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11. Financial Crises
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The economic history of the last three centuries has been speckled with finan-
cial crises, most of them involving bank failures.1 The effects of these crises on 
the real economy and on asset values in general have varied from extremely 
severe to relatively trivial. In numerous cases, an incipient crisis has been 
partly or completely averted by timely and effective central bank activity; 
however, these cases do not figure in the various lists of actual financial cri-
ses compiled by economists. It is therefore important to study not only the 
factors that led to crises but also the factors that prevented them.

The Facts
We can learn as much from studying why financial crises did not occur as we 
can from studying why they did. Perhaps the most important recent case of 
an averted crisis was the potential default of Mexico, Argentina, and Brazil 
in 1981–1982. If that situation had not been defused, it could have resulted in 
the insolvency of almost all the major city center banks in the United States 
and some in Europe. It was potentially the most acute financial crisis in the 
post-WWII era prior to the global financial crisis in 2007–2009, and yet it 
is almost always excluded from listings of actual crises. There are numerous 
additional cases, some still undisclosed for confidentiality reasons, in which 
financial crises were prevented or moderated by official action.

In other instances, inaction or inappropriate action by the authorities led 
to the crisis becoming both more severe and longer lasting.2 It is arguable that 
this was so in the United States in 1929–1933 and in Japan in 1991–1995. 
So, the scale of financial crises is not a straightforward datum but rather the 
outcome of a combination of an adverse shock interacting with the efforts (or 
lack thereof) of the authorities to offset that shock.

1For those wishing to pursue this subject more deeply, some excellent additional books to read 
include Aliber and Kindleberger (2015); Calomiris and Haber (2014); Grossman (2010); and 
Turner (2014).
2The absence of a central bank able to inject additional liquidity when the financial system 
became stressed was a major reason why the United States was prone to such crises (e.g., 1873, 
1890, 1907) prior to the founding of the Federal Reserve System in 1913.
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Although classifying financial crises is not an easy matter, there have 
been numerous attempts to do so. A recent working paper by Danielsson, 
Valenzuela, and Zer (2016) refers to the following:

This paper is also part of the vast empirical literature that studies the 
determinants of crises. A prominent early example is Demirguc-Kunt and 
Detragia[c]he (1998), who consider the factors affecting the probability of 
banking crises for 65 countries for the period of 1980 to 1994. By construct-
ing a data set of banking and currency crises, spanning 120 years, Bordo et 
al. (2001) document that capital controls affect the probability of a crisis. 
More recently, several authors have made use of the Reinhart and Rogoff 
(2009) database, including Reinhart and Rogoff (2011), who focus on bank-
ing crises and relevant variables affecting their likelihood. More recent 
studies along similar lines are Gourinchas and Obstfeld (2012); Jordá et al. 
(2010); Schularick and Taylor (2012).3

Having decided what set of outcomes counts as a financial crisis (i.e., not 
a set of original shocks because these cannot be assessed), it is then possible to 
present frequency distributions of their arrival. An example is found in Table 
3.5 from Eichengreen and Bordo (2003), shown below as Table 11.1. Also 
see Figure 7 in Danielsson et al. (2016).

Table 11.1 shows that although there were plenty of other crises still con-
tinuing (e.g., relating to geopolitical events or to balance-of-payments crises), 
remarkably few banking and financial crises occurred between about 1937 
and 1973. One of the central questions of any study of financial crises should 

3Jordá co-authored this 2010 paper with Schularick and Taylor. Also see Laeven and 
Valencia (2008).

Table 11.1.  Crisis Frequency

Year
Banking 
Crises

Currency 
Crises Twin Crises All Crises

1880–1913 2.30 1.23 1.38 4.90
1919–1939 4.84 4.30 4.03 13.17
1945–1971 0.00 6.85 0.19 7.04
1973–1997 (21 countries) 2.03 5.18 2.48 9.68
1973–1997 (56 countries) 2.29 7.48 2.38 12.15

Source: Eichengreen and Bordo (2003), Table 3.5.
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be why there were so few during this period. What follows is a set of con-
tributory factors:

1. Banks were repressed and forced to lend to their own governments, which 
were riskless. Banks emerged from WWII with portfolios full of safe, 
short-dated government debt, only slowly thereafter run down.

2. Competition among banks and between banks and other financial inter-
mediaries was consciously restricted. Banks and other financial inter-
mediaries were encouraged by the authorities to set cartelized margins/
spreads that, more or less, guaranteed satisfactory and stable profitability.

3. Capital controls remained in place, so competition from abroad and large-
scale international capital flows were largely restricted.

4. Memories of the Depression and prior bank failures remained fresh, so 
bank managers were risk averse.

5. Unexpected post-war inflation kept property and equity values rising, 
making private sector borrowers safer.

Although the absence of bank failures was a plus, the banks were 
repressed and largely treated as quasi-nationalized utilities. This meant that 
the services banks could provide to private sector clients—apart from some 
large, favored manufacturers and exporters—were limited.

Banks are risky and thus liable to default for two related reasons. First, 
their assets—their claims on bank borrowers (IOUs)—are (individually) risk-
ier than the IOUs that they offer to depositors, which commit to repayment at 
par. Banks attempt to handle such credit and interest rate risk by diversifica-
tion, skilled monitoring, and holding loss-bearing equity capital. Second, the 
duration and maturity of their assets is typically much longer than that of 
their liabilities, where their deposits are generally repayable on demand (sight 
deposits) or at short notice (e.g., seven-day time deposits). So, banks under-
take maturity mismatch. They try to cope with adverse cash flows by holding 
reserves of cash at the central bank; by holding additional, easily saleable, 
liquid assets; by arranging lines of credit with other banks; and by limiting 
the overall extent of maturity mismatch.

Although one of the classic economic models of bank runs attributes 
them to adverse cash flows that are essentially random (see Diamond and 
Dybvig 1983), this is virtually never the case in reality. Instead, some shock 
makes depositors and/or other short-term creditors—in wholesale repo 
and interbank markets—concerned that the market value of their bank’s 
asset portfolios has fallen relative to its capacity, via its equity, to absorb 
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such a loss. Withdrawing and switching deposits to another institution are 
almost costless, and depositors get paid out in full sequentially as they come 
forward. As a result, until the bank is forced to close and gets forced into 
bankruptcy, once a run on a bank starts it is rational to join it. Even a slight 
concern about bank solvency can, and does, promote liquidity problems for 
a bank. Serious bank liquidity problems rarely happen without there being a 
solvency worry in the background.

Causes of Crises
Bank failures and defaults occur when a bank runs out of the cash reserves 
necessary to meet a continuing adverse cash flow (i.e., when it becomes illiq-
uid). The number of instances when a bank shuts its doors because its auditors 
or management team confess to a shortage of capital (relative to regulatory 
requirements) is vanishingly small. In a developing crisis, the overriding need 
is for liquidity. That means that as a crisis develops, the affected banks are 
likely to sell whatever they can even at depressed values (i.e., fire sales).

Thus, the failure of one bank can adversely affect the strength of asso-
ciated banks through a variety of channels. First, and simplest, the failing 
bank may owe money to other banks, such as through the interbank market, 
which will no longer be repaid in full or at the time due. This interaction has 
been intensively modelled (see Allen and Gale 2004a, 2004b), but empiri-
cal research has generally found such direct linkages to be of second-order 
importance (see Upper and Worms 2004; Upper 2006). That being said, a 
key reason for the rescue of Continental Illinois National Bank and Trust 
Company in 1984 was that it held sufficiently sizeable interbank deposits 
from some 40 or so small, corresponding, mostly midwestern US national 
banks whose own position would be put at risk if Continental Illinois closed. 
The FDIC’s intervention reflected the growing concern that some banks are 
“too big to fail.”

The second reason why one bank’s failure may endanger other banks is 
that the fire sale of assets by the first failing bank prior to failure and the 
subsequent sales by the liquidator after failure can reduce the current market 
value of similar assets held by other banks. When mark-to-market valuation 
is used, such a fall in asset values reduces the accounting estimates of both 
profits and equity in other banks holding similar assets.

The third reason, which builds on the first two, is that the failure of bank 
X is an extraordinarily bad signal for creditors of banks W, Y, and Z, which 
are thought, rightly or wrongly, to have similar asset structures to (or be owed 
money by) bank X. In most other sectors of the economy, the failure of firm B 
benefits, on balance, similar firms A, C, and D via a reduction in competition 
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and overcapacity. The reverse is true in banking, where contagion trumps 
competition. When a bank fails, the immediate response is to explore which 
other bank is next in line to come under pressure. If the UK bank Northern 
Rock collapses, for example, can Bradford and Bingley and Alliance and 
Leicester be far behind? The answer was no: All of these banks had to be 
rescued in quick succession.

A particular problem with the current proposal of a “bail-in”—forcing a 
bank’s creditors to bear some of the burden by having part of the debt they 
are owed written off—is that it will involve a hurried audit of the scale of loss 
that such creditors will have to meet.4 For obvious reasons of self-protection, 
the auditor involved will want to give a conservative (i.e., low) valuation. And, 
of course, the audit will be even more difficult to conduct in the middle of a 
crisis, with all that implies for immediately current market valuations. The 
resultant bad signal for other banks in a bail-in system is, therefore, likely to 
be considerably worse than in a bail-out system (when the government can 
take a longer view). So, the new bail-in approach to resolution may lead to 
enhanced contagion.

Indeed, one of regulators’ shortcomings is that they tend to focus on the 
conditions in individual banks (microprudential) rather than on the condi-
tions of the banking (or financial) system as a whole (macroprudential). 
Microprudential regulation tends to provide incentives to banks to hold 
broadly similar portfolios, usually in line with the portfolios adopted by the 
most admired and leading banks. Although this protects each bank from 
idiosyncratic shocks, however, the system as a whole may be more at risk to 
total failure from a sizeable common shock. This latter concern suggests that 
some proposed structural changes, such as breaking up big banks, would be 
unavailing in the face of a common shock unless steps were simultaneously 
taken to enhance diversity of asset portfolios and business models.

This analysis allows us to assess under what circumstances financial 
(banking) crises are going to be more, or less, severe. When a loss of value is 
idiosyncratically confined to a single bank and is widely recognized to be so, 
contagion is highly unlikely. Thus, fraud—such as that which sunk Barings 
(committed by Nicholas Leeson) or damaged Société Générale (committed 
by Jérôme Kerviel)—will generally not be systemic. Operational risk will be 
systemic only if the failing found in one bank is thought to be widely spread 
and applicable to other banks. If a bank has adopted an individual business 
policy that focuses on unusual investments and/or clients (e.g., BCCI and 

4In a “bail in,” fixed-interest creditors are required to make good prior losses and rebuild the 
required equity buffer through hair-cuts and transfer of their claims from fixed interest to 
equity status in strict reverse order of seniority.
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Johnson Matthey), then its failure will not cast suspicion on other banks; it 
will be regarded as sui generis.

In contrast, crises are likely to be more severe and contagious when there 
is a common shock to an asset class that is widely held by banks. This shock 
is likely to be more severe if it punctuates a prior boom in such asset values, 
leading to a widespread reassessment of appropriate valuations, and if banks 
were heavily involved in lending to that asset class or lending based on such 
collateral. The shock will also be greater if some combination of generalized 
optimism, competition, and rivalry for market share had led banks to increase 
leverage and economize on holding liquid assets. Such behavior is much 
more probable when economic conditions seem sunny and warm. As Minsky 
(1982, 1986) pointed out, macroeconomic stability engenders financial insta-
bility.5 The three most severe financial crises of the last century—the United 
States in 1929–1933, Japan in 1991–1999, and the global financial crisis of 
2007–2009—all occurred after a particularly successful decade with strong 
growth and stable prices. The longer-term future seemed rosy.

Until World War II, banks did not invest heavily in household mort-
gages (except in a few cases, for example in Florida in the 1920s). Instead, 
they financed businesses and were heavily involved in lending to railroads 
and purchasing bonds and, in the United States, in making call loans to 
the equity market. Much wealth was tied up in agricultural land, and the 
banks lent directly to farmers against the collateral of land. Therefore, cycli-
cal downturns in the valuations of foodstuffs, land, and equities (especially 
railroads) could weaken, providing a common shock to banks. This was 
especially so where banking was largely done on the basis of small unit 
banks, as in the United States, which were less diversified and had more 
concentrated asset portfolios.

In the 1970s and 1980s, the business model of banks altered and became 
much riskier. Large corporations began to finance themselves more through 
capital markets and less via banks. Banks, instead, based an ever-increasing 
share of their asset portfolios on urban property-related lending—both 
commercial real estate and household mortgages. This grew so fast that it 
exceeded the ability of banks to fund through deposit expansion (Schularick 
and Taylor 2012; Jordá, Schularick, and Taylor 2014). Banks funded this 
excess by increasing their reliance on non-deposit wholesale borrowing (e.g., 
from shadow banks), which was uninsured, and by continuing to run down 
their previously extensive holdings of government debt. From 1970 to 2005, 
government debt ratios generally declined and the bulk of such debt was 

5See also Wray (2016).
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absorbed at relatively low yields by long-term institutional funds, pension 
funds, and insurance companies.

During this time, maturity mismatch was increasing because mort-
gages and property lending have longer durations than business loans. Some 
attempt was made after 2000 to offload such lending to better-placed inter-
mediaries by securitization, but all too often such securitized mortgages 
(mortgage-backed securities, MBS) were not distributed outside the bank-
ing sector; instead, they remained within it (e.g., Lehman Bros, UBS). At 
the same time, as duration mismatch was worsening, owned asset liquidity 
was declining rapidly. Government debt holdings were slashed, and cash and 
liquidity ratio requirements were sharply cut or abandoned. There was a false 
belief that funding liquidity—the ability to borrow cash through wholesale 
markets—was a sufficient and much cheaper source of liquidity than holding 
liquid assets on the bank’s own book. Once a common shock led to a general 
concern about many banks’ valuation and solvency, these wholesale markets 
dried up and the crisis unfolded.

The global financial crisis (2007–2009) was a joint liquidity and solvency 
crisis, as is true of most financial crises. Indeed, it is arguable that the insuffi-
ciency of liquidity was much more to blame for the crisis than the insufficiency 
of bank capital (although with European banks often having a leverage ratio 
of over 40, or even 50, to 1, the case is moot). The international regulatory 
committee, the Basel Committee on Banking Supervision (BCBS), tried to 
outline a common position on liquidity requirements for international banks 
(Goodhart 2011), but the central bank governors did not have the stomach to 
push it through, having been exhausted by the struggle to agree on a common 
capital ratio (Basel I).

After most severe financial cycles, efforts are taken to ensure that such 
a damaging event does not happen again; however, these efforts can amplify 
the financial cycle. For example, resulting legislation has included the pro-
hibition of joint stock companies after the South Sea bubble, the Glass–
Steagall Act after 1929–1933, and the Dodd–Frank Act and Vickers Report 
after 2007–2009. The regulations keep financial intermediaries from doing 
what they find most efficient and effective, because if the intermediaries 
would voluntarily behave in this way, the regulation would not be needed. 
In particular, the requirement to raise equity ratios quickly and dramatically 
(Bank of England governor Mark Carney talks about a factor of 10 times) 
with no strong direction, in the EU at least, on how this was to have been 
achieved was partly responsible for the deleveraging and slow growth of both 
bank lending and deposits since 2009. We can assume that as our economies 
recover and normality returns, such impediments to banking and financial 
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intermediation will slowly but surely get removed, perhaps just in time for the 
next financial crisis.

There was a fairly common view that the links between investment and 
commercial banking contributed to the 1929–1933 disaster. In this view, the 
Glass–Steagall Act (1933) requiring their separation strengthened the system, 
and its erosion and eventual repeal in the 1990s was instrumental in setting 
the scene for the global financial crisis. However, there is little to no evidence 
for any of these claims (see Calomiris and Haber 2014, especially footnote 82, 
p. 191; Kroszner and Rajan 1994; McDonald 2015).

Macroeconomic Effects of Crises
Financial crises occur when a financial intermediary, usually a bank, fails, 
which results in a scramble for liquidity. This happened in the case of John 
Law’s Mississippi Company, the South Sea Company, Overend Gurney, 
Knickerbocker Trust Company, Creditanstalt, and Lehman Brothers. The 
list goes on and could be extended to other banks and other countries. No 
equivalent list of nonfinancial company failures sparking panics, crises, and 
generalized downturns exists.

Cyclical downturns connected with, and reinforced by, a financial crisis 
tend to be more severe and last much longer than normal recessions (Jordá, 
Schularick, and Taylor 2014; Reinhart and Rogoff 2009). Why is this? We 
all need to make payments to get resources to consume and/or to produce. 
Our own IOUs are not generally acceptable, because the ordinary agent may 
default either strategically or under force majeure. So, we have to rely on our 
access to the more acceptable IOUs of others—in most cases, banks (see 
Minsky 1982) but also, of course, the IOUs of the government and of the 
central bank.

If our access to acceptable IOUs and thus our ability to make payments 
for everything suddenly appears at risk, then our livelihood is also at risk. As 
a result, we stop making deferrable payments, hoard such acceptable IOUs 
as we can get, and sell less liquid assets to gain access to more liquid assets. 
The financial panic transmutes into an economic collapse. During the two 
quarters following the failure of Lehman Brothers in September 2008 (2008 
Q4 and 2009 Q1), the economic condition of the world declined more sharply 
than in any six month period in 1929–1933.

It is an extraordinary condemnation of the state of macroeconomics 
in 2007 that almost all the models then in use assumed that agents never 
defaulted, let alone banks. Without the possibility—indeed, a certain positive 
probability—of some default, there can be no money. In that view, everyone’s 
IOU is perfectly acceptable (“money” being the IOU that is considered best). 
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There is no concept of liquidity, because none is needed, and there are no 
banks. In such models, a financial crisis was simply not possible.

Almost by definition a financial crisis is not predictable. If it had been 
predictable, agents would have taken defensive measures (e.g., selling the 
risky asset or holding sufficient reserves against it) that would have defused 
the crisis before it hit. As Avinash Persaud has noted (2015), crises do not so 
much occur from banks taking consciously risky positions as when banks find 
that some investment classes are actually much riskier than they had imag-
ined or had been led to believe by the regulatory authorities. House mort-
gages and securitized mortgage-backed securities (MBS) in 2007–2009 are 
the most obvious examples.

Credit rating agencies are routinely condemned for having given ratings 
that were too optimistic on such securitized MBS. In practice, however, few 
of the senior tranches did default; the allocated default probabilities were not 
far off. Instead, problems arose when market values dropped precipitously 
in response to fire sales and panic. When such assets were held in banks’ 
trading books, they had to be marked to market. As a result, the current, 
panic-related decline in value went directly into the profit and loss account 
and capital valuation. The use of mark-to-market valuations is inherently pro-
cyclical, leading to exaggerated estimates of profitability and capital strength 
in good times and exaggerated pessimism during bad times. At least now the 
regulatory authorities can use stress tests to attempt to mark all assets to their 
probable value during crises (i.e., mark-to-crisis) in a semi-consistent fashion.

Whereas the timing and triggers for a crisis are unpredictable, there are 
some warning signs. When everyone, perhaps especially taxi drivers, believes 
that the purchase of asset X is the royal road to riches, that is the moment to 
short it, if possible. If such assets are being purchased on the back of bank 
loans and the growth and/or level of bank credit is unusually high, that is 
a danger signal for a forthcoming financial crisis. When macroeconomic 
performance has been remarkably strong and stable, and everyone (perhaps 
especially politicians, central bankers, and economists) is extrapolating that 
strength for the indefinite future, remember that the trapdoor can open any 
time. In short, panics occur when greed has dominated fear. 

On the one hand, it is difficult to be a successful contrarian. Contrarians 
oppose the momentum of thought as well as the momentum of markets, and 
they will be wrong more often than not.

On the other hand, the momentum or carry trader who reaches out for 
risky yield is going to make small positive returns most of the time, but he 
could face a huge loss if a crisis does ensue—rather like skiing on a pristine 
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avalanche slope. Too many of us are overconfident in our ability to read the 
signs and do so safely.

Possible Cures for Crises?

More Capital and Liquidity? Financial crises are caused by an insuf-
ficiency of capital to absorb losses, thus causing fears of default. Once the 
resultant spate of withdrawals begins, there is an insufficiency of liquidity, 
causing the actual defaults to occur—similar to a self-fulfilling prophecy. So, 
if a crisis seems imminent or is in process, the obvious answer would seem to 
be to inject more capital and more liquidity into those financial intermediar-
ies under pressure.

There are two problems with this approach. First, the private sector will 
not want to risk its money in such circumstances, so the rescue would have to 
come from the public sector (i.e., the taxpayer). Although this may often be 
the best possible use of taxpayer’s money, it will be portrayed and appear as 
a transfer of funds from innocent, poor taxpayers to rich bankers, which is a 
political disaster for the policy maker.

Second, any form of insurance tempts the insured to take more risks. 
(Life insurance is a possible exception.) If those running out of liquidity, such 
as Northern Rock, are to be provided with the needed cash on easy terms 
by the central bank, will this not just encourage everyone else to skimp on 
(expensive) self-insurance by holding more low-yielding liquid assets in their 
portfolio—in short, moral hazard? If Dick Fuld had really believed that the 
US authorities would let Lehman default, he might have worked harder to 
prevent that from happening. Lehman’s failure was so devastating in part 
because it was so unexpected, especially after the prior rescue of Bear Stearns.

The concern about moral hazard is valid, but the authorities’ response to 
a potential crisis is likely to be slower and more grudging than what would 
have been desirable (with the benefit of hindsight). If the monetary authori-
ties are led by those who fear moral hazard more (less) than contagion, crises 
are likely to be fewer (more frequent) but more (less) severe when they occur.

If one cannot rely on the authorities to inject extra capital and liquidity 
whenever a crisis is threatened because of political/moral hazard concerns, 
perhaps one can reduce the frequency and/or severity of crises happening at 
all by requiring banks to hold more equity (and/or other forms of loss-absorb-
ing capital) at all times and more liquid assets. This is exactly what has been 
done with Basel III.

Although there is no doubt that banks held too little equity and too few 
liquid assets prior to 2007–2008, the transition to a banking system with 
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more equity has been badly handled, at least in Europe. The benefit of addi-
tional equity largely accrues to existing bank debtholders, who are now safer, 
whereas the prior equity holders become diluted. The response to a request 
to bankers and their shareholders to achieve a higher capital ratio has been 
to delever and exit certain functions (e.g., market making), which, especially 
with the deleveraging, tends to slow down the recovery. Also, although the 
new system to bail-in creditors via more total loss absorbing capacity should 
work perfectly in the event of an idiosyncratic failure, it is far less sure that 
the new system could handle a severe common shock with a great potential 
for contagion any better than in the past (see Avgouleas and Goodhart 2015).

Finally, the toughened ratio controls will lower the return on equity in 
banking, although bank equity may (or may not) now be seen as somewhat 
safer and hence needing a lower return. The implications are that banks will 
lobby against and try to “optimize” (i.e., “game”) such controls. As a result, 
financial intermediation will shift to other less regimented channels (e.g., via 
fintech), and banking growth, including monetary and loan expansion, will 
be more constrained by capital limitations.6

Structural Changes? Our own IOUs are not accepted in payment 
because we are prone to default for a variety of reasons. Thus, we have turned 
to using and accepting the IOUs of certain intermediaries (i.e., banks) as 
money. But banks can also be risky. When such risks coalesce, a panic and 
crisis can ensue.

Why not make banks riskless by allowing them to issue money only 
against absolutely safe assets (i.e., narrow banks)? The proposal is to separate 
money creation from (risky) credit creation. This was the principle behind 
Ricardo’s proposals that led to the 1844 Bank Act, the 1933 Chicago Plan for 
banking reform, and many subsequent similar proposals (Lainà 2015).

A problem is that the credit-creating risky bank cannot be allowed to 
issue relatively short-dated IOUs (liabilities). If it could issue such short-dated 
liabilities, there would be huge pro-cyclical flows of funds between the narrow 
(safe, low-yielding) and the risky (but higher yielding) banks (see Goodhart 
1995, chapter 2; Goodhart and Jensen 2015). So, the risky banks could be 
allowed to issue only long-dated debt (say, over three months) and equity. 
But that would make it risky for them to make short-term loans because they 
would then have a maturity mismatch. If banks issued long-term debt and 
short-term interest rates fell, they could be running at a cash loss. The risky 
banks would be most (least) profitable when the yield curve was downward 

6It is important to note that quantitative easing has so massively expanded banks’ cash reserve 
ratios that liquidity should not prove a constraint for the foreseeable future.
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(upward) sloping in a boom (recession). With risky credit-creating banks able 
to advance credit only against the availability of long-dated liabilities, the 
availability of overdraft facilities, unused credit card finance, and short-dated 
lending would be put at risk. Essentially, we want banks not only to process 
our payments but also to provide us with additional funds to make necessary 
payments at times when we do not already have a sufficient credit balance at 
the bank. This latter function would be put at risk in a “narrow bank” system.

Note that the problem just described comes from the maturity mismatch 
that would occur in the risky banks if they lent short against long liabilities. 
In the 19th century, the prime defense against risk in banking was to avoid 
maturity mismatch.7 A banker who has short-dated liabilities should balance 
these by holding short-dated assets (e.g., bills of exchange), and long-dated 
assets should be funded by long-dated (or at least sticky) liabilities.

It is this precept that has been increasingly abandoned in recent years 
(Goodhart and Perotti 2015). In particular, banks have become increas-
ingly and heavily involved in long-term mortgage lending, so much so that 
they have had to call upon wholesale funding, rather than more inert, and 
insured deposits to finance their assets (Jordá, Schularick, and Taylor 2014; 
Schularick and Taylor 2012). Three periods of severe financial stress have 
occurred in the United Kingdom since World War II: 1973–1975, 1991–1992, 
and 2007–2009. All have involved a boom followed by a bust in property 
finance, largely financed by bank credit expansion. This has been the case in 
advanced economies more widely (Schularick and Taylor 2012).

Securitization of mortgage debt and on-sale distribution to better matu-
rity-matched holders were a possible partial solution, but for a variety of rea-
sons already noted, these actions largely failed in 2007–2009 and have been 
scaled back. An alternative approach would be to restrict maturity mismatch 
more directly (e.g., through some version of a net stable funding ratio). Of 
all the regulatory reforms proposed since the global financial crisis, this has 
been the slowest to progress. Indeed, there has been a marked disinclination 

7In an April 1861 edition of the Economist article on “How to Read Joint Stock Bank 
Accounts,” (6 April, pp. 366–367), Walter Bagehot warned against judging a bank primarily 
on the adequacy of its capital and reserves. Rather, “we should add together all the liabilities 
of the bank—its circulation, its drafts, and its deposits—see what the total is carefully; and 
then we should compare it with the amount of cash, loans to bill brokers, Government securi-
ties, and other immediately tangible and convertible assets which the bank has in hand. If 
the available money bears a good proportion to the possible claims, the bank is a good and 
secure bank.” On the question of “the specific proportion between the cash reserve and the 
liabilities of the bank to the public,” Bagehot refused to “lay down any technical or theoretical 
rule upon it.” The cash ratio must be allowed “to vary in some degree with the nature of the 
bank’s business.”



11. Financial Crises

© 2016 CFA Institute Research Foundation. All rights reserved.  199

to recognize the major role that the use of short-term bank funds to finance 
long-term property investment has played in enhancing the continuing fra-
gility of our banking systems.

Instead, there has been a tendency to lay the blame for such fragility on 
the more exotic features of investment banking and try to shut them down or 
divorce such activities from more traditional retail banking. The Volcker Rule 
on proprietary trading in the United States, the Vickers ringfencing of UK 
retail banks, and the Liikanen Report in the EU are examples. They derive 
from a misreading of the underlying causes of the global financial crisis and 
hence will do little good; however, they will raise the costs and lessen the 
efficiency of the banking system.

Governance Changes? Decisions are taken by people and not by 
abstract impersonal institutions. If there is a belief that bankers, and perhaps 
financiers more widely, are intentionally taking on more risk than would 
be socially optimal, then we need to reconsider the incentive structure that 
encourages them to do so.

The incentive structure in the modern corporation, including that of 
banks, has become one that encourages both risk-taking and short-termism 
(Kay 2009; Smithers 2013). Management answers to shareholders and are 
usually large shareholders themselves, being rewarded with bonuses in the 
form of equity to align their incentives with that of shareholders. Shareholders 
have limited liability so are in the position of holding a call option on the 
firm. Particularly because shareholders can diversify much better than work-
ers or even suppliers, they have a much higher risk appetite (and, in some 
cases, higher than socially optimal).

There also is a fiscal benefit in raising funds through debt rather than 
equity and a disincentive to ever reversing a debt overhang—a ratchet effect 
(Admati, DeMarzo, Hellwig, and Pfleiderer 2015). This is because much of 
the benefit of new equity issue goes to fixed-interest creditors, who are now 
safer, whereas the equity holders are diluted. This is a powerful influence that 
drives leverage upward.

Because CEOs have, in practice, a relatively short time in charge of the 
firm, their incentive is to increase leverage in pursuit of short-term equity 
gains, with little downside. The pension pot will still be massive and contrac-
tually fixed even if the bank tanks.

If there is a desire to control banks’, and more broadly firms’, risk-taking, 
this is perhaps the more fundamental place to start. Yet there has been very 
little appetite to do so. It would be desirable to remove the tax advantage of 
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debt by giving equity an equivalent tax break (Mirrlees et al. 2011). But this is 
a complex issue and too much of a digression to discuss here.

Another issue is whether the provision of limited liability to all equi-
tyholders remains appropriate. In the early 19th century, most bankers had 
unlimited liability. When industry required large scale financing, banks 
had to become comparably larger. This growth required equity finance from 
outsiders, a requirement inconsistent with unlimited liability. But, even 
then, for many decades in the United States, bank equityholders had an 
extra contingent liability to make a further payment equal to the nominal 
value of their share (Bodenhorn 2015); still, the entire margin of safety led 
them to increase leverage.

Perhaps the extra contingent call on shareholders for funds in the event 
of distress (i.e., a bail-in via equity shareholders) could be scaled according to 
each shareholder’s ability to influence the decisions taken by the bank. In that 
case, small shareholders would retain limited liability, large shareholders dou-
ble liability, and a control shareholder unlimited liability. Equivalently, board 
members would have double liability, as would all bank employees earning 
over £1 million per year. The CEO would have unlimited liability.

As may be expected with such a radical idea, there has been no enthusi-
asm at all to reconsider such governance arrangements for banks.

Conclusions
Economic agents default on their promises to pay (IOUs) on a regular basis. 
As a result, our own IOUs are not acceptable in payment. Instead, we have 
turned to using the IOUs of more trustworthy institutions: banks. But banks 
themselves are not riskless because their own assets are not riskless. Banks’ 
assets have a variety of risks derived from maturity mismatching and credit 
risk. Thus, occasionally banks themselves fail, and such failures may become 
contagious. When that happens, the perceived need for liquidity dramatically 
increases for all private sector agents, both bank and non-bank. This reac-
tion can cause a sharp decline in demand. Such financial crises have been 
occasional but have a major influence on our economic development when 
they occur. It is remarkable that most macroeconomic models have abstracted 
entirely from these facts of life.

Can anyone forecast when such crises will hit? No, but we can discern 
when they may become more likely—for example, when there is an asset 
boom largely financed by bank credit expansion in a context of general mac-
roeconomic over-optimism. Can we alter the structure of the banking and 
financial system to make such crises less frequent and less virulent? Perhaps 
to some extent, but the attempts to do so in the last few years have been 
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largely misguided. First, they have underestimated the adverse transitional 
effect of increases in required capital ratios on deleveraging. Second, they 
have put the blame for the global financial crisis primarily on the culture and 
ethos of investment banking rather than on the long-standing nexus between 
property boom-and-bust cycles and banking conditions. A deeper and more 
critical look into the structure of housing finance is long overdue.

The achievement of a financial-crisis-free economy is chimerical. The 
degree of banking repression that occurred from the 1930s to the 1960s and 
that would again be required to make a narrow banking system operate suc-
cessfully would deny the public financial services that they value and that 
could be accessed elsewhere in the absence of exchange controls. We should, 
instead, aim for a system that can tolerate and withstand crises, avoiding the 
macroeconomic consequences felt in 1929–1933 and again in 2008–2009.

I doubt that this can be done without public sector intervention and sup-
port at times of financial stress. But the public and the press responses to the 
bail-outs of banks, however objectively necessary and beneficial, were strongly 
adverse during the global financial crisis. So, the direction of travel in reform 
has been to shift the burden of financial failure onto other private sector 
shoulders. Perhaps this may work; perhaps not. We will see in due course.
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