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Different stages of the life of a bank
I. Introduction to Bank Resolution

Licensing Normal Banks Weak Banks  Unviable
Banks

Standard Supervision
[preventive]

Intensive
Supervision

Resolution
Process

Measures

Point of no
return 

76 3

252 26

… 32

50 0
2007

2008

2009

2006

USA 
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What is Bank Resolution?
I. Introduction to Bank Resolution

A possible definition 

The procedures and measures taken by the 
authorities to solve the situation of an 
unviable bank

The resolution of a bank implies a certain 
degree of deposit payment and typically leads 
to the withdrawal of the bank´s license
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And… It affects depositors´ resourcesAnd… It affects depositors´ resources

Why is Bank Resolution of great importance?
I. Introduction to Bank Resolution

It could lead to negative systemic effects (i.e., 
contagion risk) if a bank closure is mismanaged

It sets incentives for the remaining part of the system 
(moral hazard )

It could lead to large total costs, depending on the 
modus operandi through which the bank is closed

In systemic situation could impact the dynamic and 
the solution to the crisis
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II. Alternatives Resolution Schemes

Most common resolution schemes (Basel definitions) ‐
not mutually exclusive

Closure of the bank and payment of deposits1

Open bank assistance (liquidity or capital)2

Government  intervention (take‐over, nationalization)3

Merger /Acquisition (induced by the authorities)4

“Bridge Bank”5

“Good Bank‐Bad Bank” (or other Purchase‐and‐Assumption modalities) 6

F& H (“Forbearance and Hope”)
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II. Alternatives Resolution Schemes

Most common resolution schemes (Basel definitions) ‐
not mutually exclusive

Moral 
Hazard

Fiscal/
Private Cost

Systemic 
Impact

Bank services 
deterioration

Low High Medium/
High

unknownHigh Low

High

unknownHigh Low

Low/ 
High

NoneMedium

LowMedium Medium

Low

Low

Low

Low

Low Low Low Low

Closure of the bank and 
payment of deposits

1

Open bank assistance
(liquidity or capital)

2

Government  
intervention (take‐over)

3

Merger / Acquisition 
(induced by the authorities)

4

“Bridge Bank”5

“Good Bank‐Bad Bank”
(or other Purchase‐and‐Assumption modalities) 

6
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“Good Bank” ‐ “Bad Bank” Scheme
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Transfers the “good bank” to one or more solvent
banks willing to acquire it  

Leaves the “bad bank” to its owners and start
the liquidation process (typically ends in bankruptcy)

How it works: it …
III. “Good Bank‐ Bad Bank”

“Bad Bank”

“Good Bank”

Separates the failed bank into
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Judicial 
liquidation 

III. “Good Bank‐ Bad Bank”
Troubled Bank

Assets 
(real value‐net)

Deposits

Other Liabilities

Bad Bank Good Bank

Assets

Deposits

Bank

Acquiring
Bank (s)

Deposit Insurance
Agency 

Ice‐c
ream

 The
ory

Trust
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Details:
III. “Good Bank‐ Bad Bank” (cont.)

Balance sheet of Troubled Bank

Assets
(Net)

Guaranteed
Deposits 

Provisions
Other deposits

Other liabilities

Good Bank

Guaranteed 
Deposits

Other Deposits

Bad Bank (residual bank)

Labor Claims

The certificate 
amount = sum 
of transferred 
liabilities

Residual 
assets 
(after covering
DIA contribution)

Trust

Assets
(Net)

DIA
contribution 

Trust Certificate

Transfer to
purchasing
bank (s)

To
liquidation

Note: It assumes that net assets + DIA
contributions are enough to transfer all
the deposits to the “Good Bank”. 

Other liabilities
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III. “Good Bank‐ Bad Bank”

Possible resolution outcomes:
Suspension of Bank

operations

Solution Process

Start
Liquidation

Troubled Bank

1st. Best:  GB‐BB

2nd. Best: Insurance
Payment.

Liquidation
(Residual Bank)

Liquidation
(Entire Bank)

Resolution
(dissolved and
Liquidated)

Bank Resolution Process (BR)

Supervision Authorities or DIABank Management Liquidator
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Rehabilitation
Plan 

time

AA BB
“Needed actions”

Rehabilitation
Plan 

timeSuspension of
bank operations

End of Bank
Resolution Process

AA BB
“Needed actions”

timeSuspension of
bank operations

End of Bank
Resolution Process

AA BB

Rehabilitation
Plan 

“Needed actions”

Rehabilitation
Plan 

timeAA

“Needed actions”“Needed actions”

BB

Period of Deposits unavailability (suspension)

BB

Reducing length of resolution period...
III. “Good Bank‐ Bad Bank”
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III. “Good Bank‐ Bad Bank”

Some advantages of the Good Bank‐Bad Bank scheme

Minimizes contagion risk & is market friendly+

Minimizes costs:
No public funds (typically)
No further deterioration of assets
No further operating and financial losses

+

Preserves banking services and jobs+

Eliminates legal contingencies for buyer (all hidden claims 
remain in the “bad bank”)

+

Minimizes moral hazard (shareholders of Troubled Bank face a 
bankruptcy process)

+
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Proper
legislation

(legal clarity to 
apply GB‐BB; 
protection to
supervisors 
and
to process)

1 2 3 4 5 6

(solvent  and 
legally able to 
participate en 

BR)

Deposit
Insurance
Agency

(regulations,
manuals,

criteria, etc; 
rules vs. 

discretion)

Formal
procedures

(Skills, training, 
simulations, 
Organization,

logistic)

Implemen‐
tation

Capability

Enhanced
Supervision

(Regulation & 
Supervision)

BCF

Bank
Capitalization

Fund

IV. Bank Resolution Pillars

Bank Resolution Pillars
Bank Resolution
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Ensure a minimum level of 
protection to “widows and orphans”. 

Minimization of direct financial and 
economic costs. 

Minimization of contagion risk. 

No bail out for shareholders. 

Adequate transparency.. 

Timely response and resolution. 

No bail out for investors

(*)“Practical Guidelines for Efective Bank Resolution” – Bolzico, Mascaró and Granata, 2007. Word 
Bank, Policy Research Working Paper, WPS 4389 

IV. Bank Resolution “criteria”
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Experience with Good Bank‐Bad Bank scheme
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V. “ Experiences with Good Bank‐ Bad Bank”

International evidence points to a number of successful GB‐BB cases

(i) Resolved at minimum cost
(ii) Covering most deposits
(iii) Preserving majority of bank employment

Mellon Bank
First GB‐BB 
case

1988 1991 …

Bank of New 
England

1992

Nordbanken and Gota
Both failed, two bad 
banks created
Good Nordbanken, 
purchased good Gota

1998…

Banco Mayo

… 2003

Mutual la Frontera

2004

Financentro

… 2006

Resolution
of Bancafé
[19 Oct. 2006]
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Bancafé [mid‐2006]
V. “ Experiences with Good Bank‐ Bad Bank”

2007

• Bank Law
Bank 
Resolution 
Deposit 
Insurance Fund 
(FOPA)

2002

• Bank 
Capitalization
Fund

2003 2004

• Development of BR tools 
and skills
Formal Procedures (Draft 
of Regulations, 
handbooks, pro‐forma 
contract, etc)
Training (seminars, 
simulations, etc.)

• Development of BCF 
documents and skills
Draft of Regulations, pro‐
forma contract, etc)
Training

2005

• Launch of BCF
• Draft of Regulations, pro‐
forma contract, etc)

• Training

• Bank Resolution
Regulation

2006

• Bank Resolution 
Handbook Bank

Resolution
of Bancafé
[19 Oct. 2006]

Guatemala readiness before Bancafé Bank
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4th bank of the country 10% of the System

US$ 900 millions of deposit 152 agencies 

2.200 employees 

Bancafé
V. “ Experiences with Good Bank‐ Bad Bank”

1

3

5

2

4

BanCafé was a systemic bank 

Guatemala readiness before Bancafé Bank

20072007

• Bank Law
Bank 
Resolution 
Deposit 
Insurance 
Fund (FOPA)

2002

• Bank Law
Bank 
Resolution 
Deposit 
Insurance 
Fund (FOPA)

2002

• Bank 
Capitalization
Fund

2003

• Bank 
Capitalization
Fund

2003 2004

• Development of BR 
tools and skills
Formal Procedures 
(Draft of Regulations, 
handbooks, proforma 
contract, etc)
Training (seminars, 
simulations, etc.)

• Development of BCF 
documents and skills
Draft of Regulations, 
proforma contract, etc)
Training

2004

• Development of BR 
tools and skills
Formal Procedures 
(Draft of Regulations, 
handbooks, proforma 
contract, etc)
Training (seminars, 
simulations, etc.)

• Development of BCF 
documents and skills
Draft of Regulations, 
proforma contract, etc)
Training

2005

• Launch of BCF
• Draft of Regulations, 

proforma contract, etc)
• Training

2005

• Launch of BCF
• Draft of Regulations, 

proforma contract, etc)
• Training

• Bank Resolution
Regulation

• Bank Resolution
Regulation

2006

• Bank Resolution 
Handbook

2006

• Bank Resolution 
Handbook Bank

Resolution
of Bancafé
[19 Oct. 2006]

Bank
Resolution
of Bancafé
[19 Oct. 2006]
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BanCafé (mid‐2006)
V. “ Experiences with Good Bank‐ Bad Bank” (cont.)

6 days
(3 working days)

Time

• Regularization 
Plan

14 Sept.
‘06

• Analysis
potential
buyer banks, 

• Selection of 
Temporary 
Administrators 
(interventores)

• Coordination future 
actions
with DIA

• Information

• Improvement
of  Readiness  

“Needed actions”

• Corrective 
Measure

• Cease and D. 
order

Jul. ‐ Sep.
‘06

• Suspension
of the bank

• Implementation 
Resolution 
process

19 ‐ 25
October

’06

The resolution process
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Trust
Certificate

Trust
Certificate

BanCafé
V. “ Experiencies wiht Good Bank‐ Bad Bank” (cont.)

BanCafé

Assets 
(real value‐net) Deposits (Insured: 280)

Other Liabilities

940
920

40

Good Bank

280

360

280

Agromercantil

BanRural

Reformador

Trustee

• 940 (bank assets)

920

920

• 210 FOPA

920

• 210 FOPA

Acquiring Bank (s)

Bank Cap. Fund

• Subordinated Debt buy $ 
50 mill. approx.

Deposit Insurance
Agency 



23

Bank Resolution and Contagion Risk:
A Digression 
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VI. Bank Resolution and Contagion Risk

“Total” Contagion Risk (TCR):
A bank failure raises the probability of a run on the deposits of other banks

The Direct risk emerges when the depositors of a 
failed bank do not have access to all or part of their 
deposits, or perceive they will have permanent losses 

The Indirect risk emerges from negative externalities 
of a bank failure over: the economy, the fiscal stance, 
or the solvency of the DIA

TCR = direct risk (DCR)+ indirect risk (ICR)



25

Digression (cont.) Minimizing TCR‐illustration
VI. Bank Resolution and Contagion Risk

Direct
Contagion 
Risk (DCR)

Indirect
Contagion 
Risk  (ICR)

.


