
One of the Federal Reserve System’s important 
and longstanding institutions is the discount 
window — or to be more precise, the discount 
windows, plural, of the regional Reserve Banks. 
Through their discount windows, the Reserve 
Banks make short-term loans to depository insti-
tutions, generally at a rate modestly higher than 
the market rate. This policy is widely viewed as 
contributing to the stability of the financial sys-
tem by making liquidity available to institutions 
that cannot, for temporary reasons associated 
with various market frictions, satisfy their liquid-
ity needs by borrowing on the private market. 
This is, for example, how the Fed used the dis-
count window (and other Fed lending facilities) 
during the 2007–08 global financial crisis (GFC) 
and how it is using it today in the context of 
the coronavirus crisis. (Historically, the discount 
window was also a tool of monetary policy; more 
recently, open market operations have largely 
supplanted the discount window in that role.)1

Although the discount window has existed in 
various forms almost since the creation of the 
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The discount window is a tool that the Federal Reserve has long used to 
increase the stability of the financial system, but some believe its effective-
ness is diminished by stigma: institutions may avoid borrowing from it 
out of concern that they may be perceived as being in weakened finan-
cial condition. Recent Richmond Fed research has shed new light on the 
functioning of the discount window and the role that stigma may play in 
achieving desirable outcomes. 
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Fed more than a century ago, some aspects of 
its operation are still poorly understood — most 
notably, the extent to which borrowing from it 
carries a stigma in the eyes of potential counter-
parties. Currently, discount window borrowing 
remains undisclosed for two years, but there 
are reasons to believe that use of the discount 
window can sometimes be inferred circumstan-
tially by other financial market participants.2 To 
the extent that an institution’s discount window 
borrowing becomes known to other parties, it is 
possible in principle that those other parties will 
draw negative conclusions about the institu-
tion’s health; if the institution were in good finan-
cial condition, the argument goes, it would have 
borrowed privately at the market rate rather than 
paying the discount window’s higher penalty 
rate. The fear of such a stigma would make insti-
tutions that need liquidity more reluctant to bor-
row from the discount window — a reluctance 
that could work against the program’s purposes.

Stigma is important to understand because 
the discount window and other similar lending 
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facilities are tools on which policymakers rely during 
financial crises. Even in response to recent tempo-
rary spikes in repo market interest rates, including a 
significant one last September, there were extensive 
discussions of the possibility of establishing a Fed-
sponsored repo facility to provide liquidity in times 
of stress in that important market. The issue of stigma 
was an important consideration for those thinking 
about the appropriate design of such a facility.3

Besides addressing events of strain in funding mar-
kets, a well-functioning discount window can be 
useful for other purposes, as well; for example, Fed 
Vice Chair Randal Quarles argued in a February 2020 
speech that the discount window should play a more 
active role in making reserves and Treasury securities 
substitutable from the perspective of banks, thereby 
curbing undue holdings of reserves.4 In short, there 
is a variety of situations in which policymakers may 
like to rely on programs such as the discount window, 
and stigma could interfere with their objectives.

Recent research at the Richmond Fed by one of 
the coauthors of this Economic Brief (Ennis) offers a 
new perspective to deepen understanding of the 
mechanisms driving discount window stigma.5 This 
research, published in the Journal of Money, Credit 
and Banking, investigates the implications for stigma 
of a workhorse model in financial economics in which 
the discount window can enhance the efficient op-
eration of lending markets.

Stigma and Fed Lending Programs
From the late 1920s until the early 2000s, the Fed 
discouraged discount window borrowing through 
various restrictions on access to the window. In lieu 
of charging a penalty rate, the Fed issued regulations 
during this period delineating “appropriate” and 
“inappropriate” purposes for borrowing from the 
window and added a requirement in 1973 that banks 
must first exhaust alternative sources of credit.6 The 
Fed reversed this approach in 2003, creating the 
Primary Credit program in which financially healthy 
and well-capitalized banks could borrow from the 
discount window with no questions asked but at a 
higher interest rate. (The Secondary Credit program 

makes loans on a case-by-case basis to banks that do 
not qualify for Primary Credit.) In theory, the restric-
tions on eligibility for Primary Credit should guarantee 
financial strength on the part of participants and thus 
should reduce, if not eliminate, the possibility of stig-
ma associated with borrowing through that program.

Nonetheless, stigma remained a significant concern 
of policymakers after 2003, most importantly as they 
considered responses to the GFC. Then-Fed Chair 
Ben Bernanke, then-New York Fed President Timothy 
Geithner, and then-Treasury Secretary Henry Paul-
son have noted that the design of the Fed’s novel 
Term Auction Facility (TAF), with its use of an auction 
process and other technical features, was meant to 
avoid concerns about stigma.7 These concerns also 
extended to programs created by fiscal authorities 
during this period: the same policymakers have 
recounted that the heads of nine of the largest U.S. 
financial firms were asked to take capital under the 
Troubled Assets Relief Program (TARP) to make the 
program appear less stigmatizing from the perspec-
tive of smaller institutions.8

There is some evidence that discount window stigma 
did influence outcomes during the financial crisis. 
Olivier Armantier and Asani Sarkar of the New York 
Fed, Eric Ghysels of the University of North Carolina, 
Chapel Hill, and Jeffrey Shrader of Columbia Univer-
sity analyzed TAF borrowing from December 2007 to 
September 2008 and found that banks were will-
ing to pay a premium to avoid borrowing from the 
discount window. In other words, some banks were 
willing to pay higher interest rates in the market or at 
the TAF than the ones they could have obtained at 
the discount window. One candidate explanation 
for such an anomaly is the presence of extra stigma-
based cost from discount window borrowing.9

Concerns about stigma have persisted. Anecdotal 
reports have indicated that stigma, and the resulting 
desire to avoid discount window borrowing, is one 
motivation of large banks to hold large amounts of 
cash (reserves).10 And most recently, the Fed an-
nounced on March 15, 2020, that it was lowering the 
Primary Credit interest rate by 1.5 percentage points 



to 0.25 percent, effectively reducing or eliminating 
the penalty component of the rate;11 this move has 
been generally interpreted as reflecting policymak-
ers’ desire to reduce stigma.12

Modeling Discount Window Stigma
To assess the effects of stigma, Ennis employed a 
workhorse model in financial economics. That model 
was originally developed to analyze situations in 
which a firm’s managers have more information 
about the value of the firm than its potential outside 
investors — a situation analogous to lending mar-
kets for banks, in which the bank has more informa-
tion about its ability to repay than its creditors.13 In 
both cases, there is potential for adverse selection 
given the coexistence of good and bad risks in the 
market and the limited ability of investors or lend-
ers to tell them apart. Such a situation tends to lead 
to asset prices that are too low (or interest rates that 
are too high), from the perspective of firms that are 
good (that is, low) risks, driving good risks out of 
the market.

Ennis built on work by Thomas Philippon of New 
York University and Vasiliki Skreta of the University 
of Texas, who used this model to analyze the optimal 
design of government programs to intervene in fi- 
nancial markets suffering from adverse selection but 
did not investigate stigma explicitly.14 Ennis’s objec-
tive is to uncover the main implications for stigma of 
this widely used framework, extending the model in 
relevant ways that allow him to address explicitly the 
role of stigma in the context of the discount win-
dow. Ennis’s model assumes both that banks have 
information about their ability to repay their debts, 
unknown to other market participants, and that 
discount window borrowing is observable. The as-
sumption of complete observability is used only for 
simplicity; a lower probability of observation would 
have delivered comparable results.

Findings on the Discount Window 
and Adverse Selection
Ennis found that in the equilibrium of the model, the 
average riskiness of borrowers at the discount window 
can indeed be higher than that of banks in general. In 
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that way, borrowing from the discount window can 
function as a signal of possible financial weakness. 
Furthermore, under some conditions, the model gen-
erates the pattern of interest rates often associated 
with the presence of stigma. Indeed, in the model, 
some discount window borrowers pay higher rates 
in the market than those paid by banks that do not 
borrow from the discount window; moreover, some 
banks are willing to pay higher interest rates in the 
market than the ones they would be able to obtain 
at the discount window, thus avoiding the discount 
window altogether. These patterns originate from the 
fact that discount window borrowers in the model 
are correctly perceived by the market as less healthy, 
a feature that has been shown to be essential for a 
rational explanation of discount window stigma.15

Ennis shows that in the context of the model, the 
configurations that give rise to stigma also enhance 
the efficacy of the discount window in promoting 
market efficiency. Because the discount window 
attracts inferior risks (which is the source of stigma), 
it helps to mitigate the adverse selection problem in 
the market for private credit. As a result, interest rates 
can decrease and more of the low-risk firms are able 
(and willing) to receive external funding and invest. 
Given that adverse selection in the absence of 
intervention produces inefficiently low investment, 
a discount window that attracts relatively risky banks 
can produce desirable economic outcomes.

Ennis’s model also highlights a delicate interaction 
between borrowing at the discount window and 
borrowing in the market, when banks can do both, 
as is normally the case. In a form of preemptive 
borrowing, some banks in the model borrow from 
the discount window to reduce the amount that 
they may need to borrow from the market later. 
Given that market interest rates are relatively more 
sensitive to repayment risks, some banks are able 
to reduce their total borrowing costs by meeting 
part of their credit needs at the discount window 
(hence borrowing less from the market). This logic 
may help to account for why some banks took 
loans at the TAF during the GFC without an evident 
immediate need for that liquidity.
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Conclusion
Stigma has been thought to affect government credit 
programs since at least the Great Depression.16 The 
Fed’s discount window, one of these programs, is 
often thought to be less effective as a result. While 
the issue of stigma in government credit programs 
has long been a concern among policymakers, formal 
treatments of the problem have become available 
only recently. The lessons from such contributions 
seem to indicate that the logic behind the idea of 
stigma is more complex than previously recognized. 
These recent efforts to develop fully specified, ratio-
nal, and consistent explanations of the phenomenon 
constitute a useful foundation from which to build 
a better understanding of how stigma operates in 
practice and what, if anything, needs to be done to 
address it.
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editor in the Research Department at the Federal 
Reserve Bank of Richmond.
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that were not members of the Fed; banks that borrowed 
from it appear to have been stigmatized in financial markets. 
See Sriya Anbil, “Managing Stigma during a Financial Crisis,” 
Journal of Financial Economics, October 2018, vol. 130, no. 1, 
pp. 166–181.
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