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rowth in both the price volatility and volume of financial claims 
in the United States during the late 1970s and 1980s has far ex-
ceeded normal patterns found in post-World War II history. Fi-
nancial p rob lems have s imul taneous ly p lagued a s igni f icant 
portion of the financial services sector—markets in which only 

depositories are operating, in which only nonbank financial f i rms are oper-
ating, and in which both are operating. When active, financial policy on the 
part of the central bank and other federal regulators has often involved use 
of both discount window borrowings and, in the case of certain large banks, 
blanket coverage of all depository liabilities. 

As a part of legislation to recapitalize the Federal Deposit Insurance Cor-
poration (FDIC), Congress recently reconsidered the role of the discount 
w i n d o w — t h e mechanism by which the Federal Reserve lends to institu-
tions unable to meet their reserve requirements—and deposit insurance. 
The product of this réévaluat ion is legislat ion encourag ing s ignif icant 
changes in ways the Federal Reserve and the FDIC handle problem institu-
tions. In particular, the legislation requires regulators to intervene before an 
institution is insolvent, limits the ability of the Fed to lend through the dis-
count window to financially weak banks, and limits the FDIC's ability to 
protect deposits in excess of $100,000 and deposits made at foreign branch-
es of U.S. banks. 

This study focuses on the implications of these changes for the FDIC's 
and the Federal Reserve's ability to maintain stability in the financial sys-
tem at minimum cost to other banks, the taxpayers, and the efficient opera-
tion of the financial system. The existing deposit insurance and discount 
window structure are taken as given. Questions of whether an alternative 
structure might be more efficient are therefore not considered. Moreover, 
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the article is not a comprehensive look at deposit in-
surance or the discount window. For example, the dis-
c u s s i o n d o e s no t e n c o m p a s s the use of d e p o s i t 
insurance to protect small depositors or the use of the 
discount window as a mechanism for conducting mon-
etary policy in periods when there is no crisis. 

The historic policy of mixing closings and systemic 
risk via the so-called "too-big-to-fail" doctrine is inef-
ficient to the extent that it increases closure costs with-
out reducing systemic costs. This research concludes 
that the recent legislative changes may improve the fi-
nancial sys tem's eff ic iency because they encourage 
the separation of closure decisions from the handling 
of systemic risk. An additional finding is that effective 
use of the discount window can control systemic prob-
lems without resorting to "too-big-to-fail" as long as 
disruptions are not solvency based. Because regula-
tors have more information than the market, the dis-
count window provides a mechanism for conveying 
the additional information, and appropriate use of the 
discount window can hasten the end of systemic prob-
lems. 

In order to evaluate the implications of the recent 
congressional actions, the first section reviews the rea-
sons that financial intermediaries may encounter fi-
nancial problems and discusses when and why these 
liquidity problems are a social concern. The next sec-
tion provides a brief review of market and banking 
panics and methods used (by private market partici-
pants, governments, and central banks) to deal with 
them. The costs and benefits of the historic regime are 
then compared with those of a restructured discount-
lending policy that e l iminates guarantees to nonin-
sured creditors. The latter system is contrasted with 
recent legislative changes, especially in terms of their 
implications for banking system eff iciency and sys-
temic risk. 

^Reasons for Liquidity and Solvency 
Problems at Financial Intermediaries 

The fact that financial intermediaries invest in as-
sets that are less liquid—that is, less readily converted 
to money—than their liabilities creates a potential for 
withdrawals to exceed the sum of cash inflows and se-
curities sellable for a small discount on the market 
value. Intermediaries recognize this risk and ordinari-
ly manage their position to maintain adequate liquidi-
ty. Moreover , should an ins t i tu t ion that is widely 
recognized as financially viable encounter a liquidity 

problem, it can almost always go to other financial in-
termediaries and the financial markets to obtain ade-
quate funding.1 

If, however, market participants question the contin-
ued viability of a financial intermediary, liquidity prob-
lems can lead to the institution's demise. Concern about 
insolvency can lead to withdrawals by current creditors 
and can discourage potential investment by new credi-
tors. To address this dilemma, intermediaries may try to 
sell their relatively less liquid assets. Unfortunately, 
forced sales of illiquid assets may only compound the 
problems by resulting in losses that in turn increase 
market concern about an institution's solvency. 

The traditional explanation fo r the mismatch be-
tween the times to maturity of assets and liabilities is 
that it allows intermediaries to exploit the law of large 
numbers to increase their profitability. That is, most 
intermediaries, especially depositories, experience in-
flows and outflows from their creditors (depositors). If 
the number of creditors is sufficiently large, the bank 
can predict with reasonable accuracy what the net out-
flow is going to be and provide only for this net figure 
rather than the gross outflows. The difference between 
the gross outflow and net outflow can be profitability 
invested in less liquid assets (such as loans) that yield 
a higher rate of return than highly liquid assets (such 
as short-term securities). 

An alternative explana t ion—and the two are not 
mutually exclusive—for the funding of illiquid loans 
with shorter-term deposits suggests that the mismatch 
is necessary to provide intermediaries with appropriate 
incentives in al locat ing their portfol ios . Banks and 
other intermediaries can substantially change their as-
set structure over very short periods of time. Mark J. 
Flannery (1991) points out that if these changes result 
in a relative increase in high-risk assets, only "short-
term" liability holders would be in a position to de-
mand a higher rate of return to cover increased risk. 
Thus, the use of shorter-term deposits can substantial-
ly reduce any gains shareholders might realize from an 
in te rmedia ry ' s obta in ing funds in the debt market , 
then changing its investment strategy. 

Charles W. Calomiris and Charles M. Kahn (1991) 
explain illiquidity by focus ing on the incentive for 
management and shareholders to engage in inefficient 
actions (for example, looting) when an institution ap-
proaches insolvency.2 They argue that the ability of 
creditors to withdraw funds on short notice can be es-
pecially valuable in controlling such tendencies. Thus, 
an implication of Flannery (1991) and Calomiris and 
Kahn (1991) is that the decision to issue liabilities 
with a maturity shorter than that of assets may be an 
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integral part of achieving efficient financial intermedi-
ation for certain types of loans. 

Whatever the cause of the liquidity imbalance, cen-
tral banks are concerned about cases in which inaccu-
rate market concern about an institution's viability can 
m a k e the in te rmedia ry subjec t to mass ive depos i t 
withdrawals (or refusals to roll over lines of credit). 
Private market creditors almost never have complete 
information on their in termediary 's f inancial condi-
tion, and, occasionally, this lack of information can 
lead them to the conclusion that the institution is no 
longer viable. When a large fraction of the liabilities 
are such that they can be withdrawn on demand, the 
potential problem is greater. Creditors may very well 
view withdrawal as their best option because leaving 
funds in the firm puts them at risk to lose part of their 
investment should it fail. Alternatively, if they with-
draw from an intermediary that proves viable after all, 
they can simply reinvest their funds. A recent paper on 
cascades in financial markets by Sushil Bikhchandani, 
David Hirshleifer, and Ivo Welch (1991) provides a 
rationale for withdrawal by investors. They show that 
even those investors that have favorable information 
may withdraw funds if a significant number of other 
investors signal that they have adverse information by 
withdrawing their deposits. 

These liquidity "runs" on an otherwise viable institu-
tion impose private and social costs. Owners stand to 
lose their f irm's going-concern value if their ability to 
transact routine business is interrupted, and manage-
ment faces potential loss of their jobs. Social costs be-
come a factor if the failure of one institution raises 
doubts about the solvency of others. These induced runs 
can cause additional costs if creditors demand currency 
for withdrawn deposits because converting deposits to 
currency can lead to an implosion of the money supply 
in a fractional reserve system. (In such a system only a 
portion of bank deposits are held as reserves and the re-
mainder are returned to circulation, thus enabling the 
money supply to expand or contract as a multiple of the 
deposit base.) The potential reduction in the money sup-
ply is mitigated, according to George G. Kaufman ' s 
(1987) argument, by the fact that it is impractical for 
large inst i tut ions to wi thdraw currency. The re fo re , 
Kaufman argues, funds withdrawn from one bank will 
be redeposited in another, presumably solvent, institu-
tion. Moreover, the central bank can generally offset re-
ductions in reserves through open market operations. 
However, as E. Gerald Corrigan (1989/90) has noted, 
concern about bank failures can lead to disruption in the 
payment settlement or clearing systems. An additional 
point, noted earlier, is that a viable intermediary's fail-

ure may still cause some businesses to lose access to 
new credit (see Ben S. Bernanke 1983) and simultane-
ously induce intermediaries to engage in suboptimal ac-
tions. For example, the intermediary may take less risk 
or hold more equity capital than is socially optimal. 
Such activities reduce the potential for real (inflation-
adjusted) economic growth. 

/historical Practices 

The liquidity pressures discussed earlier may arise 
at both viable and nonviable financial institutions. Pri-
or to the development of formal government institu-
tions that could intervene, the threat of problems at 
one in te rmediary spi l l ing over to another was fre-
quently great enough that private market participants 
would act in concert to stabilize prices and lend to 
institutions that were sound but faced temporary liq-
uidity problems.3 However, the limited resources of 
private-sector participants, problems of free-riding be-
havior (whereby some participants benefi t f rom the 
provision of the service without paying), and the lack 
of an incentive for intermediaries singly or as a group 
to consider all of the social costs associated with pan-
ics helped lead to the development of central banks 
and other monetary authorities. This development has 
centralized the activities of both price stabilization and 
the so-called lender-of-last-resort functions in modern 
economies. The concern of this study is with the latter 
aspect of central banking.4 

The classical view of the lender-of-last-resort func-
tion, as out l ined by Walter Bagehot (1873), argues 
that the cen t ra l bank shou ld lend f r ee ly , but at a 
penalty rate, to institutions that are solvent but facing 
a temporary liquidity shortage. Interestingly, he does 
not limit this prescript ion to deposi tory in termedi-
aries . Bageho t notes that " T h e Bank lof Eng land] 
does, in fact, at every period of pressure, advance to 
the bill brokers; the case may be considered 'excep-
tional, ' but the advance is always made if the security 
offered is really good' (1873, 282; emphasis added). 
Although Bagehot makes the case that the bill brokers 
should be discouraged f rom accepting very short-term 
(on-demand) deposits, he argues that it is "inevitable" 
that secured borrowings f rom the central bank be al-
lowed during times of crises. Bagehot clearly takes a 
broad view of both f inancia l cr ises (as opposed to 
bank runs per se) and the corresponding role of the 
central bank to provide advances against "good" se-
curities. 
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Kaufman (1991, 106) suggests two major justifica-
t ions fo r es tabl ishing a lender of last resort in the 
1800s: (1) concern about a decline in the money supply 
in a specie-based monetary system and (2) "to offset 
temporary liquidity strains f rom adverse shocks that in-
duced a large number of market participants to reassess 
quickly their asset portfolios and sell some assets with-
out a concurrent threat to the money supply." Kaufman 
notes that the conversion to fiat money (created by the 
government or monetary authority) and the existence 
of deposit insurance has substantially reduced the im-
portance of the first rationale but that the second reason 
still exists. In Kaufman's view the justification for re-
cent lender-of-last-resort activity is prevention of loss-
es at "fire-sale" prices when intermediaries experience 
a sudden, sharp increase in withdrawals. 

The operation of the U.S. system of crisis manage-
ment in the recent past differs from the Bagehot princi-
ples in that (a) the lender-of-last-resort function played 
by the Federal Reserve is for the most part directly re-
stricted to depository intermediaries, (b) the recom-
mendat ion that the lender-of- las t - resor t service be 
extended only to healthy institutions is routinely violat-
ed, and (c) advances are made at rates below, rather 
than at or above, market rates of interest. Furthermore, 
these changes in lender-of-last-resort activity are not 
easily rationalized under Kaufman ' s (1991) analysis, 
especially the provision of loans to failing banks. 

Ano the r impor tan t charac te r i s t i c of the cur ren t 
U.S. system is that there exists a separate agency, the 
FD1C, that insures the deposits of commercial banks 
and thrifts. The FD1C, designed to provide a "buffer" 
against losses for small deposi tors , was created by 
legislation passed in response to bank runs in the ear-
ly 1930s.5 Almost immediately, however, the agency 
"obta ined s tatutory authori ty to fac i l i t a te mergers 
b e t w e e n so lven t b a n k s when one of those b a n k s 
was considered very weak and a future candidate for 
failure (and therefore, cost to the FDIC)" (Golembe 
Repor t s 1991, 4) . Al though the s ta ted cri ter ia fo r 
dealing with problem banks is now the lower cost of 
receivership or merger, it is clear that in either case 
the insurance agency's role was intended to be at the 
micro- economic (or firm-specific) level. Initially, this 
agency had no regulatory role per se in dealing with 
financial panics or bank runs beyond the promise that 
smal l , unsophis t i ca ted investors need not be con -
cerned (except with loss of interest) about the finan-
cial stability of their chosen intermediaries.6 

The role of deposit insurance has expanded beyond 
protection of small depositors to encompass, in certain 
instances, all deposit liabilities—the so-called too-big-

to-fail doctrine mentioned earlier. Although the FDIC 
is sometimes credited with preventing panics that might 
otherwise have occurred since its creation, Michael D. 
Bordo, among others, has noted that many countries 
have managed to avoid runs without the existence of 
deposi t insurance . In part icular, the fact that there 
were "other countries that were panic-free before the 
1960s and 1970s . . . suggests that such deposit insur-
ance is not required to prevent banking panics" (1990, 
27). Neither is the fund, in its current form, sufficient 
to stop withdrawals by large depositors, as the case of 
Continental Illinois showed (see, for example , John 
M. Berry 1991). This application of the too-big-to-fail 
doctrine, which is considered the first, in 1984, has 
been repeated on a number of occasions, including as 
recently as 1990 in a case involving the Bank of New 
England.7 

Poss ible Regulatory Responses and 
Recent Legislative Changes 

As noted, a liquidity crisis may be confined to a lim-
ited set of intermediaries whose failure would have on-
ly a small impact on real economic activity. However, 
such a crisis could involve liquidity problems threaten-
ing to significant portions of the real, or nonfmancial, 
sector. The discussion below considers both localized 
liquidity problems and systemic problems. 

Problems at Individual Institutions. When the 
market doubts a f i rm's viability, private-sector funding 
is not likely to be forthcoming. Both the central bank 
and the deposit insurer can help reduce the costs asso-
ciated with runs on viable insti tutions. The central 
bank can do so by providing temporary liquidity to 
bank and nonbank financial firms, and the deposit in-
surer can reduce costs at banks (nonbanks are not in-
sured) by agreeing to absorb any losses in the event of 
fa i lure , thereby r e m o v i n g the pr incipal reason fo r 
wi thd rawa l s . Howeve r , both agenc ies can also in-
crease the social costs of bank failure if they allow 
nonviable institutions to continue in operation. 

Central Bank. Central banks may be asked to pro-
vide liquidity when the market signals its perception of 
problems by withdrawing funds f rom an intermediary. 
The lender of last resort can delay the institution's clos-
ing by making loans through the discount window. 
When the market receives new information suggesting 
that the firm is viable, the intermediary can return to 
the market for funding. Thus, the key to a successful 
lender-of-last-resort operation is the subsequent release 
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of good news about the f irm in question. If no such 
good news is forthcoming, lender-of-last-resort action 
only postpones the inevitable closing of the institution.8 

Stated d i f f e ren t ly , s u c c e s s f u l l ende r -o f - l a s t - r e so r t 
activities on behalf of individual institutions require an 
information asymmetry such that the regulators know, 
at least temporarily, more than the market or are more 
willing to lend based on identical information. 

Strong proponents of "efficient markets" would ar-
gue that market prices fully impound all available in-
formation and, hence, the central bank cannot improve 
on market actions. This view has considerable validity, 
particularly in areas such as the analysis of relative 
prices, for which the central bank is unlikely to have 
exclusive informat ion . However , in some cases re-
leasing information may be costly (for example, when 
it would assist the intermediary's competitors) or ob-
taining information may be costly for market partici-
pan t s . In such cases the m a r k e t m a y indeed l ack 
information that regulators have been privy to in ex-
aminations and confidential discussions, information 
about the composition of an intermediary's assets, for 
example, especially its exposure to failing borrowers 
and the seniority of claims on failing borrowers. It is 
this short-term information advantage that provides a 
wedge giving a lender of last resort room to act for 
short periods of time. 

Lending by the central bank when it does not have 
such an information advantage imposes costs on other 
creditors and on society. Discount window lending 
must be collateralized in the United States, meaning 
that, should a f i rm fail after receiving discount win-
dow loans, its losses will be spread over a smaller 
number of creditors. Such loans may eventually lead 
to transfers of wealth f rom creditors and those with 
contingent liabilities (such as the FDIC) that do not (or 
cannot ) w i thd raw to those w h o do wi thdraw their 
backing from a failing intermediary. Further, lending 
without information ensuring an institution's sound-
ness potentially allows nonviable institutions to con-
tinue making inefficient investments. 

Another limitation on the effectiveness of the lender 
of last resort is that its position of advantage declines 
rapidly. Once information has been recognized as rele-
vant and favorable for judging an intermediary's sol-
vency, the firm has a strong incentive to release it, and 
the market has an equally strong incentive to seek out 
the information. The implication of this set of factors 
is that true liquidity crises should not last long. If a 
bank cannot reacquire the market 's confidence within 
a short time, the firm probably is not viable, and con-
tinued lending would only postpone its inevitable clos-

ing. That is, long-term lending f rom the discount win-
dow is inconsistent with the idea that t rue liquidity 
problems are short-term in nature because private mar-
ket participants quickly adjust to new information. 

The 1991 banking bill limits the Federal Reserve's 
discount window lending. Federal Reserve Banks are 
generally prohibited f rom lending to an undercapital-
ized bank (as defined by the regulators) for more than 
60 days in a 120-day period. Reserve Bank lending is 
further limited to five days for a critically undercapi-
talized bank. A Reserve Bank may exceed the 60-day 
limit if the relevant agency or the Cha i rman of the 
Board of Governors of the Federal Reserve System 
certifies that the institution is viable. If either lending 
limit is violated without the viability certification and 
the bank fails, the Board may be liable to the FDIC for 
at least part of the losses. 

The 60-day period will generally provide more than 
adequate time for a troubled bank to prove its viability 
to the financial markets. Indeed, if the Federal Reserve 
uses the full 60 days to lend to a bank that the market 
considers nonviable, a large fraction of the uninsured 
depositors are likely to have withdrawn their funds , 
the reby inc reas ing the F D I C ' s share of the fa i l ed 
bank's losses. 

The lender of last resort can strengthen the value of 
its discount window actions by lending only to solvent 
but illiquid institutions. Indiscriminate discount win-
dow activities have two adverse implications for an in-
t e rmed ia ry ' s remain ing credi tors : (1) o ther marke t 
institutions may judge the firm too risky, and (2) these 
creditors' portion of any losses on failure is increasing 
as the central bank acquires title to the good assets. In 
such a case discount window lending may actually in-
crease the rate of withdrawal of funds f rom the inter-
mediary. However, if loans are known to be restricted 
to solvent institutions, central bank lending signals that 
private information suggests an institution's solvency. 

A problem arises when the central bank does not nec-
essarily have an information advantage over the market, 
as is currently the case in the United States with respect 
to investment banks. The lender of last resort can lend to 
these intermediaries without increasing the deposit in-
surer's exposure because investment banks are not in-
sured. However , lending operat ions of this type are 
likely to induce ex post wealth transfers because only the 
lender of last resort can perfect its security interest in a 
failing firm's collateral (that is, ensure its possession of 
the collateral). Because such wealth transfers are unde-
sirable, it would be advisable for the central bank to 
avoid lending to intermediaries in nonsystemic situa-
tions, especially when it lacks an information advantage. 
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Deposit Insurer. Like the central bank, the deposit 
insurer can potentially intervene to stem a run on an in-
dividual institution. The deposit insurer can do so by 
absorbing the risk of loss should the intermediary fail. 
However, absent systemic problems there seem to be 
sound reasons that deposi t insurance should not be 
used to protect intermediaries f rom failing. For one 
thing, in the event of an institution's failure the insur-
er 's function would merely transfer wealth from tax-
payers in general to an intermediary's creditors, without 
conferring any counterbalancing social benefit. Anoth-
er consideration is that blanket deposit insurance also 
reduces the value of market signals to regulators. 

There may, of course, also exist circumstances un-
der which firms that are still able to borrow in private 
markets will, on the basis of informat ion that is as 
good or bet ter than pr iva te -sec tor i n fo rma t ion , be 
deemed unhealthy by regulators. Because these firms 
will not generally seek help f rom the discount win-
dow, intervent ion by the proper regulatory agency 
would result in an "early" closure (or merger) of the 
institution. "Early" is used here to denote the fact that, 
because they have less precise information, private 
market lenders would not deny the firm credit. 

Systemic Risk. Systemic liquidity pressure occurs 
when institutions simultaneously attempt to shift to 
more liquid and secure investments, adversely affect-
ing the liquidity position of a substantial portion of the 
financial system. Increased liquidity needs—for exam-
ple, demand for cash after a stock market crash—can 
lead to such pressure. Alternatively, the crisis can re-
sult f rom solvency concerns about a substantial part of 
the financial system. 

If increased liquidity needs are causing the pressure, 
the central bank can alleviate the problem through 
open market operat ions, as it did in October 1987. 
Discount window lending may be appropriate if the 
amount of Treasury securities is insufficient to meet 
the central bank's reserve target. 

A crisis arising from doubts about solvency is more 
di f f icul t to address . The concern can arise f r o m a 
shock involving only a few nonviable intermediaries 
that the market cannot distinguish f rom viable firms. 
In turn, the shock may actually threaten the viability of 
a s ign i f ican t por t ion of the f inanc ia l sys tem. T h e 
shock can come from a "large" source, such as the de-
fault of a major international borrower or it can come, 
as Corrigan (1989/90) notes, f rom a seemingly small 
source such as E S M G o v e r n m e n t Secur i t ies . T h e 
shock can even come from reductions in stock market 
values to the extent that purchases of equity securities 
are partially financed by debt.9 Whatever the initiating 

factor, it is the potential inability by otherwise viable 
institutions to pay debt claims on short notice that cre-
ates the "systemic" (or macroeconomic) risk that con-
cerns regulatory bodies. In theory mult iple avenues 
are open to authorities for dealing with systemic risk. 

Central Bank. The threat posed to a substantial part 
of the financial system is important in determining the 
appropriate central bank response. Consider first the 
case of depositories. If most are solvent, the central 
bank could act as it does when a nonsystemic problem 
exists, simply lending to viable intermediaries and re-
fusing credit to nonviable firms. If the crisis does jeop-
ard ize the viabi l i ty of a subs tant ia l por t ion of the 
financial system, the role of the lender of last resort 
becomes more difficult. Lending may be required in 
order to provide the deposit insurer with time to ad-
dress the problems at the nonviable banks. 

The case of nondepositories is more complicated. 
As noted earlier, the lender of last resort general ly 
does not have an i n fo rma t ion advan tage for these 
firms and, thus, should not lend in noncrisis situations. 
However, these f i rms also may experience liquidity 
problems that could threaten the stability of the real 
economy, and in such a situation the lender of last re-
sort may wish to assist them. One way of coping with 
the general crisis is to work indirectly through com-
mercial banks. Doing so shifts the problem of evaluat-
ing solvency back to the commercial banks, but in fact 
these banks may have an information advantage f rom 
their routine dealings with the nonbank firms. 

This indirect mechanism of lender-of-last-resort ac-
tivities has appeal to the extent that (a) the central 
bank is more familiar with the financial health of firms 
over which it has some regulatory oversight and (b) such 
an action limits the ability of the private sector to bor-
row at a discount rate that is typically below market 
rates of interest. Conversely, the extra step in this pro-
cess creates other problems, namely, that there must be 
a cost/benefit system for banks that in times of sys-
temic stress allows for the use of such regulatory "moral 
suasion," whereby regulators would seek to persuade 
commercial banks to lend to their troubled peers for 
the sake of the social good. Offsetting subsidies (either 
implicit or explicit) are therefore required to induce 
depository firms to extend funds under circumstances 
in which, because of risk aversion or other market fac-
tors , they migh t o t h e r w i s e not m a k e these loans . 
George Kanatas (1986), for example, provides a mod-
el in which the central bank performs a lender-of-last-
resort function that amounts to lending to institutions 
that a risk-neutral investor would deem creditworthy 
even though private risk-averse lenders would not. 
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Apply ing this idea to the indirect p rac t i ce d i s -
cussed above, regulatory authori t ies would need to 
absorb the risk by subsidizing "intermediate" lenders 
by an amount equal to the p r emium for risk aver-
sion.10 More generally, the very fact that moral sua-
sion must come into play implies that a purely private 
cost/benefi t analysis makes these loans unattractive 
for deposi tory intermediar ies . Because such mora l 
suasion may not always work, it is risky to count on 
any indirect form of liquidity provision to prevent a 
period of stress f rom becoming a fu l l -b lown crisis. 
Historically, remedies for this risk involved e i ther 
(a) open market operat ions or (b) the clause in the 
Federal Reserve Act (13-3) that allows for lending to 
nondepository firms or individuals during times when 
their failure would "adversely affect the economy." 
However, because the discounting must involve agri-
cultural, commercial , or industrial purposes, security 
brokers previously were effectively constrained f rom 
using the discount window; discounting for purposes 
of carrying securities was omitted f rom the "accept-
able purposes" list. The current legislation amends the 
clause by eliminating specific requirements for use of 
the discount window borrowings, thereby giving the 
central bank greater flexibility for providing liquidity 
in times of stress. Moreover, because acceptable col-
lateral at the discount window is at the discretion of 
the Federal Reserve Bank, the inclusion of securities 
firms has the effect of expanding the asset base that 
can quickly be turned into cash. Open market opera-
tions typically have involved a much more homoge-
neous c lass of ins t ruments (that is, U.S . Treasury 
securities). 

While the current legislation enhances the central 
bank's ability to deal with systemic risk problems, it 
is still possible, in theory, for the entire system to be 
suff ic ient ly i l l iquid that the aggrega te d e m a n d fo r 
liquidity exceeds the supply of collateralizable secu-
r i t i e s . A n a n a l o g o u s d e m a n d / s u p p l y i m b a l a n c e 
might hold at the individual f i rm level as well. Con-
sider an insti tution that has collateral which under 
normal condi t ions wou ld be su f f i c ien t to mee t its 
counterparty obligat ions but that under certain spe-
cial c i rcumstances is incapable of posting collateral. 
According to the arguments presented here, such a 
situation is not a systemic liquidity problem that calls 
for management by the central bank. Rather, it repre-
sents a risk management decision on the part of the 
f i rm, a decis ion that should not be subs id ized , ex 
post, by the public. Because the central bank could 
lend to the collateralized counterparties of this f i rm if 
problems develop, the systemic risk associated with a 

possible fai lure of this part icular institution is sub-
stantially alleviated. 

Federal Deposit Insurance Corporation. The poli-
cy employed by the FDIC—tha t of insuring all de-
posit claims at certain insti tutions—has been justified 
by systemic risk concerns. However, if only a small 
segment of the financial system is in fact nonviable 
and the discount window is operat ing properly, de-
posit insurance seems to have limited value. Prompt 
extension of deposit insurance to all depositors may 
shor ten a cr is is , but it wou ld do so at the cost of 
eliminating postcrisis market signals about intermedi-
aries ' viability. Moreover, to the extent that a finan-

Recent legislative changes may improve the 

financial systems efficiency because they 

encourage the separation of closure deci-

sions from the handling of systemic risk. 

cial crisis can be brought on by actions of depository 
or nondepository intermediaries, such blanket govern-
ment guarantees are redistributive. These costs can be 
justified only by assuming that either (a) some coun-
terparties to transactions with these depository f irms 
are not sufficiently solvent to withstand default on this 
fraction of their contracts or (b) the discount window 
policy of the central bank is not capable of dealing 
with the secondary l iquidity e f fec t s resul t ing f r o m 
these individual defaults. 

The types of collateralization and lending policies 
recommended earlier would provide for coverage of 
liquidity concerns without regard to the secondary ac-
tivities of other depository firms. Moreover, to just ify 
a too-big-to-fail policy on the basis of counterparties' 
marginal solvency implies that pol icymakers are es-
sent ia l ly ex tend ing " f a i lu re i n su rance" for a w ide 
range of institutions.11 The cost of such actions is, of 
course, borne by the public. 

If a significant portion of the financial system is in 
fact nonviable, blanket guarantees of deposits at all in-
stitutions may be required to give the deposit insurer 
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time to resolve failed institutions without substantial ad-
ditional damage to the real sector. However, if such a 
situation has developed, the mistake was made prior 
to the crisis. Lett ing intermediaries maintain levels 
of capital and diversification that create an environ-
ment in which a single shock can cause a large num-
ber of failures is fundamental ly a different problem 
than the temporary lack of liquidity healthy firms may 
be experiencing. 

The current legislation proposes to reduce resolu-
tion costs by prohibit ing the FDIC f r o m protecting 
uninsured depositors or nondeposit liabilities in most 
circumstances. If the FDIC arranges for another bank 
to purchase (some of) the failed bank's assets and as-
sume (some of) the fai led bank 's liabilities, it may 
transfer uninsured deposit liabilities to the acquirer so 
long as the fund suffers a loss on the uninsured de-
posits no greater than it would have incurred on those 
deposits had the institution been liquidated. 

The important exception to prohibiting coverage of 
uninsured deposits involves systemic risk. This excep-
t ion can be invoked if f a i lu re to c o v e r un insu red 
claims would have serious adverse effects on general 
economic conditions or financial stability. Under cur-
rent legislation the FDIC is al lowed to exercise the 
systemic risk exception if authorized by (1) at least 
two-thirds of the Board of Directors of the FDIC, (2) at 
least two-thirds of the Board of Governors of the Feder-
al Reserve System, and (3) the Secretary of the Treasury 
(in consultation with the President). If the systemic 
risk exception is exercised, the FDIC is required to re-
cover the losses expeditiously with a special assess-
m e n t on m e m b e r s of t h e i n s u r a n c e f u n d . T h e 
assessment is to be levied on each bank's average as-
sets minus its average tangible equity and average to-
tal subordinated debt.12 

Analysis of New Legislation 

Table 1 represents what seems to be an "ideal" sep-
aration of closure and discount window policies. The 
shaded areas depict situations in which either private 
market or regulatory actions cause a spillover effect to 
"secondary" institutions. Three points merit emphasis. 
The first involves the fact that, in the system the table 
describes, closure decisions for individual institutions 
(and, by extension, "nonclosure" decisions) would not 
depend at all on whether there is systemic risk in the 
system. This point is reinforced by the observation 
that in this system discount window lending is the on-

ly tool (other than, possibly, open market operations) 
that is used to deal with secondary firms during times 
of crisis. 

The second point of interest in the proposed sce-
nario turns on the fact that, in the absence of systemic-
risk condit ions, discount window lending would be 
used only to support individual institutions that the 
market has incorrectly (and presumably temporarily) 
deemed to be nonviable . Discount window lending 
would never be employed to keep open institutions 
that both the market and regulators believe to be non-
viable. 

The final element to emphasize involves the case 
in which the central bank 's information is "neutral ," 
as it might be in the case of dealing with institutions 
over which it has no regulatory authority. In this case 
no action would be taken in an insolvency that has no 
secondary influences. However, should such a closure 
cause a crisis for other institutions, the central bank 
would stand ready to lend to those secondary f i rms 
that have good collateral, including but not limited to 
depositories. Likewise, in other situations causing a 
liquidity squeeze for secondary institutions the central 
bank could extend discount window lending to those 
institutions. The recently passed legislation fo l lows 
these lines with two possible exceptions. The first is 
the escape clause for invoking the too-big-to-fail doc-
trine. Under the current f ramework regulators may, in 
cases of perceived sys temic risk ( indicated on the 
table by the shaded areas), choose both coverage of 
all liabilities and lending to secondary insti tutions. 
Such a response would seem justified only if a large 
fraction of the banking system is not viable so that re-
fusal to apply the too-big-to-fail principle would re-
sult in collapse of the financial system. Second, as a 
matter of practice the secondary institutions may in-
volve only depository firms, even though the new law 
expands the potential for lending to nondepository in-
termediaries. 

It is r ecogn ized that the new regula tory sys tem 
must start f rom a less than neutral point. Old regula-
tions and bank actions have combined to provide an 
environment in which temporarily continuing to ob-
serve the too-big-to-fail doctrine may be needed as a 
transitional fallback position in crisis periods. More-
over, limited access to the discount window remains 
a viable option when the central bank has little or no 
information concerning the balance sheets of nonde-
pository financial intermediaries. Despite these "tran-
sit ional" frictions, the recent legislation appears to be 
a subs tan t ia l m o v e toward separa t ing c losure and 
systemic-risk management problems. 
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Table 1 
Alternative Regulatory Responses to Failures, 

Based on Regulator and Market-Based Information 

Regulatory 
Assessment 

Market-Based Assessment 
Regulatory 
Assessment Solvent Insolvent 

Solvent 

No regulatory action Discount window lending 
to primary institutions 

Solvent 
No reason for a crisis at 
secondary institutions 

Discount window lending 
to both primary and 
secondary institutions 

Neutral 

No regulatory action Regular closure of primary 
institution 

Neutral 
No reason for a crisis at 
secondary institutions 

Discount window lending 
to secondary institutions 

Insolvent 

"Early" closure or merger 
for primary institution 

Regular closure or merger 
for primary institution 

Insolvent 
"Early" closure for 
primary, discount window 
lending to secondary 
institutions 

Regular closure for 
primary, discount window 
lending to secondary 
institutions 

Market or regulatory action induces crisis for secondary firms 

Conclusion 

Financial panics and bank runs have been a part of 
the U.S. f inancial system for at least two centuries. 
Central bank lending via the discount window and clo-
sure policies on the part of governmenta l agencies 
have played important roles in handling these crises. 
This article has provided a review of historical and 
current practices relating to these areas of action, em-
phasizing the distinction between regulatory actions 
aiming to avert systemic risk (or crises) and those ac-
tions primarily addressing problems isolated at an in-
dividual institution. 

The article suggests that in a world where regula-
tors and market part icipants have d i f fe r ing (and at 

times conflicting) information, there exist useful dis-
count window and closure policies, which have the 
following characteristics: 

• Discount window lending is used solely to deal 
with systemic risk issues except in those cases for 
which the central bank's private information sug-
gests that an individual bank is viable even though 
market-based financing is unavailable. 

• In extreme circumstances discount window lend-
ing is made available to secondary institutions that 
are nondepository intermediaries. 

• Closure rules are not related to systemic risk is-
sues. Systemic risk is dealt with through the dis-
count window policies discussed above or through 
open market operations. 
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T h e recent ly adopted banking legislat ion m o v e s to-
ward the separat ion of isolated so lvency and sys temic 
l iquidity p rob lems . Regula tors are manda ted to resolve 
p rob lem banks promptly. Banks wi th inadequa te capi-
tal will be required to deve lop and i m p l e m e n t a p lan to 
increase their capital wel l be fo re they b e c o m e insol-
vent . P rob lem banks unable to ra ise their capi tal are 
supposed to be p laced in rece iversh ip or conserva tor -
ship pr ior to b e c o m i n g inso lvent . T h e abi l i ty of the 

F D I C and Federa l R e s e r v e to pro tec t u n i n s u r e d de-
pos i tors is a lso cur ta i led. In addi t ion , the bill has ex-
panded the Federa l Reserve ' s ability to supply liquidity 
to n o n b a n k f i rms in a sys temic liquidity crisis. T h u s , 
excep t ing the t ransi t ional per iod, the n e w legis la t ion 
s eems to h a v e p rov ided a viable f r a m e w o r k fo r m a n -
ag ing bank c losures by the F D I C whi le a l lowing the 
centra l bank m a x i m u m f lexibi l i ty to deal with any re-
lated crises. 

Notes 

1. The illiquid intermediary may have to pay a premium to ob-
tain funds on short notice, but the extra cost has the side 
benefit of encouraging intermediaries to manage their liq-
uidity position prudently. 

2. This danger exists for all institutions but may be worse for 
intermediaries. 

3. See, for example, Chernow (1991, particularly 124-25) for a 
discussion of the consortium put together by Morgan to deal 
with the potential closing of the New York Stock Exchange 
during the panic of 1907. Interestingly, this group also made 
decisions concerning the viability of individual trust compa-
nies. Much like a central bank, some were allowed to fail 
(for example, Knickerbocker) while others (for example, 
Trust Company of America) were deemed healthy and pro-
vided with emergency credit. 

4. As noted earlier, the purpose of this article is not to enter 
the debate over (a) the wisdom of centralizing the fractional 
reserve system and the issuance of money (see Bagehot 
1873) or (b) the causality between government price stabi-
lization policies (or lack thereof) and the resulting health of 
financial intermediaries (see Schwartz 1988). Rather, the 
primary concern is with the appropriate use of government 
intervention once a period of financial stress occurs, what-
ever its underlying source. 

5. Wigmore (1987) provides an interesting argument that nei-
ther the timing of the bank holiday nor the calm afterwards 
was due primarily to domestic failures on the part of the 
Federal Reserve and the subsequent establishment of the 
FDIC. He argues that the holiday was necessitated by a run 

on the dollar and that the crisis was abated by restrictions on 
gold payments and the devaluation of the dollar. 

6. Emmons (1991) provides a model with roles for both the 
lender of last resort and deposit insurance. The lender of last 
resort limits the damage from early liquidation of a bank re-
sulting from a run by depositors that monitor a bank's portfo-
lio, while deposit insurance removes the incentives for 
nonmonitoring depositors to join a bank run after it has begun. 

7. Although Continental is generally cited as the first applica-
tion of too-big-to-fail, Golembe Reports notes that "in a 
very basic sense [too-big-to-fail] was born on December 4, 
1956, when the Home National Bank of Ellenville, New 
York failed" (1991, 5). The bank had a local box factory as 
one of its large depositors, and employees of the box factory 
were facing a grim Christmas season. 

8. The closing is inevitable absent the existence of a deposit 
insurer that will cover the losses for at least some subset of 
the firm's creditors. 

9. See Tallman and Moen (1990). 
10. Technically, the model by Kanatas deals only with risk-

neutral firms and risk-averse private lenders. Therefore, 
lending between private firms is not explicitly considered. 
However, the model could be extended to incorporate the 
risk aversion discussed in the text. 

11. Wall and Peterson (1990) provide a review of the failure of 
Continental Illinois and its impact on other allegedly finan-
cially weak banking organizations. 

12. FDIC insurance assessments are ordinarily levied only on 
domestic deposits. 
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