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facing is not illiquidity. It’s risk. It’s unbounded, almost
unquantifiable risk. — Bill Nelson
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WHY DO I CARE?
If you are looking at the below image, trying to understand how this rube Goldberg machine works
and feel baffled, you aren’t alone. Far from it. No one understands it. Take a moment to let that
sink in. No one, not even the Fed, understands how markets and the economy work, which is why
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it was totally blind-sided by the sudden
illiquidity that hit repo markets around
this time last year. So, as absurd as the
above image looks, bear in mind that it
has just about as much credibility as
any other model that the Fed uses to
understand and act upon markets, and
by extension, the economy.
My guest today is a career policymaker
and monetary policy expert with
decades of hands on experience
working in and around the world of
central bank policy making with stints
at both the Federal Reserve and the
Bank for International Settlements.
And yet, I’m currently at a loss for what
to ask him.
We could, and probably will discuss some of the various ways in which the Federal Reserve and
global central banks will attempt to further stimulate inflation. I find it somewhat perplexing that
these extraordinary methods are referred to as “innovations” in central bank speak. I suppose this
is one way of looking at them. Another way to describe the Fed’s purchase of corporate bonds, for
example, is as a gross overstep of its mandate (and Bagehot’s dictum) and yet another example of
preferential treatment for America’s largest and most well-connected institutions. Dr. Nelson does
not believe that the Fed will purchase, or create an SPV that will purchase, equities, at least not
without a change in the law. He cites Bernanke’s, Geithner’s, Paulson’s “First Responders,”
specifically the chapter title “The Legal Authorities Framing the Government’s Response,” in order
to argue that “the Fed’s emergency lending authority under Section 13(3) of the Federal Reserve
Act allows it to ‘discount... notes, drafts, and bills of exchange when such notes, drafts, and bills of
exchange are endorsed or otherwise secured to the satisfaction of the [lending] Reserve Bank....’
Nelson seems to rest his argument on the fact that bonds are notes and equities are not. But while
he concedes that the Fed is purchasing corporate bond ETF’s, he thinks that “the Fed may be
thinking of the ETF as a pass-through vehicle so that the Fed sees itself as discounting the bonds
owned by the ETF.” But I wonder if all of this is irrelevant, because the Fed is already intermediating
it’s purchases through the use of special purpose vehicles (SPV) and it seems like it could always
come up with a convoluted argument that made the case for why the Fed itself was not “technically”
buying equities.
This is where we are in 2020, trying to guestimate how far our public institutions will go in their
efforts to combat inflation…or is it unemployment? Perhaps rising income and wealth inequality?
Systemic racism? Gender discrimination in the work place? I’m not being coy. Congressional
Democrats introduced legislation before going on recess that would make reducing racial inequality
in the U.S. economy an official part of the Federal Reserve’s mission. The Federal Reserve Racial
and Economic Equity Act requires the central bank to take action “to minimize and eliminate racial
disparities in employment, wages, wealth, and access to affordable credit.” Considering that the
Federal Reserve, which is entrusted with conducting the nation’s monetary policy cannot even hit
its official inflation targets, asking it to solve America’s racial divide seems like a tall order indeed.
But again, this is where we are in America today.
So, back to the important questions of ‘why do I care and what do I want to ask Bill about?’ Well,
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we will be recording this conversation after the Federal Open Market Committee finishes meeting
this week, so both of us will have had a chance to watch the FOMC press conference before
beginning our discussion. It will be great to have someone with Dr. Nelson’s stature and experience
to speak to right after the presser and should provide listeners important insights and timely
analysis. I also want to take this opportunity to pick Bill’s brain about the types of credit facilities the
Fed has put into action so far, its objectives, its efficacies, and how far he thinks it will go in the
pursuit of its goals. Of course, this resurrects the question posed earlier which is “what is the Fed’s
mandate?” Historically, the Fed has answered this question with ‘inflation,’ but over the years has
expanded it to include unemployment and financial stability. I don’t believe that this is actually the
Fed’s mandate, at least not anymore. I think the Fed understands that its job is to manage the
nation’s overwhelming debt burden – public and private – and that this is what explains the steps
it has taken and continues to take. The United States economy is effectively the Fed’s customer,
borrowing from it the dollars it needs in order to produce the capital required to pay the interest on
the loans outstanding. The Fed cannot exist without the American economy, and the American
economy would experience an economic and political singularity if the Fed began contracting its
balance sheet at this point, or even stepped away from its commitment to continue expanding it as
needed. Given that most of what we think of as ‘money’ is loaned into existence, are such political
crises as the one we are in today inevitable so long as there is a central bank in charge of managing
the nation’s money? Is it unrealistic to entrust a political institution with the power to create money
out of thin air without expecting it to eventually abuse that power, even if it is well-intentioned?
Unfortunately, I the answer to both of these questions is ‘yes.’ At this point, however, the Fed has
painted itself into a corner. It cannot afford to step away. The American economy, and by extension
the world, is so heavily indebted that national governments and central banks need to alleviate the
burden. Lowering rates is not enough, partly because the Fed is not a primary counterparty to most
borrowers, but mostly because interest payments themselves eventually become onerous and eat
into the capital base from which future growth is generated through investment. Basically, America
and the world may have reached their “Minsky Moment,” and central banks are simply playing their
part in helping to forestall the reckoning that was inevitably going to happen at some point.
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ACTIONS THE FED COULD TAKE IN RESPONSE TO COVID-19
The COVID-19 epidemic is projected to reduce economic activity, may reduce market liquidity, and
could generate a flight to quality from risk assets to federally insured deposits at banks. In addition
to easing monetary policy (for some ideas on that front see here), the Federal Reserve could take
the following steps to allow banks to continue providing credit to businesses and households and
liquidity to financial markets.
MONETARY POLICY
The Fed could cut reserve requirements, currently set at 10 percent of transaction accounts, to
zero. Banks are currently required to maintain about $140 billion on deposit at their Federal
Reserve Banks in order to satisfy such reserve requirements (such deposits are called “reserves”).
Because required reserves are not included in the stock of liquid assets that satisfy liquidity
requirements (“high-quality liquid assets” or “HQLA”) but excess reserves are, the change would
boost banks’ HQLA by about $140 billion immediately. As a result, banks could use those funds to
finance credit to the real economy.
Under the Fed’s current floor system for monetary policy, reserve requirements serve no purpose,
so this change comes at no cost. (An alternative way to achieve the same result would be to amend
Regulation D to allow a bank to use its required reserves to meet a liquidity exigency, which would
allow for their inclusion in HQLA.) For additional discussion of this proposal, see here).
LIQUIDITY PROVISION
The Fed extends collateralized loans to financially sound commercial banks through its primary
credit facility, a/k/a/ the “discount window.” The loans are extended at the primary credit rate (the
“discount rate”), which is currently 2 ¼ percent, 50 basis points above the top of the Federal Open
Market Committee’s (FOMC) target range for the federal funds rate. Although the discount window
is supposed to be a no-questions-asked facility that banks are encouraged to include in their
contingency plans[1], banks are reluctant to use the discount window for reputational reasons. More
tangibly, under the Fed’s liquidity stress tests, banks have been prohibited from including planned
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discount window borrowing for more than a
few days, even though there is no such
restriction in law or Fed policy. The same is
true under the resolution planning (living will)
requirements imposed jointly by the Fed and
the FDIC. As a result, banks must hold far
more cash assets than they would actually
need.
The Fed could take three steps to make the
discount window a more viable source of bank
funding. First, as it did in the financial crisis,
the Fed could cut the discount rate to 25 basis
points above the top of the target range. By
cutting the discount rate, the Fed would be
emphasizing that banks were encouraged to
use the window should the need arise,
reducing the likelihood that banks would
respond to any periods of market illiquidity by
pulling back from lending to other financial
institutions. Second, as was also done in the
crisis, the Fed could lengthen the initial
maturity of discount window loans to 90 days.
Such an extension would provide banks
greater confidence that discount window
borrowing could be used to address somewhat longer-term funding needs. Perhaps more
importantly, it would justify the change to the rollover assumption on discount window loans in the
liquidity coverage ratio (LCR) requirement discussed below. Third, it could revise its liquidity stress
tests and (along with the FDIC) resolution planning requirements to eliminate arbitrary limits on
assumed discount window borrowing.
Another prudent step the Federal Reserve could take would be to prepare for a broader liquidity
facility if subsequently required. Under section 13(3) of the Federal Reserve Act, the Federal
Reserve retains emergency lending authority to lend to non-banks that it can use in “unusual and
exigent” circumstances. The Fed used that authority extensively in the crisis to make loans to help
support individual troubled institutions such as AIG and also to create broad-based lending
facilities. Although the Dodd-Frank Act amended the Fed’s emergency lending authority to remove
the ability to lend to support individual institutions, the Fed retained the ability to lend through broadbased facilities. One of those facilities, the Primary Dealer Credit Facility (PDCF), was essentially
a discount window for primary dealers, the large broker-dealers with which are the Fed’s
counterparties in market transactions. The Fed could prepare the PDCF without announcing or
opening it. The approval of the Treasury Secretary would be required before the facility was
activated.
REGULATORY POLICIES
The Fed could also make changes to its bank regulations or enact promptly already planned
regulatory changes that would not reduce safety, soundness or financial stability but would enhance
banks’ ability to extend credit to businesses and households and liquidity to financial markets. As
became evident during the episode of financial market volatility in September, current regulations
can inhibit banks’ ability to provide liquidity where it is needed (for further discussion, see here).
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Liquidity regulations
The main liquidity regulation for banks is the liquidity coverage ratio. The LCR requires banks to
hold high-quality liquid assets in an amount equal to 30 days of projected net cash outflows under
stress. The LCR currently assumes that any discount window loans outstanding to a bank will not
be rolled over, resulting in a projected net cash outflow – in other words, that the Fed will refuse to
continue lending, and the bank will have to sell an asset in response. The Basel standard is for the
rollover assumption for discount window loans to be 100 percent, and other countries have adopted
that standard. The Fed assumed a rollover rate of 0 percent to reflect the Fed’s intention that the
discount window be a source of only short-term funding. When adopting the LCR, however, the
regulation stated:
The agencies noted in the proposed rule that should the Federal Reserve Banks offer alternative
facilities with different terms than the current primary credit facility, or modify the terms of the
primary credit facility, outflow rates for the LCR may be modified.
If the Fed lengthened the initial maturity of discount window loans as discussed above, it could and
should also raise the assumed rollover rate in the LCR on discount window loans to 100 percent.
The change would encourage banks to deploy their liquid assets by giving them a viable backstop
in case they faced liquidity pressure, as they would be able to increase their HQLA for regulatory
purposes dollar-for-dollar by borrowing from the discount window against non-HQLA collateral.
The Fed could also encourage banks to use HQLA as needed. To reinforce that message, it could
remove the existing requirement that a bank submit a remediation plan within three days if it
breaches the LCR. That requirement adds to stigma and forces banks to treat the LCR as a binding
requirement rather than a buffer; it also convinces markets that any deviation reflects fatal
weakness rather than prudent liquidity management.
Capital regulations
The Fed could also make modest changes to current or proposed capital requirements that would
support the ability of banks to provide credit to the economy and be able to accommodate large
amounts of deposit inflows in the event of a flight to safety. As discussed below, such inflows could
put further pressure on banks’ balance sheet capacity, reducing market liquidity.
First, when the CCAR 2020 instructions are published (likely this week), the Fed could announce
that it expects to implement the stress capital buffer (SCB) and, as a result, remove the quantitative
assessment from this year’s tests. The SCB combines stress tests result with point-in-time capital
requirements. Under the proposal, banks’ ongoing requirements would be calculated by adding the
decline in capital projected in the stress test to banks’ minimum requirement and GSIB
surcharge. Implementing the SCB would not materially change the risk-based requirements of the
global systemically important banks (GSIBs) and would allow banks to better sustain an influx of
deposits and deploy capital to low-risk activities as a result of the removal of the leverage ratio
hurdle rates (as well as the other hurdle rates) from the tests.[2] In addition, the Fed could give
banks additional time to comply with the SCB and extend the compliance date to 2021 (instead of
2020:Q3).
Second, the Fed could remove the stress leverage buffer (SLB) from the SCB proposal, as Vice
Chair Quarles has already suggested it do. Retaining the SLB could make the tier 1 leverage ratio
requirement bind, especially if a flight-to-safety event occurs over the coming months. A large influx
of deposits to the banking sector would lead to an increase in a bank’s balance sheets and raise
the risk of a bank breaching its SLB requirement. The more leverage constraints bind, the less able
are banks to provide liquidity to financial markets, potentially adding to a reduction in liquidity
stemming from absent market participants.
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BANKING REGULATION, MONETARY POLICY AND THE ROLE OF THE CENTRAL BANK
During the financial crisis, the Federal Reserve and other government agencies took extraordinary
actions to support the financial sector. Those actions were an appropriate response to
unprecedented events, but vastly increased government’s role in financial markets. Ten years postcrisis, however, the Federal Reserve’s role in financial markets has not returned to its pre-crisis
norm and only continues to grow.
The Fed’s expanding role owes much to interactions between its regulatory and monetary policies.
Several post-crisis regulations and examination mandates encourage banks to prefer the Fed (or
other government entities) as counterparties rather than other banks or financial institutions, and
more generally to retreat from financial market intermediation critical for monetary transmission.
Meanwhile, the Fed has been conducting monetary policy with a massive balance sheet and an
expanded set of counterparties—actions that not only respond to but also further encourage the
regulatory-induced retreat from intermediation by the banking sector.
The central irony of the Federal Reserve’s current path is that its regulations were designed to
prevent banks from ever having to rely on any type of governmental support, because such support
represented a risk to the taxpayer and a moral hazard; such support was defined to include not just
capital injection but also traditional discount window lending. Instead, though, the taxpayer now
supports—directly and daily—a massive, unprecedented, and growing Federal Reserve role in U.S.
financial markets. Taxpayer funds are also paid directly to money funds and other non-banks
through a reverse-repurchase facility that has become necessary for the Fed to effectuate monetary
policy. Thus, rather than playing a supporting role in markets once in a generation, the Fed has
become the star of the show.
Relevant components of the supervisory and regulatory response
Post-crisis banking regulation included first-ever liquidity requirements and significant increases in
the quantity and quality of required capital. In the United States, those reforms included capital
stress tests designed to ensure that banks could withstand severe financial crises and economic
contractions to come.
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While those regulations have many
virtues, they have instilled in law a
preference for banks to transact with the
central bank or government-sponsored
agencies rather than other banks or
financial institutions. For example, the
regulatory Liquidity Coverage Ratio
(appropriately)
treats
government
securities more favorably — that is, as
more liquid — than private securities, and
it treats (questionably) loans from
government agencies as more reliable
than loans from banks or other financial
institutions.
Post-crisis capital requirements have also
weakened the interconnectedness of
money markets critical for the transmission
of monetary policy to the real economy. The Basel III capital accord included a 3-percent leverage
ratio requirement, which the Federal Reserve raised to 5 percent for the largest banks; the Fed
also included post-stress leverage requirement in its annual stress tests. Leverage requirements
create a disincentive for banks to invest in low-risk assets such as repo lending. Similarly, multiple
components of the systemic risk score used to calculate the capital surcharge applied to Global
Systemically Important Banks (GSIBs) increase when banks participate in the repo or FX-swap
market, effectively overtaxing that activity from a capital standpoint; here again, the Fed effectively
doubled the tax for U.S. banks compared to those subject to the Basel accord as drafted.
As noted, each of these rules has significant virtues, which are obvious and widely touted.
Collectively, though, they come with costs that are subtle and have been under-studied, particularly
as some of them come from a complex interrelationship with monetary policy.
Relevant components of the monetary policy response
As part of its response to the Great Recession, the Federal Reserve purchased longer-term
government securities to put downward pressure on longer-term rates. By October 2014, the
Federal Reserve had accumulated $4.5 trillion in assets. The asset purchases were funded with a
commensurate increase in deposits of banks at the Fed, a/k/a “reserves,” which rose from less than
$50 billion before the financial crisis to a peak of $2.8 1trillion. With banks oversupplied with
reserves, the federal funds market—where banks short on reserves previously had gone to borrow
for account management purposes—withered.
The superabundance of reserves necessitated a different approach to policy. In particular, rather
than raising rates by reducing the supply of reserves, in 2015 the Fed began to raise the interest
rate it paid banks on excess reserves, a/k/a the IOER rate. But to ensure that market rates would
increase along with the IOER rate, the Fed also offered a standing reverse repurchase facility that
paid nonbanks a certain return on overnight investments in the Fed. Essentially, rather than just
paying interest on deposits from banks, the Fed also started paying interest on deposits from GSEs,
broker-dealers, and money funds.
As a crude summary of the increased role of the Federal Reserve in the financial system, we
calculated the sum of all assets and liabilities that were transactions between the Fed and a private
institution or a foreign official institution (as opposed to Treasury or currency). At the eve of the
crisis, in June 2007, the items added up to $66 billion; in January 2020, they totaled $2,188 billion.
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Market interactions
In January 2019, the FOMC decided to continue conducting monetary policy with an oversupply of
reserves, in part because of an increase in the level and volatility in demand for them. That demand
for reserves was significantly owed to the preference federal banking agencies had for banks to
hold reserves over other types of liquid assets.
In September 2019, the repo market broke down because banks and broker-dealers did not step
in to equilibrate a supply-demand imbalance caused by corporate tax payments and Treasury
securities settlement. Banks were unwilling to use their reserve balances to lend into the repo
market, in part because of a supervisor preference that banks hold reserves rather than Treasuries.
Banks also were unwilling to raise funds to lend into the repo market for two reasons: leverage
requirements and GSIB surcharges generally made the resulting balance sheet expansion too
expensive, and banks were reluctant to upend their capital and liquidity allocations to respond to a
temporary event.
The Fed responded to the breakdown by further expanding its balance sheet and actively
considering creating a standing repo facility that would mirror its standing reverse repo facility.
Reportedly, the standing facility might not just lend funds to commercial banks (which already
borrow through the discount window) and primary dealers (which already participate in Fed open
market operations) but also hedge funds and other participants in the FICC sponsored repo
program. In short, the Fed stepped in to solve a problem caused by its increased role in financial
markets by further expanding its role in those markets and by planning to increase its role in them
still further.
More to come?
The volatility in repo markets in September 2019—and the massive Federal Reserve response—
occurred in part because banks are disincentivized by regulation and supervision to exercise their
core function: offering liquidity where it is needed. If the next dislocation happens when the
economy is weak rather than strong, the turmoil could cascade into capital markets and the broader
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economy. If so, especially with the
federal funds rate already near zero,
the
Federal
Reserve
would
necessarily ramp up its balance
sheet
and
intervene
more
aggressively in financial markets.
More immediately, there is a chance
that the FOMC will indicate that it is
officially targeting the repo rate
rather than, or in addition to, the
federal funds rate. If so, because the
FOMC controls neither supply nor
demand in the repo market (unlike
the federal funds market), it will have
to effect control by standing ready to
lend or borrow into the market in
unlimited quantities at fixed interest
rates just above and below its target
rate. If this were to happen, the Federal Reserve would become the “market maker of first resort”
in the world’s most important financial market. Again, all of this is due to regulations designed to
reduce the likelihood of the Fed supplying indirect liquidity support to banks, because that Fed role
is seen as too much governmental involvement in finance.
Breaking the feedback loop
To some extent, the Federal Reserve appears to have heard these concerns. In response to the
turmoil in September 2019, it is reportedly attempting to convince examiners to stop encouraging
banks to favor reserves over Treasuries. The Fed has also proposed reducing the U.S. leverage
ratio requirement toward international norms (see Fed proposal here) and raised the possibility of
eliminating the leverage-ratio hurdle rates from stress tests (see Fed speech here).
Moreover, beginning in October 2017 the Fed had been shrinking its portfolio of government
securities by reducing its reinvestments of principle. Reserve balances had declined from a high of
$2.8 trillion to about $1.4 trillion in early September 2019. Market rates had risen from below the
IOER rate to at or a bit above the rate, providing banks an incentive to economize on their holdings
of reserve balances.
Unfortunately, the Fed reversed course following the September turmoil and as of mid-January
2020 had reinflated its portfolio by over $400 billion. The jury is out as to whether the Fed will
continue the gradual decline once having addressed the volatility in reserves that contributed to the
turmoil.
In November 2018 the FOMC indicated that it would reconsider its decision to implement monetary
policy using a large-balance sheet approach if it turns out the necessary balance sheet is much
larger than it anticipated. While the precise level it anticipated is secret, available information
suggests the FOMC then judged that $1 trillion in reserves would be needed. The Fed’s current
estimate appears to be about $1½ trillion.
We encourage the Fed to keep to its word, reconsider its decision, and decide to conduct policy in
a manner similar to how it did before the crisis, with a level of excess reserves about one thousandth
of its current level. It should combine that change in monetary policy with the changes in regulatory
policy it is already considering, strengthening forces of arbitrage between money markets and
therefore the monetary transmission mechanism.
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Before the crisis the Fed implemented monetary policy by engaging in small and comparably
unimportant repo transactions with primary dealers to adjust the size of its balance sheet. Given
the tight linkages between financial markets, changes in the fed funds rate were well transmitted to
other interest rates. As a result, the Fed once had a small footprint and good monetary control. In
the current environment, the Fed’s footprint is huge and growing and its monetary control
questionable.
If the Fed continues on its current course, when the next crisis occurs, we worry that its
independence will be at risk. The star of the show always takes the blame when the ratings are
poor.
BLAST EMAIL ON MONETARY POLICY: MEANDERING BAZOOKA EDITION (JULY 17, 2020)
Is it just me, or is monetary policy sort of boring lately? Short-rates are at zero and not going
negative. Forward rates are at zero for essentially forever, so there isn’t much to be done with
forward guidance. And term-premiums on longer-term securities are at record lows, so there
doesn’t seem to be much for a Large Scale Asset Purchase (LSAP) program to do either. Plus, the
Fed is already buying Treasury and Agency securities much faster than it did under QE3, but for
no particular reason, according to Chair Powell. Yield curve targeting fizzled as everyone knew it
would. Even the radical purchases of corporate bonds seem dull. The Fed is just doing them
because it said it would, not because there are any particular problems to fix in corporate bond
markets. And honestly, if the FOMC is waiting to finish its highly academic discussion of its policy
framework to take serious action, it must not feel a lot of urgency.
When, then, will we get the fireworks? When do the bazookas come out? And which bazookas,
exactly?
Well first, the economic outlook has to clear up, and I don’t mean in a good way. As the Committee
keeps repeating, the outlook is bimodal. Either we get a solid recovery in the second half and
nothing much more needs to be done, or we double dip and its soup-kitchen time. Polices that
make sense along one path don’t make sense along the other.
With one exception – conditional forward guidance: a promise to keep rates at zero at least until
certain conditions are met. Date-based guidance doesn’t work because the FOMC could end up
seriously regretting a date that is far enough into the future to be helpful along the bad path, while
announcing a date appropriate for the good path at this point could push rates up rather than down
because investors could move forward their expected date of liftoff. Conditional guidance,
especially guidance based exclusively on inflation rather than both inflation and unemployment,
would work well. There is no particular
reason to include the unemployment rate –
the only reason the Committee wouldn’t
want the unemployment rate to be low would
be if it caused inflation – and promising to
keep rates at zero until inflation had
persisted above the FOMC’s target of 2
percent for some time could reduce the
likelihood that people will start marking down
their expectations for inflation. If inflation
expectations start to move down, that’s
when the big guns come out.
Although it’s the nominal (that is, the regular)
interest rate that gets all the attention, it’s the
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real interest rate – the nominal interest rate minus the expected rate of inflation – that determines
whether monetary policy is slowing or stimulating the economy. If your investment is just providing
you a return equal to the rate of inflation, then you are earning back dollars that can only buy the
same amount of stuff as the dollars you invested; that is, you are earning a zero real rate of interest.
Currently, nominal interest rates are zero and expected inflation is probably about 1¾ percent, so
the real interest rate is -1¾ percent. That’s low enough to help stimulate the economy. But the
unemployment rate is far, far above the level consistent with stable inflation (the “NAIRU” or “nonaccelerating inflation rate of unemployment”), and that gap is going to push wages and general
inflation down. As inflation falls, or is expected to fall, inflation expectations will move down, and
that will move up the real interest rate. Monetary policy will be tightening, stimulus will be declining,
and that reduced stimulus could push the unemployment rate higher still. The higher unemployment
rate would push down inflation, lowering inflation expectations further, and so on.
That’s a deflationary spiral and that is what everyone is really afraid of. That’s when the bazookas
come out.
It is worth noting that while it was surprising that inflation didn’t move up much at all when the
unemployment rate had fallen below 4 percent pre-Covid, it was equally if not more surprising, and
fantastically lucky, that inflation didn’t move down much in 2008-09 when the unemployment rate
rose to 10 percent. The standard explanation for that lack of movement is that inflation expectations
are “well anchored.” Because expected inflation doesn’t move much, actual inflation doesn’t move
much. The Fed’s ongoing discussion about its monetary policy framework is mostly really about
how to keep inflation expectations well anchored. Actually, I’m not sure what’s not to like about the
experience over the past 18 years. I hope they don’t switch to some difficult-to-communicate policy
and mess things up. Anyway, if inflation expectations, or even inflation, start to move down, I expect
the FOMC to quickly take additional forceful action.
Two things make for a good bazooka. First, it has to be scalable. If you do it and things don’t get
better, you have to be able to do it again, even more so. You have to be able to “do whatever it
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takes.” Second, it has to be unfalsifiable. No matter what happens, you must
be able to credibly claim that it is working. Luckily, you can almost always say
“well, things might be bad, but they would have been even worse without the
bazooka.” As discussed in this FT article, while FOMC leadership insisted
that they would stop QE3 if it didn’t work in order to get Committee consensus
at the start, there was no way that was ever actually going to happen, which
is partly why the FOMC ended up buying more than twice the amount of
securities than originally projected under QE3. Seriously, with the economy in
dire straits, would the FOMC ever announce that it was going to stop doing something because it
wasn’t working?
The go-to bazooka is going to be long-term asset purchases, “LSAPS” or “QE” of long-term
Treasury securities or Agency MBS. Even though long-term rates are incredibly low, they can
always get lower. Also, in a world where an LSAP is needed, the Federal deficit will be even higher,
and the purchases would help ease the burden of all that debt issuance. I expect the LSAP would
be structured as a flow-based program like QE3 where the Committee promises to keep buying
until certain economic conditions are met.
Bazooka #2 will be ramping up the purchases of corporate bonds. The Fed and Treasury are
together currently purchasing investment-grade corporate bonds through their Secondary Market
Corporate Credit Facility (SMCCF). The Treasury has allocated $25 billion in equity to a special
purpose vehicle (SPV) on the books of the Fed to purchase the bonds, and the Fed is willing to
lend up to $225 billion to the SPV to finance the purchases. The SPV has also purchased
exchange-traded-funds (ETFs) that invest in The Fed will not, however, purchase, or create an
corporate bonds. As of July 15, the facility SPV that will purchase, equities, at least not without
had only purchased $15 billion in ETFs and a change in the law. — Bill Nelson
Bonds.
The corporate bond purchases make a good bazooka because they can be scaled up almost
indefinitely (the Treasury still has, I believe, $260 billion in CARES Act funding to invest if it chooses
to) and the bond purchases cannot be shown to have been unsuccessful. Whatever corporate bond
rates actually do, they will always be lower than they would have been without the purchases. When
the Fed decides to go for shock and awe, it will increase the size of these purchases. It could also
extend eligibility to slightly-below-investment grade bonds, as it has already done for its primary
market purchases of corporate bonds.
The Fed will not, however, purchase, or create an SPV that will purchase, equities, at least not
without a change in the law. As discussed in the chapter “The Legal Authorities Framing the
Government’s Response,” in Bernanke, Geithner, Paulson “First Responders,” the Fed’s
emergency lending authority under Section 13(3) of the Federal Reserve Act allows it to “discount...
notes, drafts, and bills of exchange when such notes, drafts, and bills of exchange are endorsed or
otherwise secured to the satisfaction of the [lending] Reserve Bank....” Bonds are notes, equities
are not notes. While it’s true that the Fed is lending to the SPV and the SPV would be buying the
equities, according the BGP chapter, the Fed sees the SPV as simply a vehicle to manage collateral
and provide transparency. Yes, the SMCCF purchases ETFs, and ETFs are not a note, draft, or
bill of exchange; but the Fed may be thinking of the ETF as a pass-through vehicle so that the Fed
sees itself as discounting the bonds owned by the ETF.
One tool that could be deployed is a funding-for-lending program (FFLP) along the lines of ones
adopted by China, Brazil, Japan, Singapore, Sweden, Switzerland, Korea, the United Kingdom,
and the ECB. As I wrote in May, the Fed could auction large amounts of discount window loans
with a negative stop-out rate and a maximum bid amount equal to the bidding bank’s recent
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increase in some targeted type of lending, such as SME lending. An FFLP is not, however, a perfect
bazooka. While it is scalable – the auction amounts can always be increased, the stop-out rates
reduced, or the covered type of bank lending used to determine maximum bid amounts expanded
– it is falsifiable. In particular, the take up can be low, and the Fed can’t claim the facility is
encouraging more lending to the real economy than the FFLP lends to banks. Internationally,
FFLPs have been seen as not very effective. Still, if the Fed becomes concerned about deflation,
I’d expect it to open an FFLP.
Indeed, I wrote in April that I thought the Fed might open an FFLP relatively soon. At that time, the
Fed had just announced (see press release here) an extraordinary change to its treatment of
daytime overdrafts in banks’ accounts at Federal Reserve Banks. In particular, the changes allow
banks to incur unlimited, uncollateralized, and free daylight overdrafts. I had thought, perhaps, the
Fed was seeking to free up the discount window collateral normally used to secure daylight
overdrafts so the collateral would be available for an FFLP.
However, now I think something else is going on. Without announcement or explanation, the Fed
has stopped publishing data on daylight overdrafts. Historically, and up until recently, once a
quarter the Fed has published data on the peak and average daylight overdrafts experienced over
each two-week period in the quarter. (The data are available here). The data were released about
one month after the end of the quarter. But the Fed never published data on the first quarter of this
year. It seems doubtful that the two mysteries are unrelated. Maybe something the Fed doesn’t
want to talk about happened in March that would be revealed by the data and that led to the daylight
overdraft policy change.
Rather than taking the punch bowl away when the party gets started, if there is risk of a deflationary
spiral the Fed will be the guy rummaging in the back of the liquor cabinet at the end of the night
saying “Hey! Don’t leave!” One two-thirds empty bottle of peach schnapps the Fed could pull out in
such circumstances is negative interest rates. The Fed has said negative interest rates are off the
table, and there is a consensus they can’t go negative by much and don’t provide much stimulus.
But everything will be on the table if inflation expectations start moving down.
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BLAST EMAIL ON MONETARY POLICY: JULY MINUTES SUGGEST TO ME THAT THE
FED IS WORRIED ABOUT STOCK PRICES (AUGUST 20, 2020)
The minutes to the FOMC meetings are very carefully drafted. Different staffers write first drafts of
each of the different sections, and those drafts are edited in several rounds by higher and higher
levels of Board staff and finally edited by Board leadership before being sent out to the FOMC
participants (members of the Board of Governors and Reserve Bank Presidents whether voting or
nonvoting). Comments received from participants are addressed, Board senior staff and leadership
review one last time, and a final “fatal flaw” draft is sent to participants. Changes made toward the
end of the process are held to the minimum to avoid having to resend the whole thing again to
participants.
When I read the minutes, I look for
awkward sentences and ask how they
could have ended up that way. In the
July minutes, I was struck by these two
sentences from the staff’s assessment of
the financial situation:
The staff judged that asset
valuation pressures were notable.
In particular, high-yield and
investment-grade corporate bond
spreads were within historical
norms, and commercial real
estate prices were continuing to
increase despite rising vacancy
rates.
If these two sentences had been written this way near the start of the process, they would have
never survived intact. The first sentence says price pressures were notable; the second sentence
begins “In particular” but doesn’t then list an asset category with elevated prices – instead we are
told corporate bond spreads are normal. Next the text indicates CRE prices are elevated, but that
fact is connected with an “and” even though bonds and CRE price pressures are different, not the
same. If CRE is the only example of price pressures you plan to list, you would normally put it first
or say “even though xyz is true, CRE prices are high” although that only works if xyz is outweighed
by your list of assets with elevated prices.
The author of the two sentences got them either from the staff briefing on financial stability or from
the internal financial stability report that was provided to the FOMC. (Authors often start their draft
with what was written last time, but nothing like this exists in the financial stability paragraph from
the minutes to the May meeting, the last meeting with a financial stability briefing.) Since we can
conclude this comment came late, what light touch could have left the sentences in this form?
Perhaps the sentences were
The staff judged that asset valuation pressures were notable. In particular, even though highyield and investment-grade corporate bond spreads were within historical norms, the ratio of
equity prices to expected earnings was elevated and commercial real estate prices were
continuing to increase despite rising vacancy rates.
And further suppose someone very senior read that sentence and commented “let’s not call
attention to equity prices. When they collapse, we don’t want to be standing there holding the knife.”
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Why stock prices? Stipulating that
something was removed, what else
could it be? What would be so sensitive
that Fed leadership removed the
assessment late in the editing process?
Now go back and re-watch Chair
Powell’s answer at the press conference
to Victoria Guida’s question about
whether the Fed can buy equities. To
me, he looked really uncomfortable.
First he said that was something they
had never discussed. Then he veered
away from the question. When Victoria
came back and asked if 13(3) only
allows the Fed to use an SPV to buy
debt instruments he says, “The statute
doesn’t say that, but yeah, you could
read the statute that way if you want.”
My speculative conclusion from all this: The Fed thinks stock prices are higher than justified by
fundamentals and neither wants to be seen inflating the bubble nor causing it to pop.
Another inside baseball comment. As you no doubt noticed, the section on “The Review of
Monetary Policy Strategy, Tools, and Communications Practices,” was really short. That’s most
likely because the staff just provided the FOMC an essentially final draft of the “Committee’s
statement on Longer-Run Goals and Monetary Policy Strategy” and the Chair took a straw poll. Not
a real vote, because that would have to be recorded. But the Chair would seek consensus that
everyone is happy with the draft because they won’t want to get comments at the September
meeting, when they plan to release it, that require last minute changes. The unsurprising upshot is
that they are going to release the new strategy document in September, and that it is essentially
done. In whatever way they change their objectives in the strategy document, that formulation will
also be the language they use in new forward guidance that they will also adopt in September. So,
for instance, if the strategy document says that they will target average inflation, the forward
guidance will include thresholds based on average inflation.
Lastly, for those of you who, like me, are interested in bank regulation: A common thread through
minutes was that loan losses are likely to go up, reducing bank capital levels, which would lead
banks to lend less, which would worsen the economic situation, and therefore maybe bank capital
distributions should be restricted, although maybe not.
Staff financial stability assessment
The staff assessed vulnerabilities arising from financial leverage to have increased from low
to moderate, citing uncertainty about losses connected to business loans for banks and a
higher weight on vulnerabilities connected to leverage at nonbank financial institutions.
FOMC participant discussion of the economic outlook
Several risks to the outlook were noted, including the possibility that additional waves of virus
outbreaks could result in extended economic disruptions and a protracted period of reduced
economic activity. In such scenarios, banks and other lenders could tighten conditions in
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credit markets appreciably and restrain the availability of credit to
households and businesses.
FOMC participants discussion of financial stability
A number of participants commented on various potential risks to
financial stability. Banks and other financial institutions could come
under significant stress, particularly if one of the more adverse
scenarios regarding the spread of the virus and its effects on economic
activity was realized.
…
Several participants observed that the Federal Reserve had recently taken steps to help
ensure that banks remain resilient through the pandemic, including by conducting additional
sensitivity analysis in conjunction with the most recent bank stress tests and imposing
temporary restrictions on share- holder payouts to preserve banks’ capital. A couple of
participants noted that they believed that restrictions on shareholder payouts should be
extended, while another judged that such a step would be premature.
Note that only one FOMC participant spoke up against extending restrictions on payouts – “another
judged that…”. Usually a remark by only one person is not included in the FOMC minutes unless
that person is the Chair, because otherwise the minutes authors end up not having a good way to
deflect requests from participants (e.g. Reserve Bank Presidents holding views outside the
consensus) that their favorite remark be included. However, it seems unlikely to be the Chair. My
guess is that the Fed included the remark by one person this time just because they wanted to
balance the remarks by “a couple” that the distribution restrictions should be extended. Otherwise,
the minutes could have given the impression that the decision about capital distributions had
already been taken.
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BLAST EMAIL ON MONETARY POLICY: THE PROOF WILL BE IN THE PUDDING
(AUGUST 28, 2020)
As was widely expected, yesterday the FOMC revised its monetary policy strategy document to
indicate that the Committee sought 12-month PCE inflation that averaged 2 percent over time rather
than just seeking 2 percent 12-month PCE inflation full stop. On the face of it, I’d be hard pressed
to explain how this makes much of a difference. The document points out that this change means
the Committee will seek inflation above 2 percent for some time after a period when inflation is
below 2 percent, but logically, that period during which inflation is above 2 percent would have to
then be followed by another during which inflation was again below 2 percent to keep the average
at 2 percent. The best answer to my little conundrum is, of course, “we should be so lucky as to
have that problem.”
Somewhat surprising was the change that indicates the FOMC cares about “shortfalls” in
employment from its maximum level rather than “deviations” from the maximum level. It always
seemed wrong to me that the Fed’s model of optimal policy penalizes instances when
unemployment was below the natural rate the same as instances when it is above the natural rate,
but I am no expert on economic modelling. I always thought the only problem with unemployment
being too low is that it causes inflation, and keeping inflation at 2 percent is already in the optimal
policy objective function. So this change seems welcome. I’m not sure what prompted the change;
it may be seen as providing greater latitude to run the economy hot in order to push down the
natural rate, a possibility raised by Reifschneider at al (2015). It also likely indicates that the FOMC
will pay greater attention to employment rates across races and genders – indeed, the goal is
described as “broad-based and inclusive.”
Another odd but welcome change is cutting the language that says they will take a balanced
approach when faced with inflation and employment conditions that called for conflicting policy, for
example, inflation that is high (raise rates) and unemployment that is high (cut rates). A welcome
change because I won’t have to have stupid arguments with people who think “balanced” means
the coefficients on inflation and unemployment in the policy rule should be the same. There is no
magical equivalence between a percentage point inflation rate deviation and a percentage point
unemployment rate deviation people; they are apples and oranges. But I doubt they made the
change to shut me up about it already.
But mostly, I think the meaning of all these
changes will crystalize when the FOMC
adopts outcome-based forward guidance
next month that depends only on inflation,
not unemployment. When the Committee
used outcome-based guidance starting in
December 2012, there were 2 parts to it: fed
funds rate to stay at zero as long as both (1)
the unemployment rate was above 6½
percent and (2) the projected one-year
inflation one-year ahead was below 2½
percent. But as Seth Carpenter often
pointed out in statement language
development meetings at the time, why
should we object to low unemployment if
projected inflation remains low?
At the FOMC meeting on September 15-16, I expect the Committee to adopt as forward guidance:
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“The Committee decided to keep the target range for the federal funds rate at 0 to 1/4 percent
and currently anticipates that this exceptionally low range for the federal funds rate will be
appropriate at least as long as 12-month PCE inflation measured over a two-year period
averages 2 percent or less.”
Even though it is implicit in the above statement, the Committee could add something along the
lines of intending to use all its tools to achieve maximum employment to amplify the fact that it has
a dual mandate.

BLAST MONETARY POLICY: B,B’, & B’’ (SEPTEMBER 11, 2020)
In advance of each FOMC meeting, Board staff sends the Committee a set of policy alternatives in
the form of alternative drafts for the post-meeting statement. Typically, there are 3 options – A, B,
and C. B is the option the Chair prefers and around which he or she has built or is seeking to build
a consensus (one Governor jokingly said she always assumed “B” was for “Bernanke”). A and C
are meant to span the range of views on the Committee—A more dovish and C more hawkish—
and aren’t really meant to be serious alternatives. Instead, if there are multiple live options, they
are labelled B and B’ and rarely B’’.
The options the staff sent out this week for the September meetings might have had a B’ or even
a B’’. As I note
d a couple weeks ago, there is a good case for now adding forward guidance conditional on average
inflation outcomes. There is a pretty widely held view that the Committee’s recent monetary policy
framework changes won’t really change how they will actually conduct monetary policy. Forward
guidance that says they will keep rates at zero until average inflation is above, say, 2¼ percent
would make the implications for actual policy much more concrete.
However, no less than five Reserve Bank presidents have implied in recent weeks that additional
forward guidance is not needed because the market “…understands that we’re not planning on
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raising rates anytime soon.” (Rosengren). I think they are
wrong for two reasons. First, as noted above, I don’t think
the market really understands how policy will be different
under the new framework and the guidance would help.
Indeed, a canonical reason to provide forward guidance
is to fix a market misperception about the central bank’s
reaction function. Second, they are forgetting the (Sarah
Bloom) Raskin (a/k/a Woodford) critique – it isn’t helpful
if you convince the market that the situation is so awful
that you will stay at zero for a very long time, you have to
convince the market that you will stay at zero for so long
that you are going to make things better. Specifically,
guidance like “economic conditions are likely to warrant
[a funds rate near zero] at least through…” (August 2012)
is less helpful than guidance like “…will remain
appropriate for a considerable time after the economic
recovery strengthens.” (September 2012).
In the September 2012 meeting, then Governor Raskin
argued forcefully for language that did not perpetuate a
message of anticipated weakness. She was actually
arguing that the Committee adopt conditional guidance,
something they didn’t do until December, although when
they did, they preserved the “considerable time after”
language. Indeed, September 2012 was one of the rare
meetings when there was a B, B’, and B’’; B’’ included
conditional guidance (see pp. 17-27 of Tealbook B).
Gov. Raskin’s statement in support of conditional guidance at the September meeting bears
quoting at length because it is so relevant for the current situation:
“The calendar date, as we have heard, is working against us. It is communicating that we
are continuously downgrading our assessment of the future. Why not, instead, show
households, businesses, and markets what we are looking for in terms of particular economic
outcomes? Why not offer a sneak preview of what we need to see before we begin
contracting? With such a preview and credible delivery, households and businesses and
markets figure out how we are going to react. Providing that window, and keeping the panes
of that window clean, reduces volatility and pessimism about our commitment to support a
recovery. In mitigating this volatility and pessimism, as argued by President Kocherlakota
and others, we maximize the effectiveness of the other actions being contemplated.
But we have been down this road before, so we ask, why now? Why move to forward
guidance that is dependent on the economic outlook sooner rather than later? We should
consider forward guidance that is dependent on the economic outlook sooner rather than
later because there could be costs to putting this off. The primary cost is the permanent
downward shift in expectations that becomes more probable the longer we wait. The longer
we put off these contentious decisions, the greater the probability that we let stand the
perception that there is a new, lower, slower trajectory of economic growth that we are
comfortable with; the greater the probability we let stand the perception that the FOMC
doesn’t adhere to the statutory directive of a dual mandate; the greater the probability we let
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stand the perception that we act forcefully when we are off the price-stability mandate but
not when we are off the maximum-employment mandate; and the greater the probability we
let stand the perception that 2 percent is a ceiling.” (Transcript of the September 2012 FOMC
meeting)
While there have been several Reserve Bank
Presidents implying that no change in guidance is
necessary at the upcoming meeting, I suspect that
there are several Board members that favor a
change in guidance. Indeed, the Presidents could
be seeking to prevent the markets from becoming
too certain there will be a change in forward
guidance, forcing the Committee’s hand.
The Chair’s job is first and foremost committee
management, and it looks like Chair Powell may
have a big job to do in coming days. This seems like
an especially bad time to have dissents, so I’m sure
he is working hard to forge a consensus before the
meeting begins. If there are two or three “Bs”, that
makes his job more difficult. Changes to the asset
purchases (or at least the justification for the asset
purchases) could also be in the mix. I’m eager to
see what emerges Wednesday.
THE FED PUTS ITS INDEPENDENCE ON THE LINE
America’s Founding Fathers are having a very bad year. Their names sullied. Their likenesses
defaced. The principles they pronounced attacked. Of greatest consequence, the institutions at the
core of our republic are being tested.
Commentators tend to anthropomorphize the most prominent independent government institutions:
the Roberts Court and the Powell Fed. The person atop is regularly glorified or vilified. Yet the
institution matters more than the person. Liberal democracy relies on the strength and resilience of
longstanding entities, especially when popular sentiment is running hot and circumstances are
grave. People in positions of power are flawed, the Founders warned, so the institutions in our
government must be robust, resilient and responsible. Our finest institutions are well-designed, rich
in tradition and humble in orientation. They must defend themselves against unexpected shocks
that can harm them and those they are charged to serve.
The Supreme Court is an independent institution that has long faced political and social scrutiny.
Its decisions, however divided and divisive, are the unquestioned law of the land. The court’s
doctrine of stare decisis (deference to precedent) and the lengthy appellate process serve as
bulwarks. Its foundation
is laid firmly in Article III of the Constitution. And its powers are restrained by the Constitution’s
other six articles.
The Federal Reserve rests on less-settled ground, so its success and survival are less certain.
America’s two prior experiments with an independent central bank failed. The Fed’s recent
centennial celebration is only a mark of longevity, not a guarantee of permanence.
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The Fed’s formal authority comes from a congressional statute. The real source of its power,
however, is more diffuse and fleeting. Since Chairman Paul Volcker’s tenure (1979-87), the Fed
has developed a strong institutional culture: an apolitical bearing, a resistance to whims, a durable
record of ensuring price stability and a strong sense of collegiality and mission. Its successes—
whipping inflation in the Volcker era, encouraging a productivity surge in the Greenspan era (19872006), responding with imagination and acuity to the financial crisis in the Bernanke era (200614)—have enhanced its power.
Yet the Fed’s recent errors are equally clear. It came into the past two major shocks as surprised
and ill-prepared as the economy it oversees. The Fed missed the decadelong window between the
2008 crisis and this year’s pandemic to prepare and reform. Its policies are predicated on a typical
business cycle. Yet unanticipated shocks put the Fed at far greater distance from its employment
and inflation objectives than normal downturns do. The Fed needs a robust ex ante plan to mitigate
economic harm from major shocks.
Beginning in 2011, the Fed made a big institutional bet on a benign forecast. It wagered that the
long period of relative prosperity would continue without another shock. The global financial crisis
of 2008 would be the great aberration to the Great Moderation; the long period of relatively stable
output and inflation would continue uninterrupted.
As recently as this January, Fed leaders assured the public that even if the economy weakened
significantly, the policy mix of the 2008 crisis—rate cuts, purchases of Treasurys and agency
securities, and forward guidance—would ensure financial and economic stability.
Then the pandemic hit. The economy collapsed and financial market prices followed. The Fed was
on the precipice of losing its hard-earned credibility and vaunted status. With few good options, it
was compelled to double down. It made low interest rates lower and its big balance sheet bigger.
That wasn’t enough. The 2008 playbook of shock and awe had become too routine to provide
sufficient stimulus this time. So the Fed crossed red lines that had stood for a century. It
backstopped private corporate bonds and public municipal securities, including some with dodgy
prospects.
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In his address at last month’s
Jackson
Hole
conference,
Chairman Jerome Powell unveiled
the conclusions of the Fed’s new
policy regime: Inflation has been
running too low for a decade.
Monetary policy has long been too
tight. The monetary spigot must be
opened wider to get to a higher
average inflation rate.
If the economy does well in coming
quarters, I expect the Fed will
expand significantly the scale,
scope and duration of its asset
purchases. If the economy weakens
or financial markets fall, the Fed will do even more. This is what political scientists call path
dependency. When an institution sticks to a path for so long, it finds its options limited, detours
difficult and exits infeasible.
The Fed is on a one-way path to a larger role in our economy and government. On the current
trajectory, the Bank of Japan might be the model for Fed policy: a large buyer of public stocks and
an indistinguishable partner with fiscal authorities. The unimaginable can become the inevitable.
What has been the response to Fed flexing? Most on Wall Street are thrilled. They quite like
stimulus for all seasons and all reasons. The Fed will buy assets others don’t and pay prices others
won’t. Even if the central bank were to pull back its support for corporate and municipal bonds,
traders believe it would step up again in a pinch.
Main Street is rightly more circumspect about the Fed’s largess. Interest-rate cuts have a much
more direct and significant effect on the real economy than the latest Fed machinations do. But
there is no room left to cut interest rates. And Main Street firms are receiving far less fiscal and
monetary support than Wall Street.
Bipartisan majorities in Congress are praising the Fed’s expanded role. The Fed’s growing
purchases of the government’s expanding debt lowers the costs of fiscal spending. Mr. Powell’s
apolitical demeanor and relationship-building efforts with
lawmakers have provided the institution with substantial
leeway. But elected representatives can be fickle. If the
last crisis is a guide, the recriminations will come once
the panic recedes.
For now, the Fed sits atop the commanding heights of
the economy—its growing authority unquestioned, its
pride manifest. But over time, citizens in a constitutional
system tend to grow wary of omnipotent institutions.
The
Fed
is
exercising
understandable
but
unprecedented power at an ahistorical moment. Without
vigilance, it will risk morphing into a general-purpose
government agency. America cannot afford to have its
central bank lose its independence, gravitas and record
of success. To paraphrase Ben Franklin on the
institutional challenge: a central bank, if you can keep it.
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FUNDING, REDIT, LIQUIDITY, & LOAN FACILITIES
Municipal Liquidity Facility
The Federal Reserve established the Municipal Liquidity Facility to help state and local
governments better manage cash flow pressures in order to continue to serve households and
businesses in their communities. The facility will purchase up to $500 billion of short term notes
directly from U.S. states (including the District of Columbia), U.S. counties with a population of at
least 500,000 residents, and U.S. cities with a population of at least 250,000 residents. Eligible
state-level issuers may use the proceeds to support additional counties and cities. In addition to
the actions described above, the Federal Reserve will continue to closely monitor conditions in the
primary and secondary markets for municipal securities and will evaluate whether additional
measures are needed to support the flow of credit and liquidity to state and local governments.
•

Municipal Liquidity Facility

Main Street Lending Program
The Federal Reserve has announced that it is establishing a Main Street Lending Program
(Program) to support lending to small and medium-sized businesses that were in sound financial
condition before the onset of the COVID-19 pandemic. The Program will operate through three
facilities: the Main Street New Loan Facility (MSNLF), the Main Street Priority Loan Facility
(MSPLF), and the Main Street Expanded Loan Facility (MSELF).
•

Main Street Lending Program

Commercial Paper Funding Facility (CPFF)
The Federal Reserve Board established a Commercial Paper Funding Facility (CPFF) on March
17, 2020, to support the flow of credit to households and businesses. Commercial paper markets
directly finance a wide range of economic activity, supplying credit and funding for auto loans and
mortgages as well as liquidity to meet the operational needs of a range of companies. By ensuring
the smooth functioning of this market, particularly in times of strain, the Federal Reserve is
providing credit that will support families, businesses, and jobs across the economy.
•

Commercial Paper Funding Facility (CPFF)

Primary Dealer Credit Facility (PDCF)
The Federal Reserve Board established a Primary Dealer Credit Facility (PDCF) on March 17,
2020, to support the credit needs of American households and businesses. The facility will allow
primary dealers to support smooth market functioning and facilitate the availability of credit to
businesses and households.
•

Primary Dealer Credit Facility (PDCF)

Money Market Mutual Fund Liquidity Facility (MMLF)
The Federal Reserve established the Money Market Mutual Fund Liquidity Facility, or MMLF, on
March 18, 2020, to broaden its program of support for the flow of credit to households and
businesses. The Federal Reserve Bank of Boston will make loans available to eligible financial
institutions secured by high-quality assets purchased by the financial institution from money market
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mutual funds. Money market funds are common investment tools for families, businesses, and a
range of companies. The MMLF will assist money market funds in meeting demands for
redemptions by households and other investors, enhancing overall market functioning and credit
provision to the broader economy.
•

Money Market Mutual Fund Liquidity Facility (MMLF)

Primary Market Corporate Credit Facility (PMCCF)
The Federal Reserve established the Primary Market Corporate Credit Facility (PMCCF) on March
23, 2020, to support credit to employers through bond and loan issuances. The PMCCF will provide
companies access to credit so that they are better able to maintain business operations and
capacity during the period of dislocations related to the pandemic. This facility is open to investment
grade companies, as well as certain companies that were investment grade as of March 22, 2020.
The Federal Reserve will establish a special purpose vehicle (SPV) through which the PMCCF will
make loans and purchase bonds. The Treasury, using funds appropriated to the ESF through the
CARES Act, will make an equity investment in the SPV. The SPV will be used for the PMCCF and
the Secondary Market Corporate Credit Facility.
•

Primary Market Corporate Credit Facility (PMCCF)

Secondary Market Corporate Credit Facility (SMCCF)
The Federal Reserve established the Secondary Market Corporate Credit Facility (SMCCF) on
March 23, 2020, to support credit to employers by providing liquidity to the market for outstanding
corporate bonds. The SMCCF may purchase in the secondary market corporate bonds issued by
investment grade U.S. companies or certain U.S. companies that were investment grade as of
March 22, 2020, as well as U.S.-listed exchange-traded funds whose investment objective is to
provide broad exposure to the market for U.S. corporate bonds. The Treasury, using funds
appropriated to the ESF through the CARES Act, will make an equity investment in an SPV
established by the Federal Reserve for the SMCCF and the Primary Market Corporate Credit
Facility.
•

Secondary Market Corporate Credit Facility (SMCCF)

Term Asset-Backed Securities Loan Facility (TALF)
The Federal Reserve established the Term Asset-Backed Securities Loan Facility (TALF) on March
23, 2020 to support the flow of credit to consumers and businesses. The TALF will enable the
issuance of asset-backed securities (ABS) backed by student loans, auto loans, credit card loans,
loans guaranteed by the Small Business Administration (SBA), and certain other assets.
•

Term Asset-Backed Securities Loan Facility (TALF)

Paycheck Protection Program Liquidity Facility (PPPLF)
To bolster the effectiveness of the Small Business Administration's Paycheck Protection Program
(PPP), the Federal Reserve is supplying liquidity to participating financial institutions through term
financing backed by PPP loans to small businesses. The PPP provides loans to small businesses
so that they can keep their workers on the payroll. The Paycheck Protection Program Liquidity
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Facility (PPPLF) will extend credit to eligible financial institutions that originate PPP loans, taking
the loans as collateral at face value.
•

Paycheck Protection Program Liquidity Facility (PPPLF)

Central Bank Liquidity Swaps
The Bank of Canada, the Bank of England, the Bank of Japan, the European Central Bank, the
Federal Reserve, and the Swiss National Bank have taken coordinated action to enhance the
provision of liquidity via the standing U.S. dollar liquidity swap line arrangements. In addition, the
Federal Reserve has established temporary dollar liquidity swap lines with nine additional foreign
central banks.
•

Central Bank Liquidity Swaps

Temporary Foreign and International Monetary Authorities (FIMA) Repo Facility
The Federal Reserve established a temporary repurchase agreement facility for foreign and
international monetary authorities (FIMA Repo Facility) to help support the smooth functioning of
financial markets, including the U.S. Treasury market, and thus maintain the supply of credit to U.S.
households and businesses. The FIMA Repo Facility will allow FIMA account holders, which consist
of central banks and other international monetary authorities with accounts at the Federal Reserve
Bank of New York, to enter into repurchase agreements with the Federal Reserve. In these
transactions, FIMA account holders temporarily exchange their U.S. Treasury securities held with
the Federal Reserve for U.S. dollars, which can then be made available to institutions in their
jurisdictions.
•

Temporary Foreign and International Monetary Authorities (FIMA) Repo Facility
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QUOTES:
The problem, fundamentally that the economy is facing is not illiquidity. It’s risk. It’s unbounded,
almost unquantifiable risk. Because this is an unprecedented situation for the economy. The
economy could do very poorly. Losses could be high. And the only way you’re going to solve a
problem like that would be to take on some of that risk. And it just doesn’t look like the Fed and
more importantly the Treasury is willing to take that stance. — Bill Nelson

QUESTIONS:
Background — Many in our audience
may not be familiar with, your career in
central banking & policy making, or the
breadth of your of understanding about
the plumbing of the monetary system. Q:
Could you give our audience a brief
overview of your career background and
expertise?
Inflated Promises — Q: Why has the
Fed been unable to generate the type of
consumer and producer price inflation
that it has been targeting? Q: Why does
it want to create inflation? Q: What
evidence is there to suggest that inflation
would improve real economic growth?
*** 1960’s had higher nominal GDP growth even though prices were lower than they were in 1970’s
Fed’s Mandate — Congressional Democrats introduced legislation before going on recess that
would make reducing racial inequality in the U.S. economy an official part of the Federal Reserve’s
mission (The Federal Reserve Racial and Economic Equity Act). This raises a larger question
regarding the Federal Reserve’s mandate, which used to be focused entirely on controlling inflation,
then expanded to include reducing unemployment and more recently has come to encompass
“financial stability.” Q: What is the Fed’s mandate?
Lender of First Resort: from ‘stabilization’ to ‘accommodation’ — Fed governor Lael Brainard
said this month that it will soon be important for “monetary policy to shift from stabilization to
accommodation” as the economic recovery progresses in fits and starts. The Fed used to see itself
as a “lender of last resort” that helped to shield otherwise solvent institutions from systemic crises
for which they were not responsible and which are an inevitable feature of capitalism. This focus
on lending to only solvent institutions was discarded during the 2008 financial crisis, where the
focus turned to ensuring financial stability, which it seems to have interpreted as preventing price
volatility. When I read ‘shift from stabilization to accommodation,’ what I hear is ‘from lender of last
resort to lender of first resort.’ Q: What does this shift from ‘stabilization’ to ‘accommodation’ mean?
Inevitable Crises — I think the Fed understands that its job is to manage the nation’s overwhelming
debt burden – public and private – and that this is what explains the extraordinary monetary
measures it has taken and continues to take. Q: Given that most of what we think of as ‘money’ is
loaned into existence, are such political crises as the one we are in today inevitable so long as
there is a central bank in charge of managing the nation’s money? Q: Is it unrealistic to entrust a
political institution with the power to create money out of thin air without expecting it to eventually
abuse that power, even if it is well-intentioned?
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Peak Credit — Q: Has America’s economy and political system hit “peak credit?” Q: Are the longterm costs associated with trying to create more growth today through the use of credit no longer
worth the short-term gain in growth today?
The Path of Japan — Q: Are we on the same path as Japan was 20 years ago? Q: How much
does the Fed look towards Japan for guidance on what to do and not do as far as monetary policy
is concerned?
Buy ‘Stonks’ — Dr. Nelson does not believe that the Fed will purchase, or create an SPV that will
purchase, equities, at least not without a change in the law, citing the Fed’s emergency lending
authority under Section 13(3) of the Federal Reserve Act, which allows it to “discount... notes,
drafts, and bills of exchange when such notes, drafts, and bills of exchange are endorsed or
otherwise secured to the satisfaction of the [lending] Reserve Bank....” Nelson seems to rest his
argument on the fact that bonds are notes and equities are not. Q: Is the Fed going to buy equities?
Q: Is all of this just irrelevant, since the Fed is already intermediating it’s purchases through the
use of special purpose vehicles (SPV) and it could always come up with a convoluted argument
that made the case for why the Fed itself was not “technically” buying equities?
Subjective Theory of Value to ‘What the Fed Buys’ — Q: What is money? Q: In the same way
that Gambit from X-Men “charges” objects with explosiveness, does the Federal Reserve charge
assets with moneyness? Q: Are UST money? Q: Are corporate bonds more like money? Q: Will
stocks become more like money?
Return to Pre-Crisis — Q: What do you think of how the Fed conducts monetary policy today? Q:
What do you consider to be the mechanism by which the Fed conducts monetary policy? Q: Is
something like QE considered a monetary policy tool? Q: What would it take for the Fed to return
to how it operated pre-crisis (and should it)? Q: Is it even possible for the Fed to return to how it
conducted monetary policy before the GFC?
Breakdown of Intermediation by the Banking Sector — The Fed has been conducting monetary
policy with a massive balance sheet and an expanded set of counterparties since the 2008 crisis—
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actions that not only respond to but also further encourage the regulatory-induced retreat (postcrisis capital requirements, leverage requirements, & liquidity coverage ratios) from intermediation
by the banking sector. Q: How has effective monetary policy changed since the 2008 crisis? Q:
How have changes in regulation like the introduction of liquidity coverage ratios, more stringent
capital requirements for banks, and higher reserve requirements affected the effectiveness of
traditional monetary tools? Q: How have those regulations been impacted by the extraordinary
measures taken by the Fed during the 2008 crisis (balance sheet expansion, IOER/floor system,
etc.)? Q: Is the inevitable pathway that the Fed will need to set up primary credit facilities at every
major liquidity choke point in the economy?
LCR’s, Treasuries, & Repos — Q: What impact have LCR requirements and banks preferences
for reserves over Treasures had on the Treasury and Repo markets?
A Good Bazooka: Scale & Unfalsifiability — In one of your blast emails from July, you talked
about the two things that make for a good bazooka. “First, it has to be scalable,” you wrote. “If you
do it and things don’t get better, you have to be able to do it again, even more so. You have to be
able to ‘do whatever it takes.’ Second, it has to be unfalsifiable. No matter what happens, you must
be able to credibly claim that it is working. Luckily, you can almost always say ‘well, things might
be bad, but they would have been even worse without the bazooka.’” Q: What are the two things
you need for a good bazooka? Q: What are some examples of scalable vs. unscalable programs?
Q: Can you elaborate on this concept of unfalsifiability and how it relates to modern central
banking? Q: While I understand the logic behind this concept, it seems simultaneously ridiculous,
don’t you think?
The Big Guns — Q: What should we be looking for to tell us if and when the Fed is prepared to
bring out “the big guns?” Q: Can a sufficient drop in equity valuations cause the Fed to bring out
the big guns or must it come from a sufficient drop in inflation, and if so, by how much?
EU Partners — Q: What type of consideration do Fed officials give for the influence that their
policies have on other countries, including regions as developed and important as Europe?
End-Game — Q: What is in store for the Fed? Q: Will it lose its independence? Q: Will its charter
be revoked or will the McFadden Act of 1927 be revised? Q: What will happen to the rest of us?
(political and economic risks associated with a breakdown in central bank credibility)
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