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FINANCIAL CRISES. REVIEW AND EVIDENCE

Stijn Claessens and M. Ayhan Kése

ABSTRAC This paper presents a brief review of the litemtm financial crises focusing
three specific aspectbirst, what are the main factors explaining finahdrises? Sinc
many theories on the sources of financial criseghlight the importance of she
fluctuations in asset and credit markets, the pbpefly reviews theoretical and empiri
studies on developments in these markets arourehdial crisesSecond, what are t
major types of financial crises? The paper focusesfour types of financial crises
currency crises, sudden stops, debt crises, ardrigaorises—and presents the frequel
and distribution of crises over time and acrossnuawes. Third, what are the real a
financial sector implications of crises? The pabeefly reviewsthe adverse effects
crises for the real economy and financial sector.
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6z Bu calgma, finansal krizlere U¢ yonden yajdaak ilgili literatirin kisa b
degerlendirmesini yapmaktadir. Odaklanilan yonlerdéa, iifinansal krizleri aciklaya
temel unsurlar nelerdir?” sorusudur. Finansal krinl kayngina iligkin teorilerin bir¢cogu
varlik ve kredi piyasalarindaki ani ve sert dalgatalarin 6nemini 6n plana ¢ikagdicin,
bu calgma finansal krizler esnasinda s6z konusu piyasalatdn gekmeleri inceleye
teorik ve ampirik gajmalar kisaca derlendirmektedirikinci husus “finansal krizlerir
belli bash turleri nelerdir?” sorusudur. Cama dort tir finansal krize lkidite krizleri,
ani durmalar (sudden stops), borg krizleri ve barkakrizleri- odaklanmakta ve krizler
zaman icinde ve iilkeler bazinda stkin ve dagilimini sunmaktadir.Uglincii olarak is:
“krizlerin reel ekonomiye ve finansal sektére yanalari nelerdir?” sorusu sorulmakta
Bu baglamda cakma, krizlerin reel ekonomi ve finansal sektor Uzdeki olumsu
etkilerini kisaca gézden gecirmektedir.
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1. Introduction

The 2007-09 global financial crisis and its aftettmhave been painful
reminders of the multifaceted nature of crises.yTh& small and large
countries as well as poor and rich ones. As filyirdgscribed by Reinhart
and Rogoff (2013a), criséare an equal opportunity menace”They can
have domestic or external origins, and stem froiwape or public sectors.
They come in different shapes and sizes, evolve different forms, and
can rapidly spread across borders. They often megummediate and
comprehensive policy responses, call for major gharin financial sector
and fiscal policies, and can compel global coortitimeaof policies.

The widespread impact of the 2007-09 global fingnciisis underlines
the importance of having a solid understanding des. As the latest
episode has vividly shown, the implications of final turmoil can be
substantial and greatly affect the conduct of enuo@nd financial policies.
A thorough analysis of the consequences of andrbepbnses to crises has
become an integral part of current policy debatetha lingering effects of
the latest crisis are still being felt around tharia.

This paper provides a selected survey of the titegaon financial crises.
Crises are, at a certain level, extreme manifestatiof the interactions
between the financial sector and the real econ@mysuch, understanding
financial crises requires an understanding of mdaancial linkages, a
truly complex challenge in itself. The objectivetbis paper is more modest:
it presents a focused survey considering threeifegpgaestions. First, what
are the main factors explaining financial criseseddd, what are the major
types of financial crises? Third, what are the seitor and financial sector
implications of crises?

Section 2 reviews the main factors explaining friahcrises. A financial
crisis is often an amalgam of events, but it ifpreceded by asset and
credit booms that then turn into busts. Thus, nthepries focusing on the
sources of financial crises have recognized theortapce of sharp
movements in asset and credit markets. In lighthisf, this section briefly

! Reinhart and Rogoff (2013a) use this phrase irctiext of banking crises, but it also applies tider
range of crises.

2 For further reading on financial crises, the stgripoint is the authoritative study by Reinhartl @ogoff
(2009b). Claessens and Kose (2013) present theerdlon of this article with an extensive listreferences
(which are omitted here for brevity). Claessens atiters (2013) provide a comprehensive collectibn o
recent studies on financial crises.
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reviews the literature analyzing developments ditrand asset markets
around financial crises.

Section 3 classifies the types of financial crisksitified in many studies
into four main groups: currency crises, sudden gtopcapital account or
balance of payments) crises, debt crises, and bgnkrises. Theories
designed to explain crises are used to guide therafure on the
identification of crises. However, transforming tlpgedictions of the
theories into practice has been difficult. Althoughis easy to design
guantitative methods for identifying currency (amdlation) crises and
sudden stops, the identification of debt and bamkimses is typically based
on qualitative and judgmental analyses. Irrespect¥ the classification
used, different types of crises are likely to o&priThe section then reviews
the frequency of crises over time and their distitn across different
groups of countries.

Section 4 analyzes the implications of financialises. The
macroeconomic and financial implications of criaes typically severe and
share many common features across various typege lautput losses are
common to many crises, and other macroeconomicablas typically
register significant declines. Financial variableach as asset prices and
credit, usually follow qualitatively similar pattes across crises, albeit with
variations in duration and severity of declineseTdection examines the
effects of crises and presents a set of basizsty/fiacts with respect to their
macroeconomic and financial implications. The Bettion summarizes the
major lessons from our brief review of the literatu

2. Explaining Financial Crises

Financial crises have common elements, but theyedonrmany forms. A
financial crisis is often associated with one orren@f the following
phenomena: substantial changes in credit volumeaasdt prices; severe
disruptions in financial intermediation and the gypof external financing
to various actors in the economy; large-scale lalasheet problems (of
firms, households, financial intermediaries, andeseigns); and large-scale
government support (in the form of liquidity suppand recapitalization).
Financial crises are typically multidimensional etgeand can be hard to
characterize using a single indicator.

Financial crises are often preceded by asset amditcbooms that
eventually turn into bustdany theories focusing on the sources of crises
have recognized the importance of booms in assédt aedit markets.
However, explaining why asset price bubbles oritt@abms are allowed to
continue and eventually become unsustainable ana into busts or
crunches has been challenging. This naturally reguanswering why

3
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neither financial market participants nor policyraekforesee the risks and
attempt to slow down the expansion of credit oritloeease in asset prices.

The dynamics of macroeconomic and financial vaesldround crises
have been extensively studied. Empirical studiege hdocumented the
various phases of financial crises, from initiainadl-scale financial
disruptions to large-scale national, regional,\@reglobal crises. They have
also described how, in the aftermath of financiases, asset prices and
credit growth can remain depressed for a long tm& how crises can have
long-lasting consequences for the real economyeiGiheir central roles,
the paper next briefly discusses developments setasnd credit markets
around financial crises.

2.1. Asset Price Booms and Busts

Sharp increases in asset prices, sometimes cailleblds, and often
followed by crashes, have been experienced forucest Asset prices
sometimes seem to deviate from what fundamentalgldveuggest and
exhibit patterns different from predictions of stard models with perfect
financial markets. A bubble, an extreme form of rsweviation, can be
defined as “the part of asset price movement thanexplainable based on
what we call fundamentals” (Garber, 200Ratterns of exuberant increases
in asset prices, often followed by crashes, figpreminently in many
accounts of financial instability, for both advadosountries and emerging
market economies, going back millennia.

Formal models attempting to explain asset-price blmg have been
available for some time. Some of these models dendhow individual
episodes of rational behavior can lead to collectiuspricing, which in turn
can result in bubbles. Others rely on microeconaiistortions that can lead
to mispricing. Some others assume “irrationality’’ the part of investors.
Despite parallels, explaining asset-price bustch(sas fire sales) often
requires accounting for different factors than degslaining bubbles.

Some models using rational investors can explaibblas without
distortions. These models consider asset-price Ibalds agents’ justified
expectations about future returns. They have begplieal relatively
successfully to explain the Internet bubble ofldte 1990s. More generally,
theories suggest that bubbles can appear withatibrdons, uncertainty,
speculation, or bounded rationality.

However, both micro distortions and macro factoas @lso lead to
bubbles. Bubbles may relate to agency issues (Adlgh Gale, 2007). For
example, as a result of risk shifting—when agerdsdw to invest (e.g.,
margin lending for stocks, mortgages for housibg},can default if rates of
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return are not sufficiently high—prices can es@latpidly. Fund managers
who are rewarded on the upside more than on thenside (somewhat
analogous to the Ilimited liability of financial titsitions) bias their

portfolios toward risky assets, which may triggebubble (Rajan, 2005).
Other microeconomic factors (e.g., interest ratdudability for household

mortgages and corporate debt) can exacerbate igkgaking, possibly

leading to bubbles.

Investors’ behavior can also drive asset pricesydveen fundamentals, at
least temporarily. Frictions in financial marketsofably those associated
with information asymmetries) and institutional tiaxs can affect asset
prices. Theory suggests, for example, that diffeesnof information and
opinions among investors (related to disagreemaisut valuation of
assets), short sales constraints, and other litaitarbitrage are possible
reasons for asset prices to deviate from fundarsenta

Mechanisms such as herding among financial mark&tyeps,
informational cascades, and market sentiment cdectafasset prices.
Virtuous feedback loops—rising asset prices andessing net worth
positions that allow financial intermediaries twdeage up and buy more of
the same assets—play a significant role in drivirg evolution of bubbles.
The phenomenon of contagion, that is, spillovegohd what fundamentals
would suggest, may have similar roots. Brunnerm@épfl) reviews these
models and shows how they can help explain bubbleshes, and other
market inefficiencies and frictions. Empirical wocknfirms some of these
channels, but formal econometric tests are mosenhaifibt powerful enough
to separate bubbles from rational increases iregriet alone to detect the
causes of bubbles (Girkaynak, 2008).

Bubbles may also be the result of the same fathatsare argued to lead
to asset-price anomalies. Many deviations of agm@étes from the
predictions of efficient-market models, on a snsalale with no systemic
implications, have been documented.

2.2. Credit Booms and Busts

A rapid increase in credit is another common threadhing through the
narratives of events that precede financial criseserage buildups and
greater risk taking through rapid credit expansiorgoncert with increases
in asset prices, often precede crises (albeit #fgionly recognized with the
benefit of hindsight). Both distant and more recantis episodes typically
witnessed a period of significant growth in cre@dind external financing),
followed by busts in credit markets along with ghaprrections in asset
prices. In many respects, the descriptions of thstralian boom and bust of
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the 1880-90s, for example, fit the more recent agjgs of financial
instability.

Likewise, the patterns before the East Asian firgnerisis in the late
1990s resembled those of the earlier ones in Nardimtries as banking
systems collapsed following periods of rapid cregibwth related to
investment in real estate. The experience of thgedrStates in the late
1920s and early 1930s exhibits some features sirtuldhe run-up to the
2007-09 global financial crisis with, in additioo tapid growth in asset
prices and land speculation, a sharp increaseaunsé@hold) leverage. The
literature has also documented common patterns amows other
macroeconomic and financial variables around teessodes.

Credit booms can be triggered by a wide range ofofa, including
shocks and structural changes in markeBhocks that can lead to credit
booms include changes in productivity, economiciged, and capital
flows. Some credit booms tend to be associated po#itive productivity
shocks. These booms generally start during or gigrods of buoyant
economic growth. Dell’Ariccia and others (2013) dithat lagged GDP
growth is positively associated with the probabpitif a credit boom: in the
three-year period preceding a boom, the average G&# growth rate
reaches 5.1%, compared with 3.4% during a trarhrele-year period.

Sharp increases in international financial flows eanplify credit booms.
Most national financial markets are affected bybglaconditions, even more
so today, so asset bubbles can easily spill adsosgers. Fluctuations in
capital flows can amplify movements in local finesicmarkets when
inflows lead to a significant increase in the furagailable to banks,
relaxing credit constraints for corporations anddeholds. Rapid expansion
of credit and sharp growth in house and other ageees were indeed
associated with large capital inflows in many cowst before the 2007—09
financial crisis.

Accommodative monetary policies, especially wheplace for extended
periods, have been linked to credit booms and skeesisk taking. The
channel is as follows. Interest rates affect apsees and borrower’s net
worth, in turn affecting lending conditions. Anabal models, including on
the relationship between agency problems and stteeges, suggest more
risk-taking when interest rates decline and a flighquality when interest
rates rise, with consequent effects on the avdithalaf external financing.
Empirical evidence supports such a channel beczresit standards tend to
loosen when policy rates decline. The relatively lmterest rates in the

® For comprehensive reviews of factors associatéd tie onset of credit booms and their real ananfiial
implications, see Mendoza and Terrones (2008, 2012)
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United States during 2001-04 are often mentioned ain factor behind
the rapid increases in house prices and houseleMdrdge. However,
whether and how monetary policy affects risk takiagd thereby asset
prices and leverage, remains a subject for furészarch.

Structural factors include financial liberalizatiand innovation. Financial
liberalization, especially when poorly designedsequenced, and financial
innovation can trigger credit booms and lead toeegive increases in
leverage by facilitating more risk taking. Finandiheralization has been
found to often precede crises in empirical studigsll’Ariccia and others
(2013) report that roughly a third of booms thentified follow or
coincide with financial liberalization episodes.

2.3. Impact of Asset-Price and Credit Busts

Movements in asset and credit markets during firrmrises are much
sharper than those observed over the course ofrrmahdusiness cycle.
Booms in credit and asset markets, defined as thpaens in the upward
quartile of all upturns, are shorter, stronger, &amster than other upturns.
For example, booms often take place over relatigblyrter periods than do
other upturns and are associated with much fasteeases in the financial
variables (Figure 1.A.). The slope of a typical impahat is the average
increase in the financial variable in each quargetwo to three times larger
than that of regular upturns. And crunches andsbarst longer, deeper, and
more violent than other downturns. Credit crunchad asset-price busts
have much larger declines than do other downtligaife 1.B.).
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Figure 1.A. Credit and Asset Price Booms
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Figure 1.B. Credit Crunches and Asset Price Busts
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Specifically, credit crunches and house-price hustspectively, lead to
roughly 10 and 15 times larger drops than do ottewnturns, whereas
equity busts are more than 2.5 times as large. elleggsodes also last
longer, some two times longer, than other downtusmid house-price busts
the longest of all, about 18 quarters, whereasitc@dnches and equity
busts last about 10-12 quarters. Moreover, disyaoptare more violent, as
evidenced by higher slope coefficients, with bustequity prices being
three times more violent than those in credit andsk prices (Claessens,
Kose, and Terrones, 2010).

The burst of the latest bubble—financed by banksd (¢he shadow
banking system) and involving housing—has been \aostly. For the
2007-09 episode, Crow et al. (20I&port that, in a 40-country sample,
almost all the countries with “twin booms” in resdtate and credit markets
(21 out of 23) ended up suffering from either @isror a severe drop in the
GDP growth rate relative to the country’s perforcarin the 2003-07
period (Figure 2). Eleven of these countries abttualffered both financial
sector damage and a sharp drop in economic activitgontrast, of the
seven countries that experienced a real estate babmot a credit boom,
only two went through a systemic crisis and, orrage, had relatively mild
recessions. A broader discussion of the real aman@ial implications of
financial crises and disruptions is presented «tiSe 4.

Figure 2. Coincidence of Financial Booms and Crise4960-2011
(fraction of total, in percent)
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Source: Dell'Ariccia and others, 2011.

Notes: The sample consists of 40 countries. Thebeusn except "Neither”, show the percent of thesas
which a crisis or poor macroeconomic performangepbaed after a boom was observed (out of the total
number of cases where the boom occurred).
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3. Financial Crises: Types, Distribution, and Freqency

3.1. Types of Crises

Financial crises can take various shapes and fdootstwo broad types
can be distinguished. Reinhart and Rogoff (2009gycdbe two types of
crises: those classified using strictly quantiwtidefinitions and those
dependent largely on qualitative and judgmentalyasis The first group
mainly includescurrency and suddenstop crises, and the second group
contains debt and banking crises. Regardless, definitions are strongly
influenced by the theories trying to explain crises

The literature has been able to arrive at conateti@itions of many types
of crises. For example,@irrencycrisis involves a speculative attack on the
currency resulting in a devaluation (or sharp dept®n); or forces the
authorities to defend the currency by expendinggdaramounts of
international reserves, or sharply raising interagts, or imposing capital
controls. Asudden stogor capital account or balance of payments crisis)
can be defined as a large (and often unexpectedindein international
capital inflows or a sharp reversal in aggregatatabflows to a country,
likely taking place in conjunction with a sharperign its credit spreads.
Because these are measurable variables, theyHentsélves to the use of
guantitative methodologies.

Other crises are associated with adverse debt dgeambanking system
turmoil. A foreign debfcrisis takes place when a country cannot (or does
want to) service its foreign debt, sovereign, peyaor both. Adomestic
public debtcrisis takes place when a country does not hasodomestic
fiscal obligations in real terms, either by defangtexplicitly, or by inflating
or otherwise debasing its currency, or by employitiger forms of financial
repression.

In asystemidbankingcrisis, actual or potential bank runs and failzas
induce banks to suspend the convertibility of thieoilities, or compel the
government to intervene to prevent them from dosag by extending
liquidity and capital assistance on a large sddézause these variables are
not so easily measured, these crises lend thenssetege to the use of
gualitative methodologies. Other classifications possible, but the types of
crises are still likely to overlap. A number of Barg crises, for example,
are associated with sudden stop episodes and cyrceses.

3.2. Distribution and Frequency of Crises

A large body of work has been devoted to the ifieation and dating of
crises, but ambiguities remain. Methodologies basedhe main theories

11
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explaining various types of crises can be usedéatify and classify crisé’s.
In practice, however, this classification is notssmightforward. Although
currency and inflation crises and sudden stops I¢meimselves to
guantitative approaches, the dating of debt andibgrcrises is typically
based on qualitative and judgmental analyses.plecs/e of type, variations
in methodologies can lead to differences in the stad end dates of crises.
And, as noted, various types of crises can ovema@a single episode,
creating possible ambiguities about how to clas$igyepisode. In practice,
a wide range of quantitative and qualitative meghiodolving judgment are
used to identify and classify crises.

The difficulties arise, in part, because the freguyeand types of financial
crises have evolved. For example, currency crisae wominant during the
1980s, whereas banking crises and sudden stopmbeatare prevalent in
the 1990s and the first decade of the 2000s. Wensuine common
identification and dating methods in Claessenskusk (2013).

Crises have afflicted both emerging market econen@ed advanced
countries throughout centuries. In the three dexaedéore 2007, most crises
occurred in emerging markets and included the LAtirerican crises in the
late 1970s and early 1980s, the Mexican crisis9®5] and the East Asian
crises in the mid- to late 1990s. The suscepybdit emerging markets to
crises is not new (Reinhart and Rogoff, 2013b).td#is shows that many
countries that are advanced today, including Aliafr&pain, the United
Kingdom, and the United States, experienced fir@nciises when they
were going through their own emergence processethen1800s. For
example, France defaulted on its external debtt eéigies during the period
1550-1800. Some advanced countries experiencegsdnsrecent decades
as well, from the Nordic countries in the late 188@ Japan in the 1990s.
The most recent crises, starting with the U.S. 8ol crisis in late 2007
and then spreading to other advanced countriesy gbace again) that
crises can affect all types of countries.

Some claim that crises have become more frequérd.tfiree decades
after World War 1l were relatively crisis free, wieas the most recent three
decades have seen many episodes (Figure 3). State ttd@s increase to
more liberalized financial markets, including flogt exchange rates and
greater financial integration. Using macroeconoand financial series for
14 advanced countries for 1870-2008, Jorda, Sabkjaand Taylor (2011)
report no financial crises during the Bretton Wogqusriod of highly
regulated financial markets and capital controlssoA Bordo and others

4 Dating does not, of course, establish causesydiraj whether the event was a rational outcomeoofes
other “cause” (e.g., a crash in an asset pricelmeaytional in response to a real shock). We dasthie main
theories explaining various types of crises in €3@as and Kose (2013).

12
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(2001) argue that the sudden stop problem has keeowone severe since the
abandonment of the gold standard in the early 1970s

Figure 3. Average Number of Financial Crises per Deade

10

Number of crises

1970-79 1980-89 1990-99 2000-11

ECurrency crises MBankingcrises ' Debtcrises MSudden stops

Sources: The dates of banking, currency, and detgscare from Laeven and Valencia (2008, 2011),tha
dates of sudden stops are from Forbes and War20dK ).
Note: This graph shows the average number of fiahntdses in respective decades.

More recent crises seem to have been shorter,amkirg crises still last
the longest. The median duration of debt-defaukagfes in the post—World
War 1l period has been much shorter than for theodel1800-1945,
possibly because of improvement in policies in ldter period, improved
international financial markets, or the active ilwemnent of multilateral
lending agencies. Currency and sudden stop crisesredatively short
(almost by definition). With the major caveat tkia¢ir ends are hard to date,
banking crises tend to last the longest, consistattt their large real and
fiscal impacts.

Financial crises often come in bunches. Soveregaults tend to come
in waves and take place in specific regions. Jo&tdularick, and Taylor
(2011) report that there were five major periodewla substantial number
of now-advanced countries experienced crises: 18907, 1921, 1930-31,
and 2007-08. Earlier crises bunched around evewts as the Napoleonic
Wars. Examples of bunches since the 1980s inclhweld.atin America debt
crises in the 1980s; in 1992, the European Exchd®ge Mechanism
currency crises; in the late 1990s, the East Adrussian, and Brazilian
financial crisis; the multiple episodes observe@®7-08; and the crises in
Europe still ongoing in 2013. Periods of widesprsadereign defaults often

13



Claessens and Kose | Central,Bank Review 13(3):1-23

coincide with a sharp rise in the number of coestigoing through banking
crises. These coincidences point toward commonofactriving these
episodes as well as spillovers of financial crese®ss borders.

Some types of crises are more frequent than otReEnmiparisons can be
made for the post—Bretton Woods period (althougmesdypes of crises
have been documented for longer periods, not ak;hand currency crises
were nonexistent during the fixed exchange ratdoggertogether this
necessitates the common, but shorter period). ©tdtal number of crises
Laeven and Valencia (2013) report, 147 are bangiisgs, 217 are currency
crises, and 67 are sovereign debt crises duringpé¢nied 1970-2011 (note
that several countries experienced multiple cridebe same type).

However, as noted before, the various types okesrisverlap to some
extent. Currency crises frequently tend to overagh banking crises, the
so-called twin crises (Kaminsky and Reinhart, 1998)addition, sudden
stop crises, not surprisingly, can overlap withreocy and balance of
payments crises, and sometimes sovereign crisgsiréFi4). Of the 431
banking (147), currency (217), and sovereign (6iyes Laeven and
Valencia (2013) examine they consider 68 to be tvises, and 8 can be
classified as triple crises. There are relativéed#inces in coincidences of
these episodes. A systemic banking crisis, for gtanoften involves a
currency crisis, and a sovereign debt crisis sometioverlaps with other
crises—20 out of 67 sovereign debt crises arelasdéing crises, and 42 are
also currency crises.

14
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Figure 4. Coincidence of Financial Crises: 1970-201
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Sources: The dates of banking, currency, and d&sscare from Laeven and Valencia (2008, 2011)taed
dates of sudden stops are from Forbes and War20dK ).

Note: A financial crisis starting at time T coineglwith another financial crisis if the latter sdaat any time
between T-3 and T+3. A financial crisis startingiate T coincides with two other financial criséshe latter
two start at any time between T-3 and T+3. Thepamwonsists of 181 countries.

4. Real and Financial Implications of Crises

Macroeconomic and financial consequences of casegypically severe
and are similar across the various types of criBigspite the obvious
differences between crises, the macroeconomic blagafollow similar
patterns. Large output losses are common and oth@croeconomic
variables (consumption, investment, and industpedduction) typically
register significant declines. Financial variablike asset prices and credit
usually follow qualitatively similar patterns acsosrises, albeit with
variations in duration and severity. This sectioavies a summary of the
literature on the macroeconomic and financial icgtions of crises.
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4.1. Real Effects of Crises

Financial crises have large economic costs. Manges&ons are
associated with financial crises (Figure 5) (Claass Kose, and Terrones,
2009, 2012). And financial crises often tend to enkese recessions worse
than a “normal” business cycle recession (Figurd b average duration of
a recession associated with a financial crisi®messix quarters, two more
than a normal recession. There is also typicallgrger output decline in
recessions associated with crises than in otheessgans. And the
cumulative loss of a recession associated withseésqicomputed using lost
output relative to the precrisis peak) is also mieger than that of a
recession without a crisis.

Figure 5. Coincidence of Recessions and Crises

350

300 A m All recessions

H Recessions with crises

250 4

200 A

150 4

Number of recessions

100 -

50 A

World Advanced economies Emerging market
economies

Notes: The sample includes data for 23 advancedtdes and 38 emerging market countries, and covers
1960-2011. A recession is associated with a firraisis if the financial crisis starts at the satime with
the recession or one year before or two years tiféepeak of the recession.
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Figure 6. Real Implications of Financial Crises, Cunches, and Busts
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Notes: The sample includes data for 23 advancedtides and covers 1960-2011. For "Duration" meass a
shown, for "Cumulative Loss" and "Amplitude" mediaare shown. Amplitude is calculated based on the
decline in output from peak to trough of a recassiuration is the number of quarters between ek
trough, and cumulative loss combines informatiooudlthe duration and amplitude to measure oveoslt of

a recession and is expressed in percent. Disrugpt{savere disruptions) are the worst 25% (12.5%) of
downturns calculated by amplitude. A recessionsisoeiated with a (severe) credit crunch or a hquise
bust if the (severe) credit crunch or the houseepbust starts at the same time or one quarterebtife peak

of the recession. A recession is associated witheacial crisis if the financial crisis startstae same time of
the recession or one year before or two years tféepeak of the recession. The severe finandsg<are the
worst 50% of financial crises as measured by oudpatine during the recession.
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The real impact of a crisis on output can be comegbuising various
approaches. For a large cross-section of counties a long period,
Claessens, Kose, and Terrones (2012) use theidraditbusiness cycle
methodology to identify recessions. They show tlegiessions associated
with credit crunches and housing busts tend to besncostly than those
associated with equity price busts. Overall losses also be estimated by
adding up the differences between trend growth actdal growth for a
number of years following the crisis or until thené when annual output
growth returns to its trend.

On this basis, Laeven and Valencia (2013) estirttse the cumulative
cost of banking crises is, on average, about 23@0QP during the first four
years’ Regardless of the methodology, losses do varysacoountries.
Overall losses tend to be larger in emerging markait the large losses in
recent crises in advanced countries (e.g., botlandeand Ireland’s output
losses exceeded 100%) paint a different picture. kdian output loss for
advanced countries is now about 33%, which excékds of emerging
markets at 26%.

Crises are generally associated with significactides in a wide range of
macroeconomic aggregates. Recessions followingseghibit much larger
declines in consumption, investment, industrialdoiciion, employment,
and exports and imports compared with those remessvithout crises. For
example, the decline in consumption during recessiassociated with
financial crises is typically seven to ten timegé than those without such
crises in emerging markets. In recessions withases, the growth rate of
consumption slows down but does not fall below zelo contrast,
consumption tends to contract during recessionscaged with financial
crises, another indication of the significant tiblat crises have on overall
welfare.

From a fiscal perspective, banking crises can Ipeaally costly. Both
gross fiscal outlays and net fiscal costs of raaglfinancial distress and
restructuring the financial sector can be very dar§or banking crises,
Laeven and Valencia (2013) estimate that fiscatscaset of recoveries,
associated with crises are on average about 6.8%D&%. Debt crises can be
costly for the real economy. Furceri and Zdzieni¢k@12) report that debt
crises are more costly than banking and currenigesrand are typically
associated with output declines of 3-5% after oearyand 6-12% after
eight years.

® The loss numbers rely on an estimated trend graygiically proxied by the trend in GDP growth upthe
year preceding the crisis. These numbers can aterstitput losses, however, because the econong cou
have experienced a growth boom before the cridigeen on an unsustainable growth path.
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The combination of financial system restructuringsts and a slow
economy can lead public debt to rise sharply duriimgncial crises.
Reinhart and Rogoff (2009a) document that crisissagjes are often
associated with substantial declines in tax reverune significant increases
in government spending. For example, government dsés by 86%, on
average, during the three years following a bankingis. Using a larger
sample, Laeven and Valencia (2013) report the metfierease in public
debt to be about 12% for their sample of 147 systéranking crises.

Although empirical work has not been able to pinpohe exact reasons,
sudden stops are especially costly. Using a paaial set for 1975-97 and
covering 24 emerging markets, Hutchison and No@§20inds that while a
currency crisis typically reduces output by 2—-3%sumlden stop reduces
output by an additional 6—-8% in the year of thsisriThe cumulative output
loss of a sudden stop is even larger, about 13-d\&Era three-year peridd.
Cardarelli, Elekdag, and Kose (2010) examine 108oejes of large net
private capital inflows to 52 countries during 198807 and report that the
typical post-inflow decline in GDP growth for eptes that end abruptly is
about 3% points lower than during the episode, amout 1% point lower
than during the two years before the episode. Tlleseuations are also
accompanied by a significant deterioration of theent account during the
inflow period and a sharp reversal at the end.

4.2. Financial Effects of Crises

Crises are associated with large downward cormestion financial
variables. A sizable research effort has analybhedetvolution of financial
variables around crises. Some of the studies slitleirature focus on crisis
episodes using the dates identified in other warthers consider the
behavior of the financial variables during periadsdisruptions, including
credit crunches and house and equity price budthoégh results differ
across the types of crises, both credit and as®etsgend to decline or grow
at much lower rates during crises and disruptidrentthey do during
tranquil periods, confirming the boom-bust cycles these variables
discussed in previous sections.

In a large sample of advanced countries (Figuréh@jise prices fall by
about 12%, and equity prices drop by more than 40Qfng recessions
associated with severe house price busts and recesgith severe financial
crises, respectivelyAsset prices (exchange rates, equity and housespric
and credit around crises exhibit qualitatively $amiproperties in their

® Of course, this and other analyses can suffer freverse causality. That is, private agents seetewbat
lead them to predict future drops in a country’fpotiand, as a result, these agents pull theitaapom the
country. In this view, anticipated output dropssdrsudden stops, rather than the reverse.
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temporal evolution in advanced and emerging madkeintries, but the
duration and amplitude of declines tend to be lafgiethe latter than for the
former.

Figure 7. Financial Implications of Crises, Crunchs, and Busts
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Notes: The sample includes data for 23 advancedtdes and covers 1960-2011. Each panel shows the
median change in respective variable during rearssassociated with indicated financial eventsrupisons
(severe disruptions) are the worst 25% (12.5%) @frdurns calculated by amplitude. A recession is
associated with a (severe) credit crunch or a hptise bust if the (severe) credit crunch or hopisee bust
starts at the same time or one quarter before #ai pf the recession. A recession is associateld avit
financial crisis if the crisis starts at the sanimeetas the recession or one year before or twosyeféer the
output peak preceding the recession. Severe fiaboiises are the worst 50% of financial crisesnaasured

by output decline during the recession.
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5. Conclusion

This paper presents a brief survey of the litemtom financial crises to
answer three specific questions. First, what magtors explain financial
crises? Although the literature has clarified sahéese factors, it remains
a challenge to definitively identify the causescoses. Many theories have
been developed about the underlying causes ofscrideese theories have
recognized the importance of booms in asset arditarearkets that turned
into busts as the driving forces behind most cregssodes. Given their
central roles, the paper briefly summarizes thertecal and empirical
literature analyzing developments in credit andetssarkets around
financial crises.

Second, what are the major types of crises? Althdumancial crises can
take various shapes and forms, the literature begséd on four major
types: currency crises, sudden stop (or capitalowdc or balance of
payments) crises, debt crises, and banking cr&eses can be classified in
other ways, too, but the types still often overl&pnumber of banking
crises, for example, are also sudden stop episani@surrency crises. The
paper presents the frequency over time and acrofsedt groups of
countries.

Third, what are the real sector and financial seichplications of crises?
Large output losses are common to many crisesotre macroeconomic
variables (consumption, investment, and industpedduction) typically
register significant declines. Financial variablike asset prices and credit
usually follow qualitatively similar patterns acsosrises, albeit with
variations in duration and severity. The paper sanwes the literature on
the macroeconomic and financial implications o$esi.

One of the main conclusions of the literature oraficial crises is that it
has been hard to beat the “this-time-is-differesytidrome. This syndrome,
as aptly described by Reinhart and Rogoff (2009b5)p is the belief that
“financial crises are things that happen to othexgple in other countries at
other times; crises do not happen to us, here awl. We are doing things
better, we are smarter, we have learned from pastakes”. Although
often preceded by similar patterns, policymakens! t® ignore the warnings
and argue that “the current boom, unlike the maagniis that preceded
catastrophic collapses in the past (even in ountrgpis built on sound
fundamentals”. Leading up to every crisis, claims are made that
developments appear to be different from those rbe&arlier episodes.
Before the 2007-09 crisis, for example, the extendiversification of risks
and advanced institutional frameworks were usefustfy the belief that
“this time is different.”
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There are many similarities in the run-ups to &ide the 2007-09 crisis,
increases in credit and asset prices were sinuléindse observed in earlier
crises. Given these commonalities, it should besiptes to prevent crises.
Yet, that seems to have been an impossible tagk. stiygests that future
research should be geared to beating‘this-time-is-different” syndrome.
In addition, more intensive efforts are neededdltect the necessary data to
guide both empirical and theoretical studies.
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