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Introduction

The financial and economic crisis began in 200d, gquickly took on unanticipated proportions. It
is still too early to draw all the lessons. Howewhis crisis has provided an opportunity to
experiment in vivo one of the most important palaf economic theory: the lender of last resort
(LOLR). This paper (1) examines the LOLR from actteical point of view, (2) tries to

understand the nature of the crisis, as well ab@8) it was managed both from a European and an
American LOLR perspective, (4) what difficulties magement of the crisis encountered, and (5)

what we have learned concerning actions by theeleoftilast resort in a globalized world.

Part |

The lender of last resort, a theoretical detour
Henry Thornton (1802) and Walter Bagehot (1873)tlaeetwo authors who developed the key
elements of the classical doctrine of the lendéasifresort. According to Bagehot, in a panic
situation monetary authorities should lend unsggyibut at a penalty rate to illiquid but solvent
banks. In addition, the rules under which assisgamguld be provided—Ilending freely at penalty
rates against sound collateral—should be cleaaledtbeforehand in order to avoid needless
uncertainty. To summarize, both authors explaihedieed for an LOLR and described its

principles as follows (Humphrey, 1989; Freixaslef800):

- Prevent the decline in the money stock from panic

- Set policy in function of the longer range targkéimonetary growth;

- Provide support to the overall financial systesteéad of particular banks;

- State policy in advance so as to remove unceytéat could contribute to panic;
- Make loans only to solvent banks in return fagthguality financial assets;

- Grant all illiquid banks access to credit at ghhiate.



While free banking advocates believed that thermiseed for an LOLR, since only sound
banks will be able to emerge from a crisis unsahtred bank failures are simply a logical
punishment resulting from imprudent risk taking,matarist writers in the twentieth century have
reiterated the classical notion of the LOLR. Theyua that a central bank (CB) must allow
insolvent banks to fail in order to prevent moratard. According to them, the Fed should have
followed Bagehot’s principles during the depressbthe 1930s, conducted more open market
operations in order to prevent bank failures, dmag more readiness to lend freely to illiquid but
sound banks. However, other authors have questitradast point and put forth an alternative
view, advocating broadening the power of the LObRtlude aid even to insolvent banks. If the
central bank is to ensure the stability of therficial system, it might be preferable not to exclude
all possibilities of saving such institutions (Seldl982). In Goodhart’s view (1985, 1987, 2008),
the distinction between illiquidity and insolvenisya myth. When a central bank helps out a bank
in a liquidity crunch, it does not know to exactifat extent the bank is solvent (Goodhart, 1985).
Santos (2006), in turn, notes that the CB should kgt a penalty rate, but does not specify how to
determine the size of this penalty.

Despite these reservations, and modifications iediy the considerable expansion of the
financial system since the late nineteenth centoday Bagehot’s conception of the LOLR still
widely prevails. The central bank, as LOLR, helpswre systemic stability. In general, what is
meant by that is stability of both the banking eeeéind the financial markets, not only the stock
markets, but also and specifically the paymentesyst In order to carry out this mission, the CB
must use preventive measures as well as measured at helping to overcome a crisis when it
occurs. In such a case, the CB must above allensat liquidity is available or very quickly
restored, because that is what stabilizes the diahaystem. Bagehot’s proposal was later
guestioned because solvent banks with good cdlatbould be able to borrow from the market.
However, the same uncertainty about a bank’s filshigondition may lead to a situation where
market mechanisms fail to insure banks againstdityjushocks.

Actually, the real problem occurs in the case tdrimank market failure. Under certain
circumstances liquidity dries up, and the interbardtcket does not operate properly when solvent
institutions are unable to borrow. A generalizegidity crisis affects all bankhe literature
identifies different sources of such problems i ititerbank market. They are all rooted in

asymmetric information. First of all, these infotima asymmetries make it difficult for the CB to



distinguish between illiquid and insolvent bank&reby running the risk of providing liquidity to
“undeserving” institutions. However, the challengéentifying the problems of asymmetric
information between banks on the interbank markdtwhat is causing this market’s paralysis.
Liquidity may dry up in the interbank market beaabanks refuse to lend to each other. This
happens either because of asymmetric informatioceming borrowers or when the bank worries
that it in turn may experience difficulties borragiin the interbank market to address its own
possible shortage of liquidity. Such expectatioesdme self-fulfilling in the same way as bank
runs. The LOLR intervention aims to provide liqiydor at least to reassure banks that liquidity
will be available when needed.

These possible interbank market failures provide rationale for an LOLR. But
intervention is justified only if the benefits owtigh the costs (Freixas, 1999). Rochet and Tirole
(1996) present a general model while attemptirigptovide a framework in which some of the
issues surrounding systemic risk can start beiadyaed." They focus on analyzing links between
banks, mainly the interbank lending channel. Inrthodel, if peer monitoring is to be
encouraged, the authorities must commit to cloalhganks that suffer losses from interbank loan
exposures: if the failure of one bank causes tihgréaof another that had lent to it, both banks
must be allowed to fail. Otherwise, there wouldhbancentive for peer monitoring. Because it is
difficult for the central bank to commit to a clesipolicy that would allow knock-on effects to
occur, Rochet and Tirole conclude that the prakctelavance of peer monitoring is limited.

However, the cost of LOLR and capital injectionsngral hazard. Schematically, there are
two ways of intervening: lending to the market aghmle or lending to individual institutions.

Both of them lead to significant moral hazard.

LOLR support to the market as a whole is used &b wéh generalized liquidity shortages.
Such operations (which are made against high-gquaditateral) reduce the general level of short-
term interest rates or prevent them from risinghfeir. Put another way, such support increases the
supply of reserve money. The distinction betweei.R@upport to the market and a loosening in
monetary policy is not easily made, leading sonaglamics to suggest that they are the same.

Normally when a liquidity shortage arises, the carttank will supply cash for a very short
term. If the problem looks likely to last longeatha day or two, the central bank will either decid
to let the bank fail or, as LOLR, to provide it ivémergency liquidity assistance (Goodhart, 2008)

at a higher interest rate. Another possibilitynecting capital in the financial institution. This



constitutes strong support against risk. Howevisrrtray feed moral hazard since it may lead those
concerned to believe that the financial institutioguestion is insured against all kinds of risk,
including credit and market risk. Furthermore, talpnjections create more moral hazard by
reducing the incentive for uninsured investors tmitor the institutions to which they have lent
(Kaufman, 1991, and Rochet and Tirole, 1996).

One way of responding to this increase in morabhdis ex-ante "constructive ambiguity”
(Corrigan, 1990, Giannini, 1999). By not committingforehand to a bank rescue, and remaining
ambiguous about whether such an intervention aliétplace or not, the LOLR expects banks to
act more prudently. One wonders whether that it Wieaauthorities were seeking in the way they
dealt with Lehman Brother@r whether they underestimated—consciously or nbe-ifficulties
that managers encountered in getting shareholdene grivate sector to provide liquidity support.
Lack of transparency and clear-cut accountabiliakenit possible for the authorities to avoid
having to justify different treatments for what nggrerceive to be identical situations.

But even if one agrees with the necessity of @hR, does such an authority have to be a
central bank? Given that the stability of the baglsystem is a matter of public interest, it is
understandable the central bank would be entrusiiacthe task of assuring the stability of the
system. But as countries realized that despitptésence of an LOLR, banks were still vulnerable
to liquidity shocks, usually linked to their maumniding source—deposits—they began introducing
deposit insurance (DI) to protect depositors. ki growing number of bank crises in the first
half of the twentieth century and the increasinggption that DI was an effective mechanism to
protect banks from suffering runs on their depositsre and more countries adopted DI schemes.
Hence the creation in the United States in 193%h@federal Deposit Insurance Corporation
(FDIC), which has recently been guaranteeing dépmasihe first $100,000 of their accounts (in
October 2008 this amount was increased to $2508600the end of 2013). In the European Union
deposit insurance also exists, but the maximum ainagured varies from one country to another.

However, DI protects banks from runs driven by does, but it does not shield them
from other liquidity shocks. For example, a bankyrface liquidity problems if its inter-bank
lenders refuse to rollover their loans or if itisable to rollover maturing commercial paper or
other short-term debt claims. Hence, despite thegmce of DI, there is still a role for a lender of
last resort. By contrast, a lender of last redwat toes not provide liquidity support to banks on

demand will not fully protect depositors.



In 2008, contrary to 1929, we witnessed few rundamks in terms of depositors’ lining up
to withdraw their savings (with the exception ofrith@rn Rock and a few cases of Californian
banks). Obviously the existence of DI played itg if preventing mass panic.

The real question is not what forms are to be bgeithe LOLR to intervene—these can

vary, but how to intervene without creating moratard?

Part Il

How the crisis challenged the LOLRs
Without attempting to present a balanced narratfdhe crisis, we need to note the events that
have been particularly relevant to the role oflt@d R during it. Although the events are too
recent to reach any definite assessments, somerieiran be put forward and analyzed in the
context of what started out as a subprime loamsciT$he credit crisis began with a decline in U.S.
home prices and high default rates on “subprime!’ @her mortgage loans made to customers
with weak credit histories or poor creditworthinebsaditionally, banks have financed their
mortgage lending through deposits they receive fitosir customers. Over the past decade there
has been a fundamental change in the way mortgagdanded, with many banks reselling
mortgages to the bond markets in order to fundtahdil lending. Through securitization, many
“subprime” mortgage loans were transferred to magégbacked securities (MBS). These
securities were then rated by agencies such as Wk&&P, and so on. In addition MBS were
resold to investors through collateralized debigattions and structured investment vehicles. In
this way, mortgage lenders passed the risks ofrsubpgending on to third-party investors such as
pension funds, hedge funds, investment banks,rsutance companies.

Although the European market has no direct equitdtethe US “subprime industry,”
many European banks have holdings of such seauiriA®borrowers became unable to make
payments, there were losses and downgrades oade@saset-backed securities and other structured
instruments. The value of markets for asset-baskedrities fell. Potential buyers of complex,
structured products lacking in transparency wardifig it hard to assess their value and were no
longer willing to rely on issuers’ reputations amating agency assessments. Gaps in information
about the composition of instruments became mgrafgiant as asset prices fell and credit quality

declined. Market liquidity became totally impairddis interesting to note that in this new



environment banks, traditionally known for theiesjal expertise in collecting and producing
information, have become increasingly dependerggamcies for ratings. But the externalization
of this function has proved to be less than satiefs.

Faced with market turmoil and the drying up of idjty, central banks intervened in
various ways in August 2007, trying to find a remédhe Fed expanded its lending to eligible
depository institutions. Its discount window nowcame available for 30-day loans, whereas
previously it had been restricted to overnight kddoth the Fed and the ECB undertook open
market operations.

In September 2007, the U.S. crisis that was afigdtie global financial sector became
more visible and more global when a major U.K. mage provider, Northern Rock, turned to the
country’s authorities for liquidity suppoltiquidity in some asset markets had dried up cotepte
and interbank funding had become extremely probiieada

In such a situation, what options does the LOLRef?av

When dealing with liquidity problems, the LOLR caroceed to inject liquidity, helping to
limit the impact of asset liquidation on prices dhdreby limiting the crisis. The LOLR can act:

- Through direct intervention on the asset marketcaéfd by the crisis, and by
purchasing those assets whose price is fallind pnties stabilize.

- Through open market operations on the monetary ehamlorder to increase

liquidity, by accepting securities as collateraidér

Y In March 2007, institutions like New Century Fiél in the U.S. had appeared to be in
severe trouble and wholesale banks became reluctgnant banks and other mortgage lenders
new loans. The bond market for mortgages becarsditpsd, and with the lack of market
liquidity, banks found it increasingly difficult tobtain funds through the wholesale market. In
August, IKB Deutsche Industriebank AG appearedetoib the verge of collapse because of its
exposure to subprime loans. A week later, BNP Rarduspended trading in three of its funds for
similar reasons. These events were signs of exttenston concerning asset-backed security and
other structured instrument markets. Institutinesding to bolster their funds tried selling assets
which quickly became illiquid and difficult to pec They suffered major losses, leaving them with
huge debts and toxic assets. Information asymnsatoacerning these instruments and who was
holding what were at the root of the crisis. Thenate of distrust in which banks were unable to
find financing for investment vehicles that miglontain securitized assets was transformed into a
general crisis of lack of trust between financiarket players. Transactions came to a halt on
many market segments of asset-backed credit andyagas, making it quite difficult to make any
estimate of the value of holdings. Interbank lobesame scarce and liquidity hoarding became
common.



- Through directly granting emergency lines of cresliecifically for troubled banks,
for instance via the discount window. In this ctisebank keeps its assets until prices rebound,
and then reimburses the LOLR.

A further possibility is recapitalization, i.@jécting funds in banks in exchange for equity.
This raises the question of the nature of the shalpgained in this manner—are they preferential
shares without the right to vote or common shafeg®is the bank being acquired in its totality, or
only partially?

However, even if liquidity is injected through thearket, there is no guaranty that banks
needing it will actually have access to it. Fotamee, some potential lenders or participants may
not make the liquidity available for strategic r@as (Rochet and Vives, 2004). Situations like the
recent crisis may appear where banks looking fuidiity find themselves unable to access
interbank lending because of the dysfunction oalyars of interbank relations. Was the main
issue during the crisis a lack of liquidity in thanking system or, in fact, a crisis in confidedoe
to fears over potentially damaging fallout fromditdines banks had extended? One of the first
reactions of bank management after looking at taditlines it had set up for other banks was to
reduce or cancel them as soon as possible. Thusbaewiks that enjoyed a liquidity surplus were
not willing to provide liquidity on the interbankarket. They no longer had confidence in the
solvency of other players—mistrust is a contagiuss that causes confidence everywhere to

vanish—and interbank lending largely dried up (Reenger, 2007).

Part 111
How the LOLRs reacted
The purpose of this section is not to describeutifelding of the crisis and all the measures that
were taken, but to focus on some of the actionsrtaé manage it by various LOLRS.
All told, from the Fed, to the ECB, to the BOE, tahbanks all took a number of varied
initiatives, seeking an effective response to tmnemic effects of the turmoil. They:
» Lowered interest rates,
* Provided additional longer-term funding for bankeluding through concerted
international action in December 2007 and March8200

» Expanded the types of collateral against whi@ythvere prepared to lend,



« Extended the range of institutions to which tixeye prepared to lerfdand

* Injected capital into financial institutions.

The ECB'’s crisis management was based on the folppevaluations:

- First, there was an immediate risk of a systesrigis if the loss of confidence resulted in
a lasting credit crunch on the interbank money retark

- Second, banks usually hold securities that ndyneain be liquidated at short notice and at
little cost. But due to the turbulence these assets no longer enjoying that degree of liquidity.

In the European Union the Maastricht Treaty, besidgoducing the euro, created the
ECB to head this system and entrusted this ingtitwith the responsibility for formulating
monetary policy. It also transferred the respofigitfior promoting smooth functioning of the
payment system to the ECB. However, neither thesuligat Treaty nor the ECB statutes give the
central bank an explicit mandate to directly preveanergency liquidity support to individual
financial institutions. This remains the resporgippf national CBs. They have retained the
responsibility of the LOLR function in their jurisdions.

The Bank of England is the U.K.'s central bankrdles and functions have evolved and
changed over its three hundred year history. #passibilities for monetary stability were defined
in the 1998 Bank of England Act. However, there waseference in the Act to financial stability.
The lack of a statutory goal in this area contrastis monetary policy, where the objective and
accountability arrangements have been clearly ddfby law. But the Bank’s role in maintaining
financial stability had been loosely defined, allogvambiguity over the scope of its role in this
area. Responsibility for financial stability in thimited Kingdom was shared between the tripartite
authorities—HM Treasury (HMT), the Financial SeescAuthority (FSA), and the Bank of
England. Their roles were defined in a Memorand@itdralerstanding. But the tripartite
arrangement did not function correctly or efficigrduring the run on Northern Rock (September
2007)3

2 For example, faced with the rise in funding pressieading up to the crisis at Bear Stearns in
March 2008, the Federal Reserve Bank of New Yodewed its liquidity provisions to include
U.S. non-bank primary dealers.

% The Office for National Statistics reclassifiedriern Rock as a government-owned
company in February 2008 due to the levels of stpgpeen by the government for its business
and the degree of government control. Northern Radé&bt was included in government accounts,
increasing its debt burden by around £100 billlarmid-February 2008 the government



One of the lessons drawn from the crisis by thé€riGovernment on reforms that had to
be undertaken was the need for legislation thatavimumalize the Bank of England’s role in
providing financial stability. The Banking Act 00Q9 assigned the Bank the goal of contributing
to the protection and enhancement of the stalfithe U.K. financial system.

On April 21, 2008, the Bank of England announce@wa scheme to enable banks and
building societies to swap illiquid assets for UTKeasury bills. The scheme was designed to
improve the liquidity position of the banking systand raise confidence in financial markets,
while also ensuring that the risk of losses onldlaas banks had made remained with them.

More importantly, the British government was thstfio offer financial institutions longer-
term lending facilities. It offered to guaranty nevans granted by Barclays, the Royal Bank of
Scotland, and other banks. French, Belgian, aneinizourg authorities later followed that path
for Dexia.

From the beginning of the crisis, the Federal Reseras more aggressive than any other
central bank in cutting its rates. Altogether tenvened ten times, bringing its benchmark federal
funds rate down from 5.25% to near 0. Initiallye tBCB resisted taking the same course, then
finally gave in, reducing rates to 1.25% as of Naber 2009. The Bank of England reduced its
rate to 0.5% during that same period, its lowestlisince the bank’s founding in 1694. In May
2009, additional measures were taken in the e@a tarenhance credit support, notably the
introduction of longer-term refinancing operatigh$RO) with a 12-month maturity.

The Fed’s approach to rescuing troubled institutibas evolved considerably over the
course of the crisis. With hindsight it can be &djthat the forms assumed by the bailouts of
institutions whose failure would have endangeredfitiancial system were completely
unforeseeable. In the case of Bear Stearns, thegfiezbd to intervene directly. Instead it
encouraged JP Morgan to absorb Bear Stearns aeddagr loan the bank $29 billion in order to
do so, subsidizing the bailout. Fed Chairman Bem&aeke justified this decision on the grounds
that a Bear Stearns bankruptcy might have led'thaotic unwinding" of financial transactions
throughout the economy. After the collapse of B&aarns in March 2008, the Fed said it would

open up short-term emergency loans to investmarkszom a lending window called the

introduced legislation to nationalize the firm. Yé&rthern Rock was not a major bank from the
LOLR perspective (it was neither systemically intpat nor too big to fail), nor an international
bank (it had no significant cross-border operafions



Primary Dealer Credit Facility. Other forms of Hedding had previously been available only to
retail banks. The Fed also said it would accepbadber array of collateral from firms for the
facility, including equities. Another facility, iwhich firms can swap risky securities for safe
Treasury bonds, was also expanded.

After the rescue of Bear Stearns came Fannie Mdé-seddie Mac. On Sept. 7, 2008, U.S.
regulators announced a bailout of Fannie Mae aaddie Mac, including a takeover of the firms
by the Federal Housing Finance Agency regulatal,aireasury Department purchase of the
firms’ senior preferred stock. Two days later, @p$S 9, Lehman was on the brink of failure. Mr.
Paulson's strategy was to pressure other WalltSirees to help rescue Lehman. Potential
acquirers expected government assistance, butdPesllmessage was “no government money
there." Some thought the government couldn't Iétinhan fail. But it did on Sept. 15. The very
next day, the government agreed to provide an $B&rbloan that would put it in control of AlG,
a firm it wasn’t even regulating.

Subsequently there were other shifts in stratiegyally, bailout operations were decided
spontaneously. When they proved to be inadequeaadea of creating a fund into which “toxic”
assets could be dumped began to surface. The @e#owid the banks of these toxic products.
With that purpose in mind, the $700 billion TARR@Ubled Assets Relief Program) plan was
adopted in October 2008. We then witnessed a msajtirin the way in which it was managed,
with part of the program being used to infuse ttedtbanks with new capital, following the
example of what had been decided in the United #amng’*

In December 2008, the Federal Reserve System udent the Term Asset-backed

Securities Loan Facilities (TALF) with the aim oftending loans to investors in order to help

* It was within this context that the first of thrieailouts of Citigroup over a six month
period took place. On Oct. 14, 2008, the Treasuigcted $125 billion into eight banks. Citi, along
with JP Morgan, got the biggest chunk—$25 billiacke. Five weeks later the Treasury had to
allot the ailing bank another $20 billion, in exolya for 8% of equity in preferred shares, which
carried no voting rights, but were associated &iil8% dividend. Restrictions were also placed on
executive compensation and Citi agreed to comptly am FDIC program designed to help
homeowners with troubled mortgages. A few monttey |ahe Treasury again sought to boost Citi
by exchanging up to $25 billion in preferred shdoecommon shares, thereby bolstering its
tangible common equity (TCE). In order to keep goweent control of Citi equity below 50%, it
also cajoled large private investors, including 8iregapore GIC sovereign wealth fund and Prince
Alwaleed bin Talal of Saudi Arabia to do likewiSéhis move slashed dividends for all these
investors, since common Citi shares were carryinggager one penny per quarter dividend.

1C



them buy eligible ABSs. More recently the PublitvBre Investment Program (PPIP) was
designed to help banks sell troubled assets. Uthderprogram, the U.S. government provides

investors guaranteed loans enabling them to maleedged purchases of troubled assets.

Part IV

What problems were encountered?

For bailout plans to succeed, banks need to sttipditheir problems out of fear of losing
credibility. Such fear can cause banks to turn dawdrthey need in an economy where distrust is
everywhere. One way for central banks to providaidity is through open market operations of
varying maturities. After August 2007 they undekdmth regular and exceptional operations. But
banks were reluctant to use emergency liquiditylifess (ELA) or the discount window because it
signaled weakness. ELA may be a very short-terntisol for a solvent bank, however immediate
disclosure could, by leading to a loss of consucoafidence, exacerbate any liquidity problems.
This led the British Authorities to suggest “thia¢te may be special circumstances where, if
possible, a period of non-disclosure of ELA is dasie. Otherwise, the provision of ELA may
have an immediate adverse impact on consumer @] resulting in insufficient time for
liquidity assistance to serve its intended purpefdeelping the bank resolve its difficulties.” In
February 2009, the UK adopted the Banking Act di2Qvhich allows the Bank of England and
the Financial Services Authority to intervene akarly stage if a bank has problems. The central
bank, acting as LOLR, will thus be able to loan sgeacy funds without publicly identifying the
recipient of the aid, avoiding the spiraling distrthat followed public intervention in Northern
Rock. The question, however, must be asked as éhehthis additional lack of transparency is a
positive step at a time when restoring trust inkheking system is so crucial.

We can only emphasize the lack of coherence invtyein which governments intervened
during the crisis—incoherence in which instituti@mould be saved or not, and incoherence in the
actions taken, with successive changes in strategy.

The U.S. government's various moves, from savinggage giants Fannie Mae and
Freddie Mac and insurance giant AlG to letting LannBrothers fail, sent confusing messages and

contributed to what in essence was a high-levebrulVall Street banks, with funding drying up
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overnight. The Lehman failure liquidated interbdekding and also every ounce of confidence.

The market vanished.

Short-term lending markets were frozen. Fed offsczcted as if they believed the
problems required more than what a central bankdeagyned to do—provide emergency loans to
healthy institutions in tumultuous times. The Fembw't set up to rescue failing institutions; that
was for the Treasury and Congress to handle. Hedlatd argued that the central bank's
emergency powers didn't allow it to buy assets. Asidwn balance sheet had already been
stretched by the other rescues. Treasury officcaighe other hand, maintained that the Fed had
broad legal authority and could possibly take @trdssed assets from banks directly, without
Congressional approval.

Then the Paulson plan for troubled assets was adophe Troubled Asset Relief Program
(TARP) created by the $700 billion bailout bill gathe Treasury Department authority to acquire
bad assets from banks and other financial institsti TARP was also to be used by Treasury to
put new equity into banks.

The Paulson plan did not work: no one understo@atthkhow it was supposed to function.
Buying assets was one way of trying to resolveptiodblem. The idea was that the Treasury
department would act as a “buyer of last resortbafc assets that the private sector was no longer
able to evaluate. But the real problem was to &guut at what price. If the price were too low,
many banks would fail; but if the price were toghhimoral hazard would be at stake.

Indeed, the TARP didn’t address some of the reaatiydending had stalled. Many
economists believed that the heart of the govertimanitial plan to pay $700 billion for toxic
assets was off the mark. Purchasing mortgage sesuriom banks wouldn't do anything to kick-
start lending and get credit flowing again. Ratlbanks would use the proceeds they got from the
Treasury to pay off debtors, and those debtors dvosé the proceeds to buy safe assets.

Instead, many academic economists thought fronbelgenning of the crisis that Treasury
might need to invest directly in banks, an apprahel had been taken by Sweden, Japan, and
others in previous financial crises. The governrsgriain to buy equity in financial institutions
was finally announced in November 2008.

However, so much lending had moved away from tmking sector toward hedge funds
and other lightly regulated market participantg tleaapitalization might not soothe markets.
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Part V

What have we learned so far?

The idea of what LOLR intervention should consisaiad in what circumstances it should take
place evolved considerably after Thornton and Bagetiaturally, in order to properly appreciate
the scope of these evolutions, they should be glac#eir legal, economic, and institutional
contexts. They reflect shifts in economic, finahcd institutional structures, but also the
spectacular increase of risk in a globalized andrfcialized world. What actions the LOLR should
undertake, its missions, and its interventions khba judged in this new framework. Indeed,
during the recent crisis, a radically changed cphoéthe LOLR was put into practice by the
central banks, with the Fed leading the chargeed@ lareas of analysis demonstrate the gap

between how the LOLR is intervening today and thssical notion of the LOLR:

1. Concerning the actual doctrine of the LOLR:

As we noted above, classic LOLR doctrine callshielping out banks that may be illiquid, but not
insolvent. Later, it was argued that the distintti@tween “illiquid” and “insolvent” would be
difficult to draw rapidly in a highly turbulent ped, but that CBs should encourage banks to
discipline themselves by entertaining a certainigmty as to whom they would bail out and
under what circumstances. And in the final analytsis Fed did allow Lehman Brothers to fail.
However, what may have been in part intended amfrmation of the fact that the LOLR would
not always save major banks, quickly turned intemonstration of an opposite nature. Sept. 15,
2008, represented the height of systemic risk. Adws decision with regard to Lehman was
widely criticized, and it quickly became clear titds were not going to allow another major
financial player to collapse. For at least a comsille amount of time, “constructive ambiguity”
will no longer contain much ambiguity, at least whtéhe majors are involved.

Also contrary to classic doctrine, LOLR actionghe crisis have concerned not only
banks, including those that are insolvent, but alse-bank financial institutions not monitored by
the LOLR. The safety net has been considerablyneei® and moral hazard increased. This is all
the more serious because the structures that lemredstablished by and around the banks are
complex and lack transparency. When making lodmesl.OLR is supposed to accept only high-

quality securities as collateral. However, follogitne near failure and emergency sale of Bear
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Stearns in March 2008, the Fed authorized invedtivamks, which do not solicit the public to

deposit its savings with them, to obtain new finagdrom it in the same way as retail banks. It
relaxed the rules governing usage of this facibtallow the investment banks, which it does not
monitor, to also put up as collateral securitie®gésoundness is questionable. Steps such as these
taken around the world by central banks—as LOLRs-eflicourse reduce the risk of banks

running short of liquidity and threatening the #igbof the entire system, but they also resulited

a deterioration of central banks’ balance shedis.June 14, 2008, issueTfe Economist

characterized the ECB as the “litterbin of lasbres This has penalized the central bank (by

increasing credit risk in CB’s portfolio) and tlexpayers, not the banks themselves.

2. Concerning the conditions under which the LOLR intevenes:
The distinction between banks and other providéfsiancial services has narrowed considerably
in recent years. This has led to adding to the-tiimpto-fail’ concept the ‘too interconnected to be
allowed to fail’ and ‘too complex to be allowedf&l’ concepts at a time when markets are in
turmoil. In today’s increasingly complex globalizethrkets, investors are so interconnected and
risk interdependence is so great that as soonwstslarise concerning one financial institution
they quickly spread to the institutions that artlimy its debt, creating systemic risk. Risks also
spread quickly from one market sector to anothewaell as across borders. With global financial
markets having become so interconnected, one gaomstt’s move to recapitalize banks isn't
enough, and a broad, coordinated effort is requifed example, when certain European
governments took decisions during the crisis, ithégitably had an impact on other European
countries. When the Irish government decided toanty all deposits of Irish banks, that led the
British to decide to recapitalize their whole bargksystem. Financial markets are closely linked
and many banks operate in more than one Europeantrgo

The recent crisis has also made clear that althoagtral banks today have the
responsibility of ensuring financial stability aaderting systemic risk, in reality they do not have
the means or the requisite direct authority tohdd.tThus much risk originates in over-the-counter
markets used by investment banks, and central deakes no authority to monitor these markets or
hedge funds.
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3. Concerning how to move forward
Historically, the notion of prior “ambiguity” in dler to avoid excessive risk-taking and moral
hazard replaced the “classical” public statemertenitral bank policy in advance in order to
remove any uncertainty. Today policies seem to leaetved towards an after-the-fact
“ambiguity,” with the idea of making emergency lsamhile concealing the identity of the bailed-
out bank in order to avoid spiraling mistrust (tfase of Northern Rock). Such a shift would
reverse the previous approach and qualitativelseeme moral hazard by virtually guaranteeing aid

prior to the collapse and maintaining an afterfe-ambiguity on the identity of those bailed out.

It is also likely that the coexistence of sevamatitutions with similar roles obfuscates their
respective responsibilities and hampers the effectiss of LOLR interventions. In several
countries during the crisis, the United States,Uh#ed Kingdom, and others, various authorities
actively intervened without it being possible tdamgle their precise roles. This lack of clarity
dilutes the responsibility of each authority.

Before the beginning of the crisis in the U.S.ethagencies—the Federal Reserve, the
Treasury Department, and the Federal Deposit Inser&orporation— were in charge of banks.
And the SEC was responsible for investment banke.SEC announced at the end of September
2009 its intention of no longer regulating investiieanks, but how responsibilities between the
three remaining authorities are to be shared onairs unclear. In the U.K., the tripartite
arrangement failed in the case of Northern Rocgeéims that between the three authorities
involved there was a lack of effective and timabynenunication. The lack of a clear leadership
structure, together with the uncertainties surraugdesolution procedures (questions of EU law,
timing, and so on), and an ill-designed depositiiasce system also contributed to the debacle.

As for the euro zone, who is the LOLR? The ECEhernational CBs? If it is the ECB,
then its status needs to be modified, becauseriemily has no explicit mandate to supervise
banking or other financial institutions. Its onl\andate is to determine monetary policy and keep
inflation in check. If it is the national CBs, tharcontradiction exists between their national
character and the fact that the same monetaryypafiplies across the entire euro zone and is
outside their jurisdiction. Should the LOLR be pagl or pan-European, and how to deal with the

fact that eleven member states of the Europeanr am® not members of the euro zone?
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Far from combating moral hazard, the way in whiehtral banks intervened as LOLRs
can only have encouraged it. Even Ben BernankeRtésident of the Federal Reserve, clearly
expressed this concern duritig Fed’s Annual Economic Symposium in Jackson Hatgoming,
in August 2008, YWhat would be perceived as an implicit expansiothefsafety net could
exacerbate the problem of ‘too big to fail,” po$gitesulting in excessive risk-taking and yet
greater systemic risk in the future.”

Acharya, Gromb and Yorulmazer (2008) determine ‘ii#the central bank stands as a
LOLR, it will have incentives to improve its abiés to make loans, e.g., to assess and monitor
borrowing banks; and it may be optimal to assidreotasks (e.g., supervision) to the central bank
if they increase its expertise in monitoring loai&reater information and supervision of banks by
the central bank can make its intervention moreotiffe and efficient. Attaching conditions to
bailout and rescue plans and demanding trade-affsratigate the risk of moral hazard and limit
the costs of excessive risk-taking created by L@itBrvention.

Since one of the problems is the lack of abilitylistinguish solvent banks from illiquid
ones during a crisis situation, the focus shouldhbee on preventing such a situation from arising.
Banks should have to respect a leverage ratio lpitotg them from using leverage that would
expose them to anything more than a moderate tévedk. The leverage ratio should therefore
also take into account off-balance-sheet activitié$ help banks tremendously increase their

leverage, while allowing them to get around capt&quacy requirements.

Since the widely criticized decision to let Lehnanllapse, it has become clear that the
authorities will not permit another “too big tolfdinancial institution suffer the same fate, thus
providing those banks with a substantial de facsuiiance policy. In return, shouldn’t these banks
be charged a fee for such backing?

Should the Government have the power to take (teanp®) ownership of a failing bank,
in order to facilitate a more orderly resolutionffddr what circumstances would it be appropriate
for this power to be exercised? Should legislatiboww government to take (temporary?)
ownership of all or part of a bank as a last ré&biaw about other institutions?

What is likely to be the ultimate outcome of thezAdaga, the insurance company that was
rescued in mid-September 2008, when it faced baéy@ At the time, the Fed loaned it up to $85
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billion. In the following six months, the governmeagreed no less than three times to substantially
increase its aid, totalling $173.3 billion at tregning of March 2009. The March 1, 2009,

bailout terms slashed the 10% annual dividend paythe company had originally agreed to pay
the government for its $40 billion in preferred A$tck. The government said it would seek to

sell its 79.9% stake in AIG to private investorsamimarket conditions permit. After having
nationalized the record-breaking losses, will tegtrstep be to privatize the profits?

All these factors today make the cost of LOLRemaention exorbitant and ineffective in
preventing a new crisis. The necessity of an LOloR/$ from the unique role banks play in
modern economies and the considerable effect alkds or measures taken to prevent failures
can have. The bailout programs put into place éwrétent crisis testify just how expensive it is fo
central banks to keep liquidity flowing and to 8wial cost of massive, unprecedented
intervention. To avoid increasing moral hazard &kihg hostage the LOLR (because a firm is
“too big to fail” or “too interconnected to fail”’which is forced to intervene in order to prevédr t
system from imploding, the LOLR should at the viergst impose conditionalities on the aid
given. Such conditionalities should mainly concleow the new funds are used. Because of the
special nature of banks and the social costs dhgahem out, bank regulation and monitoring
should be under public control and not left to erkets. In order to reconcile all these
imperatives and reduce costs, the best solutitmnationalize banking systems. Such a decision
should be taken rapidly so as to avoid a lack ofidence spreading as one after another
individual banks appear likely to figure on the b$ those being nationalized. This step could
make it possible to avoid today’s remedies fordhigis from creating the conditions for a new

crisis, even more devastating, in the next terifteeh years.

*
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