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Banking Crisis
We have discussed how the banking system works and how central banks
influence interest rates in interbank markets.
We have focused on how things work in “normal times.”
Over the next few weeks, we are going to cover banking crisis. We will focus
on how and why they happen, on how governments attempt to prevent them,
and on policy options for dealing with them when they occur.
We will cover these topics in the following order:
1

2

3

Banking Crisis Basics: How banking crises happen, why they are so
damaging, and how the structure of the modern banking system has
changed the nature of banking crises. Policies to prevent and cope with
crises and how they have evolved in recent years.
Incentive Problems: How banking crises can occur because bankers
may have incentives that are not aligned with the public good.
Banking Regulation: Overview of both micro-prudential and
macro-prudential regulation.
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Part I
Banking Crises and Their Consequences
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Insolvency and Bank Runs
Banks generally make profits by charging higher interest rates on loans than
they pay out on deposits. But things can go wrong sometimes.
Sometimes, borrowers don’t pay back their loans or the other assets invested
in lose much of their value.
They can also sometimes make bad investments in other assets such as stocks
or bonds.
What if a bank makes losses so that its assets go below what it owes to
depositors and bond-holders, i.e. it has negative equity capital?
Once it is suspected a bank is insolvent, if depositors fear that they may not
get their money back, this can trigger a bank run: Depositors line up to
demand their money back.
In September 2007, depositors of Northern Rock, who had limited deposit
insurance from the UK government, started to take their money out of its
branches. This was the first time since the 1930s that advanced economies
saw retail bank runs of this type.
In 2013, depositors in Cyprus lost large amounts of money when their two
biggest banks failed.
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Bank Panic! (Berlin 1930s)
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Bank Panic! (British Style)
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What Happens When There is a Bank Run?
The bank can start paying off depositors by selling off its most liquid assets,
e.g. cash, excess reserves at the central bank, government debt securities.
But once those assets are gone, the bank will have to start selling assets that
are not liquid and so not easy to quickly turn into cash, e.g. long-term
customer loans or property assets.
Selling off non-liquid assets quickly (an asset fire-sale) often requires having to
sell the assets for less than if they had been sold in a more orderly manner.
The bank run triggered by its insolvency ends up making the bank even more
insolvent—the value of its assets fall even farther behind liabilities.
Sometimes a bank run can be triggered by mere rumours that the bank is
insolvent. Even if the rumours are false, the bank may still end up being
insolvent if it has to sell its assets quickly at a discount to pay back its
liabilities.
For this reason, bankers and governments are always quick to declare that
banks are fully solvent. Even if they are not so sure, the bank and the
government will want to prevent a run.
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Contagion
On its own, a single bank failing and some depositors losing some money is
unfortunate but not necessarily a major concern.
However, once one bank fails, it can often put other banks under pressure.
If one bank has lost money on a particular type of loan or security investment,
how can depositors be sure that other banks are not also about to lose similar
amounts?
To depositors, two banks with similar loan portfolios probably look the same.
If one has lost plenty of money and is insolvent, how can we be sure that the
other isn’t heading in the same direction? Northern Rock’s problems were
triggered by US banks with similar-looking business models getting into
trouble rather than clear problems with the value of its assets.
Indeed, two banks with similar names may seem similar to the public.
So bank runs can be contagious: After one bank fails, depositors start to look
for their money back from other banks.
Bank failures thus tend to come together in batches. The banking system
may seem healthy one minute and then suddenly the whole system becomes
unstable.
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Implications of Banking Crises for Credit
Banking crises usually lead to severe restrictions on the availability of credit to
firms and households.
To see why, let’s look at a stylized balance sheet and think about what
happens during a banking crisis:
Assets (Uses of Funds)
Cash and Reserves
Securities
Loans

Liabilities (Sources of Funds)
Deposits
Other Borrowings
Equity Capital

By definition Loans = Deposits + Other Borrowings + Equity Capital - Cash
and Reserves - Securities.
Banking crises see movements in deposits, other borrowings, and bank cash
and securities holdings, all of which lead to a lower quantity of loans.
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Why Credit Is Squeezed in a Banking Crisis
1

Deposits: If some customers lose faith in banks and prefer to keep cash in a
mattress, then banks will have less funds to loan out.

2

Other Borrowings: Similarly, bond markets and other providers of funds may
be less willing to lend to banks that they worry may fail.

3

Cash and Reserves: To survive potential runs on the banks, they will keep
larger amounts of cash and reserves for precautionary reasons.

4

Securities: Even when money is invested, banks will shift towards securities
that can be quickly sold to raise cash.
The result is a reduction in loans. It’s hard for banks to “call in” existing
loans but when loans are paid off, banks will keep the funds as cash or
reserves or invest in securities instead of making new loans or use them to pay
off deposit outflows or maturing bond liabilties.
So both bank and customer behaviour contributes to a credit crunch: Banks
are no longer in a position to lend to borrowers and financial intermediation
breaks down.
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Macroeconomic Effects of Banking Crises
Remember our discussion of financial intermediation a few weeks ago?
Financial intermediation is crucial for economic activities like house purchases,
car purchases, starting a new business and so on.
When banking crises happen, banks stop playing their crucial role as financial
intermediaries and the economy suffers: Sectors such as housebuilding and
consumer durables suffer particularly badly.
Without access to credit, business and consumer confidence suffers and this
has further negative effects on the economy.
For these reasons, banking crises can be hugely damaging, triggering severe
recessions.
We know that the global financial crisis of 2007/2008 triggered a severe
worldwide recession but this was not the first time.
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Example: The 1930s US Banking Crisis
One of the most famous banking crises in history occurred during the US
great depression.
The banking crisis started because the US economy went into a severe
recession after the stock market crash of 1929.
Banks started to make losses on loans and people began to doubt the solvency
of their local banks.
Look at the chart showing c, the ratio of currency to deposits and e, the ratio
of excess reserves to deposits (last seen in our discussion of the money
multiplier.)
It show some of the factors mentioned above (cash hoarding by customers and
reserve hoarding by banks) operated during the banking crisis in the US in the
1930s.
This lead to a very severe credit crunch.
It is now widely believed that the banking crisis was perhaps the key trigger
that turned this recession into a Great Depression.
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Consequences of Banking Instability: The Great Depression
Ben Bernanke’s early research focused on the role played by the banking crisis in
worsening the Great Depression of the 1930s. Here are some quotes from a 1983
AER paper (link on website).
The banking problems of 1930-33 disrupted the credit allocation process by
creating large, unplanned changes in the channels of credit flow. Fear of
runs led to large withdrawals of deposits, precautionary increases in reservedeposit ratios, and an increased desire by banks for very liquid or rediscountable assets. These factors, plus the actual failures, forced a contraction of
the banking system’s role in the intermediation of credit.
As the real costs of intermediation increased, some borrowers (especially
households, farmers, and small firms) found credit to be expensive and
difficult to obtain. The effects of this credit squeeze on aggregate demand
helped convert the severe but not unprecedented downturn of 1929-30 into
a protracted depression.
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Friedman and Schwartz on the Great Depression
Recall from earlier lectures the formula for the money multiplier (the ratio of
the money supply to the monetary base):
m=

M
1+c
=
MB
r +e +c

The multiplier gets smaller as c and e get bigger.
Friedman and Schwartz’s famous 1963 study “A Monetary History of the
United States, 1867-1960” showed that e and c had increased during the
Great Depression and that there had been a sharp decline in the money
multiplier.
The Federal Reserve during the 1930s had not been aware that the money
supply was sharply contracting even though the monetary base was not.
Friedman and Schwartz attributed the decline in activity to the sharp
contraction of the money supply.
Today, we know the link between the money supply and economic activity is
weak. Modern economists tend to emphasise the credit crunch channel
emphasised in Bernanke’s research.
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How the 1930s US Banking Crisis Caused a Credit Crunch
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Additional Complications in Modern Banking Crises
Modern banking systems have a number of additional features that make
banking crises more difficult to deal with than in the past.
I

I

I

Non-Deposit Funding: While deposit insurance tends to reduce the
chance of retail bank runs, many modern banks obtain substantial
non-deposit funding via bond markets or inter-bank money markets.
These providers of funds are more prone to “run” than depositors, who
are often viewed as a “sticky” source of funding.;
Interbank Linkages: Funding links between banks can mean that the
failure of one bank can directly threaten the failure of other banks.
Financial Assets and Negative Feedbacks: Many banks now have
very large holdings of financial assets, whose valuations (unlike loans) are
set in the market every day. During crises, we can see negative feedback
loops involving banks selling assets, which then decline in value, thus
making bank solvency problems even worse.

These additional complications led to a range of government interventions
during the global financial crisis, many of which were expensive for taxpayers.
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Why More Non-Deposit Funding?
A common feature of the modern financial system is that many banks now
rely heavily on non-deposit sources of funding. There are a number of reasons
for this.
Deepening of Financial Markets: Modern financial systems contain more
options than in the past for people to channel their savings towards. Two that
are relevant for banks are pension funds, which commonly buy bonds issued
by banks and money market mutual funds, which commonly make
shorter-term loans to banks.
Financial Globalisation: In closed economies, savings must equal investment.
Banks that are provided with savings from depositors must make loans within
their own country. In an open economy, savings do not need to equal
investment. In a country that has high savings but low investment, banks will
often lend funds to banks in other countries. In pre-crisis Europe, banks in
countries with current account surpluses (like Germany) provided lots of funds
for banks in countries with current account deficits (e.g. Ireland, Portugal,
Greece).
Deregulation: Regulations about where banks get funds from, and who they
can loan these funds to, have generally been loosened over time.
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Modern Bank Runs: Non-Deposit Funding
Problems with failing banks in recent years have rarely involved depositors
getting jittery and withdrawing money: Modern bank runs mainly come from
those who lend money to banks through interbank markets and bond markets
deciding not to continue supply a bank with funds.
Non-deposit funding is much less “sticky” than deposit funding. Those who
provide it are more likely than depositors to check on the bank’s situation and
pull money at the first sign of trouble.
Northern Rock may have looked like an exception but it actually wasn’t: The
depositor runs happened well after other lenders to the Rock had begun to
pull money. Only after the Bank of England announced emergency support
did retail depositors realise what was going on.
Much of Northern Rock’s funding was in the form of “securitised notes”:
These were bonds backed by the mortgages issued by Northern Rock as
collateral in case the bank defaulted. When doubts about Northern Rock’s
business model emerged, its non-deposit funding quickly tailed off.
Non-branch-related deposits also left the bank very quickly.
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Interbank Lending and Systemic Risk
Interbank markets make it easier for banks to cope with reserve requirements
(by lending and borrowing short-term funds) and allowing banks with lots of
deposits but without good loan opportunities to lend to banks with good loan
opportunities but limited deposits.
But they can also contribute to making the banking system unstable.
Consider the following example:
I Three banks (A, B and C) all have equity capital of e10 million.
I Bank A has borrowed e25 million from Bank B and Bank B has
borrowed e15 million from Bank C.
I Now suppose Bank A loses e35 million in bad property loans. This
wipes out its equity capital. The bank becomes insolvent and is wound
up and Bank B does not get its e25 million back.
I Bank B is now insolvent and cannot pay back the e15 million it owes
Bank C. This means that Bank C also has no equity capital and so is
insolvent.
Bank A going down brings the whole system down. This example describes
what is known as systemic risk.
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Asset Price Fire Sales and Spillovers
The previous example is not very realistic. It required the first bank to lose an
amount that wasn’t just greater than its own capital but an amount greater
than the capital of the whole system.
But we have left out another important channel through which one bank
getting in trouble affects others.
When banks get into trouble and start selling liquid assets (stocks, bonds,
etc) in a hurry to pay off depositors or lenders—often termed a fire-sale of
assets—this places downward pressure on the prices of these assets.
Modern banking regulations have required banks to “mark their tradeable
assets to market” as much as possible. So if the failure of one bank leads to
the prices for some financial assets falling, then other banks have to mark
down the value of their assets also.
The asset price fire sales reduce the equity capital of other banks and place
them under threat. A single bank failure can lead—via contagion and
spillovers from asset sales—to the whole system becoming unstable.
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The Bank-Sovereign “Doom Loop”
The euro area crisis of 2011/12 illustrated a new form of systemic risk: The
interaction between banks and governments.
The global banking crisis saw many European banks receiving support from
their national governments. In some cases, such as Ireland, the extent of this
support undermined the confidence of financial markets in the confidence of
governments. Weakness in the banking sector spread to the sovereign.
But euro area banks also had large (and increasing) holdings of their own
country’s sovereign debt, so a sovereign debt default (as occurred in Greece)
would threaten the solvency of the banks. Weakness in the government sector
spread to the banking system.
Banks in countries with weak fiscal situations were also more likely to
experience runs because depositors and investors would think the state was
unable to provide funds for a bail out or for recapitalisation.
This created a sort of “doom loop” in which weaknesses in different parts of
the system fed upon each other. In a June 2012 statement, the Euro Area
leaders said “We affirm that it is imperative to break the vicious circle
between banks and sovereigns.” Some progress has been made but elements
of this loop still exist.
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Part II
Bank Failure and Resolution
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The Need to Intervene Early on Failing Banks
Banking supervisors could hold off on intervening on a weak bank until it is
clear to the public that the bank has major problems.
But there are important reasons to intervene prior to that point. Firstly, it is
important to avoid panic and possible contagion.
Secondly, failing banks can cause serious problems. Bankers who know their
bank is failing but are not reporting the true figures have an incentive to
“gamble for resurrection” by seeking out highly risky investments with a
potentially high upside.
History is littered with stories of bank executives engaging in highly risky or
even illegal behaviour in order to save their bank or else prevent the public
from seeing its true state. These actions can end up having a serious impact
on the bank’s creditors by raising the total amount of losses and may also cost
the taxpayer if the bank’s creditors are bailed out because of deposit insurance
or other guarantees.
Financial supervisors thus usually intervene early either to demand a
recapitalisation of the bank or, if that is not possible, to shut the bank down.
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Who Loses When a Bank Fails?
Consider the stylized balance sheet:
Assets (Uses of Funds)
Cash and Reserves
Securities
Loans

Liabilities (Sources of Funds)
Deposits
Debt Securities (Bonds)
Equity Capital

A bank that is insolvent has negative equity capital: It does not have
sufficient assets to pay back its liabilities. So who loses out? Shareholders in
the wound-up bank get nothing (though there is a hierarchy between common
and preferred equity, with regular shareholders losing first).
What about other claims? Who loses out among depositors and bond
holders? Some bonds (“senior bonds”) come with contracts claiming they
rank equally (“pari passu”– Latin for “equal footing”) with depositors. If
there are only enough funds to pay out 80 percent on deposits and senior
bonds, then senior bonds get 80 cents for each dollar owed.
However, there is no requirement for government deposit insurance to make
up for the missing 20 cents that bondholders lost.
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Subordinated Bonds
Some bonds, known as subordinated bonds, rank behind senior bonds and
deposits. If the bank is wound up, these bond-holders will only get their
money back if there is money left after assets have been sold off to pay off the
depositors and senior bond-holders.
Here’s an example of the legal rights of a subordinated bond holder, in this
case an AIB “Perpetual Preferred Security.” “The obligations of the
Guarantor under the Subordinated Guarantee will rank junior as to payments
to all liabilities to creditors of the Guarantor (including without limitation
depositors, general creditors and subordinated debt holders) and claims of
holders of senior ranking securities. In the event that the Guarantor is
wound-up, liquidated or dissolved, the assets of the Guarantor would be
available to pay obligations under the Subordinated Guarantee only after all
payments have been made on such senior liabilities and claims.”
Why would someone purchase a bond that could lose out if the bank is wound
down? Higher interest rates. To compensate for the additional risk, they yield
a higher return and some investors are happy to take this risk.

Karl Whelan (UCD)

Banking Crises

Spring 2020

25 / 50

Dealing with Insolvent Banks: Bank Resolution
Often, before the bank actually publishes a report admitting to being
insolvent, supervisors seize the bank and begin the process of using its the
assets to pay off its creditors, i.e. the people it owes money to. This process is
often referred to as bank resolution.
If these assets do not cover the value of deposits, then the deposit insurance
fund can be used to compensate the depositors.
This occurs particularly often in the US, where there are many banks and the
FDIC seeks to avoid having insolvent banks abuse the deposit insurance cover
that they provide. See the “failed bank” list on the website for a list of banks
that the FDIC has closed this year.
In an extreme case, the bank is wound up and depositors are sent cheques.
More common is the purchase and assumption approach. The FDIC
arranges for another bank to take on the deposits and provides it with funds
to make up for the shortfall in assets required to cover these liabilities.
Another common approach to bank resolution is to split the bank into a
“good bank” and a “bad bank” with the bad bank taking on both
lower-ranked liabilities and having lower-quality assets.
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Part III
Policies to Prevent and Deal With Banking
Crises
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Preventing Crises: Deposit Insurance
One potential solution to banking instability is government deposit insurance:
The government guarantees the depositors money.
If depositors know their money is fully covered by the government, they won’t
turn up in large numbers looking for their money back.
This can act to prevent the kind of damaging bank runs that afflicted the US
banking system in the 1930s.
After the Great Depression, deposit insurance was introduced into the US. The
deposit insurance scheme is run by the Federal Deposit Insurance Corporation
(FDIC) and is financed by a charge on banks covered by the insurance.
Even if a bank fails, most depositors would get all their money back, with
shortfall due to bank insolvency being covered by the deposit insurance fund.
Deposit insurance has since spread around the world and retail bank runs are
now rare.
Note that deposit insurance operates separately from any pari passu clauses
for bank liabilities. A bank that is put into liquidation inflicts losses on
depositors as well as senior bondholders. The government then makes up for
losses incurred by depositors.
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Problems with Partial Deposit Insurance
Prior to the global financial crisis of 2008/09 many governments had only
partial insurance schemes in place. For example, in Ireland, the government
used to just insure 90% of deposits up to a maximum of e20,000.
These partial insurance schemes don’t really prevent bank runs. A similar
partial insurance scheme existed in the UK and failed to prevent the depositor
run on Northern Rock. Who wants to lose even 10% of their money? And
most deposits come from big depositors so limits on insurance means most of
their money will still be at risk.
After the financial crisis, many governments have extended full deposit
guarantees or at least extended limits to cover very large amounts.
In the US, deposits in individual accounts are now fully insured up to
$250,000 and people can have multiple insured accounts.
Governments in Europe are now committed to providing full deposit insurance
up to e100,000.
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Risks Due to Deposit Insurance
Deposit insurance schemes can help by acting to prevent deposit runs, which
are one of the key triggers for banking crises.
However, there are a number of downsides to such schemes. In the absence of
any risk of losing their money, depositors won’t spend any time monitoring the
riskiness of the lending being taken by their banks.
And banks can now take big risks with their loans, knowing the government
will bail out depositors if things go bad. This may encourage the bankers to
take greater risks: One could argue that they are gambling with the state’s
money.
This issue is known as the moral hazard problem and it applies to all types of
insurance: Once you know insurance against certain behaviour is in place, you
may be more likely to engage in this behaviour.
There is some evidence that deposit insurance in developing countries has
made banking systems less stable. And banking system bailouts tend to be
very expensive.
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Central Bank as Lender of Last Resort
Even with deposit insurance, banks can still run into liquidity problems so that
they are having trouble meeting outflows.
Rather than have banks unable to meet their payment obligations to
customers, it is understood that a key role of central banks is to act as a
lender of last resort to banks. If banks cannot get loans from elsewhere,
then the central bank can provide them with one.
Usually, central banks follow the recommendation set down in 1873 by English
journalist Walter Bagehot: To avert or contain panics, central banks should
lend freely to solvent institutions, against good collateral.
Since 2008, both the Fed and ECB have provided large amounts of “last
resort” lending to banks. However, the ECB’s procedures in relation to
Emergency Liquidity Assistance are unclear and decision-making has seemed
arbitrary and sometimes politicised.
These central bank liquidity programs undoubtedly helped to contain the
various banking crisis since 2008 but they are not without controversy.
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Controversy over The Lender of Last Resort Function
We know that central banks that print money to fund government budget
deficits end up causing high inflation. However, funding governments is not
the only potentially dubious use of central bank money.
If a bank is really insolvent and only has poor quality collateral, then
effectively public money is being used to compensate the bank’s private
creditors. One can question whether this is a good use of public money.
And, as we have noted before, it can be hard to distinguish during a crisis
between liquidity and solvency problems.
For these reasons, deciding on the terms and quantity of last resort lending
can be a difficult policy decision. In 2007, Bank of England Governor Mervyn
King was very reluctant at first to lend exceptional amounts to Northern
Rock, citing “moral hazard” concerns (i.e. that it would set a bad precedent
and encourage other banks to be less carefully managed.)
In the euro area, there has been lots of controversy over the ECB Governing
Council’s approval of ELA to distressed banks and the process of emergency
loans has often been politicised. See my paper, “Banking Union and the ECB
as Lender of Last Resort”.
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How Should Governments Respond?
The problems discussed here—unstable uninsured non-deposit funding, large
holdings of financial market assets, and the inter-connected nature of the
financial system—have posed serious questions for policy makers responding
to the financial crises of recent years.
One of the first question governments need to ask about whether a bank
should be let fail (i.e. introduce bank resolution and see that uninsured
creditors lose money) is whether this institution is of systemic importance.
Would the bank’s failure lead to the whole financial system becoming
unstable? Is the bank “too big to fail”?
On the other hand, governments need to be careful about insuring banks
simply because they are big:
I

I

Large banks may turn out to be “too big to save”. For example, the Irish
state was unable to rescue its banks without ruining the government’s
credit rating and requiring an EU-IMF bailout.
Bailing out large banks that are too big to fail presents another kind of
moral hazard problem: Will large banks take more risks knowing the
government can pay off their creditors if the risks don’t pay off?

Karl Whelan (UCD)

Banking Crises

Spring 2020

33 / 50

Should Bank Creditors Lose Out?
When faced with a bank that is in serious trouble, governments can choose
between bank resolution methods (protecting insured deposits and seeing that
other creditors lose out) or intervene by using public funds to pay off
uninsured creditors such as bond holders.
When making this decisions, governments usually have two considerations in
mind:
I Would the failure of the bank represent a source of systemic risk? If the
failure of the bank to pay back its creditors will lead to the failure of
other banks and a systemic banking crisis, then the government may
decide it has to guarantee uninsured creditors.
I Moral Hazard: Alternatively, governments may worry that providing
state guarantees to uninsured creditors will encourage these investors to
be reckless with their money, knowing that the government will always
bail them out. Guaranteeing these creditors will likely encourage further
crises and raise the cost of the required bailouts.
The response to the global banking tensions that began in late 2007 reflected
the tradeoff between concerns about systemic risk and concerns about moral
hazard.
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The Policy Response in 2007-09: Pre-Lehmans
The global financial crisis got going in August 2007 as doubts grew about the
exposure of various banks to poor quality mortgage-backed securities.
From August 2007, the Fed, ECB and Bank of England greatly stepped up
their liquidity providing operations.
But very little was done to address the solvency problems of major
international banks, which lay at the heart of the crisis.
At first, the global response to the crisis was somewhat ad hoc.
I

I

I

In August 2007, the UK authorities were slow to help Northern Rock,
because of concerns about moral hazard. They only stepped in to
nationalise the bank after a full-scale run had taken place. Northern
Rock shareholders lost all their money.
In March 2008, there was a non-deposit run on Bear Stearns. JP Morgan
bought Bear Stearns with the US government insuring them against the
losses on Bear’s mortgage-backed security portfolio.
In September 2008, Fannie Mae and Freddie Mac (mortgage securitisers
and insurers) were nationalised.
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The Lehmans Decision and the Aftermath
By September 2008, the US authorities felt the previous bailouts set a bad
precendent in relation to moral hazard. So, when Lehman Brothers
investment bank suffered the same kind of non-deposit run that Bear Stearns
had, US Treasury Secretary Hank Paulson made the decision to not help and
Lehmans filed for bankruptcy on September 15, 2008.
Within days of the decision to let Lehmans fail, the insurer AIG was about to
go bankrupt. AIG had underwritten huge amounts of Credit Default Swap
insurance contracts against various types of bonds. The US government
intervened and effectively took over AIG and paid off on all its contracts.
Belatedly, it was recognised that AIG (and Lehmans) had been sources of
systemic risk for the international financial system. Failure of these
institutions threatened the stability of the whole system.
Faced with uncertainty about which institutions could survive to pay back
their debts and which couldn’t many financial markets effectively collapsed in
the weeks and the months after Lehman brothers bankruptcy saw the world
economy plunged into its worst recession since the 1930s.
Around the world, authorities decided that they simply could not afford to let
any more banks fail for fear of further disruptions.
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Responses to the Crisis: Non-Deposit Guarantees
The crisis of late 2008 saw non-deposit funding from large institutional
investors (pension funds, money market mutual funds, other banks) fleeing
from banks.
Governments all across the world intervened to help banks continue availing of
non-deposit funding. Many countries gave state backing to new borrowings
from banks so that these banks could continue to access medium and
longer-term funding.
A more extreme case: On 30 September 2008, Ireland gave an almost blanket
state guarantee to all the liabilities of our six main banks.
This meant that, if these banks were unable to pay back their bond market
borrowings, the Irish government were going to pay them back on behalf of
these banks.
Two of the banks guaranteed that night—Anglo Irish Bank and Irish
Nationwide—turned out to be deeply insolvent.
The final cost of paying off creditors at Anglo Irish Bank and Irish Nationwide
Building Society, neither now operating as banks was about e36 billion.
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Honohan on the Irish Guarantees
Page 14 of Patrick Honohan’s report “As regards the substance of the
guarantee itself, it is hard to argue with the view that an extensive guarantee
needed to be put in place, since all participants (rightly) felt that they faced
the likely collapse of the Irish banking system within days in the absence of
decisive immediate action. Given the hysterical state of global financial
markets in those weeks, failure to avoid this outcome would have resulted in
immediate and lasting damage to the economy and society. There would have
been additional lost income and employment surely amounting, if it could be
quantified, to tens of billions of euros. Nevertheless, the extent of the cover
provided (including to outstanding long-term bonds) can – even without the
benefit of hindsight – be criticised inasmuch as it complicated and narrowed
the eventual resolution options for the failing institutions and increased the
State’s potential share of the losses.”
Page 128: “The inclusion of existing long-term bonds and some subordinated
debt (which, as part of the capital structure of a bank is intended to act as a
buffer against losses) was not necessary in order to protect the immediate
liquidity position. These investments were in effect locked-in. Their inclusion
complicated eventual loss allocation and resolution options.”
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Other Responses: Bad Banks, Insurance, Equity Injections
Other state responses to the banking crises included:
1

State-Funded Recapitalisations: After Lehmans, governments around the
world put state funds into banks to recapitalise them, taking shares for the
state but usually on generous terms for the banks (who were reluctant to
admit they need funds and don’t want to take them from the state.) US
Troubled Asset Relief Program (TARP) was originally intended to purchase
assets (as in the NAMA approach) but quickly became a scheme to add
equity to the leading US banks.

2

State Asset Management Agencies: Another way to reduce uncertainty is
to move the assets into a government-owned agency (e.g. Irish NAMA plan).
If buying from private banks, it may require over-paying for the assets to get
the banks to participate.

3

Asset Insurance Schemes: The UK government provided insurance to banks
such that in return for a fee, the UK government agreed to cover loan losses
above a certain amount. This reduced the uncertainty of potential losses for
banks but exposed the UK taxpayer to large downside risk.
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Part IV
Recent Developments in Europe
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Changes in Attitudes to Bail Outs
Some argued that the lesson from the Lehman Brothers collapse was a simple
one: No bank should be allowed to fail. Governments must always intervene
to protect bank creditors.
However, the Irish guarantee shows that banks can be “too big to save”.
With many governments now carrying very high debt levels, there are many
countries that simply could not afford a big bailout of bank creditors.
Another interpretation of the Lehmans event is that financial markets need to
be clear about rules for dealing with insolvent institutions, that it was the
uncertainty about who would fail and who would be bailed out that caused
much of the panic.
Policy makers around the world are now focusing on bank resolution methods
for large “systemically important” financial institutions since it is unlikely these
banks can be let fail in an orderly way that does not cause financial panic.
In Europe, the unpopularity of using public money for bailing out banks
shifted policy towards inflicting losses on private creditors as the first option.
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Bank Recovery and Resolution Directive (BRRD)
On January 1, 2015 a new “single rulebook for the resolution of banks and
large investment firms” entered into force in the EU with the implementation
of the Bank Recovery and Resolution Directive (BRRD).
A huge legislative achievement with 159 pages of text covering a wide range
of banking-related issues.
Commenting on the introduction of the single rulebook for the resolution of
failing banks, EU Commissioner for Financial Stability, Financial Services and
Capital Markets Union, Jonathan Hill, said
The Bank Recovery and Resolution Directive equips public authorities
for the first time across Europe with a broad range of powers and tools
to deal with failing banks, while preserving financial stability. From now
on, it will be the bank’s shareholders and their creditors who will bear
the related costs and losses of a failure rather than the taxpayer.
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Bank Recovery and Resolution Directive (BRRD)
The main goals of the BRRD:
1

Preventing Bank Failures: All banks are required to have recovery plans
that get activated when trigger levels of key metrics are reached, but before
solvency is risked.

2

Protecting Financial Stability: Empowers European and national authorities
to resolve banks without causing disruption to financial services.

3

Protects the Taxpayer: A bail-in tool is formally introduced, minimising the
cost to the taxpayer and impact on the economy. Banks must put in place a
minimum requirement for own funds and eligible liabilities (MREL) to allow
losses to be absorbed.

4

Single Resolution Board: A new Euro Area body with the power to
intervene early at failing banks, undertake valuations and, if necessary, apply
resolution tools to the bank.

5

Single Resolution Fund: Sets up a fund based on contributions from banks
to give SRB and national authorities the funds to cover costs of resolution.
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BRRD’s Resolution Options
The resolution tools legislated for by BRRD are:
The Bail-In Tool: This allows the write-down of debt owed by a bank to
creditors or its conversion to equity. Replicates how creditors would incur
losses if the bank had gone bankrupt.
The Sale of Business Tool: Enables resolution authorities to sell the
institution (or parts of its business) to one or more purchasers with or without
the consent of shareholders.
The Bridge Institution Tool: A temporary bridge institution is created and,
for up to two years, critical functions will be maintained while a sale to a
private purchaser, of either the whole or part, can be concluded. Any residual
part of the bank that has not been sold is then wound down in an orderly
manner.
The Asset Separation Tool: Used to transfer assets and liabilities to a
separate asset management vehicle (AMV). The AMV is wholly or partially
owned by one or more public authorities including the resolution authority
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Liabilities Exempted from Bail-In by BRRD
Deposits covered by deposit guarantee schemes.
Secured liabilities such as covered bonds.
Liabilities relating to client assets.
Liabilities to institutions with an original maturity of less than seven days.
Liabilities to employees
Trade credit
Money owed to tax authorities including deposit guarantee schemes.
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Limits to Bail-In
Beyond the exempted liabilities, there may be limits to how much bail-in is
applied in practice to bank creditors.
Some quotes from the European Commission:
The exact degree of burden-sharing would depend on the bank in question,
the amount of losses that would need to be covered, and the wider economic
situation.
Bail-in would a priori apply to any liability which is not excluded. In
exceptional circumstances and where strictly necessary for financial stability,
bail in could be discontinued upon reaching 8% of total liabilities including
capital (or alternatively 20% of risk weighted assets in specific situations).
After this, resolution funds could assume 5% of the losses. Public funds could
either be provided to give limited backup support to the resolution fund at
this point or, in extraordinary circumstances, directly to cover losses after the
5% contribution from the resolution fund and if bail-in has reached eligible
deposits. Only in the scenario of severe systemic stress could public funds
replace the resolution fund immediately, but only after bail-in up to 8% of
total liabilities.
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The SRB: Mixed Record So Far
1

2

June 7, 2017: Banco Popular of Spain is declared “failing or likely to
fail”. Shareholders and subordinated bondholders lose their money. The
bank is sold to another bank (Santander) for one euro. Depositors are
protected and no state money is used.
June 23, 2017: Veneto Banca and Banca Popolare di Vicenza are also
deemed failing or likely to fail. It is decided not to use the SRB’s
resolutions tools. The banks are wound up but no creditors lose money.
The Italian government commits 17 billion euros and arranges a takeover
of the “good parts” of the bank.

Bloomberg, June 25, 2017: In recent months, “bank intervention is specific to
each troubled bank situation on its own conditions, with government and
regulatory decisions on how to intervene influenced by multiple major macro
factors,” said David Hendler, founder of Viola Risk Advisors, a credit analysis
firm in New York state. “For global bank investors, the European banking
sector and how to invest in it is very confusing, not uniform, and difficult to
predict.”
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What Does “Failing or Likely to Fail” Mean? The BRRD
Definition
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Does ECB Support Solvent Banks Under Liquidity
Pressure?
One of the clauses that, on its own, can trigger a judgement of “failing or
likely to fail” is not being able to pay debts as they fall due. This can be
considered a liquidity problem.
Consider why Banco Popular was put into resolution. The following comments
are from ECB vice president, Vitor Constancio:
“The reasons that triggered that decision were related to the liquidity
problems. There was a bank run. It was not a matter of assessing the
developments of solvency as such, but the liquidity issue,” Constancio told a
press conference following the ECB’s regular policy meeting. “Our role as
ECB was just the declaration that the bank for liquidity reasons was failing or
likely to fail,” he said.
Subsequent events suggest Banco Popular probably was insolvent but this
language is potentially troubling.
It raises questions about ECB’s willingness to act as a lender of last resort in
the manner recommended by Bagehot.
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Recap: Key Points from Part 9
Things you need to understand and remember from these notes:
1

Why bank runs happen.

2

Contagion: Why bank runs spread.

3

Why banking crises lead to tight credit and severe recessions.

4

Reasons for growth in non-deposit funding.

5

Modern bank runs.

6

Interbank lending as a source of systemic risk.

7

Asset fire sales and how they worsen banking crises.

8

Pros and cons of deposit insurance.

9

Debates about the lender of last resort role.

10

How bank resolution works.

11

Subordinated bonds.

12

Policy responses to the crisis.

13

The BRRD and bail-in in the EU.
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