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The 2007-2009 financial crisis has shown the important role of the
lender of last resort in restoring financial stability in the financial
markets. A rethink of this doctrine is therefore needed. This article
shows how a potential lender of last resort regime can be designed for

the 21st century.

WHAT IS THE LENDER OF LAST RESORT?
The term lender of last resort (LOLR) is believed to have been used for
the first time by Sir Francis Baring in Observations on the Establishment
of the Bank of England and on the Paper Circulation of the Country in
1797. Baring used a French legal term for a court of last appeal, dernier
ressort, from which banks can obtain emergency liquidity assistance
(ELA).! Baring indicated the Bank of England, at that time a bank, as
being the lender of last resort, from which all borrowers, typically banks,
could obtain ELA in times of financial distress.2 In this context, the

LOLR can be defined as follows:

Definition of the lender of last resort

The lender of last resort is an institution from which all borrowers,
typically banks, can obtain emergency liquidity assistance in a
financial distress situation.

According to this definition, the Swiss National Bank (SNB) acts as
the LOLR in Switzerland if the following three conditions are fulfilled?:
e ‘The bank or group of banks seeking credit must be of importance
for the stability of the financial system.

e The bank seeking credit must be solvent.

e The liquidity assistance must be fully covered by sufficient collateral
at all times. The SNB determines what collateral is sufficient.

To assess the solvency of a bank or group of banks, the SNB obtains

an opinion from FINMA’.

CHALLENGES OF THE LENDER

OF LAST RESORT

The 2007-2009 financial crisis has shown the important role of the
LOLR in restoring financial stability in the financial markets (in

particular in the Union Bank of Switzerland (UBS) crisis). Although the

ELA represents a
reputational risk for
the banking sector
and affects
confidence in banks
and shareholders

rescue of UBS was successful and reduced unnecessary risk in the
banking industry, ELA by the LOLR is subject to various problems.
First, ELA creates an uneven playing field between systemically
important banks (SIBs) and small and medium-sized banks because
SIBs benefit from cheaper funding.* Second, ELA can lead to moral-
hazard because the LOLR creates incentives to take more of the insured
risk, that is, the liquidity risk.> Thus, with ELA, ‘investors do not fully
price in bank risk-taking and banks are incentivised to take more risk
than they would if their cost of funding reflected their activities”. Third,
ELA creates costs for the public sector because if central banks suffer
losses, they will transfer these costs to the governments.” Consequently,
the taxpayer bears a substantial proportion of the losses. Fourth, ELA
creates macroeconomic costs; for example, the rescue packages from
the Swiss Confederation and SNB covered only 4% of UBS’s balance
sheet but cost 13% of the GDP in Switzerland (government
expenditures for one year).’ Fifth, ELA represents a reputational risk
for the banking sector and affects confidence in banks and shareholders.?

These deficiencies led to a rethink of the LOLR doctrine.

RETHINK OF SWITZERLAND’S LENDER OF
LAST RESORT REGIME

The experience of the Swiss LOLR during the recent financial crisis
raised fundamental questions about the design of the LOLR framework
and the execution of a more stable financial system in the twenty-first
century. In this context, the challenge will be to design an LOLR regime

that financial institutions are prepared to use to contain liquidity and
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solvency crises and their wider social costs before it is too late.!” A

regime such as the LOLR would not work well when market participants

believe that the SNB has no clear principles in place. In this connection,
we propose that the Swiss LOLR should depend on the following three
main conditions:!!

e The liquidity-seeking bank or group of banks must be of systemic
importance to the financial system’s stability.

e The bank must be solvent or temporarily insolvent.'> This principle
differs from the current LOLR condition. In times of financial
distress, it is generally impossible to distinguish between illiquidity
and insolvency unless the central bank has a good knowledge of the
bank. Further, if an illiquid bank requires ELA, a supposition of
solvency must exist — otherwise, under normal economic conditions,
the bank will receive liquidity against good collateral on the
interbank market.!

e The liquidity assistance must be fully covered by good collateral at
all times on a risk-based premium. The SNB will determine what
types of collateral are good. The third Swiss LOLR condition differs
in terms of the collaterals and a new component, namely a risk-based
premium. Good collateral means that the SNB should lend against
collateral against which money can be readily obtained in normal
times. We added a risk-based premium because lending at a risk
premium could be very profitable.'* However, we are sceptical about
lending at a very high interest rate because such a rate could be self-
defeating if ‘the cost of assistance would exceed the cost of
liquidating illiquid assets’.'> Therefore, instead of lending at a very
high interest rate, we propose lending at a high interest rate, the so-
called ‘risk-premium’, based on the risk in normal times and a
premium (for example, 250 basis points).

In addition to these three principles, we can add inter alia the
following nine principles:'6

e In times of financial distress, the SNB should primarily act as the
market maker of last resort (MMLR) and, if required, as the LOLR.

e ELA from the LOLR is endogenous and created based on demand.
Endogenous means that the LOLR accommodates the demand for
ELA due to the nature of money and credit. In other words, if banks
demand ELA, the central bank acts as the LOLR and offers ELA,
on which the LOLR sets an interest rate according to its
creditworthiness.

e The LOLR is non-operational (not a discount operation and open
market operations (OMOs)) because otherwise inside liquidity and
thus the provision of high-powered money via OMOs or discount
window transactions would be sufficient.

e The Swiss LOLR should be based on a cost-benefit analysis.

e To improve monetary policy operations and LOLR operations, the
SNB should assess the solvency of SIBs.

e The Swiss Confederation should be excluded from liquidity support.

e The Swiss LOLR should be based on a broad, explicit, and
transparent fiscal carve-out condition. If the central bank suffers
losses, they transfer the cost to the government, which must cover
the cost through higher taxation or public spending cuts. This
transfer of fiscal cost is an implicit fiscal carve-out. Therefore, the
LOLR regime requires a broad fiscal carve-out condition.!”

e The Swiss LOLR requires various memoranda of understanding
with different central banks and regulatory authorities.

e Fundamentally insolvent financial institutions should be allowed to

enter into liquidation/bankruptcy.'s

Rethinking of Switzerland’s lender
of last resort regime
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According to these principles, we can rethink the Swiss LOLR using
the following scheme, which draws upon five main characteristics: (1)
the type of objective; (2) the type of institution; (3) the ELA mechanism;
(4) ELA requirements; and (5) the source of liquidity. The diagram
shows the potential reform proposal with respect to these five
characteristics. The Swiss LOLR’s main objective is financial stability.
In this context, the SNB is not responsible for preventing the initial
failure but for keeping a subsequent wave of failures from spreading

through the financial system. The LOLR thereby provides ELA to banks
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that are systemically important to the Swiss economy.'

In relation to being a limited or ultimate source of liquidity, we
would point out that (1) the SNB has had a unique role in terms of the
stock of high-powered money (SNB notes) because no other institution
has the right to issue SNB notes. Thus, the SNB has a monopoly in the
creation and management of domestic high-powered money. Moreover,
the SNB can create unlimited foreign high-powered money. To do so,
the SNB has to enter into a swap arrangement, as was the case in the
financial crisis of 2007-2009 (e.g. swap arrangement with the Federal
Reserve Bank). Therefore, the LOLR is practically unlimited source of
ELA because of its creation of domestic high-powered money and its

swap transaction in foreign high-powered money.2
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According to the ELA mechanism, the Swiss LOLR can provide
ELA in the following three forms: (1) single bilateral lending via the
discount window (2) direct foreign currency swap lines, and (3)
extraordinary actions such as asset and liability transformation to an SPV

(e.g. Stab Fund).

THREE PRINCIPLES FOR REFORM
The 2007-2009 financial crisis has shown the important role of the
LOLR in restoring financial stability in the financial markets. A rethink
of the LOLR doctrine is therefore needed. In this context, we propose
to reform the Swiss LOLR according to the following three main
principles: (1) The liquidity-seeking bank or group of banks must be of
systemic importance to the financial system’s stability. (2) The bank must
be solvent or temporarily insolvent and (3) The liquidity assistance must

be fully covered by good collateral at all times on a risk-based premium.
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