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The U.S. Savings and Loans industry collapsed in the early 1980s, the Japanese and Swedish financial systems failed in the 1990s, Chile’s banking crisis in the early 1980s cost almost 50 percent of a year’s gross domestic product to fix, and Indonesia, Korea, Mexico, Thailand, and many other countries all experienced major banking failures since the mid-1990s.  Indeed, a World Bank survey of crises over the last three decades lists more than 100 systemic banking failures – crises in which all of the banking system’s capital vanished. 
Academics, central bankers, and regulators have carefully studied these crises, gleaning lessons on how to minimize the damage once they hit and to reconstruct a well-functioning financial system.  The world’s policymakers can learn from past crises.  
Two overarching lessons emerge from a study of crises: 1) Prohibit poorly capitalized banks from operating to avoid the rapid acceleration of losses and 2) Create sound incentives in addressing the crisis to form the foundation of a healthy financial system. 

To minimize the losses associated with a banking crisis, the authorities should not allow insolvent or poorly capitalized banks to operate. As a bank’s capital deteriorates and as a bank’s long-run solvency becomes doubtful, good bankers can go bad. With less to lose, bankers frequently “gamble for resurrection,” which often increases the size of the problem. As a bank’s long-run viability wanes, bank managers and owners face greater incentives to manipulate earnings, so they can distribute dividends and bonuses before the bank fails.  
This lesson comes from numerous countries, including from the United States itself. In 1980, regulators of the U.S. Savings & Loan industry came before Congress to report on the insolvency of the S&L industry, noting that the funds owed to depositors were about $100 billion greater than S&L assets. Faced with the choice of letting the depositors take the loss, which was essentially unthinkable, or closing the banks and paying the depositors by increasing taxes, which was politically inconvenient, Congress chose to change the rules and allow the banks to operate even though they did not meet pre-existing capital adequacy guidelines.  
Bankers responded swiftly, predictably, and with devastating repercussions. Bankers devised investment strategies that generated legal, though economically phony, accounting profits, which permitted the S&Ls to distribute dividends and bonuses.  Losses in the S&L industry doubled within a few quarters!  
Japan repeated the same mistake as the United States, with even harsher consequences.  The Bank of Japan treated its banking problems as if they were liquidity problems.  It lent the banks money and created new accounting rules that allowed the banks to pretend that the value of their assets were much larger than the market price.  This is uncomfortably similar to the recent decision by the Securities and Exchange Commission to allow U.S. banks to value their assets at above market prices.  In the Alice-in-Wonderland world of Japan’s trillion dollar banking crisis, Japanese banks were declaring profits and distributing dividends based on accounting profits permitted by the new accounting rules. As with the U.S. S&L crisis, the Japanese bank insolvency problem ballooned, helping to propel Japan into a decade long slump. Japan went from crisis to calamity.
The second major lesson from studying banking systems around the world is that the response to crises can -- if implemented properly -- create the foundations of a healthy, market-oriented financial system that will encourage growth and opportunity for decades to come.    

The financial system matters. When the financial system effectively mobilizes savings and allocates capital to those with innovative ideas, this improves living standards.  Furthermore, how the financial system operates influences the degree to which loans and capital are provided to the best entrepreneurs or to those with the best political connections or most accumulated wealth. While economies have and can succeed without an automobile industry or a cell phone industry, economies cannot prosper without a well-functioning financial system.  
A well-functioning financial system involves a complex mixture of government rules and protections and private financial institutions. Evidence from around the world strongly shows that excessive government oversight of banks implies that capital gets allocated to political cronies, not to the best entrepreneurs, slowing economic growth and limiting economic opportunity to the politically connected. At the same time, government regulations are needed to reduce market failures, force transparency, reduce conflicts of interest, and empower private monitoring of financial institutions. Although many debate the proper balance between official regulation and private monitoring and although all agree this balance is complex and dynamic, there is little debate that relying solely on the guiding hand of government will severely curtail growth and economic opportunity.
Thus, policymakers must insure that bankers have incentives to make prudent investments. Regardless of the regulatory regime ultimately constructed by the United States, the authorities must establish sound incentives for bankers or we will endure the consequences for decades to come. 
Bank managers and owners who oversaw the current failures must suffer the large losses associated with the deterioration of bank balance sheets.  The goal is not to be vindictive.  The goal is to motivate bankers in coming decades to make sound investments, not undertake excessively risky investments under the belief that Uncle Sam is there to bail them out.  Bankers who were incompetent, made excessively risky investments, or just had bad luck should not be rewarded by tax payers.  The authorities can establish sound incentives for the bankers of tomorrow by appropriately holding accountable the bankers of today.  
The broad strategies for minimizing losses and establishing the foundations for future prosperity are clear.  These strategies come from successful responses to devastating financial crises in Spain, Sweden, Chile, and many others. Indeed, after allowing the costs to double, the United States ultimately got it right in dealing with the S&L crisis.

First, the authorities must address the banking problem aggressively. They cannot rely on the voluntary participation of banks.  Even if banks are insolvent, bankers might not want to relinquish control of their banks.  The government must force banks to participate in a recapitalization program.  Furthermore, the authorities cannot rely on the private sector to trigger the bankruptcy of the banks.  The Federal Deposit Insurance Corporation and the Federal Reserve are large lenders to banks.  By not acting, the authorities are complicit in allowing poorly capitalized banks to operate.
Second, the Treasury and Federal Reserve must make offers the banks cannot refuse.

This could start by the Treasury and Federal Reserve valuing bank assets at very low prices.  Given the shaky condition of many banks, this will push their capital ratios below the minimum ratios set by regulators.  If necessary, these capital limits can be raised to insure that bank health is beyond reproach.  If banks do not meet stringent capital criteria, the Treasury would then purchase bad assets at the full face value, where the difference between the face value and the low value established by the authorities would define the value of the government’s preferred equity share in the bank.  This would leave banks well-capitalized and cleaned of bad assets.
Under this plan, the government will not be bailing out the bankers; rather, it will be establishing the basis for a stronger, market-oriented financial system. The equity holders will lose, as their shareholdings are diluted, or eliminated totally, depending on the net worth of the bank.  Furthermore, the government will not remain in control of banks.  After the recapitalization, the banks will be sold.  Furthermore, the bad assets purchased by the government could also be sold at auction, which would both kick start a secondary market in low-quality securities and get the government out of the banking business.  

While the world’s stock markets giving a standing ovation to the plan emerging from Washington, there are serious risks that the announced plan will fail to (1) eliminate poorly capitalized banks and (2) create sound incentives.  A major problem in all strategies for dealing with the financial turmoil is valuing troubled securities. The underlying securities are opaque, trading is infrequent, and bankers deem the secondary market prices as inappropriately depressed. The banks might be right, but the banks might be wrong. When simply purchasing equity in weak banks, the government might pay too much for bank shares.  This would reward bankers in inverse proportion to the net worth of their banks, establishing exactly the wrong incentives.  Moreover, without aggressively valuing the assets, the government might purchase too little equity.  This would still leave the banks undercapitalized.  
The strategy of quickly establishing low prices for bank assets is a better policy option, though not without problems. The government might purchase equity in banks at too low a price, inappropriately penalizing bank owners. Given the current situation, however, the downside risk of undervaluing bank stock seems smaller than the risk of allowing poorly capitalized banks to operate, thereby not instilling proper incentives for the future.

We have the ability to learn from recent crises.  Comprehensive, decisive government intervention is needed to avoid a calamity and to create the foundations of a healthy, private-market financial system.  But, the current plan risk falling short.
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