ceasing liquidity support to selected banks
may not be feasible if this interrupts the payment

12

Table 1. Liquidity Support During Selected Systemic Banking Crises

Country Stock of Support1 Form Notes

Ecuador 13 percent of GDP in 1998–99 Central Bank of Ecuador loans Most loans not repaid; the central 
and rediscounting of bonds bank forclosed on some fixed 
issued by the Deposit assets used as collateral
Guarantee Agency (AGD)

Indonesia Rp 156 trillion (16 percent of GDP) Bank of Indonesia overdrafts . . .
in August 1998

Korea W 11.3 trillion + US$23.3 billion Bank of Korea deposits and All loans repaid
(2.5 percent of GDP) in December loans
1997

Malaysia RM 35 billion (13 percent of GDP) Bank Negara deposits Most loans repaid by end-1998
at end-January 1998 

Mexico MEX$38 billion + US$3.9 billion Loans and capital injection from All outstanding foreign currency 
(2+1.3 percent of GDP) in April 1995 Banking Fund for the Protection loans repaid by early September 

of Savings (FOBAPROA) 1995
borrowed from the Bank of 
Mexico

Russia Rub 105–120 billion (4 percent of Central Bank of Russia loans to Rub 9.3 billion repaid by end-1998
GDP) between August and October 13 banks for a term of up to 
1998 one year

Thailand B 1,037 billion (22 percent of GDP) Loans and capital injection from FIDF claim on financial institutions 
in early 1999 the Financial Institutions declined to B 227 billion by 

Development Fund (FIDF), a end-1999
subentity of the Bank of Thailand

Turkey TL 6 quadrillion (3.3 percent of One-week repos by Savings One-week repos rolled over into 
GDP) in September 2001 Deposit Insurance Fund (SDIF) longer-term instruments

and state banks with the Central 
Bank of Turkey

1At peak.

16He (2002).
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Policies for Stabilization

system and risks triggering a wider crisis. Stopping
liquidity support to the entire system would be even
less feasible. Given these uncertainties, central bank
support in response to a systemic crisis should be ex-
plicitly guaranteed by the government, in the under-
standing that any losses accrued will ultimately be
carried by the government.

Special factors must be considered in highly dollar-
ized economies. The absence of a lender of last resort
may make dollarized systems more prone to runs and
make runs more difficult to stop. Policymakers have
tried to tap dollar resources with a variety of means,
including high liquidity requirements and prearranged
credit lines, and from various sources, such as the for-
eign bank sector. These measures may be beneficial in
the case of small banking sector problems, but insuffi-
cient in the case of a systemic run.

In highly dollarized economies, the constraints on
liquidity support and on depositor protection will
make administrative measures more likely. These
measures include securitization of bank liabilities or
restrictions on deposit withdrawals, often preceded
by a short bank holiday to design and prepare imple-
mentation of the measures. Nominal losses to depos-
itors should be considered only as a last resort if all
other options cannot be implemented or have failed,
because nominal losses will make any reintermedia-
tion in the financial system even more difficult to
achieve (Box 4).

Blanket Guarantee

A blanket guarantee can help to stop runs on
banks caused by loss of depositor confidence in the
overall banking system. A blanket guarantee typi-
cally consists of an announcement by the govern-
ment that it will ensure that all bank liabilities except
capital and subordinated debt are honored. If a lim-
ited deposit insurance system is in effect, it would
have to be suspended until the blanket guarantee is
removed. A blanket guarantee gives the government
some breathing space to develop and start imple-
menting a comprehensive restructuring strategy.17

A blanket guarantee alone will not contain a li-
quidity crisis. If implemented, it needs to be part of a
package of credible stabilization measures. Credibil-
ity depends in the first place on the government’s
perceived ability to honor the guarantee. While the
government need not have sufficient resources to re-
deem the entire stock of bank liabilities, fiscal ca-
pacity should be seen as sufficient to meet any ex-
pected calls on the guarantee. A blanket guarantee
also requires strong political commitment. The gov-
ernment must be perceived to stand fully behind the
guarantee. Public disagreements or expressions of

doubt would undermine confidence in a guarantee.
Legislation may be required to make it fully effec-
tive. The details of the guarantee must be clearly ex-
plained to the public. A guarantee will always be
tested. When depositors and creditors see that their
claims are protected even when banks are inter-
vened, they tend to stay in the system.

A blanket guarantee may not be credible in the face
of unsustainable public debt dynamics or in highly
dollarized banking systems. If political uncertainties
or the government’s financial capacity to deal with the
crisis is in doubt, a blanket guarantee will not be cred-
ible.18 If dollarization is moderate, a guarantee could
cover foreign currency liabilities in their domestic
currency equivalent at market exchange rates. If dol-
larization is high, however, and creditors and deposi-
tors are fleeing the currency and the banking system,
the government will need to show both its capacity
(access to foreign reserves and lines of external credit)
and willingness to handle foreign exchange with-
drawals for the guarantee to be credible.

The coverage of a blanket guarantee must be clearly
spelled out (see Table 2 and Appendix II for country
experiences). While shareholders and subordinated
debt holders should not be covered, depositors and
other creditors of locally incorporated banks (includ-
ing branches of foreign banks) are typically included
regardless of residency criteria and currency denomi-
nation.19 Off-balance-sheet items become covered
when they enter the balance sheet.20 Insider claims are
not typically covered.21 Important groups of near bank
deposit-taking institutions may also be included.

Any guarantee involves moral hazard, which can
be contained if the guarantee is properly designed
and managed. A blanket guarantee is a temporary as-
surance to stop runs. A guarantee does not imply that
banks will not require intervention but rather pro-
vides a necessary depositor and/or creditor protec-
tion for undertaking far-reaching bank restructuring
without disturbing market confidence. As long as
shareholders understand that they will lose their in-
vestments if the bank is improperly run, moral haz-
ard can be contained. At the same time, various re-
strictions may be used to limit reckless operations by
banks, such as eliminating coverage of deposits on
which excessively high interest rates are paid, and
imposing a fee for the guarantee.

13

17Garcia (2000b).

18The use of a blanket guarantee may also be constrained under
different private sector involvement scenarios, especially related
to nonresident creditors.

19Dollar deposits, however, usually would be paid out in the
local currency, converted at the market exchange rate.

20Derivatives and other off-balance-sheet contracts cannot be
excluded, if a bank continues operations, as derivatives convert
into plain on-balance-sheet liabilities in case of defaults.

21In Indonesia, such transactions were included if contracted at
“arm’s length.”
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Blanket guarantees distort market discipline and
should be replaced with limited deposit insurance as
conditions permit. The blanket guarantee should be
removed once the banking system is sound. The
market should be given advance notice of the re-
moval (possibly 6–12 months). The guarantee may
be phased out by lifting the guarantee of deposits of
the more sophisticated creditors (e.g., interbank
creditors followed by large creditors) and, once the
system has been shown to be stable, the guarantee on
all depositors.

Bank Interventions or Closures

As part of the policies for immediate stabiliza-
tion, clearly insolvent or nonviable banks should be
intervened or closed at an early stage. If the market
suspects the existence of insolvent banks, failure to
take action could undermine efforts to stabilize
market expectations. Up-front takeovers or closures
of insolvent banks are drastic actions that give
other banks notice that the situation is serious and
the authorities are taking appropriate measures. By

III CRISIS CONTAINMENT
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Box 4. Dealing with Bank Runs in Dollarized Economies

A high degree of dollarization can have a significant
impact on the policy options available to address bank
runs because it imposes limits on the authorities’ ability
to recognize and address emerging banking sector
problems. This issue emerged forcefully during the re-
cent Latin American crises but had also been a concern
in earlier episodes of distress. Specific constraints im-
posed by dollarization include the absence of an effec-
tive lender of last resort or a blanket guarantee to re-
spond to bank runs, which in turn can contribute to the
size of the problem by increasing the speed and depth
of deposit withdrawals.

Policy Environment with Dollarization

Dollarization complicates the task of addressing de-
posit runs, with partial dollarization creating the most
challenges. For example, with dollarization there may
be considerably more uncertainty about the extent of
the crisis. In particular, in a partially dollarized system,
with currency mismatches on the asset and liabilities
side of bank balance sheets, rapid changes in the ex-
change rate may cause sudden changes in banks’ net
worth that are difficult to detect promptly. In addition,
dollarization may have an impact on credit risk if com-
panies or individuals that borrowed in dollars are un-
able to generate dollar earnings.

More important, dollarization severely limits the
availability of policy tools. It imposes limits on the
possible extent of liquidity support—there is no unlim-
ited lender-of-last-resort facility in foreign currency.
The knowledge of rigid limits on possible support pay-
ments may make bank runs in highly dollarized
economies more likely to occur and, once under way,
more self-sustaining. Similarly, if the banking system
is sizeable, the government may well be unable to pro-
vide a credible blanket guarantee for foreign currency
deposits. In partially dollarized economies, while
lender-of-last-resort facilities and a blanket guarantee
may be provided in domestic currency, the relatively
smaller domestic monetary base (compared to nondol-
larized countries) might lead to a very fast and high
domestic liquidity expansion and/or an even faster col-
lapse of the exchange rate. In addition, the nature of
the guarantee is inconsistent with depositors’ currency 

preferences, and it is likely to be less effective than a
guarantee in foreign currency would have been.

Partially or fully dollarized economies also face im-
portant constraints on supporting macroeconomic poli-
cies. Dollarization makes monetary policy less effec-
tive, and the need to maintain convertibility at par
between local dollars and U.S. dollars removes the ex-
change rate as an equilibrating mechanism. Dollariza-
tion complicates fiscal support for the bank restructur-
ing process because funds needed for any public
recapitalization program may have to be committed in
foreign currency to avoid asset/liability currency mis-
matches, and may not be consistent with a sustainable
path of foreign debt.

Finally, it would appear that alternatives to lender of
last resort and other safeguards—for example, the pres-
ence of foreign banks, prearranged credit lines, or size-
able earmarked reserves—are beneficial mainly in the
case of smaller banking sector problems.1 In the case of
systemic runs in dollarized economies, these safe-
guards may not be enough: the presence of a significant
share of foreign institutions does not necessarily limit
the extent of bank runs (Uruguay 2002, Argentina
2002). While the perceived support of the parent typi-
cally isolates foreign subsidiaries from a systemic run
at the outset of a crisis, such support may not always
materialize—particularly when the crisis proves deep
and the authorities’ response slow, uncertain, or confis-
catory. Under these circumstances, depositor runs are
likely to extend to foreign banks. Prearranged credit
lines may become unavailable in the time of most ur-
gent need due to strong built-in safeguards. Sizeable
earmarked reserves can stabilize expectations, but un-
less they extend to cover a significant portion of bank-
ing sector liabilities, there will be residual uncertainty
and the perception of risk.

Modified Policies to Stop Bank Runs in 
Dollarized Economies

The additional constraints and limited role of safe-
guards call for more attention to financial sector sound-
ness in dollarized economies. Where, in spite of such 
added vigilance, bank runs do occur, theory and coun-
try experiences suggest that a range of additional issues 
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removing the worst banks, market distortions and
excess capacity are removed from the banking sys-
tem to the benefit of remaining banks.

If a credible blanket guarantee is in place, such
early closures should not affect confidence nega-
tively. The operation might be successful even
lacking such a guarantee if the prevailing view 
of the market is that the targeted institutions are 
the only insolvent ones. If this is not the case, how-
ever, upfront bank takeovers or closures with losses
imposed on creditors and uninsured depositors

could aggravate bank runs on the banking system
as a whole.22

Reflecting fears about these pitfalls, few countries
have actually imposed losses on creditors and depos-
itors in a systemic crisis when closing banks. While
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needs to be taken into account when formulating an ap-
propriate strategy.

Provision of Emergency Liquidity

Liquidity support was identified as a key element in
addressing systemic runs. In a dollarized economy,
dollar liquidity support will be limited by the avail-
ability of resources, and it might be necessary to have
a more clearly defined strategy on liquidity provision.
Dollar assistance can be provided as long as suffi-
cient dollar resources are available. Sources of liquid-
ity can include high international reserves prior to the
run (e.g., Argentina 1995); contingent facilities
(swaps, repos); international financial support or bail
out (e.g., Mexico 1995); or liquidity from sharehold-
ers (e.g., Uruguay 2002). Drawing down such re-
sources can, however, have costs in terms of credibil-
ity and limitations to macroeconomic policymaking.

With limited dollar assistance possible, a decision
needs to be taken whether to shift assistance in part
or fully to local currency (e.g., Bulgaria 1996, Rus-
sia 1998, and Ecuador 1999). This option avoids the
need for other stop-gap measures (see also below) and
circumvents constraints on the lender of last resort as
the central bank can print local currency. The expan-
sion in the money supply and the currency mismatch,
however, are likely to result in a combination of loss
of international reserves, exchange rate depreciation,
and inflation.

Depositor Protection

Depositor protection, in particular through a blanket
guarantee, has proved to be of key importance in ad-
dressing systemic bank runs. In a dollarized economy,
funding constraints emerge similar to those discussed
above in the case of liquidity support.

• A guarantee of deposits in foreign currency can be
effective as long as sufficient dollar backing is
available. In some countries, most notably the tran-
sition economies, banking systems tended to be
small enough that a full blanket guarantee of for-
eign currency deposits might have been an option.
In most others though, reserve and fiscal con-

straints would undermine the credibility of a blan-
ket guarantee issued in foreign currency.

• A blanket guarantee in local currency is unlikely to
instill depositor confidence because depositors
will demand their original dollars rather than local
currency counterpart. Moreover, the announce-
ment of a local currency guarantee may aggravate
the crisis if depositors fear the banking system
does not have sufficient dollar resources and there-
fore seek to buy dollars in the exchange market.
Guaranteeing deposits in local currency at a fixed
exchange rate (Russia 1998) implies a “haircut” to
depositors when the exchange rate depreciates, and
depositors are therefore likely to withdraw their
funds and convert them to foreign exchange as
soon as possible.

• One option for depositor protection would be 
to transfer deposits in failed banks to a bank (pub-
lic or private) that is perceived to be sound and
with significant foreign exchange holdings backed
up by a corresponding amount of central bank 
securities to ensure liquidity. In conditions of a
systemic run, such banks will only exist in rare
cases.

Administrative Measures

Given the added constraints of dollarization for li-
quidity support and depositor protection, administrative
measures are more likely to be needed. Measures men-
tioned in the text—securitization of deposits, the exten-
sion of deposit maturities, or the imposition of bank
holidays or other restrictions on deposit withdrawals—
are also available in dollarized settings. Similarly, the
general principles stressed for general bank runs (e.g.,
uniformity of policies applied to banks) to minimize
the fallout from such policies apply. These measures,
while allowing some breathing space, may have a po-
tential, however, to delay the success of longer-term
reintermediation efforts.

1The issue is also relevant in economies with currency
boards, which face similar challenges.

22In República Bolivariana de Venezuela, the absence of a
guarantee led to waves of bank failures in 1994. In the often-cited
case of Indonesia (see Box 5) a poorly managed closing decision
contributed to a general run on banks and required the retroactive
introduction of a blanket guarantee.
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suspensions or closures of banks and other financial
institutions were part of the initial measures to stabi-
lize the banking systems in Indonesia, Korea, and
Thailand, only Thailand imposed losses on some
creditors of the first group of 16 suspended finance
companies (near-banks). In Indonesia, the creditors
and depositors of the 16 banks that were closed ini-
tially were subsequently all compensated in full
(Box 5).

Administrative Measures

If a package of market-oriented stabilization mea-
sures is not feasible or fails to contain the crisis, the
authorities may have to adopt administrative mea-
sures to avoid losing monetary control. Such mea-
sures include securitization of deposits, forced exten-
sion of maturities, or a deposit freeze. Administrative
measures are extremely disruptive and should be used
with caution. They can cause major economic and
political disruption, and therefore must be viewed as
a final, desperate measure to stop a run on banks if all

other measures fail. Banks should be treated uni-
formly when administrative measures are applied.
Differential treatment could worsen the banking 
crisis and may impede restoration of financial ser-
vices. The administrative measures may cover all de-
posits or may allow for a small amount of funds to be
withdrawn.

Securitization of bank deposits would halt the de-
posit drain but allow some liquidity for frozen de-
posits. Such securities might be used for payments
or as collateral for bank loans. To the extent that ne-
gotiable government bonds are used uniformly for
different categories of deposits, market price quota-
tions could be expected to emerge. Such bonds could
therefore be used at their discounted market values
for selected payments. Another option would be to
allow individual banks to issue their own negotiable
certificates of deposits against the frozen deposits.
Such negotiable certificates could also become eligi-
ble payment instruments at their discounted market
values. Bank certificates would probably be too het-
erogeneous, however, to allow clear market prices to
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Table 2. Blanket Guarantees: Overview of Their Implementation

Previous Deposit Fiscal
Date of Removal Insurance Administering Resources

Country Introduction Date of Removal Deadline Arrangements Agency (US$billion)

Finland February 2, 1993 December 8, 1998 . . . Explicit Government Guarantee . . .
Fund

Indonesia January 27, 1998 In place Not yet announced Implicit Bank of Indonesia 40.0

Jamaica January 1997 August 1998 . . . Implicit Financial Sector Adjustment 1.8
Company

Japan June 1996 In place April 2002 partial Explicit Deposit Insurance  500.0
April 2003 Corporation

Korea November 1997 December 2000 December 2000 Explicit Korea Deposit Insurance 22.0
Corporation

Malaysia January 1998 In place Not yet announced Implicit Danamodal 7.1

Mexico April 1995 In place To be phased out Explicit FOBAPROA . . .
by 2004

Bank Savings Institute (IPAB)

Temporary Capitalization 
Program

Sweden December 18, July 1, 1996 . . . Implicit Bank Support Agency . . .
1992

Thailand August 1997 In place Not yet announced Implicit Financial Institutions 34.0
Development Fund 

Turkey December 2000 In place Not yet announced Implicit Savings Deposit Insurance . . .
Fund

Source:Appendix Table AII.2.
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emerge (compared to government bonds) but could
give individual banks flexibility to redeem them
early and thus limit the fiscal burden.

Extension of deposit maturities is an alternative to
securitization. While deposits with extended maturi-
ties are frozen into the banking system and not con-
verted into negotiable instruments, measures should
be adopted to improve the functioning of the pay-
ment system under such a deposit freeze. Checks
could be issued on frozen deposits to give them full
mobility within the banking system, and limited
weekly or monthly withdrawals could also be al-
lowed. This way individuals and corporations with
frozen balances could still carry out transactions.
The authorities should be aware that mobility within
the system may lead to a flight to quality, as deposi-
tors move frozen deposits to the strongest banks in
the system.

Undefined limitations on deposit withdrawals
without preestablished rules of the game—e.g.,
freezes without specified minimum weekly or
monthly withdrawal amounts, or outright bank holi-
days—are an unstable solution to deposit runs and
should be avoided. If implemented, they should only
be in place for limited time periods, to buy the au-
thorities time to work out a permanent solution.
Also, exit policies should be prepared in advance.
The cases of Ecuador in 1998 (Box 6) and Argentina
in 2002 highlight the disruptive effects of prolonged
deposit freezes.

The introduction of capital or exchange controls
may slow a run on the currency and the liability base
of the banking system. For such controls to be effec-
tive, they must be comprehensive, fully enforced,
and part of a broader policy package. Experience in-

dicates that any beneficial effects of capital controls
are bound to be temporary because they encourage
circumvention and discourage legitimate transac-
tions. They may also negatively affect market confi-
dence. Moreover, if the private sector is shifting its
portfolio from local currency to foreign-currency as-
sets, controls would have to prohibit the holding of
foreign currency, a measure that has not been suc-
cessful in the past. In practice, few countries have
imposed such controls during banking crises.23

Burden Sharing and Depositor
Protection

One often politically contentious issue in banking
crisis management and resolution relates to burden
sharing. A banking crisis reflects losses (many con-
cealed) to banks and their borrowers, which have to
be shared by the different stakeholders, that is, by
shareholders, holders of subordinated debt, deposi-
tors, other creditors, borrowers, and the govern-
ment—ultimately the taxpayers. Shareholders and
subordinated debt holders should absorb losses first.
Losses, however, typically exceed their investment,
often by very large amounts. Therefore, losses will
have to be covered by some combination of credi-

17

Box 5. Indonesian Bank Closures—Doing It Wrong and Doing It Right

Intensified bank runs followed the closure of 16
small, deeply insolvent Indonesian banks on November
1, 1997. Partial guarantees of deposits of the closed
banks, the perception that other weak banks remained
in the system, a loss of confidence in the government’s
overall economic management, and currency flight all
fueled the runs. This experience underscores the need
for closures during a systemic crisis to be part of a
comprehensive restructuring strategy that is clearly ex-
plained to the public, with sound macroeconomic poli-
cies in place.

A second round of closures was undertaken on
March 13, 1999. This took place concurrently with the
takeover of seven banks by the Indonesian Bank Re-
structuring Agency (IBRA), the designation of nine
other banks as eligible for public contribution to recap-
italization, and the announcement of fit and proper re-
views of banks viewed as viable. These actions, which

resulted from the assessment of the condition of private
banks that began in the fall of 1998, were taken against
the background of the January 1998 three-point plan of
a blanket guarantee, the creation of IBRA, and the in-
troduction of a framework for corporate restructuring.

This second round of closures involving 38 banks
was managed so that most deposits were transferred
over the weekend of March 13, thus resulting in mini-
mal disruption for depositors. The interventions and
closures were well publicized through the electronic
and print media, with customers getting full informa-
tion about how to access their funds at banks receiving
the transferred deposits. The combination of decisive
action clearly communicated to the public, the exis-
tence of a credible guarantee, and evidence of a com-
prehensive approach to the private banks all con-
tributed to the orderly exit of insolvent banks with
minimal disruption.

23In Malaysia, capital controls introduced in September 1998
contributed to the containment of capital outflows and the stabi-
lization of the new sharply depreciated fixed exchange rate. In
Thailand, exchange controls introduced in June 1997 to support
the exchange rate were not successful in preventing the collapse
of the baht and played no role in dealing with the subsequent
banking problems.
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tors, depositors, and the government. Legislation
normally stipulates preferences for the liquidation of
different classes of creditors and depositors.24 What
may work for individual banks in normal times,
however, may not work in a systemic situation.

Allocation of nominal losses to depositors and
other creditors is very delicate in a weak banking
system, as it can exacerbate private sector fears.
Creditors and depositors of banks perceived to be
weak will run to stronger banks—or from the do-
mestic banking system altogether. Furthermore,
nominal loss sharing is potentially difficult because

it could run counter to earlier policy assurances, im-
plicit or explicit, or simply affect too many politi-
cally influential interests. The most common option
for burden sharing is to reduce the real value of lia-
bilities through high inflation and negative interest
rates in real terms.

Where a government cannot extend a credible
blanket guarantee and the run cannot be stemmed,
alternative measures will be required. Such mea-
sures alter the burden sharing dramatically compared
to the blanket guarantee because, typically, the de-
positors are hit the hardest. As discussed above,
measures could include securitization of deposits,
some form of withdrawal restriction, such as forced
lengthening of maturities, a deposit freeze, or a uni-
form reduction in nominal balances. Common to
these types of measures is that the exact outcome of
the loss-sharing arrangement is not explicitly known
upfront but will emerge over time.
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Box 6. Deposit Freeze: The Case of Ecuador

Early in 1999, confidence in the Ecuadoran banks
deteriorated rapidly. The closure of one bank in August
1998, followed by the intervention of the country’s
largest bank in December 1998, and the failure of five
small banks during the first two months of 1999 led to
depositor unrest. Loss of confidence was exacerbated
by the sluggishness of the newly created Deposit Guar-
antee Agency in starting payments under the blanket
deposit guarantee approved in December 1998. Large
capital outflows and historically low oil prices resulted
in a depreciation of the local currency by 54 percent
during 1998 and by a further 200 percent during 1999.

Against this background, the country’s second largest
bank became illiquid. Reflecting the fear of a systemic
meltdown, on March 5, 1999 the government declared a
banking holiday rather than close the bank. The ensuing
general strike resulted in the paralysis of the country’s
economic activity. Private sector confidence worsened,
leading to pressures on the currency, and the govern-
ment decided to freeze most of the country’s deposits
before reopening the banks on March 11, 1999.

When the banks reopened, there were withdrawal
pressures, but this was limited by the deposit freeze and
the general strike. The freeze accomplished its immedi-
ate objective of relieving pressure on the banks; how-
ever, their financial position remained precarious.

Efficiency of the Response 
to the Runs

Political pressures led to the progressive easing of
the freeze: exemptions were declared for pensioners
and seriously ill people; the unfreezing of dollar de-
posits was accelerated by six months; and banks were
allowed to issue negotiable certificates of frozen de-
posits, which could be used as payment for durable
goods, real estate, and loan cancellation. As the freeze
was progressively eased, deposit runs reemerged. The
pressure from the easing of the deposit freeze resulted
in a second currency crisis in the last months of 1999,
prompted by the default on external debt in September
1999.

Post-Run Developments
Faced with an intensifying currency crisis, the 

authorities opted for dollarization in January 2000.
Dollarization, together with the announcement of an
agreement with the IMF for a Stand-By Arrangement,
permitted the unfreezing of most time deposits in
March 2000. Most private banks engaged in an 
aggressive campaign to retain time deposits. As a 
result, the banking system was able to retain most of
the liberated deposits, although some flight to quality
occurred.

24Losses would be allocated in accordance with the legal pref-
erences stipulated in banking, bankruptcy, and deposit insurance
laws, as applicable: shareholders typically lose their capital, and
creditors and depositors lose all or part of their claims according
to a legally stipulated ranking.
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Overview of Strategy

The main objective of the restructuring strategy
is to restore individual banks and the system to
profitability and solvency. The strategy entails
strengthening viable banks, improving the operat-
ing environment for all banks, and resolving those
banks that are insolvent or nonviable. Bank restruc-
turing is a multiyear process, requiring the estab-
lishment or revision of laws and institutions; the
development of strategies to liquidate, merge, or re-
capitalize banks; the restructuring and recovery of
bank assets; and the establishment of positive cash
flows. Systemic bank restructuring can lead to
major downsizing of and ownership changes in the
system.

Legal and Institutional Framework25

The establishment of a single high-level authority,
charged with ensuring consistency among govern-
ment agencies, will strengthen the restructuring strat-
egy. This authority should be composed of cabinet-
level officials and senior staff of financial sector
oversight agencies and, to be effective, should have
strong political commitment. Experience has shown
that consistent implementation of a complex restruc-
turing process is difficult in the absence of a single au-
thority with a clear mandate. This authority should
delegate most implementation issues to appropriate
agencies.

If feasible, existing agencies with established
credibility may be given responsibly for implement-
ing the restructuring strategy. Such agencies, in-
cluding the central bank, the supervisory agency,
the ministry of finance, and the deposit insurance
agency, have the necessary staff, organization, and

infrastructure. Given the need to act quickly, it may
be cost effective to rely on these existing institu-
tions. Establishment of new, specialized bodies in
charge of implementing systemic bank restructuring
can be distracting and time consuming.

If existing agencies have limited credibility or
lack specialized skills, specialized institutions may
need to be established. Examples include the cre-
ation of a bank-restructuring agency, when the gov-
ernment must take over and temporarily run and re-
structure intervened banks, or a centralized asset
management company (see Appendix II). In this
case, the specialized agencies must be given a clear
mandate and may be given a limited life. Care must
be taken to ensure that the new agencies have full
political support, adequate staff, and a sufficient
budget to carry out their responsibilities.

Legal frameworks for bank intervention and reso-
lution should be reviewed and, where necessary,
amended—possibly through emergency legislation.
Changes to laws and regulations may be needed, so
as to

• facilitate intervention in weak banks and write
down shareholder capital;26

• regulate asset valuation and transfers of property
and creditor rights in support of the bank restruc-
turing strategy;

• update accounting and auditing rules, and loan
and collateral valuation rules; and

• ensure the fitness and propriety of owners and
managers of banks, the eligibility of foreign in-
vestors, the entry criteria for new banks, and lim-
itations on foreign exchange exposures, con-
nected lending, and loan concentration.

IV     Bank Restructuring
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25Legal issues in bank restructuring are extremely complex and
depend to a considerable degree on the legal and institutional
framework in each country. This topic is too broad to be covered
adequately in this paper. The International Monetary Fund and
World Bank staff are writing jointly a report on the legal and in-
stitutional framework for bank restructuring.

26In some countries, supervisors have been unable to take over
insolvent banks because shareholders have been able to impede
loss recognition and capital dilution, thus stalling the restructuring
process. The process can be hindered by any combination of issues,
including lack of authority to intervene banks, deficient operational
definitions of insolvency, a judicial stay on interventions, or a lack
of protection for supervisors from personal lawsuits.
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Other legal or regulatory reforms might be re-
quired to

• improve loan recovery powers of banks;

• facilitate the transfer of assets between institu-
tions;

• facilitate debt-equity swaps;

• strengthen bankruptcy laws, including improv-
ing the balance between debtor and creditor
rights;

• strengthen rules and procedures for foreclosure
of collateral; and

• strengthen legislation on contracts, property, and
companies.

Given that many such reforms are potentially very
extensive and time consuming, reforms during the
crisis should focus on crucial aspects only.

The judiciary may need to be strengthened if it
does not have the experience or capacity to address
adequately the bank restructuring process. To ensure
speed and quality of bank restructuring, many coun-
tries have set up specialized courts to deal with bank
and corporate restructuring. There may also be a
need to set up arbitration panels and other facilities
for extrajudicial settlement of financial disputes.

Burden Sharing and Loss Allocation

Once a bank has been intervened by the govern-
ment, the burden sharing issues move to the asset
side of its balance sheet. The government now has
responsibility for the bank and its assets and must
use different resolution or liquidation options to pro-
tect asset values and minimize losses. The bank may
be kept open in full or in part under new manage-
ment or liquidated. Regardless of the resolution pur-
sued, burden sharing becomes an issue between gov-
ernment and private bank borrowers. Accordingly,
banks’ credit and other asset portfolios must be man-
aged as efficiently as possible.

New private investors brought in to recapitalize
weak banks cannot be expected to absorb existing
losses. In a systemic crisis, banks seldom have much
franchise value, and new private investors are un-
likely to assume the losses of insolvent banks. More-
over, most banks face major uncertainties regarding
their own viability. Existing losses must, therefore,
be assumed by existing private stakeholders up to
their legal liability limits, and the remainder by the
government. Allocation of losses arising from future
valuation changes of existing assets is often negoti-
ated between the new investor and the government
before acquisition.

Bank Restructuring Options
Diagnosing Banks

The bank restructuring strategy begins with a di-
agnosis of the financial condition of individual
banks. The first task is to identify the size and 
distribution of bank losses. As supervisory data
may be outdated and may not reflect the full eco-
nomic impact of the crisis, supervisors may attempt
to update available information based on uniform
valuation criteria. The supervisors will also exam-
ine information on banks’ ownership structures—
public or private, foreign or domestic, concentrated
or dispersed—to help determine the scope for up-
front support from existing or potential new private
owners.

As quickly as possible, banks should be classi-
fied using uniform indicators. A frequently used
measure of solvency is the risk-weighted Basel
capital adequacy ratio (CAR). In a crisis, however,
the accurate measurement of capital is usually 
limited by problems with loan valuation and classi-
fication, and weak provisioning rules. International
accounting or prudential rules provide little opera-
tional guidance. Other indicators may be used, in-
cluding gearing ratios or banks’ reliance on central
bank credit.

When data limitations delay bank evaluation, su-
pervisors have to develop the needed information to
determine bank viability (Box 7). As described ear-
lier, a bank is viable if it can remain profitable and
earn a competitive return on equity over the medium
term, and if the shareholders are committed and
able to support the bank. Supervisors may require
banks to produce forward-looking business plans
based on common assumptions and worse case–
scenario analyses. Viability may need to be con-
firmed with simple stress testing of banks’ loan
portfolios and balance sheets under different ex-
change rate, interest rate, and economic growth as-
sumptions; and with simulations of banks’ core
profitability after excluding credit and other losses
directly related to the crisis. Supervisors will also
have to examine the viability of individual banks in
the context of expected future volume of activity
that the overall economy can absorb.

Supervisors may use special audits by independent
external auditors to ensure uniformity and impartial-
ity. Such audits may be warranted where insider lend-
ing or government-directed lending has been preva-
lent or when the supervisors cannot meet the sudden
demand for on-site inspections. Clear and uniform
guidelines are needed to protect the auditing process
from excessive bias toward caution because auditors
tend to use “liquidation” rather than “going concern”
values in order to protect their own reputations. Spe-
cial audits are more useful later on than earlier in a
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crisis because the audits ensure uniformity and im-
partially but not timely information. Ideally, they
should be verified through second opinions.

The appropriate valuation of government bonds
held by banks has become an important element in
assessing the financial conditions of banks. Banks
in emerging market countries often hold significant
amounts of government bonds. As the financial
condition of the government deteriorates, the mar-
ket value of the bonds may also deteriorate. When
government bonds sell at deep discounts in the
market, marking to market such bonds could make
the banking system insolvent and recapitalization
costly. The private sector may not have sufficient
resources to offset the value loss from the deterio-
ration in the value of government bonds. On the
other hand, government finances may not be able to
support the issuance of additional bonds for bank
recapitalization.

The alternatives are not attractive. A significant
portion of the banking system could be closed and
liquidated. Alternatively, government bonds could be
placed in the investment account of the banks and
held at face value. A third option might be to distin-
guish between existing bond holdings, which could
be marked to market, and new bonds issued to recap-
italize banks to be held at face value. Finally, the re-
quirement to mark to market securities could be

phased in over a long period (e.g., five years) to
allow shareholders time to recapitalize their bank.
Whatever the solution, the valuation of government
bonds should be uniform and transparent.

Once the diagnosis is complete, banks can be
classified into three main categories based on their
CARs, their viability, or their liquidity shortfalls as
well as other supervisory data. The three categories
of banks are typically viable and meeting their
legal CAR and other regulatory requirements, non-
viable and insolvent, and viable but undercapital-
ized. In the latter classification, an additional as-
sessment will be needed on the ability of the
existing shareholders to recapitalize their bank
within an acceptable period or, alternatively,
whether public funding should be considered. This
classification is highly sensitive and should not be
announced to the public but rather used by the su-
pervisory authorities in designing restructuring op-
tions (Box 8).

Dealing with Viable but Undercapitalized
Banks

All solvent but undercapitalized banks should be
required to present time-bound restructuring plans—
showing how they intend to remain profitable and
solvent—and should be subject to intensive report-
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Box 7. Difficulties in the Identification of Bank Solvency

• Identifying the size and distribution of bank losses
is critical for developing a crisis response and a
bank restructuring strategy. A banking crisis involves
losses and erosion of capital for individual banks. The
identification of bank losses is extremely difficult, es-
pecially early on in a crisis because valuation proce-
dures may be weak, and bankers may have strong in-
centives to cover up losses.

• Bank liabilities are normally relatively easy to
value. But there may be liabilities held off banks’ bal-
ance sheets and liabilities of branches or subsidiaries
at home and abroad that may have to be included.
There may also be liabilities that are unrecorded.

• The valuation of loan portfolios is particularly dif-
ficult. There are no market prices for loans, especially
for nonperforming loans. Loan valuation is typically
based on loan classification and provisioning rules,
which tend to capture values with a lag—there is no
true value of a nonperforming loan.

• Loan classification and provisioning rules often are
inadequate and need to be reformed. But reforms
will take time to become effective because the data is
collected by banks, which will need time to change
their accounting and internal controls systems.

• There is typically widespread denial of the severity
of the situation. It is difficult for bankers and offi-
cials alike to accept the full scope and speed of deteri-
oration in a banking crisis because everyone involved
first assumes that the problems are temporary. This
leads to underprovisioning.

• The value of a bank and its capital adequacy are
difficult to establish. Lags in the valuation of banks’
loan portfolios as underlying economic conditions de-
teriorate lead to overvaluation of capital. Low-quality
assets and creative accounting may further inflate
capital numbers and adequacy ratios.

• Policy decisions typically have to be based on
whatever data are available to supervisors. The su-
pervisors are typically the only ones with data on in-
dividual banks and an overall view of the financial
condition of the system.

• Bankers and external auditors may have strong
incentives to obscure and delay the process:
bankers, because they may lose their bank and have
irregularities to conceal, and external auditors, be-
cause their analysis is based on historical data and
they may be defensive of numbers that they have
certified.
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ing and monitoring.27 If bankers are not able to pre-
sent such plans, if they fail to comply with them, or
if the bank becomes insolvent, it should be inter-
vened. While all banks should be required to meet
prudential requirements, shareholders may not be
able to recapitalize their bank immediately. In this
case, the recapitalization schedule could be phased
in.28 Banks operating in this fashion should be re-
quired to suspend dividend and profit distributions
until the required level of capital has been restored.

Private banks should be required to recapitalize
from private sources according to uniform rules. Pru-
dential rules could call either for gradual implemen-
tation of loan loss provisions or a temporary accep-
tance of reduced capital ratios.29 Phasing in capital
allows for a more transparent and public evaluation
of the banking system. Rules on recapitalization

should also identify acceptable instruments of capi-
tal, eligible investors, and the timetable for the contri-
butions. The recapitalization timetable must consider
the reality that a very limited pool of capital may be
immediately available for equity investment.
Whether the authorities opt to phase in capital or pro-
visioning requirements, the policies must be fully
transparent and announced to the market.

Dealing with Insolvent and 
Nonviable Banks

All insolvent and nonviable banks should be inter-
vened and resolved as soon as possible to stop their
losses. If insolvent banks stay open without financial
and operational restructuring, losses are likely to
grow. Allowing insolvent banks to continue opera-
tions can distort competition, result in perverse in-
centives for other banks, and increase the eventual
cost of restructuring.

Intervened banks should be passed to the agency
responsible for bank resolution, which will decide
on resolution options. Options include determining
whether to close a bank or to keep it open. If the
bank is closed, decisions need to be made on how to
manage or sell assets and liabilities. If the bank is
kept open, the restructuring agency must decide on a
range of alternatives, including whether to recapital-
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Box 8. How to Assess the Financial Condition of Banks: The Case of Turkey

In Turkey, assessment of the capital needs of private
banks was done by external auditors and linked to their
audited financial statements as of end-December 2001.
While potential conflict of interest was an issue, the
banks’ own external auditors were considered the best
suited because of their in-depth knowledge of the re-
spective banks and their ability to carry out the assess-
ments more quickly and at a lower cost than new, out-
side auditors.

The banking supervisory agency issued detailed in-
structions on supplementary reporting requirements to
be prepared by bank management and certified by the
auditors. The supplementary reporting requirements fo-
cused on the following four areas:

Capital adequacy: Detailed information was re-
quested about all components of assets and risk weight-
ings that had been applied, including any recent injec-
tion of liquid capital.

Credits and other receivables: Since this consti-
tuted the single greatest risk for most of the banks, ex-
tensive disclosure of information had been required
on both an individual and a group loan basis such as:
borrowers’ performance; ability and willingness to
pay; risk classification (five categories) and provi-

sions made; and auditors’ verification that the credit
risks had been assessed in either 75 percent of the
loan portfolio or the 200 largest exposures, whichever
was the highest.

Exposures to related parties: Banks were required
to disclose all related party balances and transactions of
entities and individuals both onshore and offshore. Au-
ditors were required to confirm completeness and to re-
view the pricing and economic substance of all such
transactions.

Valuation issues: The instructions required an ex-
tensive listing of transactions and testing of rates,
prices, and legal documents to assess the economic
substance and legal form of transactions. Standards
were given to identify and correct accidental or deliber-
ate off-market pricing, such as for the valuation of se-
curities and foreign exchange accounts. The auditors
were also told to be on the lookout for window dressing
and fictitious transactions.

To monitor the assessments of the external auditors,
the supervisory agency appointed independent review-
ers who were asked to verify that the banks and the ex-
ternal auditors had carried out the assessments accord-
ing to the above regulations and guidelines.

27Undercapitalized banks are those operating below the legal
minimum CAR. Insolvency is often defined as operating with a
CAR of zero or less. In some countries with prompt corrective ac-
tion regimes, the law may oblige supervisors to intervene in a
bank when its CAR falls below a certain threshold (2 percent in
some countries).

28This gradual but monitored approach is not forbearance. For-
bearance is defined as permitting banks to operate below pruden-
tial norms without a plan or without close monitoring.

29The former method was used in Thailand, the latter in In-
donesia and Korea.
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ize the bank with public funds; to offer it for imme-
diate sale as is, possibly with government guarantees
on certain assets values; or to merge it with another
sound public bank.

The choice of resolution options will depend in
part on the availability of resources and should be
guided by least-cost criteria for the economy. The
government should assess the likely costs of differ-
ent options and choose the combination of options
with the lowest present value costs. Cost estimates,
however, should be evaluated in a medium-term
perspective and include an estimate of the impact of
any government-financed efforts on the sustainabil-
ity of government debt. The appropriate level of
publicly financed recapitalization will have to be
evaluated in the context of the country’s sustainable
level of public debt.

Intervened banks may be subject to operational re-
structuring to reduce their expenses and losses. The
authorities must recognize that intervening in a bank
will not stop losses, so any intervention must be ac-
companied by measures to control the loss-making
activities.

Management and senior staff may have to be
changed, risk management systems improved,
branches closed, specialized functions and sub-
sidiaries spun off, and staff size substantially re-
duced. At the same time, bank assets must be man-
aged as efficiently as possible so as to minimize
credit losses; for this, the best staff must be retained
and, if needed, new specialist staff hired. The aim
should be to bring the bank back to profitability as
soon as possible.

Deposits in closed banks should be transferred to
remaining sound banks (public or private). Even if a
blanket guarantee is in place, depositor payout could
be limited so that depositors suffer little, if any, dis-
ruption of their financial services. Transferred liabil-
ities should be accompanied by assets of equivalent
value, often government bonds, given the likely
shortfall of good quality bank assets relative to de-
posits. The assets also need to generate sufficient
yield to enable an acquiring bank to make interest
payments on the transferred deposits.

Recapitalization of Banks with Public Funds

Public capital support of private banks may be jus-
tified in some situations. While public capital, in
principle, should not be used to support private
banks, the authorities may help private owners
achieve a least-cost resolution. In this case, injection
of new funds by the shareholders could be supple-
mented with public funds. Public participation in the
recapitalization may be justified in cases where the
worst private banks already have been intervened
and the remaining system does not have access to

sufficient capital. Under these circumstances, the
shareholders and managers must be fit and proper,
and not the cause of the banking problems. Public
funds may also be justified when the public sector
causes the banking problems through policies di-
rectly affecting the bank, such as sovereign debt re-
structuring or imposition of contract modifications.
In this case, the issuance of bonds to compensate
banks for their losses could be considered.

A successful public solvency support scheme
should be uniform and transparent. Such a scheme
should not be considered early in the restructuring
process but, rather, as a last resort when it becomes
clear that restoration of confidence and viability in
the banking system will not be achieved without
such support from the government or across-the-
board nationalization.

A public solvency support scheme should be
available to all banks and should be designed to pro-
vide bank owners with incentives to raise private
capital before turning to government funds. Govern-
ment equity could be contingent on such factors as
new private equity in a set proportion; the govern-
ment’s having preferential shares; the government’s
having representation on banks’ boards; government
approval of bank’s management; and government
veto rights on certain decisions. Such schemes have
been successful in Thailand in mid-1998 and in
Turkey in early 2002. Examples of safeguards used
in Turkey are provided in Box 9.

Once a decision is made to recapitalize a bank
with public funds, the appropriate instruments must
be designed. An increase in paid-in capital (Tier I
capital) is preferred because it both improves capi-
tal ratios and provides income. The government
may not wish to have an ownership stake in the
banks, however, and may opt to inject Tier II capi-
tal or purchase subordinated debt of the bank.30 If
the government does not take an ownership share in
the bank, however, it should hold shares that con-
vert to ownership if the bank fails to implement its
restructuring plan or if the bank’s financial position
sharply deteriorates.

Returning the Banking System 
to Normal

Once the banking system has stabilized and both
corporate restructuring and asset resolution are
under way, the authorities must turn to strengthening
the financial system and increasing financial inter-
mediation. Returning levels of financial intermedia-
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30For a detailed discussion of recapitalization instruments see
Enoch, Garcia, and Sundararajan (2002) and Dziobek (1998).
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tion to historic levels has proved difficult in many
postcrisis economies. Banks are often risk-averse
and are seeking to rebuild depleted reserves. Often
banks must implement costly restructuring pro-
grams. Efforts to enhance intermediation may re-
quire reinforcing prudential and regulatory oversight
and improving transparency. Market discipline will
need to be strengthened because the safeguards put
in place at the height of the crisis must be phased out
at a safe but meaningful pace. Exit rules for failing
banks will have to be enforced and legal, judicial,
and institutional structures strengthened to promote
an effective and competitive banking system.

Key measures will have to be implemented to en-
sure a stable macroeconomic framework. Maintain-
ing such a framework is essential for restructuring
the banking system. Market forces operate most effi-
ciently under stable macroeconomic conditions.
Successful asset sales, recovery of financial interme-
diation, and economic growth depend on compre-
hensive and coherent monetary and fiscal policies.

Reforms will be needed to refocus the function
and activities of institutions and to strengthen the
prudential and supervisory structure. The roles of in-
stitutions change during a crisis, as bank and asset
resolution become of critical importance. As the cri-
sis subsides, institutions must be refocused to return
to their traditional functions. If new institutions have
been created, they must be either phased out or refo-
cused. Similarly, banking regulation and supervision
and exit procedures should be strengthened. Regula-
tory and supervisory arrangements can now be
brought into line with good international practices.
Formal forbearance can be ended with normal pru-
dential regulations phased in over a specified period.
Accounting, auditing, and disclosure procedures that
strengthen market discipline can be implemented.

Restoring market liquidity is also key to increas-
ing the resilience of the banking system after a crisis
because the liquidity properties of assets and liabili-
ties ultimately depend on the country’s liquidity in-
frastructure and the resulting systemic liquidity. Pre-
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Box 9. Elements of the Public Recapitalization Program in Turkey

Public sector recapitalization programs must be de-
signed in light of specific circumstances and govern-
ment policies. Not all programs will be alike. The avail-
ability of shareholder resources, the extent of
recapitalization needed, and the legal structure will all
affect program design. In 2001, Turkey initiated a pub-
lic sector recapitalization program with the following
criteria and conditions:

Last resort: A public solvency support scheme
should be viewed as a last option when there are no
other alternatives available.

Private participation: For a bank to be eligible for
public support, existing shareholders or new private in-
vestors must be willing to inject at least half of the Tier
1 capital needed.

Operational restructuring: To qualify for support,
banks must present an acceptable operational restruc-
turing plan, including measures to strengthen internal
control, enhance risk management, increase revenues,
cut costs, and deal with nonperforming loans.

No bailout of existing shareholders: Capital needs
in banks must be thoroughly assessed, and all losses
must be imposed on existing shareholders before public
funds are injected. The assessment of capital needs
should be verified by a third party. Preferably, the
shares held by the government should have preferred
status to shares held by the old shareholders. Thus, if
there are additional losses over a given period of time,
say six months, those losses should be absorbed by the
old shareholders.

Positive net worth: To be eligible for support, a
bank must have a positive net worth. If not, existing

owners or new private investors must bring the CAR to
above zero before a bank is eligible for public support.

Shareholders’ rights: The government should have
the right to appoint at least one board member, irre-
spective of its capital contribution. Such board mem-
ber(s), who should have documented experience in
banking, should have veto powers on matters material
to the soundness of the bank.

Price: The government should pay net book value
for the shares.

Buy backs: When the government wants to sell its
shares, existing shareholders should have the right 
of first refusal for a given period, say, two years. The
price should be whichever is the highest of the 
government’s investment cost (principal and interest),
net book value, or market price (including third party
offers).

Pledge: To protect the public investment, majority
shareholders in the bank should be required to pledge
as collateral to the government shares held in the bank
equal to the government’s capital contribution. The
shares can be used as collateral in the event the gov-
ernment faces losses when it sells its shares in the
bank.

Payment: The government should pay for the shares
in tradable government bonds issued on market terms.

Convertibility: If the government provides Tier 2
capital, this should automatically be converted into Tier
1 capital if the CAR falls below a certain ratio, say 8
percent, and if the private shareholders do not immedi-
ately bring it up to above 8 percent.
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vailing monetary arrangements, design aspects of
central bank instruments, and arrangements for pay-
ments and money market operations bear directly on
banks’ abilities to manage short-term liquidity.
Moreover, if special-purpose government bonds
have been issued to recapitalize banks, the liquidity
of these bonds also influences banks’ ability to trade
them efficiently in the market. High transaction costs
resulting from rigid instrument design and trading
rules can discourage trades and contribute to price
volatility.

If a blanket guarantee is in place, it can be re-
placed with limited deposit insurance and strict exit
rules. The blanket guarantee may be removed as
soon as banks have been restructured to soundness,
and the guarantee can be lifted without causing de-
posit shifts. As discussed previously, the blanket
guarantee may be lifted in stages, removing protec-
tion first from deposits of the most sophisticated
creditors. At the same time, the market should be
given advance notice, possibly 6–12 months so that
everyone is fully aware of the process. A new de-
posit insurance system, which may require new leg-
islation, should be designed on the basis of good
practices as to coverage, funding, and administra-

tion.31 After a deposit insurance system has been in-
troduced, strict exit rules should apply to any failing
bank and losses distributed to creditors and deposi-
tors as called for under the deposit insurance system.
Accordingly, the blanket guarantee must not be
lifted until all banks are out of imminent danger.

Difficult decisions must be made concerning the
treatment of government-owned banks. Privatization
of banks and bank assets should take place accord-
ing to a carefully developed strategy. The govern-
ment will have to analyze the pace of divestment that
maximizes recovery value. Rapid asset sales may
yield less than sales later in the process. Similarly,
the government will have to determine how best to
increase competition and reduce the risk of misman-
agement. Privatization of small banks may increase
competition in the market, but it may be difficult to
find sufficient buyers. Mergers or privatization of a
single large institution may be easier, at the cost of
reduced competition in the market. The role of for-
eign investors must also be defined.
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Overview of Strategy

The third component of crisis management is
asset management and corporate debt restructuring.
Corporate and financial sector restructuring are in-
extricably intertwined, being two sides of the same
issue. A key aspect of this process is the orderly
transfer of ownership and the management of weak
assets. Strengthening this process may include both
legal and institutional reforms. For this reason, res-
olution of the banking system issues must be car-
ried out in conjunction with resolution of corporate
sector issues. Banks have three options in dealing
with nonperforming assets: they can restructure
them, liquidate them, or sell them to a specialized
institution for resolution. The objective of this
component of crisis management efforts is to seek
arrangements that allow banks to maintain positive
cash flows and deepen business relations with sol-
vent borrowers.

Experience to date suggests that these activities are
the most protracted element of crisis resolution. De-
spite important advances in asset management, cor-
porate debt levels in most postcrisis countries have
not come down, and corporate restructuring has
proved to be a long-term process. In Thailand, debt
levels have fallen from postcrisis peaks but remain
high, while profitability and corporate cash flows
have only slowly stabilized. In Korea, progress has
been made in corporate restructuring for companies
outside the Corporate Restructuring Agreement (see
below), but the financial conditions of corporations
under workout agreements remain dire. Significant
corporate restructuring is just now under way in more
recent crisis cases such as Ecuador and Turkey.

Managing Nonperforming Assets

The objective in managing nonperforming loans is
to maximize their value and minimize bank losses
and capital erosion. This process is complex and re-
quires a supporting legal and institutional environ-
ment and specialized skills. Techniques for manag-
ing assets may include restructuring of loan terms,

disposition through auctions or other sales methods
(which transfers management decisions to the pur-
chaser), and liquidations through court or adminis-
trative procedures. Asset sales are often at the core
of the asset resolution process. Many techniques,
traditional and more sophisticated, have been devel-
oped for this purpose, but little empirical work has
been done to evaluate their relative effectiveness.

There are a number of institutional options for
managing impaired assets (Figure 2). Banks may
manage them directly or sell them to a specialized
asset management company, either privately or pub-
licly owned. Specialized institutions are necessary
when the management of nonperforming loans inter-
feres with the daily running of the bank or when spe-
cialized skills are needed. While each institutional
setup has advantages and disadvantages, experience
suggests that, in general, private financial institu-
tions can respond quickly and efficiently whereas
government-owned centralized asset management
companies may be relatively more efficient when the
size of the problem is large, when special powers for
asset resolution are needed, or when the required
skills are scarce.32

Decentralized Arrangements

Decentralized arrangements are those for which
management responsibility remains with private sec-
tor institutions. For open institutions, the choice is
between managing within the existing structure and
creating a specialized subsidiary or private asset
management company. For closed institutions, the
authorities may transfer assets to a resolution trust
managed by a private financial institution for a fee.
Nonperforming loans of borrowers who are likely to
honor their loan contracts, perhaps after renegotia-
tion, and small loans should remain in the bank.
Banks may transfer other nonperforming loans to
their asset management companies for more efficient
management and resolution. By involving special-
ists, the asset management company can focus on

V     Asset Management and Corporate 
Debt Restructuring
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32Klingebiel (2000) and Woo (2002).
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Managing Nonperforming Assets

rapid loan workouts and more effective corporate re-
structuring.

While loan workouts are a normal aspect of bank-
ing business, setting up separate asset management
companies becomes necessary if managing nonper-
forming loans is becoming a dominant part of the
banking business and interfering with the daily run-
ning of the bank. The handling of bad assets may re-
quire skills that are not normally available to a great
extent in a bank: loan workout specialists, real estate
experts, liquidation experts, and specialized lawyers.
Banks, however, may be reluctant to set up one or
more separate asset management companies because
it may force earlier loss recognition and pressures on
their CARs.

The authorities can facilitate the establishment of
asset management companies. Legal obstacles should
be removed to allow for clean transfers of titles (and
the associated priority) in asset transactions and
transfers without requiring prior permission from
debtors—an asset management company should be
able to legally stand in for the bank.33 Institutional
rigidities regarding incorporation can be minimized,
and tax neutrality for asset transfers must be assured.
The sooner these companies are up and running and
contributing to effective corporate restructuring, the
sooner the bank, the economy at large, and ultimately
the government will benefit.

Centralized Arrangements

An alternative is the establishment of centralized
asset management companies. These arrangements
have both advantages and disadvantages, the weight
of each depending on specific country circum-
stances. In general, centralized companies have been
set up when asset management within the private
sector is not a feasible option (for instance, because
the required skills are lacking), or when there is evi-
dence that the problem may be too large in terms of
share of failed banks or nonperforming loans to be
dealt with effectively in a decentralized manner.

There are two broad categories of centralized asset
management companies: those with narrow man-
dates and those with expanded mandates. The for-
mer take over and liquidate assets from closed insti-
tutions and are typically focused on rapid asset
disposition. The latter purchase assets from ongoing
concerns with a view to expediting corporate re-
structuring.34 Sunset clauses are often introduced in
both cases to reduce concerns about asset warehous-
ing. There are trade-offs, however, when determin-
ing the exact lifespan of the institution. A centralized
asset management company with a short lifespan
will seek to sell assets immediately, thereby possibly
accepting very low “fire sale” prices. A longer lifes-
pan may enable the company to manage and pack-
age the assets to increase their value, seek suitable
investors, and sell the assets gradually into the mar-
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33In some legal jurisdictions, the asset management company
may have to be a financial institution in order to accept trans-
ferred assets, although it should not be allowed to collect deposits
or extend loans.

34Centralized asset management companies with an expanded
mandate have also been set up in the past to facilitate the privati-
zation of government-owned banks and intervened banks.

Private asset management companies
Private resolution trusts

Decentralized

Narrow

Broad

Mandate

Bank workout units
Private resolution trusts

Rapid resolution vehicles
(U.S. Resolution Trust Corporation;

Financial Sector Restructuring
Authority, Thailand)

Centralized

Institutional Arrangement

Broad mandate centralized asset
management companies

(Danaharta, Malaysia; Korean Asset
Management Corporation)

Figure 2. Options for Asset Management
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ket. It may wait for prices to bottom out and the
economy to recover. Sale alternatives abound, in-
cluding competitive bidding, securitization of asset
portfolios, sales with put-back clauses, or seizure
and sale of collateral.

If it is decided that a centralized asset manage-
ment company will be set up, a number of design
features need to be put in place to enhance the effec-
tiveness of its operations.35 These include opera-
tional and budgetary independence, legal protection
of staff, governance and internal controls, and clear
legal and operational rules (Box 10).

In the absence of strong institutions or an ade-
quate legal framework, there may be scope for pro-
viding centralized asset management companies
with legal and administrative powers to overcome
limitations in the rules that otherwise might hamper
the company’s ability to manage the assets. When
the legal framework limits the ability to resolve
banks or distorts the balance between creditors and
borrowers, special legislation could give the com-
pany the necessary powers to overcome such limita-
tions. Any special powers would have to be clearly
outlined in law and should be in place only for a lim-
ited period while the legal and institutional base of
the country is being strengthened.

The most important disadvantages of a centralized
asset management company are the potential for
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35Woo (2002).

Box 10. Appropriate Design Features of a Centralized Asset Management Company

If it is decided that a centralized asset management
company will be set up, a number of design features
need to be put in place to enhance the effectiveness of
its operations.1 These include operational and bud-
getary independence, legal protection of its staff, gov-
ernance and internal controls, and clear operational
rules.

Independence: These companies are prone to strong
political pressures on behalf of borrowers. To ensure
effectiveness and efficiency, the company should be es-
tablished as an autonomous entity, perhaps under a spe-
cial law, with the flexibility to hire the best available
professionals and advisory firms, both domestically
and abroad and to make independent decision on pur-
chases, restructuring and disposition of assets. More-
over, to support resolution efforts, the staff should be
legally protected from litigation for actions undertaken
in good faith.

Funding: There should be independence from the
budget appropriations process to limit political interfer-
ence by inhibiting the company in terms of staffing and
other resources. At the same time, these companies
should be sufficiently funded to perform their intended
functions. The operating budget should be separate
from funding allocated for asset takeover. Funding
could either come from the proceeds of government
bond issues or raised by the company’s own bond is-
sues backed by the government, with the proviso that
whenever a company realizes losses these be directly
absorbed by the budget. If the company issues its own
bonds, it is important, in countries where the govern-
ment bond market is small, that these bonds do not lead
to segmentation in the secondary markets for govern-
ment and government-backed bonds. So bonds issued

1Woo (2002).

by the these companies should carry the same charac-
teristics as existing government bonds, and any issues
should be closely coordinated with other government
bond issues.

Legal basis: The legal basis of a centralized asset
management company is critical to its success. One
issue of particular importance concerns the transfer of
assets. The legal basis of the company should provide
for clear transfers of titles and priority in the transac-
tions of assets. Similarly, legal obstacles for the transfer
of assets, such as requiring the permission of the
debtors before the transfer of loans can be effected,
should be removed. If need be, these companies could
benefit from special legal and administrative powers
for loan recovery and resolution when either the exist-
ing legal system is not equipped to deal with the magni-
tude of the nonperforming assets and endeavors to re-
form the system are overly time consuming, or when
the authorities want to restrict certain legal powers of
creditors to just these companies. Such powers were in-
stituted and successfully applied in Malaysia but have
not been feasible in many other countries due to resis-
tance from vested borrower interests.

Accountability, transparency, and governance:2 A
centralized asset management company must be ac-
countable for its performance, be required to report
regularly to the parliament and the public, and be sub-
ject to strict audits by external professional auditors on
behalf of its stakeholders. The specific nature of such
companies—making themselves redundant—requires
specific governance incentives, such as providing em-
ployee outplacement assistance and compensation in-
centive programs for rewarding timely and final resolu-
tion of assets.

2Das and Quintyn (2002).
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poor quality management and staff, and for political
interference. Managing and liquidating nonperform-
ing loans is a complex process involving extensive
bilateral negotiations that open a wide scope for cor-
ruption. The objective of applying uniform rules and
criteria could be jeopardized by political pressures
on behalf of borrowers. These pressures can be
countered by establishing an independent agency,
perhaps under a special law, and giving management
and staff legal protection. At the same time, the com-
pany must be accountable for its performance, be re-
quired to report regularly, and be subject to strict au-
dits by external professional auditors on behalf of
the government.

Empirical assessments of the effectiveness of cen-
tralized asset management companies have sug-
gested that the most successful ones have had nar-
row mandates.36 These companies have had only
limited success in corporate restructuring. Political
pressures, limitations of market discipline, and con-
flicting objectives have hampered their expanded
role. Moreover, those with expanded mandates have
often been used to recapitalize financial institutions
by buying nonperforming assets at above market
value. This recapitalization option is less transparent
than more direct methods, it converts the asset man-
agement company into a loss-making operation to be
covered by additional fiscal expenses, and it pro-
vides the government with less leverage in the recap-
italized institutions.37

The key issue in the operation of all asset manage-
ment companies—but most notably those that are
centralized—is asset pricing. As long as the owner-
ship of the bank and the company is the same, non-
performing loans can be transferred relatively
rapidly because the transfer of assets is only an inter-
nal transaction. When ownership of banks and com-
panies is different, pricing often becomes difficult
because investors may be unwilling to share risk and
potential losses. If an independent centralized asset
management company is set up to purchase assets
from ongoing concerns, nonperforming loans should
be purchased at a price as close to fair market value
as possible. While it is difficult to price nonperform-
ing assets, especially in the midst of financial crises,
an approximation of their value based on estimated
recovery, cash flow projection, and appraisal of col-
lateral should be used for the purpose of the transfer.
When timing is an issue and there is a great number
of assets involved, the transfer can take place at an
initial price, with the explicit agreement that the
final price of the transaction be established after the

value of the assets has been estimated or the assets
have been sold.

Corporate Debt Restructuring

Banks and corporations must seek the timely and
orderly transformation and reduction of corporate
debt so that they can return to profitability and via-
bility. In systemic crises, however, banks often are at
a disadvantage in negotiating with borrowers. Legal
actions that may be effective in normal times may
not be effective in systemic crisis because the judi-
cial system typically becomes overwhelmed.

Corporate debt restructuring should proceed in the
context of operational restructuring of companies.
Operational restructuring is a prerequisite for re-
newed corporate profitability, new investment, access
to bank credit, and economic growth. Operational re-
structuring of nonperforming corporations must af-
fect their businesses in the form of closures and reor-
ganization of productive capacity, with a view to
removing obsolete or excessive capacity and restor-
ing profitability. This topic, which is not addressed in
this paper, must be carefully planned and coordinated
with efforts for corporate debt restructuring.

When a corporate crisis is systemic, the govern-
ment may have to play a role in mediating between
corporations and banks. Excess negotiating power
by either debtor or creditor can obstruct the process,
prolonging or impeding the resolution process. The
government may opt to mediate either informally by
providing common guidelines or formally by estab-
lishing an institutional framework for negotiations.
Government intervention is generally not needed
when the number of troubled corporations is small
and their macroeconomic importance is limited.
When corporate debt problems are widespread, mar-
ket failures inhibit the debt restructuring process; or
when banks are unable to work out debt on a large
scale, a comprehensive debt restructuring framework
involving the government may be needed.

A key function of the government in corporate
debt restructuring is to provide an orderly and effec-
tive insolvency framework. A framework for debtors
and creditors that is predictable, equitable, and trans-
parent can contribute to financial stability. More-
over, such a system ensures the protection and maxi-
mization of value for the benefit of debtors,
creditors, and other interested parties. An orderly
and effective insolvency system imposes discipline
on debtors and allows banks to limit deterioration in
the value of their assets. Such a framework should
include laws and regulations for bankruptcy, reorga-
nization, and liquidation. It should also provide for
protection of secured and unsecured creditors. In this
way, the insolvency law provides a means of ensur-
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36Klingebiel (2000), Woo (2002), and Ingves (2000).
37Lindgren and others (1999).
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ing that private creditors contribute to the resolution
of the crisis (Box 11 summarizes a set of best prac-
tices for corporate restructuring).38

Institutional reforms may have to accompany
legal reforms during a crisis. The government may
need to establish fast-track procedures, dedicated
courts, and specialized judges. A special budgetary
allocation may be required to facilitate the hiring
and training of judges. Establishment of special pro-

cedures outside of the formal bankruptcy framework
may expedite debt restructuring. In a systemic crisis
involving the restructuring of hundreds or thousands
of corporations, exclusive reliance on court-super-
vised processes will overwhelm the capacity of
courts and insolvency professionals and bring the
process to a halt. An out-of-court process can in-
clude guidelines and official mediators.

An example of the out-of-court system is the Lon-
don Approach. That approach—which has been dupli-
cated in a number of cases including the Bangkok Ap-
proach, the Istanbul Approach, and the Jakarta
Approach—seeks to establish a framework for negoti-
ations between creditors and debtors (Box 12). While
the authorities play only a facilitator role in the Lon-
don Approach, they have a more active role in some
recent variants. This government-led approach was
applied aggressively in Korea, where several medium-
size corporate groups were restructured through debt
rescheduling under the Corporate Restructuring Ac-
cord. This accord consisted of a steering committee
with representatives from participating financial insti-
tutions and was responsible for assessing the viability
of corporate candidates for restructuring, arbitrating
differences among creditors, enforcing decisions, and
modifying when necessary workout plans proposed
by creditors. In Thailand, the Corporate Debt Restruc-
turing Advisory Committee, formed by the Bank of
Thailand and representatives of debtor and creditor
groups, was established in 1998 as an independent in-
termediary in the restructuring process to facilitate ne-
gotiation among all parties concerned.

Such out-of-court procedures for corporate re-
structuring need to be backed up by credible court-
supervised processes for seizure of assets, foreclo-
sure, liquidation, and reorganization. Without the
threat of court-imposed loss, there is not enough in-
centive for corporate debtors to agree to asset sales,
equity dilution, and diminution of management con-
trol that may be part of a fair restructuring deal.
While some debtors might cooperate voluntarily,
more often the success of out-of-court efforts ulti-
mately depends on the ability of creditors to impose
losses on debtors.

Governments may encourage banks to apply sum-
mary terms and conditions for the restructuring of cer-
tain asset pools and thus permit greater focus on large
borrowers. Such rules can best be used for large pools
of homogenous small loans, such as mortgages or
credit card portfolios. Applying summary solutions
reduces an enormous logistical problem for banks and
provides a sense of fairness to borrowers. Such
schemes remove a potential political problem from
the debt restructuring process and allow banks to con-
centrate on their largest problem loans, which should
be dealt with on a case-by-case basis. Given the 
burden-sharing issues involved, such schemes must be
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38For a more detailed discussion, see Lindgren and others
(1999) and World Bank (2001).

Box 11. Good Practices for Corporate 
Debt Restructuring

Bankruptcy Regime

• A court-supervised reorganization framework that
protects debtors from asset seizures; provides pri-
ority for new lending; gives a debtor and its credi-
tors an opportunity to work out a mutually satisfac-
tory restructuring plan; allows a majority of
creditors to “cram down” a reorganization plan on
a holdout minority of creditors; and converts the
case into a court-supervised liquidation if interim
milestones and reasonable deadlines are not met.

• A legal presumption, which may be altered in ne-
gotiation, that the equity interests of all sharehold-
ers—including minority shareholders—are wiped
out in the case of corporate insolvency.

• Substantial institutional capacity, in terms of 
experienced judges, receivers, and insolvency
professionals.

Out-Of-Court Processes

• Agreed standards among financial institutions for
out-of-court workouts, including appointment of a
lead creditor and steering committee; development
and sharing of information; priority for new lend-
ing; apportionment of losses among creditor
classes; thresholds for creditor approval of pro-
posed workouts; and means for the resolution of
differences among creditors.

• Reliance on market participants to structure and
negotiate out-of-court workouts based on avail-
able information and the participants’ commercial
interests.

• A strong financial regulator able and willing to
force banks to take immediate losses on corporate
restructuring and to take over insolvent or nonvi-
able banks.

Source: Kawai, Lieberman, and Mako (2000).
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balanced. Private banks may agree to assume the cost
of any concessions, but these costs could be absorbed
by the government in part or in full.

Prudential rules must guide the restructuring of
loans. Grace and maturity periods may be length-
ened, but a renegotiated loan contract must require
that interest be paid on a monthly or quarterly basis
and not just accrued. The interest rate used should
be a realistic, forward-looking market rate related
to banks’ funding costs. Prudential rules also must
define the conditions under which a restructured
loan can be returned to performing status. This
should require that the restructured loan contract
has been regularly serviced for some time. Such a

rule is an important safeguard to prevent banks
from using fictitious loan restructuring to reverse
loan loss provisions and artificially inflate their
CARs.

The restructuring of loans or recovery of collat-
eral should be achieved as speedily as possible but
cannot be subject to a formal timetable. Banks
should seek to restructure or sell loans or collateral
assets as soon as possible. But at the same time,
this must be done in a process of negotiations that
conforms with the law and properly defends the le-
gitimate interests of bank owners and borrowers,
all of which reflect loss-sharing issues between pri-
vate sector agents.
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Box 12. Best Practices in Corporate Workouts

The London Approach to multicreditor workouts is
based on nonjudicial proceedings where creditors,
recognizing that their self-interest is best served by
collective negotiations rather than unilateral action,
agree to a comprehensive restructuring of the debtor.
The Jakarta Initiative Task Force, established in In-
donesia in 1998 to encourage voluntary restructur-
ings, is an example of government attempting to en-
courage the use of the London Approach to facilitate
widespread corporate restructuring in response to a
crisis.

The International Federation of Insolvency Practi-
tioners (INSOL International), after five years of de-
velopment by workout practitioners, published in
2000 the Statement of Principles for a Global Ap-
proach to Multicreditor Workouts, codifying the Lon-
don Approach. INSOL International regards the eight
principles as best practices for all multicreditor work-
outs, which are applicable in all jurisdictions having
insolvency laws.

First principle: Where a debtor is found to be in 
financial difficulties, all relevant creditors should 
be prepared to cooperate with each other to give suffi-
cient—though limited—time (standstill period) to the
debtor to allow for information about the debtor to be
obtained and evaluated and for proposals to resolve
the debtor’s financial difficulties to be formulated and
assessed, unless such a course is inappropriate in a
particular case.

Second principle: During the standstill period, all
relevant creditors should agree to refrain from taking
any steps to enforce their claims against or (otherwise
than by disposal of their debt to a third party) to reduce
their exposure to the debtor but are entitled to expect
that during the standstill period their position relative to
other creditors will not be prejudiced.

Third principle: During the standstill period, the
debtor should not take any action that might adversely
affect the prospective return to relevant creditors (either
collectively or individually), as compared with the po-
sition at the standstill commencement date.

Fourth principle: The interests of relevant creditors
are best served by coordinating their response to a
debtor in financial difficulty. Such coordination will be
facilitated by the selection of one or more representa-
tive coordination committees and by the appointment
of professional advisers to advise and assist such com-
mittees and, where appropriate, the relevant creditors
participating in the process as a whole.

Fifth principle: During the standstill period, the
debtor should provide, and allow relevant creditors
and/or their professional advisers’ reasonable and
timely access to, all relevant information relating to its
assets, liabilities, business, and prospects, in order to
enable proper evaluation of its financial position and
any proposals to be made to relevant creditors.

Sixth principle: Proposals for resolving the finan-
cial difficulties of the debtor and, so far as practicable,
arrangements between relevant creditors relating to any
standstill should reflect applicable law and the relative
positions of relevant creditors at the standstill com-
mencement date.

Seventh principle: Information obtained for the pur-
poses of the process concerning the assets, liabilities,
and business of the debtor and any proposals for resolv-
ing its difficulties should be made available to all rele-
vant creditors and should, unless already publicly avail-
able, be treated as confidential.

Eighth principle: If additional funding is provided
during the standstill period or under any rescue or re-
structuring proposals, the repayment of such additional
funding should, so far as practicable, be accorded prior-
ity status as compared to other indebtedness or claims
of relevant creditors.Source: International Federation of Insolvency Practitioners.
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The key to successful banking crisis management
is coordination with the overall macroeconomic

framework. Perhaps the most critical episode is the
containment stage when, in addition to implement-
ing the steps to address the immediate aspects of the
crisis, macroeconomic policies may need to be tight-
ened for confidence in the banking system and the
currency to be restored. The appropriate mix of
macroeconomic policies will depend on the nature
of macroeconomic imbalances and the state of the
banking system.

While this paper mainly concentrates on banking
system restructuring, this section touches upon se-
lected issues pertaining to the broader policy context
within which bank restructuring must take place.
Bank restructuring needs to be implemented in con-
junction with supporting macroeconomic policies,
taking into account existing macroeconomic con-
straints. Moreover, measures to contain the crisis
and restructure banks may have macroeconomic
consequences that need to be taken into account in
policy design. Given this breadth of concerns in im-
plementing a financial sector restructuring strategy,
banking crisis management requires coordination of
the macroeconomic policy framework, the reform of
policy instruments, and the design of microeco-
nomic initiatives.

This section discusses four specific issues. First,
the interaction of monetary and exchange rate poli-
cies and bank restructuring, with a focus on the ini-
tial stages of banking crises. Second, existing evi-
dence on the path of economic growth during and
after a systemic crisis. Third, lessons from country
experiences on reintermediation after a banking cri-
sis has occurred. Fourth, the interaction between
sovereign debt restructuring and bank restructur-
ing—an issue that has emerged forcefully in the re-
cent Latin American crises.

Issues in Monetary and Exchange 
Rate Policies

In the initial stages of a crisis, monetary policy
will need to walk a fine line between conflicting

goals. Monetary management should accommodate
liquidity demands by banks because failure to pro-
vide liquidity could result in a collapse in the pay-
ment system and an acceleration in the deterioration
of economic conditions. If liquidity support causes
serious pressures on prices and the exchange rate,
however, monetary policy will have to be tightened
to attempt to reabsorb the excess liquidity promptly.
In walking this fine line between preserving the pay-
ment system and losing monetary control, monetary
policy targets—inflation, net domestic assets, or
money base—will have to be flexible.

From the policy point of view, the central bank is
faced with the task of mopping up the excess liquidity
created by its emergency support operations. Accord-
ingly, the interest rates on central bank securities will
have to rise. Illiquid banks will be able to pass on the
high rates to depositors, thereby raising the funds that
will be used to purchase the policy instruments. As
normal monetary operations resume, rates should be
brought down as quickly as feasible, because high
rates for protracted periods will severely damage bor-
rowers’ repayment capacity, lead to deterioration in
banks’ loan portfolios, and draw political criticism.39

In order to handle the crisis without losing mone-
tary control, monetary instruments may need to be
reformed or new ones introduced. As the initial
stages of a crisis are likely to require substantial in-
jections of emergency liquidity assistance, the policy
instruments used by the central bank must be suffi-
ciently flexible and available in sufficient abundance
to absorb excess liquidity in the system. Policy in-
struments may be lacking or weak or a secondary
market may be underdeveloped, resulting in the need
to upgrade instruments and infrastructure. For in-
stance, the relative merits of government and central
bank securities for the conduct of monetary policy
may need to be assessed, which in some cases might

VI     Bank Restructuring and
Macroeconomic Policies
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39In the Asian crises, large amounts of liquidity support were
effectively sterilized in Korea and Thailand, which allowed the
exchange rates to stabilize and interest rates to be brought down.
Sterilization was not successful in Indonesia due to administered
central bank interest rates but also, perhaps more importantly, to
broader factors that lead to a loss of monetary control.
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be a function of the sustainability (and related value)
of sovereign debt.40 Interest rate liberalization could
also be an essential aspect of making monetary pol-
icy more effective.41

Experience shows that rigid exchange rate regimes
or policies are often abandoned in systemic banking
crisis. If creditors and depositors have doubts about
the sustainability of the exchange rate and macroeco-
nomic policies, the run on the banks combines with a
run on the currency. At the same time, capital out-
flows may put pressure on the exchange rate, even if it
was flexible before the crisis, which will only stabi-
lize when domestic policies take hold and confidence
begins to return. In these cases, the run on banks will
only subside once the exchange rate is credibly stabi-
lized, as the recent experience of Argentina indicates.

A number of countries in recent years have im-
posed a broad range of controls on capital outflows
to reduce pressure on the exchange rate in the con-
text of banking crises.42 Malaysia and Thailand, for
instance, reimposed capital controls during the Asian
crisis of 1997–99; more recently in 2002, Argentina
introduced a broad range of exchange restrictions in
response to runs on the banks and the currency. The
effectiveness of these controls in realizing their in-
tended objectives has been mixed, with the highest
success in stabilizing the exchange rate achieved in
countries that introduced the controls in conjunction
with other macroeconomic and financial policies.

Systemic Crises and Economic 
Growth

Systemic banking crises are almost always associ-
ated with severe recessions. Crises may be caused by
the very same problems that led to recession. In ad-
dition, a crisis may induce a recession due to several
factors, including inter alia curtailment of financial
intermediation, increased economic uncertainty,
negative wealth effects from depressed asset values,
and delays in restoring creditworthiness of insolvent
firms and financial intermediaries.

A decline in bank credit is expected in the wake of
a systemic crisis and is typically a result of both de-
mand and supply factors. Credit demand falls as eco-
nomic growth declines or stock adjustments from
major asset and credit bubbles occur. Some of the
best borrowers may start borrowing directly in bond
markets domestically or from various sources abroad.

Meanwhile, the supply of credit may be reduced as
banks begin to apply stricter lending criteria and stop
new lending to a growing number of nonperforming
borrowers, and as some banks exit the market. If loan
recovery is in doubt, banks will seek risk-free invest-
ments and will prefer to stay liquid as a precautionary
stance. Data also need to be interpreted carefully be-
cause the decline in bank credit may reflect increased
loan loss provisions (if credit aggregates are reported
on a “net” basis); the impact of bank closures; or the
sales of loans to an asset management company.

A decline in credit may reflect a desirable market
adjustment. The combination of tight credit and
banks awash in liquidity is likely to lead to political
pressures for quantitative credit targets, special lend-
ing schemes for the most affected sectors, artificially
low interest rates, and even across-the-board reduc-
tions or “haircuts” of loan balances. Such pressures
should be resisted because they undermine bank
profitability and efficiency, delaying recovery and
the restoration of solvency. Banks should be cau-
tious and lend only to viable companies.

Interest rates are likely to rise in the wake of a cri-
sis outbreak. Economic agents are likely to remain
risk averse for some time with a strong liquidity
preference, and there may be a considerable delay
before depositors and other creditors regain suffi-
cient confidence to entrust their financial assets to
the banking system. Under these conditions, interest
rates will rise, with rates increasing further the
greater the expectations of a sharp increase in infla-
tion and exchange rate depreciation.

Experience also indicates that in several cases sys-
temic banking crises have resulted in permanent
losses in aggregate output (Figure 3). After the crisis
is over, the growth rate may return to its potential
level, but in several of the cases examined there was
no catch-up to the previous trend level of output. In
some cases (i.e., Ecuador, Indonesia, and Thailand),
the losses have been significant, while in others the
catch-up was quicker (i.e., Chile and Korea). The
savings and loan association crisis in the United
States apparently had no impact on aggregate output,
or its negative impact at that time was more than off-
set by other positive developments in the U.S. econ-
omy. Nonetheless, care must be taken in interpreting
these graphs, as several factors were at work in the
economies.43
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40See Quintyn (1994).
41For a description of the reform of monetary policy instru-

ments, see Alexander, Baliño, and Enoch (1995).
42For an analysis of experience with capital controls, see

Ariyoshi and others (2000).

43Some empirical support for the interpretation offered here is
found for the Asian crisis countries by Cerra and Saxena (2003).
The authors use a regime-switching model, decomposing reces-
sions into permanent and temporary components. Their results
suggest that the Asian countries suffered Hamilton-type reces-
sions with permanent output loss rather than the Friedman-type
recessions that include a rapid postcrisis growth phase resulting
in catch-up to the initial trend.
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The return of economic growth to its long-term
trend level requires appropriate macroeconomic poli-
cies in combination with swift restructuring policies.44

In general, in countries where the policy response 

was strong—that is, well coordinated, well communi-
cated, and credible—the notional economic costs
were lower. For example, in Sweden and Korea 
the growth rate rapidly returned to trend, while 
the impact was greater in Ecuador, where credibil-
ity was constrained by a high public sector debt
burden and political turmoil, and in Indonesia,
where the central bank lacked instruments to ab-
sorb liquidity and therefore to control inflation and
capital flight.

34

44In this context it is important to emphasize that conditions
should be created so that banks can contribute to the growth re-
sumption. Such policies include swiftly taking care of (a) the
problem of nonperforming assets; (b) provisioning; and (c) recap-
italization of banks.
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Figure 3. Estimated Output Losses in Selected Crisis Countries1
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A final consideration is whether banking crises
themselves may change the potential growth rate of
the economy. A more favorable long-term outcome
could result if the crisis prompts reforms that pro-
mote a more stable macroeconomic environment, or
if strengthened banking regulation increases the ef-

ficiency of financial intermediation. Alternatively,
and particularly if the crisis is mishandled, value
embodied in firms or banks that become insolvent
and are closed may be destroyed, despite underlying
efficiency. A permanent exodus of capital may re-
sult, and valuable knowledge, such as that contained
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in relationships between lenders and borrowers,
may be lost.

Postcrisis Reintermediation

Reactions to crisis episodes by stakeholders—
depositors, other creditors, and bank sharehold-
ers—have varied across countries and appear re-
lated to the origins of the crisis; the credibility of
institutional arrangements, in particular deposit in-
surance schemes; and modalities of crisis manage-
ment. Figure 4 shows the evolution in deposits and
loans of deposit money banks in real terms for se-
lected crisis countries. There is a fairly consistent
overall pattern: rises in both variables in the precri-
sis period, declines during the crisis, followed by
stability with little or lower growth afterward.
There is, however, considerable variation in the
magnitude and duration of these effects, depending
on the economic conditions and policy choices in
the different countries.

Reintermediation requires correcting the factors
that triggered (or worsened) the crisis. Successful
reintermediation would include sustainable macro-
economic adjustment, sound fiscal and public debt
management, a stable currency in which to denomi-
nate financial contracts, sound banks and supervi-
sory frameworks, and credible liquidity arrange-
ments. The speed of reintermediation is swift when
credibility in macroeconomic and banking policies
is recovered rapidly. When confidence in the local
currency has been fundamentally undermined, rein-
termediation may be accelerated through indexa-
tion or a higher degree of dollarization (see
Ecuador, for example, although the delay in the
passthrough of depreciation to consumer prices ex-
aggerates the stability of real loans and deposits
during the crisis period). Indexation arrangements
(particularly to the dollar) can be a source of
longer-term risks, however, and financial instability
and partial dollarization tend to complicate the con-
duct of monetary policy.

Repairing the fabric of bank intermediation will
also take time when banks are weak and relations
with their debtors affected by an unresolved debt
overhang or a poor economic or political environ-
ment: the former effects were at work in Indonesia
and Mexico, for example, the latter in Indonesia,
República Bolivariana de Venezuela, and Ecuador).
For banks whose capital and profits have been af-
fected by the crisis, their ability to accept deposits at
desired rates postcrisis will be affected by invest-
ment opportunities.

The introduction of foreign banks to the domes-
tic system may also provide a positive contribution
to the process of reintermediation on the liability

side of banks’ balance sheets. Perceptions of qual-
ity, parent backing, and the introduction of new
products have the potential to attract depositors
back to the banking system. The evidence on the
contribution of foreign banks to reintermediation
on the asset side of banks’ balance sheets, however,
is less clear and needs further analysis. Often, the
gradual entry of foreign banks into the system has
been accompanied by recovery and stability in real
deposits but no consistent recovery in loans. While
more savings may be available to the financial sys-
tem for investment, foreign banks may be more risk
averse than domestic banks because the latter may
have a better knowledge of the local market.

The Impact of Sovereign Debt
Restructuring

Unsustainable fiscal or debt policies create an ad-
ditional set of complications and constraints for cri-
sis management. An unsustainable fiscal position re-
quires a strong fiscal adjustment and may require not
only that shareholders take losses, but that deposi-
tors or other creditors also share in the losses. Lim-
ited fiscal resources may also constrain the authori-
ties’ efforts to contain the crisis and assist in
recapitalizing banks. More private financial support
will be needed and, if such support is not available,
more banks will need to exit the system.45

Only limited experience is available about sover-
eign debt restructuring and its impact on bank re-
structuring. Countries that have engaged in sover-
eign debt restructuring include Ecuador, Pakistan,
Russia, and Ukraine. These countries had very 
different macroeconomic and institutional condi-
tions, and few firm conclusions can be drawn from
these cases. The impact of debt restructuring will
depend, however, on a large number of issues, in-
cluding the initial conditions, the size of banks’
holdings of sovereign debt, the currency of denom-
ination, the law governing the debt, the size of the
needed restructuring, the restructuring alternative
used, and the associated macroeconomic policy
mix.46

36

45The Asian countries entered the crisis (1997) with relatively
solid fiscal positions and little public debt. This allowed them to
issue a credible blanket guarantee and play a central role in bank
recapitalization and resolution. The situation was more delicate in
Turkey (2000), and outright unsustainable in cases like Ecuador
(1998) and Argentina (2002). 

46For instance, if all or most of the debt is denominated 
in local currency, inflation may be a viable alternative to debt
restructuring.
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The impact of sovereign debt restructuring on the
banking system will depend on the broad framework
under which the restructuring is taking place. If the
solution to the government’s financing problems takes
place under a market-based framework through a debt
swap operation, banks may achieve higher interest
earnings and cash flow but at the cost of exposure to
higher country risk. Banks may also participate as
creditors in a collective negotiation, allowing them to
influence the terms of the rescheduling and ensure
that their medium-term viability is not jeopardized.

The unilateral restructuring of sovereign debt can
cause deep insolvencies in the banking sector and
disrupt the effectiveness of standard resolution tools.
When banks hold a significant portion of govern-
ment bonds, restructuring can both cause a banking
crisis and make the resolution of a banking crisis
more difficult. The size of losses will depend on the
terms and modalities of the sovereign debt restruc-
turing. Large restructuring may result in immediate
undercapitalization or even banking system insol-
vency. At the same time, the range and effectiveness
of resolution tools may be limited. The government
may not be in a position to play the roles of creditor,
guarantor, or owner of last resort as in a conventional
banking crisis.

For these reasons, any strategy for sovereign debt
restructuring must explicitly consider the impact on
the banking system. If measures to achieve debt sus-
tainability result in banking system insolvency, the
final costs to the government and the economy may
well overshadow any gains from debt reduction. Deci-
sions on overall strategies, therefore, must be made in
terms of the least cost, with costs being broadly de-
fined in terms of immediate fiscal costs, costs to the
banking system, and the impact on economic growth
and employment. Policy measures should include suf-
ficient fiscal adjustment so that a viable banking sys-
tem remains at the end of the adjustment process.

Sovereign debt restructuring may be achieved by
extending maturities, reducing interest rates, and/or
imposing nominal reductions (haircuts) on the debt
stock. In all cases, banks will suffer losses because
both cash flow and the present value of their assets
will be reduced. The impact of these losses on banks
will depend on how the measures are implemented.

Maturity extensions and interest rate reductions
will lower the cash flow of the banks, causing an eco-
nomic loss. According to international accounting
standards, the present value losses from restructuring
must be disclosed, but there is no international best
practice for the treatment of such losses during a cri-
sis.47 Bank supervisors may require full provisioning,

immediately affecting bank equity. Alternatively, reg-
ulations might permit banks not to make full provi-
sions for impaired sovereign bonds, provided that the
banks show they are viable notwithstanding the cash
flow impact of the restructuring.

The least disruptive outcome for the banking sys-
tem is when the restructuring of government debt
does not cause nominal reductions in bank assets
(i.e., without provisioning for economic loss or a
haircut). In this case, actions to preserve bank viabil-
ity may require reductions in interest rates or exten-
sions of deposit maturities through withdrawal re-
strictions or securitization. Depositors will react
negatively to any change in their contracts by drasti-
cally withdrawing available funds from the banking
system (Box 13). However, as discussed above, mea-
sures may be taken to mitigate the runs and protect
the operation of the payment system (see Section III
on administrative measures). Moreover, the impact
of restructuring may be eased by the adoption of a
credible and comprehensive macroeconomic pro-
gram in parallel with the restructuring.

The most disruptive outcome for the banking sys-
tem occurs when nominal losses are imposed. Bank
capital will be written down and the imposition of
remaining losses on depositors may become un-
avoidable. If banks’ exposure to the government is
relatively small in terms of total assets, shareholders
or the government may still be able to recapitalize
the bank to a minimum capital level and gradually
return it to full prudential compliance.48 A more dif-
ficult situation occurs when banks hold a large por-
tion of their assets in government debt and/or a ma-
jority of the stock of government debt. In this case,
the sovereign debt restructuring will require a write-
down of bank capital and then imposition of the re-
maining losses on depositors.

Haircuts on deposits are likely to be far more dis-
ruptive than deposit restructuring because value is
permanently lost. Because depositors appear to
have a strong preference for retaining the nominal
value of their deposits, a nominal deposit loss and
the accompanying elimination of any explicit de-
posit insurance would likely cause a long-lasting
collapse in investor confidence. The effects will
permeate the economy and jeopardize the medium-
term viability of the banking system.49 The authori-
ties will have few tools to address the crisis, and ad-
ditional administrative measures may become
necessary. In this option, depositors will face a
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47According to International Accounting Standards 32 and 39,
banks must disclose the fair value of assets in financial statements.

48In this case, the benefits derived from the reduction in the full
stock of debt will not be offset by the issuance of new debt for
bank recapitalization.

49Nonbank financial institutions would also be affected, with
pension funds and mutual funds collapsing.
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nominal reduction of their deposits and may not be
able to avoid the additional costs resulting from the
administrative measures. Under such drastic condi-
tions, the possibility of revitalizing financial inter-
mediation will be small, with corresponding effects
on future economic growth and the economic wel-
fare of the population.

Reflecting the destabilizing impact of depositor
and creditor haircuts, countries have rarely written
down the contractual value of deposits.50 Given
concerns about financial sector stability, losses on

depositors and other creditors are typically im-
posed through a compulsory change in the contrac-
tual terms, such as a suspension or reduction in in-
terest rates, or a conversion of depositor claims into
long-term bonds or equity. Experience has shown
that, to be successful, such measures must be ac-
companied by a coherent and comprehensive
macroeconomic adjustment program. In addition,
there will often be a need to strengthen debt man-
agement practices in order to rebuild the market for
government debt.
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Box 13. Depositor Reactions to Contract Changes

The experience of several countries with changing
the contracted terms of bank deposits suggests that the
risks of deposit runs and large drops in bank intermedi-
ation are significant.

• Mexico (1982), Bolivia (1982), and Peru (1985)
dedollarized bank liabilities. With little credibility in
the domestic currencies, capital flight—despite capi-
tal controls—and bank disintermediation quickly
followed. In Mexico, deposits-to-GDP ratios de-
clined to 6 percent in 1988 from 26 percent in 1981.
Similarly, in Peru they fell to 10 percent in 1989
from 21 percent in 1983. In Bolivia, the ratio of M2
to GDP declined to 11 percent in 1986 from 26 per-
cent in 1982.

• In Argentina, the Bonex plan of 1989 halved the
stock of liquid assets by converting time deposits to
10-year bonds, and intermediation rates fell to 7
percent in 1991 from 21 percent. During the 2002
crisis, forced pesification of deposits resulted, de-
spite strict withdrawal restrictions, in a leakage of
25 percent of deposits in the first 8 months of the
year.

• In Ecuador (1999), deposits were initially frozen,
but when the freeze was lifted massive deposit
flight led to currency pressures that were eventually
resolved through full dollarization.

• Pakistan (1998) froze deposits of banks as a tempo-
rary response to the collapse of the private banking
system following sovereign debt default. Pakistan’s

deposit freeze was confined to foreign currency de-
posits of residents and nonresidents to contain capi-
tal flight. The frozen deposits could subsequently
be converted to free domestic currency deposits or
special U.S. dollar-indexed bonds. The effect on in-
termediation was contained, in part due to the lim-
ited nature of the operation.

• Uruguay (2002) reprogrammed dollar time deposits
in public banks over a maximum period of three
years. Dollar sight and saving deposits and all peso
deposits in the domestic banking system were left
unfrozen, as were all deposits in foreign banks.

Typically, contract modifications were introduced in
times of large macroeconomic imbalances. When
macroeconomic imbalance was the major factor leading
to the episodes, strong credible stabilization programs
have been critical to reintermediation. In Mexico, depos-
itors remained offshore until 1988, when a stabilization
program led to a massive return of flight capital. The ex-
perience was similar in Peru following the reform pro-
gram in 1991–93, with intermediation ratios rising by 8
percentage points in the 1991–96 period. In Argentina,
following the introduction of the Convertibility Plan in
1991, deposits-to-GDP ratios rose by 14 percentage
points between 1990 and 1994. Ruble intermediation has
not recovered in Russia and, conversely, foreign cur-
rency–deposits-to-GDP ratios are now 40 percent above
precrisis levels. Pakistan too has suffered, but here the
declines in intermediation are more associated with the
decline in official financing following sanctions.

50The one exception is in the case of currency reforms (a new
currency is introduced to replace the old currency). Currency re-
form often entails only redenomination of the currency. In some 

cases, however, the reforms have had a confiscating element. Few
countries have applied nominal haircuts and, where tried, they
have been challenged frequently on constitutional grounds.
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Estimating the overall costs of banking crises is
difficult. While the fiscal costs may be clearly

specified, the overall costs to the economy are more
difficult to quantify. The methodology for assessing
such fiscal costs must take into account both the di-
rect outlays of the government and the recovery
from asset sales. In recent crises, the fiscal costs of a
banking crisis ranged from zero to over 50 percent of
GDP (Table AI.1). The steps for estimating the
broader costs to the economy are described but have
not been quantified.

Types of Costs

The costs of a banking crisis arise from different
causes and develop over time. Clarification of the
definitions used is essential if meaningful compar-
isons are to be made.

The costs can be defined in the following ways:

• Gross costs to the public sector: Examples of
such costs are outlays of the government—re-
structuring agencies or, in some cases, directly
from the treasury—and central bank for liquidity
support; deposit payments; purchase of impaired
assets; and recapitalization through purchase of
equity or subordinated debts.

• Net costs to the public sector: Gross outlays
are netted against resources generated from the
sale of acquired assets and equity stakes, and re-
payment of debt by recapitalized entities. This
measure ideally reflects the permanent increase
in national debt, or the cumulative increase of
fiscal deficits where budget transfers are used,
resulting from the crisis.

• Costs in net present value: Support to financial
institutions—and especially the recovery of
value from the sale of impaired assets and equity
stakes—may occur over relatively protracted pe-
riods. Ideally, in estimating costs cash flows
should be appropriately discounted so as to re-
flect the carrying cost of debt issued, the delay in

recovering resources from acquired assets, and
the opportunity cost of the use of public funds.51

• Economic costs of crises: Systemic crises result
in forgone economic growth because the inter-
mediation function is temporarily curtailed. In
some cases, the crisis of confidence may have
longer-term consequences for financial sector
and, therefore, overall development.52

Many of the costs borne by the public sector repre-
sent transfers to the private sector. These are not
losses to the economy as a whole.53 Where liquidity
support to failed institutions or financing for resolu-
tion agencies provided by the central bank has not
been fiscalized (i.e., a government body has not is-
sued debt or made cash payments to repay the central
bank), the money supply increases. If this is not, or
cannot, be absorbed through open market operations
or other instruments, where it would show up as
quasi-fiscal losses, this will be inflationary or con-
tribute to exchange rate pressures and capital flight.

The present analysis considers only direct costs to
the public sector and does not take into account the
costs of inflation or forgone economic growth. Fur-
thermore, no attempt has been made to discount ap-
propriately the cash flows to and from the state, or
otherwise calculate the net present value of the inter-
ventions.54 As asset disposals usually occur over ex-
tended periods, the present value of recoveries is

Appendix I     Costs of Banking Crises
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51However, it can be objected that in considering other public
expenditures that generate debt, the net present value of interest
payments thus incurred is rarely included in the costing of the
activity.

52See Frydl and Quintyn (2002) for a full discussion of the eco-
nomic benefits and costs of intervening in crises.

53See Frécaut (2002) for a detailed discussion with reference to
Indonesia.

54In some cases, part of the cost of debt service is reflected in
the discount-to-face value of the funds raised through the debt is-
sued. In Malaysia, for example, zero-coupon bonds were issued,
with the discount therefore fully reflecting the servicing costs.
This observation serves to highlight one difference in coverage
between countries considered here.
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lower than shown here.55 On the other hand, asset
disposal processes are incomplete for most of the
cases included, and no attempt has been made to
forecast what future revenues from asset disposals
might be. This would underestimate total recoveries
in nominal terms.

A central objective was for the estimates to be
comparable across countries. This objective could be
met only in part, as evidenced by the country notes
below. The data are presented as ratios over GDP;

where it has been possible to identify the year in
which a specific cash flow or debt issuance oc-
curred, this magnitude is divided by nominal GDP
for that year. In many cases, however (especially for
recoveries), only aggregate data reflecting several
years of activity were available. In these cases, an
average of GDP for the relevant years was used.

Gross costs were measured as outlays of the gov-
ernment and central bank in terms of bond issuance
and disbursements from the treasury for liquidity
support, deposit payments, and recapitalization and
purchase of nonperforming loans. Recoveries were
then subtracted to arrive at net costs. Data limita-
tions meant that even these measures are incomplete.
For example, liquidity support may be provided to
institutions that later fail, and such outlays are cap-
tured here only if they were fiscalized (Table AI.2).
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Table AI.1. Fiscal Costs of Selected Banking Crises1

(In percent of GDP)

Crisis Period Gross Outlay Recovery Net Cost Assets2

Chile 1981–83 52.7 19.2 33 .5 47.0
Ecuador 1998–2001 21.7 0.0 21.7 41.3
Finland 1991–93 12.8 1.5 11.2 109.4
Indonesia 1997–present 56.8 4.6 52.3 68.1
Korea 1997–2000 31.2 8.0 23.1 72.4

Malaysia 1997–2000 7.2 3.2 4.0 130.6
Mexico 1994–95 . . . . . . 19.3 40.0
Norway 1987–89 2.5 . . . . . . 91.9
Russia 1998–99 . . . . . . 0.0 24.9
Sweden 1991–93 4.4 4.4 0.0 102.4

Thailand 1997–2000 43.8 9.0 34.8 117.1
Turkey 2000–present 29.7 1.3 30.5 71.0
United States 1984–91 3.7 1.6 2.1 51.4
Venezuela 1994–95 15.0 2.5 12.4 28.3

1See Table AI.2 for methodology, sources, and country-specific information.
2Assets of deposit money banks in the year before the first crisis year.

55Nonetheless, where possible cash flows have been divided by
the GDP of the year in which they occurred. This provides some
measure of discount because GDP typically rises in the postcrisis
period, while the resale values of assets taken over rarely rise
above the price at which they were acquired.
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Table AI.2. Fiscal Costs of Selected Banking Crises: Sources and Country-Specific Information

Country Data Sources Notes

Chile Sanhueza (1999), Sanhueza (2001) Sanhueza estimates that, of the gross costs of 53 percent of GDP,
9.4 percent of GDP was paid out to depositors in the early stages of the 
crisis, and 43.3 percent of GDP was spent on portfolio purchase and 
other recapitalization measures. Sanhueza (2001) estimates the cost of
liquidating banks and the portfolio purchase program discounted for the
cost of social capital (accounting for some of the hidden economic costs 
of intervention).These estimates raise the net cost by a total of 2.5 percent
of GDP.

Ecuador Authorities’ data and IMF staff Data to March 2002.The asset disposal program is only now getting under 
estimates way.

Finland Drees and Pazarbas, ioğlu (1998), IMF (2001) reports estimates of gross and net costs of 10 percent and 
IMF (2001) 7 percent of GDP respectively, but does not detail the underlying numbers.

Indonesia Authorities’ data and IMF staff Data to end-2001. Excludes Rp 40 trillion allocation to the deposit 
estimates guarantee fund from September 2001.The “certificate of indebtedness”

generated in this transaction will pay no interest unless the funds are used
(no funds have been used thus far). Inclusion would add a further 2.7
percent of GDP to gross costs.

Korea Karasulu (2002) Data to September 2001.

Malaysia IMF staff estimates Due to lack of data, losses implied by the merger of two state-owned
concerns (Bank Bumiputra and Bank Sime) with private banks are excluded.
Nonperforming loans worth 9.9 percent of 1998 GDP from these entities
were entrusted to AMC Danaharta, and recoveries from sale of these assets
(assuming the same overall recovery rate) have also been excluded. Costs
would be considerably higher if these losses were included.

Mexico De Luna-Martinez (2000) Data to June 1999. Data on gross outlays is unavailable, but the negative net
worth of the Bank Savings Institute (IPAB) was equivalent to a further 12.4
percent of GDP at that time.

Norway Drees and Pazarbas, ioğlu (1998) Data on recoveries through asset disposals is unavailable, but the state
retains equity stakes in banks that, if sold at current market prices, would
more than cover the gross costs cited.

Russia Banerji, Majaha-Jartby, and Through liquidity support, regulatory forbearance, deposit transfers, and
Sensenbrenner (2002) special credits to banks undergoing restructuring, a bank run was avoided.A

blanket guarantee or state-funded recapitalization measures were never
undertaken.The net costs were positive, but small.

Sweden Drees and Pazarbas, ioğlu (1998), Drees and Pazarbas,ioğlu (1998) gives gross costs, and the Financial System 
IMF (2002) Stability Assessment comments that the state was able to fully recover initial

outlays plus operating costs of the resolution agencies.

Thailand Giorgianni (2002) . . .

Turkey Banking Regulation and Supervision . . .
Agency (2002)

United States Federal Deposit Insurance The figures shown refer only to the savings and loan crisis. Including 
Corporation (FDIC) staff estimates, resolution costs for insolvent banks would raise net costs by 0.5 percent of 
and Curry and Shibut (2000) GDP (FDIC,“Failed Bank Costs Analysis 1986–95”).

Venezuela de Krivoy (2000) As of end-1998.The figures represent cash flows through the Venezuelan 
Deposit Guarantee Agency (FOGADE); thus gross cost excludes direct 
central bank support to banks that subsequently failed.As of end-1998,
FOGADE retained assets of value equivalent to 1.5 percent of GDP. If these
are included, net costs fall to 10.9 percent of GDP (the net cost given by the
source used for the data).

Note: GDP data are from the World Economic Outlook and International Financial Statistics databases, and assets of deposit money banks from Interna-
tional Financial Statistics.
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Table AII.1. Description of the System Before and After the Crisis

Estimated
Net Cost to
the State as

Crisis Dates Composition of the Sector1
Percent of______________________________________ _____________________________________________

Country Onset Exit Before After GDP2

Argentina July 2001: Deposit run begins, Deposit freeze 89 commercial banks As of December 2002: . . .
spurred by uncertainty over gradually lifted, Of which 88 commercial banks
fiscal sustainability and ex- ending in 2003. 36 private domestic (20) Of which 
change rate policy. Deposit 39 foreign (49) 41 private domestic
freeze imposed December 3, 14 public (31) 30 foreign 
2001; devaluation in January 17 public
2002.

Ecuador August 1998: Intervention in 2001: Blanket 35 commercial banks End-2001: 22 commercial 21.7
Banco de Préstamos. Bank guarantee lifted. banks
credit lines were cut in 
response to Russian crisis 
and supply shocks (oil prices 
and weather related).

Finland August 1991: Skopbank (apex 1993: Bank 10 commercial banks (61) End-1995: 7 commercial 11.2
bank for savings banks) inter- profitability 150 savings banks (25) banks 40 savings banks 
vened. Markka depreciation restored in 1996. 359 cooperative banks (14) 300 cooperative banks
affected borrower repayment 
capacity; real estate bubble 
collapsed.

Indonesia August 1997: Devaluation of Ongoing 238 commercial banks As of December 2002: End-2001:
rupiah. Followed Thai baht June 2000: System Of which 145 commercial banks 52.3
devaluation in July. October capital became 160 private domestic (49) Of which 
1997: Hong Kong stock positive again. 34 foreign joint-venture 69 private domestic (10) 
market crash worsened the 10 foreign bank 25 foreign joint-venture
crisis. subsidiaries sum (8) 10 foreign bank subsidiaries 

7 state-owned (40) (sum, 16) 
27 regional government (3) 5 state-owned (48) 
9,200 rural banks 26 regional government (4) 
252 finance companies 3 intervened banks (14) 

7 jointly recapitalized (8) 
8,700 rural banks 
245 finance companies

Korea November 1997: Devaluation 2000: Repayment 79 commercial banks (40) June 2000: 61 commercial 23.1
of won. Followed devaluation of central bank Of which banks (44) 
of Thai baht in July, and falls in liquidity support 27 domestic private Of which 
bank credit lines despite by April 1999. 52 foreign bank branches 14 domestic private 
official guarantee of external 6 state-owned specialized 44 foreign bank branches 
liabilities in August. and development (15) 3 state-owned commercial 

30 merchant banks (5) (24)
October 1997: Hong Kong 30 investment trusts (7) 6 state-owned specialized 
stock market crash 6,000 credit unions, credit and development (18) 
worsened the crisis. cooperatives, mutual  9 merchant banks (1)

credit, and savings 25 investment trusts (10) 
companies (16) 4,800 others (10)
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Table AII.1 (concluded)

Estimated
Net Cost to
the State as

Crisis Dates Composition of the Sector1
Percent of______________________________________ _____________________________________________

Country Onset Exit Before After GDP2

Malaysia July 1997: Devaluation of 2000: Non- 35 commercial banks End-2000: 4.0
ringgit two weeks after Thai performing loan– 12 merchant banks 34 commercial banks 
baht devaluation. October purchase program 7 development institutions 12 merchant banks
1997: Hong Kong stock mar- closed. 1 savings bank 20 finance companies
ket crash worsened the crisis. 39 finance companies

Mexico December 1994: Devaluation September 1995: 32 commercial banks End-1999:27 commercial 19.3
of peso. Repayment of 7 development banks banks 

central bank liquid- Of which 
ity support although 7 in liquidation 
capital support and 5 intervened and awaiting
resolution of inter- resolution
vened institutions 
continued for 
several years.

Russia August 1998: Devaluation of 1999: Lending July 1998: 1,547 banks End-2001:Approximately Small
of the ruble. Partial govern- growth resumed. Of which 1,300 banks (about 100
ment debt default. Real deposit 1,462 licensed to accept are considered large) 

growth resumed household deposits approximately 50 are under 
in 2000. 26 nonbank credit foreign control, and 2 of the 

institutions largest are state owned.
Sweden Fall 1991: Capital injections 1993: Precrisis End 1990: End-1992: 13 commercial 0.0

required for Nordbanken profitability was 21 commercial banks banks (32) 
and Första Sparbanken. restored in 1994, 104 savings banks 90 savings banks (2) 
Economic policy stance and lending 
became restrictive, recovered in late 
puncturing a real estate 1997–early 1998.
boom.

Thailand July 1997: Flotation of the End-2000: 15 commercial banks End-2000: 13 commercial banks 34.8
Thai baht. Commercial banks Of which Of which 

registered positive 14 domestic private 5 domestic private 
Capital outflows and liquidity operating profits. 1 state-owned 4 state-owned 
support for many finance 19 foreign bank branches 4 majority foreign-owned
companies began between 7 specialized state-owned 21 foreign bank branches
March and June. banks 7 specialized state-owned banks

91 finance companies 21 finance companies
Turkey December 2000: Capital mar- Ongoing 80 banks End-2001:61 banks June 2002:

ket turbulence and political Of which Of which 30.5
crisis followed conflict 29 private domestic 22 private domestic 
between the president and 17 foreign banks 15 foreign 
the prime minister. Further 4 state-owned 3 state-owned 
market turbulence in 11 intervened 6 intervened 
February 2001.Trading risk, 19 investment and 15 investment and 
funded by large, open foreign development development
exchange position, was high.

Venezuela January 1994: Failure of End-1995: 47 commercial banks End-1996: 38 commercial banks 12.4
Banco Latino. Supply shock Deposits stopped Of which Of which 
(oil prices fell) and interest falling and bank 37 domestic private 24 domestic private 
rate rise undermined credit closures ceased 5 foreign 7 foreign
quality. Political instability through second 5 public 7 public 
and expectations that bank half of 1995. 17 mortgage banks 6 mortgage banks
regulation reform might
reveal insolvencies led to 
capital flight.

Sources: National authorities; various IMF staff reports, Selected Issues, and Recent Economic Development reports; and IMF staff estimates.
1Percent of market share shown in parenthesis, where available. For Argentina and Korea, percent of assets is shown; for Finland and Sweden, percent

of loans; and for Indonesia, percent of deposits.
2Net cost to the public sector (see Appendix I).
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Table AII.2. Crisis Outbreak and Containment: Financial and Monetary Measures

Country Central Bank Liquidity Support Blanket Guarantee Capital Controls Deposit Freezes or Haircuts

Argentina July 2001: Significant liquidity support Not provided.A limited guarantee of December 2001: Controls introduced December 2001: Corralito was imposed,
began. up to Arg$30,000 per depositor exists. and revised frequently since. which limited cash withdrawals and forced

Convertibility ended January 2002, domestic payments into the banking 
End-April 2002: Stock outstanding was with a dual exchange rate regime in  system.
Arg$5.2 billion (5 percent of GDP). place until February 2002. Other 

controls included the deposit freeze, February 2002: Forced conversion of dollar 
prior authorization requirements for accounts into pesos took place.
transfers abroad, and import payment 
restrictions.

Ecuador March 1999: Peak stock of support December 1999: Guarantee was March 1999: Most bank deposits were March 1999: All bank deposit balances 
was US$1.7 billion (146 percent of approved, replacing a limited frozen. No explicit capital controls above a certain threshold and all 
net international reserves, 177 percent guarantee of up to US$8,000 per were introduced. investment fund participations were 
of currency in circulation, and account. Guaranteed deposit payments frozen. Sight deposits were liberalized 
approximately 13 percent of GDP). reached approximately US$1.8 billion, gradually, a process completed in 

of which some US$1 billion were still September 1999.
Support was provided through central pending in Q2 2002. Guarantee still in 
bank loans (using banks’ loan portfolio place. March 2000: Most time deposits were 
as collateral) and rediscounts of liberalized, although small amounts remain 
recapitalization Deposit Guarantee frozen in state-controlled banks.
Agency bonds.

Finland The central bank supported Skopbank February 1993:Announced when the . . . . . .
with a total of Fmk 14 billion in 1991 Government Guarantee Fund (GGF) 
and 1992, in the context of its was reorganized.The GGF was 
takeover and restructuring. authorized to use up to Fmk 20 billion 

to cover deposits and contingent and 
foreign currency liabilities of the banks,
replacing the previous partial deposit 
guarantee.

Indonesia August/September 1998: Peak stock January 1998: Introduced; covered August 1997: Limits on forward sales . . .
of support was Rp 150 trillion (16 per- deposits and contingent and foreign of foreign exchange by domestic banks 
cent of GDP). liabilities.There was no existing to nonresidents (excluding trade and 

formal deposit insurance.The investment-related transactions) were 
Support was provided through over- guarantee is still in place and imposed. November 1997: Limits were 
drafts with the central bank. administered by the central bank. removed thereafter.
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Table AII.2 (concluded)

Country Central Bank Liquidity Support Blanket Guarantee Capital Controls Deposit Freezes or Haircuts

Korea December 1997: Peak stock of sup- August 1997: External liabilities of December 1997:Though no formal . . .
port was US$23.3 billion (5 percent  banks were guaranteed, and a deposit controls were imposed, foreign private 
of GDP), plus won 11.3 trillion (2.5 guarantee was extended in mid- bank creditors agreed to temporarily 
percent of GDP). Support was  November 1997, until the end of maintain exposure.
provided through central bank loans 2000.The Korea Deposit Insurance 
and deposits. Corporation, responsible for the January 1998: Short-term debt 

existing partial guarantee, also rescheduling was agreed with foreign 
Fully repaid by April 1999. administered the blanket guarantee. creditors.

Malaysia January 1998: Peak stock of support January 1998: Guarantee covering only September 1998:A number of . . .
was RM 35 billion (13 percent of deposits announced.The guarantee  exchange control measures were 
GDP). was administered by Danamodal. introduced, aimed at eliminating the 

There was no explicit deposit offshore ringgit market and restricting 
Support was provided through insurance before the crisis. the supply of ringgit to speculators.
central bank deposits, most of which Also, the exchange rate was pegged
had been repaid by end-1998. Guarantee still in place. at 3.8 ringgit per U.S. dollar.

Mexico April 1995: Peak stock of support was Implicit protection for all liabilities . . . . . .
US$46 billion. except subordinated debt existing 

prior to the crisis through the 
Fully repaid by September 1995. Banking Fund for the Protection of 

Savings (FOBAPROA).

April 1995:The government ratified 
the guarantee.

Guarantee in place until 2003.

Russia Peak support of Rub 105–120 billion Blanket guarantee not extended. A 90-day moratorium was declared There were no official measures. However,
(4 percent of GDP) was reached on private sector payments of a number of large banks unilaterally froze 
between August and October 1998. However, the authorities transferred external liabilities. Conversion deposits, while others introduced

household deposits from a large operations for nonresident accounts administrative means of discouraging 
Support was provided through central number of private banks (which had used for investing in ruble-denominated withdrawals.These measures were 
bank loans (mainly to 13 banks) of up frozen deposits) to Sberbank (a state- government securities (S accounts) permitted, though not officially 
to one year. owned savings bank), where deposits were suspended. Nonresidents not sanctioned.

were guaranteed by the government. participating in government securities 
restructuring operations had their 
balances on those accounts frozen.
The surrender requirement on exports 
increased to 75 percent from 50 percent,
and a 100 percent deposit requirement 
on advance payments for imports was 
introduced.
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Sweden During the currency crisis (September Announced in October 1992, it was . . . . . .
1992), the central bank deposited approved in parliament in December.
part of the foreign exchange reserves Deposits, and contingent and foreign 
in the banks, thereby insuring liquidity liabilities of the banks, their subsidiaries,
against problems with international and some specialized financial 
funding. institutions were covered.

There was no existing formal deposit 
insurance scheme.The blanket 
guarantee was fully funded from the 
budget and administered by the Bank 
Support Agency (BSA).

Thailand Peak stock of support was B 1 trillion A formal announcement was made in The authorities implemented a series  . . .
(22 percent of GDP) in early 1999. August 1997. Most elements were of measures limiting transactions that 
Most was given between mid-1997– informally in place beforehand. could facilitate the buildup of baht  
mid-1998 (B 531 billion in FY 1996/97, Deposits, and contingent and foreign positions in the offshore market, to 
of which B 394 billion to 66 finance liabilities were all covered.There was limit baht lending to nonresidents.
companies and the remainder to 7 no existing formal deposit insurance 
private banks, as well as B 39 billion to scheme.
2 public banks in FY 1998/99).

The guarantee is still in place,
Support was provided through loans, administered by the Financial 
most of which were later converted Institutions Development Fund, an 
into capital support. entity within the central bank.

Turkey September 2001:The stock of credit An unofficial guarantee has been in . . . . . .
amounted to TL 6 quadrillion (US$4 place since 1997. It was officially 
billion, or 3.3 percent of GDP), confirmed in December 2000.All 
provided mostly through the Deposit liabilities of deposit taking banks were 
Guarantee Agency and repos with the guaranteed by the Savings Deposit 
central bank. Insurance Fund.

Guarantee still in place.

Venezuela The central bank provided liquidity No blanket guarantee was extended. June 1994: Exchange controls were January 1994: Banco Latino was closed for
both directly and through the Deposit imposed, with all foreign currency 77 days; depositors were not able to 
Guarantee Fund. The ceiling under the existing partial purchases frozen for two weeks.After access their funds.Access to deposits

guarantee was raised (at different this, foreign currency could be bought under the guarantee or through deposit 
Banco Latino alone owed the central times for different institutions) to for only specified transactions, and transfers to other institutions was more 
bank Bs 23 billion (US$220 million) at Bs 10 million by July 1995 from exporters were obliged to sell all prompt in subsequent interventions.
the time of intervention (it was the Bs 1 million (US$9,300). Liabilities in foreign currency earnings.A fixed 
first and largest bank to fail). off–balance sheet companies related exchange rate was adopted. Deposits above Bs 10 million were

to commercial banks (e.g., offshore replaced with long-term nonnegotiable 
subsidiaries) were eventually included bonds at below market rates.
in the guarantee in July 1995.

Sources: National authorities; various IMF staff reports, Selected Issues, and Recent Economic Development reports; and IMF staff estimates.
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Table AII.3.The Restructuring Phase: Judicial and Institutional Measures

Country Legal and Judicial Reform Institutional Arrangements for Restructuring Resolution Techniques (Closures/Mergers/Sales)

Argentina . . . . . . End-2002: One foreign bank and two small
domestic banks were suspended and subsequently
purchased by local banks; a joint-venture bank was
absorbed into a fully owned subsidiary; a foreign
group withdrew from Argentina and their three
banks were taken over; two domestic banks were
restructured using public and private funds. No
depositor losses were imposed.

Ecuador December 1999:The AGD was created to be in The AGD was in charge of bank restructuring (as Fourteen banks (including some initially 
charge of administering the blanket guarantee and well as impaired assets and disposals of intervened recapitalized by the government) were closed 
bank restructuring. banks). Its board was headed by the superintendent between August 1998 and August 2001,

of banks; its members also included the president of representing over 50 percent of the system’s total 
April and June 2000: Changes to the banking law the central bank and representatives of the ministry precrisis assets.
were introduced to provide the legal basis for crisis of finance and the president of the Republic.
management, albeit partially. Key issues, such as legal All eight offshore subsidiaries of closed banks 
protection for public officers in charge of bank September 2001: Main responsibility for bank were also closed, as were all trust funds and other 
restructuring, have not yet been addressed. restructuring (including the presidency of the AGD financial companies belonging to the closed banks’ 

board) was transferred from the superintendent to groups.
the minister of finance.

Of the three banks intervened in November 1999,
two were merged (Previsora with Filanbanco and
Pacifico with Continental).The latter is a
commercial bank fully owned by the central bank.
The third one, Banco Popular, was closed in April
2000.

Finland February 1993: the Banking Supervision Office, which April 1992:The GGF was created to administer the February 1993:The GGF was reorganized and given 
had been part of the ministry of finance, was made an blanket guarantee and deal with restructuring, at  full-time staff and a direct reporting line to the 
autonomous unit within the central bank (it was first with no full time staff.The ministry of finance, government (with only the ministry of finance 
renamed the Financial Supervision Authority). Banking Supervision Office, and central bank were now on the board).

represented on the board.
June 1992: Skopbank’s subsidiaries’ loan portfolios
were sold to Handelsbanken (Sweden).

June 1992: 41 savings banks were merged into the
Savings Bank of Finland (SBF), which had been
taken over by GGF.

April 1993: STS-Bank and KOP Bank were merged,
forming the largest commercial bank in Finland.

October 1993: Business and share capital of the
SBF were sold to four remaining private banking
groups.

Mid-1994:A majority stake in SBF was purchased
by Arsenal asset management company.
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Indonesia August 1998: New bankruptcy law was introduced January 1998:The Indonesia Bank Restructuring Between October 1997 and September 1998: 26 
and special commercial court established. Agency (IBRA) was created to restructure banks commercial banks were closed.

and manage assets of closed banks, nonperforming
December 1998: Strengthened prudential regulations loans of banks under restructuring, and assets March 1999: 38 banks (5 percent of liabilities)
were passed addressing loan loss provisioning, pledged by shareholders as part of settlements. were closed.
connected lending, liquidity management, and foreign However, lack of clear legal foundations hampered
currency exposure. IBRA’s initial activities. 1999: Four state banks (holding about 25 percent 

of total bank deposits) were merged to create 
1999: Legislation was passed to enhance the October 1998:The IBRA was given powers to re- Bank Mandiri.
independence of the central bank. solve banks without shareholder consent.

February 1999: Implementing regulation for IBRA 
was enacted.

The Financial Sector Policy Committee, with 
ministerial and central bank representation, was 
created to oversee the IBRA.

Korea December 1997: Laws were passed to strengthen the April 1998:The FSC was established. Gradual December 1997: Two large commercial banks 
independence of the central bank and consolidate all unification of supervisory powers were completed were taken over and 14 merchant banks 
financial sector supervision in one agency, the in January 1999. Licensing and delicensing powers suspended, of which 10 permanently closed in 
Financial Supervisory Commission (FSC)—later were granted in April 1999. January 1998.
Financial Supervisory Service.

Early 1998:The Financial Restructuring Unit was June 1998: Five small- to medium-sized banks were 
June 1998: New, stricter regulations were adopted on established within the FSC. closed through purchase and assumption 
connected lending, loan classification, and operations, and 12 weak institutions were 
accounting standards. encouraged to merge or find foreign

shareholders.

Malaysia 1998:The Danaharta Act was passed. June 1998: Danaharta (an asset management 1999:A program was instituted to consolidate
company) was established with powers to acquire domestic banks, merchant banks, and finance 
nonperforming loans through statutory vesting and companies into 10 banking groups.
to appoint administrators to manage the assets.

End-2000: Merger negotiations were concluded 
August 1998: Danamodal was established to for 50 of 54 banking institutions, with one merger 
recapitalize financial institutions. fully completed in March 2001.

These organizations and the Corporate Debt No financial institutions were closed outright.
Restructuring Committee (CDRC) are represented 
on the steering committee on restructuring, a 
coordinating body chaired by the central bank 
governor.

Mexico March 1995: New provisioning regulations The banking and securities supervisory agencies Two banks were intervened in 1994 and a third 
requiring higher reserves were adopted. merged into the National Banking and Securities bank in March 1995. Resolution is ongoing; bank

Commission (NBSC), which handled the crisis. viability is decided on a case-by-case basis as part 
January 1996: New, stricter regulations on No special powers were granted, but the NBSC of a gradualist approach.
connected lending and loan classification were had de facto enough authority.
adopted.
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Table AII.3 (concluded)

Country Legal and Judicial Reform Institutional Arrangements for Restructuring Resolution Techniques (Closures/Mergers/Sales)

Russia March 1999:A bank insolvency law was passed. November 1998:The Agency for Restructuring Credit Six of the larger banks were intervened after the 
Organizations (ARCO) was established. bank restructuring law passed, of which three 

July 1999:A bank restructuring law was passed, (now under ARCO control) are currently in 
permitting revocation of bank licenses on the basis Institutional changes were made in the central bank, liquidation.
of insolvency. reforming and consolidating supervisory functions.

A number of other banks were required to submit
Further legal reforms were implemented, including restructuring plans, and still others were 
amendments to the banks and banking activities law transferred to ARCO.
and more recently on anti money laundering.

2002:The central bank and government adopted a 
joint strategy paper for the reform of the banking 
sector.

Sweden December 1992:The Bank Support Act was passed, May 1993:The Bank Support Agency was formally No banks were closed at the containment stage.
providing support at the lowest cost to the state in created.Analyses of the loan portfolios and financial 
the form of guarantees or capital. prospects of banks were used to determine the 1993: Gota Bank was taken over after becoming 

form and conditions under which support would be insolvent, and then merged with Nordbanken;
provided. Operations wound down in 1996. Gota’s nonperforming loans were transferred to

the asset management company Retriva.

Thailand October 1997:An amendment to the Commercial The FIDF, established during the previous crisis in  June and August 1997: 58 finance companies were 
Banking Act gave the central bank specific powers the 1980’s, was used to provide liquidity support. suspended, of which 56 were closed in December
to write down capital and change management in 1997; a further 13 were merged at this time.
troubled banks. October 1997:The Financial Sector Restructuring 

Authority was established to liquidate insolvent Three banks were intervened from December 31,
finance companies. 1997 to end-January 1998.A further two banks 

were intervened in August 1998 and one more in 
August 1998: Comprehensive financial sector July 1999. Since June 1997, one of these banks has 
restructuring package was announced.A high-level been closed and another three merged with state-
financial restructuring advisory committee was  owned banks.
created to advise the ministry of finance and the 
central bank. De facto authority for restructuring lies 
with the finance ministry.

Turkey The legal and regulatory framework has undergone The Banking Regulation and Supervision Agency was As of end-November 2002, twenty private banks 
major reforms since 1999 and was found to conform established just before the crisis; it also manages the have been taken over by the SDIF (two in 
to EU and international standards by end-2001. Savings Deposit Insurance Fund (SDIF). 1997/98, six in late 1999, three in 2000, two in

early 2001, six in mid-2001, one in November 
A new banking law was passed, as were prudential A collection department has been set up within the 2001, and one in June 2002).
regulations on loan loss provisioning, large exposure SDIF to maximize loan recoveries on bad assets from 
limits, connected lending, foreign exchange exposures, banks in resolution.An intervened bank is being used Of these, twelve banks have been resolved 
consolidation, risk management, fitness and propriety as a bridge bank to deal with performing assets. through merger, five were sold, while one was put 
criteria for owners and bank managers, and new under liquidation and two remain under the 
accounting standards. management and control of the SDIF.
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In addition, the banking licenses of one state bank
and three investment banks have been revoked.

The number of mergers among private banks has
been limited.

Venezuela November 1993: Before the crisis began, legal Responsibility was at first shared (in ill-defined ways) From January 1994 to August 1995, 17 commercial 
reforms strengthening the supervisory framework between the supervisory authorities, the Deposit banks were taken over, of which 11 were 
and powers of intervention and resolution of the Guarantee Fund (which also had recapitalization eventually closed, and 2 were merged and
supervisory authorities were passed.They were not powers), and the central bank, with the finance subsequently sold to a private bank.
properly implemented at that time, however. minister having the final authority on closures and 

resolutions. Also closed during the crisis were 8 mortgage 
July 1995:The Financial Emergency Law was passed, banks, 14 investment banks, 13 leasing companies 
clarifying the institutional structure for dealing with June 1994:The Financial Emergency Board was and 1 finance company.
the crisis and eliminating obstacles for liquidation created to manage the crisis. It included 
of assets transferred to the state. representatives of the three institutions, and was 

chaired by the minister of finance.

Sources: National authorities; various IMF staff reports, Selected Issues, and Recent Economic Development reports; and IMF staff estimates.
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Table AII.4.The Restructuring Phase: Financial and Corporate Measures

Country Publicly Funded Recapitalization/Restructuring Gradualism in Meeting CAR/ Provisioning Rules Corporate Restructuring

Argentina U.S. dollar and peso bonds were issued to . . . . . .
compensate banks for asymmetric currency 
redenomination (from U.S. dollars to pesos) of assets 
and liabilities.

Ecuador December 1998: Filanbanco, the largest bank in the July 2000: New asset classification and provisioning An initial debt-restructuring program was 
country, was intervened. Shareholders equity was rules were approved.The provisioning deficit was implemented for debtors with total debts to the 
reduced to zero, and the bank was recapitalized with phased in over two years. financial system of up to US$50,000.These 
government bonds. represented 92 percent of debtors but only 12 

November 2001: New CAR regulations were percent of system assets.The program extended 
August 1999: Four banks were recapitalized with approved, and banks were given two years to adjust loan maturities and introduced gradually 
subordinated loans from Filanbanco (which had to their asset weighting and tier capital composition to increasing payment schedules.
be recapitalized anew). Only the smallest bank repaid; the new requirements.
the other three were intervened and recapitalized in A program for debts over US$50,000 was 
November 1999. introduced, on the basis of voluntary agreements,

avoiding bailouts or direct fiscal subsidy.
May 2001: Filanbanco was recapitalized, for the third 
time, with nonnegotiable bonds. Liquidity problems January 2001:A program began that provided 
persisted leading to closure in August 2001. incentives for the use of automatic out-of-court 

foreclosure procedures in cases of failure to 
December 2001: Banco del Pacifico was recapitalized restructure nonperforming loans.
again by the central bank.

November 2001:A further modification was
introduced when an international debt negotiator
was hired to represent the interests of all closed
banks.

Finland September 1991:The central bank took over . . . . . .
Skopbank, committing about Fmk 14 billion in 
liquidity support and restructuring costs.

June 1992:The GGF acquired Skopbank.Asset 
management companies for real estate and 
industrial holdings remained with the central bank.
Also, the GGF took over the SBF. Nonperforming 
assets were transferred to Arsenal, an asset 
management company, in October 1993.

1992:The government injected Fmk 7.9 billion into 
deposit banks to increase Tier 1 capital.
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Indonesia April-May 1998: Four banks were taken over by IBRA. 4 percent CAR until end-2001, when banks had to August 1998:The Indonesian Debt Restructuring 
reach 8 percent Agency was established to settle foreign 

March 1999: Eight banks were taken over. currency–denominated debts at an agreed 
Phase-in of loan-loss provisioning requirements, exchange rate. It became inactive due to lack of 

Nine private banks became eligible for joint public/ end-December 1998 to end-June 2001 agreement on exchange rate and grace period.
private recapitalization. Of these, eight were 
recapitalized and one was taken over in 2001. Phase-in of legal lending limits from 1998 to end-2002 September 1998:The Jakarta Initiative Task Force 

was established to facilitate out-of-court
A total of Rp 649 trillion of recapitalization bonds Phase-in of net open position limits from end-June settlements in joint creditor negotiations with 
were issued, of which Rp 431 trillion to recapitalize 1999 to end-June 2000 debtors (London Club rules).
state banks and banks taken over, as well as to 
support joint public/private recapitalization.The 
remaining Rp 218 trillion was used for liquidity 
support and the blanket guarantee.

Korea The government injected US$36 billion into nine No gradualism. Recapitalization of surviving banks Creditor-led, extra-judicial resolution framework 
commercial banks; five out of six major banks ended was sufficient for them to meet CARs. was established based on the London Approach.
up 90 percent controlled by state.

Bonds, cash budgetary allocations, and asset swaps 
were used to purchase shares, subordinated debt 
and nonperforming loans, and to repay depositors.

Malaysia Danamodal injected US$1.7 billion into 10 January 1998: New rules for loan classification came The Corporate Debt Restructuring Committee 
institutions. into effect. (CDRC) provided a platform based on the 

London Approach for borrowers and creditors to 
Bonds and cash budgetary allocations were used. March 1998: CAR of finance companies rose to work out debt-restructuring schemes.

9 percent from 8 percent, to be implemented by 
end-1998, and then to 10 percent by end-1999. The CDRC was set up to mediate restructurings

(based on London Club rules) of large corporate
sector loans.

Mexico March 1995: A program for temporary recapitaliza- . . . December 1995:A debt-restructuring scheme 
tion was started. All amounts were repaid promptly  based on out-of-court agreements for large 
and in full. debtors was implemented.There are several 

specific programs for diverse categories of small 
Bonds and cash budgetary allocations were used. debtors, including households.
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Table AII.4 (concluded)

Country Publicly Funded Recapitalization/Restructuring Gradualism in Meeting CAR/ Provisioning Rules Corporate Restructuring

Russia July 1999:The central bank referred nine banks to Since January 1, 2000, risk-weighted capital ratio for . . .
ARCO for examination;ARCO took control of six. banks with capital in excess of  €5 million is 
Of the three not under liquidation, two reached 10 percent; for those with capital of less than €5
settlements, and the other had its license revocation million, the ratio is 11 percent.
overturned in court.

A further 46 banks volunteered for consideration by 
ARCO, of which 15 received approval for the 
restructuring program.

As of mid-January 2003, two banks remained in 
restructuring processes under ARCO control.

Sweden State support amounted to SKr 65 billion (4.4 per- No gradualism. Recapitalization of surviving banks  . . .
cent of GDP) in the form of cash allocations from was sufficient for them to meet CARs.
the budget. Of this, 98 percent went to two banks 
(Nordbanken and Gota Bank) and their respective 
asset management companies, Securum and Retriva;
86 percent of total support was used for capital 
injections and 10 percent for share purchases.

Thailand Two capital support schemes were used: October 1997:A requirement was imposed to first  August 1998:A framework for voluntary 
write down and then increase capital, and to meet workout (Bangkok Approach) was announced.

Tier 1: After existing shareholders made full new, more stringent rules.
provisions for loan losses and presented an April 1998:The Bankruptcy Act was amended to 
operational restructuring plan, the government March 1998: New rules were issued on loan loss permit court-supervised reorganizations.
injected capital sufficient to raise the Tier 1 ratio to classification, loss provisioning, and interest 
2.5 percent.Thereafter, the government matched suspension. Loss provisioning requirements were June 1998:The Corporate Debt Restructuring
private capital injections. tightened by 20 percent every six months starting Advisory Committee was established.

July 1998, to be fully implemented by end-2000.
Tier 2: Nontradable bonds (in return for debentures) March 1999:The Bankruptcy Act was amended to
were given in cases of voluntary corporate debt facilitate court-supervised reorganizations, and a 
restructuring. Support was in proportion to the debt model debtor-creditor agreement was issued.
writedown or new net lending, and conditions and 
maxima applied The law establishing the Thai Asset Management 

Corporation (TAMC) emphasizes its role in 
The FIDF has been financed through the central bank, promoting the continuation and revival of 
borrowing on the money market, including through businesses by enabling debt repayment. Extensive 
repo operations, and recoveries from FRA’s sales of and flexible powers to resolve problem loans 
assets. through debt restructuring, business

reorganizations, and foreclosure were granted
under the law.
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Turkey By end-2002, financial restructuring of state banks As of end-2002, there has been no supervisory for- As of October 2002, 169 firms had applied for 
was completed.They had returned to profit, and bearance, such as phasing in of CAR or provisioning financial restructuring of their debts 
operational restructuring was well advanced, with requirements. (approximately US$2.9 billion) under an Istanbul 
significant branch closures and personnel reductions. Approach framework for large debts. Of these, the 

debts of 28 firms had been restructured.
Public support for private bank recapitalization is 
provided with certain safeguards through the SDIF,
matching private sector injections of Tier 1 capital up 
to a Tier 1 CAR of 5 percent, and then Tier 2 capital 
up to a combined CAR of 9 percent.

No Tier 1 capital has been provided and only one 
bank has applied for Tier 2 support, given in the form 
of seven-year, market rate–bearing bonds.

Venezuela Five of the banks in which the state intervened November 1993:A banking law was passed that called No explicit corporate restructuring programs 
remained open and received substantial state funds for increases in risk-weighted capital/ asset ratios as were adopted, but over 1,000 nonfinancial 
for recapitalization. Four were eventually privatized, follows: enterprises fell into state hands as a consequence 
and the fifth, Banco Latino, was finally liquidated in • by June 30, 1994: 6.5 percent of the crisis. Most were closed.
June 1997. • by December 31, 1994: 7.0 percent

• by June 30, 1995: 7.5 percent
• by December 31, 1995: 8.0 percent

In practice, full recapitalization occurred only as 
foreign banks entered the system in 1996.

Sources: National authorities; various IMF staff reports, Selected Issues, and Recent Economic Development reports; and IMF staff estimates.
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Table AII.5. Management of Impaired Assets

Strategy and Objectives of Funding for
Centralized Asset Management Asset Management

Country Companies,Where Relevant Company Purchases Criteria for Asset Transfer Transfer Price Outcome

Argentina . . . . . . . . . . . . . . .

Ecuador The assets of the intervened banks The AGD funded Intervention: Open . . . Only some 3 percent of impaired 
were never transferred to a recapitalization by banks managed their assets have been sold by the AGD in 
centralized asset management issuing bonds. own impaired assets. exchange for certificates of frozen 
company.The Deposit Guarantee deposits at closed banks.
Agency (AGD) manages the assets 
of the 11 banks closed in 1998 and Other closed banks sold assets prior 
1999, and some of those of the  to their closure, amounting to some 10 
bank closed in 2000 (the rest were percent of total impaired assets. Open 
transferred to an acquiring bank), bank nonperforming loan levels fell to 
but these assets remain the precrisis levels (below 10 percent) by 
property of each bank and are not 2001.
managed jointly.

By end-2001, nonperforming loans at 
It is unclear which strategy will be the only open intervened bank 
followed to manage the assets of (Pacifico) had risen to over 60 percent,
the merger of Filanbanco and while nonperforming loans accounted 
Previsora, closed in 2001. for over 90 percent of the AGD-

managed portfolio.

Finland Initially, the central bank, and then Arsenal received govern- Intervention: Open . . . Arsenal continues in operation.
the GGF, managed the impaired ment funding (Fmk 23 banks managed their Recoveries have been poor.
assets of intervened institutions. billion), and guarantees own impaired assets.
Arsenal asset management (Fmk 28 billion).
company took over remaining 
assets in mid-1994. The GGF was funded by 

the government.
June 1992: Skopbank’s loan 
portfolio was sold to 
Handelsbanken of Sweden.
The central bank retained real 
estate and industrial portfolios.

April 1993: STS and KOP banks 
merged; the former became the 
asset management company for 
the merged bank, retaining all 
nonperforming loans and other 
bad assets.Though the merged 
bank owned STS and was liable 
for some of its losses, effective 
control was held by the GGF.
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October 1993:Arsenal was 
created to manage impaired assets 
of the SBF, valued at Fmk 40 billion.

Indonesia Indonesian Bank Restructuring Asset recoveries Loss loans of Zero Cash collections, auction of loan 
Agency’s mandate included recapitalized and state portfolios
management and disposal of assets banks; all assets of 
from recapitalized and closed banks closed institutions Recoveries at end-2001 amounted to
and nonbanks, and assets pledged about 8 percent of face value of 
by shareholders in settlement assets transferred (which totaled Rp.
agreements. 550 trillion), with a further 5 percent

received in interest and fees.

Fair value of the assets transferred 
from closed banks (about 50 percent 
of the total, all nonperforming) was 
estimated by IBRA to be only 22 
percent of book value at end-2000.

Korea Late 1997:The (preexisting) Government-guaranteed All nonperforming loans Secured assets: 45 percent Cash collections
Korea Asset Management bonds, contributions from and loans approved in of collateral value
Corporation was given enhanced financial institutions, and court for restructuring About one-third of the stock of assets 
resources and powers to purchase, loans from state Unsecured: 3 percent of acquired was sold between December 
manage, and dispose of impaired development bank face value 1997 and June 1999, rising to half by 
assets from open banks and December 2001.The average recovery 
dispose of state-owned assets. Restructuring: Net present rate was 46 percent of face value.

value of future cash flow

Discount as of December 
2001: 62 percent

Malaysia June: 1998: Danaharta was created Government funding, loans Nonperforming loans Secured: Collateral value As of March 31, 2001, Danaharta had 
to purchase, manage, and dispose from state holding over RM 5 million at restructured or disposed of loans and 
of impaired assets from open banks, company, and government- market value Unsecured: 10 percent of assets with a gross value of RM 38.7
finance companies, and merchant guaranteed bonds principal billion (of a total acquired or under 
banks, and to manage non- Assets managed for management of RM 48 billion) with an 
performing loans of closed public recapitalized banks: Recovery surplus shared average recovery rate of 60 percent of 
banks and intervened banks. Nonperforming loans with bank 20/80 face value. Expected recovery rate as 

over RM 1 million of June 2002: 57 percent, of which 25 
Average discount as of percent restructuring, 16 percent fore-
June 2002: 54 percent closures, and 8 percent superpowers.

Mexico Banking Fund for the Protection of FOBAPROA: Fees from Nonperforming loans To FOBAPROA at book Cash collections from auctions of loan 
Savings’ (FOBAPROA’s) mandate financial institutions, selected by selling value portfolios and other assets
included purchase, management, central bank loans, bonds banks
and disposal of impaired assets IPAB assumed Only 0.5 percent of transferred assets 
from open banks from 1990–98. IPAB: Fees, government- IPAB inherited assets FOBAPROA’s debts. have been sold (at 15 percent average 

guaranteed bonds and cannot acquire new recovery).
When Bank Savings Institute (IPAB) loans.
was created (replacing FOBAPROA 
as deposit guarantee agency), it 
became a trustee for FOBAPROA 
assets, and was given authority to 
manage and dispose of closed 
banks’ assets.
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Table AII.5 (concluded)

Strategy and Objectives of Funding for
Centralized Asset Management Asset Management

Country Companies,Where Relevant Company Purchases Criteria for Asset Transfer Transfer Price Outcome

Russia No official action was taken. . . . . . . . . . . . .
The nonperforming loans of 
banks being restructured by 
Agency for Restructuring 
Credit Organizations were 
not managed separately or 
sold.

Sweden Two asset management companies Government and Nonperforming loans Book value, partial state Securum was dissolved at the end of 
were created. In the spring  of intervened bank funding over SKr 15 million at guarantee 1997.The process of selling the bad 
1992, Nordbanken was split into a book value assets was much faster than initially 
“good bank” that retained anticipated.All assets and intervened 
performing assets and an asset banks sold within five years (at 56 
management company, Securum, percent average recovery).
which took over SKr 67 billion 
of bad loans.

In 1993, the nonperforming 
loans of Gota Bank were 
transferred to a specially created 
asset management company,
Retriva.

The two asset management 
companies were merged in 
December 1995 (becoming 
Securum).

Thailand October 1997:The Financial The FRA was financed by For the FRA, all assets FRA took the assets at book Of the B 860 billion in finance 
Sector Restructuring Authority the government. of closed finance value minus provisions. company assets managed by the FRA,
(FRA) was established to liquidate companies B 206 billion were sold to the private 
insolvent finance companies and TAMC is financed TAMC buys assets at sector, and B 185 billion to the 
dispose of their assets. through government TAMC may purchase the lower end of government asset management 

funding, bank fees, any nonperforming independently verified company.Total recoveries to the FRA 
A scheme encouraging creation government-guaranteed loan of the state collateral value or book were about B 96 billion (25 percent of 
of private asset management bonds, market loans, banks and large, value minus provisions. face value), and auctions were 
companies to purchase, manage, and asset recoveries. collateralized, multi- completed in four years.
and dispose of banks’ own creditor nonperform- Revenue/loss-sharing:
impaired assets  met with little ing loans from private Maximum bank loss is About one-half of the financial sector’s 
success. A public AMC was set up banks on a voluntary 30 percent of transfer nonperforming loans (of which 80 
to handle impaired assets from the basis. price. percent from the state banks) are 
FRA and intervened banks. expected to be acquired by TAMC.
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June 2001:The TAMC was As of June 2002, one-third of 
established to purchase, manage, transferred assets had been 
and dispose of assets from open restructured or were under 
banks and private asset liquidation.
management companies.

TAMC can acquire nonperforming
loans from private banks on a 
voluntary basis. If private banks do 
not transfer eligible loans, they 
must submit to an independent 
revaluation of loan collateral and 
make up any provisioning shortfall.

Turkey A collection department was set SDIF was capitalized with Intervention: As of SDIF considered impaired The process is still at an early stage,
up within SDIF to manage the government bonds and November 2002, assets based on book although SDIF aims to dispose of 
bad assets of banks in resolution. receives deposit insurance private asset value. assets rapidly.
A bridge bank is used for fees from banks. management 
performing assets. companies were not

yet in operation.
The authorities have also passed 
regulations enabling the creation 
of private asset management 
companies to purchase 
nonperforming loans from 
operating banks.

Venezuela The FOGADE, a deposit  FOGADE was financed Intervention: Open Not available The last part of the process began with 
guarantee fund, was responsible by the government and banks retained their the final closure of Banco Latino in 
for managing and selling the the central bank. impaired assets. June 1997, with Bs 100 billion of 
assets of banks that had been nonperforming loans and other assets 
taken over. on its books. Recovery rates appear to

have been low throughout.

Sources: National authorities; various IMF staff reports, Selected Issues, and Recent Economic Development reports; and IMF staff estimates.
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Table AII.6. Exit from the Crisis

Country Exit from Blanket Guarantee Status of Reprivatization (New) Deposit Insurance Scheme Fiscalization of Costs1

Argentina . . . . . . . . . . . .

Ecuador April 2000:The law was changed to All banks under public control were April 2004:A limited guarantee of up Not all central bank costs have been 
phase out the blanket guarantee eventually closed except Banco del to US$8,000 per account will be fiscalized, although the majority have 
starting in April 2001. Pacifico reintroduced. through the issue of AGD bonds.

November 2001:A firm was appointed 
to manage and restructure the bank,
but no dates have been given for the 
intended sale.

Finland 1998:The guarantee was rescinded October 1993:The SBF was sold to 1998:A new limited insurance scheme Central bank liquidity support totaled
(unannounced).Virtually all  remaining the remaining Finnish banking groups. to replace the blanket guarantee was Fmk 13.7 billion in 1991 and 1992, of 
guarantees arising from the crisis had Skopbank remains state owned created with coverage up to which Fmk 1.4 billion was fiscalized from 
expired by end-2000. (directly and through Arsenal). It now approximately US$27,000 per the sale of Skopbank to the GGF. More 

functions as an asset management depositor. income accrued to the central bank from 
company for real estate assets  the sale of Skopbank’s corporate and real 
acquired during the crisis. estate portfolio that had remained with

the central bank.The remainder of the
central bank’s outlays were not explicitly
fiscalized.

Indonesia Guarantee still in place; no removal March 2002: A majority stake in Bank Under development Although the government has issued bonds 
date has been announced. Central Asia (about 9 percent market to the central bank, a final burden-sharing 

share by deposits) was sold to a agreement has not been reached.
foreign investor.

End-January 1999:The government issued 
November 2002: Bank Niaga (about bonds to repay liquidity support 
2.5 percent market share) was sold outstanding of Rp 144.5 trillion.
to a foreign bank.

December 2002:A further agreement
swapped bonds on the central bank’s
balance sheet that resulted from provision
of liquidity support for redeemable
government debt.

Korea December 2000:The guarantee was Government ownership reduced to January 2001: Partial deposit insurance Central bank support was repaid in full by 
rescinded on schedule. below 50 percent for three banks, was reintroduced, managed by Korea April 1999.

with partial sales achieved for a Deposit Insurance Corporation.
number of others.

Malaysia A blanket guarantee is still in place; . . . A new deposit insurance scheme to Liquidity support was provided in the form 
no removal date has been announced. replace the blanket guarantee is being of central bank deposits to banks. Most of 

considered under the first 3-year the loans had been repaid by end-1998,
phase of a 10-year financial sector and therefore central bank liquidity 
master plan. support was not fiscalized.
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Mexico A blanket guarantee is in place . . . 1999:A new deposit insurance law Central bank support was repaid in full by 
until end-2003. was passed and a new agency, IPAB, September 1995, so it was never 

was created.The intended deposit fiscalized.
insurance reform (discussed before
the crisis) was postponed.

Russia . . . As of mid-January 2003,ARCO had A deposit insurance scheme is being Costs were not fiscalized.
sold its shares in 11 banks in open introduced selectively for banks 
auctions and transferred another to completing the restructuring process.
the Russian Federation Property Fund. Five banks were covered as of July 

2002.
ARCO retains shares in two banks.

Sweden July 1996:The blanket guarantee was October 1995:The government sold July 1996:A new deposit insurance Costs were fiscalized: when liability 
repealed by parliament and replaced by 34.5 percent of its ownership stake scheme was introduced. guarantees—the main mechanisms of 
a limited deposit insurance scheme. in Nordbanken, retaining 59.4 percent. support—were called, they were honored

through payments directly from the
budget.

Thailand A blanket guarantee is still in place. August 1998:The authorities decided The authorities are working on the The FIDF borrowed from the central bank 
to merge one of the intervened banks introduction of a limited deposit to provide loans and inject capital to 
with an existing state-owned bank. insurance scheme. troubled institutions.The stock at peak 

amounted to B 1 trillion in early 1999, of 
As of end 2002, two of the intervened which B 500 billion was fiscalized. FIDF 
banks have not been privatized. claims on financial institutions had declined

to B 227 billion by end-1999.

Turkey A blanket guarantee is still in place. As of mid-2003, out of 20 intervened When the blanket guarantee is The cost was initially covered by the 
banks, one has been put up for sale, abolished it will be replaced by a government, who provided the necessary 

It has been agreed to give market and two are in the process of being limited deposit insurance scheme, securities to the SDIF.
participants a one-year advance notice liquidated.The remaining 17 have expected to be in line with EU 
before removing the guarantee. been liquidated. standards. SDIF will partially repay the government

through selling of shares as part of the
recapitalization and by using fees that
banks have to pay for the limited deposit
insurance scheme.

Venezuela . . . The process is complete. Banks were The limited insurance scheme The central bank provided support to 
sold between December 1996 and envisioned in the November 1993 banks directly and through Fund/FOGADE.
December 1997 (four to foreign law has been implemented. Government debt was issued to capitalize 
banking groups); two were merged FOGADE on two occasions: Bs 400 billion 
and sold to Banco Provincial, which (US$3.5 billion) in 1994 and Bs 200 billion 
was bought by a foreign group in (US$0.5 billion) in 1996. FOGADE issued a 
December 1996. Banco Latino’s further Bs 367 billion (US$1.5 billion) in 
branches were sold, and the remainder December 1995, allowing partial 
of the bank was liquidated. repayment of the debt to the central bank.

Central bank outlays had, however, been
considerably higher, and the difference was
never explicitly fiscalized.

Sources: National authorities; various IMF staff reports, Selected Issues, and Recent Economic Development reports; and IMF staff estimates.
1Whether central bank losses were reimbursed by the government.

©International Monetary Fund. Not for Redistribution 



Alexander, William, Tomás Baliño, and Charles Enoch,
1995, The Adoption of Indirect Instruments of Mone-
tary Policy, IMF Occasional Paper No. 10 (Washing-
ton: International Monetary Fund).

Alexander, William, Jeffrey M. Davis, Liam P. Ebrill, and
Carl-Johan Lindgren, eds., 1997, Systemic Bank Re-
structuring and Macroeconomic Policy (Washington:
International Monetary Fund).

Ariyoshi, Akira and others, 2000, Capital Controls: Coun-
try Experiences with Their Use and Liberalization,
IMF Occasional Paper No. 190 (Washington: Interna-
tional Monetary Fund).

Asser, Tobias M.C., 2001, Legal Aspects of Regulatory
Treatment of Banks in Distress (Washington: Interna-
tional Monetary Fund).

Banerji, Angana, Julia Majaha-Jartby, and Gabriel Sensen-
brenner, 2002, “Selected Issues in Banking Sector
Reform,” in Russian Federation: Selected Issues and
Statistical Appendix, IMF Country Report No. 02/75
(Washington: International Monetary Fund).

Bank for International Settlements, 1999, “Bank Restruc-
turing in Practice,” BIS Policy Papers No. 6 (Basel:
Bank for International Settlements).

Banking Regulation and Supervision Agency, 2002,
Turkey, “Banking Sector Restructuring Program:
Progress Report,” July (Ankara).

Basel Committee on Banking Supervision, 2002, “Super-
visory Guidance on Dealing with Weak Banks,” Re-
port of the Task Force on Dealing with Weak Banks,
March (Basel: Bank for International Settlements).

Cerra, Valerie, and Sweta Chaman Saxena, 2003, “Did
Output Recover from the Asian Crisis?” IMF Work-
ing Paper 03/48 (Washington: International Monetary
Fund).

Curry, Timothy, and Lynn Shibut, 2000, “The Cost of the
Savings and Loan Crisis: Truth and Consequences,”
FDIC Banking Review, Vol. 13 (December),
pp. 26–35.

Daniel, James, and Matthew Saal, 1997, “Macroeconomic
Impact and Policy Response,” in Systemic Bank Re-
structuring and Macroeconomic Policy, ed. by
William E. Alexander and others (Washington: Inter-
national Monetary Fund), pp. 1–41.

Das, Udaibir, and Marc Quintyn, 2002, “Financial Crises
Prevention and Management: The Role of Regulatory
Governance,” in Financial Sector Governance. The
Roles of the Public and Private Sectors, ed. by Robert
Litan, Michael Pomerleano, and V. Sundararajan
(Washington: Brookings Institution).

de Krivoy, Ruth, 2000, Collapse: The Venezuelan Banking
Crisis of 1994 (Washington: The Group of Thirty).

De Luna-Martinez, Jose, 2000, “Management and Resolu-
tion of Banking Crises: Lessons from the Republic of
Korea and Mexico,” World Bank Discussion Paper
No. 413 (Washington: World Bank).

Drees, Burkhard, and Ceyla Pazarbas,iğlu, 1998, The
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