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The recent failures of Silicon Valley Bank, Silvergate Bank, and First Republic Bank in the
United States and of Credit Suisse in Europe have spurred renewed interest in the effects of banking
distress on economic activity. Following these bank failures, policymakers promptly pointed to the
contractionary effects of tightening credit conditions as a reason to reassess the monetary policy
stance consistent with price stability and full employment. But how large are the contractionary
effects of banking crises, how fast do they materialize, and how long do they last?

To contribute to this ongoing debate, this study evaluates the macroeconomic effects of bank-
ing distress by examining historical episodes that took place in advanced economies, including
the United States, during the modern period.1 These episodes include not only systemic crises but
also milder banking distress, which is a useful benchmark since the current turmoil may not be
systemic. Although there are differences across the countries analyzed in this brief, all are highly
developed and share many important characteristics, such as a developed financial market and
banking system. Thus, such international evidence can provide useful context for our understand-
ing of contemporary events.2

The key result presented in this brief shows that even non-systemic financial distress is typically
followed by a sizable and persistent economic contraction. A systemic banking crisis has two to
four times larger contractionary effects on output and employment compared with an episode of
non-systemic financial distress. The degree of corporate leverage, market-based financing, and
bank capitalization can generate some heterogeneity in the output effects: The effects of financial
distress are amplified by a highly leveraged business sector but dampened if corporate debt is
financed by bonds rather than bank loans and if the banking system is well capitalized.

Historical Episodes of Financial Distress

This analysis uses data from two sources. One is a compilation of crisis indicators by Reinhart
and Rogoff (2009), who differentiate across types of crises such as financial distress, systemic
banking crises, currency crises, and other types in a global setting.3 The other is the Macrohistory
Database (see Jordà, Schularick, and Taylor, 2017; Jordà et al., 2021), which provides long time
series on financial conditions as well as economic activity and labor market characteristics for a
variety of advanced economies.4 Note that this database also contains an indicator for a financial
crisis, but unlike Reinhart and Rogoff’s data, it does not differentiate across types of crises. Such a
differentiation, however, is key for the analysis presented in this brief, which focuses primarily on
the effects of non-systemic financial distress.5

The estimation sample covers 16 advanced economies during the 1960–2014 period, with the
output and unemployment effects analyzed through 2019.6 Of the 27 financial distress episodes
occurring in this sample, 10 correspond to a systemic banking crisis. These episodes include the
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post-Franco crisis of the late 1970s in Spain; the banking crises of the early 1990s in Finland,
Norway, and Sweden; Japan’s banking crisis of the 1990s; and the Global Financial Crisis of
2007–2008 in some countries.7

The non-systemic financial distress episodes are distributed more evenly than the systemic
crises. Such episodes include those that occurred in the United Kingdom in the mid-1970s, mid-
1980s, and early 1990s; in Germany in the late 1970s; in Canada in the mid-1980s; in the United
States in the late 1980s (the savings and loan crisis); in Australia and Italy in the early 1990s; in
France in the mid-1990s; and others. For six countries, the Global Financial Crisis was also an
episode of non-systemic distress. Thus, history provides substantial variation in the geography,
time, and severity of financial distress to identify its impact on the economy.
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Figure 1: The Effects of Non-systemic Financial Distress

Source: Authors’ calculations using data from the Jordà-Schularick-Taylor Macrohistory Database and Reinhart and
Rogoff’s crisis indicators extended through 2014.
Notes: This figure shows the change in output (left panel) and the unemployment rate (right panel) following an onset
of financial distress relative to the counterfactual case of no distress. These results are obtained from estimating a series
of linear equations at various response horizons h using ordinary least squares (local projections), with the logarithm
of output or the unemployment rate in year t + h on the left-hand side and a financial distress indicator in year t on
the right-hand side, controlling for other crisis indicators (systemic, currency, inflation crises), country and time fixed
effects, as well as 10 annual lags of the response variable, of the distress and other crisis indicators, of the logarithm of
the consumer price index, and of the long-term nominal interest rate. Response horizons h, in years, are plotted along
the horizontal axis while the estimated effects corresponding to those horizons are plotted along the vertical axis. The
light (dark) gray areas represent 95 percent confidence (1 standard error) bands, with standard errors clustered by year.
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Effects on Output and Unemployment

Figure 1 shows that non-systemic financial distress in the banking system has sizable and persis-
tent contractionary effects on real GDP per capita and the unemployment rate. These effects are
estimated using lag-augmented local projections (Jordà, 2005; Montiel Olea and Plagborg-Møller,
2021), a method widely used in the empirical macroeconomic literature. The estimates show that
banking distress, on average, leads to a reduction in output of 1.3 percent one year after its onset
and a peak increase in the unemployment rate of 1.0 percentage point two years after the onset.

Real consumption per capita and real investment per capita both decline persistently following
an episode of financial distress.8 Real consumption declines 2.7 percent and real investment 7.6
percent after three years. The large estimated decline in investment confirms that this component
of output is particularly sensitive to financial conditions. The estimated effect on inflation is not as
clear and appears to be statistically insignificant.

While the Global Financial Crisis features prominently during the sample period, the estimated
effects on output and unemployment remain large when we exclude this episode from the sample.
In the sample ending in 2002 (and the economic effects measured through 2006), the effects on
output are approximately the same as those in the baseline sample, whereas the effects on unem-
ployment, at their peak, are about half the magnitude of the baseline value.

The baseline estimates of the banking distress effects documented in Figure 1 are moderate,
in part because those episodes exclude systemic banking crises.9 Figure 2 shows that a systemic
banking crisis has an effect on output that is as much as four times greater compared with financial
distress and a peak effect on unemployment that is two times greater. For comparison, the blue
dashed lines in the figure show the previously discussed effects of non-systemic banking distress.
The remainder of this brief focuses on non-systemic financial distress episodes, since systemic
crises are relatively rare and have received significant attention in previous studies. Nevertheless,
they may provide a useful benchmark as an upper bound of the effects of problems in the banking
system.

Amplification Factors

The effects discussed so far correspond to the average financial distress period during our sample
period. The output decline due to financial distress likely depends on the amount of credit in
the economy, the role that depository institutions play in credit intermediation, and the resilience
of the financial sector to adverse shocks, among other factors. The wide variety of international
financial distress episodes analyzed in this brief can be used to assess the relative contribution of
these factors to heterogeneity in the real effects of financial distress.

This study finds that non-systemic banking distress leads to a larger output decline when the
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non-financial business sector is highly leveraged, as measured by debt to income. Specifically, an
increase in non-financial business debt of 10 percent of GDP amplifies output declines one year
after the onset of the financial shock by 0.42 percentage point, which is about one-third of the
average decline. This and the related estimates discussed below are obtained by interacting the
financial distress indicator with the annual lag of the corresponding measure—business debt as a
share of GDP, in this case.10

Next, a higher share of market-based financing (for example, through issuance of corporate
bonds) relative to bank financing (that is, bank loans) in total business debt helps mitigate banking
distress. This study estimates that a 5 percentage point increase in the share of business debt
financed by bond issuance reduces the output decline due to financial distress by 0.55 percentage
point after one year. To illustrate the scale of this effect, note that the average observation in the
sample is characterized by a roughly 50-50 split between bank loans and market funding.

The effects of banking distress on the economy are less pronounced in better-capitalized bank-
ing systems. A 1 percentage point increase in the bank capital ratio (bank equity divided by assets)
leads to a 0.27 percentage point reduction in the output decline one year after the shock and a
0.66 percentage point reduction in the output decline after two years. Hence, while increased bank
capitalization has a relatively modest effect at the peak of financial distress, it can shorten the crisis
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Figure 2: The Effects of a Systemic Banking Crisis

Source: Authors’ calculations using data from the Jordà-Schularick-Taylor Macrohistory Database and Reinhart and
Rogoff’s crisis indicators extended through 2014.
Notes: This figure shows the evolution of output (left panel) and the unemployment rate (right panel) following an
onset of a systemic banking crisis relative to the counterfactual case of no financial distress. See notes to Figure 1 for
estimation details. The light (dark) gray areas represent 95 percent confidence (1 standard error) bands, with standard
errors clustered by year.
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substantially.
Overall, these results are intuitive: Higher leverage makes businesses more vulnerable to a

tightening in bank lending standards and a credit contraction, while higher bank equity stimulates
credit supply and enhances banks’ capacity to absorb shocks.

Implications for the Current Banking Issues

The factors amplifying or dampening the effects of financial distress are not only important for
cross-country differences but highly relevant for the ongoing domestic policy discussions. The U.S.
economy, on the one hand, is characterized by historically high corporate leverage. On the other
hand, the U.S. banking system is likely better positioned to withstand an adverse financial shock
than it was during the 2007–2008 financial crisis, due in part to improved regulation following
that episode. Moreover, the domestic economy is supported by deep financial markets, which
could mitigate the credit distress stemming from a specific segment of the banking sector such as
regional banks.

In lieu of concluding remarks, this study performs back-of-the-envelope calculations of the
effect of non-systemic financial distress, similar in size to the typical episode in the sample, on
domestic output. These calculations combine the latest observations of debt over GDP, bank loans
over business debt, and the bank capital ratio for the United States with the estimates discussed
above. The negative effect of relatively high corporate leverage in the United States is almost
entirely offset by the positive effects of relatively high bank capitalization and a relatively small
share of bank loans in business debt. The resulting estimate of output decline one year after the
onset of non-systemic financial distress equals 1.4 percent, which is statistically indistinguishable
from the 1.3 percent estimated in the full sample without accounting for heterogeneity.

While the historical evidence presented in this brief provides a useful benchmark of the quan-
titative effects of banking distress, it is still early to assess the size of the financial shock. The
current banking turmoil also differs from past stress episodes in various ways that deserve separate
coverage. Thus, it remains to be seen whether this time is going to be different.
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Notes

1. This study builds on vast academic research studying financial crises. For influential empirical studies, see Bernanke
(1983), Peek and Rosengren (2000), and Khwaja and Mian (2008), among many others. For examples of theoretical
contributions, see Bernanke and Gertler (1989), Kiyotaki and Moore (1997), Gertler and Kiyotaki (2010, 2015), and
Gertler, Kiyotaki, and Prestipino (2020).

2. Examples of influential studies that employ cross-country data to quantify the macroeconomic effects of financial
distress include Bordo et al. (2001), Reinhart and Rogoff (2009, 2013), Jordà, Schularick, and Taylor (2013, 2016),
and Jordà et al. (2022). Sufi and Taylor (2022) provide a comprehensive survey of this literature and estimates.

3. These data, updated through at least 2014, are available from Harvard Business School’s Behavioral and Finan-
cial Stability Project at https://www.hbs.edu/behavioral-finance-and-financial-stability/
data/Pages/global.aspx.

4. We use Release 6 (July 2022) of this database, which can be accessed at https://www.macrohistory.net/
database/.

5. Another difference between these sources is that the Macrohistory Database indicates the onset but not the duration of
a crisis. This difference, however, plays a lesser role in the analysis here because we control for the lags of the financial
distress indicator as well as other observable variables, thereby extracting the unforeseen component of a crisis.

6. The country coverage follows that in the Macrohistory Database, except for Ireland and Switzerland, for which the
financial distress indicator is not available from the other source. While the original sample is selected starting in
1950, the 1950–1959 period is not in the estimation sample because it is used for lag controls. We omit the period
prior to 1950 because the global financial system was likely too different from the modern one to be informative for
contemporary policy issues.

7. The year 2008 is associated with a systemic banking crisis in six countries in the sample, with financial distress in
another six countries, and with neither a systemic crisis nor financial distress in four countries.

8. In the interest of space, the figures showing the responses of GDP components and other variables are not shown but
described briefly in the text.

9. During systemic crises, as defined in the literature, the financial system experiences significant bank runs that result in
the closure or takeover by the public sector of important financial institutions.

10. The estimated model includes lags of leverage and other variables discussed in this section as control variables.
All such variables as well as the corresponding interaction terms are included simultaneously to account for cross-
correlations. Secular trends in leverage and other continuous financial variables are removed by using deviations from
five-year, backward moving averages.
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