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Market Discipline and Financial Crisis Policy: An Historical Perspective


1.  Introduction

This paper presents a framework to aid in our understanding of the historical evolution of economic policy to deal with financial crises.  There are three pillars of financial crisis policy: crisis prevention, crisis management and crisis resolution.1  The framework applies most readily to domestic financial crisis policy but also has resonance for international crises.

We define crisis prevention as measures taken by both the private and the public sector to make the financial system robust to financial crises.  It includes measures taken by the private banking sector to build adequate capital and reserves to provide the wherewithal to meet sudden demands for liquidation; institutional structures to allow adequate risk pooling and portfolio diversification such as nationwide branch banking systems; techniques to reduce the information asymmetry that makes it difficult to distinguish 

sound from unsound institutions such as uniform accounting standards; and government regulations which serve the same purposes such as deposit insurance, reserve and capital requirements.

1. For an earlier use of the pillars concept see Fischer (1999).
Were crisis prevention successful, there would be no financial crises.  In historical  experience this has not happened.  Once crises are triggered, crisis management comes into play. We define it as the extension of Walter Bagehot's (1873) famous strictures to central banks to lend freely, to illiquid but solvent banks, but at a penalty rate.  Crisis management, however, can also be performed by private sector agents and governmental authorities other than the central bank.

Crisis resolution involves resolving the problems of various types of financial crises.  It includes the liquidation of insolvent financial institutions, fiscal restructuring, default debt resolution and devaluation to resolve a currency crisis.

A large crisis can trigger changes in one or more of the pillars.  In our framework, however, an innovation in one of the three underlying pillars can induce institutional changes in the financial system that may imply that further changes in the other pillars may be needed if the financial system is to remain stable and resistant to shocks.  If these changes are not made, the resulting inconsistencies can create incentives for the market participants that lead to actions that set the stage for future crises.  Thus, we can conceive 

of a pendulum swinging between the pillars in the aftermath of a crisis.

An example that we develop below of how the pendulum process works is of a financial crisis arising in a country, triggered by an external shock, because the preventive measures in place are inadequate.  The experience of this crisis in turn could generate innovations in one of the pillars.  For example, new preventive measures that could have unforeseen consequences for the other pillars, (such as the extensive financial regulations of the New Deal era in the U.S.) which sowed the seeds for a new form of crisis several decades later and led to innovations in both crisis management and crisis resolution. 

In the rest of the paper we first develop the pendulum hypothesis distinguishing between domestic and international aspects.  We then look at the historical record in some detail for the UK and U.S. and (briefly) other advanced countries.  Then we focus on the emerging nations.  We conclude with some lessons from the historical record.

2. The Pendulum Hypothesis

2.1 The Domestic Dimension

According to the pendulum hypothesis, crisis prevention, crisis management, and crisis resolution policies have evolved in response to the incentives they have created for market participants and to the occurrence of major shocks and/or crises that have signaled a weakening of one of the pillars.2   
2. Our concept of a pendulum is clearly related to the concept of a dialectic discussed by Kane (1991). The pendulum can also be thought as similar to Foucault’s pendulum, first displayed at the Pantheon in Paris in 1851 and currently on display at the Musee des arts et metiers. Foucault’s pendulum suspended from the ceiling was designed to demonstrate the rotation of the earth. 

The pendulum swings when a crisis, triggered by the conjuncture of internal 

inconsistencies in the financial regulatory system and external shocks reveals an 

inconsistency between pillars.  Innovation in one of the three underlying pillars creates incentives for market participants that lead to institutional changes that requires adjustments in the other pillars if financial policies are to effectively minimize and manage financial crises.

Thus in the history of the U.K. and the U.S. and other advanced countries, the evolution of the money economy and the use of fiduciary bank liabilities (whether convertible into specie or not) led to the problem of bank panics because of the inherent potential for instability in institutions the maturity of whose portfolios is mismatched.  The potential 


for losses to depositors/or noteholders and disruption of the payments system and hence 

the real economy revealed a significant externality associated with banking.  The externality was in part internalized by actions taken by the banks themselves (the use of reserve, capital and liquidity ratios) and collectively (the pooling of reserves) i.e. by crisis prevention,3 and later by the development of a central bank.  The central bank, acting as a lender of last resort, became the crisis manager, either lending freely to illiquid but solvent financial institutions at a penalty rate on the basis of sound collateral or by the use 

of open market operations to provide liquidity to the money market.

Typically a central bank evolved from a large government chartered and mandated bank, concerned primarily with its own commercial interest, to a central bank concerned with

the public interest (Goodhart 1988).  Once a central bank began providing liquidity to the

financial system in the face of crisis, in a credible way, the externality of a banking panic was greatly reduced.4

Measures of crisis prevention have changed drastically over time:  private clearing arrangements before 1914; to extensive interest rate ceilings and credit controls from the 1930’s through the 1970’s; to market-oriented capital requirements today.  Crisis 

management involving the central bank is no longer limited to Bagehot’s rule. The “too big to fail” doctrine and the concept of creative ambiguity have become prominent.  Crisis resolution has evolved from informally arranged mergers and lifeboat operations to deposit insurance and resolution agencies. 

Taking the U.S. experience as a prototype, the first swing of the pendulum occurred in 1914 from earlier crisis prevention by both the private sector and the states and management by private arrangements and the U.S. Treasury in the face of a banking panic, to crisis management by a central bank - - the Federal Reserve. 

3. The practice of the private clearinghouse in the U.S. of pooling the reserves of the members and precommitting on eligibility was both a crisis prevention and crisis management device.

4. Debate swirls over whether a central bank could ever do this – that it is very difficult to distinguish between solvency and illiquidity (Rockoff 1986) and that denying support to a large institutional bank can cause more harm to the real economy (Goodhart 1985).
However, once the lender of last resort was perceived to be in place the private financial sector reacted to it by reducing its safeguards  (private crisis prevention mechanisms):  a reduction in capital and liquidity ratios and dismantling of clearinghouse pooling arrangements.  The inadequacies of this system were revealed when the system was hit by the massive shock of the Great Depression and the lender of last resort failed to deal with a crisis affecting a less prepared banking system. This crisis led in successive decades to a swing in the pendulum in the form of  extensive regulation of the lending and investment activities of the private financial sector and the introduction of deposit insurance.  The crisis management technique also changed because the central bank did not have the resources to recapitalize the financial system.  Formal crisis resolution in the form of the Reconstruction Finance Corporation developed.

The next swing in the pendulum involved a dramatic change in crisis prevention.5  The end of interest rate ceilings and other domestic regulations but the survival of the safety net (including deposit insurance and the unwillingness to close large insolvent banks), exposed the financial system to moral hazard, increased risk taking and new forms of financial crisis.

The last swing in the pendulum has occurred in reaction to the moral hazard engendered by the safety net and the crisis resolution mechanism, in the direction of a restoration of the private techniques of providing a cushion of capital used before the advent of formal crisis management.

2.2.The International Dimension
The pendulum hypothesis applies to the international economy just as it does to the domestic economy.  The three pillars of crisis policy, however, evolved differently.  Crisis management evolved from the domestic lender of last resort function under the international gold (specie) standard.

Under a pure gold standard the monetary authority needs to supply gold coins to satisfy an unusual demand for currency.  These can come from previously acquired international reserves or can be borrowed temporarily from another monetary authority, as was the case before 1914 for a number of rescues arranged between the Bank of England and the Banque de France (Bordo and Schwartz, 1998).  In a mixed currency system with both gold coin and convertible fiduciary money, as was the case under the classical gold standard, crisis management applied the innovation of Bagehot’s Rule to lend freely on the basis of sound collateral but at a penalty rate.  The monetary authority needed the credibility to temporarily suspend gold convertibility (in the UK invoke a Treasury letter) and to provide unlimited liquidity to the money market; otherwise gold had to be borrowed (recycled) from abroad.  

5.  It occurred in the 1960’s, 70’s and 80’s in the face of several historical forces: inflation; the growth of real income; reduced information asymmetries; the growth of technology which has improved access to information and led to the development of new types of financial assets; and arbitrage to exploit wedges the open up between free market returns and those suppressed by controls.  These forces interacted with an ongoing tension that developed between the desire for stability which led to the creation of a financial safety net and market forces which have undermined the controls which buttress it.  

Countries lacking such credibility had to abandon gold convertibility.  Hence the international dimension of the lender of last resort function (a partial international lender of last resort) essentially involved the recycling of gold between countries.  

There has never been an international lender of last resort facility capable of supplying high-powered money to the international monetary system in the way that a national lender of last resort in a fiat money regime can (Capie 1998).  Only a supernational central bank as Keynes (1931) once advocated could serve as an international lender of last resort.  Few countries, with the exception of the European Monetary Union, have expressed willingness to give up the monetary sovereignty required to a supernational central bank.  

However, there have been periodic attempts at crisis management in which hard currencies were advanced to monetary authorities facing speculative attacks on their international reserves. These range from ad hoc intercentral bank lending and policy coordination under the gold standard and the interwar gold exchange standard, to the rescues by the G-10 and the IMF during the Bretton Woods era, to the recent massive infusions of liquidity by the IMF and major countries to emerging countries in crisis today. These rescues have not closely followed Bagehot’s strictures. However, IMF conditionally has been viewed as an attempt to do so (Fischer 2000).

Crisis prevention in the international context in the pre 1914 period involved arrangements between the international branches and head office of commercial banks and gold policy by central banks to widen the gold points and thereby temporarily shield the domestic economy from external shocks that could lead to crisis.  New powerful international preventive techniques that evolved after World War I included a panoply of capital and exchange controls and other restrictions on current account convertibility.  The objective of the measures was to seal off the domestic economy from external shocks.

International crisis resolution techniques before 1914 included the recapitalization of a major investment bank, Barings in 1890, backstopped by a British government guarantee, the cutting off of international lending in the event of sovereign debt defaults and workouts by private foreign bond holders councils.  Government involvement was 

minimal (Lindert and Morton 1989).  In recent years international crises have been resolved by national guarantees of the large international money center banks in the 1982 Debt Crisis. And by international bailouts of monetary authorities in crisis which often cover the interest and principal of the loans (Bordo and Schwartz, 1999b).  Debt crises, after the defaults of the 1930’s, have been resolved by government mediation which often involved official guarantees and which have greatly lengthened the process of resolution (Bordo and Schwartz 1999b).

The pendulum would swing between these international crisis policy pillars, as was the case in the domestic context. Under the classical gold standard system, currency crises reflecting temporary inconsistencies between internal conditions and the external peg, were managed by domestic central banks raising their discount rates and running down their international reserves or temporarily borrowing gold from other central banks.  (Bordo and Schwartz, 1999a).  This practice began to erode even before 1914 as nations began violating “the rules of the game” to protect their national economies from external shocks, and then broke down with World War I which ended gold convertibility and imposed exchange and capital controls (Obstfield and Taylor 1998).

After World War I the restoration of the prewar system in the 1920’s was short lived.  In the face of the massive shocks of the Great Depression, the pendulum swung in favor of extensive crisis prevention in the form of universal controls on capital movements and controls on the free convertibility of currencies.  The postwar Bretton Woods System 

represented another swing of the pendulum.  It reestablished current account convertibility and the IMF, set up in part to provide temporary assistance to member countries facing temporary current account imbalances, became a partial lender of last resort.  International crisis management was strengthened in the 1960’s by the rescue packages arranged by the G-10.  In these years the presence of capital controls and regulation of domestic financial markets led to evasion and innovation to circumvent the controls.  Their removal and the opening up of international capital markets in turn led to a series of crises in the 1980’s and 1990’s which led to the most recent swing in the pendulum toward new forms of crisis resolution (Fischer 1999).

3.  The Three Pillars of Crisis Policy: The Historical Evolution of Advanced Countries.

We survey the evolution within our pendulum framework over the past century of crisis prevention, crisis management and crisis resolution in advanced countries. We distinguish between the national and international levels.
3.1.  1870-1914

The origins of financial crisis management and the lender of last resort can be traced back to the Bank of England’s response to banking panics in the eighteenth and nineteenth 

centuries. Until the last third of the century, the Bank of England would react defensively to a decline in its gold reserves, whether from a shock to the balance of payments or a domestic banking crisis, by raising its discount rate. The Bank, which was a private institution established in 1694 as the government’s fiscal agent, would try to protect its shareholders during financial crises.  On many occasions by delaying or refusing to provide liquidity support to stressed financial institutions, the Bank’s actions worsened the crisis.  On several occasions between 1825 and 1866, the Bank would supplement its gold reserves by temporarily borrowing gold from the Banque de France.  On a few occasions, this action prevented the Bank from suspending gold convertibility.  On no occasion was the rescue sufficient to prevent a banking panic (Bordo and Schwartz, 1999b; Flandreau, 1998).

After the crisis of 1825, the Bank was under increasing pressure from Parliament and from critics such as Walter Bagehot to accept responsibility for the liquidity of the

financial system. Beginning with the Overend Gurney Crisis of 1866, the Bank began to follow what became known as Bagehot’s rule of crisis management. For a central bank adhering to gold convertibility and facing both an external drain (currency crisis) and an internal drain (banking crisis), the rule was to lend freely (discount the paper of) to solvent but illiquid banks, on the basis of sound collateral (evaluated in non-crisis terms) but to lend at a penalty rate (an interest rate above what could be obtained from private market sources) (Bagehot, 1873). By following this rule, the Bank eliminated banking panics in England (see Bordo 1990, Humphrey 1986, Rockoff 1986, Meltzer 2003).                                                        

Following Bagehot’s rule meant that the central bank was exposed to credit risk since it would have to provide credit at the time when it was most difficult to evaluate the soundness of banks’ collateral. In the British experience the Bank of England’s exposure was limited through the development of lifeboat operations under which the commercial banks under the Banks’ supervision would provide most of the funds to rescue ailing banks. The famous Baring crisis of 1890 was resolved in this way. The Bank of England was able to do this because the British banking system operated in many ways like a “club” or cartel (Goodhart 1995).  Because entry was restricted, the banks had significant franchise values which made it in their interest to follow prudent lending strategies and to cooperate with the central bank.

The Baring crisis illustrated elements of the three pillars in operation.  The Bank acted as a crisis manager but the lifeboat operation, included elements of both crisis prevention – the club screened the risk of insolvency, and fiscal resolution – the British government

guaranteed the exposure of the Bank and the clearing banks.

The Bank of England was able to temporarily inject liquidity into the money market and not seriously threaten its adherence to gold convertibility because of the credibility of its commitment to gold (revealed by its willingness to raise its discount rate to whatever levels were required to preserve its gold reserves). In the event of a serious external drain, the Bank could request permission from the British government to temporarily suspend its charter and issue more bank notes than its statutory limit. A Treasury letter was 

requested on several occasions, but in no case of peacetime crisis was it used. Only in the case of wartime emergencies, in 1797 during the Napoleonic wars and in 1914 at the outbreak of World War I, was the gold standard suspended.  The ability to temporarily suspend gold convertibility gave the Bank the flexibility to follow Bagehot’s rule.  In most cases, invoking but not actually using the Treasury Letter allayed the panic.

A second line of defense in the face of currency crisis was access to lines of credit from other European central banks and private banks such as the Rothschilds (Ferguson 1998), as for example the loan by the Banque de France and the Russian Central Bank to the Bank of England in 1907 (Bordo and Schwartz, 1999a). 

Other major European countries also developed crisis management techniques while adhering to the gold standard.   France, with lower credibility than Britain, amassed a huge gold reserve and rationed credit to the commercial banks.  Germany and other countries developed techniques similar to Britain (Kindleberger, 1989).

The U.S. experience in the nineteenth century as was the case for Canada, Australia and Latin America, was quite different from that in the U.K. Although the U.S. financial system had some British antecedents it differed in a number of fundamental ways. Key amongst these was the absence of any form of a central bank after the demise of the Second Bank of the United States in 1836, and a much less concentrated banking system with a large number of competing state banks.6 

This reflected prohibitions on branch banking and interstate banking.  Consequently, the franchise value of banking was much less than in the U.K. In addition, since banks could not diversify their portfolios across regions, banking was a much riskier business than in the U.K.  As a result, banks as a form of self insurance tended to hold very high capital ratios (see Kaufman, 1992).  In this era there were no formal tools of crisis resolution other than bankruptcy.

6. This statement more recently reflects the English experience after the 1844 Bank Charter Act.  Before then the legal restrictions on the country banks made them as vulnerable as their U.S. state bank counterparts.  The Scottish banking system with few legal restrictions and especially no prohibitions on branching developed a very effective private crisis prevention technology, which except on rare occasions did not require access to a lender of last resort (White 1984, Goodhart 1988.)

In the absence of a central bank and formal LLR arrangements, the U.S. banks developed their own arrangements to deal with crises. The most well known was the issuance of emergency clearing house loan certificates by the private clearing houses in each major 

commercial center (Timberlake, 1995). Other techniques used were the suspension of 

internal convertibility between bank notes and deposits on the one hand and gold on the other, and U.S. Treasury actions such as the transfer of deposits between the Treasury and the commercial banks. These techniques were on a few occasions successful in allaying panics (e.g. 1884). But on other occasions did not prevent serious banking panics and widespread bank failures (1873, 93, 1907). 

The U.S. on several occasions also faced currency crises.  In the absence of a central bank, Bagehot’s Rule was not enforced and external convertibility was suspended in 

1837, 1857, and 1862.  Unlike the European example, inter central bank loans were not arranged, but in 1895 in the face of a threat to U.S. gold reserves a private syndicate organized by J.P. Morgan arranged a line of credit for the U.S. Treasury with European Central Banks (Friedman and Schwartz, 1963.  Grilli, 1990). 

The financial crises of the national banking era and especially the crisis of 1907 created the pressure needed to establish the Federal Reserve in 1914.  Indeed the 1907 panic was in part alleviated by the actions of J.P. Morgan in arranging the pooling of reserves by the New York clearinghouse and the transfer of deposits by the Treasury.  Concern over the power exercised by one individual in resolving this and the earlier 1895 currency crisis, 

as well as over the losses to depositors and the absence of a true central bank to follow the rules of the game of the gold standard led to the legislation creating the Aldrich Vreeland Act of 1908.   This act formally institutionalized the reserve pooling done formerly by the private clearing houses, and created the National Monetary Commission, which in 1912 recommended that the U.S. create a central bank. 

Although, formal international crisis management during this era was limited, the international system itself was robust to crises (had a built in crisis prevention system) in part because of the credibility of commitment to gold convertibility by the majority of advanced countries, this was in turn made possible by the absence of political pressure to gear monetary policy to domestic objectives (Eichengreen 1992). It was also robust because the system may have been managed by Great Britain, the dominant commercial 

power and location of London, the key financial center.7

Most countries attached considerable importance to adhering to gold because of the importance of access to the London capital markets on favorable terms. The gold standard thus represented a "good housekeeping seal of approval" (Bordo and Rockoff 1996).

Thus in this era, characterized by laisser-faire, mobility in goods, labor and capital, there were no formal institutions of international crisis prevention or of crisis resolution.

7. The evidence on whether Britain and more pointedly the Bank of England managed the gold standard is mixed.  The central banks of France and Germany each had considerable influence over the money markets of the continent of Europe and on capital flows to a number of peripheral countries (Bordo 1981, Flandreau and Eichengreen 1996).

Private market arrangements such as clearing houses, stock exchanges, Lloyd's Insurance, developed to handle risks to financial markets. International debt crises were handled by entities such as the Council of Foreign Bondholders (Mauro and Yafeh 2003). Defaults usually led to standstill agreements and workouts between affected parties (Eichengreen and Portes, 1989).

The gold standard was not able to sustain the major real shock of the outbreak of World War I.   In a few short months, billions of pounds in outstanding claims on the belligerents were liquidated, major stock exchanges were closed and currencies became inconvertible.  During the war, capital controls, exchange controls, and trade restrictions halted another important aspect of the regime.

3.2  1919-1929
In the post World War I era, central banks that had been turned into engines of inflation to finance wartime and post war government expenditure by low interest loans, gradually returned to their earlier role as crisis manager in a world attempting to return to the gold standard. In this period, many countries adopted central banks. The key newcomer was the U.S. which had established the Federal Reserve in 1914.

The Federal Reserve was established to amongst other things to follow Bagehot's 

strictures for crisis management (Meltzer 2003, Chapters 2 and 3).  According to Friedman and Schwartz (1963) it was successful in the first 15 years of operation in avoiding banking panics.  It followed a policy of interest rate smoothing primarily to reduce the seasonal spikes which were associated with panics before 1914 (Miron 1986). It was also supposed to maintain gold convertibility on classic gold standard lines and was endowed with a high gold reserve ratio to accomplish this task.

The creation of the Federal Reserve involved a swing of the pendulum towards crisis management.  As a consequence in reaction to the protection provided by this new 

institution, the commercial banks reduced their capital and liquidity ratios substantially.  (Kaufman 1992).  This exposed them to greater credit risk than before in an environment where the prohibitions on branching and interstate banking still prevailed.  In addition the Fed took responsibility for the payments system which diminished the role of the private 

clearing houses.  

The crisis management techniques of reserve pooling and suspension of convertibility of deposits into currency were effectively dismantled.

Other countries adopting central banks in this era either followed the British model (e.g. Central and Eastern Europe) or as in Latin America that of the Federal Reserve.  The many central banks established in this period incorporated statutes formally adhering them to the Gold Exchange Standard and giving them the tools to act as a domestic lender 

of last resort (Bordo, Edelstein and Rockoff, 1998).

International crisis management evolved from the pre war experience. Ad hoc cooperative arrangements were made between the U.S. and U.K. and the League of Nations (Santaella 1992) to stabilize the Central European countries and return them to gold convertibility. Britain was no longer the hegemon of the international financial system, having exhausted its foreign assets to finance the war. The U.S., the rising commercial and financial power, was unwilling to take over the mantle.  Hence the ability of a partial international lender of last resort mechanism to recycle gold between countries as had developed under the classical gold standard was greatly diminished.

In this period, once the gold standard was restored, its major members began following policies inconsistent with its long-run survival. The Federal Reserve systematically 

sterilized gold inflows hence draining gold from the system. France, after it stabilized its currency de facto in 1926 followed similar policies and after 1928 pursued a pro-gold policy as did Germany. Britain weakened by its return to gold at the original overvalued parity and the loss of its international assets was continually threatened by an incipient drain of its reserves. An additional force which threatened the gold exchange standard was the deflationary pressure stemming from the wartime inflation induced decline in the real price of gold (Meltzer 2003, Johnson 1997). Hence, although the gold standard and the classic crisis management function were restored in the 1920s it was as a considerably less credible regime, and hence monetary authorities would prove to be incapable of handling the crises that loomed at the end of the decade.

In this period, financial institutions in many countries were weakened because of the decline in international financial integration caused by the war and post war instability in Europe which reduced the capacity to diversify portfolios (Obstfeld and Taylor 1998, Bordo, Eichengreen and Kim 1998). The financial networks were further weakened by the massive overhang of war debts and reparations payments (Eichengreen 1992).  In the face of a growing political demand for protection of real income in the face of real shocks (Eichengreen 1992), concerted attempts were made in different countries to make their macro and financial systems more robust to shocks such as the post war depression of 1919-21. These included the substitution of foreign exchange for gold in central bank reserves to give them a stronger cushion against such shocks, sterilization of reserve 

flows to insulate the money supply from external pressures and activist monetary policies 

to smooth cyclical disturbances. In the international context, the pendulum swung towards crisis prevention.

3.3 1929-39

Crisis management broke down both at the national and the international level during the Great Depression. A key factor may have been the incipient conflict between following the gold standard rules and making the system robust. The Federal Reserve followed the flawed real bills doctrine which led it to deflate the stock market boom of the late 1920's and then prevented it from providing the liquidity required to offset a series of worsening banking panics from 1930 to 1933. Key Federal Reserve officials further did not believe that they had to act as a lender of last resort because member banks did not offer eligible paper to discount. They also followed the flawed liquidationist hypothesis (Friedman and Schwartz 1963, Meltzer 2003, Wicker 1966, Wheelock 1991). 

The Fed’s failure to act was made worse because the banking system had dismantled its earlier developed private crisis management techniques such as the pooling of reserves by the clearing house and the suspension of internal convertibility.8 

In response to the Great Depression a sea change occurred in the attempt to make the financial system robust to crisis (crisis prevention). The pendulum swung again. The U.S.

banking crisis was mistakenly attributed to inherent instability in the financial system and not to flawed monetary policy. This led to massive regulation under Roosevelt’s New Deal designed to reduce risk including: restrictions on financial institution's portfolios, the separation of commercial from investment banking (the Glass-Steagall Act of 1933) and interest rate ceilings (Bordo, Goldin and White 1998).  Also the safety net was expanded to include federal deposit insurance (1934).  In other countries, interest rate ceilings and other controls proliferated.

The massive bank failures in the U.S. led to innovation in crisis resolution and another swing in the pendulum.  For the first time taxpayers funds were used to help recapitalize the banking system.  In the U.S. the legislation that provided for the reopening of banks after the banking holiday of 1933 authorized the Reconstruction Finance Corporation 

(RFC) to invest in the preferred stock or capital notes of commercial bank.

8. Also private crisis prevention standards had lessened with the belief that the Fed would preserve financial stability.  In the U.K., Canada and other countries with nationwide branch banking systems the crisis prevention mechanism was adequate to prevent the massive banking failures of the U.S. European countries with universal banking systems did not fare as well.

The RFC was the forerunner of  later use of fiscal agencies to rebuild a weakened banking system.  The introduction of deposit insurance in the U.S. in 1934 (followed by other countries in the second half of the twentieth century) changed the relationship of central banks with the banking community.  An agency other than the central bank was involved when troubled banks needed assistance in augmenting an inadequate capital base.  Fiscal authorities became the source of capital funds for banks, which central banks were not supposed to provide.

The crisis spread to the rest of the world via the links of the fixed exchange rate gold standard. Other countries bound by their adherence to gold standard orthodoxy (“golden 

fetters”) were reluctant to follow classic crisis management techniques to relieve banking panics and deflation. They feared massive capital outflows should expansionary policy be 

pursued in the environment of poor credibility. The deflationary pressure was aggravated by France’s pursuit of a pro-gold standard policy of deliberately converting outstanding foreign assets to gold (Johnson 1997).  International rescues of Austria, Germany and Britain in 1931 were unsuccessful.  Other countries were unwilling to lend resources sufficient to stave off speculative attack in part because of the belief that the gold exchange standard itself was flawed (Bordo and Schwartz 1998).  Moreover, attempts at international coordination of reflation broke down and finally countries were only saved from depression and deflation by cutting the link with gold and following expansionary monetary policies (Eichengreen 1992). Only the U.S. had sufficient gold reserves to follow the expansionary policy needed to offset the deflationary effects of the banking panics (Bordo, Choudhri and Schwartz 2002, Hsieh and Romer 2001). Had it done so the world crisis might have also been prevented.  It was prevented from doing so by flawed doctrine and institutional paralysis (Friedman and Schwartz 1963, Meltzer 2003).

At the same time to insulate their national financial systems and economies from the perceived deleterious effects of short-term capital flows (hot money movements) most countries imposed exchange and capital controls (Obstfeld and Taylor 1998). They also drastically increased tariff protection (Irwin 1996).  In the international sphere as within 

national economies the pendulum swung in favor of crisis prevention.  By the end of the

1930s, the international financial system had completely collapsed.

3.4. 1939-1971

During World War II, central banks in most countries were strengthened by a panoply of controls over credit markets as well as capital controls. This was part of an attempt to control both the quantity and allocation of credit. These controls were gradually lifted in the post-war period, although in many European countries not for several decades. (See Jonung 1994).  In this period, there were virtually no domestic banking crises in advanced countries. This reflected the presence of tight regulation of financial markets and the pursuit of stable macroeconomic policies which minimized the effects of price level uncertainty on financial balance sheets (Bordo and Wheelock 1998).

Domestic financial systems in this era in advanced countries were very robust to crises. The controls and regulations established in the 1930s and during World War II greatly suppressed risk taking. In the U.S., interest rate ceilings, restrictions on portfolios, the separation of commercial from investment banking and deposit insurance, in an environment of stable monetary policy and price level stability, ensured that bank failures became almost an oddity.  The experience was similar in other countries, although few had deposit insurance. 

In the late 1960’s , in the face of rising inflation, interest rate ceilings began to bite and opportunities for arbitrage opened up leading to financial innovation and political rent 

seeking to circumvent the controls. The regulations increasingly thwarted the efficient resource allocation functions of financial markets of portfolio diversification and optimal intertemporal consumption smoothing. An early important development was the creation of the Eurodollar market in the 1960s, initially set up to give the Soviet Union access to hard currencies but later it became a way to allow U.S. banks to evade interest rate ceilings  (regulation Q) by taking dollar deposits in London.  At the same time as inflation weakened controls, improvements in financial technology increased the opportunities to develop new financial instruments.  The benefits of liberalization began to outweigh the perceived benefits of controls and regulations, and so many were dismantled in the face of political pressure.

At the international level, crisis management was strengthened with the creation of the IMF and the Bretton Woods adjustable peg exchange rate system. Under Bretton Woods, members would maintain declared parities except in the event of a fundamental disequilibrium when parities could be altered. The system had an indirect anchor to gold as the U.S., the center country, pegged its currency to gold and other members pegged their currencies to the dollar. In the sphere of crisis prevention capital controls were encouraged to minimize the speculative attacks on currencies that had occurred in the 1930s. National monetary authorities were given the leeway to pursue domestic economic 

goals independent of external constraints by the cushion of international reserves.  Indeed the combination of capital controls, international reserves and access to the IMF meant that the domain of domestic monetary authorities coincided perfectly with the domain of financial markets.  Domestic lender of last actions would not be prevented by gold drains or external capital flight.  At the same time however the panoply of regulations and controls over domestic financial markets reduced the need for a lender of last resort.

The IMF was a Fund established to provide temporary assistance to countries with current account deficits. It was not set up as an international lender of last resort to issue unlimited credit to illiquid members, but as a form of credit union where members could access their original quotas plus a specified line of credit. As practice developed, access to the line of credit was based on the conditionality of the pursuit of policies consistent with external balance. 

As the postwar international monetary system evolved in the 1950's and 60's, it became prone to currency crises as several major European countries maintained parities inconsistent with domestic policy fundamentals and changing competitive conditions. Unlike the prewar period the crises were mainly confined to current account imbalances.  The original Fund concept proved inadequate to handle these crises for large countries and required the creation of extra lines of credit from the G-10 countries, the General Arrangements to Borrow (GAB) in 1962, and the arrangement of ad hoc rescue packages by the G-10, BIS and the IMF, as was the case during the Sterling crisis of 1964-67 

(Bordo and Schwartz 1999a).  In many ways the international rescues of the Bretton Woods era echoed those of the prewar gold standard.  Instead of gold being transferred (recycled) between member countries, IMF credits and bilateral lines of credit (swaps) served in the role of a partial international lender of last resort.

Despite the crises affecting Sterling, the Bretton Woods era was a relatively stable one until the late 1960's in part because the U.S., the dominant power, had followed stable monetary and fiscal policies. Between 1968 and 1971, the system crumbled in the face of worldwide inflation, spawned in part by expansionary U.S. policies. Germany and other major countries were unwilling to import U.S. inflation or to revalue their currencies. The system ended in August 1971 with a speculative attack on U.S. gold reserves (Bordo 1993, Garber 1993).

Capital controls impeded international portfolio allocation and created opportunities for arbitrage. As the Bretton Woods era wore on, controls were increasingly evaded by the use of  leads and lags in trade invoicing and other methods. As countries dropped or reduced their controls, pressure mounted on others to do so. With the restoration of capital movements, pegged currencies became more vulnerable to speculative attack. This was a major contributing factor to the collapse of the Bretton Woods adjustable peg system and the movement towards generalized floating exchange rates.

In sum, by the end of the 1960’s, the relationship between the pillars of crisis policy was facing a growing tension between crisis prevention and economic efficiency.  The pendulum would swing again in the following decade.

3.5.
1972-2000
The 1970s was a period of rapid inflation in most countries. Inflation greatly stressed financial institutions constrained by interest rate ceilings and eroded their franchise value. Disinflation at the end of the decade then led to financial distress as the net worth of financial institutions declined. At the same time, the shift to floating exchange rates created new risks for international banks unable to manage them and led to the dramatic failures of the Herstatt Bank and Franklin National Bank in 1974. In this new more risky environment the pendulum swung again in favor of domestic crisis management with the adoption of the “too big to fail” doctrine following several large bank failures in the U.S., (Penn Square, Continental Illinois) the U.K. and other countries.  Increased supervision and oversight was adopted to minimize the size of the losses that too big to fail would require the monetary authorities to absorb. Other large bank insolvencies at the end of the 1970's and early 1980's led central banks to guarantee the assets of shareholders and large depositors deemed “too big to fail”. 

Whereas in earlier times the central bank was enjoined to lend only to temporarily illiquid but insolvent banks, it has since been argued that the lender of last resort during a crisis 

cannot distinguish between an illiquid and an insolvent bank and, in fact, that it may be 

desirable to rescue an insolvent bank because of contagion effects on sound banks.9  Hence the practice of central banks has changed so that banks deemed “too big to fail” are resuscitated, and only small insolvent banks are closed (Goodhart 1987).  Another modification of the rule to lend at penalty rates on good collateral is central bank assistance at market or below market rates with no collateral.  One other modification is 

that central banks now prefer to be ambiguous about their commitment to provide financial markets with assistance in crisis conditions.  “Constructive ambiguity” is an effort to constrain excessive risk taking by financial institutions (Giannini 1999).

The doctrine of “too big to fail” teaches that a central bank should rescue only banks above a threshold size.  However to avoid making known to commercial banks what the threshold size is, because such knowledge would influence their preferences for risk, it became a central bank belief that it should use constructive ambiguity about which banks it was likely to rescue (Goodhart and Delargy 1999).  This was a pronounced departure from the classic prescription that size did not matter.  What mattered was that only illiquid but solvent banks should be saved.  And the market needed assurance that the central bank was committed to provide liquidity, not uncertainty about the commitment.

9. Recent evidence suggests that contagion was limited in U.S. banking panics in the past (Kaufman 1994) (Calomiris and Mason 1997).  Depositors were generally able to distinguish sound from unsound banks.
In addition the role of crisis management has expanded. All central banks accept their role as lenders of last resort in the face of banking panics and stock market crashes. With the adoption by most countries of deposit insurance, the likelihood of an old fashioned 

banking panic has diminished. Of greater concern is payments system risk with the 

proliferation of new financial instruments such as (OTC) derivatives and the spread of international banking (Bordo, Mizrach and Schwartz 1998).  In contrast with the traditional role for a central bank as lender of last resort, where the central bank stands willing to provide resources to commercial banks whose liabilities serve as means of payment and the commercial banks in turn serve as lenders of last resort to the rest of the financial system; we have recently witnessed a change in strategy to one where the central bank may be willing to prevent the failure of important nonbank financial institutions (e.g. Long Term Capital Management 1998), and nonfinancial institutions (e.g. Penn Central 1970), because of the perception by policy makers of an indirect yet significant threat to the payments system.

A consequence of “too big to fail” was that moral hazard was unavoidable, given that the market knew the central bank would rescue banks in distress.  An additional consequence of “too big to fail”, was that the sheer size of a bailout required use of taxpayer funds—new packages of crisis resolution had to be developed.  Special agencies had to be created to take over nonperforming loans of troubled banks, to recapitalize undercapitalized banks, to offer subsidies to bidders for a troubled bank, to pay off depositors.  The pendulum again swung in the direction of crisis resolution.

Brief banking panics that a central bank could end by injecting liquidity through open 

market operations or by charging a penalty rate for a loan backed by good collateral have become prolonged banking disasters that fiscal authorities try to deal with at huge cost to the national budget.

The tension on the one hand between the liberalization of financial markets and the removal of interest ceilings, restrictions on market access etc., in the face of technological advance and the growing opportunities for arbitrage: and on the other hand the preservation and extension of the safety net of deposit insurance, “too big to fail” and fiscal bailouts appeared in the 1980s across all advanced countries.  Deregulation coupled with the safety net greatly increased the risk of moral hazard in the banking system as depositors lost the incentive to monitor the behavior of their banks knowing they have nothing to lose.  This tension many believe was at the heart of banking crises in the U.S. (The Savings and Loan crisis in the 1980’s) and in the Nordic countries in the early 90's.

At the same time, however, liberalization by creating opportunities for portfolio diversification and inter-temporal consumption smoothing have in many respects made the financial system more robust.  This  was reinforced by the end of the 1980's by the pursuit of low inflation policies.

The emphasis in the U.S. in the FIDICIA Act of 1991 on minimum capital requirements and tripwires to trigger regulatory sanctions represented a swing in the 

pendulum towards improved crisis prevention to reduce the potential burden of future bailouts on the fiscal authorities.  This emphasis on the role of market forces has been adopted by other countries and the Basle Accord of 1988 and Basle II currently under negotiation. 

At the international level, as the advanced countries abandoned their pegged exchange rates and opted for floating rates, crisis management for the advanced countries declined with the breakdown of the Bretton Woods system. Although the IMF provided balance of payment assistance to the U.K. and Italy in 1976, its attention shifted towards the problems of emerging markets discussed below.

At the international level, similar pressures as faced domestic financial markets led to the removal of capital controls in most advanced countries by the early 1980's.  The opening up of international capital markets in a sense represented a swing of the pendulum away from the need for international crisis management for advanced countries.  Developed countries which followed credible financial policies could always turn to the capital markets to finance temporary balance of payments shortfalls (Masson and Mussa 1996) and by choosing to allow their currencies to float could avoid currency crises.  Countries remaining on currency pegs were still subject to the risk of speculative attack if they were to follow policies inconsistent with fundamentals as was evident in the 1992-93 EMS crisis.  In that episode countries had a choice of defending their currencies with high interest rates or devaluing.  The presence of an international lender would not have altered the outcome.  The only rule for an international lender of last resort for the advanced countries is to provide liquidity in the face of a systemic global liquidity crisis on the scale of 1931.  That catastrophe was the product of bad monetary policy and a flawed exchange rate regime. Monetary authorities have since learned from their mistakes, and the world is no longer on a fixed rate regime.  Sound macroeconomic policy by individual countries and floating rates are insurance against liquidity crises.

4. The Three Pillars of Crisis Policy: the Historical Evidence of Emerging Countries

4.1. Pre 1914

Crisis management was much more limited in the emerging countries than in the advanced countries before World War I.  Few emerging countries had central banks before 1914, most of those that were colonies had currency boards. In the case of currency boards, there is no scope for a lender of last resort but in some colonies the branches of metropolitan banks were protected from runs by the home office (Schwartz 1994). Independent countries without central banks often had informal arrangements whereby a large bank serving as the government’s fiscal agent would also “manage” the gold standard and on occasion arrange lender of last resort interventions. This was the case in Canada, Australia and New Zealand (Goodhart 1989). In the U.S., to the extent it can be viewed as an emerging market before 1914 ,the Treasury served many of the functions of a central bank and as discussed above, did on occasion engage in crisis 

management aided by private investment banks. Adherence to gold in those countries varied from a strong credible commitment by the British Dominions, to a very weak commitment with frequent departures from parity and devaluations, in the face of shocks, by the Latin American countries and Southern and Eastern Europe (Bordo and Rockoff 1996, Flandreau et al. 1998). 

Occasional large real shocks such as wars and terms of trade shocks disturbed many emerging countries in this period.  There were no formal measures to make their economies robust to such crises, i.e., crisis prevention , nor did these countries have access to the partial international lender of last resort function of recycling gold between the central banks of Europe.  Hence in the face of shocks the only options were deflation and depression if gold parity was adhered to (e.g. Australia in the 1890’s, DeLargy and Goodhart 1998), or abandoning the peg and inflating (e.g. Argentina, Chile and Brazil, Fishlow 1985).  In periods of boom and rising commodity prices, those countries imported massive amounts of foreign capital. In the face of terms of trade shocks, declining exports and declining tax revenues, the Latin American countries on several occasions, in addition to abandoning gold convertibility, also defaulted on their debt. Until debt service was resumed and a private workout between debtors and creditors arranged, capital inflows ceased (Marichal 1989).

4.2.
1919-29

Like the advanced countries, the pendulum swung in favor of crisis management after 

World War I.  In the 1920's new central banks were established across the world modeled on the British and American models. These countries all adopted the gold exchange standard and their central banks were supposed to act as crisis manager.

The gold exchange standard imposed a precarious calm on the emerging world. In the 1920's the capital flows that had ceased with World War I recommenced but on a much smaller scale. Also the source of loans changed from the UK to the US (Bordo, Edelstein and Rockoff 1999).  American loans were not as productive as their British predecessors and may indeed have been procyclical in contrast to British lending which was counter cyclical (Vos 1994). The system was much more fragile.  As in the advanced countries, little attempt was made to make these countries more robust to crises (crisis prevention) except for the substitution of foreign currencies for gold in central bank gold reserves. However, Nurkse's (1944) evidence suggests that many emerging countries, as did the advanced countries, conducted sterilization policies to shield the domestic economy from external shocks.
4.3.
1929-39

There was no change in the form of crisis management in the 1930's, but the emerging countries were hard hit by the Great Depression. They suffered massive declines in the terms of trade of primary commodities relative to industrial commodities beginning in the late 1920's. In response many countries defaulted on their international debts and capital flows virtually ceased by 1932. In response to the crisis, many countries, especially in 

Latin America, imposed exchange controls, and capital controls. They also imposed controls on the domestic financial sector, erected very high tariff barriers and adopted an import substitution policy. Thus in response to the depression, many emerging  countries completely suppressed domestic and international financial markets.  The pendulum swung towards crisis prevention.

4.4.
1939-71

As in some advanced countries, central banks increased their power as they became the agent to administer the controls on the financial sector. In Latin America they also became engines of inflation in the attempt to generate revenues from seigniorage to substitute for the loss of access to foreign capital. In this period controls on both domestic and international transactions prevailed.

4.5.
1971- 2000

After the collapse of Bretton Woods, there was little change in domestic crisis management in the emerging world but the IMF became the international crisis manager after the 1982 debt crisis (Boughton 2002) . In the 1970's and 80's, trade restriction and some capital account restrictions were lifted. This was especially the case in Asia. Liberalization of financial markets also commenced. 

The opening up of international capital markets in the 1970's and 80's reacquainted the emerging countries with the cycle of massive capital inflows, sudden reversals and 

currency crises, banking crises and debt defaults that had occurred before World War I (Bordo and Eichengreen 1999).  The spate of crises in the 1990s were caused in part by underdevelopment, asymmetric information, adherence to a currency peg, malinvestment of short term foreign loans and a safety net of explicit and implicit government guarantees.  Indeed, as in the advanced countries, the swing of the pendulum towards crisis prevention in the form of explicit and implicit universal deposit insurance and other forms of a financial safety net planted the seeds of a further crisis.  Unlike in the advanced countries, financial crises could not be managed by domestic monetary authorities because of the absence of credibility and capital flight.  So, the victims of crises turned to the IMF and the U.S.

The first crisis of this era was the debt crisis which began in Mexico in 1982.  IMF and Federal Reserve intervention to protect the creditor banks prevented a complete shut off of credit (Boughton 2002) but a renewal of large scale lending had to wait for the Brady plan workout in 1989.  The spate of crises in the mid 1990s beginning with Mexico in 1994 led to a massive rescue package mounted by the IMF and the U.S. ESF.  The size and terms of the loans offered to Mexico and subsequent packages to the Asian crisis countries three years later led to the term “bailout” because they were large enough to provide the wherewithal to repay foreign and domestic lenders of foreign currency, involving a wealth transfer from taxpayers to wealthy investors, although equity and bond holders did suffer significant capital losses.  In addition the belief after the Mexican crisis that such funds would be forthcoming in a future crisis most likely engendered moral hazard and imprudent lending in the succeeding years.  Thus, similar to events in the advanced economies, the doctrine of “too big too fail” and the fear of contagion led the pendulum to shift away from prudent crisis management along classical Bagehotian lines towards bailouts and fiscal transfers. In the early 2000s in reaction to these developments a proposal has been put forth to give the IMF the powers of an international bankruptcy court (Krueger 2001). A second type of proposal for reform in crisis resolution is the use of collective action clauses in sovereign debt contracts (Eichengreen 2002). 

5.     Conclusion

Our historical survey portrays the evolution in the past century of crisis policy in both advanced and emerging countries in both national and international contexts.  We defined the three pillars of crisis policy: crisis management, crisis prevention and crisis resolution.  Each pillar developed and changed as if following a swing in a pendulum, which in turn was initiated by a tension between the policy innovation and reaction to it by the private sector.  The pattern we describe for the advanced countries of a swing from crisis prevention to crisis management to crisis prevention to crisis resolution and crisis management to crisis resolution and recently to crisis prevention is also apparent in the international context.  For the emerging countries the pattern is repeated but with a lag.  The shift towards market oriented crisis prevention is not yet apparent nor has it happened with respect to international crisis policy for the emerging countries.  

The historical lessons from our survey may have resonance for the debate on the reform of the international financial architecture.  The record suggests the case for encouraging

market based mechanisms to prevent crises (e.g. emerging nations holding lines of credit 

with advanced countries commercial banks, the holding of large international reserves, and permitting complete freedom of entry in the financial sector); for reducing the emphasis on crisis resolution and bailouts; for a return to the simpler approaches towards debt crisis resolutions based on private workouts;  and for a return of crisis management to the  simpler dictates of Bagehot’s rule.
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