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Should the Fed Do Emergency Lending?

By Renee Haltom and Jeffrey M. Lacker

In its 100-year history, many of the Federal Reserve’s actions in the name
of financial stability have come through emergency lending once financial
crises are underway. It is not obvious that the Fed should be involved in
emergency lending, however, since expectations of such lending can in-
crease 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.

The Federal Reserve’s emergency lending to the
financial system was a prominent feature during
the 2007-08 financial crisis. In fact, many of the
Fed’s actions in the name of financial stability in
the course of its 100-year history have come not
from its role as a supervisor of financial firms, but
in the form of credit extension to institutions and
markets once crises are underway.

Is the Fed'’s role in emergency lending justified?
A few specific facts are commonly cited in favor
of such arole: the fact that the Fed was created
in response to recurrent bank panics; the foun-
dational work of 19th century economist Walter
Bagehot, who urged the Bank of England to lend
liberally during panics; the Great Depression,

in which one-third of the nation’s banks failed;
and theoretical models that suggest banking is
inherently prone to “runs” that can be resolved
with emergency liquidity that the central bank is
well-positioned to provide.

This Economic Brief argues that these facts do
not justify the central bank’s role in emergency
lending.! To interpret them as justification mis-
reads history and experience. Given the costs
of emergency lending—in terms of increasingly
prevalent moral hazard and risk-taking in the
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financial system and the likelihood of political
entanglements that compromise the Fed's mon-
etary policy independence—there is a strong
argument for scaling back the Fed'’s authority to
conduct emergency lending. That would limit
the Fed’s balance sheet activities to its primary
function of providing monetary stability to the
economy and financial system.

The following sections address arguments com-
monly made in favor of crisis lending.

“The Fed was created to respond to panics”
Before the Fed was created in 1913, bank runs
plagued the U.S. financial system. Runs often
started with the fear that an institution was on
the brink of suspending payments, spurring
many of its depositors to withdraw their funds
in advance. Even mere rumors of impending
suspension could spark a run or broader “bank
panics” involving many institutions. Prior to the
Fed, major panics tended to occur at least once
per decade, with many smaller panics in between.
The disastrous Panic of 1907 finally galvanized
the political will to create the Fed.

Panics were the result of two overlapping prob-
lems. First, the currency supply was inelastic.
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Currency was issued by banks but was required by
the National Banking Acts of 1863 and 1864 to be
backed by U.S. government bonds. The cumbersome
process of acquiring bonds and posting them as col-
lateral meant the supply of currency could not always
expand quickly enough when depositors demanded
it on a large scale, producing withdrawal suspensions
and encouraging runs.

Second, the banking system was fragmented. Most
states prohibited banks from branching, and there
were more than 27,000 individual banks when the
Fed was founded. Many were dependent on the
health of the local economy and therefore quite vul-
nerable to regional and seasonal shocks that spurred
withdrawal requests. Country banks would request
currency shipments from city banks, which some-
times ran short and denied the request. The result
was large seasonal increases in interest rates and gold
inflows from abroad. Currency shortages made banks
especially vulnerable to suspension fears during the
autumn harvest, which is why panics were more likely
to occur in the fall.

Since reforms to counteract the banking system'’s
fragmentation, such as eliminating branching restric-
tions, were viewed as politically infeasible, Congress
created the Fed to “furnish an elastic currency.” This
meant that the Fed would offer loans to commercial
banks collateralized by their own assets. Only “real
bills"—short-term paper arising from commercial
transactions or international trade—were eligible to
back this new currency, a requirement intended to
ensure that the currency supply was naturally limited
by the legitimate needs of commerce, as opposed to
the appetite for speculation.?

In other words, the Fed was created to achieve what
can be best described as monetary stability. The Fed
was designed to smoothly accommodate swings
in currency demand, thereby dampening seasonal
interest rate movements. The Fed’s design also was
intended to eliminate bank panics by assuring the
public that solvent banks would be able to satisfy
mass requests to convert one monetary instrument
(deposits) into another (currency). Preventing bank
panics would solve a monetary instability problem.

The Fed’s original monetary function is distinct from
credit allocation, which is when policymakers choose
certain firms or markets to receive credit over others.?
Monetary policy consists of the central bank’s actions
that expand or contract its monetary liabilities. By
contrast, a central bank’s actions constitute credit
policy if they alter the composition of its portfolio
—Dby lending, for example—without affecting the
outstanding amount of monetary liabilities. To be
sure, lending directly to a firm can accomplish both.
But in the Fed’s modern monetary policy procedures,
the banking system reserves that result from Fed
lending are automatically drained through offsetting
open market operations to avoid driving the federal
funds rate below target.* The lending is, thus, effec-
tively “sterilized,” and the Fed can be thought of as
selling Treasury securities and lending the proceeds
to the borrower, an action that is functionally equiva-
lent to fiscal policy. This type of lending qualifies

as credit allocation in the sense that the borrower
obtains funds on terms that are presumably preferred
to the terms available on the market.

Sterilized central bank lending is credit policy; un-
sterilized lending is a combination of monetary and
credit policy. Expansion of the central bank’s mon-
etary liabilities through open market operations is
pure monetary policy because markets are left to
direct credit to worthy borrowers. Though open mar-
ket operations are the primary means of conducting
monetary policy today, it was done through direct
lending to banks in 1914. Thus, the distinction be-
tween monetary and credit policy was blurred in the
Fed’s original design and in the language the found-
ers often used.

Much of the Fed’s 2007-08 crisis response was openly
about allocating credit to specific sectors and institu-
tions perceived as being in trouble, and most of the
Fed’s actions were sterilized.> A careful reading of
history suggests that this form of crisis mitigation is
not what the Fed’s founders envisioned.® The original
Federal Reserve Act excluded many financial institu-
tions—including trusts, which were at the center

of the Panic of 1907—from Fed credit. In addition,
the Fed'’s founders generally opposed guarantee
schemes, such as deposit insurance, for fear they
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would encourage banks to take greater risks.” With
the monetary instability problem perceived as solved
by the Federal Reserve Act, the Fed’s founders gave
the Fed no special tools to aid insolvent firms to quell
panics (emergency lending authorities exercised dur-
ing the recent crisis were granted later), and the de-
bate leading up to the Federal Reserve Act featured
almost no discussion of whether that lack of lending
authority would jeopardize the financial system.2

If firms couldn’t obtain credit under the Fed’s strict
collateralization rules—in a panic or otherwise—
then they were considered to be simply unworthy of
Federal Reserve credit.

In summary, the Fed was indeed founded to mitigate
financial crises—but through expansion of the supply
of currency, not through channeling funds to target-
ed institutions and markets as undertaken during the
2007-08 financial crisis.

“Bagehot advocated liberal lending”

Walter Bagehot was a 19th century British economist
whose famous book, Lombard Street, is often con-
sidered to be the playbook for central banks facing
financial crisis. His work, along with that of earlier
economist Henry Thornton, is generally considered
to have established the case for central banks as
“lender of last resort,” though neither author actually
used the term in writing.

Bagehot's crisis dictum is often paraphrased as,
“lend freely on good collateral at above-market
interest rates.” Many people have argued that the
Fed followed Bagehot’s prescriptions during the
recent crisis,® but this view misinterprets his work
in several ways.

First, that simple dictum neglects several additional
rules for crisis lending that Thornton and Bagehot
provided: to allow firms that cannot post good col-
lateral to fail and to mitigate not the failures of large
firms, but rather any adverse effects of failures on
the financial system by increasing the overall money
stock. And importantly, Bagehot said the central
bank should make its policies clear ahead of time to
reassure the public that currency will be available
and to prevent investors from expecting the central

bank safety net to protect them from bad invest-
ments.'® By contrast, the Fed’s lending during the
recent crisis did not follow a pre-announced policy,
provided financing to arguably failing firms, neglect-
ed to charge above-market rates in some cases, and
took on credit risk."

Second, Bagehot arguably viewed the “lender of
last resort” role as a purely monetary function, as
opposed to a credit function. He emphasized pro-
viding an adequate supply of paper notes in a crisis,
albeit within the upper bound provided by the gold
standard; how that expansion was accomplished
was less important. As with the Fed in 1914, direct
lending to banks was the standard method of ex-
panding the central bank’s monetary liabilities in
Bagehot's time.’> Once again, the Fed’s 2007-08
crisis lending was largely nonmonetary in nature
since the Fed sterilized many of its interventions.

Third, the Bank of England—the subject of Bage-
hot's writing—faced a different set of institutional
considerations. Specifically, the Bank of England
was accountable to stockholders, so the profit mo-
tive made it naturally reluctant to lend in riskier
times. Bagehot's recommendation to lend freely
was intended to encourage the Bank of England to
lend. The Fed faces the opposite dilemma because
it lends taxpayer dollars. The challenge to the Fed is
how to resist the temptation—and perhaps political
pressure—to lend too often.’

Thus, Bagehot'’s work provides scant support for com-
mon notions of crisis lending, such as that employed
during the 2007-08 crisis.

“Insufficient lending caused the Great Depression”
Advocates of central bank crisis lending often cite the
Great Depression, when the Fed reacted passively, al-
lowing one-third of the nation’s banks to fail between
1930 and the banking holiday of 1933.

The Fed could have lent to prevent bank failures, but
it did not. In part, this reluctance reflected the prevail-
ing real bills doctrine and its focus on limiting specu-
lation. This reluctance also reflected concerns about
maintaining the gold standard.™ The Fed tightened
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monetary policy leading up to the Depression and
allowed the money supply to contract by a third from
1929 to 1933, with a commensurate fall in the overall
price level. Loan defaults rose as borrowers struggled
to acquire the dollars they needed to repay debts.

As famously concluded by Milton Friedman and Anna
Schwartz, bank failures were a less important factor in
the Great Depression than the collapse of the money
supply.' For example, Canada had zero bank runs
or failures during the same period, but it also had a
severe depression after its money supply declined
by 13 percent.'® To be sure, bank failures hastened
withdrawals and reduced deposits, worsening the
money supply decline. But the Fed could have offset
that effect by increasing bank reserves through open
market operations. Indeed, the contraction slowed
when the Fed conducted open market operations
in the spring of 1932, and the contraction resumed
when the Fed reversed course later that year."”

The lesson from the Depression, then, is that central
banks should prevent money supply collapses, not
necessarily bank failures.

“The financial system is inherently unstable”

A common argument given for emergency central
bank lending is that the government must be equip-
ped to provide backstop financial assistance to treat
the inherent fragilities of banking.'® Since banks
engage in maturity transformation—borrowing
short term to lend long term—they may be subject
to“runs,”in which many investors quickly withdraw
funding, leaving the bank unable to pay its longer-
term creditors. Run prevention is one traditional argu-
ment for deposit insurance and emergency lending.

To complicate matters further, a large portion of
maturity transformation today takes place outside
the traditional banking sector in an interconnected
web of banks and investment companies, including
mutual funds, private equity pools, hedge funds, and
others. Many observers have argued that the essence
of the 2007-08 crisis was that many of these investors
declined to roll over short-term, deposit-like invest-
ments, and that the process of pulling these invest-
ments resembled a bank run. As the shadow banking

system emerged over the past century, no official
institution was established to create an “elastic cur-
rency” for it—that is, a reliable supply of short-term
credit instruments to prevent runs and ensure the
shadow banking system remained funded."

This view of the need for emergency lending over-
looks an important factor: financial institutions don't
have to fund themselves with short-term, demand-
able debt. If they choose to, they can include provi-
sions to make contracts more resilient, reducing the
incentive for runs. Many of these safeguards already
exist: contracts often include limits on risk-taking, li-
quidity requirements, overcollateralization, and other
mechanisms.?’° Moreover, contractual provisions can
explicitly limit investors’ abilities to flee suddenly, for
example, by requiring advance notice of withdrawals
or allowing borrowers to restrict investor liquidations.
Indeed, many financial entities outside the banking
sector, such as hedge funds, avoided financial stress
by adopting such measures prior to the crisis.

Yet, leading up to the crisis, many financial institu-
tions chose funding structures that left them vulner-
able to sudden mass withdrawals. Why? Arguably,
precedents established by the government con-
vinced market participants of an implicit government
commitment to provide backstop liquidity. Since
the 1970s, the government has rescued increasingly
large financial institutions and markets in distress.
This encourages large, interconnected financial firms
to take greater risks, including the choice of more
fragile and often more profitable funding structures.
For example, larger financial firms relied to a greater
extent on the short-term credit markets that ended
up receiving government support during the crisis.?’
This is the well-known “too big to fail” problem.?

This incentive problem was visible during the crisis.
When turbulence hit in August 2007, the Fed lowered
the discount rate and urged banks not to think of
borrowing as a sign of weakness. In December 2007,
the Fed implemented the Term Auction Facility to
make credit available on more favorable terms. These
actions likely dampened the willingness of troubled
institutions, such as Bear Stearns and Lehman Broth-
ers, to undertake costly actions to shore up their
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positions. These incentives were further entrenched
when the New York Fed funded JPMorgan’s purchase
of Bear Stearns in March 2008.2 When Lehman Broth-
ers was allowed to fail in September 2008, despite
being a much larger institution than Bear Stearns,
expectations of support were recalibrated suddenly,
spurring the most volatile days of the financial crisis.
Allowing Lehman to fail could have been the start of
a new, more credible policy against bailouts; but that
same week, American International Group received
assistance from the New York Fed, further confusing
already volatile markets.

If the fragility observed in 2007-08 was due to inher-
ent fragilities in banking, we should expect to see
similar financial crises with some consistency across
countries over time, but this is not the case. The 1920s
and 1930s, for example, and the period since 1973
have seen significantly more frequent crises than the
classical gold standard period or the Bretton Woods
era. And many countries have experienced far fewer
crises than the United States, which is more crisis-
prone than most.?* Canada provides a particularly
striking example of a country that is quite similar to
the United States but has avoided systemic banking
panics altogether since 1839, and it had no central
bank until the mid-1930s. Institutional features—spe-
cifically, bank branching and less-restrictive currency
issuance—afforded its system an “elastic currency”
with no official lender of last resort. Banks could lend
reserves between them, and the system was concen-
trated enough that banks could monitor each other
to offset the moral hazard that might otherwise arise
from this private backstop.?

The lesson is that policy and perverse incentives,
not inherent fragilities, are likely to have been the
more important causes of financial turbulence in the
United States, most recently in 2007-08.

Last Resort Lending: A Monetary Function
History shows that the central bank’s “lender of last
resort” role was originally conceived as a strictly
monetary function: providing an elastic supply of
monetary assets when the demand for such assets
expanded in times of financial distress. Experience
suggests that the Fed'’s activities should be limited

to more closely align with this original vision. When
the central bank utilizes “lender of last resort” pow-
ers to allocate credit to targeted firms and markets, it
encourages excessive risk-taking and contributes to
financial instability. It also embroils the central bank
in distributional politics and jeopardizes the indepen-
dence that is critical to the central bank’s ability to
ensure price stability. The lesson to be learned from
the expansive use of the Fed’s emergency-lending
powers in recent decades is that it threatens both
financial stability and the Fed’s primary mission of
ensuring monetary stability.?*m

Renee Haltom is editorial content manager in the
Research Department of the Federal Reserve Bank
of Richmond, and Jeffrey M. Lacker is the Bank’s
president.
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