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Emergency Liquidity Support Facilities

DONG HE

his chapter discusses the operational aspects of emergency liquidity
support by central banks to individual institutions under stress.!
Recent financial crises around the world have prompted renewed inter-
est in lender-of -last-resort support as a key component of public finan-
cial safety nets. Although the basic principles of emergency lending, as
developed by Thomton and Bagehot, have been known for more than
a century, in practice their use has encountered considerable difficul-
ties. The exercise of the emergency lending function, as contrasted
with lending as part of standard money market practice, generally
occurs when the solvency of the borrowing bank is in doubt. Typically,
difficult decisions on whether to grant or deny credit to an institution
seeking help have to be made rapidly and executed within a short
period of time, and a delicate balance has to be struck between con-
trolling moral hazard and avoiding systemic instability.
The study of emergency lending operations is hampered by a general
lack of information on country practices in this area. There is a tradition
among central banks of not saying much on the subject, both before and
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after a rescue operation. Nevertheless, this chapter attempts to distill
some common lessons from a variety of approaches to emergency
support operations in different countries, based on the limited informa-
tion available. It will aim to shed light on the following operational
questions: Should emergency liquidity support facilities exist? If such
facilities exist, should their existence be known to the public? Should
the operational rules of such facilities be specified ahead of time?
Should emergency lending be disclosed after the fact? What roles
should the central bank, the supervisory agency, and the ministry of
finance play in conducting emergency liquidity support? How can one
ensure that monetary and exchange rate policy objectives are not viti-
ated by emergency liquidity support? What should be the terms and
conditions for emergency liquidity support? What happens if precondi-
tions of support are not met? What should be done in default situations?
Should the modalities of emergency lending be different in times of sys-
temic crisis from normal times?

This chapter argues that, although there may well be good reasons to
maintain ambiguity over the conditions for lender-of -last-resort support
and to avoid previous specification of the rules to follow in such oper-
ations, it is increasingly more attractive to follow a rule-based approach
by setting out the necessary conditions for support, while maintaining
that meeting such conditions is not sufficient for receiving support.
This is particularly true for developing and transitional economies
where central bank discretion itself is more likely to be subject to undue
political pressure and regulatory forbearance and lead to the abuse of
lender-of -last-resort support facilities. Whether the rules are spelled out
in advance or not, it is essential to have properly designed lending pro-
cedures, clearly laid out authority and accountability, as well as rules for
disclosure after the event, when such disclosure will not be disruptive
to financial stability. This is all necessary so as to ensure accountability
and to reduce the distortionary effect on incentives.

Another argument is that emergency liquidity support facilities are
primarily for systemic purposes and should be used very infrequently.
Decisions to lend to systemically important institutions, at the risk of
insolvency or without sufficient quality collateral, should be made
jointly by the monetary, the supervisory, and the fiscal authorities.
Lending to nonsystemically important institutions, if any, should be
made only to those that are deemed to be solvent and have sufficient
acceptable collateral. When support has to be provided, it is essential
that such support be made only on a short-term basis. Banks that
receive such support should be subject to enhanced supervision and
restrictions on activities, and a clear exit strategy should be designed so
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Box 5.1. Key Considerations of Emergency Lending
| in Normal Times

e Have in place clearly laid out lending procedures, authority, and
accountability.

® Maintain close cooperation and exchange of infonnation between the
central bank, the supervisory authority (if it is separate from the cen-
eral bank), the deposit insurance fund (if such a fund exists), and the
minisuy of finance.

® Make decisions to lend to systemically important insticutions ac the
risk of insolvency or without sufficient, accepable collaceral jointly by
the monetary, supervisory, and the fiscal authorities.

® Lend o nonsystemically important institutions only if those institutions

are deemed (o be solvent and with sufficient acceptable collateral.

Lend speedily.

Lend in domestic cutrency.

Lend at above average market rates.

Maintain monetary control by engaging effective sterilization.

Subject borrowing banks to enhanced supervisory surveillance and

restrictions on activities,

e Lend only for the short term, preferably not exceeding three to six
months.

e Have a clear exit strategy.

¢ Disclose emergency support operations when such disclosure will not
be disruptive to financial stability.

that the banks that prove to be nonviable will be closed or resolved in
an orderly fashion (Box 5.1). In any case, the central bank should
ensure that its monetary and exchange rate policy objectives are nort
weakened by its emergency lending.

In times of systemic crises, the modalities of lender-of -last-resort sup-
port will need to be adapted from good practices that are made in nor-
mal times. In a general environment of panic and instability, the
existence and presence of an emergency lender should not be doubted
by the market participants. The central bank should pronounce its will-
ingness to lend readily and its support should be visible. Decisions to
provide support should be part of a general crisis management strategy
and should be made jointly by the monetary, the supervisory, and the
fiscal authorities. The repayment termis may be relaxed to accommo-
date the implementation of the bank restructuring strategy. Emergency
liquidity support in these circumstances should be explicitly guaranteed
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Box 5.2. Key Considerations of Emergency Lending
in Systemic Crises

e Have in place clearly laid out lending procedures, authority, and
accountability.

e Maintain close cooperation and exchange of information between the
central bank, the supervisory authority (if it is separate from the cen-
tral bank), che deposit insurance fund (if such a fund exists), and the
ministry of finance.

e Make public announcement of willingness to lend.

® Decisions to provide support should be part of a general crisis man-

agement strategy and should be made jointly by the monetary, the

supervisory, and the fiscal authorities.

Lend with speed.

Lend in domestic currency.

Lend at above average market rates.

Maintain monetary control by engaging effective sterilization.

Subject borrowing banks to intensive supervisoty surveillance and

restrictions on activities.

® Relax repayment terms if necessary to accommodate the implementa-
tion of a systemic bank restructuning strategy.

e Disclose emergency suppott operations when such disclosure will not
be disruptive to financial stability.

by the government, and any loss thus incurred shouid be fully compen-
sated by the budget (Box 5.2).

The remainder of the chapter is organized as follows. The following
section discusses the nature and scope of emergency support operations.
The third section discusses the issues that relate to the transparency
and ambiguity in lender-of-last-resort support, whereas the fourth sec-
tion discusses the modalities of emergency lending to specific banks in
normal times. The final section discusses emergency lending in times of
systemic crises. The Appendix lists selected texts of central bank laws
that deal with emergency liquidity support in 20 countries.

The Nature and Scope of Emergency Liquidity Support

The term “lender of last resort” has been used to denote various lend-
ing functions that the central bank performs. In this paper we use the
term in the sense of discretionary lending by the central bank, primar-
ily out of concern for financial stability rather than as a tool of short-
term monetary management.
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Definition and Objectives of Lender-of-Last-Resort Support

Lender-of-last-resort support can be defined as “the discretionary
provision of liquidity to a financial institution (or the market as a
whole) by the central bank in reaction to an adverse shock, which
causes an abnormal increase in demand for liquidity that cannot be met
from an alternative source” (Freixas and others, 1999).? The relative
importance of lending through the discount window to target aid to
specific banks and to lend to the market through open market opera-
tions varies across countries and according to circumstances. One
school of thought advocates that the lender of last resort rely solely on
open market operations rather than on specific institutions, in order to
counter the moral hazard often associated with discount window lend-
ing (Goodfriend and King, 1988). It is argued that liquidity assistance
to banks through open market operations will filter through to the
whole financial system through financial markets. However, such fil-
tering may not occur in times of stress when confidence is low and the
market becomes segmented. Indeed, Goodhart and Huang (1998) argue
that adopting the view that the lender of last resort should lend only to
the market is to reject the notion of the lender of last resort. In prac-
tice, many central banks combine use of the discount window with
open market operations. This paper will focus on emergency support
through discount window lending to specific banks.?

Discretionaty emergency lending through the discount window typ-
ically has the following primary objectives: to prevent illiquidity at an
individual bank from unnecessarily leading to its insolvency and to
avoid runs that spill over from bank to bank. The first objective is
related to the problem of fire sale induced insolvency. A distinguishing
feature of banks is that their assets are largely illiquid term loans while
their liabilities comprise predominantly unsecured short-term deposits.
Moreover, deposits are paid out in full on a first-come-first-served basis.
These features of banks’ balance sheets make them susceptible to depos-
itor runs. If a bank that experiences a significant deposit run cannot

2In this definition, lender-of-last-resort support or emergency lending does not include
standing facilities, which are standard monetary policy instruments. Accordingly, this
paper does not consider the operations of standing facilities.

3Lender-of -last-resort support could also take the form of off -balance sheet guarantees.
The central bank as the crisis manager could orchestrate a rescue operation by providing
an indemnity to a third party (for example, the peer group of the bank seeking liquidity
support) that is willing to take part in the operation, rather than providing funds itself
on-balance sheet. This practice is not recommended as a good practice since it is often
done in a nontransparent manner. However, if it is used, it is important for the ceneral
bank’s contingent ltabilities to be properly and transparently recognized and recorded.
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quickly attract sufficient replenishing funds to offset deposit loss, it may
be required to sell at least some assets quickly at fire sale prices. To
avoid selling assets at fire sale prices, troubled institutions require either
a recycling of funds from deposit gaining institutions or access to credit
from other parties, or both. If other private banks do not provide such
assistance, then the central bank may have to be approached for liquid-
ity support as the lender of last resort.

The second objective relates to contagion, a term used to describe
the spillover of shocks from one or more banks to others. Bank conta-
gion is of particular concemn if adverse shocks, such as the failure or near
failure of one or more banks, are transmitted in domino fashion not
only to other banks and the banking system as a whole, but beyond to
the entire financial system and the macroeconomy. Banking is subject
to contagion for the following reasons. First, banks typically lend heav-
ily to each other; when a particular bank is subject to runs, it will have
to recall its interbank loans to other banks immediately, which may
cause the other banks to become illiquid. Second, asymmetric informa-
tion is typically a very serious problem with banking. Incomplete and
costly information may make it difficult for depositors to distinguish
sound from unsound banks.

Emergency support operations are risky. In providing support, the
central bank takes credit risks that are unacceptable to all other lenders
in the market. While such lending is meant to bridge a temporary
period of illiquidity for institutions that prove to be viable after the
lending has taken place, these same institutions that receive such loans
may eventually turn out to be nonviable and have to be closed. In these
cases, emergency lending could still serve a useful public purpose in pro-
viding time for the authorities to arrange for the orderly closure and res-
olution of failing institutions.

However, there are important costs associated with prolonged lend-
ing to troubled institutions. Such lending, for example, can allow unin-
sured depositors and other general creditors to exit a failing bank before
its closure. When fully collateralized central bank loans replace funds
that are not insured, the deposit insurance fund may face higher reso-
lution costs. In addition, a perception that lender-of-last-resort assis-
tance will be readily available to troubled institutions can weaken
market discipline in the banking system and remove some of the pres-
sure on bank regulators and supervisors to close troubled institutions
promptly.

To minimize such costs, it is essential any lender-of-last-resort sup-
port must be primarily for systemic purposes. This means that in con-
sidering whether to provide support to an individual institution, the

©lnternational Monetary Fund. Not for Redistribution



112 EMERGENCY LIQUIDITY SUPPORT FACILITIES

guiding principle must be whether the failure of that institution would,
either by itself or through spreading contagion to other institutions,
damage the stability of the financial system. Such a contagion effect
could arise, for example, when other institutions are heavily exposed to
the troubled institution or share similar characteristics, which could be
interpreted as the origin of its problems. The vulnerability of other
institutions to contagion will also depend on the general tone of senti-
ment at the time—for example, whether there is heightened uncer-
tainty about the stability of the banking or the monetary systems (Yam,
1999). If lender-of -last-resort support is considered in any nonsystemic
cases, it should be confined to institutions that are deemed to be sol-
vent and, normally, with acceptable collateral.

The Meaning of “Last Resort”

In considering the use of emergency lending facilities, central
banks typically require the borrower to demonstrate that the lender-
of-last-resort support is genuinely being sought as a last resort, and
the bank in question has made all reasonable efforts to raise the nec-
essary liquidity. There are two approaches to ensuring that lender-of-
last-resort support will be sought only as a means of last resort. First,
the support is to be provided at a penalty interest rate. The difficulty
with this approach is that it is often not easy to determine what is the
right level of penalty and what interest rate should be charged, par-
ticularly when there is market segmentation or breakdown. In addi-
tion, adverse selection may imply that problem banks are not
necessarily deterred by penalty interest rates (see further discussion
in the fourth section, “Modalities of Emergency Liquidity Support”).
The second approach is to impose harsh conditionality on the bor-
rowing bank as an implicit price. This has been the typical approach
of the Federal Reserve in the United States. Many central banks typ-
ically have resorted to both approaches to ensure that the assistance
was sought genuinely as a last resort.

Regulation A of the Federal Reserve Board in the United States stip-
ulates that banks must first exhaust market sources of funds before tum-
ing to the discount window. To ensure that this principle is met in
practice, reserve banks regularly monitor the sources and uses of funds
for institutions while they are borrowing (Clouse, 1994). In Hong
Kong, as a precondition for support, Hong Kong Monetary Authority
requires that “the institution has sought other reasonably available
sources of funding before seeking LOLR (lender-of -last-resort) assis-
tance,” and “the shareholder controllers of the institution have made
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all reasonable efforts to provide liquidity and/or capital support as a
demonstration of their own commitment” (Yam, 1999).

The Bank of England was traditionally as much a crisis manager as
a crisis lender in dealing with banking problems by playing a manage-
rial, facilitating, or coordinating role. Governor Eddie George (1993)
pointed out that, as one of the operational principles, the Bank of
England would explore every option for a commercial solution before
committing the Bank of England’s funds. Initially, the Bank of England
would always look to major shareholders to provide support. Short of
that, the Bank of England would encourage the troubled bank to try to
find a buyer, for some or all of itself, even at reduced prices. Or a bank’s
major creditors may decide to provide support to protect their own
positions. As an alternative, there may be a coherent group of other
banks with a common interest in an orderly resolution. Only when
these options have been exhausted would the Bank of England con-
sider providing support itself—and even then it may decide against
support, as it did in the case of British and Commonwealth Merchant
Bank in 1990. Exploring these options does not necessarily imply it
will take longer to decide whether to grant support or not. Speed is of
the essence in handling liquidity problems. The Bank of England tried
many of these options over the weekend in handling the failure of
Barings in early 1995.

The Resource Constraint on Last Resort Operations

Central banks are often thought of as having unlimited access to
resources since they can print money, but this is clearly simplistic
(Giannini, 1998). Lending freely in a crisis may prove incompatible
with the prevailing monetary regime. This is most clearly demonstrated
by the constraints that a fixed exchange rate system places on the capac-
ity for domestic money creation. Moreover, large loans to institutions at
the risk of insolvency pose substantial credit risks to the central bank,
which could complicate monetary management and contribute to infla-
tion, since central banks typically have minimal capital and a small rev-
enue base and tend to monetize their losses. Thus, when the scale of
support is large, the fiscal authorities need to underwrite the credit risks
taken on by the central bank. The ministry of finance will have to be
involved in making decisions to lend to systemically important institu-
tions at the risk of insolvency. As Goodhart and Schoenmaker (1995)
point out, “he who pays the piper calls the tune.”

Sterilization of the liquidity support provided through emergency
lending facilities would enable central banks to recycle liquidity in the
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banking system and facilitate monetary control and exchange market
stability. However, the extent of successful sterilization depends on the
availability of necessary instruments and overall monetary and macro-
economic conditions. In the recent Asian crises, large amounts of liquid-
ity support to problem financial institutions had to be sterilized; this
occurred, to a large extent, in Korea and Thailand but not in Indonesia,
which suffered a loss of monetary control. In Indonesia, the subsequent
inflation and exchange rate depreciation led to more loss of confidence
in the banks, making further liquidity support necessary. Until this
vicious cycle was broken, the highly expansionary monetary policy
resulted in high inflation, capital outflows, and a collapse of the rupiah.

Central banks need to have the necessary instruments to sterilize the
additional liquidity. These include discretionary market-based instru-
ments, such as reverse repos and foreign exchange swaps; semistanding
facilities, such as a deposit facility; and higher reserve requirements. Given
the difficulties in using higher reserve requirements in a time of banking
crisis or distress, market-based instruments are preferable. This argues for
developing deep and liquid money and securities markets as part of a
sound banking system. Even with such markets, the inevitable market seg-
mentation that emerges during a banking crisis will make volatility of
interest rates unavoidable while sterilizing emergency liquidity support.

The resource constraint on the scope of emergency liquidity support
is most apparent under a currency board arrangement. Under a currency
board arrangement, the central bank can provide lender-of-last-resort
support provided that it has sufficient excess coverage of foreign reserves
or support from a common pool of bank resources—for example,
interbank borrowing by the central bank. One solution, adopted in
Bulgaria, is to set up a separate department (the banking department)
within the central bank that is endowed with sufficient resources to lend
in the event of a panic or a banking sector problem. Should the currency
board arrangement permit,* the central bank may obtain automatic sup-
port from other central banks, as in Hong Kong, where a protocol of this
kind was established with other Asian central banks in the wake of the
Mexican crisis, or it may guarantee lines of credit with foreign banks on
behalf of local commercial banks, as was done in Argentina.’

4International reserves required for backing in Argentina, Bulgaria, and Lithuania are
calculated using the concept that it does not take into account the centrat bank's long-
term external obligations {for example, to the IMF or the World Bank).

SUnder this agreement, participating banks pay a premium to the central bank, which,
in turn, pays a commission to the international banks to secure access to the fiinds. Local
banks in need of funds will have to place certain securities with the central bank, which
will enter into repurchase agreements with participating international banks.
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The resources available to the central bank are critical, as are the
legal and other limitations placed on the central bank in the exercise
of its role as the lender of last resort. To avoid undermining the cur-
rency board arrangement, the central bank must be prudent in the use
of the excess coverage.® The authority and conditions for accessing dif-
ferent sources of funds should be clearly laid out in the legislation or
regulation governing emergency support operations.

While historically the central bank has usually been the lender of last
resort, this role does not have to fall exclusively within the responsibility
of the central bank. If a certain authority and access to resources are nec-
essary for taking the leading role in managing a liquidity crisis, then a
ministry of finance may be able to take on the responsibility as well as a
central bank (Fischer, 1999). For instance, if the central bank is notin a
position to play the role of the lender of last resort, a special fund for
emergency lending purposes may be set up by the ministry of finance. In
such cases, it would be essential to establish full transparency with regard
to the operation of the fund and to seek the cooperation of the central
bank and the supervisory authority in making decisions when the fund is
to be drawn upon for emergency liquidity support.

Transparency and Ambiguity in Emergency Liquidity Support

There has been a strong tradition among central bankers to be delib-
erately ambiguous about their policies regarding emergency liquidity
support. The economic rationale of this stance is, however, question-
able under closer scrutiny.

Constructive Ambiguity

One possible way to avoid moral hazard in performing the function
of emergency liquidity support is to make access to such facilities uncer-
tain, something to be determined ad hoc in each situation. “A lender
of last resort should exist, but his presence should be doubted”
(Kindleberger, 1978). A tradition of constructive ambiguity has been
practiced by some central banks. This is clearly illustrated by the fol-
lowing statement by Gerald Corrigan (1990), President of the Federal
Reserve Bank of New York, before the United States Senate
Committee on Banking, Housing, and Urban Affairs in May 1990:

When the excess coverage becomes small, the currency board arrangement’s credi-
bility will come under serious scrutiny. Thus, if the excess coverage is limited, the case
for not assuming the role of lender of last resort by the central bank under a currency
board arrangement becomes strong.
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[ believe that the workings of both the safety net and market discipline
will be better served in a context in which the authorities maintain a
policy of what I like to call “constructive ambiguity” as to what they
will do, how they will do it, and when they will do it. . . . The cir-
cumstances associated with a particular case, the setting in which it
occurs, and the assessment of the relative costs and benefits of alter-
native courses of action will always have to be looked at case by case.
But in no case should it be prudent for market participants to take for
granted what actions the authorities will take and certainly in no case
should owners and managers of troubled institutions—Ilarge or small—
conclude that they will be protected from loss or failure.

In a similar vein, the Governor of the Bank of England, Eddie
George (1993), stated that,

In reaching a decision on support, we take care not to be predictable.
Central bankers have raised unpredictability to an art form, so that the
phrase “constructive ambiguity” has become rather popular in our cir-
cles. But it isessential that no one—no one—should expect support as
a matter of course. [ often hear it said that some banks are “too big to
fail,” that some occupy such key positions that their failure is almost
unthinkable. It is, indeed, true that size is an important factor in con-
sidering systemic effects. Even so, | have to say that there is nothing
automatic about our acting as lender of last resort, and even if we did
decide on support, no bank should assume that it would be immune
from penalty.

Some policymakers, however, have moved toward transparency in
policy for handling problem banks, particularly in setting out the nec-
essary conditions for support, while maintaining that meeting such con-
ditions is not sufficient for receiving support. From the rational
expectations’ perspective, economic agents will have some view of the
likely extent of a financial safety net, so the possible existence of the
safety net will have effects (both positive and negative) even if the cen-
tral bank is not transparent in its intentions. Since managers, owners,
creditors, and depositors must form some view as to the likelihood of
the provision of a safety net, it is not obvious that ambiguity leads eco-
nomic agents to believe the safety net will be less generous than what
the central bank intends to provide (Enoch, Stella, and Khamis, 1997).

There are three reasons for a lender of last resort to spell out its rules
to the extent possible (Fischer, 1999). First, by specifying a good set of
rules, the central bank reduces the likelihood of unnecessary self-justi-
fying crises. Second, by announcing and implementing a particular set
of rules, the lender of last resort provides incentives for other stabiliz-
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ing private sector behavior—for instance, in the holding of assets
acceptable as collateral. Third, spelling out the rules in advance ties the
hands of policymakers, reduces risks of politically motivated or spur-of -
the-moment actions, and prevents any bias toward forbearance. The
rules could be broken in extremis, but they still serve a useful purpose,
since the lender of last resort would hesitate before incurring the cost
of breaking them.

But others argue that a cookbook approach to problems in financial
markets is likely to be inefficient (Quinn, 1996). It is impossible to
determine in advance exactly in what form banking problems may
emerge, and so it may not be possible to design effective operational
rules to determine how the problems will be handled. Central banks
will be reluctant to set out clear rules that they believe they may need
to violate in order not to jeopardize their own credibility. Accordingly,
ambiguous but credible rules are viewed to be superior to transparent
rules that lack credibility (Enoch, Stella, and Khamis, 1997).

In practice, there are a number of approaches to ex ante specification
of the operational rules of lender-of -last-resort operations.” At one end
of the spectrum, there is no reference to emergency support functions
in the treaties establishing the European Monetary Union or the
statute of the European Central Bank (ECB). There is, thus, a great
deal of uncertainty with regard to the ECB's role in maintaining finan-
cial stability.? In the middle of the spectrum, many central bank laws or
banking laws have a fairly general stipulation that the central bank may
perform the emergency support function when necessary without spec-
ifying how such a function should be performed. For example, Article
31 of the Reserve Bank of New Zealand Act stipulates that “the Bank
shall, if the Bank considers it necessary for the purpose of maintaining
the soundness of the financial system, act as lender of last resort for the
financial system.” Similarly, in Norway, Section 19 of the Norges Bank
Act states, “when warranted by special circumstances, the Bank may
grant credit on special terms.” In addition to the general stipulation in
central bank laws that the central bank has the power to make emer-
gency loans, some central banks have detailed internal regulations gov-
emning the principles and procedures of emergency lending, but such
regulations are not made public, which is the case in Japan.

At the other end of the spectrum, central bank laws or regulations
specify in detail a rule-based approach to emergency support operations.

"The appendix at the end of this chapter lists selected text of provisions on emergency
liquidity support from central bank taws in 20 countries.
8See also Padoa-Schioppa (1999), and Prati and Schinasi (1998).

©lnternational Monetary Fund. Not for Redistribution



118 EMERGENCY LIQUIDITY SUPPORT FACILITIES

Examples include Bulgaria, Hong Kong, and the United States. In the
United States, the “Prompt Corrective Action” framework, the Federal
Reserve Act, and Regulation A on “Extension of Credit by Federal
Reserve Banks” specify in detail the solvency and collateral require-
ments, repayment terms, and interest rates to be charged on emergency
loans by the Federal Reserve. In Hong Kong, the Hong Kong Monetary
Authority has a policy statement on lender-of -last-resort support spec-
ifying in detail the preconditions of support, the instruments for sup-
port, as well as specifications of procedures to deal with cases that
should be treated as exceptions to the rules. The National Bank of
Bulgaria has a regulation with similar content.

Borth theoretical arguments and country experiences lead to the con-
clusion that there is probably no single optimal approach to the ques-
tion of whether there should be ex ante specification of the operational
rules of lender-of -last-resort support. However, for developing and tran-
sition economies there is a good argument that a rule-based approach
looks more attractive than total discretion. These economies typically
do not yet have a mature governance structure with well-established
checks and balances in the political system, and central banks are often
under political pressure toward regulatory forbearance. A rule-based
approach makes it easier to judge the appropriateness of the authorities’
actions. In addition, in these economies, central banks, as well as mar-
ket participants, have less experience in handling banking problems,
and a rule-based approach is technically less challenging to implement.

The Preconditions for Last Resort Support

A rule-based approach would make clear to market participants
through legislation or supporting regulations, circulars, or policy state-
ments the requirements and parameters in setting out the mechanics for
lender-of -last-resort support. The specification typically lays out the
preconditions for support, the right to refuse to lend on the part of the
central bank, and the decision process to deal with situations that need
to be treated as exceptions to the rules.

As already discussed, the basic precondition for lender-of -last-resort
support is the judgment of the central bank, the supervisory authority,
and the ministry of finance that the failure of a troubled institution, if
it is deprived of liquidity assistance, would damage the stability of the
financial and monetary system. In addition, the following precondi-
tions would typically apply:

e the institution is deemed to be solvent;

e the institution has sufficient collateral of acceptable quality; and
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¢ the institution must be prepared to take appropriate remedial

action to deal with its liquidity problems.

As a measure of whether an institution has a sufficient margin of sol-
vency, the Hong Kong Monetary Authority generally requires the insti-
tution to demonstrate that it maintains a capital adequacy ratio of at
least 6 percent after making adjustments for any additional provisions
that might be necessary. In Bulgaria, upon receipt of the application for
an emergency support loan, the Banking Supervision Department of the
Bulgarian National Bank is required to present a written statement of
opinion on the current solvency of the bank within 24 hours. In the
United States, Regulation A of the Federal Reserve Board stipulates that
before extending credit, a federal reserve bank should ascertain if an
institution is undercapitalized or critically undercapitalized.® A federal
reserve bank may make or have outstanding advances to, or discounts
for, a depository institution that it knows to be an undercapitalized
institution, ' only:

(1) if, in any 1 20-day period, advances or discounts from any federal
reserve bank to that institution are not outstanding for more
than 60 days during which the institution is an undercapitalized
institution; or

(2) during the 60 calendar days after the receipt of a written certi-
fication from the chairman of the board of govermors or the
head of the appropriate federal banking agency that the bor-
rowing institution is viable;!! or

(3) after consultation with the board of governors.

9Changes in capital categories for depository institutions are tied to dates associated
with official actions, such as the required filing date for a Report of Condition and
Income (“call report”), receipt of written notice from a primary regulator, or the deliv-
ery of a final report of examination.

A bank is “undercapitalized” if the bank has (1) a toral risk-based capital ratio that
is less than 8 percent; (2) a Tier | risk-based capital rario that is iess than 4 percent; or
(3) a leverage ratio that is less than 4 percent bur not deemed as “adequately capital-
ized,” or a leverage ratio that is less than 3 percent, if the bank is rated Composite 1
under the CAMELS rating system in the most recent examination of the bank, and is
not experiencing or anticipating significant growth.

1A depository institution is deemed viable when the board of governors or the appro-
priate federal banking agency has determined, giving due regard to the economic con-
ditions and circumstances in the market in which the institution operates, that the
institution is not critically undercapitalized, or likely to become critically undercapital-
ized, or expected to be placed in conservatorship or receivership. The board of governors
believes that ordinarily an undercapitalized institution is viable if the appropriate fed-
eral banking agency has accepted a capital restoration plan for the institution, and the
institution is complying with that plan.
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A federal reserve bank may make or have outstanding advances to or
discounts for a depository institution that it knows to be a critically
undercapitalized depository institution only:!2

(1) during the five-day period beginning on the date the institution

became critically undercapitalized; or

(2) after consultation with the board of governors.

If lending by the federal reserve exceeds these limits, and such lend-
ing causes losses to the Federal Deposit Insurance Corporation (FDIC),
the federal reserve must reimburse the FDIC.

To determine the solvency of the potential borrower, the central
bank must have access to relevant supervisory information, necessi-
tating close and continuous contacts with the supervisory authority, if
the central bank itself is not the supervisory authority. In the United
Kingdom, when the supervision function was being transferred from
the Bank of England to the newly established Financial Services
Authority, the two agencies, together with the Treasury, signed a
Memorandum of Understanding in October 1997 that set out the role
of each institution and explained how they would work together
toward the common objective of financial stability, including the
gathering and sharing of information in the context of providing
emergency support to financial institutions (Box 5.3). The Reserve
Bank of Australia and the Australian Prudential Regulation
Authority have a similar memorandum in place. In Canada, the
Financial Institutions Steering Committee (FISC), which is chaired
by the Superintendent of the Office of the Superintendent of
Financial Institutions (OSFI) and includes the Governor of the Bank
of Canada, the Deputy Minister of Finance, and the Chairman of
Canada Deposit Insurance Corporation (CDIC), serves as an impor-
tant channel of communication and sharing of information in rela-
tion to crisis management.

Exceptions

When the preconditions on which central banks will normally be
prepared to provide lender-of-last-resort support are met, such support
would be provided at the discretion of the central bank or the monetary
authority. Where the criteria are not met, decisions to grant or deny sup-
port will have to be made at certain prespecified levels of authority to
ensure a clear demarcation of responsibility and accountability, and to

ZA bank is “critically undercapitalized” if the bank has a ratio of tangible equity to
total assets that is equal to or less than 2 percent.
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Box 5.3. United Kingdom: Memorandum of
Understanding Between HM Treasury, the Bank of England,
and the Financial Services Authority

In the United Kingdom, since the task of banking supervision has been
transferred from the Bank of England to the Financ'al Services Authority
(FSA), the Bank of England and the FSA have joint responsibility for orga-
oizing banking rescues.

The memorandum of understanding establishes a framework for cooper-
ation between Her Majesty’s Treasury, the Bank of England, and the FSA
in the field of financial stability.

On emergency financial support, the memorandum states that:

In exceptional circumstances, there may be a need for an opetation, which goes
beyond the Bank’s routine activity in the money market, to implement it inter-
est tate objectives. Such a support operation is expected to happen vety rarely
and would normally only be underseken in the case of a genuine threat o the
stability of the financial system to avoid a serieus disturbance in the UK econ-
omy. If the Bank or the Financial Services Authority identifies a problem where
such a support operation might be necessary, they would immediately inform
and consult with each other.

Each institution would sake the lead on all problems arising in its area of respon-
sibilicy. The lead institution would manage the situation and coordinate the
authorities’ ®sponse (including support opeations). The form of the response
would depend on the nature of the event and would be determined at the time.

[n all cases, the Bank and the Financial Services Authority would need to work
together very closely and they woutd immediately inform the Treasury in ovder
to give the Chancellor of the Exchequer the option of refusing support action.
Thereafter, they would keep it informed about the developing situation, as far as
circumstances allowed.

On information exchange, the memorandum states that:

The Financial Services Authority and the Bank will establish information shar-
ing arrangements, ro ensure that all information which is or may be relevant to
the discha ge of their respective cesponsibilities will be shared fully and freely.
Each will seck to provide the other with relevant informstion as requested. The
institution receiving this information will ensure that it is used only for dhs-
charging its responsibilities, and that #t is not tcansmitted o third parties except
where permitted by law.

ensure that any discretion and flexibility are matched by adequate
checks and balances. Thus, if the institution is judged to be risking insol-
vency, or it does not have in its possession sufficient good quality collat-
eral, but the institution still needs support, then the fiscal authority
should be consulted and the decision to lend should be made jointly by
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the central bank, the supervisory agency (if it is separate from the cen-
tral bank), the deposit insurance fund (if such a fund exists), and the
ministry of finance.

In the United States, before the FDIC can provide open bank assis-
tance, it must establish that the assistance is the least costly to the insur-
ance fund of all possible methods for resolving the insticution.!? The
FDIC may deviate from the least cost requirement only to avoid “serious
adverse effects on economic conditions or financial stability” or “sys-
temic risk” to the banking system. Only the Secretary of the Treasury has
the power to grant this exception, after consulting with the President of
the United States and with the recommendation by two-thirds of the
boards of directors of the FDIC and the Federal Reserve.

In Argentina, the central bank law stipulates that “only when ordi-
nary or extraordinary circumstances so warrant in the judgment of an
absolute majority of the board of directors, shall it be possible to exceed
the allotments of time or to maximum amounts per institution.” In
Hong Kong, if the potential borrower is unable to comply with the pre-
conditions for lender-of -last-resort support, then funding support would
only be provided with the specific prior approval of the Financial
Secretary on its merits in light of the implications for systemic stability.
In addition, the Hong Kong Monetary Authority would consider
whether to appoint a manager to safeguard the assets of the institution
and to protect the interests of depositors and other creditors.

Transparency After the Delivery of Last Resort Support

Any decision to grant emergency lending facilities to a bank always
presents a risk of supporting a bad bank or of failing to support a good
one.!* One clearly would wish for a system that would minimize the risk
of such mistakes. A transparent rule-based system would seek to
achieve that objective. However, mere specification of rules is not
likely to give an unequivocal guide to actual policy in any individual
case. For instance, in assessing whether a particularly troubled bank
should be supported, there may be questions as to whether the bank is
insolvent or merely illiquid;® there may be issues as to whether the
bank is systemically important; and perhaps whether the bank has oper-
ated badly or was driven by factors beyond its control. Hence, even the

’The term “open bank assistance” refers specifically to a resolution method where
financial ass'stance is given to a troubled bank or thrift to prevent its failure.

14This section draws heavily on Enoch, Stella, and Khamis (1997).

1’Goodhart (1999) argues that it is generally not possible to distinguish between illi-
quidity and insolvency, particularly in cimes of crisis.
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prespecification of rules (i.e., ex ante transparency) will necessarily be
consistent with substantial operational discretion.

If the authorities are left with such discretion, it will be important to
balance this discretion with ex post transparency (i.e., firm rules for dis-
closure after the event) and specified standards of accounting and audit-
ing so that disclosure will be substantive and meaningful.!é Thus, the
central bank should reveal—perhaps in a subsequent Annual Report—
the amount of public funds that were provided to problem banks, and
what the results were. As on monetary issues, central bank (or supervisory
agency) operational autonomy must be matched by accountability, or the
provision of detailed information after the event and the requirement to
explain what has been done and to take responsibility for it. This is impor-
tant not only to reassure the public that the authorities are operating com-
petently and within the rules, but also to reassure the rest of the banking
community, so that they can see what are the “rules of the game.”

If a tradition of ex post public disclosure exists, it may isolate the
central bank from undue political pressures, since the knowledge that
lender-of -last-resort activities will eventually be disclosed may act as a
restraint on improper use of the facility. Thus, it can act as a political
shield for the central bank. It also raises the cost of using emergency
support facilities for banks, since public revelation of their need for
assistance is likely to impose a cost in terms of market discipline and,
hence, reduce the moral hazard.

While there may well be reasons for not explaining immediately the
full extent of financial support for a troubled bank, there must be an
expectation that there will be full disclosure as soon as this is feasible
without causing additional problems for the banking system. If this
qualification implies that a very long delay in public disclosure would
be required, there may be a strong argument that liquidity support was
inappropriate in the first place. It is very unlikely that financial support
to a bank can be justified if the existence of that support has to be kept
secret for a long time.

Central banks are increasing their efforts to disclose emergency sup-
port operations. The Bank of Japan discloses regularly in its Annual
Report details of emergency support, including the amount, maturity,
collateral, and interest rate. The Bank of England discloses its financial
support operations in footnotes to its financial accounts.!” In the “sub-
sidiaries in liquidation” section, the Bank discloses the conditions of

16This is consistent with the requirement of the IMF’s Code of Good Practices on
Transparency in Monetary and Financial Policies.

"The Bank of Engtand reserves the right not to disclose its emergency lending to
commercial banks, at least initially.
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banks in financial difficulties that it has acquired. It discloses the name
of the companies and total investments in them. The Bank also discloses
its total provisions for bad loans to banks, which, in effect, provides an
initial and partial public acknowledgment of the Bank’s financial sup-
port operations. In Finland, the Bank of Finland granted FM1.9 billion
to Skopbank in 1991 and another FM9.5 billion in 1992. Details of
these loans were published in the Bank of Finland Bulletin
(November 1992 and April 1993). Other financial agencies have also
provided support to this bank. The nature and scope of this support was
disclosed in the same editions of the Bank of Finland Bulletin.

Modalities of Emergency Liquidity Support

The determination of the terms and conditions of emergency assis-
tance loans is controversial. There has also been a wide range of prac-
tices with regard to collateral requirements, interest rates, and
repayment terms by central banks in various countries. In this section,
we consider a set of operational guidelines for the design of the terms
and conditions of emergency assistance loans consistent with the prin-
ciples of transparency and prudence.

The Instruments of Support

Three basic instruments are typically used by central banks to pro-
vide lender-of-last-resort support to a troubled institution:

e discount of eligible paper (government securities, notes, drafts,

and bills of exchange, etc.);

e advance with or without collateral; and

e repos of the institution’s assets, which are acceptable to the cen-

tral bank (securities and possibly other assets—for example, place-
ments with other banks).

For the consideration that commercial banks should be responsible for
foreign exchange risk management themselves, lender-of -last-resort sup-
port should be extended in domestic currency rather than in foreign
exchange. This is consistent with best practices used in deposit insurance
schemes that payments by the deposit insurance funid should be made in
domestic currency, for deposits denominated in both domestic currency
and foreign currency. In the latter case, the conversion should be made
at the exchange rate prevailing on the day the payment is made.

In the United States, when obtaining credit in the form of a dis-
count, the borrowing institution transfers eligible paper carrying its
legal endorsement to the Federal Reserve Bank. In return, the bor-

©lnternational Monetary Fund. Not for Redistribution



Dong He 125

rower is credited in an amount equal to the discounted value of the eli-
gible paper at the current discount rate. When the discount paper
matures, it is returned to the borrower, and the borrower’s reserve
account is debited by the full amount of the paper. An advance is sim-
ply a loan by one of the 12 Federal Reserve banks to the borrowing
institution on its note secured by adequate collateral. At one time, dis-
counts were the predominant form of discount window credit. From an
operational perspective, however, advances are more convenient and,
thus, for many years all discount window credit has been in the form
of advances. All discount window advances are demand loans and,
hence, have no real maturity—they may be called at the discretion of
the respective Federal Reserve bank. As a matter of convenience, dis-
count officers may arrange to extend credit for a period of time with-
out requiring the borrowing institution to make a formal request to
renew the loan each day.

To mitigate the risk involved, central banks typically require that the
value of the collateral used to secure lender-of -last-resort funding in the
form of advances or repos would exceed the principal amount of the
funding according to the haircuts and loan-to-valuation ratios. In Hong
Kong, for example, the Hong Kong Monetary Authority would apply a
5 percent haircut to Exchange Fund Bills and Notes for repos, and
require a loan-to-value ratio of 80 percent for a credit facility secured
by residential mortgages.

The Collateral Requirement

Central banks traditionally protect themselves by demanding collat-
eral when providing last-resort funding assistance to banks. By doing
this, the lender of last resort avoids the need to form a judgment on the
solvency of the institution applying for liquidity while retaining the
capacity to operate at the speed necessary to halt a run. At the same
time, by basing the decision to lend on the availability of acceptable
collateral, the lender of last resort reduces the moral hazard that the
potential borrower would take excessive risks in its portfolio by holding
assets that would not be accepted as collateral (Fischer, 1999).

However, an insolvent bank with some acceptable collateral that
obtains an emergency loan can still adopt a go-for-broke strategy. While
the lender of last resort may be protected, the deposit insurance fund
and the bank’s other creditors (and society) are not. Conversely, a sol-
vent bank with very large, immediate needs might have trouble pro-
viding enough collateral that is acceptable to the lender of last resort
and might fail unnecessarily (Guttentag and Herring, 1983). Walter
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Bagehot, in fact, recommended that the quality standards on collateral
taken by the Bank of England during a crisis should be relaxed
(Bagehot, 1873). If the lender of last resort, through its supervisory
powers or those of another trusted agency, is reasonably assured of the
solvency of the bank, it has little need for collateral.

In practice, country experiences vary greatly in terms of collateral
requirement. The Hong Kong Monetary Authority’s policy is to accept
only high-quality paper (investment grade securities) and high-quality
residential mortgages as collateral. In the United States, although col-
lateral is required for extended facilities under the discount window, a
wide range of financial instruments is accepted, including government
securities, corporate bonds and money market instruments, collateral-
ized mortgage obligations, residential mortgage notes, commercial,
industrial, and agricultural notes.

In Korea, the Bank of Korea may provide emergency liquidity sup-
port “against the collateral of any assets which are defined temporarily
(emphasis added) as acceptable security” with the agreement of at least
four members of the Monetary Policy Committee. In Japan, the Bank
of Japan law stipulates that the Bank of Japan “may provide uncollater-
alized loans (emphasis added) to financial institutions and other finan-
cial business entities prescribed by a Cabinet Order for a period within
that prescribed by a Cabinet Order when they unexpectedly experience
a temporary shortage of funds for payment due to accidental causes,
including computer system problems, whereby the business operations
of the financial institutions may be seriously hampered if the shortage
is not recovered swiftly, provided that the advance is necessary to secure
the smooth settlement of funds among financial institutions.”

Any central bank should perform the good practice of announcing
ex ante that it will normally provide lender-of-last-resort support only
with collateral and to specify which assets are considered acceptable
for such purposes, but also to make it clear that it may be willing to
relax the requirements under exceptional circumstances. When the
authorities decide to support a systemically important bank that does
not have sufficient collateral of acceptable quality, there are two pos-
sible approaches. One is to take every asset on the balance sheet of the
borrowing bank (for example, loans and fixed assets) as collateral. One
potential problem with this approach is that the central bank is not
usually in a position to judge within a short period of time whether the
borrowing bank has a clean title on the asset or whether the asset has
already been pledged. The central bank’s claim will be subject to legal
challenges if the assets are already pledged. A second approach is to
request the government to provide a guarantee for the central bank.
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The rationale for requesting such a guarantee is particularly strong if
the central bank has serious doubts about the solvency of the bank.

Interest Rates and Supervisory Sanctions

Some have argued that a key element of the Bagehot rule of emer-
gency lending is the prescription that the lender of last resort lend at
“penalty” rates.!® However, a careful reading of Bagehot (1873) would
attribute his advocacy of a high lending rate to his view that internal
and external drains typically accompany each other; the high rate was
designed to stop the external drain (currency crisis), and lending freely
would stop the internal drain (domestic bank runs) (Fischer, 1999). In
an isolated case of fiunding difficulties in domestic currency, the effec-
tiveness of charging a penalty interest rate would depend on the inter-
est rate elasticity of demand for liquidity support. One can argue that
when a bank cannot borrow from the interbank market and is in urgent
need of short-term liquidity, its demand for lender-of-last-resort liquid-
ity support would not be very elastic—thus, charging a penalty rate
would not necessarily discourage the bank from approaching the cen-
tral bank for support. In addition, if the bank is fiindamentally insol-
vent, then its demand for lender-of-last-resort support would be
inelastic, and in such cases, charging a penalty rate would not be effec-
tive. In other words, price signals would fail to act as a rationing device
in the face of adverse selection.

But if restrictive limits on the quantities a bank may borrow exist,
they may be interpreted as implicit prices (Benston and others, 1986).
The larger the role of quantitative rationing and implicit prices, the less
important the explicit pricing of the restricted lending becomes. In
practice, this often means that banks that receive nonpenalty rate fiund-
ing assistance from the central bank are subject to more intensive
supervisory surveillance and are prohibited from engaging in certain
activities, such as making new loans and paying out dividends.

In practice, interest rate policies on emergency liquidity support differ
from country to country. In Japan, central bank loans to problem banks
were often charged the official discount rate. In Hong Kong, the Hong
Kong Monetary Authority’s policy is to charge its lender-of-last-resort
facilities “at the prevailing base rate plus a margin to be determined

1€ Goodhart {1999) argues that it is not accurate to interpret Bagehot's rule of lending
at “high” rate as lending at “penalty” rate {i.e., at a rate higher than that avaitable in the
market place). Fischer (1999) argues that the penaity rate need not be defined relative
to the rate at which institutions would lend to each other in the market during a crisis.
Instead, the penalty should be relative to the interest rate during normal times.

©lnternational Monetary Fund. Not for Redistribution



128 EMERGENCY LIQUIDITY SUPPORT FACILITIES

taking into account current market conditions.” In Canada, the interest
rate the Bank of Canada charges on its emergency support loans is at
least equal to the bank rate, which is typically 25 basis points above the
average cost of overnight funds in the market. In the United States, the
Federal Reserve policy is to charge the basic discount rate for the first
30 days of borrowing and a flexible rate that takes into account rates on
market sources of funds, but in no case will the rate charged be less than
the basic discount rate plus one-half percentage point. The flexible rate
also could be applied sooner than 30 days at the discretion of the lend-
ing federal reserve bank. The policy of charging the basic discount rate
has, in the past, meant subsidies to the borrower, since the basic discount
rate was below the average interbank market rate.

Given that the underlying solvency position of the borrowing bank
is not always obvious when lender-of-last-resort support is sought, a
good practice is to have a combination of both explicit and implicit
prices. The explicit price should be marginally above the average mar-
ket interest rate, with perhaps a higher penalty attached to longer term
borrowing. An excessively high penalty could make matters worse, not
better, for the borrowing institution, which is typically in a fragile con-
dition. As an implicit price, the borrowing bank would have to imple-
ment a liquidity restoration plan that is monitored frequently by the
supervisory authority. The central bank or the supervisory authority
should also have the power to take remedial actions against the bank
when the lender-of-last-resort support loan is outstanding, such as
changing the management or imposing a conservatorship, particularly
when the loan has to be rolled over. The conditions attached should be
more stringent if the underlying solvency of the borrowing bank is in
serious doubt or if there is not sufficient collateral of acceptable quality.
Such conditions may include restrictions on a bank’s ability to take on
new business and a moratorium on dividend payment.

In Israel, the law governing the Bank of Israel stipulates that “so long
as the loan has not been repaid in full, the borrowing corporation shall
not grant or extend any credit, or make any other investment without
the prior approval of the Bank.” The central bank laws in Korea and
the Philippines have similar stipulations. In the Kyrgyz Republic, the
law requires that “during the life of such a loan, the National Bank of
the Kyrgyz Republic shall establish a special regime provided for in the
regulations of the National Bank of the Kyrgyz Republic in respect of
the borrower.” In Hungary, the National Bank of Hungary can grant li-
quidity support “dependent on the emergency measure to be taken by
the State Money and Capital Market Supervision, and on the compli-
ance of the given credit institution with the measure initiated by the
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said authority.” In the Philippines, if the amount of the first tranche of
central bank support must exceed 25 percent of the bank’s total deposit
and deposit substitutes, “the principal stockholders of the borrowing
institution must fumnish an acceptable undertaking to indemnify and
hold harmless from suit a conservator whose appointment the
Monetary Board may find necessary at any time.”

The Size Limit of Last Resort Support

Central banks may also impose a size limit on any lender-of-last-
resort support they may provide to financial institutions to limit their
own exposure to credit risks. In Argentina, the central bank law stipu-
lates that liquidity support loans from the central bank should not
exceed the net worth of the borrowing institution. In Hong Kong, the
limit would normally be set between 100 percent and 200 percent of
the capital base of the institution concermned, depending on the margin
of solvency the institution can maintain, subject to a cap of HK$10 bil-
lion. It should be emphasized that the Hong Kong Monetary Authority
retains the discretion to lend less than the maximum. In Turkey, the
law requires that central bank emergency loans should not exceed twice
the capital of the borrowing institution. In the Philippines, the amount
of any emergency loan cannot exceed the sum of 50 percent of total
deposits and deposit substitutes of the borrowing institution.

Whether to impose a size limit on lender-of-last-resort support is
controversial. One can argue that central bank lending limits make
sense when such support is for monetary purposes, but not for emer-
gency lending where one should follow Bagehot and be prepared to
lend without limit (lend freely). If the limit on lender-of-last-resort
lending is too tight, it might encourage preventive runs on banks. On
balance, the rationale for a size limit on emergency support facilities is
not strong and, if it is introduced, the limit should not be too tight.

The Terms of Repayment

A key concept in lender-of-last-resort support is that any emergency
lending should be only temporary and for the short term. Troubled
banks seeking loans from the central bank may be likened to individ-
uals seeking assistance from hospital emergency room personnel.
Providers of either form of assistance perform simultaneously a first-aid
function and a triage function. Central bank liquidity assistance
should seek only to keep the bank going until a more authoritative
examination can determine the institution's long-term viability
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(Benston and others, 1986). Any institution that has to rely on cen-
tral bank liquidity assistance for more than a few weeks is likely to be
insolvent and the authorities should be ready to have it closed and
resolved. Conversely, there should also be an incentive for the central
bank to lend only for the short term. For example, the Federal Reserve
Act stipulates that the Federal Reserve should be penalized by making
a payment to the FDIC if it makes emergency loans for an extended
period of time, as discussed earlier.

Central bank laws or regulations typically stipulate explicitly that li-
quidity support from the central bank is only for the short term. In
Argentina, the central bank law requires that central bank advances to
banks to relieve temporary illiquidity should not exceed 30 days. The
approval of an absolute majority of the board of directors of the central
bank is required to extend the maturity of the loan. In Chile, the cen-
tral bank law stipulates that liquidity support to banks cannot be out-
standing for more than 90 days, and the approval of a majority of the
Board is required to extend the maturity of the loan; the
Superintendency of Banks and Financial Institutions should also be
notified in advance before extending the maturity of the loan. In Hong
Kong, the Hong Kong Monetary Authority policy statement on lender
of last resort states that liquidity support will be provided for an initial
term not exceeding 30 days, although there will be provisions for it to
be rolled over for a further 30 days on maturity.

Default Situations

Where lender-of-last-resort support is not repaid on maturityand the
central bank is not prepared to roll over the funding, the central bank
should take immediate actions in cooperation with the supervisory
authority ro have the borrowing bank resolved, including withdrawing
its licenses, imposing receivership, and starting liquidation.

In practice, a particularly difficult situation is deciding how to resolve
the default situation of those institutions that are considered “too big to
fail” As Garcia (2000) points out, as long as the owners and managers of
a failed bank are not bailed out and there is an operational and financial
restructuring to restore viability to the bank, a too-big-to-fail policy means
that the government saves the economic infrastructure of the bank,
absorbs the losses, and often assumes ownership temporarily until repriva-
tization. If the initial restructuring measures do not make the bank viable,
drastic measures should be taken. These measures could involve splitting
up the bank, partially liquidating it, or engineering a major shrinkage of
its balance sheet through structural and/or operational downsizing.
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Confidentiality of Last Resort Support

Central banks tend to conduct lender-of -last-resort operations in pri-
vate and to try to keep the fact that they are providing emergency support
secret at the time. Since the health of a banking system depends in part on
the confidence that the public has in the system, and since confidence
may decline if it is known that a rescue has been mounted, there is an argu-
ment that the most efficient provision of lender-of-last-resort support is
one that is not seen.!® In addition, if the fact that an otherwise sound bank
is seeking liquidity support from the central bank becomes known to the
market, the borrowing bank is likely to suffer a reputational cost, which
would drive up the borrowing cost. This is undesirable for the restoration
to health by the bank. However, as argued previously, while immediate
public disclosure may undermine efforts to support a particular institution
or group of institutions, ex post disclosure with an appropriate delay is
important to ensure the credibility and accountability of the central bank.

Emergency Liquidity Support in Times of Systemic Crises

During systemic crises the central bank, as lender of last resort, attempts
to assure the public that it will act firmly and limit the scope of any finan-
cial disturbance. It may be necessary to provide support to all banks short
of liquidity in the initial stage. In a widespread crusis situation, the criteria
to judge whether an institution is systemically important may have to be
relaxed as compared to normal times. In addition, emergency liquidity sup-
port is usually needed when a fulll guarantee of deposiss is offered by the gov-
emment. [nitially, the full guarantee may well not be credible and the runs
could continue unless central bank liquidity support is provided in large
amounts. In such a situation, the modalities of lender-of -last-resort support
may need to be adapted from those described in the preceding sections.

First, in a general environment of panic and instability, the existence
and presence of an emergency lender should not be doubted by the mar-
ket participants. Therefore, public announcements by central banks of
their willingness to lend whatever is necessary to calm the situation
becomes an important tool of crisis management.”° Central bank support

9]t is also possible to conceive circumstances where it might be useful for the central bank
support to be known in the market (e.g., when the bank faces runs by retail depositors).

20Pyblic pronouncements shoutd be reassuring but minimal to avoid misinterpretation.
The statement of the Federal Reserve Chairman at 8:15 a.m., before the markets opened
on Terrible Tuesday in October 1987, during the stock market crash, met these specifica-
tions: “The Federal Reserve System, consistent with its responsibilities as the nation’s
central banker, affirmed today its readiness to serve as the source of liquidity to suppert
the economic and financial system” (Garcia, 1989).
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should be visible and should be provided rapidly. Interest rates should be
somewhat above the average market rates to encourage banks to seek
altemnative sources before approaching the central bank for support, but
the penalty should not be excessively high. More important, the borrow-
ing institution should be subject to restrictions on activities and intensive
supervisory monitoring, including, among other things, how the borrowed
funds are being used.

Second, the usual preconditions of support such as solvency and col-
lateral requirements may not be applied. This is because, in a systemic
crisis, the solvency and soundness of collateral of financial institutions
depend to a large extent on how the crisis is managed and whether the
panic is stopped or not. In an environment of large volatility in asset
prices, such as interest rates and exchange rates, it can be very difficult
to differentiate mere illiquidity from insolvency. In addition, limits on
repayment terms may have to be relaxed to accommodate the imple-
mentation of a systemic bank restructuring plan.

In general, emergency liquidity support in times of systemic crises
should be an integral part of a comprehensive and well-designed crisis
management strategy.?! As such, decisions on whether to provide sup-
port and how much to lend should be made jointly by the relevant
authorities, including the central bank, the supervisory agency, the
deposit insurance firnd, and the ministry of finance. There should be
appropriate documentation of the decision process and ex post disclo-
sure of the outcomes of major decisions in order to ensure public
accountability.

In Sweden, during the banking crisis in the early 1990s, the banking
system was free to obtain unlimited liquidity by drawing on its accounts
with the central bank, and the Riksbank supplied liquidity on a rela-
tively large scale at normal interest ratesand repayment terms. Because
the government issued a blanket guarantee, the Riksbank did not take
on credit risks by making such loans.?? The details of the authorities’
support measures and their implications for depositors and investors
were extensively reported both domestically and abroad to financial
market participants.

When a major part of the banking system is insolvent, resources for
solvency support should come from the government and private

USee Lindgren and others (1999), Garcia (2000), and Enoch (2000).

2| n the face of a severe banking crisis, the Swedish parliament in 1992 passed a bill stat-
ing, among other things, that “the state guarantees that banks and certain other credit
institutions can meet their commitments in a timely basis,” that “the support system is to
remain available for as long asit isneeded” (subject to another act of parliament}, and that
“the support is canstructed so that all the commitments of an institution can be met.”
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sector, not the central bank, and any public costs should be recog-
nized explicitly. The government may decide that the central bank
should provide support until a systemic restructuring strategy is in
place, and perhaps thereafter; but such credit would normally be
explicitly guaranteed by the government. Transparency would require
that if such loans cannot be repaid by the institution (i.e., when it is
necessary to call on the guarantee), the government should compen-
sate the central bank for the losses.

One option is for the central bank not to transfer any profits to the
government until all losses are covered. However, the central bank is
not usually in a position to make any profits after making large non-
performing loans to insolvent banks. More typically, the claims by
the central bank on the insolvent banks are converted into equity of
the bank held by the government, and the government would, in
exchange, issue securities to be held on the balance sheet of the cen-
tral bank. It is very important that these securities be issued on mar-
ket terms and be marketable for the central bank to be properly
recapitalized.
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Appendix: Provisions on Emergency Liquidity Support in
Selected Central Bank Legislation

The following table excerpts parts of selected laws dealing with
emergency liquidity support in 20 countries.

Country

Emergency Provision

Argentina

Bowwana

Article 17. The bank shall be authorized to carry out the
following operations: (b) grant rediscounts to financial
institutions for reasons of temporaty illiquidity, not to
exceed thirty (30) consecutive days, up to a maximum
per institution equivalent to its net worth; (c) grant
advances on account to financial institutions for reasons
of temporary illiquidity, not to exceed thirty (30) consec-
utive days, that are guaranteed by public securities or
other securities, or covered by a guarantee or special or
general appropriation of certain assets, provided that the
sum of the rediscounts or advances granted to one and
the same institution does not exceed, under any circum-
stances, the limit established in the foregoing section.

When necessary to provide adequate liquidity to the
financial system, or when general or extraordinary cir-
cumstances make it advisable in the opinion of an
absolute majority of the board of directors, the terms and
ceilings per institution provided in (b) above and in the
first paragraph of (c) may be exceeded, as long as the free
reserves supporting the monetary base are not to this end
compromised under any circumstances. When such
extraordinary financing is granted, the shareholders shali,
in addition to the guarantees constituted by the assets of
the institution, pledge, as a minimum, the control share
capital of the institution and shall agree to the possible
later application of the procedure set out in Article 35 bis
of the Law on Financial Institutions. Official banks may
be exempted from this requirement.

Aurticle 37.3 Operations with account holders. The centtal
bank may, on such terms and conditions as the board may
from time to time determine, grant to account holders loans
and advances for periods not exceeding 92 days—(b) unse-
cured or secured by such other assets, on such special terms
and conditions as the board shall deteimine when, in its
opinion, such a loan or advance is exceptionally necessary
to meet the liquidity requirements of the borrower.
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Article 33. (1) The Bulgarian National Bank may not
extend credits to banks, except in the cases under para. 2.
(2) Upon emergence of a liquidity risk that may affect the
stability of the banking system, the Bulgarian National
Bank may extend to a solvent bank lev-denominated cred-
its with maturity no longer than three months, provided
they are fully collateralized by gold, foreign currency or
other such high-liquid assets. The terms and procedure for
extension of such credits, as well as the criteria establishing
the occurrence of a liquidity risk, shall be determined by a
regulation of the Bulgarian National Bank. (3) Credits
under para. 2 may be extended solely up to the amount of
the excess of the lev equivalent of the gross international
foreign exchange reserves over the total amount of mone-
tary liabilities of the Bulgarian National Bank.

Atrticle 36. The Authority to Safeguard the Stability of the
Financial System. For the purpose of safeguarding the sta-
bility of the financial system, the bank shall be empowered
to grant banking and financtal institutions loans in case of
emergency for a period not to exceed 90 days, when the
problems stem from a temporary shortage of liquidity. To
renew these loans, a Board dectsion adopted by a majority
of the full membership, with a prior report to the
Superintendency of Banks and Financial Institutions, shall
be required. The bank may make the granting of loans con-
tingent upon comptiance by the borrower with particular
rules of financial administtation. In the situation foreseen
in this numeral, the bank may, accordingly, acquire instru-
ments from the placement or investment portfolios of the
above-mentioned institutions.

Article 17. Extraordinary Credit for Credit Institutions in
Emergency Situations. The National Bank of Hungary
may grant an extraordinary credit to a credit institution
in case of emergency of the credit institution. The
National Bank of Hungary may make the granting of such
a loan dependent on the emergency measure to be taken
by the state money and capital market supervision, and
on the compliance of the given credit institution with the
measure initiated by the said authority.

Part Eight: Credit Operations of the Bank 44. Emergency
loans and advances. The govemor, in circumstances
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Emergency Provision

which, in his opinion, are emergency circumstances, may
direct that loans are granted even to a banking corpora-
tion unable to fulfill the conditions prescribed under sec-
tion 43 if such corporation has given security to his
satisfaction, and may further direct that so long as the
loan has not been repaid in full the borrowing corpora-
tion shall not grant or extend any credit, or make any
other investment, without the prior approval of the bank.

Article 37.1. The Bank of Japan, irrespective of the provi-
sions of Article 33, Paragraph 1, may provide uncollateral-
ized loans to financial institutions (defined as those engaged
in the business of taking bank deposits {deposits prescribed
by Atrticle 2, Paragraph 2 of the Deposit Insurance Law, Law
No. 34 of 1971) as well as engaging in exchange transac-
tions, the same definition shall apply hereinafter) and other
financial business entities prescribed by a Cabinet Order
(hereinafter referred to as “financial institutions” together)
for a period within that prescribed by a Cabinet Order
when they unexpectedly experience a temporary shortage
of funds for payment due to accidensal causes, including
computer system problems, whereby the business operations
of the financial institutions may be seriously hampered if
the shortage is not recovered swiftly, provided that the
advance is necessary to secure the smooth settlement of
funds among financial institutions.

Article 37.2. The Bank of Japan shall, when providing
loans as prescribed by the preceding paragraph, report the
fact to the minister of finance as well as inform the com-
missioner of the financial supervision agency of the fact
without delay.

Article 38.1. The minister of finance may request that
the Bank of Japan conduct the business necessary to
maintain an orderly financial system, including provision
of loans, when it is believed to be especially necessary for
the maintenance of an orderly financial system including
the case where it is judged, after consultation with the
prime minister pursuant to the provisions of Article 57-2
of the Banking Act (Law No. 59 of 1981) and other rel-
evant laws and regulations that a serious problem in an
orderly financial system may arise.

Article 38.2. At the request of the minister of finance as
prescribed by the preceding paragraph, the bank may con-
duct business necessary to maintain an orderty financial
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system, including provision of loans under special condi-
tions, in addition to the business prescribed by Article 33,
Paragraph 1.

Article 41 (C). The central bank may, in cases of emer-
gency, or under extraordinary circumstances which, in
the opinion of the central bank, constitute a threat to
monetary or banking stability in the kingdom, extend
special credit facilities to any licensed bank under such
terms and conditions established by the board and
approved by the council of ministers.

Article 65 (Emergency Credit to Banking Institutions)
(1) The Bank of Korea may conduct credit operations
against the collateral of any assets which are defined tem-
porarily as acceptable security with at least four members
concurring in any of following cases:

1. Conducting credit operations temporarily with bank-
ing institutions during a grave emergency that directly
threatens monetary and banking stability; or

2. Conducting credit operations temporarily with bank-
ing institutions that are expected to experience pro-
nounced difficulty in carrying out their operations due to
temporary shortages of funds for payment caused by a
breakdown of an electronic information processing sys-
tem or other accidental mishap.

(2) A banking institution in receipt of credit specified in
the provisions of Clause 1 of paragraph (1) may not,
while such debt is outstanding, increase the total volume
of its loans and investments without prior authorization
by the Monetary Policy Committee.

(3) The Bank of Korea may, when it deems necessaty,
check and confirm the operations and status of the assets
of a banking institution in connection with extension of
credit as provided for in Paragraph (1).

Atrticle 4. Functions of the National Bank of the Kyrgyz
Republic. The bank shall have the following functions:
(4) acting as the lender of last resort to banks in accor-
dance with the present Law;

Atrticle 28. Loans Granted to Other Banks. In emergency
situations, in order to protect the integrity of the banking
system, the National Bank ef the Kyrgyz Republic may make
unsecured loans or loans secured by other types of assets, on
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Country

Madagascar

Mexico

New Zealand

Norway

Philippines

Emergency Provision

terms established by the board of directors of the bank. An
emergency loan may be granted for a term of not more than
six months. This term may be extended by a decision of the
board of directors of the bank. During the life of such a loan,
the bank shall establish a special regime providad for in the
regulations of the bank in respect of the borrower.

Article 34. Central Bank Assistance to Banks and
Financial Institutions. In the event of temporaty liquidity
problems experienced by a bank or financial institution
in connection with the implementation of a recovery
plan acceptable te the Bank and Financial Institutions
Control Commission and the central bank, the latter may
grant such institutions a special advance on the condi-
tions adopted by the board.

Article 38. The central bank may make its assissance con-
tingent on the submission of any documenuation it deems
necessary. [t may, as appropriate, require that any rea! or
personal guarantees be provided.

Atrticle 3. The bank shall petform the following functions:
[I. Operate as reserve bank and lender of last resort for
credit institutions;

Article 15. Provisions in Article 8 paragraph two and
Article 14 will not apply to financing that the central
bank may grant credit institutions in order to prevent dis-
ruptions in the payment systems, nor to operations
effected by the bank as lender of last resort.

Article 31. Bank to Act as Lender of Last Resort—The
bank shall, if the bank considers it necessary for the pur-
pose of maintaining the soundness of the financial sys-
tem, act as lender of last resort for the financial system.

Section 19. When warranted by special circumstances,
the bank may grant credit on special terms.

Section 83. Loans for Liquidity Purposes—The Bangko
Sentral may extend loans and advances to banking insti-
tutions for a period of not more than seven (7) days with-
out any collateral for the purpose of providing liquidity to
the banking system in times of need.

Section 84. Emergency Loans and Advances.—In peri-
ods of national and/or local emergency or of imminent
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financial panic, which directly threaten monetary and
banking stability. The Monetary Board may, by a vote of
at least five (S) of its members, authorize the Bangko
Sentral to grant extraordinary loans or advances to bank-
ing institutions secured by assets as defined hereunder:
Provided that while such loans or advances are out-
standing, the debtor institution shall not, except upon
prior authorization by the Monetary Board, expand the
total volume of its loans or investments.

The Monetary Board may, at its discretion, likewise
authorize the Bangko Sentral to grant emergency loans or
advances to banking institutions, even during normal
periods, for the purpose of assisting a bank in a precarious
financial condition or under serious financial pressures
brought by unforeseen events, or events which, though
foreseeable, could not be prevented by the bank con-
cemed: Provided, however, that the Monetary Board has
ascertained that the bank ‘ssnot insolvent and has the
assets defined hereunder to secure the advances:
Provided, further, that a concurrent vote of at least five
(5) members of the Monetary Board is obtained.

The amount of any emergency loan or advance shall not
exceed the sum of fifty percent (50 percent) of total
deposits and deposit substitutes of the banking institution
and shall be disbursed in two (2) or more tranches. The
amount of the first tranche shall be limited to 25 percent
of the total deposit and deposit substitutes of the institu-
tion and shall be secured by government securities to the
extent of their applicable loan values and other unen-
cumbered first class collaterals which the monetary board
may approve: Provided, that as determined by the mone-
tary board, the circumssances surrounding the emergency
warrant a loan or advance greater than the amount pro-
vided herein above, the amount of the first tranche may
exceed 25 percent of the bank’s total deposit and deposit
substitutes if the same is adequately secured by applicable
loan values of government securities and unencumbered
first class collaterals approved by the monetary board, and
the principal stockholders of the institution fumish an
acceptable undertaking to indemnify and hold harmless
from suit a conservator whose appointment the Monetary
Board may find necessary at any time.

Prior to the release of the first tranche, the banking insti-
tution shall submit to the Bangko Sentral a resolution of
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Country

Poland

Romania

Sweden

Emergency Provision

its board of directors authorizing the Bangko Sentral to
evaluate other assets of the banking institution certified
by its external auditor to be good and available for collat-
eral purposes, and should be released if the subsequent
tranche be thereafter applied for.

The Monetary Board may, by a vote of at least five of its
members, authorize the release of a subsequent manche on
condition that the principal stockholders of the institu-
tion: (a) fumish an acceptable undertaking to indemnify
and hold harmless from suit a conservator whose appoint-
ment the monetary board may find necessaty at any time;
and {b) provide acceptable security, which, in the judg-
ment of the monesary board, would be adequate to supple-
ment, where necessary, the assew tendered by the banking
insticution to collateralize the subsequent tranche.

In connection with the exercise of these powers, the prohi-
bition in Section 128 of this Act shall not apply insofar as
it refers to acceptance as collateral of shares and their acqui-
sition as a result of foreclosure proceedings, including the
exercise of voting rights pertaining to said shares: Provided,
however, that should the Bangko Sentral acquire any of the
shares it has accepted as collateral as a result of foreclosure
proceedings, the Bangko Sentra! shall dispose of said shares
by public bidding within one (1) year from the date of con-
solidation of title by the Bangko Sentral.

Article 42. 3. The National Bank of Poland may also
extend refinancing to banks for the implementation of a
bank rehabilitation program. 4. Refinancing facilities may
be granted: (1) up to a specified amount, as a line of credit;
(2) against pledges of securities, up to an amount corre-
sponding to a specified proportion of the face value of such

securities (Lombard facilities), (3) in other fonns, as speci-
fied by the National Bank of Poland Management Board.

Article 27. Protection against systemic risk. In order to
mitigate systemic and payment risks, in exceptional cir-
cumstances and on a case-to-case basis, the National
Bank of Romania may grant to banks loans that are either
unsecured or secured with assets other than those pro-
vided for in Art. 20 hereof.

Art. 8. In exceptional circumstances, the Riksbank
may, with the end of supporting liquidity, grant credits
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or provide guarantees on special terms to banking insti-
tutions and Swedish companies that are under the
supervision of the Financial Supervisory Authority.

Art. 40, Ii. (d) The Bank may, within the framework of
sub-paragraph (b) of Article 36 of this Law, extend cred-
its directly to banks within the scope of Article 64 of the
Banking Law and to those that are the subject of uncer-
tainty and lack of confidence due to the acceleration of
the fund withdrawals or because of uncertainty and lack
of confidence in the banking system, provided that the
credits are extended against appropriate collateral and be
limited to a maximum of one year maturity and twice the
amount of the equity-capital.

Section 10B-—Advances to Individual Member Banks
(a) Any federal reserve bank, under wiles and regulations
prescribed by the Board of Govemors of the federal reserve
system, may make advances to any member bank on its
time or demand notes having maturities of not more than
four months and which are secured to the satisfaction of
such federal reserve bank. Notwithstanding the foregoing,
any federal reserve bank, under rules and regulations pre-
scribed by the Board of Govemors of the federal reserve
systern, may make advances to any member bank on i
time notes having such maturities as the Board may pre-
scribe and which are secured by mortgage loans covering a
one-to-four family residence. Such advances shail bear
interest at a rate equal to the lowest discount rate in effect
at such federal reserve bank on the date of such not.

(b) Limitations on advances.

(1) Except as provided in paragraph (2), no advance to
any undercapitalized depository institution by any
Federal Reserve bank under this section may be out-
standing for more than 60 days in any 120-day period.
(2) (A) If (i) the head of the appropriate Federal banking
agency certifies in advance in writing to the Federal
Reserve bank that any depository institution is viable, or
(ii) the Board conducts an examination of any depository
institution and the Chairman of the Board certifies in
writing to the Federal Reserve bank that the institution is
viable. The limitation contained in paragraph (1) shall
not apply during the 60-day period beginning on the date
such certification is received. {B) The 60-day period may
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be extended for additional 60-day periods upon receipt by
the Federal Reserve bank of additional written certifica-
tion under sub-paragraph (A) with respect to each such
additional period. (C) The authority of the head of any
agency to issue a written certification of viability under
this paragraph may not be delegated to any other person.
(D) Notwithstanding paragraph (1), an undercapitalized
depositoty institution which does not have a certificate of
viability in effect under this paragraph may have
advances outstanding for more than 60 days in any 120-
day period if the Board elects to treat (i) such institution
as critically undercapitalized under paragraph (3); and
(ii) any such advance as an advance described in sub-
paragraph (A)(i) of paragraph (3).

(3) (A) Notwithstanding any other provision of this sec-
tion, if (i) in the case of any critically undercapitalized
depository institution (I) any advance under thissection to
such institution is outstanding without payment having
been demanded as of the end of the five-day period begin-
ning on the date the institution becomes a critically under-
capitalized institution; or (II) any new advance is made to
such institution under this section after the end of such
period; and (ii) after the end of that five-day period, the
Deposit Insurance Fund of the Federal Deposit Insurance
Corporation incurs a loss exceeding the loss that the
Cortporation would have incurred if it had liquidated that
institution as of the end of that period, the Board shall,
subject to the limitations in subparagraph (B), be liable to
the Federal Deposit Insurance Corporation for the excess
loss, without regard to the tetms of the advance or any col-
lateral pledged to secure the advance.

(B) The liability of the Board under subparagraph (A)
shall not exceed the lesser of the following: (i) The
amount of the loss the Board or any federal reserve bank
would have incurred on the increases in the amount of
advances made after the five-day period referred to in
subparagraph (A) if those increased advances had been
unsecured. (ii) The interest received on the increases in
the amount of advances made after the five-day period
referred to in subpacgraph (A).

(C) The Board shall pay the Federal Deposit Insurance
Corporation the amount of any liability of the Board
under subparagraph (A).
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(D) The Board shall report to the Congress on any excess
loss liability it incurs under subparagraph (A), as limited
by subparagraph (B)(i), and the reasons therefore, not
later than 6 months after incurring the liability.

(4) A federal reserve bank shall have no obligation to
make, increase, renew, or extend any advance or discount
under this Act to any depository institution.

Section 13 — Powers of federal reserve banks

3. Discounts for Individuals, Partnerships, and
Corporations—In unusual and exigent circumstances,
the Board of Governors of the federal reserve system, by
the aftirmative vote of not less than five members, may
authorize any federal reserve bank, during such periods as
the said Board may determine, at rates established in
accordance with the provisions of section 14. Subdivision
(d), of this Act, to discount for any individual, pastner-
ship, or corporation, notes, drafts, and bills of exchange
when such notes, drafts, and bills of exchange are indorsed
or otherw'ise secured to the satisfaction of the federal
reserve bank: Provided, That before discounting any such
note, draft, or bill of exchange for an individual, pattner-
ship, or corporation the federal reserve bank shalt obtain
evidence that such individual, partnership, or corporation
is unable to secure adequate credit accommodations from
other banking institutions. All such discounts for individ-
uals, partnerships, or corporations shall be subject to such
limitations, restrictions, and regulations as the Board of
Governors of the federal reserve system may prescribe.
13. Advances to Individuals, Partnerships, and
Corporations on Obligations of United States—

Subject to such limitations, restrictions and regulations as
the board of govermnors of the federal reserve system may
prescribe, any federal reserve bank may make advances to
any individual, partnership or corporation on the promis-
soty notes of such individual, partnership or cotporation
secured by direct obligations of the United States or by
any obligation which is a direct obligation of, or fully
guaranteed as to principal and interest by, any agency of
the United States. Such advances shall be made for peri-
ods not exceeding 90 days and shall bear interest at rates
fixed from time to time by the federal reserve bank, sub-
ject to the review and determination of the Board of
Govermors of the federal reserve system.
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