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The Timing of Crises

In National Banking Era, crises followed business cycle peaks in a
systematic way

Leading indicator: liabilities of failed businesses

• Why? These liabilities are assets for banks

• When banks assets turn bad, people start to get nervous
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Post-Fed Crises

Crises are slower and less visible

Traditional dating: there should have been a panic in 1920 based
on correlations from National Banking Era

• There was a recession in 1920-21

• But no financial crisis

Traditional signal would have predicted a crisis in December 1929

• But panics didn’t start until Fall of 1930

People wait
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Stigma

Banks fear that borrowing from the Fed will be interpreted as a
sign of weakness

Stigma: banks are willing to pay higher rates to avoid using the
discount window

Fed really didn’t understand this stigma in the Great Depression

Ways to deal with stigma:

• Force everyone to take money (TARP 2008)

• Extend credit via scheduled auctions with many participants
(e.g., Term Auction Facility)
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Lucas Critique

“Given that the structure of an econometric model consists of
optimal decision rules of economic agents, and that optimal
decision rules vary systematically with changes in the structure of
series relevant to the decision maker, it follows that any change in
policy will systematically alter the structure of econometric
models.” (Lucas 1976)

Applications:

• Forecasting panics

• The Phillips Curve (i.e., πt = −θ (ut − u∗t ) + πe
t+1)
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Debt During Crises

Livingston Doctrine (1857): systemic crises are exceptional
circumstances

Debt should be treated differently during a crisis: debt contracts
should not be enforced

One wants to discourage this (e.g., penalty interest rates or not
allowing dividend payments during suspension)

Part of the reason why: during crises, it is hard to figure out who
is (and isn’t) solvent. During fire sales, market prices may not
reflect fundamentals
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Section 13(3)

Added to the Federal Reserve Act in 1932: allow Fed to extend
emergency credit to individuals, partnerships, and corporations in
unusual and exigent circumstances

• Doesn’t exactly define a crisis, other than “unusual and
exigent.”

• Allows for Fed to serve as lender of last resort beyond the
traditional banking system

• Some restrictions were loosened in early 1990s

Modified due to Dodd-Frank (2010): required programs to have
“broad-based” eligibility and required Treasury Secretary approval
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The Quiet Period: 1934-2007

Stable era without any systemic financial crises in US

Traditional, “originate to hold” intermediation

Deposit insurance, supervision, and regulation shaped the system
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Why the Quiet Period Worked

Deposit insurance: discouraged runs

Limits to competition protected profits and create charter value

Charter value discouraged excessive risk-taking
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Charter Value

“The history of banking in the United States implicitly revolves
around a conflict between charter value, which creates an incentive
for banks to not become too risky, and competition, which creates
risk. If a bank is deemed insolvent, it loses its charter and the
protections that come with it, so the higher a bank’s charter value,
the higher the incentive it has to avoid risk. But as companies
without bank charter compete with banks by offering the same
services, the value to a bank of having a charter decreases, and to
compete and stay afloat, a bank must take on more risk.” (pg.
126-27)
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Why the Quiet Period Broke

High inflation/interest rates undermined interest rate caps

New competition from non-bank intermediaries (e.g., MMFs)

Institutional investors and non-financial firms need safe, liquid,
interest-bearing deposit-like instruments

In a sense, banking outgrew its traditional protections

“This new banking system followed the 3-6-3 paradigm, but it was
not the old banking tradition. So their liabilities were not insured
and they were vulnerable to panic.” (pg. 133)
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Deposit Insurance and Moral Hazard

Deposit insurance had been tried in the US before the FDIC at the
state level (e.g., Oklahoma)

Concern was moral hazard: being insured, depositors wouldn’t
monitor banks

But the existence of insurance “sets in operation powerful social
forces” of examination and monitoring

• By the government (the insurer)

• By other banks (in the case of private Clearinghouses)

• By the insured (to protect charter value)
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Too-Big-To-Fail

Livingston Doctrine: rules are different during a crisis ⇒ offer
large, interconnected banks bailouts

But what if the failure of a single bank would cause a systemic
crisis?

Bail it out and no crisis: looks like a violation of Livingston
Doctrine (Metropolitan National Bank, 1884; Continental Illinois,
1984). The problem of the counterfactual

No bail out and worsening crisis: Knickerbocker Trust (1907),
Lehman (2008)
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