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Central Bank Lending1

Central banks generally have responsibility for promoting an economy’s macroeconomic
goals, such as price stability or low and stable inflation, high employment, and maximum
sustainable economic growth.  To do so, they typically use a number of tools such as open
market operations, reserve requirements, adjustments to policy interest rates, and lending.  This
article focuses on the lending function of central banks, often referred to as the “discount
window.”  Reflecting the professional backgrounds of the authors, the article focuses primarily
on the U.S. experience.

History and Rationale

Lending has always been regarded as a core function of central banks, but the nature of
central bank lending and the role that it plays have evolved considerably over time and varied
across economies.  Early in the history of some early central banks, including Sveriges
Riksbank and the Bank of England, which were established in the 17th century, lending to the
sovereign to finance wars was of central importance (Bordo and Siklos, p. 26).  In the late 19th
century United States, the absence of a central bank and concerns about the U.S. Treasury’s
reliance on the private sector for financing were part of the motivation for considering the
establishment of a central bank.  When the Federal Reserve was eventually established in
1913, however, its central purpose was to prevent financial panics and resulting business cycles
by lending to banks rather than to the government.2 For a more recent example, the European
Central Bank (ECB) was established for a number of purposes, including providing for a
common currency, conducting monetary policy for the Eurozone (specifically, to maintain price
stability), to promote the smooth operation of payment systems, and to contribute to prudential
supervision of credit institutions and the stability of the financial system.  The centerpiece of its
operating framework is lending to banks.3

To this day, most central bank lending, although not in the United States, consists of
ongoing lending to financial institutions rather than contingency funding.  Central banks

3 Issing (2018, p. 471) states that “The main refinancing operation is the principal means whereby the
ECB supplies the banking system with central bank money.”

2 The official title of the Federal Reserve Act of 1913 was “An Act To provide for the establishment of
Federal reserve banks, to furnish an elastic currency, to afford means of rediscounting commercial paper,
to establish a more effective supervision of banking in the United States, and for other purposes.”

1 This paper is prepared as a chapter in the forthcoming Research Handbook of Financial Markets.
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generally have assets that are at least equal to their monetary liabilities, and in many cases,
such as the ECB, those assets consist in large part of loans to banks.  The principal practical
alternative to an asset structure consisting primarily of loans to banks is a large portfolio of
government securities purchased through open market operations.  The Bundesbank judged
that lending by rediscounting bank loans was preferable because it avoided the risks to price
stability associated with the central bank in effect financing the government by buying
government securities in the open market.

Unlike securities repurchase operations, the Bundesbank has hitherto engaged in
large-scale “outright'' open market operations in long-term securities only sporadically,
and only in the secondary market, confining its activities to purchases and sales of public
debt securities.  Open market operations of this kind in debt securities have not yet
resulted in the Bundesbank holding major amounts of public debt securities for any
length of time.  If the central bank had built up a sizeable portfolio of long-term
government paper, this might easily have given rise to the suspicion that its primary aim
was to facilitate the financing of public sector budget deficits.  Moreover, the Bundesank
has always applied very strict standards to intervention of this nature, since any heavier
commitments by the central bank in the debt securities market might arouse the false
impression that the movement of interest rates in that market was largely the outcome of
open market operations, and hence was the Bundesbank’s direct responsibility.  In
actual fact, the long-term interest rate is determined predominantly by market factors
such as interest rate movements abroad and inflation expectations, which the
Bundesbank can influence only indirectly.  [Deutsche Bundesbank 1995, pp. 114-5.]

As described below, central bank lending is also an important source of backup liquidity.
In ordinary circumstances, because interbank payments typically clear through accounts at the
central bank, central banks can provide loans late in the day, after interbank markets have
essentially shut down, to banks with unexpected funding shortfalls.  Sometimes those shortfalls
are the result of idiosyncratic developments – the bank experienced an unexpected outflow or
an expected payment did not arrive.  Sometimes, the shortfalls arise because the market-wide
demand for reserve balances that day ended up exceeding supply.  In the latter case, central
bank lending serves an important monetary policy purpose by injecting reserve balances when
needed, thus limiting upward spikes in interbank lending rates.  In rare cases, central bank
lending facilitates an orderly failure by enabling a bank to continue to operate for a short period
until it can be safely shut down or sold, often over a weekend.  Central banks at times provide
contingency funding to both banks and nonbanks in periods of widespread market disruption,
such as during the GFC and the Covid-19 pandemic, often in circumstances where market
liquidity has evaporated.

In the 19th century, Walter Bagehot (1896), in his widely cited Lombard Street, discussed
the operation of banks, central banks, and the money market, their inherent instability (even of
central banks in systems of commodity-backed moneys), and the rationale and appropriate
principles for central bank lending.  Bagehot argues
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The holders of the cash reserve must be ready not only to keep it for their own liabilities,
but to advance it most freely for the liabilities of others.  They must lend to merchants, to
minor bankers, to ‘this man and that man,’ whenever the security is good.  In wild
periods of alarm, one failure makes many, and the best way to prevent the derivative
failures is to arrest the primary failure which causes them.  The way in which the panic of
1825 was stopped by advancing money has been described in so broad and graphic a
way that the passage has become classical.  ‘We lent it,’ said Mr. Harman, on behalf of
the Bank of England, ‘by every possible means and in modes we had never adopted
before, ...., in short by every possible means consistent with the safety of the Bank, and
we were not on some occasions over nice.’  [Bagehot 1896, pp. 53-54]

Particularly notable is that Bagehot’s advice did not restrict lending to banks or even financial
institutions.

Tucker (2009, p. 3) summarized Bagehot’s central thesis as follows:  “Bagehot’s famous
dictum, in Lombard Street, was that, to avert panic, central banks should lend early and freely
(ie without limit), to solvent firms, against good collateral, and at ‘high rates’.”

In the modern era, the rationale for central banks standing ready to provide emergency
liquidity was set out most starkly in Diamond-Dybvig (1983).  The Diamond-Dybvig model can
be viewed as a multiple-equilibrium game-theoretic model.  In the model, banks fund illiquid
assets with liquid (demand) deposits, potentially contributing to productive capital formation.  If
the behavior of depositors is such that they withdraw cash only as needed for routine liquidity
demands, the productive equilibrium is achieved.  Depositors recognize that, because of the
illiquidity of the assets, banks will not be able to repay depositors fully if they all demand cash at
the same time.  As a result, another equilibrium exists:  a run on the bank.  This equilibrium is
socially suboptimal because it can inhibit capital formation.  The suboptimal equilibrium can be
eliminated, or made less likely, if deposit insurance or a central bank lending facility is in place,
reducing depositors’ concerns about the bank’s ability to repay their deposits.  Other
researchers and policymakers (for example, Goodfriend and Lacker 1999), however, have
emphasized the inefficiencies that result from the moral hazard that can accompany central
bank lending, a topic discussed below.

Relatedly, as we discuss below, because a central bank is never liquidity constrained,
when a solvent bank is at risk of a liquidity default, it is welfare enhancing for the central bank to
lend to the illiquid bank.  Not only does such lending reduce the unnecessary social costs of
bankruptcies, it also prevents the externalities associated with the bank disposing of its assets
at firesale prices.  Moreover, because the central bank is a risk-free counterparty, banks will be
more willing to provide a large amount of collateral to the central bank to secure a loan without
fear that the collateral will not be returned.  A substantial excess of estimated collateral value
over loan proceeds is necessary when the financial condition of the bank or the value of the
bank’s collateral is highly uncertain.
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Central bank lending is also an important tool for addressing market-wide strains.  Often,
the first response of the Federal Reserve to a substantial financial shock is to issue a public
statement underscoring that the discount window is open and operating, and, for more severe
and long-lived shocks, to ease terms on discount window loans.  For example, the Federal
Reserve issued such a statement after the 1987 stock market crash, after the September 11,
2001, terrorist attacks, during the Global Financial Crisis (GFC), and during the Covid-19
financial crisis.  Such announcements and actions are intended in large part to encourage
banks to continue to provide credit to others with confidence that backup funding is available if
needed.

Most notoriously, central banks may lend to individual institutions to prevent their
immediate failure if a sudden failure would result in unacceptably high economic costs.  Such
institutions are referred to as “too big to fail” (TBTF).  In March 2008, for example, the Federal
Reserve lent on very short notice to facilitate the acquisition of Bear Stearns, a large
broker-dealer, by JP Morgan Chase, a large bank holding company.  Although the Fed was
ultimately repaid in full, the market value of the collateral backing the loan fell at times below the
outstanding balance.  In some sense, “too big to fail” is a misnomer.  The Fed has often lent to a
small depository institution for a few days to prevent its disorderly failure until the Federal
Deposit Insurance Corporation (FDIC) can complete a resolution transaction.  Such lending is
also based on the view that the economic costs of a disorderly failure are higher than the moral
hazard costs (see below) or financial risks of lending.

The Federal Reserve’s lending facility has traditionally been called the discount window.
The Federal Reserve Act authorizes Federal Reserve Banks, among other things, to purchase
“notes, drafts, and bills of exchange arising from actual commercial transactions” and,
historically, lending typically took this form.  To allow such credit to earn implicit interest, the
amount paid in such transactions was less than the face value of the asset – in other words, the
asset was purchased at a discount.  This genesis of the terms “discount window” and “discount
rate” had nothing to do with the fact that, for many years, the Federal Reserve set the discount
rate below market interest rates such as the federal funds rate.  (The federal funds rate is the
interest rate on overnight uncollateralized loans between banks.  It is a market-determined rate
but is heavily influenced by Federal Reserve monetary policy decisions.)  For decades,
however, most Federal Reserve lending has taken the form of advances against collateral rather
than discounting, partly for operational convenience.

Role in Monetary Policy

When the Federal Reserve System was created, it was envisioned that lending to banks
would be the primary tool to achieve the objectives established by the Congress (Eichengreen
2018, p. 74).  Over time, open market operations became a more actively used monetary policy
tool than the discount window, but the discount window and discount rate both remained
important aspects of the monetary policy framework.  As discussed below, the Federal Reserve
periodically revisited the objectives, issues, and rules surrounding the discount window.
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Through the early 1960s, the discount rate was generally set above the federal funds
rate.  Anbil and Carlson (2019) note that the discount rate in the 1950s was typically set 50
basis points above market rates, and borrowing at the window served as a barometer for the
Federal Reserve for tightness in the market for reserves.  However, in response to increasing
inflationary pressure in the mid-1960s, the Federal Reserve at times tightened monetary policy
by reducing the supply of reserves to the banking system through open market operations,
rather than by raising the more visible and politically sensitive discount rate (Nelson 2000).  The
discount rate subsequently remained below the federal funds rate until 2003, when the Federal
Reserve reformed several aspects of the discount window, as discussed below.

During most of the 1970s, monetary policy was conducted primarily by using open
market operations to keep the federal funds rate around a level that the Federal Open Market
Committee (FOMC) judged was consistent with its statutory objectives and, more specifically, its
monetary growth objectives.4 Changes in the discount rate played a secondary role, partly
because the amount of discount window borrowing was a relatively small component of the
Fed’s balance sheet.  At the end of 1978, total loans extended by Reserve Banks were around
$1 billion while their holdings of U.S. government securities, federal agency obligations, and
bankers’ acceptances were about $119 billion (Board of Governors of the Federal Reserve
System 1978, p. 390, Table 1).

In October 1979, the FOMC shifted its approach to monetary policy.  High and rising
inflation rates, and a tendency for money growth to exceed the FOMC’s targets, led to a view
that more stringent control of money supply growth was necessary.  The FOMC adopted an
approach that involved short-run objectives for nonborrowed reserves (total banking system
reserves minus borrowings from the discount window) that were judged to be consistent with its
monetary growth targets.  If money growth exceeded its targets, required reserves increased as
a result, boosting the demand for reserves.  If the Federal Reserve maintained its target for
nonborrowed reserves in the face of the increase in required reserves, and if banks’ aggregate
demand for excess reserves was roughly unchanged, the banking system would need to borrow
the additional reserves from the discount window.  Because banks were reluctant to borrow from
the discount window for reasons discussed below, they bid more aggressively for funds in the
money markets, pushing up the federal funds rate, and through arbitrage other money market
rates, relative to the discount rate.  Over time the higher money market rates would reduce
money demand both by increasing the opportunity cost of holding money and by slowing growth
of nominal income, spending, and wealth, thus bringing money growth back toward its target.  In

4 The FOMC did not set formal numerical targets for money growth throughout the entire decade of the
1970s, but even early in the period the FOMC clearly had objectives for monetary growth.  For example,
the Record of Policy Actions for the FOMC meeting held on July 27, 1971, p. 7, stated that “The
Committee decided that the achievement of more moderate growth in the monetary aggregates over the
months ahead remained the appropriate objective of System open market operations.”  By the mid-1970s,
the FOMC was explicitly setting ranges of tolerance for money growth.  The Federal Reserve Reform Act
of 1977 required the Federal Reserve to report to the Congress its “objectives and plans with respect to
the ranges of growth or diminution of monetary and credit aggregates.”
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this period, the relationship between actual and targeted money supply growth played an
important role in determining the aggregate amount of borrowings from the discount window.

During the 1970s and early 1980s, deposit deregulation and financial innovation greatly
expanded the range of available deposits and closely related financial instruments such as
money market mutual funds.  As a result, household and business cash management practices
changed significantly, altering the characteristics of money demand.  In particular, the interest
elasticity of money demand appeared to increase substantially.  By October 1982, bivariate
relationships between money supply growth, on the one hand, and macroeconomic measures
such as nominal GDP growth and inflation, on the other, had loosened to such an extent that the
FOMC decided to discontinue its procedure of controlling money supply growth through
nonborrowed targeting.  In its place, the FOMC gradually reverted to close control over the
federal funds rate, albeit for a number of years through an indirect method and initially with a
wide (4 percentage point) range for the federal funds rate.  In particular, rather than focusing on
control of nonborrowed reserves in the short run, the FOMC employed a procedure involving an
assumption for borrowed reserves – the amount of discount window borrowing – judged
consistent with a desired range for the federal funds rate and a given discount rate.  For many
years, in its operating directive to the Federal Reserve Bank of New York, the FOMC used the
phrase “degree of pressure on reserve positions” as a synonym for the borrowing assumption
(Lindsey 2003, Chapter III).

The calibration of the post-1982 approach implicitly depended on an assessment of the
degree of banks’ reluctance to borrow from the discount window, which subsequent experience
demonstrated could change appreciably.  When the FOMC reached a policy decision to tighten
monetary policy, it could conduct open market operations in such a way as to reduce the supply
of nonborrowed reserves relative to the estimated demand for total reserves, forcing the
banking system to borrow incremental amounts from the discount window.  Given banks’
reluctance to borrow from the window, they would first bid up the federal funds rate in an
attempt to borrow the reserves from other banks.  Alternatively, if the Board of Governors
increased the discount rate in line with the increase in the federal funds rate range, the
borrowing assumption could remain about unchanged.  The FOMC also signaled changes in the
intended federal funds rate range through open market operations.  To the extent that banks’
reluctance to borrow from the window was reasonably stable, this reluctance induced a
predictable relationship between the federal funds rate, the discount rate, and aggregate
discount window borrowings, a relationship that was known as the borrowing function.  For most
of the period from late 1982 until around the turn of the decade, monetary policy implementation
needed to take careful account of the borrowing function, and shifts in the function needed to be
offset through adjustments to nonborrowed reserves for a given discount rate and a desired
range for the federal funds rate.

In 1984, Continental Illinois National Bank and Trust Company experienced serious
financial difficulties, in part as a result of a deterioration in the performance of loans to
energy-sector firms that it held in its portfolio (Board of Governors 1984).  The publicity
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surrounding these developments led to a depositor run on Continental Illinois.  As a result, the
bank needed to borrow substantial amounts from the discount window.  With concerns about the
health of large banks also heightened by Latin American debt problems, other banks apparently
became concerned that they would be perceived as also in trouble, and consequently the
aggregate reluctance to borrow from the discount window evidently increased, with the federal
funds rate rising despite an unchanged borrowing assumption (which excluded borrowings by
Continental) and an unchanged discount rate.  From the point of view of monetary policy
implementation, these developments were somewhat fortuitous, as they coincided with a need
to tighten monetary policy in response to the evolving macroeconomic outlook (Lindsey 2003,
Chapter III).  A somewhat similar development occurred in 1988-89, a period of increasing
stress in the banking system that particularly reflected difficulties of the thrift industry as well as
troubled commercial real estate loans, but related macroeconomic developments called for an
easing of monetary policy over the next few years (Board of Governors staff, Monetary Policy
Alternatives, December 9, 1988; February 3, 1989; March 24, 1989; February 2, 1990; March
23, 1990).

Throughout the period from late 1982 to the early 1990s, the Federal Reserve largely
implemented monetary policy using borrowed reserve targeting, together with signaling the
stance of policy through open market operations, to achieve a narrow target range for the
federal funds rate that was not contemporaneously announced.  By the early 1990s, partly as a
result of increased instability of the borrowing function, the FOMC focused more closely and
directly on the federal funds rate as its operating target.  Over the next few years, the FOMC
moved toward and ultimately adopted a procedure of immediately announcing changes in the
target federal funds rate following FOMC decisions, and borrowed reserve targeting was
discontinued.5

For the next decade, from the early 1990s through the early 2000s, the structure of the
discount window was largely unchanged, and it generally played a secondary role in monetary
policy formulation and implementation.  An important exception was in September 2001, when
the severe disruptions to financial infrastructure resulting from the terrorist attacks on
September 11 caused a large but temporary increase in borrowing from the discount window.
This experience in which the discount window played an important role in an emergency
situation was part of the motivation for the Federal Reserve’s restructuring of the discount
window in 2003, discussed below.

5 Following the stock market crash of October 19, 1987, the FOMC immediately shifted away from its
borrowed reserve approach and focused on controlling the federal funds rate more closely, but gradually
resumed targeting borrowed reserves over the next six months.  Again, in November 1989, the FOMC
discontinued use of a borrowing-target approach to monetary policy following misinterpretations by
market analysts that an open market operation signaled a change in the stance of monetary policy.  The
FOMC subsequently focused closely on achieving a federal funds rate target.  Nonetheless, it was not
until May 1997 that the FOMC began to publicly indicate the “intended federal funds rate” – that is, the
federal funds rate target (Lindsey 2003, Chapter III).
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The Federal Reserve’s Regular Discount Window Programs

The Federal Reserve Act assigns responsibility for discount window policy to the Board
of Governors of the Federal Reserve System.  The Board sets discount window policy formally
through its Regulation A.  For example, in that regulation the Board establishes the System’s
regular discount window programs, specifies discount rates, and sets forth procedures for
complying with statutory requirements.  Discount rates are established by Federal Reserve
Banks “subject to the review and determination of the Board of Governors” (Federal Reserve
Act Section 13(8)).  Although Reserve Banks’ Boards of Directors play a formal role in the
discount-rate process, this statutory provision gives the Board of Governors effective control
over such rates.  Notably, the FOMC, which includes all seven members of the Board as well as
a rotating set of five of the twelve Federal Reserve Bank presidents and is the primary monetary
policymaking body, does not control the discount rate.

Lending by the Federal Reserve takes two broad forms: discount window lending to
banks and other depository institutions and lending to nonbanks in unusual and exigent
circumstances.  Lending to nonbanks is discussed in the next section.

Regular discount window lending consists of loans to depository institutions (DIs) –
commercial banks, thrifts, and credit unions – extended under Section 10B of the Federal
Reserve Act.6 Since 2003, when the Federal Reserve moved the discount rate from a
below-market to an above-market configuration, there have been three types of regular discount
window lending – Primary, Secondary, and Seasonal Credit.  As noted previously, in normal
times, the Federal Reserve does not seek to be a regular source of ongoing funding to
depository institutions through the discount window.

The main discount window lending facility is Primary Credit.  Primary Credit is provided
to financially sound banks at an above-market interest rate.  Assessments of financial
soundness are based largely on regulatory capital and examiner ratings.  Primary credit is
extended on a no-questions-asked basis and is normally provided at an overnight maturity.
Primary Credit loans are often referred to as “discount window lending” and the Primary Credit
rate as “the discount rate.”  In normal times, a Federal Reserve Bank may provide primary credit
to a small bank that encounters a temporary funding need or to a large bank if transitory
tightness in money markets drives the federal funds rate above the primary credit rate.  That
latter situation has become rare under the Federal Reserve’s current monetary policy
implementation framework under which the Fed, through open market operations, oversupplies
reserve balances, pushing the federal funds rate down to or below the interest rate it pays on
reserve balances (deposits of DIs at Federal Reserve Banks).  In crisis times, such as during
the GFC and the Covid crisis of 2020-21, many banks may borrow to replace funding
temporarily unavailable because financial markets are disrupted.  As noted, often, the Federal
Reserve’s first response to a crisis is to ease terms on discount window lending.

6 Nonmember banks, thrift institutions, and credit unions were granted access to the discount window by
the Monetary Control Act of 1980 (MCA).  The MCA also subjected these institutions to reserve
requirements and gave them access to Federal Reserve services.

DRAFT
8



If a DI that needs funding does not meet the financial soundness criteria for primary
credit, the Federal Reserve Bank may provide Secondary Credit.  Note that this article classifies
Secondary Credit as regular discount lending.  Secondary Credit may be provided to a DI until it
can return to market funding or as a bridge to resolution by the FDIC.  Since the Secondary
Credit program was established, the Secondary Credit rate has been set 50 basis points above
the Primary Credit rate.  Secondary Credit is closely administered by the lending Reserve Bank
– it is not provided on a no-questions-asked basis. The Federal Deposit Insurance Corporation
Improvement Act (1991) established guidelines on the ability of the Fed to lend to a troubled
institution.  Under these guidelines, the Fed should not provide credit to an undercapitalized
bank for more than 60 days in any 120 period nor to a critically undercapitalized bank beyond
the 5 days after it became critically undercapitalized.  If the Fed lends beyond those periods, it is
liable for the minimum of any resulting increased resolution costs of the FDIC or the interest it
earned on the loan.  While the pecuniary costs of such lending might be low, the Federal
Reserve would probably be unwilling to lend beyond these Congressionally imposed guidelines.

Seasonal Credit is provided to small DIs that have a seasonal funding need such as
banks in farming or resort communities.  Seasonal Credit is intended to make it unnecessary for
such banks to hold large stocks of liquid assets to liquidate during peak lending periods, thereby
allowing banks to provide more credit to the real economy.  With market sources of funding
available to banks of all sizes (at a minimum from correspondent banks), it has long been
unclear that Seasonal Credit remains necessary, but political support for Seasonal Credit is
strong.  Seasonal Credit is far and away the most commonly used type of discount window
lending in terms of the number of loans, but because of the modest size of the borrowing
institutions and their seasonal funding needs, the aggregate amount of Seasonal Credit
outstanding tends to be small.

Operationally, discount window loans are extended by Federal Reserve Banks and are
reflected as assets on the Banks’ balance sheets. Under Section 16 of the Federal Reserve Act,
loans serve as collateral against Federal Reserve note liabilities (currency) in the same way as
do securities acquired through open market operations and other Federal Reserve assets.  In
general, DIs borrow from the Federal Reserve Bank for the Federal Reserve District in which
they are headquartered.  An institution that wants to be prepared to borrow must have on file
with its Reserve Bank the necessary authorizing resolutions and agreements.  All discount
window lending is fully collateralized.  The Federal Reserve accepts a broad range of collateral,
including loans as well as securities.  Haircuts, which range from a few percent for Treasury
securities to half or more for loans, are applied to pledged assets to determine lendable value.
The haircuts are based on the Fed’s judgement about the loss it could sustain if the borrower
defaulted and it needed to liquidate collateral, and so depends on both the liquidity and the
volatility of the asset (Board of Governors 2002, p. I-37).  During the GFC, despite the rise in
asset price volatility and the decline in liquidity, the Fed did not change its collateral margins,
seeking to avoid a procyclical tightening in its lending policy.  DIs tend to maintain a pool of
discount window collateral at the Federal Reserve rather than just pledging collateral when they
need to borrow.  As of February 26, 2020, $1.6 trillion in collateral (lendable value) was pledged
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to the Fed (Board of Governors 2020, footnote to Table 5, p.13).  The Federal Reserve has not
had a loss on a discount window loan since the 1940s.

Under the Federal Reserve’s current monetary policy implementation framework in
which reserve balances are oversupplied, discount window credit is low in normal times.
Seasonal credit has varied each year between zero and about $300 million, while primary and
secondary credit have remained near zero.  However, during the 1970s, 80s, and 90s, banks
borrowed much more frequently from the discount window, and the amount outstanding typically
varied in the $1 billion to $4 billion range.  As noted, discount window lending also rose sharply
during the global financial crisis and the Covid-19 crisis, rising to $112 billion and $50 billion,
respectively.

In general, central bank lending and open market operations are distinct policy
instruments.  However, repurchase agreements – an important policy implementation instrument
for many central banks – have characteristics of both types of instruments.  Under a repurchase
agreement (repo), a security is purchased by the central bank in exchange for cash, and the
transaction is reversed at a specified price the next day or at some other specified date in the
future.7 At a central bank, repos are generally used to manage aggregate banking system
reserves and achieve the short-run monetary policy operating objectives of the central bank.  In
the United States, the Federal Reserve allocates repo transactions using an auction
mechanism.  The Fed conducts repos under the authority provided by Section 14 of the Federal
Reserve Act to buy and sell government securities in the open market.  In fundamental
economic terms, however, the contractual pairing of the purchase and sale under repurchase
agreements as well as other terms of the transactions mean that repos closely resemble
collateralized loans.

Other Major Central Banks

The European Central Bank (ECB), the Bank of Japan (BoJ), and the Bank of England
(BoE) all have standing lending facilities intended in part to assist in monetary policy
implementation by putting a ceiling on interbank interest rates:  the Marginal Lending Facility,
the Complementary Lending Facility, and the Operational Standing Lending Facility,
respectively.  In each case the central bank provides overnight collateralized loans (or reverse
repos) to banks at a modestly above-market interest rate.  All three central banks currently
implement monetary policy using a floor system in which they oversupply reserves in a manner
similar to that employed by the Federal Reserve, so the standing lending facilities for all four
institutions now play little role in monetary policy implementation or the operation of money
markets.

The ECB, BoJ, and BoE have also operated funding for lending programs in recent
periods of financial stress.  Such programs provide term funding at very low interest rates to
banks that increase their lending to businesses and households.  The BoE, for example,
provided longer-term loans to banks and building societies in amounts that depended on the

7 Central banks also conduct reverse repurchase agreements under which they initially sell securities and
subsequently repurchase the securities at a prespecified price.
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institutions lending to the real economy through its Funding for Lending Scheme (FLS), which
operated from August 2012 to January 2018.  The BoE opened an additional funding for lending
program (the “Term Funding Scheme”) in the wake of the June 2016 vote in the United Kingdom
to leave the European Union and another during the Covid crisis.  The Bank of England (2012)
reported evidence that their FLS reduced borrowing costs for banks and for bank customers.  It
(2018) also concluded that the Term Funding Scheme supported the transmission of monetary
policy near the zero lower bound.

Reluctance to Borrow, Stigma, and “Lender of Last Resort”

This article intentionally avoids use of the term “lender of last resort” (LOLR) as a
synonym for central bank lending.  The term gives a misleading impression of the circumstances
under which most central bank lending takes place.  In particular, when used as a synonym for
central bank lending, it may give the sense that such lending typically takes place in a failing
bank situation, when no private-sector counterparty is willing to provide funding to the bank.  In
reality, most central bank lending takes place in a relatively routine setting.  As described above,
looking across central banks and across time, most central bank loans, on an ongoing basis,
are extended to depository institutions as a central bank asset maintained to provide the public
currency and DIs required reserves.  Even when credit is provided on a temporary basis,
reasons for borrowing are usually mundane.  For example, a bank may experience an
unexpected funding need for any of a range of unremarkable reasons that relate directly to
standard banking functions, such as a jump in loan demand by commercial borrowers or
residential mortgage borrowers, or the withdrawal of a large deposit by a municipality to repay a
maturing bond.  Banks may also experience needs to borrow as a result of market-wide
developments that may be quite temporary and unrelated to banks’ individual financial strength,
such as when the money market tightens unexpectedly as a result of factors that affect
aggregate availability of bank reserves--for instance, a sharp increase in the U.S. Treasury’s
deposit balance at Federal Reserve Banks resulting from stronger-than-anticipated inflows of
tax revenues. Banks may also borrow when the payment system is physically disrupted;
borrowing rose sharply, for example, in response to a major blackout in the northeastern and
midwestern United States in August 2003.

Despite the routine nature of most lending, the Federal Reserve has always struggled
with a stigma associated with borrowing from the discount window.  The Fed provides discount
window credit to serve two purposes: (1) to facilitate monetary policy by injecting reserve
balances when money markets are tight; and (2) to provide a backup source of funding for
individual banks.  To accomplish the first objective, banks need to be willing to borrow from the
discount window freely whenever interbank interest rates rise above the discount rate.
However, a backup funding source is intended to be used sparingly.  For example, decades ago
W. Randolph Burgess wrote “Just as in the old days the bank which borrowed largely and
continuously from its correspondents was looked upon with suspicion, so today there exists
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generally a feeling against large and continuous borrowing from a Federal Reserve Bank.”
(Burgess 1946, p. 219).8

Indeed, the stigma associated with borrowing from the discount window is something
that the Fed sought to cultivate and utilize for much of its history.  A 1954 System report on the
discount window notes (Federal Reserve System Committee on the Discount and DIscount Rate
Mechanisms 1954, p. 11) that

…it was possible by the mid-Thirties to speak of an established tradition against member
bank reliance on the discount facility as a supplement to its resources…Future discount
policy…should build on the tradition as a keystone.

A 1971 report on the discount window (Board of Governors 1971) describes how the Fed
administered discount window borrowing to support the “tradition against borrowing.”  Initial
requests for credit were almost always granted, but

Beyond this initial accommodation, the administrative process can, for purposes of
analysis, be broken down into three consecutive stages: (1) surveillance of the borrowing
bank; (2) a decision with respect to the “appropriateness” of the borrowing; and (3) in
cases where an “inappropriate” decision is reached, the undertaking of “administrative
counseling” or “discipline” aimed at securing repayment and “educating” the borrower in
the appropriate use of the discount window.  [Board of Governors 1971, p. 42]

In a major reversal, in 1971 the Board revised significantly how it administered the
discount window in an attempt to increase banks’ willingness to use the discount window.  After
engaging in an extensive review, a System committee concluded that

A more liberal and convenient mechanism should enable individual member banks to
adjust to changes in fund availability in a more orderly fashion and, in so doing, should
lessen some of the causes of instability in financial markets without hampering overall
monetary control. [Board of Governors 1971, Volume 1, p. 3].

The Committee had judged that a revision to Regulation A was necessary because

Failure of the Federal Reserve to communicate clearly, consistently, and unambiguously
with member banks regarding the availability of discount-window accommodation has
caused many of these banks to view this as an uncertain source of credit.  In addition,
occasional Federal Reserve counsel as to what would be regarded as appropriate
adjustments for borrowing banks has led many banks to regard the window as having
too great a potential for interfering with bank management decisions.  As a result, many
banks having temporary needs for funds often make adjustments by more costly, less
efficient avenues than that afforded through the discount window, sometimes to the
detriment of adequate credit availability for their local communities. [Board of Governors
1971, Volume 1, p. 9].

8 When “The Reserve Banks and the Money Markets” was first published in 1927, Burgess was an official
at the Federal Reserve Bank of New York.
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The Committee also noted that discount window administration relying on “...bank
reluctance to borrow…” had resulted in differences across the Reserve Bank Districts in how
credit was provided (Board of Governors 1971, p. 9).

To make discount window administration more transparent and consistent across
Districts, the Fed provided banks a “basic borrowing privilege”...that formalized limited and
temporary access to the window...“ (Board of Governors 1971, Volume 1, p. 10).  Still, some
limits were necessary because, as discussed above, since the mid-1960s, the discount rate had
been set below market rates.

As noted, in 2003, the Board again revised Regulation A, importantly in an effort to
reduce stigma.  The Federal Reserve shifted the discount rate from a below market rate to an
above market rate, added financial soundness criteria, and began providing funds on a
no-questions-asked basis rather than requiring banks to attempt unsuccessfully to get funding
elsewhere before borrowing from the Fed (Madigan and Nelson 2002, pp. 313-319). The
realignment of the discount rate relative to the federal funds rate removed the purely financial
incentive to borrow and thus obviated most administrative review of borrowing requests,
allowing credit generally to be extended on a no-questions-asked basis.  The financial
soundness criteria also contributed to the reduced need for administrative review.  In addition,
the soundness criteria should have helped reduce discount window stigma, as counterparties
and market analysts would be expected to recognize that banks thought to have obtained
primary credit at the discount window must have been judged in financially sound condition by
the Federal Reserve.

Prior to both the 1971 and 2003 revisions to Regulation A, the System reviewed the
lending policies of other major central banks with particular interest in the extent of a reluctance
to borrow.  The 1971 report states that

Only a few of the central banks surveyed administer the discount window on the
assumption that commercial banks are reluctant to borrow...In most countries surveyed,
commercial banks tend to regard access to the discount window as a right rather than a
privilege (within applicable limitations such as quotas) even though the central bank
normally has discretionary authority.  [Board of Governors 1971, pp. 181-182.]

A Federal Reserve paper (Madigan and Nelson 2002, p. 317) describing the 2003 revision
states

Discussions with staff members of these central banks indicate that Lombard facilities
that are a part of monetary policy operations similar to those of the Federal Reserve
have been very effective in setting an upper limit on market rates  (The effectiveness of
lending facilities at other central banks in capping rates suggests that they were largely
free of stigma.)

As described above, likely in part because of somewhat inconsistent messaging from the
Federal Reserve on borrowing, banks are reluctant to borrow from the discount window, and
banks with good access to money markets will only borrow if interest rates rise well above the
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discount rate.  Before 2003, the Federal Reserve limited banks’ borrowings, reviewed the
circumstances of borrowing requests, and potentially even referred instances of borrowing to
bank examiners for further review.  Historically, the discount window function was typically part
of a Reserve Bank's supervision department.  In general, bank supervisors discouraged reliance
on the discount window.  Some limitation on borrowing by the Federal Reserve was necessary
simply because the below-market discount rate gave banks a financial incentive to borrow that
had to be offset through moral suasion, but the administration and supervision reduced banks’
willingness to borrow even in circumstances in which borrowing would have had valuable
stabilizing effects on financial markets.

Furthermore, even though borrowing is contemporaneously kept secret by the Federal
Reserve, bankers are reluctant to use the discount window out of concern that borrowing will be
seen by market participants or examiners as an indication that their bank is suffering from
liquidity problems, or internally by bank management as an indication the funding officer made a
mistake.  Although previously details about discount window borrowing by individual depository
institutions were kept secret permanently, post-GCF legislation required the Fed to publish, after
a two-year lag, details of even routine lending to depository institutions, including borrower
identity, collateral securing the loan, and the interest rate.  As a result, banks may also be
reluctant to borrow because they are concerned about the eventual publication of their
borrowing.

Historically, stigma has worsened when the banking system is weak.  For example,
Madigan and Nelson (2002, p. 315) report that the average amount of borrowing on days when
the federal funds rate rose 25-200 basis points above the FOMC’s target rate fell from over
$400 billion in 1989 to just over $40 billion in 1993, a period during which (as noted previously)
several banks experienced financial difficulties, and then rose steadily over the 1990s as the
banking system strengthened.

Despite the 2003 overhaul of the discount window, stigma intensified sharply during the
GFC, impairing the ability of the Federal Reserve to respond effectively to the reduced supply of
term interbank lending using the primary credit facility alone.  In response, the Fed lowered the
primary credit rate relative to the federal funds rate and allowed longer-term borrowings.  In
addition, the Fed created a new discount window program – the Term Auction Facility (TAF) – in
December 2007.  The TAF provided depository institutions term discount window loans at
interest rates determined in regular auctions.  The TAF was largely stigma free and successfully
supplemented bank term funding (Carlson and Rose 2017).  Nevertheless, because of its
auction structure, the TAF could not accomplish two critical and related functions of central bank
standing lending facilities that were necessary to increase banks’ willingness to lend term funds
to each other:  Because of the several-day lag between auction and settlement, the TAF was not
able to provide funds to a bank that needed funds quickly, and it was unable to reassure banks
that they would be able to obtain funding on demand in the future if they needed it.  These
features were probably central to the absence of stigma from the TAF, as the delay in and
uncertainty of obtaining TAF funding would suggest to outside observers that the borrower was
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not in extremis.  This experience thus illustrates the difficulty of designing central bank lending
facilities that simultaneously meet all objectives.

Even though at the time of this writing banks in the United States are strong, stigma
associated with borrowing at the discount window is extremely elevated.  In response to a Fed
survey in March 2021 (Senior Financial Officer Survey), less than 10 percent of respondents
indicated that they would borrow from the discount window “if other funding sources are too
expensive” and over 60 percent indicated that they would borrow “only if other funding sources
became less available due to market-wide conditions.”  Notably, over 10 percent of respondents
listed no conditions under which they would borrow.  The continued stigma is likely due largely
to the negative responses of the public, media, and Congress to Fed lending during the GFC,
but also in part to the Fed’s continued mixed messages on borrowing.  For example, even
though the Fed encouraged banks to make use of primary credit and TAF credit during the GFC,
in May 2019 the Fed proposed that foreign banking organizations be subject to toughened
liquidity regulations, citing as a reason that “… analysis using Federal Reserve Board data on
Term Auction Facility usage in 2008 and 2009 finds that approximately 40 percent of foreign
banking organizations borrowed from the facility during the financial crisis.”  (Board of
Governors 2019).

Lending to Nonbanks in Unusual and Exigent Circumstances

In unusual and exigent circumstances, the Federal Reserve can provide credit to
non-DIs under the authority granted in Section 13(3) of the Federal Reserve Act (FRA).  Such
lending requires the affirmative vote of at least five members of the Board of Governors and that
the lending Federal Reserve Bank “obtain evidence that such participant in any program or
facility with broad-based eligibility is unable to secure adequate credit accommodations from
other banking institutions.”  The Fed also may lend to nonbanks against Treasury or federal
agency securities under Section 13(13) of the FRA.

Although through the early 2000s the Fed had not lent under these authorities since the
Great Depression, it used its Section 13(3) authority extensively in the GFC and the Covid crisis.
During the GFC, the Fed provided credit through broad-based facilities accessible by classes of
institutions (for example, money market mutual funds) and to individual financial institutions,
such as American International Group (AIG).  Lending under Section 13(13) did not occur in the
GFC or Covid crisis, although the Board authorized its use if needed to stabilize Fannie Mae
and Freddie Mac during the GFC.

Following the GFC, Congress required the Fed to henceforth extend credit under Section
13(3) only through broad-based facilities, only to solvent borrowers, and only with the approval
of the Secretary of the Treasury.  The law also required the Federal Reserve to disclose to
Congress within seven days certain information on such lending and to publish information on
such loans one year after the emergency credit facility is closed.

The broad-based facilities that the Fed operated during the GFC and then again during
the Covid crisis took two general forms:  facilities designed to lend to entities that needed
funding, and facilities designed to lend to intermediaries so that they would, in term, lend to
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entities that needed funding.  For example, in the two crises, the Fed extended credit directly,
through the Primary Dealer Credit Facility, to primary government securities dealers that needed
funds.  By contrast, in the two crises the Fed also lent to financial institutions that did not
themselves need the money, in order to finance the FI’s purchases of commercial paper from
money market mutual funds that were in desperate need of liquidity.

At times, concerns about the stigma associated with borrowing from the central bank are
dismissed on the view that if the institution needs the funds it will eventually borrow.  However,
credit facilities that lend to intermediaries who do not themselves need the funds will not
function if the institutions are unwilling to borrow.  Furthermore, such a view ignores the fact
that, especially if multiple institutions are afflicted by the same stigma, their bidding for funds will
tend to affect money market conditions in a way that undermines achievement of the central
bank’s objectives.

The Fed operated five broad-based facilities for lending to nonbanks during the GFC.
Two programs were opened in March 2008 amidst increasing strains in money markets and the
fallout from the financial difficulties of Bear Stearns:  the Term Securities Lending Facility (TSLF)
and the Primary Dealer Credit Facility (PDCF).  Both facilities provided support to primary
government securities dealers.  The TSLF allowed dealers to exchange less liquid securities for
Treasury securities at rates determined in regular auctions.  The PDCF lent to dealers using
repo transactions against public and private securities at the primary credit rate.  Three facilities
were created in the wake of the Lehman bankruptcy in the fall of 2008.  Under the Asset-Backed
Commercial Paper Money Market Mutual Fund Liquidity Facility (AMLF), the Fed lent to
commercial banks, bank holding companies, and primary dealers to fund their purchases of
ABCP from money funds to get liquidity to the funds, which were experiencing heavy
redemptions.  The Commercial Paper Funding Facility (CPFF) purchased newly issued top-tier
commercial paper from corporations that were experiencing difficulty rolling over maturing
paper.  And the Term Asset-Backed Securities Loan Facility (TALF) lent to investors to finance
purchases of new and existing ABS and commercial mortgage-backed securities.

Subsequent analysis has generally found that the Fed’s broad-based emergency lending
during the GFC was effective.  Wiggins and Metrick (2016),  Hrung and Seligman (2011), and
Carlson and Machiavelli (2020) found that the TSLF was helpful in relieving liquidity strains at
primary dealers and pressures in repo markets.  Duygan-Bump et al. (2013) found outflows
were lower at money funds that held AMLF-eligible collateral and that spreads on AMLF-eligible
ABCP narrowed by more than yields on similar but ineligible securities.  Similarly, Adrian et al.
(2011) found that the CPFF improved conditions in the CP market, and that spreads on
CPFF-eligible CP narrowed significantly more than spreads on CP that the facility did not
accept.  A number of studies found that the TALF improved conditions in ABS markets.  Ashcraft
et al. (2010), Campbell et al. (2011), and Ashcraft et al. (2012) all found that the facility
contributed to a sharp decline in yields on newly issued ABS and existing CMBS.

In response to the financial market turmoil and severe negative macroeconomic shock
caused by the onset of the Covid-19 pandemic in early 2020, the Fed immediately took many of
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the same lending actions it had taken in response to the GFC as well as some additional
actions.  As in 2007, the Fed reduced the interest rate on and lengthened the term of primary
credit loans.  The Fed also opened nearly all of the broad-based facilities for nonbanks it had
opened in 2008, including the PDCF, CPFF, and TALF.  The Fed also opened a facility that was
similar in structure to the AMLF but named the Money Market Mutual Fund Liquidity Facility
(MMLF) because it was not limited to ABCP as collateral, instead accepting unsecured CP as
well as other securities owned by money market mutual funds.  In addition, the Fed opened the
Municipal Liquidity Facility to purchase newly issued securities from states and local
governments, the Main Street Lending Program to purchase participations in bank loans to
medium-sized firms and nonprofits, the Primary and Secondary Market Corporate Credit
Facilities to purchase corporate bonds directly from issuers or on the secondary markets, and
the Paycheck Protection Program Liquidity Facility to lend to banks to finance their guaranteed
loans to small businesses.

Research on the effectiveness of the Fed’s lending in response to the Covid crisis has
just begun.  Clarida et al. (2021) provide a comprehensive overview of the Federal Reserve’s
actions in response to the Covid-19 crisis and conclude that, despite modest uptake, the
emergency lending facilities were important backstops that supported the continued flow of
credit to the real economy.  Anbil et al. (2021) find that the PPF boosted PPP lending directly,
and particularly in the case of large banks, indirectly by providing a conditional, backup source
of liquidity.  Lopez and Spiegel (2020) find that the direct effect was mainly on lending by small
and medium sized banks.  Li et al. (2021) find that the provision of funding by the MMLF
stabilized prime money funds.

Moral Hazard and Too Big to Fail

One of the costs of a central bank providing backup liquidity support may be moral
hazard.  Specifically, if a bank facing liquidity difficulties is able to borrow from the central bank
to repay its short-term creditors, its short-term creditors may not fully price in the risk of default.
In reaction, banks may take on more liquidity risk by funding themselves to an even greater
extent with short-term debt and investing more in illiquid assets.  As a result, the likelihood that
banks will need central bank liquidity support could rise further.

Liquidity regulations are one way to control such moral hazard.  Stein (2013) argues that
by requiring banks to hold low-yielding assets, liquidity regulations provide an incentive for
banks to increase their liquidity and reduce their need for emergency liquidity support.  In
contrast, an approach that was popular in Europe before the GFC was “constructive ambiguity”
(see Freixas et al. (2000)).  Under constructive ambiguity, the central bank is studiously vague
about whether it will provide liquidity support or not, with the intention of limiting moral hazard.
Constructive ambiguity did not survive the GFC.  Domanski et al. (2014) observed that once the
financial system became sufficiently fragile, it was not credible that the central bank would
withhold liquidity support.  They concluded that “[a]gainst this backdrop, it is questionable
whether constructive ambiguity is a viable policy option in the future.”
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There is now a widely held view that a central bank should rapidly provide generous and
reliable liquidity support in response to a crisis.  Indeed, one criticism of the Fed’s response to
the GFC has been that it ramped up too slowly (see Bernanke et al. 2020, pp. 13-14).  By
contrast, as noted above, when the Covid crisis hit the Fed immediately rolled out its entire GFC
arsenal as well as some additional artillery.

The constructive disambiguity approach to central bank liquidity support largely sets
aside moral hazard concerns or judges them to be addressed more appropriately through
regulation and supervision.  Going further, Carlson et al. (2015) question whether liquidity
regulations are necessary if liquidity support is reliably available from the central bank, on the
view that a central bank can essentially eliminate liquidity risk.  They conclude that it is
nevertheless important that a central bank refrain from lending to an insolvent firm and that
liquidity reserves are valuable because they provide the central bank time to ensure that the
potential borrower is solvent before lending.  Moreover, as reflected in the findings reported
above that the announcement of liquidity support can reduce illiquidity premiums materially, the
value of a borrower’s assets and therefore the solvency of the borrower can be a function of
expectations about whether the central bank will provide liquidity support.

A related concern is that, by requiring collateral, a central bank loan to an institution that
ends up failing could shift risk onto uncollateralized lenders and, if the borrower is an insured
depository institution and the loss is large enough, onto the FDIC insurance fund, an outcome
that also reduces the default risk facing short-term creditors of the bank at the expense of other
creditors (or the FDIC).  However, that possibility exists for any new collateralized borrowing, not
just loans from the central bank, and the problem to be fixed, if there is one, is that other
creditors and the FDIC are not taking proper steps to protect themselves.  It is worth noting that
identical risk-shifting occurs if the bank sells the assets that it is required to hold to meet its
liquidity requirements (“high-quality liquid assets” or HQLA); good assets are sold to pay off
short-term creditors, reducing the pool of creditors to absorb losses as well as the assets
available to offset the loss.

This conceptual discussion elides some practical but important reasons why central
banks should, in reality, require sufficient collateral that any loan is essentially riskless based on
the collateral alone.  First, the central bank can only act as a reliable source of backup liquidity if
it can specify clearly and in advance when it would lend.  The pernicious dynamic in which a
liquidity shock becomes a liquidity crisis because banks stop lending to each other out of fear of
themselves coming up short is broken if banks can rely on liquidity from the central bank.  Given
that the financial condition of the borrower can be uncertain, especially when the central bank is
lending to a bank experiencing funding difficulties at a time of market stress, the central bank in
such circumstances will need to rely almost entirely on collateral, as opposed to the financial
strength of the borrower, as the source of repayment.  Because of the adverse selection
problems discussed in Stiglitz and Weiss (1981), a central bank cannot use the discount rate
alone as a means to ensure that it is adequately compensated for risk, especially when it is
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lending to a bank under funding pressure.  The central bank can only be a transparent, reliable
backup source of liquidity when it understands and is compensated for the risk it is taking.9 In
practice, when lending with incomplete information about the condition of the borrower and the
value of the borrower’s assets, certainty about risk can only be achieved by excess collateral
sufficient to reduce risk to essentially zero.

Another reason why central bank lending should be collateralized is that it may be
appropriate for a central bank, as an independent government agency, to only make very low
risk loans.  Restricting the central bank to essentially riskless loans reduces the scope for the
central bank to engage in credit allocation; if the central bank makes risky loans, it is difficult for
elected officials to know the correct (unsubsidized) credit risk premiums.  As argued forcefully by
Tucker (2018), this difficulty makes such credit decisions inherently fiscal and so should be
made by elected officials.  In particular, he indicates that central banks need a “Fiscal
Carve-Out” that establishes a “... zone of constrained discretion, leaving them in control of their
balance sheets within those bounds.”  The carve-out needs to cover:

… the kind of assets [the central bank] can lend against; the kind of assets it can buy, in
what circumstances, and for which of its purposes; whether those operations are even
subject to consultation with the executive government or legislature; and how losses will
be covered by the fiscal authority and communicated to the executive government and
legislature. [Tucker 2018, p.488]

Moreover, some losses would be suffered even if loans were priced so that expected
losses were equal to zero; it could be argued that the potential for realizing such losses makes
extending them essentially fiscal decisions.  Sufficient collateral with conservative haircuts,
enough to reduce the credit risk of the loan essentially to zero, would eliminate this concern.
Alternatively, the Treasury or finance ministry could provide sufficient capital or indemnification
to make the loan essentially riskless to the central bank, but such arrangements raise
complicated and difficult questions about central bank independence.  For one, it is unclear why
the Treasury should not finance the entire loan other than to obscure the amount of taxpayer
funds being committed.

That said, it should be recognized that lending against abundant collateral has costs as
well as benefits.  For one, it is by taking collateral that central bank lending can shift risks onto
other creditors and onto the deposit insurance fund.  For another, by consuming collateral, the
central bank loan can accelerate the demise of the borrower by reducing its capacity to borrow
in the marketplace and providing an incentive for its other creditors to withdraw rather than have
risk shifted onto them.10

10 The Fed created and authorized but never opened a credit facility in 2008 that would have lent directly
to money market mutual funds.  The funds asked the Fed not to open the facility because they feared that
its existence would accelerate investor withdrawals.

9 Although Stiglitz and Weiss show that collateral does not solve the adverse selection problem, they do
so making additional assumptions that are irrelevant for the situation being considered such as that
wealthier individuals are less risk averse.
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While the foregoing concludes that abundant HQLA is desirable to enable an orderly
failure, and that abundant collateral pledged to the central bank is desirable to secure a reliable
liquidity backstop; the reasoning does not suggest that both are necessary.  As envisioned by
King (2016), if a bank has collateral pledged to the central bank sufficient to secure funding to
cover all contingencies, the bank is not exposed to liquidity risk.  In the extreme, if, as King
suggests, a bank must have pledged enough collateral to cover all of its liabilities, the central
bank’s collateral haircuts become capital requirements and the risk-shifting problem goes away
entirely.

Concluding Comments

Lending to banks has long been recognized as a key tool, and perhaps even the defining
feature, of a central bank.  However, central banks have diverged notably on their philosophies
of and frameworks for lending.  Some central banks extend credit essentially continuously to
banks, and such loans account for a large fraction of their assets in routine circumstances.
Other central banks lend primarily on a contingency basis, where the contingency could be so
routine as an unexpected loan request by a commercial customer or so significant as a systemic
liquidity crisis.  Central banks that lend primarily on a contingency basis typically have only a low
level of loans outstanding and, because of the balance-sheet identity, must largely rely on other
assets, such as government securities, as counterparts to their currency and reserves liabilities.
For such central banks, open market operations tend to displace lending as the primary tool of
monetary policy.

In economies with highly developed financial markets, open market operations can be
an efficient tool for controlling short-term interest rates, the standard operating target for
monetary policy, as well as for influencing financial market conditions more broadly.
Nonetheless, an important open question is whether the combination of heavy reliance on open
market operations and a secondary role for central bank lending undermines the effectiveness
of the discount window at crucial junctures.

Indeed, some central banks have struggled with an ineffectiveness of the discount
window in forestalling or subduing financial crises.  Banks may be reluctant to borrow from the
central bank and rightly perceive a stigma of borrowing.  Banks’ reluctance to borrow may have
a variety of causes, some of which should be under the control of the central bank – for
example, the terms and conditions of lending – and some of which may not be – for example,
the attitudes and practices of bank supervisors other than the central bank itself.  A potential
drawback of the trend in recent years toward large central bank balance sheets and high levels
of bank reserves is that banks may rarely need to borrow from the discount window in relatively
tranquil periods and partly as a result will go to extreme lengths to avoid borrowing in financial
crises.  An important open issue for monetary economists and central bankers is how central
bank lending can regain its stabilizing function in economies where it has been severely
diminished.
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