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ABSTRACT.  We consider the lessons that might be learned by other countries from the problems with 
Northern Rock and the reactions of the UK authorities.  We ask whether the surprise of the run on the 
bank came because economic analysis did not provide the right guidance or whether it was simply a 
problem of practical implementation.  We conclude it was the latter and that as a result other countries 
will want to review the detail of their deposit insurance and their regimes for handling banking problems 
and insolvency.  The relationships between the various authorities involved were shown to be crucial; 
were a similar problem to occur in a cross-border institution the diffi culties experienced in the UK could 
be small by comparison.
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RÉSUMÉ.  Quelles leçons tirer des problèmes survenus chez Northern Rock et des réactions des 
autorités britanniques, qui puissent être utiles aux autres pays ? Cet article revient sur la surprise causée 
par la panique bancaire, les auteurs cherchant si elle s’explique par de mauvaises indications fournies 
par l’analyse économique ou simplement par une mise en pratique défectueuse des décisions. Ils 
penchent pour cette deuxième hypothèse ; c’est en cela que les autres pays pourraient souhaiter revoir 
en détail leur mécanisme de garantie sur les dépôts et les règles en vigueur destinées à gérer des 
diffi cultés dans le secteur bancaire et l’insolvabilité. L’expérience a montré que les relations entre les 
autorités concernées sont un point crucial ; au cas où un tel problème viendrait à se poser au sein d’une 
institution trans-frontière, les écueils rencontrés par le Royaume-Uni pourraient paraître bien minces, en 
comparaison.
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This article deals with the experience from the run on Northern Rock, a substantial and venerable 
depository institution, which in theory should never have occurred.  We do not document the crisis itself 
as this has been done in House of Commons (2008) and an extensive article by Milne and Wood 
(2008), to which the reader can refer, but focus in the implications.

Northern Rock had been growing rapidly and pursuing an aggressive funding strategy, relying heavily 
on wholesale markets.  Far from being a secret, it was an announced strategy by the management and 
hence, as a public and supervised institution, such risks should have been priced and prudential limits 
applied if needed.  Although its loan book had been growing rapidly, it was generally believed that 
its loans had been granted prudently; it was generally judged that Northern Rock was solvent.  Indeed 
the Chancellor of the Exchequer asserted this solvency explicitly when justifying the loans and facilities 
granted to the institution.  

While temporary special funding may have been inevitable given the unusual distortion to wholesale 
markets, this is something the safety net and the lender of last resort facility in particular are designed 
to handle and their mere existence, let alone use, should have provided the confi dence depositors and 
investors required.  But they did not.  Moreover, this lack of confi dence extended to those who might 
recapitalise Northern Rock, to the extent that proved impossible on terms that seemed reasonable to the 
government and hence the bank was eventually taken into temporary public ownership.

We ask whether it is Bagehotian theory and/or its practice that was at fault, and how both of these 
should be adjusted to prevent such unnecessary lapses in fi nancial stability occurring again.  We set 
out how the wider problems that fortunately did not occur should be addressed in this review of policy 
in the UK, and how they should be emulated elsewhere, particularly in the EU.  

There is already plenty written on the event itself and on the problem, so we concentrate on just fi ve 
issues:

problems thrown up in the exercise of the Lender of Last Resort/ emergency liquidity assistance 
function;
why the form of deposit insurance chosen did not prevent a run;
why was there not more action earlier?
keeping a failed institution operating;
problems of co-ordination.

These form Sections 3, 4, 5, 6 and 7 of the paper respectively.  However, we begin by setting out the 
background in Section 1 before turning to one over-riding issue, ‘certainty’, in Section 2.  

-

-
-
-
-
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1. THE BACKGROUND TO THE RUN

Up to September of 2007, the authorities in the UK, and most private sector observers there, thought 
that the idea of a bank run on a solvent bank, with pictures of distressed depositors queuing in the street, 
was something that occurred in other parts of the world, such as South America, and not something 
that could happen at home.  After all it had been nearly 150 years since the last signifi cant bank run 
(on Overend, Gurney, and Co. in 1866) and the London market, particularly through Bagehot, had 
developed the ideas, which most other fi nancial centres have followed, of an effective Lender of Last 
Resort to help banks which are illiquid but can offer adequate collateral.  The UK was much slower 
to adopt deposit insurance, a device intended among other purposes to prevent bank runs, but such 
arrangements were in place and were more generous than in much of the rest of the European Union, 
as prescribed under EU law.  Thus, according to the ideas of Diamond and Dybvig (1983), depositors 
should not have felt any need to rush for their money when a bank seemed to be in diffi culty - they were 
protected, and by more than one means.2

There has been a substantial enquiry into the events.  That is still continuing.  Both of the present authors 
have contributed to it.  There has also been considerable recrimination as the various parties involved 
try to blame each other.  The UK Treasury, the Bank of England and the Financial Services Authority 
(2007) issued a Discussion Paper to invite submissions on how the system, particularly with regard to 
deposit insurance, should be reformed.3  Following that they made joint proposals that the Chancellor 
of the Exchequer presented to Parliament at the end of January on how the framework might be 
strengthened (Bank of England et al., 2008).  Just prior to that, on Saturday 26th January, the House of 
Commons Treasury Committee produced its report and recommendations on the issue.4  We draw not 
simply on our own evidence but on the contributions of others.

Our fi ndings are that the theory seems to stand up well but that the practice has revealed several useful 
lessons about the operation of Lender of Last Resort, co-ordination in crises, and the importance of 
avoiding liquidity losses to depositors, all of which have important implications for the conduct of policy 
in the future and the design of deposit insurance schemes in the UK and more widely in Europe.  In 
particular it has become clear that the idea that depositors will be satisfi ed as long as they get access 
to their deposits within a few weeks or months as required under present legislation is wrong.  It also 
demonstrated again that the Lender of Last Resort has to act promptly and supply such funds as are 
needed against a wide range of collateral in a manner which exudes confi dence.  In this case a central 
bank has to act as a bank and not just as a monetary authority.  It has to take a rapid decision whether 
to lend to or to close an institution and, having decided, it needs to act fi rmly to support that decision 

2. Indeed subsequent development of the Diamond and Dybvig model (Wallace, 1988; Green and Lin, 2005; 
Andolfatto et al., 2007 and Andolfatto and Nosal, forthcoming) have demonstrated that the conditions under which 
there can be runs on sound banks are much more limited than originally thought.
3. There has since been a further Discussion Paper (2008b) and the FSA has published its self-critical review of the 
handling of the affair (FSA, 2008).
4. The Run on the Rock, House of Commons Treasury Committee, Fifth Report of Session 2007-08, Vol.1, 
26 January 2008.  This Report, which only focuses on the implications for the UK has many recommendations 
that are broadly in line with the conclusions drawn in this article.  The differences are minor and essentially refl ect 
institutional features of the system in the UK that may not apply in other countries.



David G. Mayes & Geoffrey Wood / Économie internationale 114 (2008), p. 5-278

and minimise the losses to society.5  This involves taking a risk.  It is also clear that the response to deal 
with public unease has to be swift, unifi ed and credible.  Moreover, the temporary public ownership 
of the bank is a response already thought appropriate, particularly in the United States when a suitable 
buyer cannot be found, both in the interests of minimising any costs to the taxpayer and in maintaining 
stability and confi dence.  In UK it was viewed as a failure of the system rather than as the effective 
operation of the safety net.

One area where the theory does have to be revisited is transparency.  Accessing emergency lending 
facilities needs to be viewed as a reassuring sign.  As a result of many of the modern reforms of 
monetary policy, there is a wide gulf between normal liquidity operations and actions when that 
market mechanism does not supply what one or more institutions may need.  The summer of 2007 
has also shown up wider problems when normal sources of liquidity dry up.  In the last 20 years the 
focus of prudential regulation and fi nancial market structure has been on capital adequacy.  This last 
year has emphasised the need for attention to adequate liquidity.  The lesson needs to be learned so 
the problem is not repeated but we do not see present circumstances as justifying a major increase in 
supervisory regulation.  Indeed the substantial changes entailed by the adoption of Basel 2 may have 
taken some of the attention away from the fundamental principles of which the events of this summer 
have reminded us.

However, the Northern Rock experience has been a fortunate opportunity to focus attention on an area 
that governments in particular have not thought in need of serious attention, for it has done so without 
causing important losses.  While shareholders have lost a lot of value and may well lose more before 
the incident is closed, it is unlikely that the losses will spread elsewhere in the system.6  The incident 
could have been far worse.  Northern Rock is a domestic institution focused strongly on the retail 
housing sector.  It could have been a major multifunction bank and it could have been an institution with 
strong cross-border activities.  Here the current arrangements are far less satisfactory – if co-ordination 
between the ministry of fi nance, the central bank and a single unifi ed supervisor did not work as 
intended, what would the chances be where several such institutions were involved and none had the 
real power to act and give confi dence to depositors?

5. If the central bank could manage to stick to the classical LOLR function and simply lend to the market then the 
problem would be to decide on the general haircuts to be applied on collateral and the appropriate interest rate 
margin above the market rate.  It would not have to take a view about the viability of the institutions just about the 
value of its security.  However, once eligible collateral extends to less marketable assets such as the mortgage and 
loan books each would have to be treated individually.
6. One might therefore argue that simply making some small changes to the practice to ensure that risk taking on 
the scale of Northern Rock is spotted and acted on earlier might be suffi cient to prevent a repetition.  However, 
while imperfect tools may well suffi ce when their imperfection has not been revealed, once it has, it is necessary to 
improve them to restore confi dence that next time the system will work properly.  Only then will there be no bank run 
or damaging fi nancial instability if a signifi cant institution gets into diffi culty.
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2. CERTAINTY

Many things will be uncertain when considering a potential problem or risk for a bank but there are 
features of the way in which the safety net is expected to work which should give confi dence to all those 
involved and hence reduce any panic, assist the chance of an orderly private sector solution before 
the problem becomes far advanced, and ease the task of the authorities in putting things right if they 
do nevertheless go wrong.  An important ingredient of effective crisis resolution is that people are clear 
in advance about what is going to happen.  People need to be clear in their own minds about the 
steps the authorities are going to take.  And of course this alone is not enough.  The steps laid down in 
advance need to be credible not simply in the sense that people believe they will be followed but also 
in the sense that they believe these steps will bring any crisis to a conclusion.

Typically authorities are cautious about being too prescriptive in advance, as all crises are different 
(otherwise we could head them off) and important parts of the decision making process will be dependent 
on the specifi c events.  For example, while one can describe the possible routes to recapitalisation of a 
bank that has made serious losses, it would not be possible to set out in advance what will work best 
in a particular case.  However, there are some aspects on which the rules can be clear but which.  At 
least four such aspects can be identifi ed:

if there are liquidity or related failures in normal market fi nancing the central bank will provide 
unlimited lending against acceptable collateral to all institutions which can provide such collateral;
managers and shareholders must know that there will be no bailouts (government open bank 
assistance) by the taxpayer.  If a bank gets to the point that it cannot continue without recapitalisation 
it will either be closed, if this is the least cost solution, or taken over and resolved by the authorities 
in a way that keeps the critical functions operating;
insured depositors will have no material break in the access to their funds;
the regulatory authority is compelled to intervene early and take increasingly strong action as 
capitalisation falls.

The fi rst of these is the classic version of the standard Lender of Last Resort function.  The traditional 
concept needs expanding in two respects.  The Northern Rock episode has taught us that funding 
problems may not simply be at the short end of the market.  Longer-term fi nancing can also dry up.  
It is normally argued that the central bank should lend at a premium over the market otherwise the 
private sector would always seek to transfer the worst risks onto the central bank at what is effectively 
a subsidised rate.  As we discuss later, whether this premium should represent a ‘penalty’ or just be 
thought of as a standard facility should the market not function properly has turned out to be very 
important in the Northern Rock case.  Access to ‘special’ central bank funding has in recent years been 
viewed as a ‘failure’ by the institution that needs to take up the funding.  Thus instead of being seen 
as a success for the operation of the safety net the action is viewed as if the bank had fallen, hit the 
ground and been seriously if not terminally injured.  Thus the impact was much closer to what would 
have happened if the central bank had refused to lend and in effect told Northern Rock it would have 
to undergo compulsory resolution procedures because they thought it was either insolvent or would 
inevitably become so.  

-

-

-
-
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The shortage of liquidity, not just in the UK but also in the euro area and the US, has illustrated a further 
well-known issue.  If the central bank is to increase liquidity successfully this may very well involve 
effectively lowering interest rates.  Although it may be possible to avoid a general fall in rates across 
the yield curve, these moves could clearly confl ict with a monetary policy based purely on the control 
of infl ation.

In many respects the second bullet point is the most important.  Shareholders and the management 
need to have as strong an incentive as possible to fi nd a solution that keeps the bank going, otherwise 
they will, respectively, undoubtedly lose the entire value of their shares and their jobs.  For the incentive 
to be strong the authorities need to have a credible way of handling a failing bank that will not 
cause problems for the fi nancial system, whether the failure be actual insolvency or resolution without 
recourse to open bank assistance.  But this will only be possible if the appropriate legal framework 
exists to intervene and make such a resolution.  Furthermore, as the last point emphasises, the authority 
responsible needs to have a matching incentive to place heavier requirements on the bank to change, 
and to prevent actions that either heighten the risks or transfer the losses from the shareholders and 
directors to the depositors and unsecured creditors.

3. ISSUES FOR EMERGENCY LIQUIDITY ASSISTANCE

Thus far in the Northern Rock case it appears that the Bank of England has been able to step in 
successfully, with the support of the government, and lend against acceptable collateral so that the bank 
has been able to continue in business.  Although it has not as yet been possible to fi nd a long-term 
private sector solution and the government has had to step in and take over ownership, it has been 
possible to offer collateral despite the major withdrawal of retail deposits.  The House of Commons 
(2008) Report has been critical of various aspects of what has been done (paragraphs 10 – 27 of 
their conclusions and recommendations) and earlier, decisive and well-managed intervention might 
indeed well have avoided the bank run and entailed a much smaller package of loans and guarantees.  
However, at the time some features of the situation inhibited this.  We focus on just two:  

does transparency impair the effectiveness of the operation?
is it possible to avoid what has been described as ‘stigmatisation’ in the sense that the mere fact of 
using such facilities act as a major depressant to the standing of the bank, rather than improving it?

3.1. Transparency

One of the major diffi culties about a potential banking crisis is that unless the problem and the solution 
are effectively revealed at the same time, then the problem is highly likely to become a crisis.  Otherwise 
anyone who feels they may be exposed will attempt to limit their possible loss.  The ideal solution is 
no doubt pre-emption.  If it is possible for management, directors or the authorities to realise that there 
is a problem and head it off by some form of recapitalisation or reorganisation that gives general 
confi dence then the uncertainty is removed.  No rush is required to limit the losses; indeed, precipitate 
action is likely to lead to greater losses for those who take it.

-
-
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Achieving this pre-emption necessarily requires having not just the potential problem but the discussion 
over its solution kept confi dential.  Since keeping confi dences of this form when large sums may be at 
stake is asking a lot it is reasonable to wonder if it is possible.7  In any case, as House of Commons 
(2008) makes clear, all fi rms including banks have a duty to reveal to shareholders anything that is 
likely to have a material impact on the value of their shares.  In his evidence, the Governor of the Bank 
of England made it clear that he would have preferred to keep the fact that the Bank was lending to 
Northern Rock confi dential, but while his reasoning is clear, the practicality of the conclusion must surely 
be in doubt.

If one were to compare lending under an emergency facility with other sources of funds for banks 
then a measure of anonymity would be normal.  Fluctuations in retail funds would not be identifi ed 
and nor would the particular counterparties in short-term markets unless these presented problems of 
concentration risk or exposure to related parties.  Hence it is arguable that collateralised lending from 
the central bank could similarly be kept confi dential.  However, as a matter of practicality, and indeed 
of legality, this seems unlikely, except in the very short term.  The question therefore is how to handle 
the disclosure rather than how to work at avoiding it.

It is perhaps most suitable to look at experiences over mergers and acquisitions, as the revelation of 
emergency liquidity support appears to lead people to reappraise their holding of bank shares.  Such 
a revelation will certainly encourage competitors to hope that they can acquire some or all of the 
business at a favourable price.  The share price of both potential acquirer and acquiree can vary very 
considerably once it is known or rumoured that discussions are taking place.  It is really only in the case 
of a private company that the discussions can be kept reasonably quiet.  The share price of Northern 
Rock performed fairly predictably, declining steadily at least six months before the crisis broke by a total 
of nearly 50% (FIGURE 1).  It then dropped by a further third in just a few days.

Such fl uctuations in share prices are inevitable as they refl ect the entire future stream of potential 
earnings for the holder.  This does not imply that depositors should be facing any similar fl uctuations in 
their prospects.  (Indeed experience in the US suggests that troubled banks are likely to increase the 
interest they pay on retail deposits.)  The process therefore requires a credible safety net built into it.  

7. As Milne and Wood (2008, p.19-25) explain, it was clear on Monday 10th September, 2007, that Northern 
Rock would need to access emergency fi nancing from the Bank of England.  However, it was not planned to release 
the information and the details of the package until Monday 17th September.  However, the market got wind of 
the operation by Thursday 13th and despite efforts to bring forward the announcement the action was ‘leaked’ 
by the BBC that evening.  Thus instead of a clear, measured and reassuring statement by the authorities it was 
journalists who chose what to say and a run ensued.  This run was only brought to an end by the announcement of 
a government guarantee, something that had not been part of the intended package.
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Figure 1 - The performance of the Northern Rock share price compared to those 
of other large mortgage lenders in the UK

Unsecured creditors of a company normally try to protect their positions if there is information that the 
company may be in trouble, thereby reducing the credit available and increasing the company’s costs, 
thus exacerbating the problem.  For non-fi nancial suppliers a bank is no different from other companies.  
But in the case of a bank, funds are an essential input to the business itself hence the need for central 
bank support facilities.  In most industries customers do not face large losses, or where they do have to 
put up large advance payments, insurance is usually available, as in the travel industry.  Non-insured 
depositors and subordinated debtholders need to know that they will not suffer losses however the 
discussions work out, if they are not to try to close out their positions.  This means that they either 
have to feel assured that the solution will not involve closure or that, in the event of closure, they will 
not face losses.  This would entail more than the normal deposit insurance and something more like a 
blanket guarantee; although, if it appears that bank closures can normally be achieved before capital 
is exhausted, this will itself reduce the pressure.  It is, however, noticeable in cases brought in the US 
against the FDIC following closures that uninsured depositors are often among the most active.  It is 
they who can complain that the authorities have not done all they might to minimise their loss.  As in 
the case of Northern Rock it was the drying up of traditional markets that precipitated the crisis: markets 
were already acting to protect their position.  Once those most likely to be informed react then the 
others are wise to follow if this may reduce their potential loss.  It thus seems inevitable that banks will 
face a more drastic problem than nonfi nancial companies from the removal of funding in the event of 
a suspected problem.
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Opacity at the time can only be justifi ed in terms of reducing losses to those who are exposed and can 
be explained after the event when the information is no longer sensitive.  If those involved know there 
will be full ex post revelation even if in confi dence to an inquiry then this will be an incentive to take 
actions as if they were transparent at the time.  Otherwise, if shareholders and unsecured creditors are 
exposed to increased losses through the failure of the authorities to reveal what actions were taking 
place even though the authorities hoped to avoid them, they will face litigation.

Our central point here is that if the bank cannot be saved there should be prompt closure while the bank 
is still solvent.  If that is done, then no depositor, whether insured or uninsured, loses money.

3.2. Avoiding the stigma

There is a dilemma in designing support facilities.  If it is expected that they will be used fairly regularly 
and have little in the way of a downside other than a small penalty then they will become a normal 
part of the market.  If on the other hand they are rarely used then their use will imply that something 
drastic has happened.8  The Bank of England in its evidence (to the Treasury Select Committee) voiced 
concerns over the moral hazard that could emerge if obtaining emergency lending were seen to be too 
easy.  Part of the problem is that there is no grey area where a bank with a small problem can use a 
small amount of a facility.  It is either using it or it is not.9  Further, when central banks charge a margin 
over other sources of funding, there is not normally a gradation in the price, except in the terms under 
which they will accept decreasing quality of collateral.  The extent of the haircut is likely to rise only 
with the risk attached to the security taken.

There is thus a problem with taking a simplistic view of any moral hazard.  Deterrents only work when 
they deter.  Once a facility has to be used despite a deterrent in the form of a penalty, circumstances 
change.  Any deterrence then relates to other market participants.  It is arguable that once such a 
facility has to be used, then additional liquidity should become widely available, in case there should 
be any problems of contagion.  If the deterrent is so strong that it effectively destroys the bank using 
it, then the point is lost.10  The fi nancial and reputational penalties therefore need to be suffi ciently 
large that banks will not normally access ‘emergency’ facilities and having accessed them will wish to 
re-establish normal facilities as soon as possible but not so large that they push the bank under.  The 
additional liquidity in the market as a whole, along with the implication that the central bank thinks that 
the troubled bank has adequate collateral, should help the system work effectively.  The diffi culty with a 
Lender of Last Resort function nowadays lies to some extent in the name – probably even more so with 
its Eurosystem equivalent ‘Emergency Liquidity Assistance’.  Since the function is intended to be used 

8. The Bank of England's standing facility that permits eligible banks to borrow overnight from the Bank 
of England against eligible high quality collateral at a penalty over the market rate was used 19 times in the 
period between July 2006 and August 2007.  While this facility is intended as an automatic means of 
correcting any market problems or ‘errors’ by banks its use has been a source of unfavourable remark in the 
media as explained in the Bloomberg release on 30th August 2007, available at http://www.bloomberg.
com/apps/news?pid=newsarchive&sid=af7IkE90mKik.
9. In some respects this is analogous to exchange rate crises.  Interest rates will rise slowly in the country at risk of a 
devaluation (the so-called ‘peso problem’) but it is only at the end that the exchange rate itself falls away.
10. It has in any case been argued that the literature tends to take an unjustifi ably pessimistic view of bankers’ 
behaviour and that there is little evidence of more risky behaviour when there is a safety net or improvement in the 
safety net among advanced countries.
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under circumstances when an institution with eligible collateral cannot obtain funding from the market, it 
should be taken to imply that there is something wrong with the market rather than necessarily with the 
borrowing bank.  It is partly for this reason that it is argued that the more normal LOLR function should 
be exercised in the form of exceptional loans to the market as a whole.  Thus in the Northern Rock case, 
when it looked as if the market was drying up the appropriate stance would have been to step into the 
market to try to fi ll the gap, so that Northern Rock would have been only one of a number of borrowers 
and it would have become more diffi cult to identify it as being the sole benefi ciary.  

The trouble with any such action in the market is that it could be quite expensive for the central bank.  In 
the case of Northern Rock it would have been arguably impossibly large (House of Commons, 2008, 
p.45).11  It would certainly be impossible after the event, if there were no collapse, to demonstrate that 
the cost was necessary.  That could only be achieved by failing to act and seeing the crisis emerge.  In 
this particular instance central banks had become bothered by the way in which markets appeared to 
be drying up in consequence of the problem of losses on the back of the sub-prime market in the US.  
The problem was that not only was it a guess as to what the extent of the loss was but that it was not 
clear where it was concentrated.  Thus it was diffi cult to judge what the exposure of any counterparty 
might be, and indeed what your own exposure might be, especially since the original exposure might 
be several layers deep in repackaging.

It is not very helpful to look at the particular source of the problem on this occasion, in that the problem 
next time is unlikely to be the same.  Nevertheless, the separation of the exposure from that of the direct 
lender to the borrower with a problem is likely to be instructive.  Traditional banking supervision should 
work well with the direct relationship, even where retail loans are very much a commodity.  Banks 
and their supervisors will be aware of the extent of exposures to particular sectors of the market and 
supervisors will be able to compute aggregate exposures in the market.  At a remove from this, the 
calculation may be more diffi cult.  Furthermore, a bank that has onsold the risk will have altered its own 
exposure even though the exposure still exists in the market.  

Traditional banking supervision is not well adjusted to this sort of market risk.  Yet those charged with 
fi nancial stability have to consider what they would do in the event of such market collapses.  The 
traditional role of the central bank is in quite narrow markets, where its resources are suffi cient that it 
can make a noticeable difference.  This is, perhaps, therefore another example where those involved 
in fi nancial stability fi nd themselves faced with responsibility but without the power to avert the problem.  
It will only be those who can exercise some regulatory control over the market who will be able to act 
in these circumstances.  Of course if the central bank is itself the regulator then the problem is again 
internalised.

11. Subsequently both the Bank of England and the Federal Reserve have opened up lending programmes far 
larger than initially envisaged.  In these circumstances as Buiter (2007) points out the central bank is acting rather 
more as a ‘market maker of last resort’ than simply a lender of last resort as the problem is to get fi nancial markets 
operating again properly.
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4. DEPOSIT INSURANCE

The Northern Rock episode has highlighted two issues over deposit insurance that have remained 
dormant in recent years, and a third which is still unresolved.  The fi rst is that it is often argued with 
insurance that if the insured are open to some loss in the event of a claim they will take more care in 
avoiding exposing themselves to risk.  This argument has not been widely applied in practice, but the 
UK has been a counter-example, in insuring only 90% of allowable claims above a £2,000 minimum.  
The second is that unless all deposits are insured to their full value there will always be some people 
facing a potential loss; these can be expected to run on the bank in the event of probable diffi culty.  In 
the main these will be large depositors, who may have their deposits on terms which cannot be broken 
in a hurry without the consent of the bank – something it is not likely to give in a time of diffi culty.  There 
is thus a question of where any dividing line can be drawn which excludes some depositors or parts 
of deposits without inducing a run or other fi nancial disturbance that the authorities fi nd unacceptable.  
Issues of equity might affect that choice.  The initial reaction of the UK government has been to consider 
raising the limit to £100,000, which at £35,000 was already higher than in most other EU countries 
and embraces most ordinary depositors.12  That must lead to considerable food for thought for other EU 
countries.  However, and against that proposal, it has been argued in the report of the Select Committee 
that the limit could well stay at that level (covering as it does a little over 90% of sterling bank deposits) 
and that the concerns of larger depositors would better be met by prompt closure.  The argument was 
that below £35,000 one might view deposit insurance as in effect a form of social insurance, protecting 
the “widow and orphan”, and that larger depositors as well as possibly having the knowledge to watch 
the behaviour of their bank would have access to other sources of funds for short tem needs.  

The third concern is over the length of the period during which access to depositors funds might 
be interrupted (Kaufman, 2007).  Standard deposit insurance protects people against loss of their 
deposits.  In Europe, unlike the US, it does not usually address the issue of whether they also face losses 
from being unable to access their funds for an extended period of time.  In the EU the requirement is 
that people should be paid out in full within three months, although it is possible for this deadline to be 
postponed for two further periods of three months.  

It is possible for normal transactions to operate, albeit with diffi culty, when banks are closed, as 
is evidenced by the Irish banking strike in 1970, which lasted for over six months from 1 May to 
17 November.  In that particular case, people were prepared to accept endorsed cheques as payment 
and retail outlets, particularly bars, were able to operate a form of secondary market among people they 
knew.13  This therefore limits the scale and area very considerably.14  However, even this is not likely to 
work in the case of a failed institution.  Any acceptable claims would need to be on some viable entity.

12. The proportion quoted in House of Commons (2008) is 96%, so the increase would involve only a small 
number of depositors.  Of course better protection may result in a general increase in the size of bank deposits.  
The current draft Banking Bill proposes a limit of £50,000, which would protect around 95% of deposits as these 
currently stand.
13. The proportion of dishonoured claims when the cheques could actually be presented turned out to be quite low 
(Central Bank of Ireland, 1971).  It is not clear that levels of trust and honesty are anything like as high these days 
(Murphy, 1978).
14. Ireland had a population of 3 million at the time and a ratio of 1 bar to every 190 people of drinking age.
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Furthermore in advanced fi nancial markets many people will quickly start having problems if standing 
orders and direct debits are not honoured.  People’s credit ratings could quickly fall.  While power and 
telephones may not be cut off rapidly in the face of unpaid accounts, society in general has tended 
to become less trusting and it may be diffi cult to get temporary credit except under extortionate terms 
until the next salary payment can be cashed.  Hence if insured depositors feel they will be in serious 
diffi culty if a troubled institution fails, they will still want to withdraw at least some of their deposits to tide 
them over the period of diffi culty – and once making such a withdrawal it might well seem sensible to 
withdraw the entire balance at the time – just in case.  This would therefore generate a run even though 
there would be no prospect of actual loss of funds.15

This is in principle a problem with a straightforward solution as the period without access could be 
made very short.  If there is a direct handover that keeps the business operating, as in the case of a 
bridge bank in the United States or the appointment of a statutory manager in New Zealand then the 
issue does not really arise at all as there will be no material break in access.  However, if the institution 
does shut then the relevant accounts have to be transferred.  Experience in the US suggests this can be 
quite rapid, certainly for access to a proportion of the account, while the exact eligibility of the whole 
balance is being established.  However, easily effecting such transfers requires either access by the 
new provider to the failed bank’s computer systems or that the accounts are structured in such a way 
that their wholesale transfer is readily possible.  In the case of anything other than a small bank this 
would require both extensive requirements on how banks organise their account handling systems and 
substantial advance preparation involving interaction with the deposit insurer or whoever it is will effect 
the transfer.  This required extra steps in the US (FDIC, 2006).

The process of regaining access to deposits needs to be swift and automatic.  If people have to fi le 
claims or the authorities have to assess whether the depositor simultaneously has liabilities that could be 
offset against the deposit (as would normally be the case in an insolvency) the process will be drawn 
out and hence will not work.  Such simplicity comes at the cost of increasing the burden on the other 
claimants on the bank, including of course the deposit insurance fund, which succeeds to the claims of 
the insured depositors (or at least the insured part of them).

As Hupkes (2004) has pointed out, only part of a bank’s functions needs to be transferred to a new 
entity if fi nancial stability is to be maintained.  Many of the other activities can be allowed to cease 
and will readily be picked up by the rest of the market at relatively low cost to those who are affected.  
They may involve a small loss from a broken contract and incur extra costs in recontracting but these will 
not amount to either severe hardship or the generation of knock-on failures and personal bankruptcies.16  

15. It is noticeable that the run on Northern Rock was not primarily a fl ight from bank deposits into cash but a transfer 
of deposits from a bank thought to be in trouble to other major banks thought to be ‘safe’.
16. Hüpkes suggests that a function of a bank is critical if it is essential to the functioning of a fi nancial market, if 
failure would have serious adverse consequences for the fi nancial system and the real economy or if the function 
cannot readily be recreated by another provider without substantial loss to itself and others in the fi nancial system.  
As it stands, these are all amorphous concepts and would need to be translated into concrete terms.  In theory 
it is possible to identify who are the essential players in the fi nancial system – in payments, settlement, securities 
holding etc – and to set out which functions and providers will need to keep in operation.  Of course it may be in 
the interests of these providers to get themselves identifi ed as such even if this then has consequences in the form of 
a more zealous supervisory regime.  The criticality in itself will tend to convey an offsetting fi nancial advantage as 
it reduces the possibility of loss.
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Hence the costs of organising the transfer of accounts need not add anything signifi cant to the costs 
that would otherwise be incurred in insolvency, as these normally approach around 10% of the capital 
value that can be recovered.  The main distinction is likely to be over who bears them.  In the case of 
insolvency, the shareholders are wiped out and then the creditors bear the loss in increasing seniority.  
For transferring deposits, some of the costs will have been incurred by the fi rm and therefore borne by 
its customers and shareholders.  However, some will have been incurred by the deposit insurer and 
hence will be incurred by the rest of the banking system, or possibly by the taxpayer if that is how it is 
fi nanced.  Collateral damage through contagion in both the fi nancial and real sectors will of course 
be much more widely borne in either case.  The key feature, however, is that maintaining the function 
- allowing holders continuing full access to their insured deposits - does not entail that the troubled bank 
itself has to be kept in being, (although that is one possible route).

Most countries are a long way away from having such arrangements in place as failure is a very rare 
event.  Even providing access to insured deposits in quite small failed banks has in practice proved 
diffi cult (Moe, 2007).  The problem is balancing the costs of making the arrangements with the 
chance that they will be needed.  Until the Northern Rock episode, most European countries would 
have judged the costs of implementation too high.  Now that it is clear that there could be a run as 
a result, the balance will have changed markedly.

This will therefore come to a helpful wake up call to other deposit insurers, particularly in Europe, 
who can take the opportunity to implement systems that enable a rapid payout.  However, this brings 
with it concomitant issues to be resolved.  For example, if all deposits in a particular class are insured 
it makes it much easier to have a swift payout as the need to check whether an account is eligible 
or establish what portion of it is covered is greatly reduced.  If, however, there need to be checks to 
establish whether the account holder has other accounts that need to be aggregated in determining 
what funds are insured or their needs to be a check on the residence status of the account holder to 
establish eligibility then a swift resolution will be more diffi cult, or the nature of the ongoing computer 
checks in the failing bank will need to have been more comprehensive.

This leads back directly to the fi rst two issues raised in this section – whether to have coinsurance 
and where to place the dividing line, if any, between insured and non-insured deposits.  The 
implication of the Northern Rock experience is that coinsurance does not work.  In the fi rst place it 
does not appear to lead to any more careful behaviour by depositors.  Studies in New Zealand, 
where there is no deposit insurance, suggests that the normal depositor pays no attention to 
the vulnerability of their bank.  Bank deposits are regarded as safe.  There have been no bank 
failures in the memory of most depositors, so the risk is treated as nonexistent.17  In any case it is 
never clear what the authorities would do in the event of the failure of a major bank, even where 
there is no explicit insurance.  It seems unlikely that a government, in a country with a three-year 
electoral cycle such as New Zealand has, would want to see large numbers of its citizens losing 
money in such a failure, even if their losses given default are by no means total.  The temptation 

17. Even in the case of fi nance companies, where there have been several failures over the last year, it is not clear 
that depositors associate higher risks with higher (better) interest rates.  Thirteen fi nance companies failed between 
mid 2006 and the end of 2007, with about 1.5bnNZD of deposits between them, which is around 0.5% of the 
total in the fi nancial system.
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to provide at least some recompense and to load the cost on future generations will be enormous.  
Thus such countries almost certainly have implicit insurance, however strong the current rhetoric is 
to the contrary.  

Northern Rock illustrates this point clearly.  The Chancellor of the Exchequer felt obliged to give a 
blanket guarantee.  Thus although insurance was ostensibly partial and up to a limit, in practice it was 
total and without limit.  Given the reaction on the basis of partial coverage, it is not surprising that 
the UK is planning revisions to its deposit insurance scheme.  The interesting issue now is how other 
countries will react.  They have not had the problem themselves, so in many cases their systems are 
untried.  What do their depositors really believe?  It is diffi cult to answer such a hypothetical question 
directly or indirectly.  A little can be judged by the pricing of deposits and other unsecured instruments 
for the bank.  Granlund (2003) for example has shown that there is a considerable discount for banks 
in Germany where banks are generally seen as likely to be acquired by other banks in the event of 
actual or near failure rather than being allowed to collapse.  However, this tells us about the market’s 
view of the likelihood of implicit insurance (whether through public or private sectors) not about the 
views held by individual holders of retail deposits.  The Northern Rock episode is thus likely to end 
coinsurance by depositors and may lead to some implicit insurance schemes becoming explicit if the 
incentive effect does indeed appear to be near zero.  

The issue of where to draw the dividing line between insured and uninsured deposits is also diffi cult to 
decide if the outcome in a run is purely dependent on the behaviour of different depositors.  Clearly, for 
a deposit of a particular type the larger the deposit the more likely the depositor is to run, so introducing 
dividing lines is merely likely to alter the length of the queue.  Some deposits have a built in time delay, 
so that they cannot be removed immediately.  Although typically banks enforce this by not paying interest 
on days before the withdrawal equivalent to the notice the customer is supposed to give, in the case of 
trouble they would be likely to enforce the letter of the agreement and insist that the customer wait, which 
will in practice mean that those depositors get drawn into the insolvency proceedings.  Whether that 
would affect the length of the queue is debatable.  People would no doubt turn up in hope.

The initial idea behind deposit protection was to cover the normal range of balance of ordinary 
people who could not expect to be adequately informed about the state of their bank to manage 
their own risks.18  The current required minimum limit in the EU, €25,000, is of this order of 
magnitude and would cover the full value of most retail bank deposits.  However, many deposits 
now exceed that so it is arguable that there are reasons for protecting some higher deposits, partly 
because of the size of the shock to the fi nancial system from their loss and partly because of the 
lack of information for the private individual.  Our point is different.  In the EU the insured limits 
vary and the UK is even now clearly above the average.  Given that banks can compete across 
borders in the EU and if they choose to do so by means of branches their deposits are insured 
by their home country, this could have a considerable impact on competition for retail deposits if 
customers were to begin to feel that banks might be fragile.  Larger deposits could gravitate to the 
regimes with higher protection.  While not currently an important consideration in practice, this 

18. That at any rate was the idea in comparatively recent times.  When the fi rst country to introduce deposit 
insurance, the USA, did so in 1933 the intention was to act a substitute for the lender of last resort in its role of 
preventing contagious bank runs.
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could become a feature that adds to the fragility of the fi nancial system in times of stress.  Although 
the impact is in the case under discussion muted by the fact that the UK is not in the euro area, 
this could lead to a general reappraisal of the appropriate level of deposit protection in other 
competitor countries.

One other source of difference among deposit insurance regimes is the degree to which they are pre-
funded.  If the deposit insurer is to be able to act immediately on insolvency to give people access to 
their deposits, this implies that it must have immediate access to funds.  While in principle this could 
occur as a standing facility from the banking system, it might look more plausible if it had its own funds 
or access to a public line of credit.  The UK pay-as-you-go arrangement could have made a rapid 
payout diffi cult.  An additional argument in favour of pre-funding is that banks are more likely to fail in 
times of general economic distress, and it would not be sensible to demand additional funds from the 
banking system when it is thereby stressed anyway.  Getting the funds in good times would be more 
prudent.19

5. PROMPT CORRECTIVE ACTION

The House of Common’s (2008) report fi nds fault with the Financial Services Authority for not having 
acted sooner when it found that Northern Rock’s funding model was extreme for the industry and 
opened it to considerable risks.  Irrespective of whether the FSA was at fault in this instance, this raises a 
signifi cant issue for supervisory intervention.  In general if action is to be successful it should take place 
well before an institution would get into trouble, as changing course takes some time to implement.  
Thus if the FSA had begun to move strongly when Northern Rock’s share price started slipping relative 
to the rest of the banking sector and criticism of its funding model became strong, it might have been 
possible to reorganise funding before the problem reached such serious proportions.  However, this 
involves acting when a bank is clearly compliant with capital requirements20 and when the criteria for 
action, such as known to be inadequate stress tests, are less obviously objective.21

Kaufman (2007) captures the essence of the problem by his emphasis on the word ‘prompt’.  Treatment 
of problems must normally occur through the private sector well before a bank starts meeting regulatory 
limits.  Thus poorly performing or risk-taking banks should see their actions refl ected in their share price 
(for example), so that either the existing owners change course or the assets are sold to new owners 
who believe they are able manage them more effectively.  It should not be left to the last minute.  

19. Of course this is by no means the end of the issues.  If there is prefunding then banks will pay the equivalent 
of premiums given the size of their deposit base.  It is arguable that those that appear a higher risk should pay a 
higher premium.  Indeed the knowledge that regular review of premiums takes place could be a factor encouraging 
an earlier purchase of a troubled bank before the costs rise.
20. One awkward feature (for the FSA) of the Northern Rock saga is that shortly before the debacle the FSA actually 
eased capital requirements when a longer term report on compliance with Basel 2 was completed.
21. Clearly some action was already taking place in the fi rst half of 2007 (Milne and Wood, 2008, p.4).  
Northern Rock had slowed its lending growth and increased its liquidity and it issued a profi t warning in June.  The 
FSA had considered Northern Rock's stress testing in visits in April and May 2007 but its granting of a waiver for 
Northern Rock to use the ‘advanced approach’ under Basel 2 in June was a contribution to Northern Rock increasing 
its interim dividend in July according to the chief executive's evidence to the House Commons Treasury Committee 
on 16th October 2007, Q689.



David G. Mayes & Geoffrey Wood / Économie internationale 114 (2008), p. 5-2720

However, the Northern Rock episode illustrates that this will not always be the case, and when the 
market realises that it has made a mistake, the readjustment will be sharp and substantial.  In such 
circumstances the response has to be commensurately rapid.  There is no opportunity to refl ect.  The 
procedures available therefore have to be capable of rapid activation.

Kaufman mentions three of them:
the authorities have to have the power to step into a troubled institution should it get too close to 
failure;
they have to be capable of forming a rapid judgement about the extent of the losses and the sensible 
action;
they have to be capable of acting fast enough to be able to assign the losses and keep the bank 
operating without a material break. 

Furthermore if the bank does close:
the authorities have to be able to act fast enough to ensure that insured depositors have access to 
their funds without any signifi cant break.

All of these not only have to be the case but to be generally believed to be the case.  The depositors in 
Northern Rock needed to believe that there would be no problem of either losing their deposits or losing 
access to them.  Had they done so then the chances of a run would have been much smaller.  They are 
unlikely to be concerned whether their deposits are being funded by the deposit insurer or whether the 
accounts are being administered by another bank as long as they are protected against loss and the 
interruption that results in inconvenience or loss of credit reputation.

The well-known US rules for Prompt Corrective Action (PCA) for compulsory intervention and action form 
a good template for other administrations to consider, but the trigger points relate to undercapitalisation 
(Mayes et al., 2008).  This is rather outdated in the framework of risk management envisaged in 
Basel 2.  Trigger points should also be based on the requirements set out in Pillars 2 and 3 of the 
Accord and not just Pillar 1 on capital adequacy.  The Basel 2 Accord, as embodied in legislation 
in the EU through the Capital Requirements Directive does indeed set out what should be considered 
under Pillars 2 and 3 but it does not embody a set of actions that the authorities in the member states are 
to take in the case of non-compliance.  These are decided at the national level and do not in general 
have the force and urgency of the US PCA.

Risk management issues, as Northern Rock illustrates, are just as capable of driving a bank into diffi culty 
as is undercapitalisation.22  The problem is to formalise them - say in terms of the probability of default 
or the loss given default.23  This clearly represents an area for urgent study by the authorities.

22. It has been remarked that shortage of capital kills slowly but that shortage of liquidity is like a bullet in the 
head.
23. It is noticeable that the UK FSA has proposed in its review of liquidity requirements (FSA, 2007, p.37) that it 
should apply the same risk 'appetite' for liquidity as it does for capital, namely that there should be no more than a 
1 in 200 chance of becoming insolvent in the coming year.  Such measures could be PCA triggers.

-

-

-

-
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6. KEEPING VITAL FUNCTIONS OF A FAILED INSTITUTION OPERATING

Governments face a serious dilemma if an institution that gets into trouble has to be kept open and 
operating if fi nancial stability is to be maintained.  While initial lending may be collateralised everyone 
knows that some form of guarantee exists beyond the collateral.  That in itself may be suffi cient and 
confi dence will then be maintained even if the guarantee is never exercised.  If the market is uncertain 
about whether the guarantee will be exercised then it will have to be exercised -  as the uncertainty will 
lead to the rush to exit, yet another clear example of where ‘constructive ambiguity’ does not work.  The 
problem in these circumstances is to manage both the potential loss and the moral hazard.

A simple solution is to make no institution so large that it is ‘too big to fail’.  Stern and Feldman (2004) 
suggest that no bank should be allowed to become so large that the authorities feel they cannot handle 
its failure.  However, rather than distort the normal competition and anti-trust rules by banning large 
banks on other grounds they argue that the authorities should work out how to handle such failures 
without disruption.  The Northern Rock episode ‘helpfully’ reveals that in practice this category of banks 
that must have a controlled ‘failure’ includes rather more institutions than many have predicted.  In the 
US for example it is suggested that perhaps only some 10 institutions are too large to fail.  Clearly in 
other countries the number will depend on the degree of concentration in the market.  It remains that 
it is likely to be politically more diffi cult to allow institutions to fail than it is to allow them to fail in a 
manner that does not harm fi nancial stability.  Concentration in particular communities, in marginal 
constituencies or where the losers are economically signifi cant will all contribute to a wish to keep 
institutions operating.

The key in these circumstances is how the institution is to be kept open.  Indeed the use of the word 
‘open’ is itself somewhat misleading, as indeed is that of the word ‘fail’.  Here again, as discussed in 
Section 3, the United States sets a good precedent.  The business of a bank can be kept running even 
though its current legal personality is terminated and the bank reconstituted under temporary public 
sector control in the form of a new ‘bridge’ bank – bridge in the sense of bridging the gap between 
one period of private ownership and the next.

Such an ability to intervene does not exist at present in the UK and ordinary insolvency procedures 
would apply.  The bank has to be kept open either by loans while retaining the existing ownership or 
by nationalisation.  This means that the taxpayer is exposed to the full extent of the losses.  In practice it 
is this latter nationalisation that has happened with Northern Rock, but without any neat arrangements 
over the terms of acquisition from the existing owners.  Where it is embodied clearly in banking law, 
as in the US, it is possible for the temporary nature of such an action to be explicit and for the form of 
such an acquisition to be known in advance to reduce the controversy involved.
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7. COORDINATION FAILURE

7.1. Government by committee

The Tripartite Agreement in the UK recognised that three groups of parties need to be involved when 
a bank gets into diffi culties.  The supervisor, as responsible for the prudential conduct of the bank, the 
central bank, as the lender of last resort and institution responsible for fi nancial stability in the country, 
and the government in the form of the ministry of fi nance in that it would be responsible for any injection 
of taxpayer funds.  In most EU countries the deposit insurer is not an active player in these discussions 
and therefore has a secondary role to play.  In the US it has the lead role.

There were clearly some problems, in the case of Northern Rock, of these various agencies playing 
their roles as the others would feel appropriate.  The same could well appear in a crisis in other 
countries, despite the sorts crisis management simulations that are typically undertaken.  The problem 
is magnifi ed when the authorities have to handle an important bank that operates in many countries.  
Then the number of agencies involved can become very large.  For example for an institution involved 
in just 10 countries there would be at least 30 at the table even if there were a single unifi ed supervisor 
involved in each country, as in the UK.  Despite the suggestions of Schoenmaker and Oosterloo (2006) 
to the contrary such an arrangement is likely to be unworkable (Eisenbeis and Kaufman, 2008).  
Something where one party can take the lead in a crisis is needed.

In the case of cross-border banks in the EU and of course also of large complex fi nancial institutions it 
is necessary to get the authorities to work together.  This needs to be carefully organised even when 
the organisation is functioning well because there will be major recriminations in the event of diffi culty 
should it be possible for one authority to blame another because they were not all properly involved in 
the decision making.

Both the Basel Committee and the EU have gone quite some way to sorting this out by insisting on 
the designation of a lead or consolidating supervisor; however, this does not go far enough (Mayes, 
2006, Vesala, 2006).  For a group of supervisors to act with the speed and effi ciency of a single 
supervisor their operations need to be much more integrated.  They need to operate as a ‘College’ 
under the lead/consolidating supervisor, having access to a common shared database and having 
common powers for action.  It would considerably advantage the troubled bank if the College applied 
a single rule book as well.

The key problem will arise when action is required.  In a diverse group it is unlikely that action in all 
jurisdictions is required at the same time or that the need is equally urgent in all cases.  Moreover a 
problem in one area may require action in another where there is no problem, especially where capital 
ratios run across countries.

Once action to protect fi nancial stability is required then it will be even more diffi cult to get agreement 
as a function may be systemic in one country but not in another.  Thus one country may be happy to see 
a bank close because such closure will have only a minor impact in its jurisdiction, whilst in the other 
jurisdiction the effect of closure could be a major fi nancial calamity.  In such joint problems it seems 
clear that the country with the potential serious diffi culties should have the main say in the resolution 
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of the problem.  But this would cause acute problems if the costs of solution were going to fall mainly 
elsewhere.  Countries would no doubt prefer others to bear a larger proportion of the loss but small 
countries cannot possibly take on the support of the entire banking group just to maintain systemic 
functions in their own jurisdiction; and all countries, regardless of size, might be reluctant to support an 
institution primarily important elsewhere.  It is very unlikely that many jurisdictions have provisions for 
supervisors to take account of the impact outside their own boundaries to the extent of subordinating 
their own country’s interests to those of others.  Substantial change is clearly needed here, and it will 
not be easy to achieve because of its budgetary implications.

7.2. Cross-border arrangements

The House of Common’s (2008) report attempts to get over the problem of who should be in charge 
in the UK by recommending the creation of an enhanced responsibility for fi nancial stability on the part 
of the Deputy Governor of the Bank of England with the creation of an executive Offi ce.  They do not 
support the idea of emulating the US and having an equivalent of the FDIC that will act both to minimise 
the losses to the deposit insurance fund and to guard against any threats to the fi nancial system as a 
whole.  The UK deposit insurer, the Financial Services Compensation Scheme (FSCS), like many other 
European insurers would require a completely different structure if it were to be capable of taking on 
that responsibility, whereas the central bank has much of the resources already.  If the FSA were to be 
responsible there might be a confl ict of interest as protecting the FSCS against loss might imply early 
action while protecting the reputation of the FSA might imply leaving a longer period for the matter to 
be resolved.  The central bank may also conceivably have a potential confl ict between the needs of 
price stability and fi nancial stability, hence one reason for the recommended creation of the separate 
Offi ce over which the Deputy Governor in charge of fi nancial stability is responsible.  Such a confl ict 
is however rather a remote possibility (see Wood, 2000) and the separation is mainly proposed to 
ensure that the separate Offi ce is as much a part of the FSA as of the Bank, containing staff from both 
and with some power in both institutions.

There is manifestly room for debate over which body should be responsible but not over whether 
some body should have explicit responsibility.  At the European level the obvious choice is between a 
European Deposit Insurance Corporation (EDIC) and the European Central Bank.  (The latter has the 
possibility of being assigned these powers under the terms of its constitution.24)  A separate agency 
would avoid the confl ict of interest.  Since being able to meet depositors’ claims without a material 
break will also involve extra resources for deposit insurers, changing the role of the organisation may 
make sense.  Giving such powers to the ECB might compromise its independence, given the fact that 
national taxpayers will have to bear any losses.

Such an EDIC does not have to be large.  It only needs to handle the cross-border banks that have 
systemically important functions in at least one member state.  This implies some 30 to 40 banks at 
present.  The rest could remain under the control of the lead country.  That same lead country model 
could work for the larger banks on a case by case basis (Mayes, 2007).

24. This has to be a decision by the Council of Ministers, the ECB cannot award this responsibility to itself.



David G. Mayes & Geoffrey Wood / Économie internationale 114 (2008), p. 5-2724

8. CONCLUDING REMARKS

The upshot of this discussion suggests that the Northern Rock episode has revealed little that leads 
us to believe that economic analysis was particularly at fault in allowing the problem to emerge.  
According to House of Commons (2008) the problems emerged from an unfortunate combination of 
weaknesses in implementation and a major external shock.  We therefore draw fi ve main lessons from 
this experience that need to be considered in all countries and not just in the UK.25

1. Deposit insurance needs to be designed so that:
the large majority of all individuals’ balances are fully covered;
depositors can all have access to their deposits without a material break.

2. The activation of emergency liquidity assistance arrangements needs to give confi dence that those 
being assisted will survive, and should be seen as the system working as it should, rather than signalling 
some breakdown.

3. There needs to be a regime of prompt corrective action for supervisors whereby prescribed actions 
of increasing severity are required within short time periods according to a set of triggers based on 
capital adequacy and risks of failure.

4. There needs to be a legal framework such that the functions of systemic importance in banks that 
fail can be kept operating without a material break:

such ‘failure’ should occur before the bank becomes insolvent so that there is little chance of losses 
to the taxpayer;
this will normally involve a special insolvency regimes for banks.

5. Some designated institution needs to be in charge of intervention in failing banks to ensure rapid 
and concerted action.

If these fi ve provisions had been in place, it is highly unlikely that there would have been a run on 
Northern Rock and the record of over 140 years without a signifi cant bank run in the UK would have 
been maintained. Further, Northern Rock was a medium-sized domestic bank.  If the problems had 
occurred in a larger cross-border bank the consequences would have been much more severe.  This 
leads to a sixth lesson.

6. At a European level far greater coherence among the legislation and authorities of member 
states is required if these provisions for the handling of problems in domestic banks are to be equally 
successfully handled in the case of large cross-border banks. Although it will not feel like it to those who 
have lost money or their jobs in the Northern Rock episode, it is fortunate that the wake up call to action 
has been so effective at such limited cost.  What remains is to take the action before any such serious 
crisis could emerge.

25. It is of course possible to draw far more lessons.  Buiter (2007) for example has thirteen and Bruni and Llewellyn 
(forthcoming) have drawn together the suggestions from 12 sets of authors.  A full coverage would require a much 
longer article and result in duplication.

-
-

-

-
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9. CODA

Since this article was fi rst written other banks have got into diffi culty and been rescued by the authorities 
in a number of countries and others may follow before this article is published.  There is no opportunity to 
run through these cases but between them they emphasise the conclusions drawn above.  The US rapid 
resolution arrangements have been used successfully for a large bank, Washington Mutual (technically 
a ‘thrift’), and the operations transferred on immediate sale to JP Morgan-Chase but the claims of 
the junior creditors and unsecured senior creditors still lie with the receivership.  Furthermore a large 
investment bank, Lehman Brothers, has been allowed to fail and seek resolution under Chapter 11 of 
the Bankruptcy Code.26  Five cross-border banks have had to be rescued in Europe and the experience 
has illustrated the problems outlined in this article.  The rescue of Fortis by joint action among the 
Belgian, Dutch and Luxembourg authorities has seen each country rescue identifi able units in its own 
jurisdiction.  The nationalisation of the three large Icelandic banks Kaupthing, Glitnir and Landsbanki 
by the Icelandic authorities has proved more controversial, as it did not include the substantial foreign 
operations, particularly in the UK; thus treating depositors in different countries unequally, leading to an 
angry dispute that continues.  

A wide range of instruments has been used, including the issue of preferential shares and blanket 
guarantees, some of which may be challenged by the European Commission.  In the case of Roskilde 
the Danish authorities have been able to use unique provisions that have allowed them to write down 
the claims of subordinated debtholders and existing shareholders.  Rescues have involved the authorities 
acting beyond the bounds of traditional banks, with AIG the largest insurer in the US, Bear Stearns, an 
investment bank, and Hypo Real Estate in Germany.  Again the principal lesson that has been learnt 
is that if such failures under the existing regimes are thought likely to cause fi nancial instability then the 
class of institutions which have to be included in a special resolution regime has to be broadened.

The scale of diffi culty is now suffi ciently broad that an extensive rethink of the regulatory framework is 
likely across Europe, with the UK taking the lead in putting a new banking bill before parliament.  It 
has proved possible to handle even large problems that fall within single jurisdictions but at the time of 
writing the failure of large cross-border banks in small countries is presenting too great a problem for 
the home country authority to handle alone.

D.G. M. & G. W.27

26. Investment banks are not covered by the special resolution regime in the US.  As a result of the crisis the other 
four main investment banks have either been taken over by banks, Bear Stearns and Merrill Lynch, or applied to 
become  banks (bank holding companies) themselves, Goldman Sachs and Morgan Stanley.
27. We are grateful for comments to participants in seminars and conferences at the Universities of Canterbury, 
Lincoln, Auckland, Paris X and Lille I and III, the Western Economic Association, Cass Business School and the Bank 
of Estonia and to two referees.  We thank Peter Gardner of Hansa Capital for Figure 1.  An earlier version of this 
paper was presented at the workshop ‘Bank and fi nance: the impact of global threats’ (European Research Group in 
Money, Bank and Finance: http://www.univ-orleans.fr/deg/GDRecomofi /), held in March 2008 at the University 
of Lille 1.  The authors thank the organisers, Alain Ayong-Le-Kama and Etienne Farvaque.
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