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Abstract

The Federal Reserve’s actions during the 2008 financial crisis have
rekindled interest in the Fed’s role as a lender of last resort. A lender
of last resort (LLR) is supposed to provide credit when funds are not
available from any other source. The essence of the classic LLR pre-
scription is to avoid lending to financially troubled firms and, whenev-
er possible, avoid lending to specific institutions as opposed to ensur-
ing the systemwide flow of credit. Overall, the Fed has rarely acted as
the LLR it was designed to be. Throughout history, the Fed’s LLR poli-
cies have jeopardized its operational independence and put taxpayers
at risk. These problems are easily avoidable because there is no clear
economic rationale for the Fed to provide direct loans to private firms.
The Fed can implement monetary policy without lending directly to in-
dividual firms, and it can fulfill its LLR function through temporary
expansions of open-market operations.

t is not obvious that the Fed should be involved in emergency

lending, however, since expectations of such lending can
increase the likelihood of crises. Arguments in favor of this role
often misread history. Instead, history and experience suggest
that the Fed’s balance sheet activities should be restricted to the
conduct of monetary policy.

—Renee Haltom, Research Department Editorial Content Manager,
and Jeffrey M. Lacker, President,
Federal Reserve Bank of Richmond, July 2014
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KEY POINTS

m The essence of the classic lender
of last resort (LLR) is to avoid
lending to financially troubled
firms and to ensure the system-
wide flow of credit.

m Prior to the creation of central
banks, private markets ful-
filled the LLR function on their
own through institutions such
as clearinghouses.

m The successful operations of
the clearinghouses were not
sufficient to outweigh the many
government-induced problems
with the 19th-century U.S. bank-
ing system.

m Throughout its history, the Fed-
eral Reserve has failed to func-
tion as the LLR it was designed to
be; its LLR policies have jeopar-
dized its operational indepen-
dence and put taxpayers at risk.

® The Fed canimplement mon-
etary policy without lending
directly to individual firms, and it
can fulfill its LLR function through
temporary expansions of open-
market operations.
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The Federal Reserve’s actions during the 2008
financial crisis have sparked debate over a wide
range of monetary policy issues. Policymakers
have been actively questioning everything from the
effectiveness of the Fed’s policies to the financial
strength of the Federal Reserve itself. (See Chart 1.)
This Backgrounder focuses on one particular topic
in which recent Fed actions have rekindled interest:
the Federal Reserve’s role as a lender of last resort.

Asthe name suggests, alender of last resort (LLR)
is supposed to provide credit when funds are not
available from any other source. The classic LLR
prescription for a central bank—the very meaning
of the term—was developed over the century prior to
the Fed’s creation. Even though private institutions
had successfully provided LLR services in the U.S,,
the LLR role was one of the initial functions given to
the Fed when it was created in 1913.

The essence of the classic LLR prescription is
to avoid lending to financially troubled firms and,
whenever possible, avoid lending to specific institu-
tions as opposed to ensuring the systemwide flow of
credit. Overall, the Fed has not adhered to the clas-
sic LLR prescription. In other words, the Fed has
rarely acted as the LLR it was designed to be. During
its early years, the Fed likely made the Great Depres-
sion worse because it failed to adequately fulfill its
LLR role. Furthermore, throughout its history, the
Federal Reserve has repeatedly lent to financially
troubled firms, thus jeopardizing its operational
independence and putting taxpayers at risk.

Most recently, the Fed facilitated bailouts to
financially weak firms by invoking its so-called
emergency lending authority.! Congress can easily
avoid these problems by prohibiting the Fed from
making these types of loans in the first place. There
is, in fact, no clear economic rationale for the Fed
to provide direct loans to private firms. Given the

development and current sophistication of finan-
cial markets, there is even less reason to allow the
central bank to serve as a LLR now than there was
in 1913.

Brief Historical Perspective:
What Is a Lender of Last Resort?

The classic prescription for a lender of last resort
was developed in the 19th century. Henry Thornton,
a member of Parliament and a monetary theorist,
produced the first systematic treatment of the issue
in his 1802 work titled An Enquiry Into the Nature
and Effects of the Paper Credit of Great Britain. Wal-
ter Bagehot, longtime editor of The Economist, later
refined and built upon Thornton’s ideas in his 1873
work, Lombard Street.?

The combined works of Thornton and Bagehot
effectively defined the LLR function and formed
what is recognized as the benchmark for any central
bank’s LLR policy. The following two norms sum-
marize the essence of this classic LLR policy:

1. The central bank should prevent panic-induced
contractions of the economy’s stock of money.

2. During a crisis, the central bank should provide
short-term loans to all solvent institutions, on
good collateral, at a high rate of interest.

The main focus is on preventing a short-term
shrinkage of the money supply from turning into a
full-blown economic contraction. The central bank
accomplishes this task by managing the monetary
base, a measure that consists of currency in circula-
tion plus commercial banks’ reserves. Economists
refer to the base as high-powered money because
the central bank controls how much of this money
exists, and because the base ultimately determines

1. In some cases, the government even forced banks to take money against their objections. See James Gattuso, “Paulson and the Banks: What

an Offer You Can't Refuse Looks Like,” The Daily Signal, May 15, 2009,

http://dailysignal.com/2009/05/15/paulson-and-the-banks-what-an-offer-you-can%E2%80%99t-refuse-looks-like/; Nina Easton, “How

the Bailout Bashed the Banks,” CNN Money, June 22, 2009,

http://money.cnn.com/2009/06/19/news/economy/trouble_with_tarp_bailout.fortune/index.htm?postversion=2009062107
(accessed June 11, 2014); and John A. Allison, The Financial Crisis and the Free Market Cure: Why Pure Capitalism is the World Economy’s Only

Hope (New York: McGraw Hill, 2013), pp. 170-171.

2. Theterm lender of last resort appears to have originated with Sir Francis Baring in 1797. See Thomas Humphrey, “Lender of Last Resort: What
It Is, Whence It Came, and Why the Fed Isn't It,” Cato Journal, Vol. 30, No. 2 (Spring/Summer 2010), pp. 333-364,
http://object.cato.org/sites/cato.org/files/serials/files/cato-journal /2010/5/cj30n2-7.pdf (accessed July 2, 2014).
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the maximum quantity of money that can be created
in the banking system.?

According to the classic prescription, the cen-
tral bank’s main goal should be to prevent the base
from shrinking so that banks can easily expand the
currency as needed. During a banking panic, for
instance, the base could contract sharply if too many
bank customers rush to withdraw deposits from
their banks. If, for example, large numbers of bank
customers doubted the safety and soundness of their
banks, their rush to withdraw deposits would force
banks to use reserves to pay customers.*

If this demand for base money cannot be accom-
modated, people may simply hold money rather
than spend it, thus leading to a contraction in the
goods and services sectors of the economy. By serv-
ing as the LLR, the central bank can accommodate
this extra money demand to prevent the economic
contraction. Thus, the central bank’s LLR function
can be seen as a responsibility to the entire econo-
my. That is, the central bank can prevent panic from
spreading to the broader economy by ensuring that
the entire banking system has enough base money
(that is, enough liquidity).

3. Commercial banks are required to hold reserves in an account at their district Federal Reserve bank, and these reserves ultimately determine
how much money banks can lend (that is, how much new money banks can create) to their customers. See Norbert J. Michel, “The Fed at
100: A Primer on Monetary Policy,” Heritage Foundation Backgrounder No. 2876, January 29, 2014,
http://www.heritage.org/research/reports/2014,/01/the-fed-at-100-a-primer-on-monetary-policy.

4. Inafractional reserve system, where banks hold a small percentage of their deposits on reserve, banks can quickly find themselves without

enough funds to meet customer demands.
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The classic prescription made clear, howev-
er, that a central bank had no duty to save specific
firms. This idea was particularly important during
the 19th century because monetary policy was typi-
cally conducted by lending directly to banks. To pre-
vent having to sustain insolvent private banks, the
central bank was to lend only at a high rate and only
to borrowers who could post sound collateral. Also,
any such loans were to be on a very short-term basis,
at most a few days. These protections—temporary
loans, only to sound institutions at above-market
interest rates—were meant to minimize the amount
of undue risks that banks would take on account of
having access to central bank credit, the so-called
moral hazard problem.

Protections—temporary loans, only
to sound institutions at above-
market interest rates—were meant to
minimize the amount of undue risks
that banks would take on account of
having access to central bank credit,
the so-called moral hazard problem.

In other words, if central banks provide liberal
credit to private banks on a regular basis, the knowl-
edge of having easy access to these loans would like-
ly encourage private banks to take on too much risk.
Thornton, in particular, recognized that providing
such generous credit would likely “encourage their
improvidence.” Lending at a high rate of interest
also insured that any central bank loans—which
effectively served as additional base money—would
be removed from the system as quickly as possible,
thus guarding against inflation. Prior to the creation
of central banks, private markets fulfilled the LLR

function on their own through institutions such
as clearinghouses.

Pre-Federal Reserve LLR: The Clearing-
house. In the U.S,, prior to the creation of the Feder-
al Reserve System, private banks known as clearing-
houses acted asbankers’ banks and served as lenders
of last resort.® Clearinghouses grew out of associa-
tions of banks that gave one member the authority
to settle—to “clear”—the amounts the association’s
banks owed each other. As customers made with-
drawals and deposits, the clearing bank transferred
the proper amounts among the various banks. (This
process is analogous to the modern usage of checks,
whereby a bank allows its customers to deposit
checks from other banks.) To facilitate this process,
member banks kept a portion of their reserves at the
bank designated as their central clearinghouse.

By the early 1900s, clearinghouses had played
a key role in stemming banking panics by provid-
ing short-term loans to member banks. During the
panic of 1837, for example, the Suffolk Bank pro-
vided LLR services through the Suffolk Banking
System. These actions lessened the panic’s impact
in the New England area relative to the rest of
the country.” In the panic of 1857, clearinghouses
issued “loan certificates” to commercial banks and
used the banks’ own paper currencies as collateral.
These loans, in turn, enabled banks to issue new
currency and make loans to their own customers,
thus containing the panic.®

In1907,the sixlargest nationally chartered banks
in New York used New York Clearing House loan cer-
tificates to help stem a panic. These New York banks
borrowed “in amounts that appear to have exceeded
their own private needs, providing liquidity for the
entire New York money market.” The short-term
clearinghouse loans ultimately served as “bridge
loans,” temporary financing that gave banks time to
finance the importation of additional gold to build

Humphrey, “Lender of Last Resort: What It Is, Whence It Came, and Why the Fed Isn't It," p. 340.

6. For examples outside the U.S., see Lawrence H. White, Free Banking in Britain: Theory, Experience, and Debate, 1800-1845 (London: The Institute

of Economic Affairs, 2nd edition, 1995).

7.  The Suffolk Bank had become a clearinghouse for virtually all banknotes that circulated in New England. Arthur J. Rolnick, Bruce D. Smith, and
Warren E. Weber, “The Suffolk Bank and the Panic of 1837: How a Private Bank Acted as a Lender of Last Resort,” Federal Reserve Bank of
Minneapolis Working Paper No. 592, 1998, http://www.mpls.frb.org/research/wp/wp592.pdf (accessed July 2, 2014).

Richard Timberlake, “The Central Banking Role of Clearinghouse Associations,” Journal of Money, Credit, and Banking, Vol. 16, No. 1 (1984).

Ellis W. Tallman and Jon R. Moen, “Liquidity Creation Without a Lender of Last Resort: Clearing House Loan Certificates in the Banking Panic
of 1907, Federal Reserve Bank of Cleveland Working Paper No. 10-10, July 2010,
http://www.clevelandfed.org/research/workpaper/2010/wp1010.pdf (accessed July 2, 2014).
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up their reserves. Even though these clearinghouses
acted as a LLR without specific legal authorization
to do so, their actions successfully stemmed several
panics from spreading.’

Clearinghouses even organized their own bank
examiners to monitor the safety and soundness of
their member banks. Nonetheless, the successful
operations of the clearinghouses were not sufficient
to outweigh the many problems with the 19th-cen-
tury U.S. banking system. For starters, branch bank-
ing was largely prohibited, thus tying the financial
success of each bank to its own local economy. After
the Civil war, a key problem was that banks, which at
that time issued their own currencies, were prohib-
ited from issuing their notes without adequate back-
ing of U.S. government bonds.

The Federal Reserve was

created by essentially nationalizing
the clearinghouses in a way that
destroyed their effectiveness—a
problem that led to currency shortages
during the Great Depression.

Not only was the process of acquiring bonds
cumbersome, but the Treasury maintained a con-
sistent effort to retire the nation’s war debt, thus
making the bonds increasingly scarce.! After 1865,
state-chartered banks faced a similar problem
because the federal government placed a prohibi-
tive 10 percent tax on state-chartered banks’ cur-
rency issues. Another difficulty was that regula-
tions prohibited even the temporary relief from
strict reserve requirements during a crisis. Dur-
ing the panic of 1907, one prominent 20th-century
banker noted, “While one thousand millions of dol-

lars were lying idle in our banks and trust compa-
nies as so-called reserves, this money, by virtue of
the law, could scarcely be touched!”*?

All of these problems contributed to seasonal
currency shortages, which were sometimes severe.
The nation’s banks simply could not expand the cur-
rency supply quickly enough to meet demand, and
the problem was due almost exclusively to restric-
tive government regulations. As these currency
shortages grew more numerous and severe, politi-
cal momentum grew to “fix” the banking problems.
Although the U.S. ended up with a central bank,
there were actually several major banking reform
proposals around the turn of the 20th century that
were closely based on the private clearinghouse sys-
tem.”® The Federal Reserve was created by essen-
tially nationalizing the clearinghouses in a way that
destroyed their effectiveness—a problem that led to
currency shortages during the Great Depression.

The Federal Reserve as a
Lender of Last Resort

The Federal Reserve, created in 1913, has used
several different methods throughout its history to
fulfill its LLR function. The main method has been
through the open-market operations that the Fed
uses to manage the monetary base. Through these
operations, the Fed has regularly provided liquid-
ity to the entire market by purchasing Treasury
securities, and these operations can be temporarily
expanded in the event of a crisis.

These purchases add reserves to the banking
system, thus flooding the federal funds market—a
private market where banks lend reserves to each
other—with additional funds. This injection of
reserves tends to lower the federal funds rate (the
rate that banks charge each other to lend in this mar-
ket) thus providing banks easier access to a highly
liquid source of borrowing."* The federal funds mar-

10. J. G. Cannon, “Clearing House Methods and Practices,” Publications of National Monetary Commission, Vol. VI, Clearing Houses and Credit

Instruments, Document No. 491 (1911).

11.  Basically, for every $90 in currency banks wanted to issue, they had to acquire $100 in federal bonds (in face value). See Renee Haltom and
Jeffrey Lacker, “Should the Fed Do Emergency Lending?" Federal Reserve Bank of Richmond Economic Brief No. 14-07, July 2014,
https://www.richmondfed.org/publications/research/economic_brief/2014/eb_14-07.cfm (accessed July 24, 2014), and George Selgin, “The
Case for Free Banking: Then and Now,” Cato Policy Analysis No. 60, October 21,1985, http://www.cato.org/pubs/pas/pa060.html

(accessed July 30, 2014).

12.  Richard Timberlake, “Clearing House Currency,” Cato Journal, Vol. 34, No. 2 (Spring/Summer 2014), p. 309,
http://object.cato.org/sites/cato.org/files/serials/files/cato-journal /2014 /5/cato-journal-v34n2-6.pdf (accessed July 24, 2014).

13.  For more on these proposals, see Elmus Wicker, The Great Debate on Banking Reform (Columbus: Ohio State University Press, 2005).

14. Michel, “The Fed at 100: A Primer on Monetary Policy.”
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ket, therefore, provides a way for the Fed to add to
the monetary base—even if only temporarily—and
to allow banks to allocate credit to specific institu-
tions as they see fit.

Unfortunately, it took the federal funds market
several years to develop, and the Fed bungled its
LLR function twice during the first 25 years of its
existence. In particular, the Fed failed to provide
any sort of liquidity to the banks it was supposed to
serve, and likely made the Great Depression much
worse than it otherwise would have been. In 1929,
the Federal Reserve Board prohibited the exten-
sion of credit to any member bank that it suspected
of stock market lending, a decision that ultimately
led to a 33 percent decline in the economy’s stock of
money.”” Then, in 1937, the Federal Reserve Board
of Governors—in alliance with the U.S. Treasury
Department—doubled member banks’ required
reserves, again preventing credit from expanding
when and where it was needed.'

In several specific crises, though, the Fed suc-
cessfully used open-market purchases to carry out
its LLR function. For instance, after the 1987 stock
market crash, prior to the Y2K computer scare, and
in the wake of the 9/11 terrorist attacks, the Fed tem-
porarily expanded its normal open-market Trea-
sury purchases. In these cases, the Fed also made
clear public announcements that it was doing so
specifically to provide temporary liquidity."” Pro-
viding liquidity in this manner, through purchasing
additional Treasuries, adhered to the classic LLR
prescription because it temporarily expanded the
base, thus providing all banks the means to allocate
additional credit as needed rather than allowing the
Fed to single out particular institutions. These suc-
cessful examples are outnumbered, though, by many

instances of the Fed failing to stick to the classic LLR
methods through direct-lending procedures.

The Fed’s Discount Window and Special Pro-
grams. The Fed lends directly to banks (depository
institutions) through its discount window, a meth-
od of lending that was originally envisioned as the
main tool of monetary policy.”® Initially, each Dis-
trict Reserve Bank had a physical discount window
in its lobby to make these loans to member banks.
The term now refers more generally to the regular
provision of credit, as opposed to emergency credit,
by the central bank to individual depository institu-
tions on pre-defined terms.” Long before the 2008
crisis, the Fed’s discount window lending was the
source of much controversy with respect to proper
LLR operations.

Since its inception, the Fed has broken
with the classic lender-of-last-resort
tradition by lending continuously
through the discount window rather
than only on a temporary basis.

From its inception, the Fed broke with the classic
LLR tradition by lending continuously through the
discount window rather than only on a temporary
basis. As of August 31, 1925, for instance, 593 mem-
ber banks had borrowed continuously from the Fed
for at least one year. Of these banks, 239 had been
borrowing continuously since 1920, and 122 since
before 1920.2° The Fed also estimates that at least 80
percentofthe 259 memberbanks that failed between
1920 and 1925 were habitual borrowers at the dis-

15.  Humphrey, “Lender of Last Resort: What It Is, Whence It Came, and Why the Fed Isn't It,” p. 354.
16.  Milton Friedman and Anna Schwartz, A Monetary History of the United States, 1867-1960 (Princeton: Princeton University Press, 1963), p. 543.

17.  See, for example, Mark Carlson, “A Brief History of the 1987 Stock Market Crash with a Discussion of the Federal Reserve Response,” Federal
Reserve Board, November 2006, http://www.federalreserve.gov/pubs/FEDS/2007/200713/ (accessed July 3, 2014), and Daniel L. Thornton,
“The Fed, Liquidity, and Credit Allocation,” Federal Reserve Bank of St. Louis Review Vol. 91, No. T (January/February 2009), pp. 13-21,
http://research.stlouisfed.org/publications/review/09/01/Thornton.pdf (accessed July 3, 2014).

18. The term “discount” refers to the practice of discounting and rediscounting (that is, lending). At the time of the Fed's founding, bills of
exchange and banker's acceptances (forms of short-term credit) were frequently used as collateral in lending. This practice formed the idea
behind the Fed's discount window—banks could borrow (discount/rediscount) from the Fed to obtain currency against the private debt (bills

of exchange) they were holding.

19. The authority for discount window lending is mostly in Section 10B of the Federal Reserve Act. See “Discount Window Lending,” Federal
Reserve Board, http://www.federalreserve.gov/newsevents/reform_discount_window.htm (accessed July 9, 2014).

20. Anna Schwartz, “The Misuse of the Fed's Discount Window,” Federal Reserve Bank of St. Louis Review, Vol. 74, No. 5 (September/October
1992), p. 58, http://research.stlouisfed.org/publications/review/article/2582 (accessed July 3, 2014).
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count window prior to their failure.? Furthermore,
the Fed deviated from the classic LLR prescription
with respect to the types of loans permitted as well
as the types of borrowers that were extended credit.

There is little evidence that

Federal Reserve lending to individual
institutions is either necessary or
proper, but doing so clearly politicizes
the Fed’s monetary policy.

One of the first troublesome expansions of dis-
count window lending came in 1932 when the
Glass-Steagall Act added Section 13(3) to the Fed-
eral Reserve Act.?? This change opened the Fed’s
discount window to nonbanks—individuals, part-
nerships, and corporations—in “unusual and exigent
circumstances.””® Another major change was insti-
tuted when the 1934 Industrial Advances Act creat-
ed Section 13(b) in the Federal Reserve Act. Section
13(b) authorized the District Banks to provide work-
ing capital loans directly to industrial and commer-
cial businesses, for periods of up to five years with-
out any limitations as to the type of collateral.>* By
1939, the district banks had provided nearly $200
million in working capital loans to nearly 3,000
applicants.?® These loans did not fit the classic LLR
prescription because they provided firms with a sub-
stitute for private capital.

In 1946, the Federal Reserve Board unsuccessful-
ly sought to eliminate its own Section 13(b) authority.
Section 13(b) was repealed years later with the pas-
sage of the Small Business Investment Act of 1958.

During the congressional debate on the 1958 bill,
Fed Chairman William McChesney Martin testified
to Congress that the Fed should not provide capital
to institutions and that its primary objective should
be “guiding monetary and credit policy.”*¢ Rough-
ly 20 years later, the Fed appropriately refused to
open the discount window when the Nixon Admin-
istration asked the New York Fed to provide loans to
financially troubled Penn Central Railroad.

That success was short-lived, though, and the
Fed immediately followed that refusal with what
monetary scholar Anna Schwartz called “the
‘too-big-to-fail’ doctrine in embryo.”?” Ostensibly
worried about fallout from Penn Central’s bank-
ruptcy—particularly its default on $82 million
in commercial paper—the Fed announced that it
would provide discount window lending to banks
to assist in meeting the needs of all businesses that
could not issue new commercial paper. Thus the
Fed showed it would go to great lengths to stem a
financial crisis in the event a large firm, not even
a financial firm, might fail. This action, of course,
implied that the bankruptcy of a large firm would
cause a financial crisis, although no analysis, only
conjecture, establishes such a position.

Another major break with traditional LLR lend-
ing occurred in 1974 when the Fed provided dis-
count window loans to Franklin National Bank
until the Federal Deposit Insurance Corporation
(FDIC) could find a buyer for the failed bank. For
five months, the New York Fed lent continuously to
Franklin for a total of $1.75 billion, approximately
50 percent of Franklin’s assets. Schwartz argues
that this event marked a shift from short-term assis-
tance to the long-term support of an insolvent insti-
tution pending final resolution.?® A similar approach

21, Ibid.

22. ltis convenient to make a distinction between discount window loans and emergency loans, but technically even discount window loans
are made under primary, secondary, and seasonal lending programs. Furthermore, under the current U.S. Code, Section 13(3) of the Federal
Reserve Act authorizes the Fed to provide “discounts.” See “Section 13. Powers of Federal Reserve Banks,” Federal Reserve Board of Governors,
http://www.federalreserve.gov/aboutthefed/section13.htm (accessed July 9, 2014).

23. David Fettig, ed., “Lender of More than Last Resort: Recalling Section 13(b) and the Years when the Federal Reserve Opened Its Discount
Window to Businesses,” Federal Reserve Bank of Minneapolis, The Region (December 2002),
https://www.minneapolisfed.org/publications_papers/pub_display.cfm?id=3392& (accessed July 3, 2014).

24. |bid., p.19.

25. Schwartz, “The Misuse of the Fed's Discount Window," p. 61.
26. lbid., p. 62.

27. Ibid.

28. Ibid., pp. 63-64.




BACKGROUNDER | NO. 2943
AUGUST 20, 2014

was taken with regard to Continental Illinois when
the Fed lent as much as $8 billion over the course of
one year until the FDIC resolved the failed bank in
1985.2° These actions clearly went well beyond pro-
viding temporary liquidity to solvent banks.

Evidence also suggests that the Fed was con-
tinuously providing capital loans to many trou-
bled banks during the late 1980s and early 1990s.
A House Banking Committee reported that of the
530 depository institutions that failed from Janu-
ary 1985 to May 1991, 437 had been formally rated
with the poorest CAMEL rating of “five” (most prob-
lem-ridden), and 51 had the next poorest rating of
“four.”®® The whole class of CAMEL-five-rated banks
had been allowed to operate for amean period of one
year. At the time of actual failure, 60 percent of the
banks had outstanding discount window loans for
an aggregate of roughly $8 billion.* Since the Fed
knew the banks had such poor CAMEL ratings, it
clearly failed to follow the classic LLR prescription.

Prelude to the 2008 Financial Crisis: Amend-
ment to Section 13(3) Lending Authority. The
next major change to the Fed’s lending authority
came when the 1991 Federal Deposit Insurance Cor-
poration Improvement Act (FDICIA) amended Sec-
tion 13(3) of the Federal Reserve Act. This change
weakened the collateral restrictions on emergency
lending so that the Fed could lend directly to secu-
rities firms in times of financial crises.*? In 1992,
Schwartz predicted “the provision in the FDIC
Improvement Act of 1991 portends expanded misuse
of the discount window.”*?

In 1993, Cleveland Fed attorney Walker Todd
pointed out that “[i]ronically, while the principal
thrust of the FDICIA was to limit or reduce the size
and scope of the federal financial safety net...this
provision effectively expanded the safety net.”** His-
torically, banks were amenable to lending to secu-
rities firms during liquidity crises at least partly
because they themselves could rely on the Fed pro-
viding liquidity. The 1991 amendment changed this
arrangement by making it unnecessary for securi-
ties firms to rely on banks for such credit. Schwartz’s
and Todd’s warnings proved accurate, and the Fed
invoked its expanded Section 13(3) authority in the
midst of the 2008 financial crisis.

Fed Lending Programs During the 2008
Financial Crisis. During the recent financial crisis
the Fed allocated credit directly to several firms and
also provided loans through several broader lend-
ing programs. For instance, the Fed provided a $13
billion loan to Bear Sterns, one of the Fed’s largest
primary dealers, on March 14, 2008. The loan was
repaid in days, but then the Fed provided a $30 bil-
lion loan to facilitate JPMorgan Chase’s acquisition
of Bear Sterns (via a special purpose vehicle named
Maiden Lane, LLC). Shortly after this deal was com-
pleted, former Fed chairman Paul Volcker remarked
that this loan was “at the very edge” of the Fed’s legal
authority.®®

Separately, the U.S. Government Accountabil-
ity Office (GAO) estimates that from December 1,
2007, through July 21, 2010, the Federal Reserve
lent financial firms more than $16 trillion through

29. Ibid., p. 64.

30. In1996, the Federal Reserve formally updated the CAMEL rating system to the CAMELS system. Banking regulators now use CAMELS ratings
to rate the strength of banks based on six (rather than five) factors: (C) capital adequacy, (A) asset quality, (M) management quality, (E)
earnings, (L) liquidity, and (S) sensitivity to market risk. See Federal Reserve Release, Federal Reserve Board of Governors,

December 24,1996, http://www.federalreserve.gov/BoardDocs/press/general /1996,/19961224 /default.htm (accessed July 12, 2014).

31.  Schwartz, “The Misuse of the Fed's Discount Window,"” pp. 58-59.

32. According to Cleveland Federal Reserve attorney Walker F. Todd, there was very little discussion during congressional debate on this provision
of the FDICIA. One of the few statements was made by Senator Chris Dodd (D-CT), who clearly stated the intent was to allow the Fed to lend
to securities firms during a crisis. See Walker F. Todd, “FDICIA's Emergency Liquidity Provisions,” Cleveland Federal Reserve Economic Review,
No. Q Il (1993), p. 20, http://www.clevelandfed.org/research/review/1993/93-q3-todd.pdf (accessed July 12, 2014).

33. Schwartz, “The Misuse of the Fed's Discount Window," p. 63.
34. Todd, “FDICIA's Emergency Liquidity Provisions,” p. 16.

35. J. Brinsley and A. Massucci, “Volcker Says Fed's Bear Loan Stretches Legal Power,” Bloomberg News, April 8, 2008,
http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aPDZWKWhz21c (accessed July 8, 2014). Later, the Fed created two
additional Maiden Lane entities to complete the American International Group (AIG) bailout. The combined net holdings of the three Maiden
Lane LLCs are currently more than $1.7 billion, and the original Maiden Lane LLC accounts for nearly all of this total.
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its Broad-Based Emergency Programs.?® To put
this figure in perspective: Annual gross domestic
product (GDP) reached $16.8 trillion in 2013, an
all-time high for non-inflation-adjusted GDP in
the U.S. During the crisis, the Fed created more
than a dozen special lending programs by invoking
its emergency authority under Section 13(3) of the
Federal Reserve Act.

The U.S. Government Accountability
Office estimates that from December
1, 2007, through July 21, 2010, the
Federal Reserve lent financial firms
more than $16 trillion through its
Broad-Based Emergency Programs.

Most of these special programs were shut down
by 2010, although approximately $2 billion from
some of the lending facilities remains on the Fed’s
balance sheet.?” The following list provides just a
few examples of the emergency lending carried out
by the Fed in the wake of the 2008 crisis.*®

s Term Auction Facility (TAF), December
12, 2007. The TAF was created to auction one-
month and three-month discount window loans
to depository institutions. Almost $4 trillion
was provided through the TAF between 2007
and 2010.

m Term Securities Lending Facility (TSLF),
March 11, 2008. The TSLF was created to pro-
vide short-term loans to the Fed’s primary deal-
ers, and it was the first time during the crisis that
the Fed provided funds to non-depository insti-
tutions. According to the GAO, many market par-
ticipants believed that the TSLF was designed
primarily to help Bear Sterns.*

s Primary Dealer Credit Facility (PDCF),
March 17, 2008. The PDCF provided overnight
cash loans to primary dealers against “eligible
collateral,” as defined by the Fed. Nearly $9 tril-
lion was loaned through the PDCF by 2010.

While Bear Stearns did use the PDCF before the
Fed facilitated the Bear Stearns—J.P. Morgan merger,
three other primary dealers—(1) Citigroup Global
Markets, Inc.; (2) Merrill Lynch Government Securi-
ties, Inc.; and (38) Morgan Stanley & Co., Inc.—relied
on the PDCF for more than double the amount that
Bear Stearns borrowed.*® Of more than 20 primary
dealers, almost 80 percent of all the lending through
the PDCF went to just these four firms.* Further-
more, the Fed made special concessions on the type
of collateral accepted for these loans, and it provided
PDCF loans at below market rates.*?

Prior to the Lehman Brothers failure in 2008,
high-grade bonds and government-sponsored
enterprise-backed securities accounted for nearly
all of the collateral used in these types of borrow-
ings. After the Lehman Brothers failure, however,
the Fed accepted equities and speculative grade

36. U.S. Government Accountability Office, “Federal Reserve System: Opportunities Exist to Strengthen Policies and Processes for Managing
Emergency Assistance,” Report to Congressional Addressees, July 2011, GAO-11-696, p. 131, http://www.gao.gov/new.items/d11696.pdf

(accessed July 3,2014).

37. See Federal Reserve Board of Governors, “Table H.4.1, Factors Affecting Reserve Balances,” July 31, 2014,
http://www.federalreserve.gov/releases/h41/current/h41.htm (accessed August 1, 2014).

38. For a complete list, see U.S. Government Accountability Office, “Federal Reserve Bank Governance: Opportunities Exist to Broaden Director
Recruitment Efforts and Increase Transparency,” Report to Congressional Addressees, October 2011, GAO-12-18, p. 76,
http://www.gao.gov/new.items/d1218.pdf (accessed July 3, 2014). See also, Lawrence H. White, testimony before the Subcommittee on
Monetary Policy and Trade, Committee on Financial Services, U.S. House of Representatives, March 12, 2014,
http://mercatus.org/publication/ending-federal-reserve-system-s-overreach-credit-allocation (accessed July 1, 2014).

39. U.S. Government Accountability Office, “Federal Reserve Bank Governance: Opportunities Exist to Broaden Director Recruitment Efforts and

Increase Transparency,” p. 84.

40. Brian Sheridan, “Lender of Last Resort: An Examination of the Federal Reserve's Primary Dealer Credit Facility,” University of Notre Dame
Working Paper, April 2011, https://economics.nd.edu/assets/41471/brian_sheridan_lender_of_last_resort.pdf (accessed July 3, 2014).

41, Ibid, p. 29.

42. Technically, the PDCF borrowing occurred in the short-term repurchase (or, repo) market.
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debt as collateral for PDCF loans.** The Fed clearly
relaxed credit standards relative to what was nor-
mally accepted in this short-term lending market.
Although it is difficult to gauge the exact amount, evi-
dence also suggests that the Fed provided favorable
rates on most of its emergency lending programs.

The Fed’s total emergency loans

from 2007 to 2010 charged an
estimated $13 billion below market
rates. Charging below market rates on
suspect collateral is the exact opposite
of the classic LLR prescription.

Bloomberg Markets, for example, estimates that
the Fed’s total emergency loans from 2007 to 2010
charged $13 billion below market rates.** Charging
below market rates on suspect collateral is the exact
opposite of the classic LLR prescription. The goal
should be to lend as safely as possible at high rates so
that firms have every incentive to stop relying on the
Fed for funds. Instead, the Fed effectively provided
financial institutions with a source of subsidized
capital for up to several years. Critics argue that the
2008 liquidity crisis was atypical because market
participants had difficulty determining the value
of various securities. This difficulty does not justify
emergency Fed loans, however, because the Fed has
no particular advantage over anyone else in deter-
mining the market value of securities. Regardless of
this issue, the recent lending programs are consis-
tent with most of the Fed’s LLR history in that the
central bank has regularly failed to adhere to classic
LLR principles.

What Can Congress Do?

The bulk of the Fed’s LLR actions have been
counter to the very principles that defined the LLR
concept. In a few instances, however, the Fed has

effectively fulfilled its LLR function by providing
liquidity to the entire market rather than allocating
credit to specific firms. Congress can improve the
effectiveness of the Fed’s LLR activities by restrict-
ing the Fed to these types of temporary expan-
sions of open-market operations. Specifically, Con-
gress should:

m Revoke Section 13(3) of the Federal Reserve
Act. This section allows the Federal Reserve
Board of Governors to authorize Fed District
Bank lending to “any participant in any pro-
gram or facility with broad-based eligibility” in
“unusual and exigent circumstances.” The 2010
Dodd-Frank Wall Street Reform and Consumer
Protection Act amended this authority after the
2008 crisis, but even if these changes had been in
place prior to the crisis, the Fed still would have
been able to conduct roughly half of those lend-
ing programs.

m Close the Federal Reserve’s Discount Win-
dow. The discount window is a relic of the Fed’s
founding and is no longer necessary. The Federal
Reserve can adequately fulfill its lender-of-last-
resort function through open-market operations
and it does not need to provide credit to individ-
ual firms.

m Study the Federal Reserve’s Current Prima-
ry-Dealer System. The current primary-dealer
framework was created in the 1960s when there
were clearer advantages to having a centralized
open-market system in New York. Now, howev-
er, there is good reason to believe that allowing
all member banks to participate in open-market
operations would provide a more liquid interbank
lending market. At the very least, expanding the
participants in open-market operations would
make the federal funds market less dependent on
any particular institution. Improvements to the
framework should be formally examined.

43, After the Lehman failure, 26.4 percent of the collateral consisted of equity securities and 16 percent consisted of speculative grade bonds. See
Sheridan, “Lender of Last Resort: An Examination of the Federal Reserve's Primary Dealer Credit Facility,” p. 16.

44, Bloomberg derived these estimates based on data received from a Freedom of Information lawsuit. See Bob Ivry, Bradley Keoun, and Phil
Kuntz, “Secret Fed Loans Gave Banks $13 Billion Undisclosed to Congress,” Bloomberg Markets Magazine, November 27, 2011,
http://www.bloomberg.com/news/print/2011-11-28 /secret-fed-loans-undisclosed-to-congress-gave-banks-13-billion-in-income.html

(accessed July 3,2014).
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Conclusion

Overall, the Fed has done a poor job of adhering
to the classic lender-of-last-resort prescription. In
other words, the Fed has rarely acted as the LLR it
was designed to be. Throughout history, the Fed’s LLR
policies have jeopardized its operational independence
and put taxpayers at risk. These problems are easily
avoidable, though, because there is no clear economic
rationale for the Fed to provide direct loans to private
firms. The implementation of monetary policy involves
buying and selling securities to ensure that the federal
funds market has sufficient liquidity. Monetary policy
does not require the Fed to lend to individual firms.

There is little evidence that Federal Reserve lend-
ing to individual institutions is either necessary or

proper, but doing so clearly politicizes the Fed’s
monetary policy. Congress can easily avoid such
politicization by prohibiting the Fed from making
these types of loans in the first place. Using public
funds in any way to bail out private firms, for any
reason, is and should remain a part of the govern-
ment’s fiscal operations: If Members of Congress
want to use taxpayer dollars to save troubled firms,
they should do so transparently so that voters may
hold them accountable.
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