Coping with Bank Failures: Some
Lessons from the United States
and the United Kingdom

R. Alton Gilbert and Geoffrey E. Wood

« %\%
i
i

. HE number of US. bank failures has risen dra-
matically in the past few years. Banks failed at the rate
of about six per year from 1950 through 1981. Inn 1984,
however, 79 banks failed, and 120 banks failed inn 1985
Yet this sharp rise in the rate of bank failure has not
produced the kind of public “"panic” that accompa-
nied bank failures during much of US. history.

In a banking panic, the failure of one bank leads
people to fear for the safety of their funds at other
banks. Subsequent attempts to withdraw their de-
posits from other banks put these banks in jeopardy as
well. Recent experience suggests that bank failures no
longer cause banking panics. There are now well-
established and frequently tested principles tor pre-
veniing a bank fatlure from turning into a panic.

To fully appreciate the importance of these princi-
ples in preventing panics, it is necessary o review
some episodes of history during which panics oc-
curred. History illustrates the inherent vulnerability of
the banking industry to panics, when there are no
policies in place to prevent them; it also illuslrates the
adverse effects of panics on the operation of banking
svstems and economic activity.

To prevent banking panics, il is necessary to con-
vince the public that the operation of the banking
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*A bank is declared to have failed when it is closed by the govern-
ment authorities, The government authorities close a bank when its
net worth fails close to or below zero.

system will not be disrupted by the failure of one bank
oreven by the failure of several banks. The government
policies that create this public confidence in the sta-
bility of the banking system reflect the history of each
nation. This paper contrasts the experience with
banking panics in the United Kingdom to that in the
United States.

The last banking panic in the United Kingdom oc-
curred in 1866. At that time the Bank of England acted
to prevent the disruption of the banking svstem when
banks failed and the public in Fngland came to believe
that the Bank of England had aceepted that responsi-
bility and would be successful in carrving it out,

The United States established a central bank in 1914,
but the Federal Reserve System failed to prevent bank-
ing panics in the early 1930s. Thus, the public in the
United S1ates did nol have the experience of observing
a central bank successfully dealing with banking pan-
ics. The last banking panic in the United States (1933)
occurred in the same vear when the federal govern-
ment established deposit insurance. This observation
indicates that federal deposit insurance has been an
important feature of the policies in the United States
for preventing banking panics.
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Two features of the operation of commercial banks
make the banking svstem vulnerable to disruptions
when depositors lose confidence in their banks. First,




a large part of the liabilities of banks is pavable to
depositors on demand. Second, the cash reserves of
banks are a small fraction of their deposil labilities.
Thus, if large numbers of depositors suddenly wanted
to convert their deposits to currency, the banking
system would not immediately have enough cash on
hand to honor their demands. When a banking panic
occurs, people attempt to he among the first to convert
their deposits 1o currency because they remember
that during previous banking panics, only those who
demanded currency early enough were able to get it”

Deposits and reserves of the banking svstem decline
one-for-one as depositors withdraw currency. If total
reserves were just equal to required reserves before
the withdrawals of currency, reserves would be de-
ficient after the withdrawals. Fach bank responds to
its reserve shortage by selling assets, producing a
decline in demand deposits that exceeds the initial
conversion of demand deposits to currency.

The vulnerability of the banking system to panics is
illustrated in tables 1 and 2 by the use of balance
sheets. Table 1 presents the hypothetical balance
sheet of an individual bank that is required by some
regulatory authority to keep a cash reserve of at least
10 percent of total deposits. Because of concern about
the viability of the bank. customers withdraw 510
million in the form of currency, reducing the bank's
cash reserves o zero. To raise cash reserves, the bank
sells 39 million of its interest-earning assets?

When the bank sells ifs assels to increase its cash
reserves, however, it draws cash from other banks,
causing their reserves and deposits to decline. These
banks must now sell some of their assets to eliminate
their reserve deficiencies, Thus, the initial withdrawal
of currency by depositors produces a chain reaction of
reductions in deposils payable on demand.

The effects on the banking system of the currency
withdrawals are iHustrated in table 2. Prior to the
banking panic, the banking system has assets of $1.1

2Several recent studies develop theoretical models of the behavior of

banks and their depositors to investigate the conditions that are
likely to cause a banking panic. See Batchelor {1986}, Bryant
(1980), Diamond and Dybvig (1983}, Gorton (1985a), Ho and
Saunders (1980}, and Jacklin and Bhattacharya (1986).

3 many banks sell assets at the same time, the prices of bank assets
may fall. in that case, the bank would have 1o sell additionat assets
and charge losses against net worth.
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trillion and deposits pavable on demand of $500 bil-
lion. As the banking panic begins, bank customers
withdraw $10 billion in currency from their deposit
accounts payable on demand. Given the 10 percent
reserve requirement, total deposits must deeline until
the remaining cash reserves of $80 bitlion are 10 per-
cent of total deposits.

This shrinkage in the assets of the banking system
may reduce the confidence of the public in the bank-
ing svstem even more, inducing additional with-
drawals of deposits in the form of currency. The addi-
tivnal loss of reserves would force even larger
reductions in bank deposits, interest-earning assets,
netl worth of banks and number of banks.

A banking panic causes a sharp reduction in the
money supply (currency held by the public plus bank
deposits pavable on demand). Sharp and unexpected
reductions in the money supply usually cause reduc-
tions in economic activity and, consequently, an in-
crease in unemployment and business failures. The
panic will end when the public becomes convineed
that banks are safe and that it can withdraw currency
from deposit accounts whenever it wishes. At that
time, the public will again deposit part of ils currency
with banks.
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How can the failure of one bank be prevented from
spilling over into the whole banking svstem with such
catastrophic consequences? Only by removing the
fear that all banks are in danger of failing. Can this be
done in practice? It can, and the way to do it was
discovered before the theory behind the method was
developed.

The history of the British approach 1o preventing

banking panics involves the historv of the Bank of

England. The British government chartered the Bank
in 1694 as a means of raising funds to fight a war with
France. Those subseribing to the stock of the Bank
made loans to the British government. In return, the
Bank was given some exclusive rights to function as a
comumercial bank?

Although the Bank was privately owned, there was
always a close relationship between it and the govern-
ment. Some aspects of the relationship, based on

*Clapham (1944), Fetter (1965) and Santoni (1984).

evolving traditions, were implicit rather than spelled
oul in the Bank's charter or other legislation. For
instance, by the 18005, the government expected the
Bank to buy any parl of its new debt issues not pur-
chased by others.

The Bank of England maintained a large inventory of
gold upon which it could draw in a panic to meet the
public’s demand for gold. Legislation in 1844 gave the
Bank a monopoly on issuing bank notes and made the
notes of the Bank legal tender. That legislation set a
limit on the amount of the Bank’s notes that could be
outstanding, though il specified that the limit could be
exceeded in an emergency. The limit on the notes of
the Bank could be lifted at the discretion of the govern-
meni. Thus, the Bank of England could expand the
monetary base {currency plus reserves! in an emer-
gency, since its noles were used as currency and wepe
held as part of bank reserves.

One aspect of the policies that evolved over time was
the Bank's response to a banking panic. The evolution
of that policy is described in this section by discussing
first, what happened during two banking panics that
occurred in England during the 1800s and second,
why no panics have occurred in the British banking
system since 1866.
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In December 1825, a banking panic ocouwrred in
London after the failure of a bank [Sir Peter Pole and
Companyvl. As people fled from deposits at aolher
hanks to gold, gold reserves were drained from the
Bank of England. To convince people thal their bank
deposits were safe, the Bank lent gold freelv from its
holdings?

The panic was allaved when it became clear {0 the
public that there was nothing about which to panic —
that there was indeed sufficient gold o meet the
public’s increased demand for gold. As a result, the
failure of one bank did not turn into a general financial
crisis. Unfortunately, however, banking panics contin-
ued o occurin England after 1825 because the Bank of
England had not made a public commitment to act as

$The actions of the Bank in the panic of 1825 are described vividly by
Jeremiah Harman, director of the Bank, in Bagehot (1978), p. 73:

We lent it {gold] . . . by every passible means and in modes we had
never adepted before; we ook in stock on security, we purchased
exchequer bills, we made advances on excheguer bilis, we not only
discounted outright, but we made advances on the deposit of bills of
exchange 1o an immense amount, in short, by every possible means
consistent with the safety of the Bank and we were not on some
occasions over nice. Seeing the dreadful state in which the pubtic
were, we rendered every assistance in our power.




the “lender of last resort” in all financial crises. A
lender of last resort acts o increase the moneiary base
if many people want te withdraw cash (gold and notes
of the Bank of England: from their banks.

The significance of a lender of last resort in a bank-
ing panic can be illustrated by referring to the balance
sheets in table 2. If depositors withdraw cash, the
lender of last resort acts to increase the reserves of the
banking svstem, thus preventing the contraction of
the monev supply that could be caused by a banking
panic. Until the English public became convinced that
the Bank of England would act to increase the mone-
tary base (cash in the hands of the public plus bank
reserves! in financial crises, many of them tended to
withdraw cash from banks when there were problems
in the financial system.

The Iast major banking panic in England occurred
in 1866. Since then, although events have occurred
that could have triggered banking crises (in 1873, 1890,
1907, 1914, 1931 and 1973), they did not do s0.* What
changed after 18667

The panic of 1866 began with the failure of a major
English bank. Overend, Gurmey and Company was a
large bank, founded early in the 19th century from the
amalgamation of two banks that had been important
and active in the 18th century. Hit by a variety of
setbacks, Overend's was compelled to seek assistance
from the Bank of England on May 10, 1866. The Bank
refused to provide assistance and that afternoon Over-
end, Gurney and Company was declared insolvent.

The next day, there were runs on all banks. People
scramibled for cash because no bank was trusted.” The
Bank of England, which was being drained of notes,
briefly made things worse by hesitating over whether
to make its usual purchases of newly issued govern-
ment debt. By the evening of Friday, May 11, however,
the Bank gave assurance that itwould provide suppeort
to the banking system, and, though demands for small
bills continued for a week, the panic was essentially
broken in one day® The important consequence of
this episode was that the Bank had implicitly accepted

8A succinct survey of the history of these episodes can be found in
Schwartz (1986).

™Panic, true panic, came with unexpected violence that day.”
(Clapham, 1844), p. 263. "Terror and anxiety fcok possession of
men’s minds for that and the whole of the succeeding day.” (Bank-
ers Magazine, 1866). "No one knew who was sound and who was
unsound.” {The Economist, 1866).

A detailed description of the failure of Qverend, Gurney, and Com-
pany and the events surrounding that failure can be found in
Batchelor {1986).

the responsibility of acting as lender of last resort and
the public understood that the Bank had accepted
that responsibility. For a discussion of the historical
development of the concept of a Tender of last resort,
see the insert on the opposite page.

The US. economy suffered the effects of banking
panics long after the British discovered how to prevent
them. The United States established the Federal Re-
serve as the central bank in 1914, There were eight
major banking panics before then and additional
financial crises that had more limited regional im-
pact? The formation of the Federal Reserve, however,
did not end the problem of banking panics; the last
panic occurred in 1933, The period since the last
banking panic coincides with the period of federal
deposit insurance.

Bank Structure and Regulation — After the Revo-
lutionary War, the new 1.5, government confined its
monetary role to the minting of gold and silver coin,
State governments assumed responsibility for charter-
ing and supervising commercial banks. State banks
issued bank notes, which circulated as currency, and
had deposit liabilities against which customers could
write checks. Both the bank notes and demand de-
posits were payable on demand in the form of the
coins minted by the federal government.

The first banking panic occurred in 1814 during the
War of 1812 with the British. In response to fears about
the outcome of the war, many people attempted to
redeem bank notes and convert their bank deposits
into coin. The banking system responded by suspend-
ing coin pavments, which kept the contractions of the
money supply and bank assets from being as large as
they would have been (see the insert on page 10}, In all
of the major US. banking panics through 1907, the
banking system suspended cash pavments to deposi-
tors and holders of bank notes.

The Panic of 1837 — The panic described above
was unusual in that it was triggered by anxieties about
the war. Other banking panics in this period occurred

*The nine major banking panics occurred in 1814, 1837, 1857, 1861,
1873, 1884, 1893, 1907 and 1931-33.

“This section is based largely on Hammond (1963).




The Lender of Last Resort and Walter Bagehot

The name and the woxk of Walter Bagehut recm

continually in the discussion of bankmg and bank -

failures.! His main pmposdl ‘called for the Bank of
England to announce that it was willing to act as
lender of last resort and that it would do so unhesi-
tatingly whenever necessary. By lender of last re-
sort, he meant that the Bank WOuId,_' in times. of

panic, “lend freely, at high interest rates.” It would

lend freely, so that banks could satisfy the demands

of their customers for:cash and thus ai}ay panic. It |

would dosoat penallv high interest rates to. enstire
that: the Bank: was truly the lender. of fast resort;

| crisis bormwmg

‘Bagehot was, among other things. ajournalist. He became edifor -
.- -of The: Econonist; and: wrote: voluminously ‘on ‘many subjects .
- - fincluding The British: Constitutiony: But he isimost widely remem:
- bered and disciussad for his book, Lombard Street {first published
in 1873} (Bagehot, 1978), and for his campaign in The Economist-.
to have adopled his recommendanos-ls for Ehe candlzct of the 3:.-“

Bank of- England

when bank failures caused the public to lose con-
fidence in the value of their bank notes and deposits.
The panic of 1837 shows the nature of panics in this
period before the US. Civil War.

The US. economy experienced an economic boom
from 1834 through 1836, supported by large invest-
meints in the United States by Furopeans. Many of
these large investments were in railroads and pur-
chases of public land by those moving to the western
frontier.

The boom stopped in 1837. Gold flowed from the
United States to Europe as European investors de-
manded payvment of their loans and liquidated their
U.5. investments. This cutflow of gold reduced the
cash reserves of banks, which, along with failures by
business firms, caused some banks to fail. The Dry
Dock Bank, a major bank in New York City, closed on

Bagehot emphasmed ‘[hat the Bank should not
oniy behave in this way, but’ also should announce
in advance that it would do so whenever | necessary.
He saw this ' precommztmentf ' which the Bank had
never made, hefore the episode of 1866 “as vital. A
cmchb}e ppecommltment would give assurance
that sound banks would not be allowed to fail as a
result of the failure of some other bank Once this

| assurance was given, pamc would be less Elkeiy
:_Indeed the Bank ‘might 1ot actually hav& to'act as
" lender of last resort at all; merely stdndlng ready to
-doso mlght be buffiment to pmvzde stablhtv v
“banks would comie to it onEy when the whole bank-- _ 5 : - '
ing system was short of cash, The puhcy of settmg ani
s high lending’ rate was desngned both:.to prevent
- excessive nibnetary expansion in riermal times and’
1o guaxantee ‘that banks repaid theu bormmngs-_
- when interest rates i opped after the panic, s0. that'_--{'j
. the: m{mey stock 'was not permaneriﬂv boosted by

'_f’éA!though now: tradftnenal Bagehots recommendatlon was. not--
- accepted without ‘demtir:. Thomsorn: Hankey, a- director. of the-
- Bank, was pa

wlarly eritical of the proposal: After the Qverend |
and Gurn@y affair, Hankey. dented thatthe Bankhad an uneqive-

- calduty to'lend: freely irr panics: He was concerned with what has ©

“become knowri: as: “moral hazard:" If bankers: know . that  the'.
“gentral bank will fersd ireeEy ina pamc, he argued, they will iake:

- fmore chances hold lower feserves make r£si<;er Eﬂans or: pay.

3 ;iesser e\né slsghﬂy nskner banks or the prospect c:f a coélépse in

_ﬁ}e money stock

o Hankey ] cnm:tsm 0! Bagehot’s prmcsples for runnsng a centrai. ;
_bank did nof represent the official views of the Bank:. Officially the -
Bank ‘neither. accepted Nor re;ected Bagehot's® prsnctp!es bt
cafme to act in a mannér consistent with these principles..

May 8, 1837. All other banks in New York Cily experi-
enced runs by depositors the next day. The New York
City banks suspended coin payments on May 10, and
Philadelphia banks followed suit on May 11. Within
the next 10 days, banks in all the leading cities sus-
pended coin payvments.

New York City banks resumed coin payments to
holders of bank notes and deposits on May 10, 1838,
exactly one year after the suspension. Banks in the rest
of the nation resumed coin pavments between August
1838 and early 1839.

This episode illustrates the vulnerability of the
banking system to disruption. Withou! a central bank,
the supply of cash in the economy was determined by
the coins minted by the federal government and inter-
national movements of precious metals. The bank
runs following the failure of the Dry Dock Bank




showed that the public’s confidence in banks could be
undermined quickly when an important bank went
under. At this time, however, the US. banking system
had no institution comparable to the Bank of England,
which had a reputation for financial strength and an
inventory of cash that could cut short a panic. Conse-
quenltly, some banking panics in the United States, like
the panic of 1837, were followed by long periods of
suspended cash payments.

The National Banking System — Reforms were
begun in the 1860s to achieve two purposes: to estab-
lish a national currency, with all currency accepted at
par value in exchange throughout the nation, and Lo
make the banking systemn less vulnerable to panics. As
a first step, the federal government began chartering
national banks whose notes were to be the primary
national currency. National banks were required to
hold both collateral with the Treasury Department
against their notes as well as cash reserves thal were a
percentage of their deposit liabilities and notes. The
collateral and reserve requirements were imposed o

"This section is based iargely on Cagan (1963}, Robertson (1964),
pp. 302-30, Scroggs {1924), and Sprague (1910).

)

restrain the growth of bank liabilities and to promote
greater public confidence in the banking system.

The basic flaw in the design of the new system was
the absence of a central bank with the power to in-
crease the monetary base should the public lose con-
fidence in the value of bank deposits. In this period,
there were major banking panics in 1873, 1884, 1893
and 1907. Banks acted couperatively during these pan-
ics to increase their reserves by creating clearing
house ioan certificates {see the insert on the opposite
pagel. The creation of clearing house loan certificates,
however, did not permit banks to meet the public
demand for currency. During each of these panics
they also suspended payments of coin and currency
to depositors.

The Panic of 1907 — The nature of banking panics
in this period can be illustrated by the panic of 1907,
which occurred in October and November of that vear.
This panic is interesting for several reasons. Its effects
on the nonfinanciat sectors of the economy were rela-
tivelv severe, and its events provide a good illustration
of how the loss of public confidence in one bank can
lead to loss of confidence in the banking svstem.
Finally, political reaction to this panic led to the for-
mation of the Federal Reserve System.

For several years prior to 1907, gold flowed from
Europe to the United States because Huropeans in-
vested heavily in the U5, economy. In the fall of 1906,
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European investors began liquidating their U.S. invest-
ments, resulting in large gold outtlows from the United
States. This disinvestment was associated with sharp
drops in U.S. stock prices in March and August 1907,
The 1J5. economy went into a recession after May
1907; the rate of decline in real economic activity was
relatively low until the banking panic in the fall of that
vear, but relatively rapid atter the panic,

‘The Panic of 1907 began with a depositor run on the
Mercantile National Bank in New York City, which had
suffered large losses. The New York clearinghouse
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‘panics, The panic of 1914 tested the effectiveness of this inhova-

. tiony just before the Federal Resefve System began: operations.:

- By issuing ‘fotes that 'were avaiiable for such an’ emergency, .
- banks did ‘not_have to:suspend: cash: payment'
'.3.'(1963} pp 26—28 and Sprague {ta15y.

‘See Cagan

came to the aid of the Mercantile National Bank in
October 1967, after the bank was put under new man-
agement. This aclion, however, was insufficient to
stemn the panic. Depositor runs began at other institu-
tions, reflecting a general loss of public confidence in
the stability of the banking system. Within a few days,
all depository institutions in New York City faced
depositor runs. Banks in New York City suspended
cash payments in November 1907, and the suspension
of paviments spread quickly to other cities. The panic
and suspension of pavmenis ended in early 1908, but
only after a sharp decline in economic activity and a
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rise in bankruptcies in the nonfinancial sectors of the
eConomy.

After the long series of banking panics, culminating
in the Panic of 1907, Congress finally responded by
passing legislation in 1913 to establish the Federal
Reserve System. There were no banking panics from
1914, when the Federal Reserve System began its oper-
ations, until the early 1930s. Then, however, a series of
banking crises resulted in the closing of all banks in
the nation in March 1933,

"The Federal Reserve did not respond to these bank-
ing crises as the Bank of England had nearly 70 years
before. U.S. commereial banks came under liquidity
pressures because of cash withdrawals by depositors
and outflows of gold from the United States. Yet, ex-
cept for a few months in 1932, the Federal Reserve did
not increase the monetary base in response to these
cash withdrawals from banks. Moreover, commercial
banks did not act cooperatively to suspend cash pay-
ments to depositors as they had in earlier banking
crises.® Consequently, the deposit liabilities of the
banking system declined sharply.

Congress took various approaches to dealing with
the general collapse of the banking system in the
1930s. The most significant legislation was the estab-
lishment of federal deposit insurance. There have
been no general banking panics in the United States
since 1933.

Recent experience indicates that large numbers of
bank failures do not induce nationwide banking pan-
ics. A controversial issue, however, is whether federal
deposit insurance could be eliminated without under-
mining public confidence in the banking system,

=This section is based largely on Friedman and Schwartz {1983).

BErigdman and Schwartz (1963, pp. 311-12) argue that banks did not
suspend cash payments because they thought the need to do so
had been eliminated by the establishment of the Federal Reserve.
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The British solved the problem of banking panics
more than 100 years before they adopled a program of
deposit insurance administered by the government.*
Some argue that it is time to eliminate federal deposit
insurance in the United States.” In their view, banking
panics are best prevented by a credible lender of Jast
resort, and theyv argue that the Federal Reserve has
learned how to function as such. Federal deposit
insurance gives depository institutions the incentive
to assume greater risk than if deposit insurance were
eliminated or offered by private firms.

An opposing view is that federal deposit insurance
is essential for preventing banking panics. Since fed-
eral deposit insurance has been in effect for over 50
vears, deposiiors rely on it, rather than on their assess-
ment of the financial condition of their banks. In this
view, banks would be vulnerable to runs by depuositors
as they had been prior to 1933 if federal deposil insur-
ance were cancelled.

Developments in Ohio and Maryland in 1985 pro-
vide some evidence on the importance of federal de-
posit insurance in preventing banking panics in the
United States. The deposits of 80 Ohio savings and
loan associations (3&Ls) had been insured by the Ohio
Depository Guarantee Fund (ODGF), a private deposit
insurance fund founded by the S&Ls themselves to
insure their deposits. Un March 4, 1985, the largest
S&L insured by the ODGF incurred losses because of
the failure of a government securities dealer with
which the 5&1. had large investments. These losses
exceeded the capital of the 5&L and the entirve reserves
of the ODGF. When these events were publicized,
depositors at other ODGF-insured S&Ls began to
withdraw their deposits. Their confidence in the
satety of their funds was destroved when the reserves
of the ODGF were wiped out.” Eleven davs later, the
governor ordered all of the S&Ls insured by the ODGF
closed. One of the conditions for reopening was that

#“The British program of deposit insurance was introduced under the
Banking Act of 1979. With few exceptions, all depository institutions
are covered and must contribute to an insurance fund. Coverage is
75 percent of each accouni, with a maximum compensation of
£10,000 for each depositor. This program was introduced in re-
sponse to the secondary banking crisis of the early 1970s.

sEly {1985}, England (19885}, O'Driscoll and Short {1984), Short and
O'Driscolt (1983), and Wells and Scruggs (1986).

“Federal Reserve Bank of Cleveland (1985).




they obtain federal insurance for their deposits.”

The loss of confidence in the ODGF-insured institu-
tions did not lead to a general logs of confidence in
depository institutions. There were no runs on feder-
allv insured banks or $&bLs in Ohio,

Similar events transpired in Marvland in May 1985.
A private fund insured the deposits of 102 Marviand
S&Ls. Losses at the largest S&1 insured by the private
fund triggered runs by depositors on the privately
insured 3&Ls throughout the state. Once again, there
were no runs on federally insured institutions. The
Marvliand state government required the privately in-
sured S&ls to obtain federal deposil insurance. in
reaction to these developments in Ohio and Marviand,
several other states have required their privately in-
sured thrift institutions to obtain federal deposit in-
surance coverage.

s

The rate of bank failure in the United States is
currently high relative to failure rates in most years
since World War [1. There have been many episodes in
L1.8. history when increased hank failures led 1o bank-
ing panics that disrupted the operation of the nation’s
banking system.

To prevent banking panics, it is essential that the
public maintain confidence in the safety of their de-
posits even though some banks are failing. In the
United Kingdom, public confidence in the stability of
the banking svstem was established through the com-
mitment of the Bank of England to act as the lender of
fast resort in financial crises. This policy was estab-
lished in the banking panic of 1866, and the UK.
banking svstem has not experienced a banking panic
since. The basie feature of that policy involves a com-
mitment to increase the monetary base (currency held
by the public plus bank reserves) when bank runs
oecur.

Policies in the United States reflect a different histor-
ical development. After various banking panics, the
Federal Reserve was established in 1914 as the central

"The Federal Reserve attempted io stop the depositor runs by
lending cash to the privately insured S&1s. Federal Reserve em-
ployees from throughout the System were put on special assign-
ment to accept the assets of these 5&Ls as coliateral for the cash
loans. This response, however, did not stop the depositor runs. This
indicates that, in & nation in which depositors have come o rely on
deposit insurance to maintain their confidence in the safety of their
funds, the central bank may not be able to maintain that confidence
by lending cash to depository institutions when the protection of
depaosit insurance is suddenly eliminated.

bank with the responsibility of acting as the lender of
last resort if a banking panic occurred. The Federal
Reserve failed in that responsibility in the early 1930s,
which resulted in a nationwide banking panic in the
United States in 1933. There have been no banking
panics in the United States since the federal govern-
menlt established deposit insurance in the 1930s. Runs
by depaositors on privately insured savings and loan
associations in Ohio and Maryland during 1985 pro-
vide some evidence thal federal deposit insurance is
an essential feature of the policies in preventing bank-
ing panics in the United States.
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