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Crisis Management across the World

If we don’t do this, we may not have an economy on Monday.

—Federal Reserve chairman Ben Bernanke, testimony Lo Congress,
18 September 2008

The decision to bail out banks is difficult for all governments. At no time
was this more evident than the weeks in September and October 2008, when
politicians and central bankers in most industrialized countries tried 1o
avoid the collapse of their banking systems after the fall of Lehman Brothers
on September 15. The simultaneity of the responses makes bailouts a fas-
cinating study for crisis management in different political and economic
contexts. This chapter begins with a brief history of the crisis until its zenith
in September 2008, when international financial markets were effectively
frozen. It then present an overview of the bailout packages in Europe and
the United States, by providing information about the heights and the na-
ture of intervention between the fall of 2008 and the summer of 2009.' This
overview helps clarify the puzzle and specify the questions that will frame
the case comparisons in the following chapters.

An International History of National Economic Crises

Although accounts of the recent financial crisis share common themes,
there is presently little agreement on the underlying causes and the main
culprits.? Initially referred to as the “subprime crisis,” it changed names and
focus depending on the analyst and is now most.often referred to as the
global financial crisis.® This book concentrates on the banking crisis that

1. This section in particular is based on research undertaken Jjointy with Emiliano
Grossman. See Grossman and Woll, “Saving the Banks.”

2. Lo, “Reading About the Financial Crisis.”

3. Other names include “the Great Recession,” the “1

.esser Depression,” or various combi-
natons of financial crisis and dates.
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started in 2007 rather than the ensuing sovereign debt crisis that hit in par-
ticular Europe in late 2009 and 2010.* .

For many, the early financial crisis was an Amencen ])l?e1101nenon, a.nd

it was common to speak about contagion: the bursting of the US housing
market bubble and USled innovation in financial pl:od.ucts‘ lec.l to an ex-
plosive mix that triggered the collapse of many financial msmum.)ns, which
then rippled through other countries. In a momentous conversauorl on t'h.e
viability of Lehman Brothers, British chancellor of the CXChCC]l:lel Ahsm1§
Darling told US secretary of the treasury Heilry Paulson 'Ll.ia.t he ‘d)d‘n(?L want
“to import [the United States’] cancer.”® Numerous polm'aans in Eulopean
countries went on television assuring their citizens that this was an ‘Amencan
crisis, which would not reach the much safer and regulated financial systems
i rope. ’
" Ii?:; lfte 2008, it had become evident that exposure to the US sul?prlnue
market was not the only issue that mattered. Crisis management in one
country influenced the others and events abroad affec'ted mz.irket senument
at home, in areas entirely unrelated to the original dlfﬁculnes.. As a conse-
quence, it is helpful to begin by studying the crisis from an mternauongl
bird’s-eye perspective, by tracing the relationship betwefan bubbles, banl'< fail-
ures, policies responses, and market developments. This short Lransna?onal
history of the financial crisis will help to anchor the Fountry comparisons
that follow, which in turn highlight how decidedly national th.e political re-
sponses and the problem structure of the banking crises were in each. of the
countries. As will be argued later on, banking crises in several countries ha.d
very little do to with the original US subprime crisis and need to be. S[UdICC} in
their own right, even if international capital markets were central in creating
generalized and simultaneous stress and distrust.

Subprime Exposure

Much has been written about the fall in prices on the US housing market,
the effect of delinquencies in residential mortgages on mortgage-baclfed
securities and insurers of mortgages and the subsequent unraveling
of the market for structured financial products containing such asset-
backed securities.® After the drop in US house prices in 2006, the sub-
prime mortgage industry crumbled. The first affected were mortgage
lenders and insurers of debt payments, the so-called monoline insurers.

4. This is a purely analytical choice 1o focus the inquiry. Cleax‘l):, Lh(_: banking cnsxsvand Ll?)e
sovereign debt crisis are related in a circular manner: banking crises increase sovereign debt
and decrease market confidence and sovereign default affect those financial institutions that
hold government bonds. o ) o

5. Wessel, In FED We Trust, 19; Sorkin, Too Big to Fail, r:?48. . e ;

6. E.g., Shiller, The Subprime Solution; Schwartz, Subprime Nation; Acharya et al., Guarantee
to Fail.
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In early 2007, many subprime lenders announced very significant losses,
put themselves up for sale or filed for bankruptcy. Exposure to both the
subprime loans and the collateralized securities—asset-backed securities
such as mortgage-backed securities and collateralized debt obligations—
started being recognized as risky by many financial institutions as early
as 2006.

Although the subprime crisis was clearly an American phenomenon,
the first bank to collapse as a consequence of such exposure was German.
IKB Deutsche Industriebank had invested heavily in the US market and was
bailed out by a consortium of German banks and the German government
on the weekend of 28-29 July 2007. Less than a month later, it became clear
that the Irish subsidiary of the Landesbank Sachsen (Sachsen LB) had also
incurred considerable losses in mortgage-backed securities, which led to a
merger with the Landesbank Baden-Wiirtemberg to avert a complete failure
of Sachsen LB. In Germany two further regional saving banks, West LB and
Bayern LB, encountered similar problems and would receive public support
from their regional governments by February 2008.

Frozen Capital Markets and Bubbles Elsewhere

Nervousness had increased markedly during the summer of 2007. When
French bank BNP Paribas decided on 9 August to close three investment
vehicles that had important stakes in the US subprime market, confidence
and interbank lending immediately came to a halt. The European Central
Bank, the Federal Reserve, and the Bank of Japan began to inject hquid-
ity into the banking market simultaneously. The most prominent victim
of this funding freeze was the British bank Northern Rock. A mortgage
bank, Northern Rock had virtually no subprime lending, but relied heav-
ily on short-term funding. In mid-August, it informed its regulators that
it was no longer able to roll over its debt.” When the Bank of England
announced on 13 September 2007 that it would provide emergency li-
quidity support, depositors queued up outside the banks’ branches to
withdraw their money. To many observers these images embodied the be-
ginning of the crisis, even though it had reached Germany several months
earlier. What is true, however, is that Northern Rock was the first in a
long list of bank failures that were triggered by funding problems rather
than a simple exposure to the US housing market directly. Eventually, on
22 February 2009, the British government would take Northern Rock into
public ownership.

In addition to exposure and funding problems, several countries encoun-
tered housing bubbles of their own making. Ireland, Spain, Denmark, and
Sweden had all experienced a housing market boom in the 2000s, which

7. Shin, “Reflections on Northern Rock,”
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Figure 2.1 Real house prices, 2003-9
Seurce: QECD, Economic Surveys: Denmark 2009, 18.
Note: Prices are indexed to the first quarter of 2003

came to a halt in the second half of the decade. The earliest drop happenef:l
in Ireland, with clear signs in 2006 that the boom period was over. Denmark’s
and Spain’s bubbles burst in mid-2007, Swedish hogse prices dropped by the
end of the year, and the United Kingdom followed in 2008. ‘

In some countries, such as Spain, the bursting of the housmg‘ market
bubbles did not affect the banking sector immediately, although it led to
a sharp plunge in the construction sector. In others, suchb as Ireland and
Denmark, the distress quickly amplified. The Irish banking system had
lent roughly two-thirds of the gross national product to property develop-
ers, in particular Anglo Irish Bank, which had a whopping 75 percent of
their loans in construction and property.? By early 2008, share prices of
banks in Ireland and Denmark dropped due to concerns about exposure
to their housing markets. In addition, these banks experienced difficulties

8. Kelly, “Whatever Happened w Ireland?”; Regling and Watson, A Preliminary Report on
the Sources of Ireland’s Banking Crisis.
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in raising funds on international markets. Liquidity support by the Danish
Central Bank was insufficient to save bankTrelleborg, which was taken over
by Sydbank in January 2008. In August 2008, the Danish government would
organize a public-private bailout of Roskilde Bank, the eight largest lender
in Denmark.

Bailouts Back in the United States

During the early months of 2008, the US government realized that it was
dealing with more than just a subprime crisis. Triggered by market dis-
trust, Bear Stearns faced a three-day run by its investors and found itself
on the verge of collapse in early March. It had announced the previous year
that several of its investment vehicles were experiencing difficulties
with mortgage-related securities. Still, its executives were taken by sur-
prise when money market funds withdrew more than $15 billion in cash
reserves.” One of the major five US investment banks, Bear Stearns
was outside the purview of the Federal Deposit Insurance Corporation
(FDIC), and the government was very concerned about the repercussions
of the imminent collapse. On 14 March 2008, Bear Stearns was taken over
by JP Morgan Chase thanks to a government guarantee against future
losses between $1 and $30 billion. Bear Stearns was the first bank rescue in
the United States outside of the regular FDIC procedure and was severely
criticized as having set a precedent for government bailouts of financial
institutions that are too big to fail." The criticisms from both sides of
the partisan spectrum would haunt the administration and play a decisive
role in the unfolding of events in mid-September 2008, when Lehman
Brothers was on the brink of collapse. But Bearn Stearns was not going to
remain the only rescue.

By the summer of 2008, the principle mortgage finance institutions had
entered into great difficulties. On 11 July 2008, Indymac Bank, a subsidiary
of Independent National Mortgage Corporation (Indymac), was placed into
receivership of the FDIC. The same day, the New York Times reported that the
government was considering taking over the two governmentsponsored en-
terprises, Fannie Mae and Freddie Mac. Created at government initiative but
unider private ownership, the housing finance twins owned or guaranteed
roughly half of the $12 wrillion housing market in 2008, Due to its impor-
tance in US housing market finance and its political clout, the market had
always considered that the twins benefited from an mmplicit bailout guaran-
tee." The government made this guarantee explicit with the Housing Market

9. Kelly, “Fear, Rumors Touched Off Fatal Run on Bear Stearns”; Financial Crisis Inquiry
Commission, Financial Crisis Inquiry Report, 289.
10. E.g., Reinhart, “A Year of Living Dangerously.”
Pl Acharya et al., Guaranteed to Fuil.
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and Recovery Act of 30 July 2008, hoping to reassure investors. Despite this
attempt, confidence faltered and the government eventually askeld the regu-
lator, the Federal Housing Finance Agency (FHFA), to put Fa}mf;,e Mae gnd
Freddie Mac into conservatorship on 7 September 2008, Thxsr intervention
nationalized the two enterprises through a $100 billion acquisition of pre-
ferred stock from the US Treasury, and the wiping out of 80 percent of the
value of existing stock.

The Crash

By then, market strains had become dire, both abr(?ad fmd in‘ the Unig:d
Srates. Early bailouts had not improved the economic climate in countries
such as Germany, the United Kingdom, or Denmark, where several otl?er
financial institutions continued to look very fragile. Share prices of Irish
banks continued falling and a very disconcerting situation became more
and more visible in a country that few considered to be at the heart of the
financial industry: Iceland.

Based on excessive borrowing in foreign currencies, the Icelandic bank-
ing sector had expanded massively in the mid-2000s."* In the ﬁrst quarter of
2008, the financial system’s assets were valued roughly eleven times the GQP
of Iceland, with a significant mismatch: the share of assets Adenomina»ted in
foreign currency was much smaller than the share of liabilities f:lenommated
in foreign currency.”® Even though one may argue that Icelandic banks were
better capitalized and had a lower exposure to high-risk assets than banks
elsewhere, they had simply become “too big to save” by the second half of
the years 2000.* The Icelandic governments’ attempt to counteract these
challenges had been too slow to take effect, and it becam.(:~ 1ncr@smgly Flear
that Iceland could simply not withstand a liquidity crisis on mtemauonz}l
wholesale markets, where Icelandic banks obtained about two-thirds of their
funding. o ’

By that time, in early fall of 2008, the US administration begafu to.re-
cetve catastrophic news about the state of their own banks whose situation
seemed to worsen by the day. The weekend following the federal takeover
of the housing finance twins, the US Treasury and Federal Reserve worked
frantically to save the US investment bank Lehman Brothers iirom Cf)llaps—
ing. Trying to broker another private bailout, Henry Paulson, Tim Geithner,
and Ben Bernanke and their teams concentrated their hopes on Bank of
America and later the British bank Barclays. Bank of America offered only

12, Carey, lceland: The Financial and Economic Crisis; Danielson, “The First Casualty of the
Crisis: Iceland.”
13. Buiter and Sibert, The Icelandic Bunking Crisis and What {0 Do About 11, 4; Schwartz,

“leeland’s Financial Iceberg.” .
14. Danielson, “The First Casualty of the Crisis,” 11.
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half of what Lehman said its assets were worth, effectively requiring the US
government or someone else to take $25 billion of Lehman’s bad real es-
tate assets. Barclays had similar reservations, so the government gathered
the CEOs of the twenty largest investment houses and banks in a confer
ence room to see if they would agree to a “liquidation consortium” to sell off
Lehman in pieces. But the difficulties in the financial sector touched every
one. All of the CEOs knew that even if Lehman were to be saved, Merrill
Lynch, American International Group (AIG), and possibly Morgan Stanley
would be next. On Sunday morning, it had become clear that a solution from
the US private sector would not come forward. Barclays, in turn, pointed
out that the commitment to guarantee all of Lehman’s liabilities required a
vote from the shareholders, unless the British regulator issued a waiver, In a
phone conversation British chancellor of the exchequer Alistair Darling told
Henry Paulson that the Financial Services Authority (FSA) would not grant
the waiver.’ The only option left was a publically financed bailout of Lehman
Brothers and the administration decided against it.'® Lehman Brothers filed
for bankruptcy on 15 September 2008.

The results of this failure were catastrophic: the Dow Jones plummeted
more than 500 points, wiping off $700 billion of value from investment port-
folios.!” Within days, the major investment and commercial banks tumbled.
Merrill Lynch had benefited from a government-brokered deal during the
same weekend and was taken over by Bank of America.'® Only one day after,
on 16 September 2009, the US government and the Federal Reserve bailed
out AIG with a $85 billion loan and received a warrant and equity stake of
79.9 percent. The AIG bailout was secured against AIG’s insurance subsidiar-
ies, which were more stable than any collateral Lehman could have offered,
the US government argued." Rescuing AIG so shortly after letting Lehman
go under raised many eyebrows. A week after the Lehman failure, the two
remaining investment banks-—Goldman Sachs and Morgan Stanley—asked to
be converted into conventional bank holding companies to benefit form ad-
ditional access to Fed liquidity. The situation of all other banks looked equally
alarming. US regulators closed down Washington Mutual, and Wachovia was

taken over by Wells Fargo in early October, after initial support and a bid from
Citigroup.

15. Paulson, On the Brink, 210,

16. The reasons for this decision are still heavily disputed. In their personal accounts and
congressional hearings, Henry Paulson, Ben Bernanke, Timothy Geithner, and other ob-
servers have cited the belief that markets could absorb the shock, the lack of regulatory in-
struments, and the unwillingness to create further moral hazard problems. Financial Crisis
Inquiry Commission, Financial Crisis Inquiry Report; Mitchell, “Saving the Market from Itself”;
Paulson, On the Brink, Wessel, In FIED We Trust; see also Blinder, After the Music Stopped, 127.

17. Financial Crisis Inquiry Commission, Financial Crisis Inquiry Report, 339.

18. Farrell, Crash of the Titans.

19. Bernanke, The Federal Reserve and. the Financial Crisis, 85; Paulson, On the Brink, 299,
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The fall of Lehman Brothers wrecked hayoc abroad. Not on‘ly did U?e
Lehman collapse lead to more than eig.hty insolvency procee'dmgs_ of 1lts
subsidiaries in eighteen countries, its fa¥lure also, and more xmpoxtant )l',
led to a complete freeze of the interbanking market. Cpnﬁdence in the sol-
vency of all major financial institutions had all but disappeared. In many
couritries, cracks appeared quickly in banks that were of c<.)ncer1? carlier
on, but also ones that had appeared to be healthy. In the United Ihngd?m,
Halifax Bank of Scodand’s (HBOS) position had weakened, anq the gov:
ernment suspended competition rules to &L.low Lloy.ds TSB to take over
HBOS on 17 September. Trying to find a sin'n%a.r solution for Bradford zi)nd
Bingley, the government sold part of its activities to Grupo Salxtanflfer uli
had to nationalize the remaining parts on 29 Septer‘nber‘ 2093. Fom’s Ban
experienced a run on deposits and needed massive liquidity asmftan.cle
from the governments of the Benelux countr}es. on 26 S.eptembm, \\tl'l.l
coordination being a real challenge to the existing multilateral banking
resolution scheme.?’ Depfa, an Irish subsidiary of the German bank Hypo
Real Estate (HRE), faced severe liquidity pressures on 28 September 2008
and threatened to bring HRE down. Commerzbank, one of the largest
German private banks, which had previously Falfell over Dresdner Bank,
was in a similarly dire situation. In France, Natixis, the mvestm‘ent bfancl?
of Banque Populaire and Caisse d’Epargne, broke down, losing 95 p'el—
cent of its stock market value on 29 September. On 30 September, the
French, Belgian, and Luxembourgian governments haq to cgop.erateft;)l
prop up the bank Dexia. Everywhere one looked, financial institutions te
like houses of cards.

From Failing Banks to Failing Countries: Iceland

For the overinflated Icelandic banking system, the failure of Lehma.n
Brothers was the straw that broke the camel’s back. Althougl’i Icelandic
banks were not directly exposed to Lehman Brothers, financial .markets
withdrew their assets from banks considered vulnerable. Icelandic banks
were no longer able to fund themselves, making Iceland the first country
casualty of the financial crisis. ’ . - when
The rapidity of the collapse of Icelandic finance was impressive. be
Glitnir requested an emergency loan from the ce.mral bank in late Septem er,-
the government refused and announced thaF it was planning to' take ovell]
Glitnir byacquiring a 75 percentstake inits capital on 29 Septembfal.Alth.ou‘g
not carried through, the announcement decreased the Icelandic credit 1a}~
ing and effectively closed the few credit lines that were left for Icelandic

90. Kudrna, “Cross-Border Resolution of Failed Banks in the EU."
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banks. Landsbanki, which in addition held a large amount of Glitnir shares,
was severely hit and suffered a considerable outflow of funds from its Icesave
account in the week following the announcement. The British authorities
were concerned and required additional cash liquidity reserves to be paid to
the Bank of England to protect British depositors. Landsbanki was unable to
meet this demand and requested aid from the government. At the same time
Kaupthing had similar difficulties and requested a loan as well.

Over the weekend, the parliament passed emergency legislation that
would enable the Financial Supervisory Authority to take over ailing banks on
Monday, 6 October. The next day, it took control of Landsbanki and Glitnir.,
On the following day, Wednesday, 8 October, the UK authorities froze the
assets relating to Landsbanki using powers under the Anti-Terrorism, Crime,
and Security Act of 2001. In addition, the British Financial Supervisory
Authority announced that the UK subsidiary of Kaupthing, the last of the
three main Iceland banks, no longer met bank registration requirements and
placed its assets under administration. This effectively took Kaupthing out of
business as well, which was taken over by the financial regulator the same day.
Simultaneously, the foreign exchange market in Iceland collapsed.

The extent of the crisis was unprecedented in a developed country.
Within less than a week, the banking system had broken down, Iceland had
lost its creditworthiness, foreign payments could no longer be made, and the
payment system was brought to a standstill. GDP was about to fall 65 percent
in euro terms, many companies went bankrupt, and the British and Dutch
government demanded compensation for their depositors, equivalent to
100 percent of Icelandic GDP.

In Search for Political Solutions

As banks unraveled and entire economies threatened to fall, governments ev-
erywhere began to work frantically on nationwide schemes to stabilize their
banking sectors. Although the problems revolved heavily around transborder
activities, international cooperation in the initial crisis management was dif-
ficult.? Central banks, in particular the Federal Reserve and the European
Central Bank had coordinated their aid since December 2007 and intervened
quickly after the fall of Lehman Brothers, issuing currency swaps and other fa-
cilities to the frozen interbanking markets on 18 September 2008, together with
the Bank of England, the Swiss National Bank, and the Bank of Japan. However,
beyond liquidity provision, Jjoint support for the entire banking systems was im-
possible to put into place. With time pressing in the second half of September,
each government therefore embarked on its own strategy. In almost all major
financial centers, governments drew up national rescue scheme or bailout pack-
ages designed to prevent the collapse of the national banking sector.

21. Pauly, “The Old and the New Politics of International Financial Stability™; Kudrna,
“Cross-Border Resolution of Failed Banks in the EU.”
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We will examine six of these national solutions in a comparative .perspe.c-
tive in the following chapters. Even rhough- rhe.sgbsequ.ent comparison \.«nll
concentrate on the national perspectives, this br.lef overv.lew of the unfolding
of the crisis highlights how the evolution and buildup of issues was connected
across borders. It also clarifies that the main issue.s gow.ernments faced were ??St
always identical and thatit would therefore bfa mlsle.admg to sln?ak onl)(lj of af ll
subprime crisis. To be sure financial sector dlxﬁicul'ues began with Lhe' O‘;,n ad
of the US housing market, but the ways in which this shoc'k was transmitted an
reverberated in different countries depended_?n a 'rnulutude of factors. SOl]:le
banks abroad were directly exposed to the US housmg mar}«at or the ﬁnaxfaal
products linked to it. Others had business models in w}nch a large part of
their short-term funding depended on access to international wh.o_lesale mar-
kets, which dried up when market confidence evaporated. In- addition, sc.eve}‘al
countries had housing bubbles of their own making that national financial in-
stitutions were heavily exposed to. In many cases, several of these factors c‘a.mei
together to create an explosive mix. The fall' of Lf:hman Brothers was critica
in the buildup of events. What the US administration had underesFlmated was
the effect of the fall on market confidence and the shock the failure would
represent for interbank lending. . o -

Governments everywhere had learned with great alarm that n?tfzrrlatlona
coordination would be crucial in the long-term response to the crisis and al'S‘O
in the prevention of future crises. After initial coordination had failed, pplm-
cal leaders huddled in marathon meetings in the first ha‘lf of October to signal
political support to the banking systems and calm ﬁl?ancxal mariets. On. thfe 10
October, the finance ministers of the G7 metin Washington, DC.** Negotiations
continued under the auspices of the International Monetary Fund (IMF) the
following days. On 12 October, member countries of the Eurozone glet ata
eurogroup summit in Paris, which had been preceded by a Francq— erm:;]n
summit a day earlier. Although the US government had filready signed the
Troubled Asset Relief Plan (TARP) into law ten days earlier, European gov-
ernments were still working on their rescue schemes durir.lg thes<? days and
exchanged information and insights on the most appropriate actions. N}Ilozt
bailout packages were announced in the week ‘that followed. The UK planf ;11
already been unveiled on 8 October, contributing to change the-content of the
US plan, as Henry Paulson made public on 14 October. The ?erman plan was
announced on 17 October and the French on 20 October.® For all of these

2 7, bringing logether finance ministers from France, Germany, Italy, the United
l(i;;;ic;rr:]]:ejcap;in, Ll:ge {g,'nil%d States, and ianald:t ;net .in April 2008, October 2008, and
3 iscuss their responses to the global crisis. )
ch‘;lallle zg?gx:glg;if:al order, th?z sequence of initial announced baiiouls—standglone 0}1\
national—was: Ireland (30 September 2008), United States (1 October 2008), eggaasl
(5 October 2008), the United Kingdom (13 Ociober 2008), Cermany‘ (17 OcLoll)exC. ),
Sweden and France (20 October 2008), followed by the Netherlands, Fm?and., Ita y, Greece,
Austria, Slovenia, Porwugal, Lawia, Hungary, Spain, Poland, Cyprus, Slovakia, Lithuania.
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responses, the high-level meetings had provided an opportunity to expose ang
discuss possible schemes, but most of their concrete design had been elabo.
rated nationally, with few if any consultation of international counterparts.

Bailouts in Practice

Bailout packages refer mostly to government schemes aimed at stabilizing
financial institutions. These efforts require making public budgets available
and passing legislation, so they are subject to much public scrutiny. Due o
their high degree of politicization, they are at the heart of the analysis of
this book, since we would expect private stakeholders to have less influence
when an issue moves out of technocratic governance and into the public
sphere.” However, one needs to keep in mind that government schemes
exist alongside central bank efforts.

In banking crises, there are two parallel concerns. First, governments
need to buy time and stop a panic. To accomplish this, they can provide
liquidity and government guarantees. Second, they need to stabilize their
banking sector more durably and address the confidence problem that
brings interbank lending to a halt. In the recent crisis, this took the form of
recapitalization and, in some cases, a transfer of assets. 2

In the United States, the United Kingdom, the Lurosystem, and most
other European countries, central banks are independent from the govern-
ment and can decide to intervene quickly, most notably by providing liquid-
ity.* However, without downplaying the role of central bank efforts, it is
notable that the great majority of countries relied not just on liquidity provi-
sion but also on government schemes. To grasp what these entail, it is helpful
to consider the different instruments and objectives of bank bailout plans.

Central Bank Efforts

Liquidity measures most commonly refer to central bank efforts. Central
banks can lower their policy rates and adopt various standard and extraor-
dinary measures to enhance the liquidity of banks, such as changes in the
frequency and process of auctions, the volume and maturity of lending fa-
cilities, the range of collateral accepted, outright asset purchases, and the
expansion of eligible institutions for lending facitities. In addition, central

24. Culpepper, Quiet Politics and Business Power.

25. Other instruments include tax incentives for loan-loss write-offs 1o help banks restruc-
ture their balance sheets or more general debt forgiveness. These were not central during the
recent financial crisis but are discussed in Calomiris, Klingebiel, and Laeven “Financial Crisis
and Resolution Mechanisms.”

26. However, decision making in the European Central Bank is arguably more complicated
than in other central banks.
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banks can lend to banks directly through discount \'vindo“fs, 'wherc th;ez
harge a special rate, a “repo” rate, normally for overnight lending. Despite
. ; e, the discount window rate is actually higher than the federal funds
1.t;s‘natzle;)c0urage banks to find credit on the interbanking market and 01?13/
;as‘:the discount window as a last resort, In the Eurozgne, the @iscoun't wx;:-
dow is called Standing Facility and has replﬂaced the d)§c0u11t wmdo{gsgat;] e
national level with the beginning of the’ }:urosystem in _Iél‘lu'.a.l‘)tl. . zg
Bank of England’s Discount \A’indoTxiFaC111ty was only created in response
the credit crunch in October 2008.% . o )
The efforts undertaken by central banks are reflected in the ex'pansgctn Ci
their balance sheets and were substantial everywhere. In the United Lagzsd
the Federal Reserve allowed its balance sheet to more ﬂ}a11 double‘fro'x: $,-
pillion in September 2008 to 2.25 willion in the ioll?\vxng months. Li ff\«'rls‘.e,
the Bank of England contributed to the government's r}sset Purcha;se Faci II[)I
by creating central bank reserves and buying £200 billion worth o assetz In
addition to repo transactions, the efforts of the Bank of Englar?d cause ‘%Ls
palance sheet to more than double, with a pea.k at almost three times the size
it had in early fall of 2008. The Eurosystem, in contrast, ha.s ‘expanded to 3
lesser extent, from just under €1.5 willion to just over €2 trillion by the en
28
. 2¥gi.liquidity provided by these efforts has been cruc?al for ﬁne‘mciaé insti-
tutions during the crisis. According to a close observer in the %Jmted »1a]£e§,
“TARP was not the most significant thing that happer?ed during the fall, it
was the Fed, and the FDIC with them, agreeing o step in and guarantee new
issuance by the banks.” This imewe{mo?(, even without TARP,’ hz *;.ren.td?n
speculating, might “have done the mck.”‘*f Ggarantge schemes an : qul ty
provision through the central bank was of primary importance to the finan-
cial industry and tailored much more to their needs than capital ID_JC[C‘L'IOHS.
In addition to liquidity provision, the US Fe<'ieral Reserve has the capacity to
support individual institutions through specific loans.

Government instruments

Besides these instruments, governments can help ﬁnax}cial institutions to
obtain liquidity through a series of indirect measures. They can gu.aia‘ntt?a
deposits or debts and thereby increase the conﬁdence gther financia m‘s' 1};
tutions and investors will have in the bank, which crucially shapes the ris \
premiums it will be charged in money markets. They can also transfer assets

27. This newness is ironic given that discount windows are also refen:cd loE as&;m\:l;il ci
credit. In this book Lembard Street, the UK equi\@zi}enl of Wall St;‘eel at 31& u;:c, [I}llgl:i‘l e
Walter Bagehot analyzes British finance in the ninetcenth cemury'an ?;gtg:.:fhi ‘h ,1?[ u ¥
support should only be provided to solvent firms, against g00§ collatera an 36—17g :

98. Stolz and Wedow, “Extracrdinary Measures in Extraordinary Times, B

29. Interview, 25 May 2012,
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or swap them against government bonds, which banks can use as collatera]
to obtain further liquidity from central banks. Although these measures ul-
timately affect the access to liquidity, they will be discussed below, according
to the type of measure used.

Guarantees are public commitments to repay depositors or other creditors
if the financial institution would find itself unable to do so. They are issued
in an effort to mainain confidence in the financial system and preventarun
on the banks. The most common form of guarantees are deposit insurance
schemes, which have a ceiling on the size of covered deposits. In practice,
however, small retail deposits are not the most important liabilities of a fi-
nancial institution. Large wholesale deposits and interbank lines are more
important and more quickly withdrawn when confidence falters. In times of
crisis, public guarantees can therefore be extended to cover other Liabilities
as well as equity.

To begin with, governments can extend the existing deposit insurance to
all deposits (retail, commercial, mstitutional, and interbank ones) and raise
or—more often—eliminate the ceiling on covered amounts. Second, the in-
surance can be extended to bondholders, who are creditors that have made
loans to the firm by buying debt securities. Debt securities are typically di-
vided into different risk categories, determined by the order in which credi-
tors will be paid back in case of a bankruptcy. Senior bondholders will be
paid back first, holders of subordinated debt only afterward. The risk in-
volved for holders of subordinated debt is reflected in a higher yield. Finally,
shareholders have invested funds into a company in exchange for equity.
Unlike bondholders, who are creditors, stockholders are owners. They ben-
efit from income through dividends and capital gains, but are also the last in
line for repayment in case of liquidation.

A final distinction in public guarantees is whether they are past or future
oriented. A guarantee on past deposits and debt aims to avoid a withdrawal of
existing assets, while a public guarantee on future debt allows banks to con tinue
having access (o additional liquidity. While the former is a defensive measure
to shield against a run, the second is more risky because it allows a potentially
unhealthy institution to continue operating and even increase its debt.

The payback hierarchy in case of a bankruptey illustrates the profoundly
distortive effect guarantees can have on investment behavior. Bond and
shareholders benefit from the types of securities they hold according to the
risk involved and chose their strategies accordingly. They can make consider-
able income from their securities, all the more if they investin a category that
is least likely to be paid back if the company needs to be liquidated. While
these gains are private when times are good, the costs arising through the
failure of the institution are covered through public money, which effectively
eradicates all incentives to monitor risky behavior.

Both liquidity measures and government guarantees are typically em-
ployed as emergency measures during the containment phase. In addition,
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regulators can modify regulatory .req-uirernents to iallow bzinks.to coxugx}}gi
operating despite being undercapitalized or ch.angmg the lequlrfam'efug
continuing operations, such as loan cla.ssxﬁca.uon or loan loss pr)ws;onnjg
requirements. As Honohan and Klingebiel point out, forpearance isa I?]zitter
of degree, which can range from small regglatory e‘xcepuons for ?oshox t ume
period to allowing insolvent banks to conur'me l?usxness as gsual. : ;
Capital injections or recapitalization entails using publlc ’fu1‘1ds inan e orl__
(o strengthen a company’s capital. The extent to which this implies goxzer‘n
mental control over the company depends on t‘he type of stock L}{elgﬁéem-
ment acquires. Common stock comes \‘vix,h“*}sonng rights for si}axe~ 1(;) [ers;
while preferred stock does not carry voting rights. Howev?r, ’p‘r;: CI;; e sd0<i;n
may have priority over common stock in the payment of divi f:n Is an '
case of a bankruptcy. Once the government l?as acquired a controlling inter-
est, it is common to speak about natjonalizauox.l. o ~
Alternatively, a government can coordinate private capital injections in order
to avoid committing public funds. This can take the fO%m of a governn‘]e)nr,-
assisted takeover of one financial institution by al?ol'_her, If the government s;il«
ply acts as a broker for the transaction, such private takef)}fels are clearly e
least intrusive option a government has for sl‘ablhzmg a failing bank. I"IOWCVCI,
private takeovers depend on the interest and capacity of the potential buyer
and are often difficult to engineer. Potential.l')uyers can argue that they c?n
only go ahead if the government provides additional guaran tees—for examcll) e,
on future losses of the company. This is what the US government agree o
do in order to assist the takeover of Bear Stearns through JP Morgan Chase in
2008.
Marl(‘:lile gzvemment can also try to organize collective and privrac?ly“ﬁnzn‘ced
capital injections. When the conditions at a company l?a\ffa dgenonat}i Itoua)
point where no buyer can be found, a collective recapitalization can help ©
avoid a collapse and buy time in order to sell the company off in pieces.
collective private bailout was famously orchesi:.rated by the Federzﬂ Resegg
Bank of New York for the hedge fund LTCM in September 1998 "'fhe
government attempted to repeat the exercise for Lehman pl*od:e‘rs in 2908
but was unable to get the main financial irms to engage in a llquldguggna
consortium,” as the head of the New York Fed Timél‘hy Geithner called it.
An important issue for recapitalization s§hexpes is wh'ether.they are voan-
tary or mandatory. Mandatory recapitalization is quite 1ntrusive antsi 1mp»xesl
spending money on companies that mig]:n; not need to have‘theni capita
base surengthened. Voluntary recapitalization, in tL%l”l’l, stigmatizes t}e c,om-
panies that agree to it and sends a signal to financial markets that they are

30. Honohan and Klingebiel, “The Fiscal Cost Implications of an Accommodating
Approach to Banking Crises.‘j N

31. Lowenstein, When Genius Failed.

39, Wessel, In FED We Trust, 17.
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in trouble. Under a voluntary scheme, companies will thus hesitate to have
recourse to proposed governmentaid in order not to trigger a chain reaction
in which investors withdraw their money.

Assel transfers refer to all public assistance in the relief of assets that have
become “troubled” or “toxic.” It can cover two related actions. Either the gov-
ernment buys impaired assets directly from financial institutions to prop up

their creditworthiness and increase confidence, or it organizes the transfer

of impaired assets to a public agency that manages them, sometimes colloqui-
ally referred to as “bad banks.” These public asset management organiza-
tions are responsible for revaluating the market value of low-quality assets
and selling them on financial markets. Asset management organizations can
be centralized or decentralized. Centralized asset management companies
are public entities with the responsibility to dispose of the woubled assets of
an entire national banking system, such as in Ireland or Spain in the recent
crisis. Decentralized systems consist of either public or private entities cre-
ated to manage the assets of individual banks or sectors, and have been used
in Germany, for example.®
The most difficult challenge in asset transfers is determining the worth
of the assets in question. Toxic assets refer generally to assets who value has
fallen so significantly that they can no longer be sold at a price satisfactory to
the holder. This means that there is no longer a functioning market for these
assels at the time the government seeks to determine their value. Paying the
historic value would clearly lead the government to overpay the asset holder
and imposing a fire sale at current market price would destroy the net worth
of the company the government is trying to save. One option considered by
the US government was therefore to organize auctions to sell off toxic assets.
The alternative, transferring assets to a public management organization,
has the advantage of being able to sell off assets over a long period of time,
at a moment where prices may have risen again. If prices fail to reestablish
themselves, however, these management companies can risk turning into the
waste buckets of the financial industry, with considerable costs to the public
budget, in most cases, or investors,

Constraint Choices

In choosing government intervention, politicians have to manage two con-
tradictory objectives: they have to preventa market panic, but they also have
to be accountable to the general public. Discussing the urgency and extent
of the crisis will trigger a panic, but not discussing it will keep citizens from
gaining insight about political choices that severely affect public budgets
and create considerable societal redistribution. The politics of bailouts

33, See Gandrud and Hallerberg, “Bad Banks asa Response to Crisis™; Klingebiel, “The Use
of Asset Management Companies in the Resolution of Banking Crises.”
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(herefore are marked by ambiguity and \faggenhess, not 1ea;t WS(;}‘!TTL; c;)}x;;x:ds
o naming government intervention. Despite 1L‘.s name, t le recal?m}im_
Asset Relief Program was dedicated most prommemiy t(? t?i damp(m e
tion of financial institutions. Attempts to collect.compax ativ data on ik
ferent measures vary considerably in their categor:.efs’, groupmgx L:ansfer o
liquidity support that could also appear under guarantees ot
asse{sjis(;reovex' the appeal of a measure may not reside in the objectives it seeks
butalso in its}easibility. Governments all over the world relied 01’1 ga?rantiisé
not least because they are commitments that do not show up 1'n 12 I;;slued
budget if they are not called on. This means that guarantees can ;t .Ublic
without the legislative procedures that }vould be neces%arlylm (;O‘lngismi e
money. Similarly, liquidity support provided 'by thfa centy : I)S; kxss creron
ary, as long as it falls within the mgndate given (o cﬂenua ant k.e yhen e
Federal Reserve argued that AlG’s insurance co?latex al cou_ m'a e -ist ‘
for a loan, this provided the US government \xtlth a way of ‘sav;;)fg vhersj o e
day after having been unable to provide a solution ~Lo Lehmgn 1e o’tFran.k he
interpretation baffled more than gnie, and Cong1 essmgn b-;;;n )?” rank re
portedly asked the administration, “Where Qxd you find 85 bi mfn‘;l Jowuen
Ben Bernanke responded by citing the entire balance sheet of the F

Reserve, “We have 800 billion.™

Comparing Bailouts

Although governments embarked on t}]e bank rescn;:es ahnos{;;::jn:jlﬁiii;
ously and arguably had to deal with similar problen'{.s, n?rsta; rd scheme
emerges when one compares the responses to crises. 1o be mu,ed ome
transfer of ideas and approaches happened, and many observers 1 ted how
the British bailout plan inspired both Q}e American go?'em'xlnem ax;ka es
European plans that followed.* Yet desgne such tl“a}lsfers', bai out p*;x uéd
varied in the amount of money committed, Lhe' mix of‘.msnuminhzlders,
and the degree of burden sharing between public and {JAI wat}e St-i';al Crigis.
The following section presents nal;iox?a} responses during t;e 1fa1” . 20.08
management, with particular emphasis on the period from the

to the summer of 2009.

, On the Brink, 241. N y :
g; i?lillf: EU ;nly five countries did not propose measures u; §up(§)or‘1 the; t::z;;r;g ;izztzz-
ari 7 ' ic, E ia, Maha, and Romania. Combined, these five cou e
Bulgaria, Czech Republic, Estonia, ! , ar wnia. e, e . “The
than 1 percentof the financial indusury in Europe. | pean Cc !
(}:Z(;g:r::g (;rf!'le‘inpomr)?SmLe Aid Rules Adopted in the Context of the Financial and Economic
Crisis,” 36. .
36. Quaglia, “The ‘British Plan’ as a Pace-Setter.
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Expenditures

The broadest and most comparable data available concern the amounts of |

a.ld governments made available to the banking sector. Collected by instit
tions such as the European Commission, the European Central Bank tl-:lh
International Monetary Fund, and the Bank for International Settlem; ;
‘t‘hese n}lmbers indicate the extent to which governments agreed to hel o
committed” or “approved” expenditures—and which part of this amorl)l‘
was actually extended—*“actual” or “effective” expenditures. 2
Flgltfre 2.2 ranks countries by actual expenditures from the beginning of
the crisis to 2010, as a percentage of GDP. One can see that small countriesgs:f
fered comparably most, with Ireland extending more than two and a half tim :
its .naf.lonal income on saving the banking sector. Denmark, which committ ZS
a s.1m11arly unsustainable part of their GDP, actually extended only a uarte
of its cor.nmitment, still two-thirds of its GDP, while most other cou);ltri(tles wif}:
substantial expenditures spent between 6 percent and 16 percent of GDP.

350%

327.7%

B Committed
W Actual

?:"gmlirgmﬁ;ﬁl g;r:ugiittcd :rnd actual expenditures, 2007-10
nditures from European Commissi iti board
i ¢ mission competiti issi
The Bfects of g;nporaﬁtalflmd Rules Adopted in the Contex o Frongig o Emfmpéafmc‘%?ﬁ“é"’"
raordinary s in nary Times, give figures for the United States; 'percel,'ltat;el:

are given as percentage of 2010 GDP: i
& Myt e ge DP; all figures include 2010, except for the United States, which runs up
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Figure 2.3 Total expenditures, 2008-10 (in € billion)

Source: Author's calculation based on European Commission State Aid Scoreboard: see European Commis-
sion, The Effects of Temporary State Aid Rules; and Stolz and Wedow, Extraordis M in Extraordinary
Times, for the United States. Only Germany had expenditures prior to 2008, €0.41 billion in guarantees in
2007, which are inciuded; figures of United States are from 2008-May 2010 only.

Moreover, figure 2.2 shows that the difference between commitments and
outlays was considerable in many countries. To be sure, it is difficult to consider
these “take-up rates” as a measure of successful or unsuccessful government
schemes and/or of effective aid granted. In some cases, take up will be low,
because the government plan is inappropriate or highly conditional and thus
unattractive for banks; in others it can reflect the fact that the actual health of
banks was better than expected or that the program succeeded in coordinat-
ing bank rescues without public expenditures via private investment.*” Still it
is important to understand what leads to very striking differences in take-up
rates in cases that looked initially similar, such as Ireland and Denmark.

When one considers the total amount of expenditures, the United States
leads the ranking with $837 billion (€628 billion) used of its total commitment

37. Panetta etal,, “An Assessment of Financial Sector Rescue Programmes, 15-16; European
Commission, “DG Competition’s Review of Guarantee and Recapitalisation Schemes in the

Financial Sector in the Current Crisis,” 4.
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of over $3 trillion.* As the most important banking markets in Europe, the
United Kingdom, Germany, and France figure prominently. Constituting
almost 60 percent of the European banking sector w
these three countries also account fo
October 2008 and December 20]
Netherlands, also spent consider:
these two never

hen taken together,
r 60 percent of the aid granted between
0.* Two smaller countries, Belgium and the
able amounts, but unlike the rest of Europe,

approved a national scheme to support the financial indus-
try, but intervened through a series of ad hoc measures.

Net Costs

The data so far give an overview of commitments and expenditures. However,
these figures do not reflect actual costs to the public budgets. Guarantees may
not be called on, loans wil] be paid back in part or in full, and several instru-
ments generate revenue through fees or interest. In addition, assets the gov-
ernment had acquired (some toxic, others not) can be sold off after a certain
period. In some cases, the write-downs on these assets were or are still going to
be important, but not always. Even though policymakers never had alj the rele-
vantinformation to know whether thejr actions would procure the government
Costs or equity, it is useful to compare which bailout scheme have tur
be costly, comparatively speaking, and which have actually
the public balance sheet by May 2011 (Table 2.1
Costs are ongoing and often referred (o a
According to Eur
positive contributio
were recorded in F
As a percentage of

ned out to
brought income to
). Attempts to calculate these net
s the “fiscal impact” of bank bailouts *
ostat’s public deficit oversight tables, the most important
ns of bank bailouts to public budgets, in absolute figures,
rance, Spain, Denmark, Greece, Sweden, and Belgium.“‘-’
GDP, the most significant deficit reduction was achieved
in Denmark, with 0.3 percent of GDP; followed by Greece and Cyprus at 0.2

38. Converted at the 2010 exchange rate of 1.33 euros 1o the dollar. The total commitment
of the US bailout is €2.996 willion or $3.301 trillion for commitments under TARP and for the
government sponsored entities, according to Stolz and Wedow, which is roughly 25 percent of
the 2010 GDP, with 5.7 percent of GDP actually spent. Laeven and Valencia estimate the actual
expenditures more conservatively at 4.9 percent during the first year of the crisis. Alternative
estimates are also available from Pro Publica, which lists outflows in mid-2012 at 8602 billion.
Further discussion of the US governments’ listed expenditures can be found in the follow-
ing chapter. Stolz and Wedow, “Exuraordinary Measures in Extraordinary Times™: Laeven and
Valencia, “Resohution ot'Banking Crisis,” 34,

39. European Commission, “The Effects of Te

Context of the Financial and Economic Crisis,” 11.
40. Ibid., 36.

41. Laeven and Valencia, “Resolution of Banking Crisis”; Laeven and Valencia, “Systenic
Banking Crises Dataset: An Update™; Reinhart and Rogoft, This Time Is Different.

42. Both Greece and Spain, but also Portugal, are cases where the banking crisis became vis-
ible with considerable delay. Greece spentan additional €30.5 billion (13.2 percent of its GDP)
and Portugal €27 billion (15.6 percent of is GDP) in 2011. European Commission, “The
Effects of Temporary State Aid Rules Adopted in the Context of the Financial and Economic

Crisis.” The Spanish banking crisis aggravated in 2012. The actual costs are thus likely to be
higher than recorded by May 2011,

mporary State Aid Rules Adopted in the
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TABLE 2.1
Net costs 2008-11
billion € % of GDP
Country
940 0.103}
].‘1-;11.]CC 1.45 (0);(())92
Spam 79 W
chnmark 8.4] 0.20%
Secaor 035 010%
Sweden ““ .
Belgium 0.20 0.00%
8 0.13 0.90%
gaiy s 0.03 0.10%
ypru 03 .
Slovenia 8 ?)] 0.01%
Hungary _0'03 -0.10%
Lithuania _0'04 -0.10%
Luxembourg ’ -2.30%
S -0.43 ¥
Ao 143 Va0
ustria 00 -1,
Portugal o -0.60%
Netherlands 1;)'03 -1.00%
United Kingdom :16'56 -0.70%
Germany . -22.30%
Ireland -35.72 0.00%
reiay = .
United States -66.50

i cts only.
i i 5 ‘evenue to public budgets only.
o - EU: Thes res take into account costs and 1 'gats only
vource: Eurostat for EU: These figure ake in osts D oy a5 o
.Sou’rr,md'm amounts of assets, actual liabilities, and conu‘ngc'm hdbll-}lstl(_sy ‘nglc N 'm[hmme‘s raicly.
.QU‘SBS n -\gcosxs are estimated at $50 billion, based on projection ol overs ga 1(‘1 ahoridies in e
¥ ) , T S YR R
The S!C;‘ARI) Quarterly Report to Congress, 35). The US estimate is COHS(,!\AH\IJ(;411 o aeamring 1o
o ( red Li]x‘OUgh Fannie Mae and Freddie Mac, which could amount o $ bi
costs incurre ] Mac anc die
ProPublica (Kiel, “Behind Adminisuration Spin™).

i / ; rcent.
ercent; and Belgium, Spain, Slovenia, France, and Sweden at 0.1 p;lcg L
: : 1 nite
it the other end, the bank bailouts in Portugal, the Ngth(irlallds, .the : I ;u[e
Kingdom, Germany, and Ireland are the most costly in Europe in abso

i i ited States.

s, but still much behind the Unite )
te”I-]Iowever in terms of GDP (cumulated 2008-10), Ireland holds thLe up
comfortable last place, with a 22.7 percent deficit increase, foll?\lx'%d by st\tl)a

i ingdom (1.0 percent),
- 1.3 percent), the United King .
(2.8 percent), Portugal ( (19 percent),
Netherlands (0.6 percent). The proj
Germany (0.7 percent), and the - : d
uUs ;)ailo)ut cos}; in terms of GDP are below 0.001 percent. As w11th a:l.szs
i ing rules crucially affect the outcome. In p -
mates, the applied accounting ru _ tec : e
i [ i i deal with the unwinding of an g
lar, the creation of a public entty to . ling  aling
ancial institution i ider . The public ownership and capi
Anancial institution is considered as costs- | P
izljections into Northern Rock in the United I.xlngdorfl or HRE ther;?,Z:.Zi
for example, are thus not counted as (potential) equity held by t fgg
ment, which explains the relatively sizable cost figure in both cases.

Tt 1 7 isis: Background
43. European Commission, Eurostat Supplementary Table for the h1\1.]a;wzaclv aCrz:‘;.{seSO]uf; rund
Note.For an alternative estimation of net costs, see Laeven and Valencia,
Note. 2
Banking Crisis.”
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Instruments

Inst'ruments varied widely. Most countries used guarantees to ward off
Panic and potential run on banks. But despite the lead of the United Stat, g
to propose a focus on the transfer of toxic assets and the UK’s example of 5
c?pltallzatic.m as the main pillar of intervention, national responses I})md ver )
dlﬂ'”erent mixes of expenditures. In absolute numbers, the United States tl:y
U.qlted Kingdom, Germany, and Ireland spent most on injecting ca ital'i ;
ailing financial institutions (figure 2.3). -
As a percentage of their entire effort, however, the picture is quite differ-
ent,.as figure 2.4 shows. While the United States and the United Kingdo
defilca.ued 37 percent and 27 percent of their government aid to rgca I:
;z;)llzauon, Germax3y and France spent around 20 percent (22 percent arll)d
percentrespectively). Ireland and Denmark, by contrast, use the most sub-
stannal.part of their support to cover guarantees, 87 percent and 92 perc
:specuvely. I;aly st;mds out as the only country that has used recapit.a{)izat;i)r:lt
casures exclusively. This is indeed quite unusual, si i
quidity support through central bankg are typically as\:v];;efgru ;:/2:‘:;:1:::: tl:
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buy time before moving to the more difficult issue of recapitalizing banks.*
However, Italy, together with Portugal and Luxembourg, offered significantly
less support than average, both in absolute terms (figure 2.3) and as a per-
centage of the size of their banking sectors, by giving well below 1 percent of
support.* The liberty to choose such an unusual mix of support may thus be
a function of an overall small bailout effort.

Finally, it is noteworthy that only a few countries chose to use public funds to
transfer troubled assets. After the announcement that the US government would
focus its efforts on troubled assets, an announcement that to a great extent failed to
materialize, mainly Germany and Austria announced assets transfer mechanisms
as part of their early schemes. Ireland and Latvia created similar mechanisms, but
much later, in late 2009, early 2010. The British Asset Protection Scheme was an-
nounced in January 2009 to ensure assets on the balance sheets of RBS and Lloyds,
and this was run by an independent agency that was created in December 2009.

Conditionality

Beyond pure costs, an important element for comparison is the degree of
conditionality attached to government support. The conditions attached to
bailout schemes varied across countries, but it is difficult to give a complete
picture of the variation. A previous study has provided two indicators to tackle
this question: one for the strength of lending requirements, and a second one
estimating the overall constraint of the support package.* For the second
indicator, the authors use a proxy: the delay of approval from the European
Commission’s Directorate General (DG) Competition. Since the European
Commission’s task is to ensure that aid is given with the least negative ef-
fect on competition possible, their approval can be understood as a signal
that a government plan is not unduly favorable to its own banking sector, but
upholds prices and conditions similar to what would have been granted on
the market, if it was still functioning. Although the argument is appealing,
one may assume that other institutional factors may play into the negotiation
between national authorities and DG Competition that can affect the delay
of approval. Moreover, it is difficult to distinguish between lengthy negotia-
tions that revolved around the adequate contribution of the banking sector
and negotiations that were due to unequal treatment of national and foreign
banks, as appears to have been the case in Ireland, for example.* Finally, the
approval time does not indicate what the final version looks like, it merely
indicates how the initial proposal was judged by the European authorities.

44. In past financial crises, the median time to implement recapitalization programs was
twelve months, and contracted to zero months only in the recent financial crisis. Laeven and
Valencia, “Resolution of Banking Crisis.”

45. European Commission, “The Effects of Temporary State Aid Rules Adopted in the
Context of the Financial and Economic Crisis,” 39.

46. Weber and Schmitz, “Varieties of Helping Capitalism.”

47. Ibid., 653.
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TABLE 2.2
(Unjauractiveness of government support for participating institutions
Indicative entry Conditions for Lending
rate recapitalization requirement Approval time

LEND = lending
commitments;
EMPL = maintaining

employment; Points for
Minimum BOARD = board explicit
remuneration appointment; mention,
entry rate COMP = exccutive early
for hybrid compensation; inclusion,  Quick (<7 days),
capital (der 1) DIV = dividend, specificity,  moderate (7-14),
injected by the CAPSTR = cupital additional long (15-30),
government struciure features very long (>80)
United 12.00% LEND, BOARD, COMP, 4 quick (2.5)
Kingdom DIV, CAPSTR
Greece 10.00% BOARD, COMP 2 quick (5)
Hungary 10.00% BOARD, COMP 0 very long (87)
Portugal 9.50% LEND, COMP, D1V 4 moderate (14)
Finland 9.40% LEND, CAPSTR 1 quick (2}
Austria 9.50% LEND, EMPL, COMP, 2 very long (50)
DIV, CAPSTR
Germany 9.00% LEND, COMP, DIV, 2 moderate (14)
CAPSTR
Denmark 9.00% LEND, COMP, DIV 1 quick (2)
France 8.00% LEND, COMP, CAPSTR 4 quick (7)
Ireland 8.00% LEND, BOARD, COMP, 4 moderate (10)
DIV
Italy 8.00% LEND, COMP, DIV 3 long (27)
Spain 7.80% LEND, COMP, DIV 2 moderate (21.5)
United 5.00% LEND, COMP, DIV 3 N/A
States
Sweden market rate LEND, COMP 1 quick (2}
Latvia ad hoc nationalization of Parex 1 quick (6)
Belgium ad hoc BOARD, COMP, CAPSTR 0 N/A
Netherlands ad hoc BOARD, COMP, CAPSTR 4] moderate (9)

Sowrce: Emury price for recapitalization from European Commission, The Effects of Temporary State #id
Rudes Adapted in the Context of the Financial and Econowmic Crisis, 5% Pancua et al. An Assessment of Financial
Sector Rescue Programmes for the United Statesand Deparument of Finance for Ireland ("Recapitalisation of
Allied Irish Bank and Bank of freland”), Conditions irom Committee of European Banking Supervisors,
Analysis of the National Plans Jor the Stabilisation of Markets, Paneua et al. An Assessment of Financial Sector
Rescue Programmes; and the state aid rulings of DG Competition, lending requirement, and approval time
from Weber and Schmitz, “Varicties of Helping Caphialism®,

Nate: The entry rates given for vecapitalization vary according 1o the specific context of the capital injec-
aions.'in particular the type of capital covered, the duration, and possible step-up clauses, where remu-
neration increases over time,

Table 2.2 lists the indicators given by Weber and Schmitz together with a
list of conditions formally attached to the recapitalization packages. In addi-
tion, it adds new information available now about the pricing of the recapital-
ization aid, which is a central element in most bailout packages. Pricing is an
important factor in making aid attractive or unattractive to banks in difficulty,
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In a detailed comynunication on state aid, the EL.Jrope‘an Comn@sfon rec-
ommends the adequate pricing of aid to avoid distorting competition ?.n,d
provides a pricing corridor, which suggests ch.at 1:em_unerauon shoulfi La}«;
into account the risk profile of the individual insttutons and have a 1at‘e 0
return of 7 percent on subordinate debt and 9,? percent op prefci:rred s‘hflres
and hybrid debt instruments. Moreover,' the 8Prnce should increase over time
to encourage exit from government capxta].‘f . | ,

The juxtaposition of the different indicators Sl)f)\&fs th'a.t there is Ino(;
necessarily a relationship between the 'number of condmons‘atfac he
to government support and the del_ay in approval from the Eu10;]3'§:1111
Commission. The similarity of conditions 315(? suggests Fhat we know little
about the constraints weighing on participating banks if we do not know
how these conditions are reinforced. On the one hfand,. tlle.approx'z?l .Of
state aid in Europe through the European Commission 1m}?]}es If\ certain
degree of harmonization, which means that th.e.formal conditions maygp-
pear rather similar. On the other hand, conditions fgrmally e‘mached ut
with little reinforcement may end up being toothless in practice. In»many
countries, inquiry reports have highlighted discrepancies between formal
conditions and outcomes.*

Concerning the remuneration of capital' injecti'on's, we can see that,. dc;
spite the oversight of the European authorities, variation exists. T‘hfszm.Le
Kingdom, but also Greece and Hungary, are well above the corridor 1?c—
ommended by the European Central Bank (ECB) anfi the Lurope.an
Commission. In other words, the capital injections are particularly expensive
for partictpating institutions. France, ltaly, and sz:lll‘l are c.omparat;vely1 (30};»;,
in particular France and ltaly, which granted core Tierl c?pltal thatsl KTU e
remunerated at the upper level of the corridor®® According to the European
Commission, the return rate was nonetheless approved as adequatg because
both schemes entailed important step-up clauses, in other wor_ds, mﬁcreases
in the cost of capital granted over time. Nonetheless—, comparing different
European schemes, the cosis for partjcipat?ng banks in the .UI'{ schenr}e are
arguably high and in haly and France quite favorable..Thxs unpress;on is
confirmed by interview evidence: one observer chgmc@mzed the UK plan as

harsh, while a representative of the French adm%mstramon regrettet;lldlat the
government had not tried to extract a higher price from the banks.

48. European Commission, Ewostal Supplementary Table for the Financial Crisis: Background

Nﬂl;g SIGTARP, Extent of Fedeval Agencies’ Ouersight of AIG Compensation Varied, and Important
C!wﬁ‘mges Remain; Cour des Comptes, Les concours publics aux établissements de crédit: bilan et
ignement & tiver. ) )
m‘;g(?:"fze Spanish rate, in contrast, can be explained by the less risky type of capital granted
in the Spanish scheme. ,
51. Interviews, 8 June 2011 and 15 April 2011.
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What is particularly striking, however, is the price of the initial capital injec-
tions in the US Capital Purchase Plan (CPP) of 13 October 2008. With 5 percent
for preferred shares, the United States is far below the 9.3 percent recommended
in the European context at the same time. It is true, the 5 percent was annual
divided paid for only the first five years, after which it would rise up t0 9 percent,
Moreover, the second recapitalization (the Capital Assistance Program—CAP)
announced by the Obama administration on 10 February 2009 asked for a
9 percent annual dividend for mandatory convertible preferred shares. Still, the
initial rate proposed by the Bush administration was extraordinarily low. Vikram
Pandit, CEO of Citigroup, brought this to a point, when he exclaimed in the
tense meeting the government had convened to announce its recapitalization
plan: “This is really cheap capital!”® Clearly, the initial US recapitalization plan
was tailored to be as attractive as possible in order encourage financial institu-
tons to collectively accept government support.

Public-private Arrangements

A final variation in bailout schemes concerns the extent to which the fi-
nancial industry is involved in the setup and execution of the bank support
scheme. In most countries, the guarantee and liquidity schemes, recapi-
talization and asset transfer plans are run directly by the national govern-
ments, treasuries, or the central banks.

In some counuries, special entities have been setup to administer parts of
the national schemes, Several of these entities are partofor tightly connected
with the public administrations and central bank (Spain, United Kingdom,
Ireland, Switzerland, and Germany), although the degree of oversight varied
from country to country. In France, Austria, and Denmark, by contrast, the
special entities build on private sector participation and contributions,

In France, the Société de Financement de I’'Economie Francaise (SFEF),
Set up to raise capital on financial markets and provide liquidity to ailing
financial institutions, was jointly owned by the six big banks and the govern-
ments, which held 66 percentand 34 percent respectively. Seven other finan-
cial institutions also signed the SFEF agreement to benefit from the liquidity
provided through the state-backed mechanism_5* The objective of SFEF was
to issue securities collectively, backed with a government guarantee, and thus
obtain liquidity at a much more favorable rate than would have been possible
for individual banks and without government backing.

52. Cited in Wessel, /n FED We Trust, 239.
B3, These were mainly housing and consumer credit institutions, often the financial ac-
tvity branches of large indusuial groups: PSA Finance (PSA-Peugeor-Citroén), General
Electric, Crédit Immobilier, Laser Cofinoga, RCI Banque (Groupe Renauit), S2Pass (Groupe
Carrefour) and VFS Finance (Volvo). GMAC had originally signed the SFEF agreement but
did not request liquidity support. Cour des Comptes, Les concors publics aux édtablissements de
crédil; prremiers constats, prremigres recommandations, 89,
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ABLE 2.3 )
;I;islitutional setup of national schemes
Institution for funding  Institution for capital Institution for asset
Country guarantees injections purchases
o
Austria Special entity: OeCAG  Special entity: OIAG N/ﬁ
'Bel rium Government Governmer}t i N/ A entity: SoFFin
. n Special entity: SoFFin  Special entity: SoFFin  Specia entity: S0/
(?efvm(l y Government Special entity” FROB Treasux’yi l?xnancxai Asset
Spain (Treasury) Acquisition Fund
Finland Special entity under N/A N/A
Treasury ) )
France Special entity: SFEF Special entity: SPPE N/A ]
Gsr‘eew Government Government Government
(Treasury) and (Treasury)
Central Bank ’
: Government Special government
freland Government er e AMA
haly Government Government Central Bank
‘ (Treasury) N/A
Luxembourg  Government Government NS
Netherlands  Government Government N
Portugal Central Bank Government A
Denmark Danish Contingency  Government overn
Association . ) ‘
i Government Special entity under
Switzerland N/A overny ccial entity u
United Government Debt Special entity under Central Bank
$i Management Office Treasury: UKFL ]
Urki?c%c;?::cs FDIC ¥ Government Treasury and Central

{Treasury) Bank

Source: S1olz und Wedow, Extraordinary Measures in Extrgordinary Times, 63.

In Austria, the Osterreichische Clearingbank AG (OéCAG) was set ug
as a bank with its own license to facilitate interbank ler.ndlmg.-lt was o‘;med
by the major Austrian banks,* who contributed €180 million in capital an
its operations were backed by a guarantee from the government f:oi up tci
€4 billion and collateral of up to €5 billion in the form of commercia pﬁtp:
provided by OeCAG. Recapitalization was delegated to 'Osterrexchlzicf e
Industriehoa]ding AG (OIAG), a formerly staae~ﬁ{1anced holdmg.compan.}, (l)jr
the management of state-owned enterprises, which had turned into abp'l:fa -
zation agency and joint-stock company by 2000. OIAG founded a su s:fxz}ry
in the context of the financial crisis, which acted as a‘trust comg’any of the
government of Austria for the recapitalization of Austrian banks.

54, Raiffeisen Zentralbank Osterreich AG, UniCredit Bank Aus)x:(i:z‘i %i,“ﬁrgepg}}x(ogglga;;l:
| i ichische Volksbanken AG, -
, Hypo-Banken Holding GmbH, Osterreichise ! G .
‘:?beit)tﬁ}d Wirtschaft, Osterreichische Postsparkasse AG, and 3-Banken Beteiligung GmbH

55. www.fmarkthet.at/cms/start.php.
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In the Danish case, liquidity provision was assumed through the Danish
Contingency Association, a collective undertaking established by the Danish
banking industry for the support of distressed banks in 2007. In exchange for

an unlimited government deposit guaraniee, participating banks agreed in -

2008 to contributed approximately €4.7 billion for a collective guarantee for
individual banks and fees paid to the government for the deposit guarantee.
Recapitalization was introduced in February 2009 and administered by the
Danish Finance Ministry, but the Danish Contingency Association was a cen.
tral mechanism to share the costs of the extensive guarantees between the
government and the private stakeholders.

The overview of these special entities shows that it s possible to find in-
stitutional setups that involved the financial industry in the funding and ad-.
ministration of the bailouts. Such institutional mechanism for cooperation
between the industry and the government are central features in some coun-
tries, but such burden sharing remains somewhat of an exception.”®

Conclusion

The global financial crists may have begun in the United States, but it quickly
spread and turned into a challenge that was much larger than the initial
subprime crisis. Not just the exposure to the US housing market, but also
the reliance of many financial institutions on short-term finance in order
to roll over their debt, the overextension of local housing markets, and the
the uncertain financial condition of foreign branches of domestic institu-
tions came together as an explosive mix for most governments in the fa]l of
2008. Despite the international nature of the crisis, government responses
were decidedly national. Alongside central bank efforts to provide liquidity
to struggling financial institutions, governments made public budgets avail-
able for bank support schemes, in most countries at staggering proportions.
The six countries that will be studied in greater detail are the highest
spenders on bank support schemes in absolute terms: the United States,
Ireland, the United Kingdom, Germany, Denmark, and France. All six have
been substantially affected by the financial crisis and made important efforts
Lo prop up their banking sectors through national support schemes.
However, they differ on several dimensions that are relevant for the paired
comparison in the following chapters, as table 2.4 summarizes. Compared
to the United States, the United Kingdom’s plan is striking for its stringent

56. The term burden sharing can also refer 10 2 bank levy through which banks would con-
wibute to their own future bailout or 1o measures with respect to individual failing institu-
tions, whose unwinding revolved imputing costs to the private stakcholders; see European
Commission, “The Effects of Temporary State Aid Rules Adopted in the Context of the
Financial and Economic Crisis,” 6069,
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TABLE 2.4
Comparison summary

Institutional

Initial o
commitment Outlays Net costs Pricing setup
qed Moderate (25% Low (6% Low (<0.yl% Very low Government
Unst:;cs of GDhP) of GDP) of QDP) ‘ Coverment
U i;('d High (50% Moderate (18% Negauch(—l% High overnmer
nite
i ; ! fGDP) of GDPJ _
Kingdom = of GD?) O= Negative (~0.7%  Average Special govern-
Germany Mo?iggllg)(?B% Low (10%) h e(ﬁflGDP} ment entity
N it g Public-private
rate Low (6% GDP}  Positive (0.1% Low Publicy
France M(::;(;(éld)[;}(w% bow (0% ) of GDP) entity
refand Massive (330% Massive (270% Very negative Low Government
o of GDP) of GDP) (22.7% of GDP) oo
enmark  Massive (256% High (67% of  Positive (0.5% Average Pub K.:'l?n\ e
Denm of GDP) GDP) of GDP) entity

conditions, in particular in the pricing of its recapitalization. I-I(?“»ever, th(;
British plan risks costing more than the US plan, atleastas a p@(:(inw;ige 0“
GDP. The French plan appears to have been -be more favorable to the n,an
cial industry than the German plan but rehed_ in part on a pufbhoprnl;@
entity for its execution and ended up producing a surplus for thle pul: Ifi
budg"et‘ The Danish plan looked similar to [¥1e Imsh{sche}jne, ?L east nz;
tally when both countries committed several times their nauo,na !?C?mire
guaranteeing the financial sector. IiIO\T’ever, the Irish schenje s o}ut 3}-31 “the
equally high and the fscal impact is likely to be very sul{astax?ua , “ i E o
Danish scheme succeeded in keeping ouda?/s low, in P;%rtlcular tl]{O}Jg e
management of a joint public-private'initiauve. Explanm?g these dlﬁ???;i
requires understanding the interactions between governments and fir -
cial institutions during crisis management, more spec:ﬁcall.y .Lhe exercise 0
power. Providing the tools for such an analysis in the empirical chapters is
the objective of the following chapter.



