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LENDING IN A CRISIS: REVIEWING
THE FEDERAL RESERVE’S EMERGENCY
LENDING POWERS DURING THE
PANDEMIC AND EXAMINING PROPOSALS
TO ADDRESS FUTURE ECONOMIC CRISES

Thursday, September 23, 2021

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON NATIONAL SECURITY,
INTERNATIONAL DEVELOPMENT
AND MONETARY PoOLICY,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:07 a.m., in room
2128, Rayburn House Office Building, Hon. Jim A. Himes [chair-
man of the subcommittee] presiding.

Members present: Representatives Himes, Gottheimer, Torres,
Dean, of Illinois, Auchincloss; Barr, Hill, Williams of Texas, Zeldin,
Davidson, Gonzalez of Ohio, and Sessions.

Ex officio present: Representative Waters.

Chairman HIMES. The Subcommittee on National Security, Inter-
national Development and Monetary Policy will come to order.

Without objection, the Chair is authorized to declare a recess of
the subcommittee at any time. Also, without objection, Members of
the full Financial Services Committee who are not members of this
subcommittee are authorized to participate in today’s hearing.

As a reminder, I ask all Members participating remotely to keep
themselves muted when they are not being recognized by the
Chair. The staff has been instructed not to mute Members, except
when a Member is not being recognized by the Chair and there is
inadvertent background noise.

Members are also reminded that they may only participate in
one remote proceeding at a time. If you are participating remotely
today, please keep your camera on, and if you choose to attend a
different remote proceeding, please turn your camera off.

For the benefit of the witnesses, in case you haven’t been fully
briefed, there will be Members who are participating in the hearing
remotely and, consequently, they will appear on the various
screens, and you will hear, just as you heard this sort of voice of
God, those questions coming in via the audio, and so we will pro-
ceed. But not every Member will be in the room the whole time.

Today’s hearing is entitled, “Lending in a Crisis: Reviewing the
Federal Reserve’s Emergency Lending Powers During the Pan-
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demic and Examining Proposals to Address Future Economic Cri-
ses.”

I now recognize myself for 4 minutes to give an opening state-
ment.

Last March, as COVID-19 tore through the economy, Congress
and the Federal Reserve stepped up to prevent further chaos and
to stabilize markets. With businesses shuttering, infection rates
rising, and the stock market in a freefall, the Federal Reserve (Fed)
took unprecedented action to keep credit flowing and instill con-
fidence in our financial system.

From the onset of the pandemic, Chair Powell made it clear that
the Federal Reserve would use its emergency lending tools to help
families, cities, and businesses weather the storm.

Now, more than 18 months removed from their establishment,
Congress should take this opportunity to measure their success,
identify their shortcomings and limitations, and perhaps, most im-
portantly, discuss ideas about how we should address the next eco-
nomic crisis.

I came to this institution in 2009 amidst another economic crisis
and a great deal of skepticism around Federal Reserve authorities.
I never imagined that a mere decade later we would be using those
authorities once again to save the economy.

So today, we will look at the three lending facilities that were
stood up by the Fed and supported by CARES Act funds: the Sec-
ondary Market Corporate Credit Facility; the Municipal Liquidity
Facility; and the Main Street Lending Program. While these three
programs do not represent the full scope of the coronavirus toolbox,
they offer valuable insight into how the Fed can help when the
economy is in shock.

At a glance, and compared to other efforts like the widely-used
Paycheck Protection Program (PPP), these facilities look like a blip
on the radar, with relatively low rates of uptake. It is possible,
however, that the Fed’s commitment to supporting the economy
itself helped calm the markets. Within days of the Fed announcing
programs to bolster the corporate municipal bond markets, inves-
tors returned, liquidity increased, and further disaster was likely
avoided.

We learned that the Fed could play a powerful role when it has
the authority to make and execute plans. But this power only goes
so far. Despite markets calming, the pandemic still forced hundreds
of thousands of businesses to close and pushed unemployment
rates to unacceptable levels.

In times of economic stress, perhaps the two most important in-
stitutions to stabilize the economy are Congress, with its physical
power, and the Fed. As policymakers, Congress can learn from the
accomplishments and setbacks we saw last year to determine how
we should confront the next recession. The Fed should also learn
from these experiences, seek feedback, and fine-tune its crisis play-
book so it, too, will be ready to tackle future downturns.

Together, both Congress and the Fed must think seriously about
how to improve on emergency lending efforts, especially when it
comes to helping businesses, workers, and communities who are
left behind in the best of times.
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As we saw last year, the time to discuss these ideas is when the
economy is on the upswing, not during a crisis. The next economic
crisis could be triggered by any number of factors at any time.

Chair Powell stated before this committee that the Fed would
put its emergency tools away when the time was right. Congress’
job is to make sure that those tools remain sharp and effective and
ready to take on whatever challenge comes next.

With that, I would like to welcome our panel of witnesses, and
thank them for joining us today.

And I now recognize my friend, the ranking member from Ken-
tucky, Mr. Barr, for 5 minutes for an opening statement.

Mr. BARR. Thank you, Mr. Chairman, and I appreciate you hold-
ing this very important hearing. And I welcome our witnesses.
Thank you all for being with us and for offering your insights on
the Fed’s emergency lending authorities.

As the COVID-19 pandemic raged, and the nation and the world
were gripped with the economic uncertainty resulting from this
Black Swan health crisis, Congress acted swiftly to contain the
damage and aid struggling individuals and businesses.

The Fed amplified the actions of Congress by providing unprece-
dented liquidity and broad-based economic support. Through its
Section 13(3) emergency lending powers, the Fed was able to lever-
age support provided by Congress to serve as a backstop for var-
ious markets during times of severe stress and uncertainty.

Today, we will take a look back at the Fed’s actions during the
pandemic. A retrospective review of the emergency lending powers
will help us better understand what worked, what didn’t, and if
and how the Section 13(3) authorities should be adjusted to im-
prove the Fed’s response to future crises.

Specifically, we will hear from witnesses about the Fed’s Munic-
ipal Liquidity Facility, Main Street Lending Program, and Sec-
ondary Market Corporate Credit Facility.

At a time when States and municipalities were facing budgetary
uncertainty due to lost tax revenue, decreased tourism, and broad-
er economic challenges, the Municipal Liquidity Facility was de-
signed to ensure that they could still access markets for financing.

The Main Street Lending Program was designed to aid those
businesses that were perfectly healthy before the pandemic, but
were too big to utilize the Paycheck Protection Program, yet too
small to receive more targeted support.

The Secondary Market Corporate Credit Facility was intended to
ensure that secondary corporate bond markets continued to func-
tion, allowing businesses across the nation to continue operating.

We hope to discuss today how we measure the success of these
facilities. These three facilities distributed approximately $38 bil-
lion, or just 2.3 percent of the funds available to the Fed for those
purposes.

Does this metric suggest that the facilities were unsuccessful, or
just the opposite, given that the mere presence of the facilities re-
assured investors and allowed markets to function?

Only two issuers utilized the Fed’s Municipal Liquidity Facility.
Does that indicate that the Fed did not accomplish Congress’ goals
for that facility or, once again, was the existence of the facility
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enough to normalize the markets, allowing issuers to finance their
operations through standard market channels?

It is important to remember that these are emergency lending
powers. The Fed is authorized under specific statutory cir-
cumstances to deploy these tools.

However, as the crisis abates and economic conditions improve,
the Fed must put those tools back in the box. Reliance on and utili-
zation of the Fed’s emergency lending powers in excess of their in-
tent risks blurring the lines between monetary and fiscal policy.

As we discuss these Emergency Lending Facilities today, we
must also keep in mind the appropriate role of the Fed. The Fed
is independent and conducts monetary policy. Fiscal policy is our
responsibility as legislators.

The Fed is not an agent of social change or environmental activ-
ism, and asking it to take on that role compromises its independ-
ence.

This subcommittee has an important mandate of oversight of
monetary policy, and as we exercise that oversight over Fed policy,
I hope at some point, Mr. Chairman, in the near future, we will
have a hearing specifically on inflation. The inflation data is stag-
gering and concerning as perpetual accommodative monetary policy
and blow-out fiscal spending make us all question whether it is
truly transitory.

As the Wall Street Journal reported today, the Fed is looking at
this as not so transitory, and I will quote: the message from the
Fed’s latest projections yesterday is that, “transitory is lasting an
awfully long time.”

Our constituents are feeling the pain of inflation at the grocery
store and at the gas pump, and Congress must do its part to make
sure we do not let it get out of control.

The economic response to the COVID-19 pandemic required col-
laboration between Congress, the Administration, the Fed, and the
private sector. As we emerge from the pandemic, and economic con-
ditions normalize, it is a useful exercise to look back at the impact
our policies had.

Today’s review of the Fed’s Emergency Lending Facilities should
provide meaningful and helpful insight.

Mr. Chairman, I thank you for your leadership in holding this
hearing. And I look forward to hearing from our witnesses today.

And again, Mr. Chairman, thank you for convening this hearing.
I yield back.

Chairman HIMES. I thank the ranking member, and it is now my
privilege to recognize the Chair of the full Financial Services Com-
mittee, the gentlewoman from California, Chairwoman Waters, for
one minute.

Chairwoman WATERS. Thank you very much, Mr. Chairman, for
holding this important hearing.

Testifying before our committee in February 2020, Fed Chair
Powell warned that the Federal Reserve’s ability to help the econ-
omy in the next recession would be limited.

Remarkably, the pandemic was declared one month later, and
the Fed exercised an unprecedented expansion of its tools to sup-
port the economy. I believe the Fed’s actions were helpful in jump-
starting the recovery on Wall Street after a devastating shutdown
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due to the pandemic, and we had to work very hard with the Fed
to talk about extending its support to States, cities, and small busi-
nesses.

We engaged the Chair on the terms that were offered to both
small businesses and corporations. And I spent a considerable
amount of time dealing with all of these facilities that were being
created, particularly the Main Street Lending Program, where we
engaged, again, with Chairman Powell on how he could be more
helpful to very small businesses.

So, I look forward to hearing from this panel what worked, what
didn’t, and what reforms are needed to make sure the Fed’s actions
reach Main Street and not just Wall Street.

I yield back the balance of my time.

Chairman HIMES. I thank the chairwoman for her attendance
and for her statement.

We now welcome the testimony of our distinguished witnesses.

First, we have my friend, the honorable Shawn Wooden, the
treasurer of the State of Connecticut, and the president-elect of the
National Association of State Treasurers, and the provider of the
evidence to my belief that only good things come from the State of
Connecticut.

Second, we have Mike Konczal, director of macroeconomic anal-
ysis and progressive thought with the Roosevelt Institute.

Third, June Rhee, director of master of management studies in
systemic risk with the Yale School of Management.

Fourth, Christopher Russo, a post-graduate research fellow with
the Mercatus Center.

And, finally, Dr. Claudia Sahm, a senior fellow with the Jain
Family Institute.

Witnesses are reminded that their oral testimony will be limited
to 5 minutes. You should be able to see a timer on the desk in front
of you that will indicate how much time you have left.

And by the way, please, when you are speaking, pull the micro-
phone close—you can remove your mask and pull the microphone
close to you. Otherwise, we won’t be able to understand you.

I would ask that you be mindful of the timer, and quickly wrap
up your testimony once your 5 minutes has expired, so that we can
be respectful of both the witnesses’ and the subcommittee members’
time.

And without objection, your written statements will be made a
part of the record.

Mr. Wooden, you are now recognized for 5 minutes to give an
oral presentation of your testimony.

STATEMENT OF THE HONORABLE SHAWN T. WOODEN,
TREASURER, STATE OF CONNECTICUT

Mr. WOODEN. Thank you.

Chairman Himes, Ranking Member Barr, and distinguished
members of this subcommittee, I appreciate the opportunity to tes-
tify before you today.

Specifically, I would like to share with you Connecticut’s experi-
ence with the Municipal Liquidity Facility, which I will refer to as
the MLF in my testimony.
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As president-elect of the National Association of State Treas-
urers, the bipartisan association of State treasurers from across the
country, I have worked with my colleagues on this topic since the
early days of the pandemic.

As treasurer of the State of Connecticut, I have three responsibil-
ities relevant to today’s hearing: investment of the State’s pension
and trust funds; management of the State’s borrowing; and man-
agement of the State’s cash, including maintenance of our liquidity.

For today’s hearing, I am going to focus specifically on liquidity
issues. Our experience in Connecticut, fortunately, was that the
State and its municipalities were able to meet the pandemic’s un-
precedented impact on State and local governments’ budgets and
other fiscal challenges. This was due to prompt and effective Fed-
eral action and assistance, as well as the State’s ability to adeptly
draw on talent and quickly prepare.

At the—

[Technical issue.]

Mr. WOODEN. —its Fiscal Year 2020 budget projections to a
much larger $934 million budget deficit.

During this time, in early spring 2020, I participated in weekly
calls with treasurers from across the country to discuss in real time
the challenges different States were facing. At that point, all States
were revising their budget projections and liquidity positions. Sev-
eral States moved ahead and put lines of credit and other short-
term borrowing facilities to address what was at the time an un-
known fiscal impact from the quickly-spreading COVID-19.

However, several significant and timely actions taken by the
Federal Government provided substantial assistance to State and
local governments and mitigated liquidity concerns. One was the
Federal Reserve’s establishment of the MLF.

A quick look at events in the municipal market at the time
shows that shortly after the declaration of the pandemic, the mu-
nicipal market experienced tremendous volatility. The municipal
bond yields rose dramatically as mutual fund investors pulled over
$41 billion of assets out of the municipal market in less than 3
weeks.

At that point, market fluctuation had deteriorated to the point
that buyers and sellers had difficulty determining price, because in-
vestors were concerned about our government’s ability to withstand
the pandemic’s related liquidity and revenue shocks.

The primary market was, essentially, shuttered for 2 weeks in
mid-March, and municipal bond yields remained elevated even as
markets slowly reopened.

The Federal Reserve’s initial actions helped shore up market li-
quidity. The creation of the MLF provided critical support for
issuer solvency by standing ready to purchase short-term notes
from State and local governments in an extremely uncertain eco-
nomic environment, thereby helping State and local governments
better manage cash flow pressures.

The MLF was designed and implemented to serve as a lender of
last resort. Despite the limited utilization of the program, it pro-
vided a necessary backstop to a large market without replacing the
normal municipal market mechanisms for raising capital to allevi-
ate liquidity concerns.
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Today, I present seven changes for your consideration for the
purpose of improving the MLF to be shelf-ready for the next fiscal
crisis, and this reflects Connecticut’s experience, as well as the ex-
perience of treasurers across the country, on a bipartisan basis,
that was shared with Treasury at the time.

Number one, I recommend reducing the MLF’s borrowing rates
1:{0 more competitive taxable market rates that move with the mar-

et.

Number two, I recommend removing the requirement for certifi-
cation that borrowers are unable to secure adequate credit accom-
modations from other banking institutions. The above-market pric-
ing model makes that certification redundant.

Number three, I recommend making the requirement that State-
guaranteed borrowings of municipalities that borrow through the
State be more flexible, and consider having the Federal Reserve as-
sume some of the credit risk.

Number four, the MLF should be available for pooled borrowings,
not one-off guaranteed borrowings for particular municipalities.

Number five, allow for longer credit terms, and we recommend
that that will improve the relief available to issuers by extending
the MLF credit facility for longer-term issuers.

Number six, make the program permanent. It would be valuable
and forward-thinking for the Federal Reserve to put in place a per-
manent emergency MLF program and set parameters that consider
the variety of States’ needs and circumstances.

In Connecticut, we found that legislative changes to our statutes
would be necessary in order to implement the prior program.

And lastly, if I may, Mr. Chairman, create a bank-managed pro-
gram which would be much more efficient to execute.

Thank you for this opportunity.

[The prepared statement of Mr. Wooden can be found on page 65
of the appendix.]

Chairman HIMES. Thank you, Mr. Wooden, and I will be equiva-
lently elastic on the time for the other witnesses.

With that, Mr. Konczal, you are now recognized for 5 minutes to
give an oral presentation of your testimony.

STATEMENT OF MIKE KONCZAL, DIRECTOR,
MACROECONOMIC ANALYSIS, ROOSEVELT INSTITUTE

Mr. KoNczAL. Good morning, and thank you for inviting me to
testify at this hearing.

My name is Mike Konczal, and I am the director of macro-
economic analysis at the Roosevelt Institute.

I would like to discuss the Emergency Lending Facilities that the
Federal Reserve used to respond to the COVID-19 crisis, and I
would like to make three points.

First, the Municipal Liquidity Facility (MLF) and the Secondary
Market Corporate Credit Facility (SMCCF) were more successful
than people realize. We see dramatic effects if we look not just at
the total number of loans made, but instead at their overall impact
on interest rates.

Second, these programs are an evolution of unconventional mone-
tary policy in our era of low interest rates and are likely to stay
with us.
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And third, there are multiple ways to improve these facilities,
going forward.

Take the MLF and municipal debt markets as the first example.
During March 2020, yields on municipal debts dramatically in-
creased. The MLF was poorly-designed to address this crisis. Its
original narrow terms meant it was very difficult for any sub-
national entity to qualify, especially cities with the highest con-
centration of Black and Brown residents.

Even as the Fed expanded the eligibility threshold throughout
that summer, only two borrowers took advantage of the program,
borrowing only $6 billion out of the $500 billion available for lend-
ing through this program.

Yet, the interest rates municipalities faced dropped dramatically
throughout this period. A wave of research over the past year has
found that this decrease was driven by the announcement of the
MLF and its subsequent expansions.

Research from the Federal Reserve Bank of New York found that
municipalities eligible for the expanded terms at the end of April
saw their interest rates decline around 70 basis points.

Research from the Federal Reserve Bank of Dallas found that the
MLF kept rates from rising between an estimated 5 and 8 percent
as the economy deteriorated.

Researchers at the Federal Reserve Bank of Chicago found an
impact of 110 basis points for a sample of U.S. States. This re-
search argues that the MLF disproportionately benefited munici-
palities with higher credit risk.

There are many studies summarized in my written testimony,
and though they all use different methodology, they all point in the
same direction.

This same story plays out in the corporate sector. Interest rates
on corporate bonds spiked during March 2020. Although the pur-
chases of the SMCCF were only $13 billion, a trivial amount in the
world of corporate debt, the impact was dramatic.

Researchers across studies find a dramatic drop in the interest
rate corporations faced, with the general conclusion that most of
the impact occurred before the Fed even bought anything.

These two programs mirror each other. Even though the Federal
Reserve purchased virtually nothing and incurred no fiscal costs,
the chance that it could was enough to drive down borrowing costs
and calm markets for these sectors.

It is through this lens, seeing asset purchases as an extension of
unconventional monetary policy that sets long-term interest rates
for users of funds in the economy, that the impact and promise of
these programs make the most sense.

We will likely still need such programs in the future. Unconven-
tional monetary policy is necessary during periods of low interest
rates, and over the past several decades, interest rates have fallen
across countries.

Right now, the 10-year Treasury rate is around 1.3 percent,
which is below the 6 decades preceding the pandemic. Economists
are engaged in debates over why interest rates have fallen, with
popular theories including increasing wealth inequality, the aging
of the population, and more concentration in sectors across our
economy. These trends are likely to stay with us.
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And, indeed, this expansion of unconventional monetary policy is
also happening at other central banks across the world. Multiple
other central banks created or expanded already existing corporate
bond purchase facilities in 2020, in response to the COVID crisis,
including the central banks of England, Europe, Japan, and Can-
ada.

Luckily, there are multiple ways to improve these facilities. The
Federal Reserve should research how expansive it can make eligi-
bility requirements for any future Municipal Lending Facility. This
has significant benefits with low costs. The eligibility does matter
quite a bit in who gets to benefit from this.

The Federal Reserve should remove or reduce its penalty rate for
any future programs like these. The penalty rate makes perfect
sense for times in which we want to guard against moral hazard,
especially in a financial crisis. But when programs are being used
as part of a general toolkit of unconventional monetary policy and
rate setting, the penalty rate makes less sense.

And third, beyond program design, there are general policy
changes that should be considered. Better regulation of open-ended
mutual funds can help prevent debt markets from seizing in crises
on such short notice.

Also, these facilities are no substitute for fiscal policy. Better
automatic stabilizers would help maintain income and spending in
a recession and take some of the pressure off unconventional policy.

Thank you for your time, and I look forward to any questions you
may have.

[The prepared statement of Mr. Konczal can be found on page 36
of the appendix.]

Chairman HIMES. Thank you, Mr. Konczal.

Ms. Rhee, you are now recognized for 5 minutes to give an oral
presentation of your testimony.

STATEMENT OF JUNE RHEE, DIRECTOR, MASTER OF MANAGE-
MENT STUDIES IN SYSTEMIC RISK, YALE SCHOOL OF MAN-
AGEMENT

Ms. RHEE. Thank you.

Chairman Himes, Ranking Member Barr, and members of the
subcommittee, thank you for inviting me to testify at this hearing.

My name is June Rhee. For the past 6 years, I have been re-
searching at the Yale Program on Financial Stability on interven-
tions used by the government and central banks in response to fi-
nancial crises around the world.

The focus of my research has been on market liquidity and cap-
ital injection programs. In these remarks, I will focus on my re-
search in market liquidity programs by the Fed during the global
financial crisis (GFC) and the COVID-19 pandemic based on papers
I have co-authored.

We define market liquidity programs as interventions for which
the key motivation is to stabilize liquidity in a specific wholesale
funding market, which encompasses the three facilities we are fo-
cusing on today in our hearing.

The Fed is allowed to extend loans to nonbanks in normal times
and its power to purchase market instrument is limited. Therefore,
the Fed relied on its authority under Section 13(3) of the Federal
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Reserve Act to lend to nonbanks in wunusually exigent -cir-
cumstances.

The Fed also created special purpose vehicles, or SPVs, to pur-
chase specific instruments and lend money to them using its emer-
gency authority. The SPVs, in turn, purchased assets to help re-
store liquidity in troubled markets.

Lending under 13(3) also requires the Fed to be secured to its
satisfaction. The Fed has taken a variety of paths to make sure it
is secured to its satisfaction. In one facility during the GFC, it re-
quired borrowers to pay fees, which in aggregate function does a
loss reserve.

In another facility, it required money market funds or other in-
vestors that elected to sell assets to the SPV to then purchase sub-
ordinated debt issued by the SPV equivalent to 10 percent of the
value of the assets they sold.

It is also relevant to note that of all of the Fed’s lending facilities
established under 13(3) during the GFC, only one facility received
credit protection from the Treasury, which is quite different from
this time around.

In part because the Fed’s indirect asset purchase programs dur-
ing the global financial crisis were more complex than the direct
asset purchase programs set forth by other central banks around
the world, the implementation took a little bit—for some of the pro-
grams, the implementation took a little bit more time.

The ability to roll out a program quickly can provide benefits in
some cases, serving as a bridge as other programs are put together.
Fed economists involved in constructing some of these programs
have also stated that, in hindsight, an earlier rollout of some of
these programs might have made them more effective.

Ultimately, however, whether an intervention was indirect or di-
rect does not seem to have had much influence on its effectiveness.

Following the GFC, the Dodd-Frank Act added some restrictions
to Section 13(3). Under the revised law, the Fed retains the ability
to conduct market-wide liquidity programs, but it now must obtain
the Treasury Secretary’s approval before establishing such a pro-
gram.

Also, it is required to report to Congress detailed transaction-
level information on any loan extended under a Section 13(3) pro-
gram within 7 days.

Disruptions caused by the COVID-19 pandemic, again, drove the
Fed to open market liquidity programs, some like GFC-era ones
and some new ones, using Section 13(3) authority.

Armed with the know-how from the GFC, the Fed was able to
quickly reintroduce four GFC-era market liquidity programs. It
also introduced new programs, and the three programs that we are
talking about today are the new programs that the Fed introduced.

For the reopened programs, the Fed—much of the design was the
same as their GFC-era counterparts. However, unlike the GFC-era
facilities, again, the COVID-19-era facilities, aside from two facili-
ties, received Treasury’s credit protection.

The relevance of this is that the Consolidated Appropriations Act
2021, signed into law on December 27, 2020, definitively closed
these CARES Act facilities and rescinded funds not needed to meet
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the commitments as of January 9, 2029, of the programs and facili-
ties established.

The Act preserves the Fed’s authority under Section 13(3). How-
ever, the Act removed Treasury’s authority to use funds to support
a Fed facility that is the same as the three facilities that we are
talking about here today.

The Act made an exception for the Term Asset-Backed Securities
Loan Facility (TALF), which is a facility that was also opened dur-
ing the GFC era. How broadly the Treasury will interpret the,
“same as,” language in the future remains an open question.

Therefore, if the Fed wanted to create a lending facility that falls
within the scope of the Act in the future, it may have to find other
ways to secure the loans to its satisfaction, such as using risk man-
agement techniques used during the GFC-era facilities.

But there also may be some need for the Treasury to support a
future lending facility. If you are comparing a GFC facility versus
the COVID-19 facility, the COVID-19 facility with the Treasury
support was able to accept a much broader range of eligible collat-
eral than a similar facility that was open during the GFC era.

Of course, all Fed lending facilities under Section 13(3) will con-
tinue to require the Treasury Secretary’s approval.

This concludes my remarks, and thank you. I welcome all ques-
tions.

[The prepared statement of Ms. Rhee can be found on page 47
of the appendix.]

Chairman HIMES. Thank you, Ms. Rhee.

Dr. Sahm, you are now recognized for 5 minutes.

STATEMENT OF CLAUDIA SAHM, SENIOR FELLOW, JAIN
FAMILY INSTITUTE

Ms. SAHM. Thank you.

I greatly appreciate the opportunity to give remarks on the Mu-
nicipal Liquidity Facility. I am going to focus on three ways that
this emergency facility for State and local governments could be
improved for the next crisis.

First, we should tailor the eligibility and the loan terms so that
they are specifically for State and local governments experiencing
financial distress.

To do so, use economic conditions, particularly conditions in the
local labor markets, to make those determinations, and finally, im-
prove the administrative systems so that it is as easy as possible
for those who need the relief to access it.

We know that swift and effective relief is absolutely essential in
times of crisis. I began at the Federal Reserve in 2007. In my first
year, I watched the global financial crisis in the Great Recession
have an incredible toll on families, small businesses, and commu-
nities, and that lasted for years.

This time, you all stepped in very aggressively, and boldly, and
what Congress did and what the Federal Reserve did early in the
crisis, in particular, was a godsend.

But when you are innovative and bold, you can always do better,
and so it is the perfect time to reflect, hold those accountable who
were in charge of implementing these policies, and to prepare for
the next crisis.
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Before I go through the proposals in more detail, I just want to
focus on the stated purpose of the Municipal Liquidity Facility, as
it is stated on the Federal Reserve’s website, to help State and
local governments better manage the cash flow pressures they are
facing as a result of the increase in State and local government ex-
penditures related to the COVID-19 pandemic and the delay and
decrease of certain tax and other revenues.

We have talked about the success metrics. The municipal bond
market did stabilize. It stabilized quickly. It took a little longer for
those that didn’t have as good a credit rating, but we got there.
That is success and it should be recognized.

That said, two loans were made to State and local governments,
and we know that there were more than two that were suffering
during this crisis and continued to, so let us do better.

The key features that we have talked about, the size and that
only about 11% percent of the loans were accessed, the eligibility
was, largely, by population. We now know that a lot of the budget
stresses were not concentrated in some of our large States and cit-
ies.

We need to get the money to who needs it and, as was mentioned
before, the State and local governments only had access to bonds
up to 3 years of maturity. They were more than that for corpora-
tions.

So with the first proposal to target eligibility, as I said, we know
that population was not enough. The Fed had to reverse course and
lower the population thresholds in August. That was too long to
wait for that. And if we do better targeting, then it will be the
State and local governments that most need the aid and we can,
potentially, reduce penalty rates.

We can subsidize those rates because you aren’t opening up to
all institutions. You can be very targeted and tailored in the relief.

Now, it is a big question of, how do you do that targeting? I sug-
gest using local economic conditions. The Bureau of Labor Statis-
tics puts out very detailed subnational statistics. No one can influ-
ence them, and they do tell us about the hardships that workers
are facing and businesses in a crisis.

And finally, administering these programs is essential. The sign-
ing ceremonies are not enough. The Fed announcements are not
enough. The cash has to get to those who are eligible and those
who need the relief.

Innovation is hard. The Fed stood up a facility that did not exist
before this crisis. It was delayed relative to the facilities that were
directed at Wall Street. The terms had to be adjusted. There was
a lot of debate among Fed and Treasury about exactly who should
be eligible. That created uncertainty for State and local govern-
ments.

We can’t do a one-size-fits-all approach. State and local govern-
ments, nearly all of them, have balanced budget requirements.
They have really faced a lot of uncertainty in terms of revenues.
We need to make it easier for them.

I just think the Federal Reserve is a way that Congress can get
money out. Congress needs to lead, but the Fed can be a very effec-
tive way to implement the policies and the relief that you want to
see done.
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Thank you.

[The prepared statement of Dr. Sahm can be found on page 57
of the appendix.]

Chairman HIMES. Thank you, Dr. Sahm.

Mr. Russo, you are now recognized for 5 minutes.

STATEMENT OF CHRISTOPHER M. RUSSO, POST-GRADUATE
RESEARCH FELLOW, MERCATUS CENTER AT GEORGE
MASON UNIVERSITY

Mr. Russo. Good morning.

Chairman Himes, Ranking Member Barr, and members of the
subcommittee, thank you for inviting me to speak today about the
Fed’s Emergency Lending Facilities.

My name is Christopher Russo. Before joining the Mercatus Cen-
ter at George Mason University, I advised senior Fed officials on
a range of monetary policy decisions.

Today, I urge you to safeguard the Federal Reserve’s independ-
ence by keeping the Fed out of credit policy. Really, my arguments
can be boiled down to just three points.

First, the Fed’s role as the lender of last resort is essential to
achieving its monetary policy objectives, these same objectives that
you have given it.

Second, 10 of the Fed’s Emergency Lending Facilities cross red
lines from monetary policy into credit policy.

And third, crucially, using the Fed for credit policy damages its
independence, making it less effective in the next crisis.

I think we will agree on my first point, that the Fed as a lender
of last resort is essential to achieving the goals you have given it:
maximum employment; and price stability.

Congress created the Fed for exactly this reason, following a
dash for cash on Wall Street in 1907 that led to a banking panic
and then a contraction on Main Street, a massive one. To be clear,
it is 1907, not 2007.

And we have known what to do since 1802. The Fed, as the lend-
er of last resort, lends to banks without limit in a timely manner,
based on good collateral and at a penalty rate.

Those five elements of the lender-of-last-resort doctrine are es-
sential. They have been developed during hundreds of years of fi-
nancial crises, since we started having them.

The purpose of the lender of last resort is liquidity, not credit,
and all five points matter for that purpose. The Fed’s first test
came in 1929. Faced with yet another banking panic, the Fed dra-
matically failed.

It did not lend to banks without limit or in a timely manner, and
in doing so, healthy banks were forced to fail. These mistakes com-
pounded what would have been a bad, but a once-in-a-few-years re-
cession into the Great Depression.

The Fed has learned the lesson from the Great Depression, in my
view, as former Fed Chairman Bernanke vowed never again.

I also think we will agree on my second point, that recent emer-
gency lending programs crossed red lines from monetary policy into
credit policy. Fed Chairman Powell said so himself. Ten of the
Emergency Lending Facilities were designed to assist Congress and
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the Treasury in allocating credit, not liquidity, to the broad finan-
cial system.

These credit programs don’t meet the five requirements I out-
lined for a lender of last resort. They lend to nonbanks at favorable
rates and with shady collateral, with respect.

For example, the Fed’s Municipal Loan Facility made direct
loans, as we have recognized here, only to the State of Illinois and
the New York MTA. The Fed can’t create new savings from noth-
ing. It can only shift them around. And like any government sub-
sidy, it benefits some, as has been described, but the unseen harm
comes to others, and that is less recognizable in some of the studies
that have been done.

I would also mention that when we talk about the effect of the
Fed on markets in these and other actions, market volatility, price
volatility, that itself is not dysfunction. That itself is not illiquidity.

So for all of those reasons, I hope we will agree on my third
point, that involving the Fed in credit policy damages its independ-
ence and its effectiveness.

Congress recognized this in the 2010 Dodd-Frank Act after the
global financial crisis. Congress specified that emergency lending is
for unusual and exigent circumstances. It must be broad-based and
only for the purpose of providing liquidity to the financial system.

Congress put these restrictions in place because in the global fi-
nancial crisis, the Fed had lent to nonbanks on Wall Street and it
lent credit—it wasn’t involved in liquidity—because these firms
were deemed too-big-to-fail.

Congressmen, Congresswomen, it is the same principle. Whether
it is nonbank borrowers on Wall Street, K Street, or yes, even Main
Street, credit policy is political and it is not the Fed’s proper role.

So, I ask you to resist this siren call of turning the Fed from our
central bank into our piggy bank. Whether the Fed finances green
energy or the construction of a border wall or anything else, it
would subject the Fed to immense political pressure.

The damage to the Fed’s independence would harm its effective-
ness in the next crisis, and as we saw in the Depression, that does
not end well.

Congress regularly asks the Fed to take on more power. As far
as I know, the Fed is the only government agency to refuse.

Instead, I ask, like Fed officials have many times, that you safe-
guard their independence so they can do the important jobs you
have given them.

Thank you again. I look forward to answering all of your ques-
tions.

[The prepared statement of Mr. Russo can be found on page 53
of the appendix.]

Chairman HIMES. Thank you, Mr. Russo. I now recognize myself
for 5 minutes for questions.

Mr. Wooden, let me start with you. You are the one sitting State
Treasurer on the dais right now. There have been proposals made
to make these programs more permanent, more predictable, and
more stable.

One of the things Congress does worry about and should worry
about is moral hazard, the idea that if that backstop is out there,
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it may cause folks in your position to know that it is there and,
therefore, perhaps be less prudent in the decision-making.

How would a State Treasurer think about that, and how can
Congress be made more comfortable that if these programs were
more predictable and just simply there, that we wouldn’t see less
prudent behavior on the part of decision-makers at the State and
municipal level?

Mr. WOODEN. Thank you for that question.

And, first, let me say I think just based on the numbers alone
and what actually happened with the program, it was an unmiti-
gated success in terms of stabilizing the markets.

Part of the discussion—and as a treasurer, I am Main Street. I
see day to day on the front line what is happening with govern-
ments and essential services and concern about meeting payroll.

The moral hazard argument is that this program was structured
and implemented as a lender of last resort, in terms of that stand-
ard was met.

Now, I think there is reasonable disagreement and debate on
whether or not there should have been the penalty associated with
it and off-market rates. But it did the job in terms of being a lender
of last resort.

And so I think there was, in fact, zero harm of moral hazard in
this event, and that was proved out by the fact that there were
only two issuers that utilized it.

But there were many issuers, like the State of Connecticut and
others, who benefited and helped stabilize our access to the mar-
ketplace in a way that did not harm government but helped gov-
ernment and helped Main Street and Connecticut.

Chairman HIMES. Thank you, Mr. Wooden.

I have one more question that I just want to throw out there as
sort of (inaudible). I have watched or participated now, sadly, in
any number of interventions in the market. I wasn’t in Congress,
but the Mexico bailout, then, of course, the infamous Wall Street
bailout, the auto industry, and now everything that we have done.

That is not the way markets are supposed to work. But those of
us in Congress are put in the position of choosing between doing
something which buttresses markets, not the way they are sup-
posed to work, or watching the apocalypse unfold.

One of the things, if we are going to continue to do these pro-
grams, I would point out that I think that all of the programs I
just mentioned actually didn’t cause any loss to taxpayers and, in
fact, in many cases, provided a gain to taxpayers.

But one of the challenges is that these programs are perceived
by my constituents and, I think, by Americans as always benefiting
the corporation or management. Why? Because the proceeds are
often used to pay bondholders.

And so, workers and others are left to say, wait a minute, once
again, you are bailing out the corporation I work for and what do
I get? And in many instances, those workers are laid off.

Now, you don’t need to be too far to the left of the political spec-
trum to say that is a problem. So my question is, and I posed this
question to Fed Chair Powell some time ago, how can these pro-
grams be thought of and restructured in ways that at least alter
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the perception that they are all about corporations and businesses
servicing their debts rather than standing by their workers?

Dr. Sahm, you are the first one with the mask off so—

Ms. SAHM. Okay. I buzzed in.

I think there was a big step forward in this crisis. You have two
new facilities that lend directly to Main Street. Putting those on
equal footing in terms of terms, eligibility, how fast they get start-
ed, that is a big step forward. And so, I really applaud that attempt
to get money directly to Main Street and I think that is what peo-
ple want to see.

We don’t want Wall Street to go down, but we don’t want Main
Street to either.

Chairman HIMES. So you are saying, and I agree with you, that
if we make these credit facilities available to smaller businesses,
that mitigates some of the sense of, we are just bailing out the
banks?

But what else? The Federal Reserve hasn’t—and maybe the an-
swer is there is nothing you can do. You just, as an elected official,
need to explain to people that when you stabilize Delta Airlines,
you are doing a good thing for the economy, even if Delta Airlines
turns around and lays off employees.

But is there anything we can do to try to address that perceptual
issue?

Ms. SAHM. Fiscal policy. I don’t think in a crisis people care
where the money is coming from, whether it is the Fed helping
keep interest rates low or it is Congress getting stimulus checks in
their pocket.

I think it is more about the concerted, all-hands-on-deck ap-
proach. That would—

Chairman HIMES. Thank you. I am out of time, but I appreciate
that response.

With that, I now recognize the distinguished ranking member of
the subcommittee, Mr. Barr, for 5 minutes.

Mr. BARR. Thank you, Mr. Chairman.

Let us talk about how we measure the success of these emer-
gency liquidity programs. Members of Congress heard from market
participants that TALF, in particular, and the corporate credit fa-
cilities were a psychological backstop, and even if the utilization
wasn’t there, that the markets weren’t seized, that they actually
functioned because there was this psychological backstop that was
there.

And so, I mentioned in my opening statement that it is impor-
tant that we grasp how to measure the success of these facilities.
Looking simply at utilization or take-up makes them, perhaps, look
unsuccessful, but a broader look at the market and credit condi-
tions in this unprecedented economic shutdown and evaluating it
through the lens of the Fed serving just as a backstop but not as
necessarily a provider of credit might indicate that they were suc-
cessful.

So, Mr. Russo, how would you evaluate the performance of the
Fed’s facilities and what metrics should we actually use to judge
their success?

Mr. Russo. Congressman, thank you for that great question.
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As an economist, I think it is important to look at the benefits
of a policy as well as the drawbacks. One thing that hasn’t been
mentioned already in terms of the drawbacks of such a policy is,
first, there is only so much real economic savings to be allocated.
Again, that is all the Fed can do; they can allocate savings.

So when the Congress or the Fed or anybody else decides to allo-
cate more savings to New York and Illinois, they are taking away
from somewhere else. You don’t see where, but that is a real draw-
back.

The second thing I will mention is that by trying to peg prices—
in this case, an interest rate—for credit, you do make some better
off and some worse off, like any subsidy.

For example, Illinois got better rates if we buy the arguments
that were put forth before, on these municipal loans. That gave a
worse return to the pensions that own those bonds or that finance
that new investment.

Again, I think there is a complicated cost-benefit analysis we
could do here. But I would just remind you of those other sides of
the ledger. And, again, it is not really the Fed’s role to be doing
credit policy.

Mr. BARR. Yes, let me stick with you and the point that you are
making. Some of our colleagues have suggested that the Fed should
take a more active role in addressing social or environmental
issues. Some have even gone as far to suggest that the long-run
changes in weather patterns due to climate change are emergencies
and, thus, necessitate the Fed using its 13(3) emergency lending
powers to directly finance green energy.

Mr. Russo, what would the impact be on the Fed’s independence
if it strayed outside of its mandate and actually took a more active
role in social and environmental issues?

Mr. Russo. I believe that its independence would be irreparably
damaged, and in doing so, it would weaken its independence and
its effectiveness in the next crisis.

Mr. BARR. Mr. Russo, I want to ask you now about the penalty
rate. Some have contended that the terms and rates and some of
your fellow panelists here have contended that the terms and rates
of some of the Fed’s facilities are too onerous, resulting in lower up-
take if prices were more aligned with market rates.

As you know, the Fed is required by regulation to charge a pen-
alty rate at a premium to market rates in normal circumstances.
This is, in part, to ensure that the Fed maintains its role as a back-
stop and provider of liquidity rather than replacing private mar-
kets.

What impact would an adjustment to the requirement of the Fed
to charge a penalty rate have on its role in the economy, and could
that change its role from a backstop to a direct competitor with pri-
vate entities?

Mr. Russo. Not, “could,” but, “would,” sir. Thank you again for
that question.

To give you some context here, the Fed’s loan to Illinois that was
a direct loan had an interest rate of about 3 percent. We have seen
the inflation in the last year. In real terms—not dollar terms, but
in real terms inflation adjusted, that is a negative return.
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Just to summarize, when we reduce any of those five criteria I
set out for a lender of last resort, you no longer have a lender of
last resort and that includes getting rid of penalty rates.

Mr. BARR. Yes, I think preserving the role as lender of last resort
is very important in not displacing the private sector.

Final question to Mr. Russo, in the 115th Congress, when I
chaired this subcommittee, I sponsored a package of Federal Re-
serve reform bills, which included a bill called the Congressional
Accountability for Emergency Lending Programs Act. Mr. Hill was
part of this effort.

The bill would require the affirmative vote of a greater portion
of the Federal Open Market Committee (FOMC) than is currently
required. It would also require an additional and enhanced role
from Congress to authorize these emergency lending authorities.

Of course, the CARES Act did interject the Congress in approv-
ing some of the emergency lending that we saw in the pandemic.

But what are your thoughts on a bill like this to strengthen the
congressional role to limit the Fed’s emergency lending powers?
Not eliminate 13(3), but just provide a little better accountability,
involve more of the members of the FOMC in this?

Mr. Russo. Thank you, sir. I believe the Congress plays an im-
portant role in the oversight of the Federal Reserve. I can’t com-
ment on that legislation specifically, and I don’t endorse legislation.
But I would be happy to work with your office on these issues,
going forward, if that would be helpful.

Mr. BARR. Thank you, Mr. Chairman, for your indulgence. I yield
back.

Chairman HIMES. Thank you to the ranking member.

The Chair of the full Financial Services Committee, Chairwoman
Waters, is recognized for 5 minutes.

Chairwoman WATERS. Thank you very much, Mr. Himes.

I would like to continue the discussion that you have initiated
around maximizing the public interest.

Mr. Konczal, we know that emergency financial system assist-
ance is sometimes necessary to rescue our economy when it is in
crisis. But carrying out this assistance in a way that protects work-
ers and has other reasonable conditions attached is critical.

For example, in 2009, the Treasury Department extended $62
billion in assistance to General Motors and Chrysler, which helped
to save 1.5 million jobs. However, Treasury was eager to exit its
investment as quickly as possible. It sold its stake in both compa-
nies without securing any improvement in workers’ wages or other
corporate practices, and its sale came at a loss, even though GM
and Chrysler were profitable just a few years later.

Last year, we set aside $17 billion in the CARES Act to help na-
tional security firms like Boeing. We put conditions on that assist-
ance, including workforce maintenance requirements. Boeing did
not end up using that aid, instead, opting to sell a corporate bond
after the Fed’s actions unfroze the corporate bond market. Because
the corporate bond market didn’t have the same strings attached
as the CARES Act national security bonds, Boeing proceeded to lay
off 12,000 workers.

Mr. Konczal, what ideas should Congress consider to ensure fu-
ture emergency lending programs are carried out in a way that is
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in the public interest and maximizes the vital goals of full employ-
ment and economic stability?

M}Il‘ KoNczAL. Thank you for that question. So, a few thoughts
on that.

One is that, in so much as a lot of these facilities are setting
market-wide interest rates and bringing them down when tradi-
tional monetary policy is weaker at doing that, it is very hard to
put on conditions at that point.

So, you want to think about fiscal policy. You want to think
about managed settlements, particularly in times of crisis, like we
did with the airlines.

I contrast these programs with the Payroll Protection Program.
As compared to these programs, the Payroll Protection Program
had significant take-up, approximately $500 billion with 5 million
loans.

And there, you had a downside from the point of view of business
but an upside from the point of view of the public of having signifi-
cant terms on those loans, particularly payroll.

In exchange for that, there was the upside to the business of hav-
ing those loans turned into grants. With these emergency lending
programs, it is very difficult to have that kind of balance because
we are working through interest rates.

So you can try to put penalties on. The Primary Market Cor-
porate Credit Facility, which would have made direct loans to cor-
porations, had no uptake because it had a penalty rate.

The Main Street Lending Facility, for instance, had some obliga-
tions that mirrored the Payroll Protection Program but also saw
limited uptake.

So one needs to think about the balance of upside and downside
for the business in terms of making sure that we can carry out pro-
grams so we can carry out public obligations in exchange for sup-
port.

I also think that automatic stabilizers are quite important. I
think unemployment insurance, the expansion in the CARES Act
and the American Rescue Plan was very important in helping en-
sure that workers got through this and got an equitable shake of
the downturn that we went through.

And finally, direct support to cities and municipalities in the
American Rescue Plan was incredibly important.

Chairwoman WATERS. Thank you very much. Let me just say
that despite the fact that in emergency assistance to these compa-
nies, certainly, you are concerned with the economy and what is
happening and how can we protect having a safe and sound econ-
omy, et cetera. But I certainly would not like to think that we can
excuse these corporations from using our leverage to ensure that
they protect workers in some way. Don’t you agree that both can
be done?

Mr. KoNczAL. Yes, absolutely, and I think there are some models
we can look back at. What happened with the airlines, I think, is
one possible role and model, going forward.

Legislation has been introduced about a bailout manager that I
think is really worth discussing and thinking through and reas-
sessing. You look at the Main Street Lending Facility, which put
a ban on buybacks and dividends for firms that took them and that
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was enforced, and the sky didn’t fall when we banned buybacks
and dividends or slowed the rates at the largest banks.

And so, there are obligations that can be put in place that we
saw a limited version of that worked perfectly fine and still left cor-
porations in a perfectly good place to be able to expand in this re-
covery.

Chairwoman WATERS. Thank you very much. I yield back.

Chairman HIMES. Thank you.

The gentleman from Texas, Mr. Sessions, is now recognized for
5 minutes.

Mr. SEssioNs. Mr. Chairman, thank you very much. I want to
thank the panel that is here before us today and I want to engage
several of the members of the panel.

Ms. Rhee, I listened very carefully when you talked about liquid-
ity, and liquidity in the marketplace is always an indication to me
about what is available and what exists and those sorts of meas-
ures, and I, with great interest, listened and I appreciate your com-
ments.

Dr. Sahm, in looking at your written testimony on page—well,
the pages aren’t here, so maybe 5 pages back, you talk about
changes in State revenues during COVID. And I note, among oth-
ers, Delaware, a huge increase of revenue to the State, and I don’t
know whether this was above what was projected or what it could
be.

Did this include Federal money that would flow in or just rev-
enue generated by the State?

Ms. SaHM. No, these were just revenues by the State, but they
include, say, corporate profit, income taxes. So, that is an impor-
tant piece of Delaware.

The point of that chart is mainly to show that there are wide
variations in the tax revenue shortfalls, and to your point or to
your question, largely, the shortfalls were less than expected in
March of 2020.

Mr. SESSIONS. Yes, and in looking at those, I looked at California
as being a significant increase. Is that an indication about business
as usual and increases in a, “COVID era,” or what would you look
at that and draw a conclusion about?

Ms. SAHM. Year to year, we do expect increases in tax revenues.
So the particular numbers, say, for the State of California, I
wouldn’t generalize so broadly in terms of how much relief they got
in this crisis.

And also, this is only the tax side. Expenditures rose in a lot of
places. Again, I think that that is a really good argument as to why
the Municipal Liquidity Facility could have been better targeted,
and you might argue that the direct aid that was in the American
Rescue Plan could be also to where there is really economic dis-
tress.

Mr. SEsSIONS. Yes. And I think that is a point, going back to Ms.
Rhee, you need to look at the liquidity to see how sick the patient
is or how well the patient might be to draw that conclusion.

Mr. Russo, in looking at your testimony, which, I really appre-
ciate, today, the Wall Street Journal has an article that I engaged
the president of the Dallas Fed on—really, he engaged me on it—
and that is the Fed prepares to pull back on stimulus.
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The president of the Dallas Fed talked to me about how he be-
lieved—and I think the word is, “tamper”—put a brake on, reduce.
The Wall Street Journal today talks about, really, what I think
should be part of this hearing. So, I am going to make it part of
the hearing.

The projections Wednesday show half the officials expect interest
rates would need to rise. The main catalyst—going to another para-
graph—of the problem is the fact that inflation has accelerated
faster than anticipated and it is remaining elevated.

At some point, there is danger to what we are doing, isn’t there?
Can you lend too much money or accelerate the marketplace be-
yond normal? What would you say about that?

Mr. Russo. Sir, thank you for the question.

I think what you have articulated there is correct. The Fed often
looks at what they say are balances of risk. In the last decade, the
balance of risk has really been to the downside for recession and
for low inflation or even deflation.

Entering the coronavirus pandemic, my perception is that they
were trying to address that immediate issue with as much mone-
tary stimulus as they could, and I approve of those actions—things
like lowering interest rates to zero, doing large-scale asset pur-
chases, acting as an actual lender of last resort.

Those, I think, are on point. And so long as the Fed remains
independent, they can modify those actions as appropriate to keep
inflation on track and that is, again, I think, the important thing,
their independence to be able to do that.

Mr. SEssIONS. Thank you.

One question to the panel. And anybody can answer this. During
the last 2 years, there has been an extensive amount of national
debt that was taken on, in the trillions. What would we anticipate
the interest rates to be next year, just off that new loan amount?

Has anybody looked at that, the interest payments that we will
need to make in 2023, just based upon the extension of monetary
money in the last 2 years?

Mr. Russo. Sir, based on where we are right now, in general, in-
terest rates are predicted to remain low, at least into next year.
Going further out, you might have more uncertainty.

There is a question, though, as you have raised, I think you are
alluding to, that the unsustainable rise in debt could lead to a situ-
ation either through a debt crisis, or not even a crisis, in which you
have sustained higher interest rates. That is an economic possi-
bility. We have seen many times in history before—

Mr. SESSIONS. Mr. Chairman, if I could just have one more
minute, sir?

I am talking about the fact that we will have to pay interest.

Mr. Russo. Yes.

Mr. SESSIONS. New interest payments based upon what has oc-
curred over the last 2 years. What is that incremental amount?
Has anybody figured that out at near zero interest rates, but we
still have to pay interest on this. Does anybody know what that
might be?

Mr. Russo. Sir, I don’t have that number. But I would be happy
to talk to you afterwards and get that number for you.

Mr. SEssIONS. Right. Thank you very much.
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Mr. Chairman, thank you very much.

Chairman HIMES. Thank you. The gentleman from New York,
Mr. Torres, is now recognized for 5 minutes.

Mr. TORRES. Thank you, Mr. Chairman.

Mr. Russo, I know you had a brief exchange with the ranking
member regarding climate change. My first question is, do you
think climate change is an emergency?

Mr. Russo. Sir, thank you for the question. With respect, I am
not an expert on climate change. I am here to talk about monetary
policy where I have expertise, not my personal views.

Mr. TorgregS. Right, but whether climate change is an emergency
will determine whether it poses a risk to the financial stability of
the country.

I have a question for Mr. Konczal. The House Select Committee
on the Coronavirus Crisis found that the credit facilities of the Fed
lend disproportionately to oil and gas companies.

Do you think that the Fed is planting the seeds of long-term fi-
nancial instability in lending so heavily to fossil fuel companies?

Mr. KoNczaL. The studies about the SMCCF, basically, found
that it helped industries across-the-board, and that specific study
found that it under-lent to finance and over-lent to many other in-
dustries, including oil and gas.

The Fed should be accountable to that and should answer Mem-
bers’ questions about whether or not their distribution of the assets
they purchased in the SMCCEF is correct or not.

I think the biggest issue right now is the systemic risk that cli-
mate poses to the financial system. There are very basic and easy
supervisory actions that they can take outside the rulemaking proc-
ess to force companies and banks to disclose their exposures to cli-
mate.

Notably, insurance companies and asset managers like
BlackRock are trying to get this information and they have a very
difficult time doing that. That is the perfect spot for regulators to
interject that.

Mr. TorRES. The stabilization of credit conditions during COVID,
it has been said, had more to do with the announcement of the
lending facilities rather than the lending facilities themselves.

But as has been noted, these lending facilities, particularly the
Main Street and the Municipal Liquidity Facility, have been shown
to be ineffective.

Do you think that undermines their ability to be a psychological
backstop in the future, and does that strengthen the case for re-
forming them?

Mr. Wooden?

Mr. WOODEN. Just to clarify, did you say they have been shown
to be ineffective or effective?

Mr. TorRRES. Ineffective. The Municipal Liquidity Facility had
only two borrowers and, as I understand the Main Street Lending
Program, even though it had $600 billion of capacity, it only lent
$16 billion. So, that is hardly a success story, in my mind.

Mr. WOODEN. I believe it is a success story, not because of the
amount of capital, which represented about 2.3 percent program-
matically, but because of what it did for the market and the access
it provided and that stability at a time of extreme volatility.
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I think that is one extremely important metric of success. As we
have touched upon, actual delivering of capital and support to mu-
nicipalities across this country in that metric was not as successful.
But the first metric—

Mr. TorreS. No, I will concede the point about psychology. But
how do we restructure these programs to be more effective?

Mr. WOODEN. In the recommendations in my written testimony,
standing up a program now because speed is key. But what hap-
pens, and we have seen this with virtually every fiscal stimulus
support program is it goes so fast and there is so much that is
missed.

And that is why I am recommending standing up a program not
for permanent ongoing usage but in advance. So, we look at issues
of size of municipalities. In the State of Connecticut, there wasn’t
one municipality that could benefit from it as initially structured
to when it was revised. But standing these up in times of fiscal dis-
tress will allow us to execute more quickly and address some of
these deficiencies that we are highlighting today.

Mr. Torgres. Mr. Konczal, according to Moody’s, corporations are
63 times more likely to default on loans than States and munici-
palities, and yet States and municipalities, as well as small busi-
nesses, were subject to a much steeper penalty rate.

I have the impression that the Fed is much more favorable to
corporations and Wall Street than to Main Street and States and
localities. Is that a fair analysis, or what is your impression?

Mr. KoNczAL. That is absolutely true that as an empirical mat-
ter, in the financial research that municipalities default much less
than their equivalent credit ratings from the ratings agencies,
which put them at a huge disadvantage for accessing capital for
our schools and for our roads and everything else.

I think the Fed was very selective and material even on how it
picked its discount rate it applied and where it applied it, and in
the future it should be held much more accountable and much
more standardized about how it does that.

Mr. TORRES. My time has expired.

Chairman HIMES. Thank you.

The gentleman from Texas, Mr. Williams, is now recognized for
5 minutes.

Mr. WiLLIAMS OF TEXAS. Thank you, Mr. Chairman.

And thank you all for being here today.

The Federal Reserve took extraordinary measures during the
pandemic because there was so much economic uncertainty sur-
rounding the virus.

Now, looking back, it seems like we may have misjudged the
level of government involvement that was necessary to keep busi-
nesses aloft with some of these lending facilities.

The private sector was willing and able to help businesses, and
many of the Federal Reserve actions were not utilized to the extent
that we assumed they would be needed.

So if we misjudged the need for these facilities when we were in
the heart of the pandemic, then we should not continue the prac-
tice of having the Federal Reserve competing, as we have talked
about today, with the private sector when they are able to provide
proper liquidity for businesses.
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Mr. Russo, can you talk about some of the unintended con-
sequences if we try to make these emergency measures permanent
and constantly have the government competing with the private
sector, which, I believe, is the power of America, the small busi-
nessman?

Mr. Russo. Thank you, sir, for that question. I think it is a very
important one.

Let us take a step back and look at the economics. What are we
doing when we set up an Emergency Lending Facility to provide
credit, not liquidity? We are setting a price. We are setting a price
for credit of States, municipalities, corporations, and businesses on
Main Street.

Can the government set prices as well as a market? In my view
as an economist, no, they cannot. I believe that is supported by
over a hundred years of academic research on this issue.

We get outcomes that are not the outcomes we could achieve via
market as a market is able to bring together all the sort of infor-
mation that a central planning board cannot.

Mr. WILLIAMS OF TEXAS. Okay. Thank you.

I am greatly concerned that some Democrats in Congress are
looking to the Federal Reserve and other regulators to enact their
radical agendas when they fail to get them passed in Congress.

As some of you may be aware, I am in the car business. I have
been a car dealer for 52 years, and I was targeted under Operation
Choke Point when some of our agencies took a more proactive ap-
proach to achieve their policy goals.

For those of you who may not remember, the Obama Administra-
tion decided which legal industries posed a risk of money laun-
dering and, therefore, must be debanked and denied financial serv-
ices. I was involved in that.

Bureaucrats behind closed doors were targeting legal American
businesses, and there was no recourse if you were being targeted
by our own government.

I am concerned the Federal Reserve will get back into the busi-
ness of picking winners and picking losers if we set up permanent
lending facilities with specific policy objectives.

So, again, Mr. Russo, can you talk about some of the risks that
could happen when the Federal Reserve sets up facilities with spe-
cific policy goals outside of their dual mandate?

Mr. Russo. Yes, sir, and I share your concerns in what you have
articulated very much.

In general, when the Fed has less independence to set interest
rates and to do its large-scale asset purchases, it politicizes that
process. But these are not political questions—the appropriate Fed
funds rate, for example.

But by involving Congress, you will make the Fed less effective
not only in its everyday interactions or its everyday actions like
choosing how much to buy on Wall Street.

But even more than that, in a time of crisis, reducing the Fed’s
independence has been shown in the past to reduce its effectiveness
in a crisis.

Let me give you one important example. Back in the Great De-
pression, the Reconstruction Finance Corporation (RFC), set up by
Congress, was like a lender of last resort. Congress, unfortunately,
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leaked the list of borrowers to the RFC and that created great stig-
ma for those borrowers, worsening the effect of the Fed’s interven-
tions for the next hundred years. There is now stigma around the
Fed’s discount window.

So, there are real risks here that are not easily understood when
you involve Congress in the monetary policy decisions of the Fed-
eral Reserve.

Mr. WiLLIAMS OF TEXAS. I have a minute left.

Mr. Russo, I am going to let you have that time. I wanted to give
you the opportunity to talk about inflation and some questions that
you would like to get answered from Chairman Powell since he will
be before our committee next week.

Mr. Russo. Thank you, sir.

Let me just emphasize that I agree with the monetary policy ac-
tions taken by the Federal Reserve. They have gotten national in-
come up to where it would have been in the absence of the pan-
demic, and in my view and the view of my colleagues at the
Mercatus Center at George Mason University, that is a good metric
for how a successful monetary policy is going to be.

One question I would ask Chair Powell is, where, in his mind,
are thresholds for reexamining his views about inflation, which, as
you and others have articulated, he views as transitory?

We have seen inflation expectations rise, and again, I don’t want
to be an alarmist here. I believe that inflation is transitory. But in
his view, if we have inflation expectations from, say, 3 to 4 percent
or to 5 percent, where would he pause and reexamine? I think that
would be a very important question to ask him.

Another question, and I think he would be reluctant to answer
but I think it is important to ask anyway, is what is his timeframe
for thinking about average inflation targeting?

Over the past 6 years, we have averaged 2 percent inflation, ac-
cording to the Fed’s preferred measure. With all the inflation we
have had, again, we have gotten national income right back on
track. How long a window is he looking at?

Mr. WILLIAMS OF TEXAS. Thank you.

Mr. Chairman, I yield back.

Chairman HIMES. Thank you.

The gentlewoman from Pennsylvania, Ms. Dean, is now recog-
nized for 5 minutes.

Ms. DEAN. Thank you, Mr. Chairman. And thank you to all of
our witnesses today.

And I am really delighted that the chairman chose to have this
hearing to examine and measure what successes we had in this
past year during an incredibly challenging time to health and to
our economy, and to learn what we can learn for the future, to do
it better in the future when other crises arrive.

One thing I wanted to look at is a possible barrier that we be-
lieve took place last year. In July of last year, at our hearing on
monetary policy and the state of the economy, I asked Chairman
Powell about Nationally Recognized Statistical Rating Organiza-
tions (NRSROs), and the Fed or Treasury’s decision to accept only
ratings from the big three for businesses applying to Emergency
Lending Facilities.
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We saw that the lending facilities were underused during the
pandemic. I will start with Mr. Konczal, do you believe that accept-
ing only the three big rating agencies was a barrier to some busi-
nesses in their application for support?

Mr. KoNczZAL. I believe the fundamental barrier for uptake on a
lot of these programs, for the physical loan uptake, was the fact
that there was a downside from the point of view of a business of
having a penalty rate but no corresponding upside.

So once the market stabilized, many borrowers could turn to the
market and, thus, really what the Fed was doing was setting the
interest rate in the same way it sets the short-term interest rate.

I don’t know enough about the nature of the ratings agency busi-
ness right now to answer.

Ms. DEAN. Ms. Rhee, would you care to comment on that? Would
it have helped if small businesses who had acceptable credit rat-
ings with other nationally recognized rating agencies would have
been able to apply?

Ms. RHEE. I am specifically informed on the national rating agen-
cies part of it. But one of the reasons why the Fed does have all
the requirements and the barriers that goes in is, really, these fa-
cilities are really meant to be emergency. It is really meant to be
short term. We talked a lot about how it acts as sometimes a kind
of a restarter for the market, a backstop for the market.

So in some sense, I think just focusing on the utilization itself
is really not a fair judgment on whether a program was effective
or not. There are various factors that you look at, and also look at
what really was the intention of these facilities when they were
first announced by the Fed and the Treasury.

We need to remember that when the Fed is enacting these 13(3)
authorities, and announcing these facilities, it is really in the hopes
of returning the markets back to normal, and then also exiting
pretty quickly so that it is not affecting the markets in the long
term.

Ms. DEAN. I appreciate that, and my questions are a way of put-
ting in a shameless plug for legislation that I introduced last year,
along with Chairwoman Waters and Ranking Member Barr, which
we did pass in a bipartisan way, that would have the Fed treat all
national credit rating agencies uniformly.

I hope we will be able to do that so the barriers to small busi-
nesses, women-owned businesses, minority-owned businesses, will
be reduced in any way that we can.

I think I still have a moment.

Treasurer Wooden, in your testimony, you recommended a num-
ber of reforms to the Municipal Liquidity Facility, including estab-
lishing a permanent emergency program.

Would you mind just fleshing that out a little more?

Mr. WOODEN. Sure. With these programs, we always, in the first
few weeks or months, discover in a moment of crisis how many de-
ficiencies exist, and going through this experience—they say you
should never let a good crisis go to waste, right?

In this case, we have a lot of learning from that, and I think
standing it up—because we do need the speed with which Congress
moved last time. We just need a better product.
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And if we take the time now to incorporate the lessons, improve
on those deficiencies, and still leave it as an emergency use author-
ization, that will create a better product as well as going back to
the State of Connecticut’s experience, we would have had to—and
I drafted legislation to allow municipalities to access the Federal
program through the State of Connecticut.

We had to stand that up. So, we couldn’t use it. But having an
existing shelf-ready program will allow States and municipalities to
put mechanisms in place in advance should that fiscal crisis
emerge.

Ms. DEAN. I thank you all for your thoughtful answers, and I
yield back.

Chairman HIMES. Thank you.

The gentleman from Arkansas, Mr. Hill, is now recognized for 5
minutes.

Mr. HiLL. Thank you, Mr. Chairman. I appreciate Chairman
Himes and Ranking Member Barr for holding this hearing, an op-
portunity to visit with all of you about your suggestions on the re-
cent crisis and the Fed and the Treasury’s response to it.

I spent the last—well, since April of last year, I have been on the
Oversight Commission appointed by Mr. McCarthy to oversee the
Fed and the Treasury’s response, and it is down to just Pat Toomey
and me because Leader Schumer and Leader Pelosi have not ap-
pointed any Democrats to that oversight responsibility.

So, I don’t know how seriously they take overseeing the post-
CARES Act funding. But let me make a couple of points.

One, I agree with Mr. Russo and Ms. Rhee that this is an emer-
gency facility, and the guardrails around that include all of the
things that Mr. Russo pointed out, including a penalty rate, short
term, abundant collateral, exigent circumstances, broad-based eligi-
bility, so that the Fed isn’t targeting and playing favorites and it
is short term.

So the ability to, “have a permanent emergency,” is, truly, the
oxymoron that that is. We can’t do that. We won’t do that.

And I would remind my friends on the other side of the aisle that
these classic, ageless, timeless central bank rules about lending as
the last resort in an emergency were codified by whom? Democrats,
in the Dodd-Frank Act.

And I agree with that aspect of the Dodd-Frank Act. I think we
should be very vigilant about not turning the Fed into, as Mr.
Russo says, a credit-allocating piggy bank.

Now, to my friend from New York saying that somehow these fa-
cilities benefited the oil and gas industry, certainly not in the
TALF, which was trying to help short-term credit for borrowers,
student loans, housing, credit cards, certainly, not in the corporate
program that bought a broad section of corporate bonds and cor-
porate ETFs, certainly not in the emergency facilities for airlines
or for the defense industry.

So that leaves either the Municipal Liquidity Facility—I don’t be-
lieve there were any energy companies in the two loans—or Main
Street.

Now, Main Street—I looked it up while we were sitting here—
made 1,830 loans for $17.5 billion on Main Street. Eight percent
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was to anybody in an industry classification of oil and gas or min-
ing. Eight percent.

So, I don’t think that is overwhelming. I don’t know what oil and
gas and mining are as a percentage of the GDP. But I will also tell
you that at the moment this crisis hit, oil and gas prices collapsed.
Reserve valuations in the oil and gas industry collapsed last
March—please remember that—and people could not access the
public markets.

So, I think the Fed and the Treasury, under the circumstances,
did outstanding work, and I think this Congress responded to the
emergency to benefit State and local governments.

So, Mr. Russo, on this aspect of Federal credit allocation, did that
work well with syn-fuels with Jimmy Carter?

Mr. RUsso. I'm sorry, sir. I missed the very end of your question.
Did it work well with—

Mr. HiLL. With syn-fuels loan, with Jimmy Carter.

Mr. Russo. No.

Mr. HiLL. You weren’t born. But did it work well? Your answer
is no. Thank you.

Mr. Russo. That is why I didn’t understand the reference.

Mr. HiLL. How about Solyndra in the recovery plan after 2009?
Was Solyndra a good allocation of credit?

Mr. Russo. I don’t have an opinion, but I don’t believe the Wall
Street Journal thought so.

Mr. HiLL. Yes. Okay.

Let me say that when we get into the direct credit allocation
business we get into trouble, and we compromise the Fed’s credi-
bility and independence.

And I will tell you, look at the national security loans in the
CARES Act authorized by this Congress. We helped airlines. We
were to help the defense industry.

I would ask you to read the Oversight Commission reports on the
defense industry. We loaned $750 billion to Yellow Freight because
it was essential, according to DOD, to national security, when all
of the testimony before our Commission said it was not essential
to national security.

Therefore, the largest loan there is, really, probably done not in
accordance with the CARES Act statute, but it was made. It is an
emergency. It is a crisis. But that is why credit allocation is so
troubling.

Mr. Chairman, I don’t know what this legislation was that was
attached to the bill. We haven’t talked about it today. So, I have
concerns why that has been noticed for this hearing but never dis-
cussed.

So with that, let me yield back my time, and thank the sub-
committee and the witnesses.

Chairman HIMES. Thank you.

The gentleman from Illinois, Mr. Garcia, is now recognized for 5
minutes.

Mr. Garcia oF ILLINOIS. Thank you, Chairman Himes and Rank-
ing Member Barr, for holding this important discussion, and I want
to thank our witnesses for joining us today.



29

When I first saw that the Federal Reserve was establishing a fa-
cility to help municipal bonds, I was relieved because I know first-
hand how challenging the municipal bond market can be.

I served in the Chicago City Council, in the Illinois Senate, and
on the Cook County Board. Unfortunately, our bond ratings make
national news. But what that means for us who live in working-
class communities like mine is that schools, clinics, and libraries
closed. It means that my neighbors worry about pay cuts and lay-
offs every budget season, and you don’t need an economist to see
that makes our economy worse.

So, I had hoped that the Fed’s Municipal Liquidity Facility would
offer some relief, but I represent one of the very few communities
that actually used the MLF and there is a reason many jurisdic-
tions didn’t sign up for the program. My State, Illinois, had to at-
test that we couldn’t get financing in the private market before get-
ting help from the MLF, and once we got help, the rates were bare-
ly better than the private bond market.

So, I would like to direct my first question to Mr. Wooden. When
the Fed helped out the corporate bond market last year, did they
have to deal with similar terms, and the same level of stigma?

Mr. WoODEN. With respect to—I did not follow the corporate
bond market as I did with the municipal markets. But from my
general knowledge, I think the answer is, of course not. There is
always a different standard with respect to the corporate markets
than the municipal markets.

Mr. GARcIA OF ILLINOIS. Okay. And do you think that the Munic-
ipal Lending Facility was designed fairly or did it stigmatize mu-
nicipal borrowers?

Mr. WOODEN. I will give you my, in the midst of the height of
the pandemic response, which is that I thought it was unfair to
State and local governments at the time—the penalty, the off-mar-
ket rates, and the burdens associated with accessing it, and, cer-
tainly, the fact that it was designed so that not one municipality
in the State of Connecticut was eligible for it.

With that said, given how our finances turned out in the State
of Connecticut and our ability to access the traditional markets and
how the facility stabilized the markets, more broadly, there was,
certainly, a benefit to the State of Connecticut and to most States
in the country as a result on that metric but not in our ability to
actually help municipalities in the midst of the pandemic.

Mr. GARcIA OF ILLINOIS. Thank you.

Ms. Sahm, we are now going through a major crisis but, of
course, that doesn’t seem to be anything new. Every few years, mu-
nicipal budgets get squeezed because of problems in Washington or
on Wall Street.

After the last financial crisis, municipal defaults and bond rating
cuts hurt cities across the country and cut our recovery short. The
MLF was a good idea but it was too little and too limited.

How can we proactively address municipal bond issues in the fu-
ture so that my neighbors don’t worry about budget cuts and lay-
offs because of problems they didn’t create?

Ms. SaHM. Right. I think one step forward would be to create
more certainty, so to take this time to really structure those pro-
grams, make sure municipalities know how to access them—to the
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point, make sure more municipalities can access them if they need
to.

I think we have heard a number of times this question of wheth-
er Emergency Lending Facilities are permanent or not. That power
is in the Federal Reserve Act. Now, it has to be authorized by
Treasury.

But Emergency Lending Facilities will be used in future crises,
and I very much hope they will be used for State and local govern-
ments, and that means that we should do everything we can to
make sure they work for State and local governments. And I agree
there is a long way to go here.

Mr. GARCIA OF ILLINOIS. Thank you very much, Mr. Chairman.

I yield back.

Chairman HIMES. Thank you.

The gentleman from Ohio, Mr. Davidson, is now recognized for
5 minutes.

Mr. DAVIDSON. I thank the chairman, and I thank our witnesses
for participating in this hearing, and our colleagues.

But I really want to take a little bit of time to explain what hap-
pened, not a theory, but what happened, because there is really a
range of things that I think have been misstated as part of today’s
hearing.

Perhaps, people just don’t understand. I note that there aren’t
any actual market participants here. Municipal bonds—to the
treasurer, thank you for coming—are a huge part of the market
and a big part of what we are talking about today.

But during the last half of March and, really, a lot of April of
2020, the Federal Reserve acted boldly and decisively in an unprec-
edented way. I think PhDs will be writing for decades about what
went right and wrong there.

But for the action of the Federal Reserve, and 13(3) provisions,
which were, frankly, stretched to the max of their statutory limit,
we would have really had a massive collapse in our markets.

Markets work when there is equilibrium between buyers and
sellers, and there was no buy side. I spoke to a hedge fund man-
ager who had $800 million in cash on his balance sheet at the time
in a pretty conservatively managed fund, and in a period of 10
days, they burnt through over $500 million in margin calls.

What are margin calls? Everyone in the room understands, but
not everyone listening or watching does. So, if a company has a 50-
percent leverage, i.e., they have borrowed 50 percent and they put
50-percent equity in, and the value of, say, $10 million worth of
bonds goes down to $4 million, well, now they have a $3 million
margin call. So call after call after call. The market was in freefall.
It was true in municipal bonds. There was no buy side.

So, why did the Municipal Liquidity Facility work? Well, it
wasn’t because of the two loans they made, Mr. Torres. It was be-
cause of the hundreds of billions of dollars of loans that were facili-
tated because the market now knew there would be a buy side.

So, the freefall stopped. The margin call death spiral stopped. It
literally bankrupted hedge funds, and no one is really sympathetic
to hedge funds, but what happens when they fail? Well, the pen-
sion dollars that are in those funds go away.
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So your teachers, firefighters, policemen, and whatnot are out
money. The hardworking men and women of America who are
counting on us to make this work are hurt.

And without decisive action, without these facilities, our market
would not have worked.

Now, there are some people who don’t actually want us to have
a market economy, and when they say they want to fundamentally
remake America, that is code for they don’t actually want a market
anymore. They want a centrally-planned, centrally-controlled finan-
cial system and, frankly, one of the features of our current mone-
tary policy where we are no longer constrained by the amount of
tax revenue we collect or even constrained by the amount of money
we can borrow is that it threatens our financial system. It could
actually collapse it.

Now, it is hard to believe that people will actually think that is
a good thing, and very few will admit it publicly. But this is some-
thing that people who support modern monetary theory believe.

They believe—maybe some do—that it can continue to work be-
cause we have a currency, and this is where things have shifted.
We went from good decisive action by the Fed in March and April
to monetizing debt. The Fed’s balance sheet has grown to $8 tril-
lion. They have continued to inject $120 billion a month in a pre-
dictable way.

They have two roles. They are supposed to protect stable prices
as the dollar as a store of value, and they are supposed to promote
full employment. They are not doing well on either metric.

And their last role is as a regulator. As a regulator, they have
been schizophrenic. They have been encouraging all this liquidity
in the marketplace. Lots of the cash has flowed to banks but then
they are discouraging banks from making loans.

So because of that, they have acted as a lender of last resort, and
Mr. Hill and others, and Treasurer Wooden, I think you high-
lighted some of the challenges that could be managed if there was
a predictable way 13(3) worked.

But, of course, it has to be known as an emergency, not a struc-
tural way to operate. So, I wish there was a market participant in
the room.

I wish we could go into depth on all of the reasons why modern
monetary theory is a fallacy and why Congress, this body, actually
hai1 to be responsible in setting parameters and providing over-
sight.

But I wanted to use my time differently than expected, just to
correct the record. I yield back.

Chairman HIMES. Thank you.

The gentleman from Massachusetts, Mr. Auchincloss, who is also
the Vice Chair of the Full Committee, is now recognized for 5 min-
utes.

Mr. AucHINCLOSS. Thank you, Mr. Chairman.

Mr. Russo, in your written testimony you indicate your concern
with monetary policy becoming credit policy and the threat to polit-
ical insulation that comes from that. I think those are reasonable
concerns.

You also refer to six programs that were stood up under the
Emergency Lending Facility that were designed to provide liquidity
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to the shadow banking system, which is not eligible for lending
through the Fed’s traditional lender of last resort tools.

Can you explain more what the shadow banking system was in
this circumstance?

Mr. Russo. Yes. Thank you for that question, sir.

The shadow banking system is, effectively, financial institutions
on Wall Street that act like banks but that don’t fall under the
Fed’s usual regulatory apparatus.

They don’t have access to the discount window, which is the
Fed’s usual tool. These six programs I highlighted, these were
things that we were going to try to solve with Dodd-Frank, but, in
my opinion as an expert, were unsuccessful.

For example, lending to the primary dealers, making sure they
have the liquidity to keep markets moving, something that we
would hope had been solved by Dodd-Frank. But I think that was
incomplete.

So, I am uncomfortable with these programs. But in a crisis,
given that it is an emergency, I understand that this is sort of an
extension of lender of last resort to the shadow banking system.

Mr. AucHINCLOSS. Would you recommend that we incorporate
the shadow banking system into the rules that allow the Fed to be
a lender of last resort or that we regulate the shadow banking sys-
tem so that they are no longer banking?

Which one should we remove, the “shadow” or the “banking”
from the shadow banking system?

Mr. Russo. Sir, I think that is an excellent question.

I am a bit off my skis here. Let me refer to a colleague of mine
who wrote a paper for the Mercatus Center on this topic and about
COVID-19.

One of his recommendations was moving the shadow banking
system under the umbrella of Fed regulation. Another thing that
he mentioned specifically, for example, the swap lines that the Fed
created to swap dollars with foreign currencies at other central
banks.

He, instead, suggested that Congress end those, and that foreign
banks that have liquidity problems in dollars, use their local
branches in New York to borrow from the discount window as in-
tended.

Mr. AucHINCLOSS. Understood. You also referenced 10 programs
that were intended to assist Congress and the Treasury in allo-
cating credit beyond the traditional lender of last resort doctrine.
And I know, of course, that you are very concerned about these
that these are really moving into credit policy with monetary pol-
icy.

Basic question here, why is it that Treasury itself couldn’t give
loans? Why did the Fed have to backstop those loans?

Mr. Russo. If I understood the rationale correctly, when you
were passing the CARES Act, you desired for the Fed to sort of act
as a source of leverage. So, the Treasury committed X amount and
the Fed tried to leverage that up by printing money, essentially.

And that was one of the views that was given. I think another—
and again, here, I am really speculating on your own intentions—
but it might be because the Fed as a central bank has people who
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are very smart and able to work in these incredibly difficult situa-
tions and have connections to market participants.

I don’t want to judge what was done in the past. But looking
ahead, let us get the system right so we don’t have to do it through
the Fed again.

Mr. AucHINCLOSS. Dr. Sahm had said in the last back and forth
that these Emergency Lending Facilities are here to stay with the
Fed, that they are statutory and that we should expect to use them
again.

I saw that you were shaking your head as she was saying that.
Are you disagreeing that they are permanent or are you dis-
agreeing that they should be used again or—

Mr. Russo. Sir, thank you.

I hope they are not permanent. And I am not a lawyer. I can only
read the plain language of the law. And so, when the Dodd-Frank
Act amended 13(3) to say that the 13(3) lending must be broad-
based in unusual and exigent circumstances, “unusual and exigent”
doesn’t mean every day. Again, for the Fed’s independence, I would
strongly urge Congress not to make these a permanent part of the
Fed’s arsenal.

Mr. AucHINCLOSS. Would you—and Dr. Sahm, please jump in
here—recommend that Congress provide more detail about what,
“unusual and exigent” means?

Ms. SaHM. Right. And to be clear, I wasn’t saying that I think
these should be standing facilities. I was just pointing out that
13(3) is in the Federal Reserve Act. It is absolutely the authority
of Congress to amend that.

I think, in general, more broadly than your question, Congress
should really lean into its role of defining what it wants the Fed
to do. The Fed is going to follow orders. It is good at that.

But guidance from Congress will help it achieve what you all
want it to achieve. So, what are exigent circumstances can be de-
fined. That language has been in there a long time.

Mr. AucHINCLOSS. Ms. Rhee, in my last 30 seconds here, do you
want take a crack at it, given that your expertise is in systemic
risk? If you had to define unusual and exigent circumstances in 20
seconds, how would you do it?

Ms. RHEE. I don’t know if anyone can actually define that. That
is kind of prescribing what is going to happen in a financial crisis,
trying to decide what the predicators are for a financial crisis. And
I think that has been unsuccessful.

I think it is, really, you need to depend on the experience of the
policymakers. You also have to look beyond the U.S. example and
see what kind of creates a financial crisis and what indicates that
we are in a systemic risk.

I think one of the challenges—

Mr. AUCHINCLOSS. Ms. Rhee—may I ask one more question?

Are you familiar at all with the work that the Santa Fe Institute
has done on predicting systemic risk and—

Ms. RHEE. I have heard about that, yes.

Mr. AUCHINCLOSS. —do you think that that could be a tool used
by policymakers to understand where risk is getting so correlated
that it is becoming systemic and might be unusual and exigent?
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Ms. RHEE. I think there may be various factors, indicators, that
you can use. IMF has some indicators also.

But be it all that, it is going to be hard to prescribe exactly what
it means because the financial market is changing. There are dif-
ferent factors and products that are going to come out.

Mr. AucHINCLOSS. Understood.

Mr. Chairman, thank you for the leniency. I yield back.

Chairman HIMES. Thank you.

Since there are no more Members asking questions, we will con-
clude this hearing now. I would like to thank our witnesses for
their testimony today.

The Chair notes that some Members may have additional ques-
tions for these witnesses, which they may wish to submit in writ-
ing. Without objection, the hearing record will remain open for 5
legislative days for Members to submit written questions to these
witnesses and to place their responses in the record. Also, without
objection, Members will have 5 legislative days to submit extra-
neous materials to the Chair for inclusion in the record.

The hearing is now adjourned.

[Whereupon, at 11:46 a.m., the hearing was adjourned.]
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Good morning and thank you for inviting me to testify at this hearing. My name is Mike Konczal, and I'm
the director of Macroeconomic Analysis at the Roosevelt Institute. I’ve led our organization’s research on
full employment, fiscal and monetary policy, and the Federal Reserve’s toolkit throughout both the Great
Recession and the recession following the COVID-19 outbreak.!

In response to the crisis in March of 2020, the Federal Reserve—using existing authority and in
conjunction with powers and funding from the Coronavirus Aid, Relief, and Economic Security (CARES)
Act—launched several emergency interventions in financial markets. I will discuss four of these
interventions here. The first two involved direct lending to entities at a penalty rate—like section 13(3)
emergency lending programs for financial firms, but for elements of the real economy. These included the
Primary Market Corporate Credit Facility (PMCCF), which offered to purchase new corporate bonds, and
the Municipal Liquidity Facility (MLF), which offered to purchase bonds from states and municipalities.
The third intervention, called the Secondary Market Corporate Credit Facility (SMCCF), is a program to
purchase a market index of already existing corporate bonds, and the fourth is the Main Street Lending
Program (MSLP), which was designed to provide loans to small- and medium-sized businesses.

I'will discuss three things about these programs today. First, the first three programs were more successful
than people realize; we see dramatic effects if we look not just at their level of activity, but at their overall
impact on interest rates. These efforts created lower borrowing costs at a time of severe budgetary
stress, which helped ease pressure during the worst of the downturn. However, this is not a substitute for
fiscal policy or direct support to states, municipalities, and people.

Second, these programs are an evolution of unconventional monetary policy at the zero lower bound and
are likely to stay with us, just as they will likely stay with the other countries that used similar interventions
threughout last year. There isn’t just one interest rate in our economy that is administered by the Federal
Reserve; there are many, and tools that allow the Fed to directly target them are critical in guiding the

! Special thanks to Emily DiVito for research assistance, and to Sonva Gurwitt and Tayra Lucero for editorial and
graphics support.
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economy back to full employment.

Because these programs work by influencing interest rates, Black and brown communities suffered from
punitive rates as a result of the delay in expanding the eligibility of the MLF. To prevent this from
happening again, the Fed must make understanding the multiple ways it can improve these facilities a
priority going forward. Moreover, the experiences of these programs can provide guideposts for ways in
which unconventional monetary policy can drive other policy objectives in the future.

1) The Facilities Were Successful in Lowering Interest Rates Faced by the Real Economy

To understand the success of these programs, we need to look not just at the headline numbers of loans
made, but instead at their overall impact on interest rates across all lending. The total amount of assets
purchased and loans made was quite small, especially compared to the $454 billion that was budgeted in
the CARES Act for these programs, a number that was later leveraged to $2.3 trillion.?

Nowhere near that amount of activity occurred through these programs. The PMCCF made no direct loans
to corporations. The MLF made four direct loans to two entities, for a total of $6.4 billion dollars.®> The
SMCCF purchased $14.1 billion worth of corporate bonds from the secondary market. By the end of 2020,
the MSLP made a total of just $16.5 billion in loans.* If judged solely on the amount of loans and
purchases, we would view these programs as a failure considering the scope of the crisis, or at least as not
accomplishing any important economic objectives.

It was always likely that the direct lending programs wouldn’t do much lending. Since the programs were
created under 13(3) emergency lending authority, the Federal Reserve believed that they needed to be
implemented with a penalty rate. As such, once the financial crisis had passed, there was the downside of
a penalty rate, with no corresponding upside for participating. In contrast, the Payroll Protection Program
(PPP) had the downside (from the point of view of businesses) of significant terms attached to lending but
the upside of having loans turn into direct cash grants. The PPP saw substantial uptake by businesses; in
2020, because of the upside attached to its extra terms, the PPP approved 5,149,906 loans amounting to
$522,798,414,639.5 Adding any additional terms to the PMCCF or MLF facilities would have made
uptake even less likely.

2 Joe Courtney, “H.R.748 - 116th Congress (2019-2020): CARES Act,” Pub. L. No. H.R. 748 (2020).
https://www.congress.gov/bill/1 1 6th-congress/house-bill/748/text; Board of Governors of the Federal Reserve System,
“Federal Reserve Takes Additional Actions to Provide up to $2.3 Trillion in Loans to Support the Economy.” June 29,
2020, https://www.federalreserve. gov/newsevents/pressreleases/monetary20200409a.htm.

3 Board of Governors of the Federal Reserve System, “Periodic Report: Update on Outstanding Lending Facilities,”
January 9, 2021, https://www.federalreserve.gov/publications/files/pdcf-mmlf-cpff-pmccf-smccf-talf-mlf-ppplf-msnlf-
mself-msplf-nonlf-noelf-01-11-21.pdf#page=6.

#Board of Governors of the Federal Reserve System, “Uptake of the Main Street Lending Program,” April 16, 2021,
https://www.federalreserve.gov/econres/notes/feds-notes/uptake-of-the-main-street-lending-program-20210416.htm.

> US Small Business Administration, “Paycheck Protection Program (PPP) Report: Approvals through 01/24/2021,”
January 24, 2021, https://www.sba.gov/sites/default/files/2021-01/PPP_Report_2021_01_24-508.pdf.
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However, if we look at how the announcements of the creation and later expansions of these programs
affected interest rates, we see dramatic results. Table 1 summarizes several studies conducted on bond
prices since the crisis. Though they all use different methodological tools and data sets to study the
announcements and expansions as specific case studies, all of their results point in the same direction.
This body of research finds that the mere existence of these programs, as well as their expansions, brought
down the interest rates that municipalities and corporations faced.

This occurred during a period with a significant amount of lending, so these programs mattered. Total
municipal issuances were above $450 billion for 2020—significantly higher than in previous years. Lower
rates ensured that this borrowing took place on more favorable terms to the public. There was reporting at
the time of the crisis on corporations needing to turn to harsh terms from vulture funds and other
distressed-debt funds in the immediate panic, but following the announcement of these programs,
corporations were able to access funding at reasonable rates to survive the year.® This resulted in a private
sector that had less onerous debt and that was in a better position to expand and sustain the recovery.

The Municipal Liquidity Facility (MLF)

Take the MLF and municipal debt market as the first example. From March 2 to March 23, 2020, yields
on AAA-rated municipalities dramatically increased by 1.8 percentage points. The ratio between the yields
of municipal bonds and US Treasuries, normally below 100 percent, skyrocketed to levels of 365 and 252
percent (for 10- and 30-year bonds, respectively) by March 23. Yet this increase collapsed, and by June
much of it had dissipated entirely.”

The MLF seemed poorly designed to do significant lending to address a crisis. Its original narrow terms
meant it was very difficult for any subnational entity to qualify. When it was announced on April 9, 2020,
it only applied to US counties with a population of at least 2 million residents and US cities with a
population of at least 1 million residents. As was quickly pointed out, only 10 cities and 15 counties were
eligible for direct access to the MLF under these criteria, and these requirements prevented all 35 cities
with the highest concentration of Black residents from receiving direct assistance.®

On April 27,2020, the Fed expanded the MLF by lowering the eligibility threshold for counties to 500,000
residents and for cities to 250,000. The Fed continued to expand eligibility, notably through a reduction
in the penalty rate on August 11, 2020. But even with these expansions, only two borrowers—the state of
Tllinois and the Metropolitan Transportation Authority of New York—took advantage of the program,
borrowing only $6.4 billion out of the $500 billion dollars available for lending through this program.

S Matt Wirz, “How Fed Intervention Saved Carnival,” Wall Street Journal, April 26, 2020, sec. Markets,
https://www.wsj.com/articles/how-fed-intervention-saved-carnival-11587920400.

7 Marco Cipriani et al., “Municipal Debt Markets and the COVID-19 Pandemic,” Liberty Street FEconomics (blog), June
29, 2020, https:/libertystrecteconomics.newyorkfed.org/2020/06/municipal-debt-markets-and-the-covid-19-pandemic/.
8 Aaron Klein and Camille Busette, “Improving the Equity Impact of the Fed’s Municipal Lending Facility” (Brookings,
April 14, 2020), https://www .brookings.edu/research/a-chance-to-improve-the-equity-impact-of-the-feds-municipal -
lending-facility/.
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Yet as Table 1 shows, the interest rates municipalities faced dropped dramatically throughout April, and
research has found this decrease in interest rates to be tied directly to the announcement of the MLF and
its expansion. Research from the Federal Reserve Bank of New York found that lower-rated municipalities
narrowly eligible for the MLF terms at the end of April saw a yield decline of roughly 72 basis points
relative to those narrowly not eligible.” Research from the Federal Reserve Bank of Dallas found that the
MLF, as aresult of its creation, kept rates from rising between an estimated 5 and 8 percent as the economy
deteriorated.'® Researchers at the Federal Reserve Bank of Chicago found an impact of roughly 110 basis
points on a sample study of 20 US states, including a 220 basis point drop for Illinois.!!

Though the MLF made no loans during this period, the potential that it could was all it took to collapse
private market spreads and to make sure that all the loans that did happen occurred on terms far more
favorable to the public. This didn’t just benefit municipalities with the best credit rating; New York Bank
researchers found an option-like effect that disproportionately benefited municipalities with lower credit
risk. The Chicago Fed researchers, looking at states, found that “the MLF might be more helpful to states
with lower credit ratings,” and it is reasonable to see this impact across entities.'2

The Secondary Market Corporate Credit Facility (SMCCF)

This same story played out in the corporate sector. Interest rates on corporate bonds started to spike in
response to the panic in financial markets during March 2020. Spreads on investment grade bonds
increased by 3.5 percentage points, while spreads on high-yield bonds were up 6.5 percent. The ratio of
investment grade to high yield bonds had also increased, implying that this wasn’t just about credit risk
but a liquidity-driven panic.'

Though the purchases were only $13.4 billion dollars, the impact was dramatic. One set of researchers
found that eligible bonds had between a 51 and 85 basis point reduction in spreads.'* Other researchers,
with a slightly different comparison group, found a 45 basis point reduction, noting that “the vast majority

9 Andrew F. Haughwout, Benjamin Hyman, and Or Shachar, “The Option Value of Municipal Liquidity: Evidence from
Federal Lending Cutoffs during COVID-19.” SSRN Electronic Journal, June 28, 2021,
https://doi.org/10.2139/ssrn.3785577.

10 Michael D. Bordo and John V. Duca, “How the New Fed Municipal Bond Facility Capped Muni-Treasury Yield
Spreads in the Covid-19 Recession,” Federal Reserve Bank of Dallas, Working Papers 2021, no. 2101 (January 2021),
https://doi.org/10.24149/wp2101.

11 Robert Bernhardt, Stefania D’ Amico, and Santiago 1. Sordo Palacios, “The Impact of the Pandemic and the Fed’s Muni
Program on Illinois Muni Yields,” Chicago Fed Letter No. 449 (December 2020), https://doi.org/10.21033/cf1-2020-449.
12 Ibid.

13 3. Nellie Liang, “Corporate Bond Market Dysfunction During COVID-19 and Lessons from the Fed’s Response.”
Brookings Hutchins Center Working Paper, October 1. 2020,
https://www.brookings.edu/wp-content/uploads/2020/10/WP69-Liang_1.pdf.

14 Jessica S. Li and Rayhan Momin, “The Causal Effect of the Fed’s Corporate Credit Facilities on Eligible Issuer
Bonds,” SSRN Scholarly Paper (Rochester, NY: Social Science Research Network, September 1, 2020),
https://doi.org/10.2139/ssrn.3684136.
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of the SMCCF’s impact on the corporate bond market occurred before the Fed actually bought anything.”'®

The SMCCEF’s impact mirrors that of the MLF, where even though the Federal Reserve purchased virtually
nothing, the chance that it could was enough to drive down borrowing costs for the corporate sector.

2) These Facilities Are an Appropriate Evolution of Unconventional Monetary Policy in Our Era of
Low Rates

These programs had a significant impact on interest rates just by being announced. One group of
researchers with the Bank of International Settlement noted the irony of “the extraordinary power of
modern central banks”: That “when markets have trust in the central bank’s ability to deliver on its
promise” it “needs to do less (if anything) to deliver on its promise.” They compare the SMCCF to Mario
Draghi’s 2012 statement that the European central bank would do “whatever it takes” to save the euro, a
statement that had immediate and dramatic effects on interest rates though no additional action had taken
place.'® Here, we can see the impact of this kind of unconventional policy extended to real economy actors
like municipalities and corporations.

We can also see how the MSLP disappointed in comparison to the other programs. The MSLP didn’t start
making loans until July 2020, and was therefore too slow to bring down rates in the immediate crisis. It
was not able to take a broad exposure in the relevant lending market, and so couldn’t credibly promise to
bring down rates overall in the same way. It remained limited by bank underwriting in an environment
where credit availability expanded. As such, the program would have likely benefited from an
administrative structure with more experience and interest in executing it.

Yet it is through this lens, seeing asset purchase programs as an extension of unconventional monetary
policy guiding long-term interest rates, that the impact and promise of these programs makes the most
sense. Asset purchase programs viewed less as making actual loans and more as a mechanism for guiding
and setting interest rates for users of funds in the economy aligns with this evidence. It also explains how
these programs can work better in the future.

We will likely still need such programs in the future. Over the past several decades, interest rates have
fallen across peer countries. The interest rate on 10-year US Treasury bonds was 8.55 percent in 1990. In
2000, it was 6.03 percent, and in 2019 it was 2.14 percent. Right now that rate is around 1.33 percent,
which is below the rate before COVID and below any point in the six decades preceding the pandemic.
Economists are engaged in significant debates over why interest rates are falling, with popular theories
including increasing wealth inequality, the aging of the population, and more concentration in sectors
across our economy.!” These trends are likely to stay with us.

15 Simon Gilchrist et al.. “The Fed Takes on Corporate Credit Risk: An Analysis of the Efficacy of the SMCCF.” BIS
Working Papers, September 9, 2021, https:/www.bis.org/publ/work963.htm.

16 1bid.

17 On wealth inequality, see Atif R. Mian, Ludwig Straub, and Amir Sufi, “What Explains the Decline in R*? Rising
Income Inequality Versus Demographic Shifts,” SSRN Electronic Journal, Jackson Hole Economic Symposium, August
2021; on aging of the population, see Adrien Auclert, Hannes Malmberg, Frédéric Martenet, and Matthew Rognlie,
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Low interest rates make conventional monetary policy, traditionally driven by changing short-term interest
rates, more difficult, because the Federal Reserve has difficulty driving short-term interest rates into
sufficiently negative values. In the two recessions preceding the Great Recession, interest rates were
lowered 6 percent (in 1990) and 5.25 percent (in 2001); however, when the Federal Reserve lowered rates
5.25 percent to zero during the Great Recession, it was insufficient to bring about a rapid expansion. It
was in this environment that the Federal Reserve turned to unconventional tools. The first several utilized
during the Great Recession included purchasing longer-term assets like US Treasury bonds, known as
quantitative easing (QE). Other unconventional interventions included making intentions on long-term
goals more explicit, generally called forward guidance policy. The COVID crisis required yet another
expansion of the unconventional monetary policy toolkit.

This expansion of unconventional monetary policy is also happening at other central banks. Even before
COVID, other countries such as Japan and England had been experimenting with asset purchases as part
of their unconventional monetary policy. The Bank of England announced a Corporate Bond Purchase
Scheme (CBPS) in August 2016 to purchase corporate bonds to address the market chaos following the
Brexit vote. A subsequent study found that being willing to purchase up to £10 billion of corporate bonds
had the effect of reducing eligible bond spreads by 13—14 basis points, consistent with this unconventional
monetary policy impact.'®

As summarized in Table 2, multiple central banks ran asset purchase facilities in 2020 in response to the
COVID crisis. The Bank of England again expanded its CBPS. The European Central Bank did purchases
under its Corporate Sector Purchase Programme (CSPP). The Bank of Japan expanded already-existing
corporate bond purchasing facilities. The Bank of Canada launched its Corporate Bond Purchase Program
(CBPP) and its Provincial Bond Purchase Program (PBPP) in May 2020. Notably, the PBPP purchased
the secondary debt of Canada’s provinces in an index based on outstanding debt, similar in structure to
the Fed’s SMCCF, which was also structured as an index of secondary debt.

The Importance of Unconventional Policy

As we examine this expansion of unconventional monetary policy, it is worth remembering two things.
First, there isn’t just one Federal Reserve—administered interest rate in our economy; there are multiple
interest rates faced by different actors in our economy. As IMF Chief Economist Olivier Blanchard
described in 2011, when it comes to monetary policy, “the fact is that there are many targets and there are

“Demographics, Wealth, and Global Imbalances in the Twenty-First Century,” National Bureau of Economic Research,
Jackson Hole Economic Symposium, August 2021: for a summary of both, see Matthew C. Klein, “Inequality, Interest
Rates, Aging, and the Role of the Central Banks,” Substack, 7he Overshoot (blog), August 31, 2021,
https:/theovershoot.co/p/inequality-interest-rates-aging-and: and on concentration and market power, see Emmanuel
Farhi and Frangois Gourio, “Accounting for Macro-Finance Trends: Market Power, Intangibles, and Risk Premia,”
Brookings Papers on Economic Activity, September 13, 2018.

18 Lena Boneva, Calebe de Roure, and Ben Morley, “The Impact of the Bank of England’s Corporate Bond Purchase
Scheme on Yield Spreads,” Bank of England Working Paper No. 719 (March 23, 2018),
https://doi.org/10.2139/ssrn.3149766.
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many instruments.”!® Lowering short-term interest rates should reduce the cost of funds to municipalities
and corporations. But if it does not, or if it does not sufficiently to guide the economy to full employment,
there’s no reason the Federal Reserve shouldn’t use other tools to drive down the rates that these entities
face in financial markets.

Many economists and policymakers, both inside and outside the Fed, will feel uncomfortable that these
kinds of large-scale asset purchases represent undesirable “distortions” of financial markets. Yet the goal
of all monetary policy is to produce a pattern of asset prices, yields, and economic activity consistent with
full employment. There is no such thing as “undistorted” values of interest rates, terms, risk premia, etc.
These are always influenced by the policy choices of both the central bank and the elected government.
There is not a single “interest rate,” but many interest rates, many asset markets, and many kinds of
institutions participating in them. The Fed will need multiple tools to be able to intervene in all of them .’

Second, it’s also worth remembering that so-called “unconventional” policy has been part of the monetary
policy toolkit for much of the 20th-century. The Federal Reserve directly set long-term rates during World
War II and intervened at multiple points of the yield curve throughout the mid-century period. As former
Bank of England Monetary Policy Committee member Adam Posen noted in 2012, the history of monetary
policy shows that “central banks have engaged in extended periods of administrative guidance, of doing
very active directed lending in particular sectors, and especially of engaging in market operations on
financial assets other than government securities.”?' As monetary policy tools like the COVID facilities
are developed, we should understand them as a rediscovery of tested practices just as much as a discovery
of new ones.

3) There are Multiple Ways to Improve These Facilities

With the possible need for such programs in the future, it’s important to improve these facilities and take
additional steps to help ensure that any future actions are better prepared. Especially in a world where
these programs work more through their impact on interest rates, rather than actual lending, program
design is essential.

There are multiple ways to improve these facilities:
(1) There should be preparation for future municipal lending facilities designed with more broad-based

eligibility that are credible enough to reduce rates yet can sufficiently reach smaller municipalities and
Black and brown communities most at risk from lack of access to funding. The Federal Reserve should

19 Olivier Blanchard, “Monetary Policy in the Wake of the Crisis,”

https://www.imf.org/external/np/seminars/eng/20 1 1/res/pdf/ob2presentation.pdf.

20 Mike Konczal and J.W. Mason, “A New Direction for the Federal Reserve: Expanding the Monetary Policy Toolkit™
(Roosevelt Institute, November 30, 2017),
https://rooseveltinstitute.org/publications/federal-reserve-expanding-monetary-policy-toolkit/.

21 Adam S. Posen, “Comments on ‘Methods of Policy Accommodation at the Interest-Rate Lower Bound’ by Michael
Woodford,” FRBKC Economic Policy Symposium on the Changing Policy Landscape, August 13, 2012.
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research how expansive it can make eligibility requirements. It should consider the ability to build a broad-
based basket, like the SMCCF, and how that could have changed the initial delivery. This is the approach
Canada took with its PBPP. Given how disjointed and opaque the US municipal bond market is, this
approach is likely to be difficult, but it is worth considering. A more expansive set of eligibility
requirements would bypass the various “down-streaming” of benefits models, where entities borrowed on
behalf of sub-entities, which turned out to not be a practical solution to the crisis.

(2) The Federal Reserve should remove its penalty rate for any future programs like these. The penalty
rate makes perfect sense for times in which we want to guard against moral hazard, especially in the
financial sector. But when programs are being used as part of a general toolkit of unconventional monetary
policy and rate setting, the penalty rate makes less sense. There were multiple legal arguments discussed
in 2020 for how the penalty rate could have been removed under existing 13(3) law for the MLF 22
Whether specific Congressional action would be needed or not, it’s important that the Federal Reserve
understand these programs as extensions of QE, and as such, direct its actions in terms of adjusting the
rates end-users face, particularly in moments of market stress or downturns. This would take the pressure
off of having to deal with specific terms of loans, and put more on the flow of credit in the system.

It is noteworthy that even though much of the rate reduction came from stopping the immediate financial
panic by April 2020, studies also generally find impact from the later expansion of eligibility terms.
Studies finding impact from the MLF in late April and even August 2020 show that these terms have
important potential as a means of unconventional policy impacting interest rates in a recession. The delay
in expansion of eligibility of the MLF meant that many communities ended up with too-high interest rates
during the summer of 2020.

Beyond program design, there are general policy changes that should be considered by regulators and
Congress to help deal with crises, both on the regulatory and stabilization side. Better regulations of open-
ended mutual funds are necessary to prevent the kind of immediate seizing in corporate financial markets
that we saw in March 2020. Better automatic stabilizers, both for people and for states and municipalities,
would stabilize nominal income in a recession and take some of the pressure off credit policy to maintain
spending. Though these measures are unlikely to fully eliminate the need for unconventional policy, they
would reduce the full need for it.

There should also be efforts to take advantage of these programs to structure any large-scale investments
and infrastructure needs the country faces. Dealing with climate change, for instance, will require

22 Steven Kelly, “Cruel and Unusual Circumstances: The Fed’s Use and Misuse of Penalty Rates,” Global Financial
Markets Center at Duke University School of Law, 7he FinReg Blog (blog), June 21, 2021,
https://sites.law.duke.edw/thefinregblog/202 1/06/2 1/cruel-and-unusual-circumstances-the-feds-use-and-misuse-of-penalty -
rates/; Skanda Amarnath, Alex Williams, and Arnab Datta, “How The Fed Jammed In A Penalty Rate Requirement For
All Emergency 13(3) Lending When It Didn’t....” Medium (blog), September 18, 2020,
https://medium.com/@skanda_97974/how-the-fed-jammed-in-a-penalty -rate-requirement-for-all-emergency-13-3-
lending-when-it-didnt-3c4f5bata417.
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coordination of large-scale investments over time and directing significant credit policy toward greener
energy sources. These facilities show that the Fed and lawmakers have tools to ensure that investment can
be carried out on the financing side, to complement the actions of Congress.

Finally, these facilities are no substitute for fiscal policy. The goal in a recession should be to stabilize
nominal incomes and spending, and while monetary policy can change the terms of lending, at the end of
the day the best response in a crisis and prolonged recession is to directly support incomes. Though the
CARES Act provided a significant amount of fiscal stimulus in terms of expanded unemployment
insurance and direct checks to people, it did not include any sufficient level of aid to state and local
governments, which had to wait until 2021 for the American Rescue Plan to receive direct relief. The MLF
would not be able to substitute for that lack of funding, no matter how generous the loan terms became.

Thank you for your time, and I look forward to any questions you might have.

| :
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Testimony before the Subcommittee on National Security, International Development, and
Monetary Policy Committee on Financial Services
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September 23, 2021

Chairman Himes, Ranking Member Barr, and members of the Subcommittee, thank you for
inviting me to testify at this hearing. My name is June Rhee. For the past six years, I have been
researching at the Yale Program on Financial Stability (YPFS) on interventions used by the
government and central banks in response to financial crises around the world. The focus of my
research has been on market liquidity and capital injection programs. I also instruct a course on
financial regulations relating to financial stability and serve as a director for a specialized master’s
program at Yale School of Management focused on training junior and mid-level employees of
central banks and other regulatory agencies with a financial stability mandate. The mission of
YPES is to create, disseminate and preserve knowledge about financial crises. YPFS commits to
maintain neutrality and objectivity, and to make all its works, including data and research, publicly
available.

In these remarks, I will focus on my research in market liquidity programs by the Federal Reserve
(Fed) during the global financial crisis (GFC) and the COVID-19 pandemic based on the paper I
co-authored and published in 2020! and a forthcoming working paper on post-GFC facilities. We
define market liquidity programs as interventions for which the key motivation is to stabilize
liquidity in a specific wholesale funding market that is under stress. These include various Fed
facilities during the GFC, including the Asset-Backed Commercial Paper Money Market Mutual
Fund Liquidity Facility (AMLF), Commercial Paper Funding Facility (CPFF), Money Market
Investor Funding Facility (MMIFF), Primary Dealer Credit Facility (PDCF), Term Asset-Backed
Securities Loan Facility (TALF) and Term Securities Lending Facility (TSLF). The Fed relied on
its emergency power under Section 13(3) of the Federal Reserve Act to construct these facilities.

! Rhee, June; Feldberg, Greg; Smith, Ariel; and Metrick, Andrew (2020) "Market Liquidity Programs: GFC and
Before," The Journal of Financial Crises: Vol. 2: Iss. 3, 41-70.
Available at: https://elischolar.library yale.edu/journal-of-financial-crises/vol2/iss3/2.

1
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I will start by highlighting some challenges the Fed faced during the GFC in constructing these
lending facilities. Next, T will discuss post~-GFC changes in the Fed’s authorities to construct
similar lending facilities and how this affected the Fed’s response during the COVID-19 pandemic.
Finally, I will discuss post-COVID 19 pandemic changes that may affect future efforts to introduce
similar Fed lending facilities.

Fed’s 13(3) Authority in GFC-era Market Liquidity Programs

The Fed is not allowed to extend loans to nonbanks in normal times, and its power to purchase
market instruments is limited. Therefore, the Fed relied on its authority under Section 13(3) of the
Federal Reserve Act to lend to nonbanks in “unusual and exigent circumstances.” In some cases,
the Fed lent to nonbanks to enable those organizations to purchase assets on the open market.? For
example, in the AMLE, the Fed lent cash to primary dealers so that they could purchase asset-
backed commercial paper from money market mutual funds.

The Fed also created special-purpose vehicles, or SPVs, to purchase specific instruments and lent
money to them using its emergency authority. The SPVs in tum purchased assets to help restore
liquidity in troubled markets. These assets served as collateral for the Fed’s loans to the SPVs. The
Fed used SPVs to deal in securities that it did not normally handle and with entities that it did not
normally lend to. For example, in the CPFF, the CPFF LLC, an SPV, purchased A-1/P-1/F-1-rated
commercial paper directly from eligible issuers, including nonfinancial companies. The CPFF
LLC received loans from the Federal Reserve Bank of New York for that purpose and these loans
were secured by the commercial paper that the CPFF LLC acquired.

Lending under Section 13(3) requires the Fed to be secured to its satisfaction. The Fed has taken
a variety of paths to make sure it is secured to its satisfaction. In the CPFF, the Fed secured itself
to its satisfaction by requiring borrowers to pay fees, which, in aggregate, functioned as loss
reserves. In the MMIFF, which the Fed established to support money market funds facing
extraordinary redemptions, the Fed secured itself to its satisfaction by requiring money market
funds or other investors that elected to sell assets to the SPV to then purchase subordinated debt
issued by the SPV equivalent to 10% of the value of the assets they sold. This facility was never
utilized, however.

It is relevant to note that, of all the Fed’s lending facilities established under Section 13(3) during
the GFC, only the TALF received credit protection from the Treasury to ensure that it was ensured
to its satisfaction. In contrast, Treasury protection was a distinct feature of the lending facilities

2 At the time of the GFC, the European Central Bank, Bank of Japan, and Bank of England faced few constraints
limiting their market liquidity programs. They lent to a broad range of private actors and made outright purchases on
the open market. After the crisis, the Financial Services Act 2012 clarified the Bank of England’s responsibility for
crisis management but required the Bank to seek cooperation from Her Majesty’s Treasury if a liquidity program
could put public funds at risk.
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the Fed created in response to the COVID-19 pandemic, as I will discuss in more detail. None of
the Fed facilities set up during the GFC or the pandemic crisis suffered losses.

In part because the Fed’s indirect asset purchase programs were more complex than the direct
asset-purchase programs implemented by other central banks, some of these programs (for
example, the MMIFF, TALF, PPIP) took more than one month to get off the ground. The ability
to roll out a program quickly can provide benefits in some cases, serving as a bridge as other
programs are put together. For example, the AMLF and the Treasury’s money market fund
guarantee were both announced on September 19, 2008. The AMLF, in which the Federal Reserve
Bank of Boston made loans to depository institutions to purchase certain asset-backed commercial
paper from money market mutual funds, was rolled out the very next business day because it used
existing arrangements through the discount window. But the Treasury guarantee did not go into
effect until September 29. During the week of September 22, as some money market mutual funds
continued to experience significant redemptions, AMLF usage jumped to more than $150 billion.
Fed economists concluded that the Fed’s program had “provided substantial liquidity to MMFs at
a critical moment.”* Similarly, banks that borrowed from the CPFF when it was launched on
October 27—as much as $15 billion by Bank of America Corporation alone——soon replaced those
borrowings with longer-term debt, once the Federal Deposit Insurance Corporation’s Temporary
Liquidity Guarantee Program, which guaranteed newly issued debt at far longer maturities, was
under way.*

Fed economists involved in constructing some of the Fed’s market liquidity programs—including
lending programs like TSLF and PDCF and the later indirect asset purchase programs—have said
that, in hindsight, earlier rollout might would have made them more effective. “In retrospect ...
we think that earlier introduction of broader programs and in some cases, in larger initial size could
have been more effective. The programs were not approved and implemented until it was
abundantly clear that runs were seriously impairing the ability of the financial institutions affected
to meet the credit needs of the economy.”’

Ultimately, however, whether an intervention was indirect or direct does not seem to have had
much influence on its effectiveness.

Post-GFC Reforms of Fed’s 13(3) Authority

3 Logan, Lorie, William Nelson, and Patrick Parkinson. 2018. “Novel Lender of Last Resort Programs.” Conference
on Responding to the Global Financial Crisis: What We Did and Why We Did It. Brookings Institution,
Washington, DC, September 11-12.

4 Anderson, Richard G., and Charles S. Gascon. 2009. “The Commercial Paper Market, the Fed, and the 2007-2009
Financial Crisis.” Federal Reserve Bank of St. Louis Review 91, no. 6 (November/December): 589-612.

* Logan, Lorie, William Nelson, and Patrick Parkinson, 2018, “Novel Lender of Last Resort Programs.” Conference
on Responding to the Global Financial Crisis: What We Did and Why We Did It, Brookings Institution,
Washington, DC, September 11-12.
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Following the GFC, the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
added some restrictions to Section 13(3). Under the revised law, the Fed retains the ability to
conduct market-wide liquidity programs, but it now must obtain the Treasury secretary’s approval
before establishing such a program. Also, it is required to report to Congress detailed transaction-
level information on any loan extended under a Section 13(3) program within seven days. Some
observers had raised the concern that this reporting requirement will disincentivize financial
institutions from participating in future 13(3) programs because of the perceived stigma. Now that
we have had a round of 13(3) facilities under this new regime, it may be worth surveying whether
Congress released this information to anyone and the perception around these reports among
participants of these facilities.

Brief Overview on Evaluating GFC-era Market Liquidity Programs

Post-GFC evaluations of market liquidity programs, typically conducted by central bank staff,
have measured success in various ways: 1) Was the program used sufficiently? 2) Was the program
introduced expeditiously? 3) Was price discovery restored? 4) Did market volumes recover
relatively quickly? 5) Was credit restored to the real economy? To be sure, all of these criteria are
not appropriate for evaluating all market liquidity programs. For example, recovery of market
volumes is not necessarily a fair measure of the success of a program like the AMLF, which
successfully helped money market funds dispose of their CP but could not address the market’s
aversion to CP during the crisis. It helped the funds, but not the issuers of CP. Policymakers then
introduced the CPFF to temporarily create a market for commercial paper until market conditions
recovered. Moreover, post-crisis studies emphasize the difficulty of isolating the independent
effects of these facilities. They are often part of larger policy packages and, as their launches
typically coincide with the worst of a crisis, the aftermath may coincide with a broader recovery.
For example, a study suggests that it is hard to determine the role of PDCF in alleviating liquidity
constraints for primary dealers as the Fed had TSLF running at the same time.®

COVID-19 Pandemic and Market Liquidity Programs

Disruptions caused by the COVID-19 pandemic again drove the Fed to open market liquidity
programs, some like GFC-era ones and some new ones, using Section 13(3) authority. Armed with
know-how from the GFC, the Fed was able to quickly reintroduce four GFC-era market liquidity
programs: the CPFF, PDCF, MMLF, and TALF. It also introduced new programs authorized by
Congress with the passage of the Coronavirus Aid, Relief, and Economic Security (CARES) Act:
the Corporate Credit Facility (CCF), Main Street Lending Program (MSLP), Municipal Liquidity
Facility (MLF), and Paycheck Protection Program Liquidity Facility (PPPLF). For the reopened

8 Yang, Karen (2020) "The Primary Dealer Credit Facility (PDCF) (U.S. GFC)," The Jowrnal of Financial Crises:
Vol. 2 ; Iss. 3, 152-173. Available at: https://elischolar library yale.edw/journal-of-financial-crises/vol2/iss3/6
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facilities, much of the design was the same as their GFC-era counterparts.” However, unlike GFC-
era facilities, most COVID-19-era facilities received Treasury’s credit protection.

Among the COVID-19-era facilities, all except the PDCF and PPPLF received Treasury’s support
using the Exchange Stabilization Fund (ESF). CPFF and MMLF were each backed by $10 billion
in equity support that the Treasury agreed to provide prior to the passage of the Coronavirus Aid,
Relief, and Economic Security (CARES) Act. The rest, TALF, CCF, MSLP and MLF, were
backed by $195 billion committed by the Treasury under the CARES Act. On November 19, 2020,
however, Treasury Secretary Steven Mnuchin sent a letter to Fed Chair Jerome Powell stating that
he would not extend the four remaining lending facilities that used funds from the CARES Act
after December 31, 2020. He asked the Fed to return the Treasury’s unused funds for those
facilities. On the same day, the Fed released a public response to Mnuchin stating it would “prefer
that the full suite of emergency facilities established during the coronavirus pandemic continue to
serve their important role as a backstop for our still-strained and vulnerable economy.” The next
day, though, Chair Powell confirmed the Fed would return the unused portions of the funds
allocated to the CARES Act facilities as Mnuchin had requested.

Post-COVID Reforms and Future

The Consolidated Appropriations Act, 2021 signed into law on December 27, 2020, definitively
closed the CARES Act Fed facilities and rescinded funds “not needed to meet the commitments,
as of January 9, 2021, of the programs and facilities established.” The Act preserved the Fed’s
authority under Section 13(3).

However, the Act removed the Treasury’s authority to use ESF funds to support a Fed facility that
is “the same as” the MLF, CCF, or MSLP. The Act made an exception for TALF. How broadly
the Treasury will interpret the “same as” language in the future remains an open question.
Therefore, if the Fed wanted to create a lending facility that falls within the scope of the Act in the
future, it may have to find other ways to secure the loans to its satisfaction. The Treasury may not
be able to assist the Fed in meeting that standard with ESF funds. As discussed above, the Fed has
experience in constructing facilities where it deems itself sufficiently secured without receiving
any credit protection from the Treasury and instead using other risk-management techniques. But
there may be some need for the Treasury to support a future lending facilities. The MMLF accepted
a much broader range of eligible collateral than the AMLF, its GFC-era counterpart—it included
unsecured commercial paper and municipal securities, while the AMLF only accepted highly rated
asset-backed commercial paper. Of course, all Fed lending facilities under Section 13(3) will
continue to require the Treasury secretary’s approval.

Under the Act, the Treasury can still provide equity protection to Section 13(3) lending facilities
using non-CARES Act ESF funds, as it did for the CPFF and MMLEF, as long as the facilities are

7 Fed Programs GFC & COVID-19, Yale Program on Financial Stability
5
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not “the same as” the MLF, CCF, or MSLP. Approximately $75 billion, as of December 2020
remained in the ESF that the Treasury can use for this purpose, providing some flexibility for the
Treasury and the Fed to set up such structures as they deem necessary. This concludes my remarks.
Thank you and I welcome all questions.
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Chair Himes, Ranking Member Barr, and members of the subcommittee:

Thank you for inviting me to discuss theemergency lending powers of the Federal Reserve (Fed). My
nameis Christopher Russo. I am a postgraduate research fellow at the Mercatus Center at George
Mason University, where my research focuses on central banking, Before joining the Mercatus Center,
held roles at the Federal Reserve Bank of Chicago and Federal Reserve Bank of New York, advising
senior officials on a range of monetary policy decisions.

Today, I urge you to safeguardthe Fed’s political independence, which s the backbone of good
monetary policy. My arguments can be boiled down fo three points.

1. The Fed’s role as the lender of last resort (LOLR) is essential to achieving its dual mandate of
maximumemploymentand pricestability. Asthe LOLR, the Fed provides liquidity to the entire
financial system in times ofcrisis.

2. Ten of the Fed's recent emergency lending programs crossed “red lines” from monetary
policy into credit policy by directly or indirectly providing new credit to corporations, states,
and municipalities.

3. Credit policy is not the Fed’s proper role. The Fed's independence is damaged when itis
opened to intense lobbying by Congress and specialinterest groups alike, which occurs
when the Fed is required to aid specificnonbank borrowers on Wall Street, K Street, or even
Main Street.

Inmy comments, Ido not wish to pass judgment on the actions that Chair Powell, the Federal Open
Market Committee, or the Federal Reserve System took as they responded to the COVID-19 crisis.

Formore information or to meet withthe scholar, contact
Mercatus Oufreach, 703993-4930, mercatusoutreach@mercatusgmu.edy
Mercatus Center at George Mason University, 3434 Washington Bivd., 4th Floor, Adlington, Virginia 22201

The ideas presented In this document do not represent officil positions of the Mercatus Center or George Mason University.
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Rather, I hope to assist Congress as it considers and designs a future for the Fed that preserves and
protects its role as the LOLR.!

MAIN STREET REQUIRES AN EFFECTIVE LENDER OF LAST RESORT

As the LOLR, the Fed’s jobis to support the private creation of money by banks. Withouta LOLR, banks
pullingback onlendingcanshrink theoverall supply of money. The shrinkingmoneysupply cancause
sound banks to fail in a dash for cash. Those failures further reduce the money supply, triggering a
chain reaction that could resultin a recession or, worse —as history has shown —a depression.

The LOLR prevents such a chain of events. To avert a crisis, the Fed, as the LOLR, lends to banks
withoutlimit, in a timely manner, based on good collateral, ata penalty rate. Theseloans are not meant
to finance new investment.

SOME FED EMERGENCY LENDING HAS CROSSED RED LINES INTO CREDIT POLICY
When the global economy was forced into a sharp contractionin March 2020 as the pandemicswept
the world, the Fed unleashed a firehose of emergency lending. By one count, itsetup about 16 programs
(table 1). Six of these programs were designed to provide liquidity to the “shadow banking system,”
whichis noteligible for lending through the Fed’s traditional LOLR tools. These six programs extend
the LOLR doctrine to meet recent institutional developments.

The other 10 programs were intended to assist Congress and the Treasury in allocating credit. These
credit programs are beyond the traditional LOLR doctrine. For example, the Fed’s municipalloan
facility made direct loans —and only to the State of [llinois and New York City Metropolitan Transit
Authority. As Chair Powell has described it, the Fed’s response to the crisis “crossed a lot of red lines.”?
When Isought more information about the Fed’s risk management practices, my requests were denied.®

TABLE 1. THE FED'S LIQUIDITY AND CREDITPROGRAMS

Collateral or
Date Program Size tligible Borrowers or Beneficiaries Assets
3/12 Repurchase Operations® $1.5tn 24 broker-dealers of US government  Treasuries,
securities agency debt

. Vorious  Euiopean Centtal Bank and the central - Foreign curency.
. bonks of Conuda. Jdpan, Swikedond, .

- and:the Unifed Kingdom; icentral tbanks 0
of Ausirglic; Brazil Denmark, Mexico,
“New Zealand, Norway. Sihgopore,
South Korea, and Sweden 0

317 Commercial Paper Funding No Limit  USissuers of commercial paperrated  Commercidl paper
Facility* at least A-1, P-1, or F-1 by a major
nationally recognized stafistical afings
organization

i, for recent work on the Fed's credit policy response, see Rober L Hefzel, "COVID-19 and the Fed's Credit Policy” (Mercatus
Working Paper, Mercatus Center af George Mason University, Arfington, VA, July 2020).

. Jeanna Smidlek, “Powell Says federal Reseve Crossed Red lines to Help Economy,” New York Times, September 15, 2020
i Christopher M. Russo, "ls the Federal Reserve Taking TooMuchRisk2,” National Review, February 4, 2021.
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s organlzoﬂons with up fo 18K -
: emp!oyees or $5 bilion in annucl
L fevenues anda mciomy ofils
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Collateral or
Date Program Size Eligible Borrowers or Beneficiaries Assets
S Primqry‘DeQI‘e‘r Credit Facilifyf;‘NQkUmit " 2dbroker decxiersofUS govemmem Treasuties;
S G e & : :securmes o - agency’ debl
; . coporate: bonds,.
. : S o : L G . - equities: ;
3/18 MMF Liquidity Faciiity* No Limit US depositories, US bank holding Treasuries,
companies, US branches and agencies agency debt,
of foreign bankson-lendingtoprime  commercial paper
money market mutual funds
23 Ténn AsselBacked Securities $100bn U companiss wilh eligible collalerdl Assel- backed
c loan Facllitytt Lo and account relationships with ;securmes
: : L : *desgncsfed dealers: : :
3/23 Pimay Maket Comorate Credit  $500 bn US companies in the United S?ates Corporote bonds
Facilityt with material US operations and and commercial
invesiment-grade ratings before loans
March 22
. 3]23 Secondary: Mc:rke? Corporoie} $250 bn s c‘or‘npoh‘iés inthe Uhn‘ed S?dfés : Corporafe bonds
S Credf Foc;HyT : oo with material s opero?lons mctudmg ‘ond coporate:
SRR i L those Withjunk rafmgs : bond-‘exchange:
S ‘ ; . ioded funds
3/31 Foreign and Intemnational No Limit Foreign cenfro( bonks and monetary  Treasuries
Monetary Authorifies Repo authorities with accounts at the
Facility Federal Reserve Bank of New York
49 S PPP LidL‘:‘i‘dfty‘ F(‘ﬁciﬁf‘y’[’ o - {$34<7 b ;‘Depos:fory rnsa‘!fuhorys thotorngmoief‘Commeréia! foans
: GRS : S Paycheck: Profection: Pogram: foans . oo
s ‘guaronieed by the: Small Busmess
S L e : “Admimsfrdtion i : ik
449 Municipal Liquidity Facilityt $500 bn States, ciies with opopuiohon grecter Short-term
than 250,000, counties with a municipal bonds
population greater than 500000, ond
certain designees
49 MainStreetNew LoanFacilty:t - $600 bn  USdeposiiories and kolding - Commercial loans
430 Main Street Bxpandedloan: 00 companies onslending 1o US ; D :
Faciity; T Main Street Priorty: businesses: and nonprofit

* Denofes programs based on fczcﬂ'ﬂes that the Fed operc’fed prewously
tDenotescreditfaciliies. The Term Asset-BackedSecuitiestoan Facility, thou gh acre dit facility, has aliquidity component.
Source:levMenand, “The FederalReserve andthe Crisisof2020" [CSAS WorkingPaperNo.21-20, Centerforthe Study
of the Administrative State, Arington, VA, March 15, 2021}, 14.
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CONGRESS SHOULD KEEP THE FED INDEPENDENT AND EFFECTIVE BY LIMITINGITS
ROLE IN CREDITPOLICY

Congress lastreformed the Fed’s emergency lending powers with the 2010 Dodd-Frank act. Congress
specified thatemergency lending is for “unusualandexigentcircumstances.” Itmustbe “broad-based”
andonly “for the purposeof providing liquidity to the financial system.” 4Theserestrictionsinsulate the
Fed’s decisions from direct political pressure.

However, seeingthe Fed’s success in the pandemic, some elected officials have argued for the Fed to
take a permanentrolein credit policy. Congress should resist this siren call of turning the Fed from a
central bank into a piggy bank. Whether the Fed finances green energy or the construction ofa border
wall, the transformation of its role would subject the Fed to intense political pressure from
policymakers and lobbyists. By damagingthe Fed's independence, such pressure would harm its
capacity to be the LOLR during the next crisis.

CONCLUSION

Congresshas charged the Fed with the goals ofmaintainingstable pricesand maximumemployment.
The Fed’sindependence s critical to achieving those goals. But thatindependence will be threatened
by injecting the Fed into national credit policy.

Thank you again for inviting me to speak. I look forward to answering your questions.

4. Federal Reserve Act § 13(3), Pub. L. No. 63-43, 38 $tat. 251 {1913} {amended 2010).
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“Creating a Municipal Liquidity Facility at the Federal Reserve
that Works for Communities during Economic Crises”

Written Testimony of Claudia Sahm'!
Senior Fellow, Jain Family Institute
Founder, Stay-At-Home Macro Consulting

I greatly appreciate this opportunity to testify on the Federal Reserve’s Municipal Liquidity
Facility. I will focus today on ways to strengthen this emergency lending program for State and
local governments in the next crisis.

My proposals to improve the Municipal Liquidity Facility are the following:

e Tailor eligibility and loan terms to State and local governments in financial distress.
e Use local economic conditions during the crisis to make those determinations.
e Improve the administrative systems before the next economic crisis.

Swift and effective relief from the Congress and Federal Reserve is crucial during crises. I began
my career at the Fed in 2007 and saw firsthand the immense toll on families, businesses, and
communities from the Global Financial Crisis and the Great Recession. The Fed stepped in
immediately to save Wall Street with trillions of dollars in lending, but Main Street suffered.
Stock prices bounced back quickly—as they have now—but millions of families did not.

During the Covid-19 crisis policymakers moved forcefully to support Main Street. Congress
enacted about $5 trillion in fiscal relief, including three rounds of stimulus checks, money for
small businesses, and extra benefits for the unemployed. Even so, the recovery is incomplete.
The S&P 500 is up over 30% since February 2020, but we are still missing more than 5 million
workers. Encouragingly, we are living a sea change in fiscal and monetary policy.? And so it is
imperative that we study the results from all the relief programs and improve them.

The Municipal Liquidity Facility at the Federal Reserve deserves careful review and
improvement in order to better prepare for crises in the future. My critique of the program and
my proposals to improve it draw on recent research on the program and data on the budgetary
stress among State and local governments during the Covid-19 crisis.?

' T am grateful for the helpful comments from Louise Sheiner, Senior Fellow and Policy Director at the Hutchins Center on Fiscal
and Monetary Policy at the Brookings Institution, provided me in preparation for my testimony. The views here are my own.

2 Claudia Sahm (2021). “COVID-19 Is Transforming Economic Policy in the United States™ for an Intereconomics forum
discusses the ongoing shift in monetary and fiscal policy during the Covid-19.

3 Examples are Alan Auerbach, William Gale, Byron Lutz, and Louise Sheiner in “Fiscal Effects of Covid-19” assessed State and
local budgets as of fall 2020; and Sophia Campbell and David Wessel in August 2021 in “How well did the Fed’s intervention in
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Background on the Municipal Liquidity Facility
The broad goal of the lending program was, according to the Federal Reserve:

“to help state and local governments better manage the cash flow pressures they are
facing as a result of the increase in state and local government expenditures related to the
COVID-19 pandemic and the delay and decrease of certain tax and other revenues.”

Its key features were:

e Authority to make up to $500 billion in loans with $35 billion allocated for losses.
o States, along with cities and counties above certain population sizes were eligible.
e Loan’s maturity could not exceed three years and interest rates were above market.

The program began on April 9, 2021, and it ended on December 31, 2021. During that time, the
municipal bond market stabilized, and the Fed made two loans for a total of $6.56 billion.

Program Details

Congress gave the Fed the authority to make up to $500 billion in loans directly to State and
local governments, with $35 billion set aside to cover any losses. The facility along with the
$300 billion for Main Street Lending program for medium-sized businesses was the Fed’s first
emergency program not aimed at Wall Street, large corporations, or foreign governments. Its
innovative nature led to delays in its launch, disagreements between the Fed and Treasury about
its exact structure, as well as subsequent debates about its effectiveness.

The Fed and the U.S. Treasury Department created the guidelines for the Municipal Liquidity
Facility and Main Street Lending Program. The facilities launched in April, putting them among
last of the emergency facilities. Most opened in March as soon as the financial market
disruptions began. The delay occurred despite the fact that the interest rates on municipal bonds
moved up sharply as soon as the crisis began.

The eligibility for the Municipal Liquidity Facility was largely determined by population size.
States and the District of Columbia, as well as cities with populations larger than 250,000,
counties with populations larger than 500,000, and some other select institutions were eligible
for loans.® The Fed would only purchase short-term loans such as tax anticipation notes (TANSs)
that are typically repaid within a year after tax season. No loan with a maturity of more than
three years was eligible. In contrast, in the Primary Market Corporate Credit Facility for
corporations, included bonds with a duration up to four years.

the municipal bond market work?” provide an excellent summary research on the Municipal Liquidity Facility, as well as the
Commercial Paper Funding Facility and for the Money Market Mutual Fund Liquidity Facility which also supported the
municipal bond market.

4 “The Municipal Liquidity Facility” webpage from the Federal Reserve provides the program details. See also the details in the
Fed’s fact sheet on the program. Information on all the emergency lending and liquidity programs are here.

5 In August 2020, the Fed substantially lowered the population thresholds from the initial 1 million for cities and 2 million for
counties. See Claudia Sahm, “The Money Machine That Can Save Cities” New York Times Opinion for a discussion of how the
initial thresholds limited its ability to help the cities hit hardest by the pandemic. The updated terms in August also allowed for
other non-government institutions to participate in the program, such as transit authorities.
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In addition, the interest rates that the Fed offered were higher than the market rates—referred to
“penalty rates”—with the intention that municipalities would turn to private lenders first and
would have an incentive to pay back its Fed loans as soon as financial and economic conditions
improved. The penalty rates depended on the long-term credit rating of the loan, ranging from
100 basis points (AAA, Aaa) to 330 (BBB-, Baa3) to 540 (below investment grade).®

The Fed interpreted the Municipal Liquidity Facility’s goal—as with its other emergency lending
facilities—as the stabilization of municipal bond markets. In fact, soon after the announcement
of the program, the interest rates offered on municipal loans, both short- and longer-term ones,
which were not eligible for this program, began to decline. The interest rates on loans with high
credit ratings were back to pre-pandemic levels by May, though that did not occur until
September for low-rated loans.

However, the Fed made only two loans with this facility, which raised several concerns about the
program’s effectiveness. The State of Illinois and the New York Metropolitan Transit Authority
borrowed $3.2 billion and $3.36 billion, respectively. That was about 1% of the authorized
amount of loans. While the tax revenue shortfalls were less than expected when the program was
enacted in spring 2020, as discussed below, more than two State and local governments and
related institutions experienced budgetary distress due to the Covid-19 crisis.

Secretary Steve Mnuchin decided to end the Municipal Liquidity Facility on December 31, 2020.
The Federal Reserve stated publicly that, in its opinion, the facility should be extended, but it
complied with the Treasury’s decision. Then the fiscal relief package than Congress enacted in
December 2020 stated that the program would expire at year’s end and could only be restarted by
an act of Congress not the Treasury.

Altogether, the Municipal Liquidity Facility was an innovative program and served at least some
of its purposes well. That said, the program should be improved before its future use. The
remainder of my testimony proposes three changes to the program.

Proposal 1: Target Eligibility

So far, during the Covid-19 crisis, State governments received about $400 billion in federal
relief.” Nearly three quarters of aid was enacted in the American Rescue Plan in March 2021.
States and large cities also had access to the Fed’s Municipal Lending Facility since May 2020.
In both cases, the relief was poorly targeted.

The transfers from the federal government and eligibility for the Municipal Liquidity Facility
were largely allocated by State population, despite the fact, that the budgetary strains varied
considerably across the country. Lucy Dadayan, a Senior Research Associate at the Urban-
Brookings Tax Policy Center estimates that the change in State tax revenues from first quarter

° Initially, the penalty rates were 50 basis points higher for each rating and were lowered in August 2020.
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2020 to first quarter 2021 ranged from a decline of 46% in Alaska to an increase of 39% in
Delaware.®

Change in State revenues during the Covid-19 crisis varied widely
Percent change in tax revenue from 2020:Q1 to 2021:Q1 for Top 5 and Bottom 5 States

Delaware

Oregon
Arizona
California The median change in tax
revenues was an increase
South Carolina of 8.0%.
Texas |
Wyoming ||
Hawail _
North Dakota |
Alaska |
-50 25 0 25 50

Source: Urban-Brookings Tax Policy Center. Taxes include sales, personal and corporate income, and fuel taxes

Yet, Alaska, North Dakota, and Hawaii—the three hardest hit States—are fourth, fifth, and
twelfth smallest, respectively by population. As a result, proportional aid did not serve the
disproportionate stress in these areas. In contrast, tax revenues in California—the largest State in
the country and recipient of the most aid—rose 18% during the crisis. To be clear, State tax
revenues only offer a partial picture of economic stresses from Covid-19. As one example, most
State and local governments had to spend more on public health due to the pandemic. Even so, in
terms of tax revenue, the federal aid was not targeted to the greatest need. Moreover, some local
governments within a State experienced larger shortfalls than the State overall.

The Fed’s emergency lending facilities was only somewhat better in its targeting. All States, as
well as some large cities, were eligible for loans from the Fed. But in practice, the above-market
interest rates made the program of interest only to State governments in budgetary distress. In
that way it was more targeted than the other federal to State and local governments, and the two
loans from the Fed, in fact, went to institutions in financial distress. However, no loans from the
Municipal Lending Facility went to areas with double-digit declines in State tax revenues, which
is a sign that the program could be better targeted in the future.

8 Dadayan, Lucy. (2021). “Strong Tax Revenue Growth in the First Quarter of 2021. but Tax Volatility and Fiscal Uncertainties
Continue.” State Tax and Economic Review, 2021 Quarter 1.” Urban-Brookings Tax Policy Center Research Report.
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Proposal 2: Use Economic Conditions for Tailoring

Economic conditions, specifically in local labor markets, offer a good basis for decisions about
eligibility, lending terms, and program duration for the Municipal Liquidity Facility. Effective
targeting would offer more relief to the hardest hit communities while encouraging those
experiencing less economic distress to use private markets. By narrowing the eligibility, the Fed
could also lower the penalty rates and better support the smooth operating of public services and
employment in those areas. Congress could allocate subsidies to borrowers to cover the penalty
rates. Tying the duration of the program to economic conditions ahead of the crisis would free up
policymakers’ time to address problems unique to the crisis, and it would provide more certainty
to State and local governments, as well as investors in municipal bond markets.

The employment estimates from the Bureau of Labor Statistics could be used to gauge economic
conditions. The Bureau publishes high-quality, official statistics on the employment situation in
States, metropolitan areas, and counties each month on conditions in the prior month. The
official statistics are closely followed and cannot be influenced by any institutions or individuals.
Moreover, decisions at the State and local level would have a limited influence on the overall
payroll employment since the private sector accounts for the vast majority of jobs.

During the Covid-19 crisis, the decline in employment and the pace of recovery varied widely
across the United States. The relative patterns in employment losses at the State level largely
correspond to the budget shortfalls.

It is worth noting that large declines in employment during the current crisis occurred in States
with large fossii-fuel and related sectors. An area of disagreement among policymakers on the
Main Street Lending program was whether medium-sized businesses in those sectors should be
eligible for loans. Tying eligibility to total employment regardless of industry would limit such
debates about the Fed’s emergency lending facilities relief during the crisis. That said, the
programs are limited to the crisis and do not program long-term support to any particular
industry. Each crisis has unique features, so it is impossible to predict which industries and by
extension which local labor markets will be most affected.

Proposal 3: Improve and Prepare Administrative Systems

The Municipal Liquidity Facility was the Fed’s first attempt at lending directly to municipalities
during a financial crisis. The delay in the start of the program and changes to the eligibility
criteria and loan terms mid-way underscore the need to improve the administrative systems
ahead of time. Moreover, State and local officials would benefit from more streamlined
application processes and guidance about the program prior to the crisis. Officials in the hardest
hit areas during the Covid-19 crisis had the least time and resources to learn about new
programs. Uncertainty about the program and changing program rules discouraged borrowing
from the program. While the mere announcement of the program quickly helped to stabilize
municipal bond markets, the most straightforward way to address budget shortfalls is to get
money directly to those in distress. Finally, by establishing the systems ahead of time, Congress
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could also ensure that other support programs for State and local government work well in
tandem. In fact, some of the same targeting recommended for the Municipal Liquidity Facility
could be used to target other aid to State and local government. A well-administered, well-
targeted relief effort would be the most effective in supporting the recovery and in using federal
government responsibly. It is difficult to achieve those two goals with policies crafted during the
crisis.

Conclusion

Improvements to the Municipal Liquidity Facility should consider that State and local
governments operate under budget rules unlike any other private or public entity. Specifically,
the vast majority are required by law not to run a deficit, that is, revenues must not be less than
expenditures during a fiscal year. That limits expenditures and it creates more pressure on State
and local government officials during times of economic uncertainty, as was the case during
Covid, to accurately project their budgets. Given these additional constraints, the lending
conditions should be more generous than in other programs, and the administrative processes as
streamlined as possible. Such tailoring would allow an emergency lending facility at the Federal
Reserve to better achieve its goal of supporting State and local governments in crisis.
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Appendix Charts

Changes in State tax revenues during the Covid-19 crisis varied widely
Percent change in tax revenue from 2020:Q1 to 2021:Q1, by State
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At the end of 2020, jobs in only some States back to pre-Covid
Employment in December 2020 relative to February 2020 by State, (100 = pre-Covid).
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Note: Source: Bureau of Labor Statistics: Local Area Unemployment Statistics. Statistics are currently available through August
2021. The comparison here to December 2020 was chosen since that is when the Municipal Liquidity Facility expired. States
shaded in orange are the ones with an estimated budget shortfall, according to the Urban-Brookings Tax Policy Center.



Connecticut State Treasurer Shawn T. Wooden

Testimony before the Subcommittee on National Security,
International Development, and Monetary Policy

“Reviewing the Federal Reserve’s Emergency Lending Powers
During the Pandemic and Examining Proposals to Address
Future Economic Crises”

Chairman Himes, Ranking Member Barr, and distinguished members of the committee, I am
Shawn Wooden, Treasurer of the State of Connecticut.

I appreciate the opportunity to testify before the House Financial Services Subcommittee on
National Security, International Development, and Monetary Policy regarding the Federal
Reserve’s emergency lending powers and, specifically, Connecticut’s experience with the
Municipal Liquidity Facility (MLF), which was established in April of 2020.

As Treasurer of the State of Connecticut, I have three responsibilities related to today’s hearing:
investment of the State's pension and trust funds; management of the State's borrowing; and
management of the State's cash including maintenance of its liquidity. For today’s hearing, I am
going to focus specifically on liquidity issues and not the more general COVID-19 response
issues.

As President-elect of the National Association of State Treasurers (NAST), the bipartisan
association of State Treasurers from across the country, and I have worked with my Democratic
and Republican colleagues on this topic since the early days of the pandemic; thus, I will also
refer you to our NAST recommendations included in letters dated March 20, 2020 and June 23,
2020 that are appended to my testimony.

Our experience in Connecticut, fortunately, was that the State and its municipalities were able to
meet these unprecedented circumstances, adeptly drawing on talent, preparation, and prudent
action. Those circumstances included prompt and effective federal action and assistance to states
and municipalities.

Before the pandemic, the State’s fiscal position was in the process of stabilizing after years of
chronic budget deficits prior to Fiscal Year 2019. Certain fiscal controls put in place in 2017
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were starting to bear fruit and contributed to the rebuilding of the State’s Budget Reserve Fund, a
strategic component of our liquidity.

When I took office in 2019, I immediately took a number of steps to put Connecticut in a
stronger fiscal position, one that could weather an economic downturn.

My first year in office, I worked with the Legislature and Governor to restructure the State’s
Teachers’ pension system. In Connecticut, the State is wholly responsible for managing and
funding the Teachers’ Retirement System. Previous funding decisions resulted in an unaffordable
increase in future state required contributions. Restructuring the Teachers’ pension system
avoided this spike and created a funding plan that was sustainable in the long term.

We also reduced the risk across our entire pension portfolio and identified and executed on
investment opportunities across asset classes. All of these steps significantly reduced the future
funding risk for our pension systems and contributed to our improved fiscal position.

In debt management, we consistently exercised conservative debt management practices
including refinancing existing debt to lower interest rates, saving taxpayers $190 million — that
may not seem like a significant amount of savings at the Federal level, but for Connecticut and
our residents and business, it is meaningful.

Additionally, I consistently advocated to protect our Budget Reserve Fund from being used for
unintended purposes. I prioritized growing it, giving us greater liquidity and financial flexibility,
which has allowed us to maintain a strong cash position and, in turn, has helped us manage
through the ongoing pandemic.

Just before the pandemic, the State budget office predicted a modest $58.6 million current year
budget deficit and a $2.77 billion Budget Reserve Fund balance for June 30, 2020, the highest in
State history. (Source OPM March 20, 2020 letter)

After the pandemic began, the Governor’s budget office made assessments of the possible fiscal
impact of the pandemic and on April 30, 2020, revised its FY 2020 budget projections to a much
larger $934 million budget deficit and much lower $1.9 billion Budget Reserve Fund balance.
(Source OPM April 30, 2020 letter)

During this time in early Spring 2020, 1 participated in weekly calls with State Treasurers from
across the country to discuss, in real time, the challenges different states were facing. At that
point, all states were revising their budget projections and liquidity positions. Several states
moved ahead and put in place lines-of-credit and other short-term borrowing facilities to address
what was, at the time, an unknown impact from the quickly spreading COVID-19.

Several major and very timely actions by the federal government provided significant assistance
to state and local government budgets and mitigated liquidity concerns. One was Congress’s
swift action in passing the Coronavirus Aid, Relief, and Economic Security Act, commonly
referred to as the CARES Act. Another was the Federal Reserve’s establishment of the
Municipal Liquidity Facility (MLF) on April 9, 2020, just a few weeks into the pandemic.
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Once the MLF program was established, I quickly convened a working group consisting of
Treasury experts, bond attorneys, and the Governor’s budget office. We considered the potential
impact on the liquidity needs of Connecticut and our local governments resulting from policies
enacted to mitigate the economic impact of the pandemic, as well as the potential use of the MLF
and its effect on the municipal market.

Shortly after the declaration of the pandemic in mid-March 2020, the municipal market
experienced tremendous volatility that prompted both base municipal bond index yields to rise
by more than 225 basis points in just nine trading days, a rise not seen since the Great
Depression. It also spurred dramatically wider credit spreads to the benchmark indices as mutual
fund investors pulled over $41 billion of assets out of the municipal market in less than three
weeks.

Market function deteriorated to the point that buyers and sellers had difficulty determining price.
Tax-exempt rates decoupled from Treasuries as investors were concerned about state and local
governments’ ability to withstand COVID-related liquidity and revenue shocks. The primary
market was essentially shuttered for two weeks in mid-March, but municipal bond yields and
credit spreads would remain elevated even as markets slowly reopened. Based on the strong
positive correlation between the municipal spread and the weekly unemployment rate, it
appeared that spreads would have continued rising in step with the unemployment rate absent
intervention from the Federal Reserve.

The Federal Reserve’s initial actions helped shore up market liquidity. The creation of the MLF
provided critical support for issuers’ solvency by standing ready to purchase short-term notes
from state and local governments in an extremely uncertain environment, thereby helping states
and local governments better manage the cash flow pressures associated with the pandemic. The
MLF’s $500 billion of lending capacity exceeded estimated revenue shortfalls, which limited the
perception of default risk in state and local governments and boosted investor confidence market
wide. Municipal-Treasury spreads abruptly stopped rising in the week when the MLF was first
announced, well before the facility actually opened in late May and despite a rising
unemployment rate.

After the creation of the MLF, municipal markets began to stabilize for issuers in the higher
rated “A” to “AAA” rating categories. Analysis by the Dallas Federal Reserve suggests that,
particularly for more distressed municipal credits, the MLF had the impact of containing credit
spreads in the months after the initial COVID liquidity crisis and helped stave off systemic risk
to and collapse of the entire municipal market:

“That these effects occurred far in advance of the opening of the MLF and given the very
modest borrowing by municipal entities at the MLF together imply that the announcement
of this new facility had a pronounced and rapid backstop effect. These results along with
others imply that there was systemic risk in the muni bond market in the Covid-19
pandemic, that was not the case for the isolated, but prominent, muni defaults in the prior
half century.”
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There were some inquiries in Connecticut at the local level about this program for short-term
borrowing as well as other programs. In another case, a bank that provides lending to local
governments contacted the State with their concerns about local cash flow borrowing needs that
may be coming and inquired how the State could assist its local governments.

Initially, no municipalities in the State would have been able to borrow directly from the MLF
because of the 250,000 minimum population requirement for municipalities. Connecticut’s
largest municipality, Bridgeport, has about 144,000 people. Moreover, we do not have a county
form of government. The Federal Reserve eventually allowed states to designate two
municipalities or counties as additional direct borrowers on June 3™, Because the MLF’s
potential use by Connecticut municipalities was so limited, we also developed proposed
legislation to provide a mechanism for local governments to access the MLF or other liquidity
funding indirectly through the State. Ultimately, we did not pursue any legislative changes as
the impact on our municipalities were less than expected.

Following federal and State tax deferments, the Governor issued an executive order requiring
cities and towns to either cap their low interest rate programs for tax delinquencies at 3% or offer
residents a property tax deferral for 90-days. These relief measures obviously would have had a
negative impact on the liquidity of cities and towns across the State. Despite our initial concerns,
we did receive favorable reporting in August 2020 that property taxes in Connecticut were
mostly being paid on time. One of the factors that contributed to this outcome is that homes with
mortgages usually have a prefunding of property taxes through escrows and property taxes are
paid directly by those mortgage providers.

The way the MLF was designed and implemented, it served as a “lender of last resort.” The
rates were above market and not significantly tied to market movements. Borrowers were
required to certify that they were unable to secure adequate credit accommodations from other
banking institutions. Despite the limited utilization of the program, the MLF provided a
necessary backstop to a very large market without replacing the normal municipal market
mechanisms for raising capital to alleviate liquidity concerns.

As we hopefully move out of this pandemic in the coming months, potential improvements to the
structure of the MLF to be shelf-ready for the next financial crisis would include the following
concrete changes based on our experience in Connecticut, many of which were officially
communicated by NAST to the Treasury and the Federal Reserve.:

1) Reduce Borrowing Rates and Index to Market - Reduce the MLF’s borrowing rates to
more competitive market rates that move with the market. Due to current restriction on
tax-exempt cash flow borrowing, most issuers would expect any borrowing from MLF to
be taxable. The MLF would be more attractive to borrowers if the rates were set more at
competitive taxable market levels and were indexed to track changes in the market.

2) Remove Required Certification - Remove the requirement for certification that
borrowers are unable to secure adequate credit accommodations from other banking
institutions. The above market pricing model makes that certification redundant — an
issuer would not need to access the MLF and its higher rates if other credit
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accommodations were available. Therefore, I recommend removing this requirement,
especially if above market pricing is used again in the future.

More Flexibility for Form of State Guarantee - Make the requirement that the state
guarantee borrowings of local municipalities borrowing through the state more flexible.
The Federal Reserve should not be wedded to state-level guarantees but be open to other
forms of state level support. In Connecticut, we provide state-level credit support
through contract assistance and special capital reserve funds. Another option is for the
Federal Reserve to assume some of the credit risk.

Allow for Pooled Borrowings. The MLF should be available for pooled borrowings, not
one-off guaranteed borrowings for particular municipalities. The costs of setting up such
a borrowing would prohibit many smaller municipalities from being able to utilize the
MLF. Liquidity challenges manifest differently from state-to-state and local government
to local government be it unanticipated increases in expenditures, a shortfall in revenues,
or a combination of the two. While federal aid should not be the vehicle for financial
support to state and municipal governments, the Federal Reserve can be useful in
bridging cash flow timing issues during times of crisis.

Longer Credit Terms and Creation of a Purchasing Special Purpose Vehicle (SPV)
to Buy a Broad Range of Securities in the Secondary Municipal Market. The
Federal Reserve could provide significant relief for issuers by extending the MLF credit
facility to issue longer-term obligations and also create an SPV aimed at supporting
issuer access to longer-term borrowing in the primary market and providing relief to the
secondary market. Access to affordable lines of credit to state and local governments
could also be further enhanced by creating an SPV to lend to banks at the Federal Funds
Rate, provided they exclusively use such proceeds to make loans to or purchase securities
from small municipal issuers.

Permanent Program- It would be valuable and forward thinking for the Federal Reserve
to put in place a permanent emergency MLF program and set parameters that consider the
variety of states’ needs and circumstances. In Connecticut, we found that legislative
changes to our statutes would have been required in order to enable our municipalities to
borrow from the MLF through the State, as only two municipalities could have borrowed
directly once eligibility was expanded. Having a permanent program in place would
avoid this, and states could make any necessary changes in process, procedure, and
statute, thereby setting the stage for ready access to the program if and when the next
emergency OCcurs.

Possible Bank Managed Program - Another idea to consider is allowing all local
governments to borrow directly from the MLF with State supervision and approval,
rather than requiring most to borrow through their state. While T appreciate the potential
administrative burden of such a program, the Federal Reserve is better positioned to take
on this lending function than states.
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In order to mitigate this administrative burden, the banking community, which is
structured for this function, could be tapped to administer the MLF cash flow borrowing
on behalf of the Federal Reserve. This would be a similar model as the Payroll
Protection Program (PPP) where banks administered the lending program for the federal
government.

Overall, the MLF was a critical, historic, and necessary creation to support larger issuers with
access to credit for cash flow needs, particularly as they faced the potential of delayed and lower
income tax revenues. It was very important that there was a market back stop and the MLF
provided comfort to investors that there was not going to be a market free fall. Through the MLF
program, the Federal Reserve signaled municipal market support to investors, which ultimately
resulted in credit spread improvements and market access. If state and local governments could
not borrow, they would have been forced into more dramatic spending cuts and layoffs than
occurred.

In Connecticut, the State’s original projections of very large budget deficits for FY 2020 and FY
2021 at the start of the pandemic did not ultimately materialize, due to the help of the many
federal programs including additional unemployment assistance and the payroll protection
program, which assisted both businesses and their employees. These efforts, along with smart
fiscal policies and budget management, contributed to Connecticut’s fiscal year 2020 ending
with a modest $38.7 million surplus and is currently projected to end with a more robust $514.6
million surplus for the 2021 fiscal year.

Despite the initial disruption, the municipal markets stabilized, and investors were reminded that
municipal securities are a safe-haven in a storm that provide high credit quality. As a result,
after a few months, in large part thanks to actions taken by the Federal Reserve in cutting interest
rates and actions taken by Congress, the municipal market improved significantly. By June 2020,
as a result of our strong and stable financial position, Connecticut was experiencing record high
demand for our bond sales and record low borrowing costs.

Thank you again for the opportunity to submit this testimony today. Ilook forward to the
continued discussion on how we can take the lessons learned during this pandemic and create a
framework to support state and local governments in the event of a future major economic crisis.
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~= = NATIONAL ASSOCIATION OF
=2~ STATE TREASURERS

March 20, 2020

VIA Electronic Mail

The Honorable Steven Mnuchin The Honorable Jerome Powell
Secretary of the Treasury Chair of the Board of Governors

Main Treasury The Federal Reserve

1500 Pennsylvania Avenue, NW 20" Street and Constitution Avenue, N.W.
Washington, D.C. 20220 Washington, D.C. 20551

Dear Secretary Mnuchin and Chairman Powell,

On behalf of the nation’s State Treasurers and finance officials, we applaud your efforts to keep
Americans safe from COVID-19 and to deliver needed assistance to financial markets during this
time. We write to you today to request that the Federal Reserve and the Department of the
Treasury jointly take emergency action to support the municipal bond market. We urge you to
authorize the temporary purchase of a broad base of municipal securities to restore equilibrium to
our markets.

The National Association of State Treasurers (NAST) serves as the nation’s foremost authority
on state finance issues and State Treasury programs, practices, and policies.

NAST’s nonpartisan membership comprises all State Treasurers or state finance officials with
comparable responsibilities from the United States, its commonwealths, territories, and the
District of Columbia, along with employees of these agencies.

The stability of the $3.8 trillion municipal bond market is particularly important during this crisis
as state and local governments and the municipal bond market provide critical support for the
infrastructure, including hospitals, needed to care for and support our citizens. Issuance of
municipal bonds precipitously declined from $10-15 billion per week in early March to zero
today. Before the start of this crisis, the market was on track for a record amount of municipal
bond issuance, projecting over $450 billion this year. Absent support for the municipal market,
state and local government budgets will be further stressed at the most inopportune time,
particularly as state revenues decline as a result of business closures and rising unemployment.

The Federal Reserve and Treasury should design a program with the flexibility to support all
issuers and credits in the municipal bond market. In this period of economic uncertainty, the
sudden rush for cash hampers issuers across the credit spectrum, impacting communities and
critical projects and services throughout the country. We are already witnessing the immediate

1201 Pennsylvania Ave NW Suite 800, Washington, DC 20004 ¢ nast@statetreasurers.org ® www.nast.org ¢ 202.744.6663
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cost impact on states and localities of resetting floating rates. The closure of the primary market
will have an even longer-term negative impact on states. Moreover, a significant percentage of
municipal bonds are held by retail investors, either directly or via investments in mutual funds.
Continued distress in this market will exacerbate the effect of this crisis on those investors as
well.

Without timely and strong federal government support for the municipal bond market, our state
governments and other issuers will be forced to take actions that will exacerbate the current
economic contraction and offset the vital and unprecedented stimulus that Congress, the Federal
Reserve, and the Administration have worked to provide.

We urge you to authorize the purchase of a broad base of municipal securities to counter the

unprecedented impacts of these market conditions and thank you for your attention and
continued support.

Sincerely,

Shaun Snyder
Executive Director
National Association of State Treasurers

CC: Members of the United States Congress
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June 23, 2020

VIA Electronic Mail

The Honorable Steven Mnuchin The Honorable Jerome Powell

Secretary of the Treasury Chair of the Board of Governors

Main Treasury The Federal Reserve

1500 Pennsylvania Avenue, NW 20™ Street and Constitution Avenue, N.W.
Washington, D.C. 20220 Washington, D.C. 20551

RE: Federal Reserve Actions to Support State and Local Finance through COVID-19

Dear Secretary Mnuchin and Chairman Powell,

On behalf of the state and local government finance officials that we collectively represent, we
applaud the actions taken by the Administration, the Federal Reserve and Congress to stabilize
our markets through this COVID-19 crisis. We, the undersigned members representing the
National Association of State Treasurers (NAST) and the Government Finance Officers
Association (GFOA), have formed a joint ad hoc committee on “Federal Reserve Interventions in
the Municipal Market” to serve as an issuer-perspective resource as you seek to refine existing
facilities and contemplate additional actions in the municipal marketplace.

We now write offering our collective responses to existing Federal Reserve actions to date to
stabilize state and local government finances. We also wish to share our thoughts on additional
actions the Federal Reserve can take to support our shared goal and Congress’ intent to provide
“liquidity to the financial system that supports lending to eligible businesses, States, or
municipalities.”! Our comments reflect both our individual opinions and those of the
organizations we collectively represent. Furthermore, we have kept our recommendations in line
with the Federal Reserve actions we have seen in both the municipal markets as well as other
sectors of the economy that have seen bold and unprecedented interventions.

States and local governments have been and will continue to serve on the frontlines of this
national crisis. As you know, an historic cash event, prolonged paralysis in bond markets, and
impending budget shocks stemming from the pandemic have all culminated at once, forcing
many businesses and nearly every state and local government into a state of damage control. Our
primary advocacy with our federal legislators based on current fiscal conditions is for additional
direct, unencumbered direct funding to plug budget shortfalls and projected losses in revenues
resulting from slowed commerce. Our advocacy extends to support the municipal debt market,

t“Coronavirus Aid, Relief and Economic Security Act.” HR. 748. 116th U.S. Congress. § 4003(b)(4).
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where state and local government access to credit and budgets will be further stressed at the most
inopportune time, particularly as revenues decline as a result of business closures and rising
unemployment. We remain particularly focused on programs to further support access to credit
for smaller issuers across the country who represent the vast majority of issuers. Many of these
jurisdictions were not included in prior congressional support through CARES, while at the same
time smaller issuers, as frontline public service providers, will feel the fiscal impacts of this
pandemic deeply.

Above all else, we wish to see the municipal credit markets quickly normalized. To that extent,
we wish to serve as a resource for you as you seek to implement new policies and facilities (or to
augment facilities already in place), but also offer ourselves as a resource in the future as you
seek to ramp down these actions in a sustainable manner to protect the long term health and
independence of our markets.

[Existing Action] Creation of the Municipal Liquidity Facility

On April 9, 2020, the Federal Reserve announced the “Municipal Liquidity Facility (MLF),”
which will provide direct, short-term lending to eligible state and large local governments. The
facility was greatly expanded, on April 27, to include a larger universe of eligible local issuers
and multistate entities. The MLF is a critical, historic and necessary first step in supporting larger
issuers access to credit for cash flow needs, particularly as they face delayed income tax
revenues resulting from the IRS’s decision to delay tax filing deadlines and the inevitable drop in
revenues caused by the nationwide shutdown. We applaud the Federal Reserve’s announcements
regarding the MLF and appreciate its immediate positive impacts to issuers accessing credit
markets over the past few weeks. We also commend the Federal Reserve’s responsiveness and
consideration to the issuer community’s input as it has built upon and improved various
iterations of the facility. However, we see great potential in the extension of the MLF to satisfy
more present and intermediate term needs of issuers.

A number of questions regarding specifics of the MLF also remain unanswered. We ask that you
respond to and provide further clarity on the specific questions set forth in Appendix A hereto in
forthcoming guidance.

[Recommended Action] Extending Credit Term of MLF Paper and Creation of a
Purchasing Facility to Buy a Broad Range of Securities from the Secondary Municipal
Market

We believe the Federal Reserve can provide the most significant next step in

relief for issuers by extending the MLF credit facility to issue longer-term paper and also
develop an SPV aimed at supporting issuer access to longer term borrowing in the primary
market and providing relief to the secondary market. The municipal bond market has recently
improved, but it has done so largely based on expectations that the Federal Reserve will take
additional actions to stabilize the market when needed. Issuers’ access to credit remains fragile
and volatile with many planned new money issues on hold waiting for improved market
conditions and business decisions hinging on local market conditions. While the weekly outflows
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have lowered from those seen in mid-March, even inflows of $1 to $1.5 B per week would take
months to recover during a time when credit from our existing capital markets is most needed.
Restoring stability to the municipal bond market through supporting primary market transactions
and secondary market purchases when needed would provide significant support for state and
local governments and their economies by facilitating continued access to credit to finance
infrastructure investments.

Furthermore, uncertainty around the duration of the COVID-19 outbreak and the risk of a
“second wave” of infections this fall continue to pose significant risks of a second cash-crunch
and selloff in the municipal bond market. At a minimum, having such a facility developed in
advance and at the ready to begin purchasing in the event of a second market selloff would
provide much needed stability to our fragile markets. We believe such a facility is in line with
the congressional intent of Title IV of the CARES Act (P.L. 116-136) and note congressional
letters supporting the issue.>:*

[Recommended Action] Easing Rules Around / Treatment of Municipal Securities in and
Suppeort for Lending to Small Municipal Issuers

While we believe the two aforementioned recommendations will aid access to credit, particularly
for larger issuers, we also believe that targeted easing of capital requirements coupled with minor
changes to the U.S. Tax Code would further strengthen access to bank loans and lines of credits
for smaller issuers. Smaller regional and community banks have played an invaluable role in
meeting small issuer needs through the purchase of bank qualified notes (26 USC 265). Often in
smaller communities, the bank relationship between an issuer and the community bank is the
primary source of capital. Limitations on the deductibility of carrying costs as well as stressed
capital requirements and asset caps placed on banks constrain the abilities of banks to meet the
credit needs of small issuers.

For these reasons we encourage Bank Regulators, including the Federal Reserve, to examine
ways in which changes to asset caps and other rules could improve the capacity of regional and
community banks to serve the credit needs of their local communities during these challenging
times. With a general decline in economic activity leading to a decline in traditional retail
lending, we believe these changes would have a double positive impact. Access to affordable
lines of credits to state and local governments could be further enhanced by creating an SPV to
lend to banks at the Federal Fund Rate, provided that they exclusively use such proceeds to make
loans to or purchase securities from small municipal issuers.

We also encourage Congress to modernize provisions around the deductibility of carrying costs
associated with municipal securities to further incentivize banks to engage in the municipal
markets. Specifically, we support the inclusion of the “Municipal Bond Market Support Act of

2 “Letter from Congressman Steve Stivers, Dutch Ruppersberger et. al. Calling for Support for the Secondary
Municipal Bond Market.” May 1, 2020. See attached.

® “Letter from Senator Robert Menendez, Thom Tillis et. Al. Encouraging the Treasury and the Federal Reserve to
Take Further Action to Stabilize the Municipal Bond Market.” May 14, 2020. See attached.
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2019” (H.R. 3967), which would greatly expand the number of small issuers eligible to issue
“bank qualified debt” and provide an additional purchaser in our markets to further diversify
sources of credit to state and local governments.

Conclusion

Without timely and strong federal government efforts to support the municipal bond market and
compensate for delayed revenues, our state and local governments will be forced to take actions
that will exacerbate economic contraction and offset the vital stimulus that Congress, the Federal
Reserve, and the Administration have worked to provide. We urge you to consider using your
authority provided in Title IV of the CARES Act and existing powers under Section 13 of the
Federal Reserve Act to develop and refine facilities like those outlined above in order to counter
the unprecedented impacts of current market uncertainty.

Please consider our organizations, staff and memberships as resources available to assist when
and how you need during this process. We have asked Brian Egan (brian@statetreasurers.org |
202-630-1880) and Emily Brock (ebrock@gfoa.org | 540-589-0441) in our respective offices to
address any additional questions you may have. Finally, we thank you for your attention and
continued action to stabilize our economy.

Sincerely,

— Colleen Davis, NAST Rep, Treasurer, State of Delaware

— Kenton Tsoodle, GFOA Rep, Assistant City Manager, City of Oklahoma City

— Janet Aylor, NAST Rep, Director of Debt Management, Virginia Department of Treasury

— Dan Huge, GFOA Rep, Public Finance Director, Indiana Finance Authority

— Katherine Kardell, GFOA Rep, Senior Debt Administrator, Hennepin County, Minnesota

— Jessica Lamendola, GFOA Rep, Director of Administrative and Financial Services, City
of Topeka, Kansas

— James MacDonald, NAST Rep, First Deputy Treasurer, Commonwealth of Massachusetts

— Sarah Sanders, NAST Rep, Assistant Treasurer for Debt Management, State of
Connecticut

— Cindy Harris, GFOA Rep, Chief Financial Officer, lowa Finance Authority

— Tim Schaefer, NAST Rep, Deputy Treasurer, State of California

— Ben Watkins, GFOA Rep, Director of Division of Bond Finance, State of Florida

— David Erdman, NAST and GFOA Rep, Capital Finance Director, State of Wisconsin

CC: Members of the Federal Reserve Board of Governors
Federal Reserve Bank of New York
Members of the House Committee on Ways and Means
Members of the Senate Committee on Finance
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Appendix A

Questions and requests for clarifications and amendments to the Municipal Liquidity Facility

(MLF).

Expansion of Universe of Eligible Issuers: We applaud the Federal Reserve’s decision to
update the MLF term sheet to more than triple the number of eligible issuers. We also
recognize the updated facility still only provides direct lending to less than one percent of
the total issuers of municipal bonds. Will the Federal Reserve further expand the universe
of eligible issuers to include more smaller communities who are less prepared and have
fewer resources and capability of managing the negative economic and fiscal impacts of
the COVID-19 crisis and ensuing economic slowdown?

Credit Risk Sharing of “Downstream” Lending: In keeping with our shared goal of
ensuring access to credit for the largest number of issuers possible, would the Federal
Reserve share at least a portion of the credit risk of eligible issuers lending to ineligible
political subdivisions, municipalities, authorities or other governmental entities?

Pricing and Taxability: Given that the Federal Reserve would have no federal tax liability
for interest earned on MLF securities, we fail to understand why separate pricing matrices
for taxable and tax-exempt securities are necessary or helpful. The overwhelming needs
of eligible issuers are cash flow borrowings, which are largely prohibited from tax-
exempt issuance. Therefore, we anticipate issuers would need, or at least strongly prefer,
to issue taxable securities through the MLF and not be penalized with increased
borrowing costs but also get the benefit of eliminating IRS compliance expense. We
recommend that the MLF consider all securities taxable and priced at a fair rate similar to
the matrix developed for tax-exempt securities.

Certification Requirements: Under the current rules, an issuer must provide a
“certification that it is unable to secure adequate credit accommodations from other
banking institutions” as well as provide “evidence that participants in the MLF are unable
to secure adequate credit accommodations from other banking institutions.” We find the
current penalty pricing model to make such a certification and demonstration redundant.
No issuer would select the MLF as an option if other credit accommodations were
available. For this reason, we request that the Federal Reserve reconsider and remove this
added burden on issuers.
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a ( m : 1901 West Carroll Avenue
o Aa Chicago, lllinois 60612
ACTION CENTER (312) 329-6299

ON RACE & THE ECONOMY

Lending in a Crisis: Reviewing the Federal Reserve’s Emergency Lending Powers During the
Pandemic and Examining Proposals to Address Future Economic Crises.

Committee on Financial Services
U.S. House of Representatives

September 23, 2021

Testimony Submitted by the Action Center on Race and the Economy (ACRE)

In the spring of 2020, state and local governments anticipated severe budget deficits, amid the
COVID-19 public health crisis, that required intervention from both the federal government and
the Federal Reserve. Without the injection of federal dollars, a cash flow crisis would have
stymied state and local governments’ ability to provide public services to communities in dire
need. Immediate federal relief dollars helped to curb the worst of the public budget deficits, but
comprehensive protections offered by the Federal Reserve for state and local governments fell
short. This gap continues to have ongoing adverse impacts on struggling communities, especially
in Black, Indigenous, and people of color (BIPOC) neighborhoods.

The Municipal Liquidity Facility Failed to Meet the Needs of Public Entities

In Spring 2020, the Federal Reserve created the Municipal Liquidity Facility (MLF), a tool that
allowed the Fed to lend directly to state and local governments. The Coronavirus Aid, Relief, and
Economic Security Act (CARES Act) granted the Federal Reserve the authority to make up to
$500 billion in loans to municipal borrowers. The creation of the facility signified an important
step in the right direction for the Federal Reserve since, prior to the pandemic, the Fed had
refused to lend directly to cities and states. The facility demonstrated the scope of the Fed’s
authority to support public entities, not just corporations.

Although some have argued that the mere existence of the MLF helped lower yields on
municipal bonds, it is painfully clear that unnecessarily rigid parameters put in place by the
Federal Reserve prevented municipal borrowers from effectively accessing the same low-cost
financing with generous terms that the Federal Reserve made available to corporations through
the Secondary Market Corporate Credit Facility (SMCCF). As a result, the MLF was severely
underutilized and public sector borrowers were instead forced to seek higher-interest loans from
the bond market. Any signaling effect that the MLF had in shoring up investor confidence in the
municipal bond markets was insufficient to allow cities like Chicago to obtain affordable
financing that would have allowed them to ensure communities’ needs were met during the
pandemic.

In its initial iteration, the MLF’s eligibility requirements effectively locked out Black cities
throughout the country from the facility. None of the thirty-five most Black cities met the Fed’s
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criteria for assistance.! In response to criticism, the central bank expanded the eligibility criteria,
but the rules remained so strict and pricing so high that the program functionally excluded most
city, county, and state governments.? Although the Federal Reserve eventually lowered prices
somewhat, in the program’s final iteration, interest rates were still so high that most governments
and public entities could not justify participating in the facility. As a result, throughout its
existence, the MLF made loans to only two borrowers, neither of them cities.

Without access to the affordable financing from the Federal Reserve, as Congress had intended,
state and local governments were instead forced to turn to the bond markets for borrowing. The
terms of the MLF were designed to discourage municipal borrowers from seeking loans from the
Federal Reserve and this, ultimately, undermined pandemic relief and economic recovery efforts
for public entities and subverted the will of Congress.

In contrast, the Federal Reserve offered the private sector more generous terms on corporate debt
than it did to state and local governments on municipal debt. For example, through the SMCCF,
the Federal Reserve offered to buy corporate bonds with terms of up to five years, compared to
the three-year limit for the MLF. Even though the central bank’s programs to purchase corporate
debt were intended to “limit the losses of jobs and incomes,”* the Federal Reserve failed to put in
adequate oversight provisions to ensure corporations would actually use the money to keep
workers employed. The facility also allowed exorbitant increases to CEO pay that exacerbated
extreme wealth inequality during an unprecedented public health and economic crisis. The
permitted use of funds from municipal debt financed by the MLF was far more restrictive by
comparison. The corporate facility carved out much room for the ultra-wealthy to increase their
wealth, while the MLF’s exclusionary scope all but prohibited participation for state and local
governments.

Without access to the extremely low, near-zero interest rates corporations were able to access
from the Federal Reserve through the SMCCEF, state and local governments were forced to take
out more expensive loans in order to fund critical public services. Cities like Chicago are now
trying to find ways to use funds from the 2021 American Rescue Plan Act (ARPA) to pay back
the expensive loans they were forced to take in 2020 to deal with the economic impact of the
pandemic because they were unable to access affordable financing from the MLF >

This vicious cycle traps state and local governments in Wall Street’s chokehold. Several cities
and states across the country have lobbied the Department of Treasury to allow them to use
ARPA relief dollars to pay down their debt—diverting money away from public services and

! Busette, Camille and Aaron Klein. “Improving the Equity Impact of the Fed’s Municipal Lending Facility.” The Brookings
Institution. 14 Apr 2020. https://www.brookings.edu/research/a-chance-to-improve-the-equity-impact-of-the-feds-municipal -
lending-facility.

2 Aiming to Underachieve. Fed Up. Jun 2020.

https://populardemocracy .org/sites/default/files/Aiming%20to%20Underachieve%20-
%20Fed%20Up%20White%20Paper%20June%202020.pdf

3 Albright, Amanda, Michelle Kaske, and Danielle Moran. “MTA Borrows $2.9 Billion From Fed Before Window Closes.”
Bloomberg. 10 Dec 2020. https://www.bloomberg.com/news/articles/2020-12-10/n-y-mta-borrows-2-9-billion-from-fed-before-
window-closes

4 “Federal Reserve announces extensive new measures to support the economy.” Board of Governors of the Federal Reserve
System. 23 Mar 2020. https://www.federalreserve.gov/newsevents/pressreleases/monetary20200323b.htm
3 Dayen, David. “Cities Want to Use Federal Rescue Funds to Pay Off Bank Debt.” The American Prospect. 16 Aug 2021.
https://prospect.org/economy/cities-want-to-use-federal-rescue-funds-to-pay-off-bank-debt
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into Wall Street investors’ pockets.® This sort of wealth transfer highlights the immediate need
for the Federal Reserve to employ its powers and reinstate an improved version of the MLF.

The Fed Should Reinstate and Improve the Municipal Liquidity Facility

Despite its flaws, the creation of the Municipal Liquidity Facility demonstrated a key tool that
our central bank has at its disposal to repair significant flaws in our municipal finance system.
The MLF failed because the Federal Reserve sought to be a lender of last resort to municipal
borrowers rather than an active player in the rescue of the American economy during a time of
historically unprecedented economic upheaval amidst a pandemic.

With the CARES Act, Congress recognized that making our communities pandemic-proof
required a dramatic reimagining of our public finance system and gave the Federal Reserve the
power to do that by giving it the authorization it needed to make long-term, zero-cost loans
available to all municipal borrowers with very few restrictions on the use of proceeds. However,
by severely limiting the eligibility criteria for borrowers, instituting penalty pricing, and insisting
on relatively short-term loans for a limited set of uses, the Federal Reserve prevented the MLF
from becoming effective.

The municipal finance system is supposed to exist to serve the public by providing funding for
essential public services like replacing lead water pipes, providing universal broadband internet
access, and building new public schools and hospitals. However, under the current system, cities
and states get saddled with high interest rates and fees that drain billions out of public budgets
every year. In fact, municipal borrowers typically pay a dollar in interest and fees to bondholders
and banks for every dollar that they borrow—more than $160 billion a year in total. This high
cost of debt becomes a burden on the Black, Indigenous, Latinx, and poor communities that are
forced to bear the cost. Moreover, governments that serve higher concentrations of people of
color are more likely to be rated lower by ratings agencies, forcing them into higher interest rates
than governments that serve whiter communities. Even though municipal borrowers in the US
have a default rate of less than 0.1%, they are hit with lower credit ratings than corporations with
similar credit profiles and they are forced to pay unreasonably high interest rates. The rules of
the municipal bond market are currently set by Wall Street to maximize profits for banks.”

A significantly expanded and improved version of the MLF could allow the Federal Reserve to
restructure the flawed municipal system. The Federal Reserve can use its authority under Section
14 of the Federal Reserve Act to make short-term, zero-cost loans directly to all state, territorial,
tribal and local government borrowers in the United States. The Federal Reserve could agree to
roll these short-term loans over every six months when they expire to mimic a long-term, 30-year
loan. This could save government borrowers across the country more than $160 billion
annually.®

¢ Coronavirus State and Local Fiscal Recovery Funds. 17 May 2021. https://www.regulations.gov/document/ TREAS-DO-2021-
0008-0002/comment

7 Baradaran, Mehrsa. The Neoliberal Looting of America. New York Times. 2 Jul 2020.
https://www.nytimes.com/2020/07/02/opinion/private-equity-inequality .html

8 Alston, Brittany and Saqib Bhatti. Cancel Wall Street. Action Center on Race and the Economy. Sep
2020. https://acrecampaigns.org/wp-content/uploads/2020/09/Cancel WallStreet_4-Sep2020.pdf
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The less money cities pay toward debt service, the more they will be able to spend on rebuilding
critical public services in the communities of color that have suffered from severe and targeted
disinvestment over many decades. Our public infrastructure and services remain in crisis and an
all-hands-on-deck approach is needed to undo the deep history of disinvestment. By lending
directly to state and local governments, the Federal Reserve could reshape how our communities
are funded and provide an avenue by which public dollars could remain in our public coffers.
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INSTITUTE ALTERNATIVES

September 22, 2021

The Honorable Jim A. Himes The Honorable Andy Barr

Chair Ranking Member

Subcommittee on National Security, Subcommittee on National Security,
International Development and International Development and
Monetary Policy Monetary Policy

Committee on Financial Services Committee on Financial Services

U. S. House of Representatives U. S. House of Representatives
Washington, DC 20515 Washington, DC 20515

Dear Chair Himes, Ranking Member Barr, and Members of the Subcommittee:

My name is George Selgin, and I am a Senior Fellow at the Cato Institute, and Director Emeritus
of its Center for Monetary and Financial Alternatives. On my own and the Center’s behalf, I
thank you for this opportunity to share my thoughts concerning the Federal Reserve’s emergency
lending during the pandemic. Although tomorrow’s hearing, on “Lending in Crisis: Reviewing
the Federal Reserve’s Emergency Lending Powers During the Pandemic and Examining Proposals
to Address Future Economic Crises,” concerns all facets of that lending, and I believe that all of
the Federal Reserve’s emergency lending programs warrant your scrutiny, my statement only
concerns the Fed’s Main Street Lending Program.

Main Street Lending: Expectations and Reality

Launched in mid-June 2020, the Federal Reserve’s Main Street Lending Program (MSLP) was
originally designed to enhance the supply of credit to businesses with less than $2.5 billion in
revenue and employing no more than 10,000 workers. Participating commercial banks would
originate the program’s loans, and would retain a 5 percent share in them, with the balance
purchased by the Federal Reserve banks. Of $454 billion in funding granted by the CARES Act to
the U.S, Treasury for the purpose of supporting the Fed’s emergency lending programs, $75
billion were assigned to the MSLP.

Although the MSLP had a maximum lending capacity of $600 billion, or 12.5 times its Treasury-
supplied capital, the program initially proved far less popular with both banks and borrowers
than its designers had hoped. In an effort to increase its popularity, Fed and Treasury officials
relaxed those terms. Among other changes, firms with up to $5 billion in revenue, or as many as
15,000 employees, were made eligible; loans terms were increased from four to five years; the
minimum loan size was reduced from $500,000 to $250,000 and ultimately to just $100,000;
and the maximum loan amount was raised to $35 million for new loans and $300 million for
expanded loans.

1000 Massachusetts Avenue, N.W., Washington, D.C., 20001
(202) 842-0200 « www.cato.org/cmfa
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Even so, Main Street loan uptake remained disappointing: when lending under the program
ceased in early January 2021, it had made 1,830 loans amounting to $17.5 billion—just 2.9
percent of its capacity. Of the nation’s 4,500-odd commercial banks, only some 300 took partin
the program. Most were smaller banks, one of which—the City National Bank of Miami—alone
accounted for $4 billion, or 22.8 percent, of all Main Street loans! And instead of serving to
finance firms’ ongoing operations, 74 percent of the program’s loans were used to pay-off their
debts to other lenders.

To put these numbers in perspective, by its termination in May 2021, the Small Business
Administration’s (SBA’s) Paycheck Protection Program had lent over $780 billion, or more than
twice its original $349 billion CARE Act allocation, while between March and July 2020 alone,
total commercial bank C&I (Commercial and Industrial) lending increased by about $700 billion,
or roughly 30 percent.

Although the statistics make it difficult to portray the Main Street Lending Program as a success,
this hasn’t kept its administrators from trying. Thus, a March 2021 Boston Fed study, after
observing that “the volume of loans made under the Main Street program was about 60 percent
of the volume of comparable loans made outside the program,” concludes “that the program was
anotable addition to the supply of credit to targeted borrowers.” But the 60 percent figure only
refers to commercial bank loans originatedbetween August and December 2020, ignoring firms’
extraordinary use of lines of credit’ established before then, which many were allowed to draw
upon on unusually favorable terms.? Taking those lines of credit into account, the Fed’s
contribution to “Main Street” lending was trivial.

History Neglected, and Repeated

How could a program that Fed and Treasury officials spent many weeks designing have fallen so
far short of expectations? The simple answer is that those expectations were never realistic, as
Fed and Treasury officials might have known had they consulted the historical record.

Although the Fed’s 13(3) emergency lending authority, allowing it to lend to non-bank
businesses, was granted it as part of the 1932 Emergency Relief and Construction Act, the Fed
interpreted the collateral requirements for 13(3) loans so strictly that throughout the Great
Depression it only made 123 business loans, totaling just $1.5 million, using that provision. To
encourage further Fed lending to non-bank businesses, in 1934 a section 13(b) was added to the
Federal Reserve Act, allowing the Fed to extend credit to businesses on terms not unlike those of
its recent Main Street Facilities.

! Daniel Greenwald, John Krainer, and Pascal Paul, “The Credit Line Channel.” Federal Reserve Bank of San Francisco
Working Paper Series, June 2021. Available at https://www.frbsf.org/economic-research/files/wp2020-26.pdf

2 Andrew DePietro, “Impact of COVID-19 On Lines of Credit.” Forbes, March 30, 2020. Available at
https://www.forbes.com/sites/andrewdepietro/2020/03/30/covid-19-business-lines-of-credit/?sh=2df26259493b
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But that program also proved disappointing: despite $280 million in Treasury backing, by the
end of 1935 the Fed had granted just $124.5 million in 13(b) credit to 1,993 businesses—a tiny
fraction of total commercial bank loans, which exceeded $16 billion at their 1933 nadir.? In most
subsequent years, the volume of 13(b) lending amounted to a mere trickle. It was partly for this
reason (and as a replacement for the Reconstruction Finance Corporation) that the Small
Business Administration, which administered the CARES Act’s Paycheck Protection Program,
was established in 1953.

The Fed’s Reluctance to Lose Money

Why has the Fed proven so much less capable than the SBA of channeling credit to businesses?
The simple answer is that, while it can make loans without the expectation of having them
repaid—provided borrowers meet certain conditions, their Paycheck Protection Program (PPP)
loans will be forgiven—the Fed cannot. Instead, it is generally supposed to confine itself to loans
and investments that leave its capital intact, assuming they don’t augment it. Dodd-Frank rules,
in particular, require that the Fed’s 13(3) lending arrangements “ensure ... that the security for
emergency loans is sufficient to protect taxpayers from losses."

With regard to the MSLP, the Dodd-Frank rule was understood to mean that it could afford to
lose no more than $75 billion—its Treasury backstop. In practice, owing in part to Fed officials’
inability to anticipate MSLP loan losses with any degree of accuracy, but mainly to pressure from
the Treasury, which seemed to look upon its Fed backstop as a loan rather than a grant, the terms
of the MSLP ended up being made strict enough to keep its expected loan losses far below $75
billion.* As of their September 10th emergency lending facilities report, Fed officials had
recognized $4 billion in MSLP loan losses—a figure implying a hefty loss rate of just under 23
percent, but only a small fraction of the MSLP’s Treasury backstop.*

No one knows just how many firms too large to qualify for PPP loans, and too small to issue their
own commercial paper, might have been worthy targets of a more generous Main Street Lending
Program. But there is little doubt that, by deciding to channel such support through the Federal
Reserve System, the government in effect chose to make it available only on terms far stricter
than those available to smaller firms only through the Small Business Administration’s PPP
program. It was rather as if a lifeguard decided that, while mouth-to-mouth resuscitation would
be administered to all drowning victims, some would only receive it through a cocktail straw.

3 George Selgin, “When the Fed Tried to Save Main Street.” A/t-M, March 30, 2020. Available at https://www.alt-
m.org/2020/03/30/when-the-fed-tried-to-save-main-street/

* Nick Timiraos and Kate Davidson, “Fed, Treasury Disagreements Slowed Start of Main Street Lending Program.”
Wall Street Journal, July 12, 2020. Available at https://www.wsj.com/articles/fed-treasury-disagreements-slowed-
start-of-main-street-lending-program-11594558800

5 Periodic Report: Update on Outstanding Lending Facilities Authorized by the Board under Section 13(3) of the
Federal Reserve Act, September 10, 2021. Available at https://www.federalreserve.gov/publications/files/pdcf-
mmlf-cpff-pmecf-smect-talf-mlf-ppplf-msnlf-mself-msplf-nonlf-noelf-09-13-21.pdf

3of5



86

The “Lever Up” Fallacy

Had there been clear advantages to relying on the Fed, those advantages might have made up for
the constraints that went hand-in-hand with its involvement. But the advantage of Fed
involvement most often cited by Fed and Treasury officials—that by relying on it, the
government could “lever up” its $454 billion in CARES Act funding to as much as $4 trillion in
total emergency business support, was entirely fictitious.® It was so, not just because much of the
supposed levering up never happened, but also because, if it had happened, it would not have
made the programs any cheaper than if they’d been fully funded by Congress. The only
differences would have been that, instead of the government borrowing more, the Fed would
have done so; and interest, instead of being paid by the Treasury to holders of government
securities, would have been paid by the Fed to banks holding reserve balances backed by the
Fed’s Main Street loans. Because the Fed’s interest payments reduce its Treasury remittances,
and the interest rate on reserves has generally been at least as high as the rate paid on most
government securities, the ultimate burden born by taxpayers would have been roughly the
same as that created by $525 billion ($600 billion - $75 billion) in additional CARES Act funding.

The Lesson, and the Way Forward

What lesson should the Fed’s Main Street lending experience teach us? What steps can Congress
take to make sure that future emergency lending arrangements avoid the MSLP’s shortcomings?
The main lesson seems obvious: emergency business lending is not the Fed’s forte. Nor is risky
lending of any sort. But emergency business lending is essentially risky lending: unlike banks,
which have only the Fed to turn to when they run short of liquidity, non-bank businesses can
generally rely on commercial banks for credit. If they turn to the Fed for emergency loans, itis
either because those loans are offered on especially lenient terms, or because they are denied
credit elsewhere. It follows that a Fed determined not to become a business lender of firstresort
must either take on very risky loans or do very little business lending. As we’ve seen, in practice it
tends to err on the conservative side.

What steps might Congress take to avoid this outcome? The answer here is also fairly obvious:
keep the Fed out of the business of emergency lending to businesses, or at least avoid relying
upon it as a source of funding for such lending: far from offering Congress a “free emergency
lunch,” in practice having the Fed fund emergency business lending means offering struggling
businesses very little emergency support.

Instead of relying on the Fed as a source of emergency credit for Main Street, Congress should
plan to fully fund any future emergency Main Street lending program.” It might still involve the
Fed in such efforts, but as a program administrator only rather than a source of funds.

¢ Rosalind Z. Wiggins, “CARES Act $454 Billion Emergency Fund Could Add Up to Much More for Businesses, States
and Municipalities.” Yale School of Management Program on Financial Stability, April 1, 2020. Available at
https://som.yale.edu/blog/cares-act-454-billion-emergency-fund-could-add-up-to-much-more-for-businesses-

states-and-municipalities

7 George Selgin, “A Real Lifeboat for Main Street.” National Review, September 17, 2020. Available at
https://www.nationalreview.com/2020/09 /a-real-lifeboat-for-main-street,
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Alternatively, some other existing agency, or an agency established for the purpose, could be
made responsible for administering emergency business loans. So long as the Fed isn’t relied
upon for funding, there would be no need for strict lending terms aimed at ruling-out any risk of
losses resulting in an unauthorized use of unappropriated public funds. Instead, the terms could
be chosen with no aim save that of achieving the lending program’s goal of avoiding wasteful
business failures and consequent unemployment. Loans might then be forgiven, or even replaced
by outright grants, whenever such concessions appeared worthwhile.

To avoid having Congress once again pass the buck to the Fed, Section 13(3) of the Federal
Reserve Act should in turn be clarified to rule-out Fed lending to ordinary non-bank businesses.
This can be done by replacing the vague requirement that the Fed “ensure ... that the security for
emergency loans is sufficient to protect taxpayers from losses" with language stipulating that all
of the Fed’s 13(3) loans must either be fully secured by readily marketable collateral or financed
using Treasury-supplied capital only.

The Wrong Way

I understand the temptation to address the challenge of emergency business lending by pursuing
a course opposite the one I've suggested, that is, by amending section 13(3) of the Federal Reserve
Act so as to further loosen the limits on such lending. I urge the committee to resist that
temptation, and I hope it will convince Congress to do so. For what may seem like an “obvious”
way to encourage more Fed emergency business lending is instead likely to result in yet another
failed Main Street lending effort. The roots of Fed’s unwillingness to make risky business loans,
except on terms that must discourage most would-be borrowers, or bank participants, or both,
do not reside in section 13(3) of the Federal Reserve Act. Instead, they can be traced to the Fed’s
basic constitution, with its privilege of being self-funding, though only within strictly-defined
limits; and from there to Article 1 of the U.S. Constitution, which otherwise grants Congress
alone the “power of the purse,” meaning the power to dispose of public monies.* Only by
tampering with both of these constitutions might the Fed be turned into an effective source of
emergency funding for struggling businesses. So long as other options are available, I hope that
you will agree that such tampering can hardly be considered prudent; and I thank you again for
considering my remarks.

Respectfully,

e/ 4
George Selgin
Senior Fellow and Director Emeritus
Center for Monetary and Financial Alternatives
The Cato Institute

8 George Selgin, “The Constitutional Case for the Fed’s Treasury Backstops.” Alt-M, April 13, 2020. Available at
https://www.alt-m.org/2020/03/30/when-the-fed-tried-to-save-main-street/
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Executive Summary

This Report examines the Federal Reserve’s (the “Fed’s”) role in emergency lending to
non-banks in light of its response to the COVID-19 pandemic. During the pandemic, the Fed took
on novel responsibilities, establishing lending facilities not only to support liquidity in the financial
system but also to support the flow of credit to the real economy and to state and local govern-
ments. These facilities raise critical questions about the appropriate role of the Federal Reserve in
emergency lending to non-bank financial institutions and non-financial companies as authorized
by Section 13(3) of the Federal Reserve Act.

This report proposes a new framework for emergency lending to non-banks. It does not
suggest reforms to the Fed’s exercise of monetary policy, as the Fed’s monetary policy authority
does not derive from Section 13(3) of the Federal Reserve Act and does not involve credit risk as
the Fed only purchases government or government guaranteed securities when exercising its mon-
etary policy authority.

The report proceeds in four parts. Part I outlines the current framework governing emer-
gency lending to non-banks, with a focus on the restrictions adopted in the Dodd-Frank Act fol-
lowing the global financial crisis. These restrictions include requiring Treasury approval of any
Fed lending program or facility for non-banks; requiring that loans be collateralized in a manner
that is sufficient to protect taxpayers from losses; and limiting the Fed’s ability to lend to insolvent
borrowers.

Part IT describes the Federal Reserve’s assumption of a novel role as part of its response to
the COVID-19 pandemic: the credit provider, not just liquidity provider, of last resort. Because of
restrictions imposed on the Fed by the Dodd-Frank Act, however, the Fed could not assume this
role on its own. Instead, it needed the approval of and financial backing from Treasury due to the
Dodd-Frank framework.

Part IIT focuses on issues with the non-bank emergency lending framework that were high-
lighted by the Fed’s pandemic response role. First, the current framework allows the Fed to operate
lending programs that are essentially fiscal programs, which should properly be the responsibility
of elected authorities. This was particularly an issue during the pandemic response for Fed lending
programs to non-financial companies. Second, the Fed is put in the position of picking winners
and losers when determining to whom it will lend. Finally, the lack of transparency regarding the
design of the joint Treasury-Fed lending programs makes it difficult to determine who is respon-
sible for success and failure. If the Fed bears the blame for failures that are the responsibility of
Treasury, it could threaten the Fed’s independence and its ability to exercise its more traditional
functions.

Part IV proposes a revised framework for emergency lending that would address the con-
cerns raised in Part III. Under this framework, for all emergency loans to non-banks, the Treasury
must first determine whether such lending poses significant credit risk—meaning that borrowers
have a substantial likelihood of being unable to repay the loans. Lending that poses significant
credit risk should be viewed as implicating fiscal policy and thus outside the Fed’s purview. In our
view, lending to non-financial companies, such as lending programs to main street businesses,
always involves significant credit risk and thus should be the sole purview of the Treasury. The
Treasury should have sole responsibility for the structure and terms of emergency lending facilities
that pose significant credit risk. And these programs should be identified as Treasury and not Fed

1
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programs. However, the Fed would still have an important role to play in advising Treasury on
economic conditions and serve to operate the programs as an agent of Treasury.

If the Treasury determines that the lending facilities to non-banks would not pose signifi-
cant credit risk, then the Fed would have sole responsibility for the structure and terms of emer-
gency lending facilities that would be identified as Fed programs. Part IV also considers whether
the revised framework should be extended, in whole or in part, to the Fed’s emergency lending
authority for banks and concludes that there is no compelling reason to alter the longstanding
framework for emergency bank lending.
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L. The Threshold for Non-Bank Emergency Lending

The Fed’s authority to lend to non-banks is governed by Section 13(3) of the Federal Re-
serve Act, which has long provided that the Fed can lend to non-banks in “unusual and exigent
circumstances.”! This standard was not changed by the Dodd-Frank Act of 2010. Historical con-
text would suggest that this phrase was intended to have a broad meaning. When Section 13(3)
was first enacted in July 1932, Congress’s primary concern was that the Fed needed direct lending
authority to circumvent banks, which were not extending new credit to businesses.? Once President
Hoover and the Fed turned to implementing Section 13(3), Hoover argued that the “unusual and
exigent circumstances” existed because of the number of borrowers who reported being refused
for loans by banks. He noted that “the unwillingness of eligible banks to take advantage of the
facilities provided by the government”—referring to the Fed’s discount window—gave rise to the
kind of situation envisioned by Section 13(3).

The Fed periodically authorized Section 13(3) lending to nonmember banks, which at the
time were not eligible for discount window loans, between 1936 and 2008, even though no sys-
temic collapse was anticipated. In the summer of 1966, the Fed Board authorized Reserve Banks
to lend to nonmember banks because of “the possibility that during the period ahead some non-
member depositary-type institutions ... might be subjected to unusual withdrawals of funds,”*
far cry from a systemic threat to the financial system. The Board authorized lending to nonmember
banks again in December 1969, on the ground that “the sharp further advance in market yields ...
unusually large net savings withdrawals at depositary institutions ... and preliminary reports of
rather poor savings experience in some areas ... had all created some concern about the possibility
of substantially enlarged savings attrition at such institutions.”> In 1980, Section 13(3) was acti-
vated again, but not actually used, to grant a loan to a Michigan nonmember bank to pay for cash
letters presented to it.® The Fed did not authorize Section 13(3) lending again until the global fi-
nancial crisis of 2007 to 2009.”

During the financial crisis, the Federal Reserve undertook aggressive measures to stabilize
financial markets.® These emergency actions prevented the spread of the worst liquidity crisis since

! Federal Reserve Act, § 13(3)(A). The threshold requirement of “unusual and exigent circumstances” is discussed at greater
length in Part 0.

2 Partinitha Sastry, The Political Origins of Section 13(3) of the Federal Reserve Act, FRBNY Economic Policy Review 19—
23 (Sep. 2018), available at https://www.newyorkfed.org/medialibrary/media/research/epr/2018/epr_2018_political-ori-
gins_sastry.pdf.

3 Id at 23-24. See also Hal S. Scott, Connectedness and Contagion: Protecting the Financial System from Panics 91-92
(MIT Press 2016)

4 Board of Governors of the Federal Reserve System, Fifty-Third Annual Report: Covering Operations for the Year 1966 92
(Federal Reserve 1967)

* Board of Governors of the Federal Reserve System, Fifiy-Sixth Annual Report: Covering Operations for the Year 1969 92
(Federal Reserve 1970).

© Thomas C. Baxter, Jr., The Legal Position of the Central Bank, The Case of the Federal Reserve Bank of New York 6 (Jan.
19, 2009), available at https://web.archive.org/web/20130511222423/http://1se.ac.uk/fmg/documents/events/confer-
ences/2009/regulatoryResponse/1160_Baxter.pdf.

T1d.

8 Scott, Connectedness and Contagion at 76 (cited in note 3). A detailed description of these measures is available from U.S.
Gov’t Accountability Office, Federal Reserve System: Opportunities Exist to Strengthen Policies and Processes for Man-
aging Emergency Assistance (2011), https://www.gao.gov/assets/gao-11-696.pdf.
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the Great Depression. However, in the aftermath of the crisis, Congress concluded that the Fed
had overstepped its already-broad bounds, and it imposed new restrictions on the Fed’s emergency
lending authority to non-banks.” These limits, adopted in the Dodd-Frank Act,'® constrain the
Fed’s ability to exercise its emergency lending powers independently and restricted the scope of
any potential lending program or facility.

Dodd-Frank Restrictions on Emergency Lending

The Dodd-Frank Act included significant revisions to Section 13(3) of the Federal Reserve
Act,!! which governs the Fed’s authority to lend to non-banks “in unusual and exigent circum-
stances.” The most important of these revisions were that: (i) the Fed cannot establish any such
program or facility for non-banks without the Treasury Secretary’s approval; (ii) any emergency
lending program or facility for non-banks must have broad-based eligibility; (iii) the Fed must
have policies and procedures in place to ensure that the security for emergency loans is sufficient
to protect taxpayers from losses; and (iv) the Fed must establish procedures to prohibit the partic-
ipation of insolvent borrowers in any emergency lending program or facility.

A more detailed description of each of these new requirements follows.
1. Treasury approval

The Dodd-Frank amendments to Section 13(3) specify that the Fed may not establish any
program or facility for emergency lending to non-banks without the prior approval of the Secretary
of the Treasury.!? The Fed’s implementing regulations clarify that this approval is necessary both
for the establishment and the renewal of any such emergency lending program or facility.* As a
practical matter, because the Secretary can withhold approval if he or she objects to any aspect of
a Fed emergency lending proposal, and because the Fed is unlikely to abandon a proposal in a
crisis merely because it disagrees with the Treasury’s desired terms, this requirement effectively
empowers the Treasury Secretary to dictate the design, terms or duration of any such emergency
lending program or facility..

2. Broad-based eligibility

The Dodd-Frank amendments to Section 13(3) provide that the Fed may only authorize a
facility with broad-based eligibility.!* They also clarify that a “program or facility that is structured
to remove assets from the balance sheet of a single and specific company, or that is established for
the purpose of assisting a single and specific company avoid” an insolvency proceeding is not

? For a more detailed description of these limitations, see Scott, Connectedness and Contagion at 93-104 (cited in note 3).
Congress also contemplated significantly curtailing the Fed’s supervisory responsibilities. Senator Dodd introduced a bill in
2009 that would have removed the Fed’s supervisory authority over state-member banks and limited its supervisory respon-
sibilities to systemically important non-bank financial firms and holding companies with assets over $50 billion. See Walter
W. Eubanks, Federal Financial Services Regulatory C lidation: Structural R to the 2007-2009 Financial Crisis,
Congressional Research Service Report 7-5700 (April 12, 2010).

1°Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act), Pub. L. 111-203, 124 Stat. 1376 (2010).
! Federal Reserve Act, § 13(3)(B)(iv).

1212 C.F.R. § 201.4(d)(9)i).

13 The Dodd-Frank amendments to Section 13(3) also build in congressional oversight, by requiring the Fed Board to provide
to i of the House of Rep ives and the Senate a report and periodic updates regarding its emergency lending
activities. Federal Reserve Act, § 13(3)(C).

!4 Federal Reserve Act, § 13(3)(A).
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considered to have broad-based eligibility.!* These revisions to Section 13(3) were aimed at loans
extended by the Federal Reserve during the 2008 crisis to individual non-bank financial institutions
like AIG.'¢

Under implementing regulations finalized by the Fed in 2015, a program or facility is only
considered to have broad-based eligibility if it is designed “to provide liquidity to an identifiable
market or sector of the financial system.”!” In addition, a program or facility is treated as not having
broad-based eligibility if: (i) it is designed for the purpose of assisting one or more specific com-
panies avoid bankruptcy, resolution or another insolvency proceeding; (ii) it is designed for the
purpose of aiding one or more failing financial companies; or (iii) fewer than five persons or enti-
ties would be eligible to participate in the program or facility.'® It is not clear, for purposes of the
last condition, when there must be at least five eligible participants: at the time a program or facility
begins to extend credit, or over the entire course of its operation. If it is the latter, then the fewer-
than-five restriction could have little practical impact.

3. Collateral and Security

The revisions to Section 13(3) also include provisions to protect the Fed against credit loss.
In particular, Section 13(3)(B)(i) mandates that the Fed establish policies and procedures govern-
ing emergency lending that are “designed to ensure that ... the security for emergency loans is
sufficient to protect taxpayers from losses.”!” These policies and procedures must require that “a
Federal reserve bank assign, consistent with sound risk management practices and to ensure pro-
tection for the taxpayer, a lendable value to all collateral for a loan executed by a Federal reserve
bank ... in determining whether the loan is secured satisfactorily.” 2 These amendments indicate
that the Fed cannot make loans under Section 13(3) that are not backed by sufficient collateral or
a third-party guarantee or other form of protection against loss.

4. Solvency

Another bulwark against credit loss is the requirement that only solvent borrowers may
participate in an emergency lending program or facility. Under Section 13(3), a borrower is con-
sidered insolvent if it is currently subject to a bankruptcy, resolution or other insolvency proceed-
ing.2! Section 13(3)(B)(ii) also requires the Fed to establish procedures to “prohibit borrowing
from programs and facilities by borrowers that are insolvent.”?* The statute specifies that those
procedures may include a certification by the borrower that it is not insolvent. The Fed’s imple-
menting regulations incorporate the certification option, allowing borrowers to self-certify that
they are solvent based on their reasonable belief.”> However, the implementing regulations go
farther than the statute when it comes to the definition of insolvency by providing that a borrower

13 Federal Reserve Act, § 13(3)(B)(ii).

16 Matthew Karnitschnig, Deborah Solomon, Liam Pleven & Jon E. Hilsenrath, U.S. to Take Over AIG in $85 Billion Bailout;
Central Banks Inject Cash as Credit Dries Up, Wall Street Journal, Sep. 16, 2008, available at https://www.wsj.com/arti-
cles/SB122156561931242905. See also U.S. Gov’t Accountability Office, Federal Reserve System: Opportunities Exist to
Strengthen Policies and Processes for Managing Emergency Assistance at 162—177 (cited in note 8).

1712 C.F.R § 201.4(d)(4)(i).

812 C.F.R § 201.4(d)(4)ii).

1 Federal Reserve Act, § 13(3)(B)().

274

2! Federal Reserve Act, § 13(3)(B)(ii).

2 Federal Reserve Act, § 13(3)(B)(i).

12 CFR. § 201.4(d)5)IV)(A)
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is considered insolvent if it is “generally not paying its undisputed debts as they become due during
the 90 days preceding the date of borrowing under the program or facility.”?*

II.  Emergency Lending During the COVID-19 Pandemic

The framework described in the prior section governed the Fed’s emergency lending during
the COVID-19 pandemic. In response to pandemic-induced economic disruption, the Fed invoked
its Section 13(3) authority to establish several emergency lending facilities for non-banks. Pursu-
ant to the Dodd-Frank amendments to Section 13(3), all of the Fed’s emergency facilities required
approval by the Treasury Secretary. Some of these facilities involved the Fed’s traditional liquidity
provision function, such as lending to primary dealers against good collateral to provide liquidity
to financial markets. Others went beyond that traditional role; the Main Street Lending Program,
for example, was designed to provide credit to struggling small- and mid-size enterprises. Because
of Dodd-Frank’s collateral requirements and the inability of many borrowers from the COVID
facilities to provide collateral, the facilities were supported by financial backing by Treasury as a
substitute for borrower collateral. This section describes the initial lending facilities established by
the Fed at the outset of the COVID-19 pandemic; the facilities set up after the passage of the
CARES Act; and the closure of the CARES Act facilities.

a. The Original Facilities

On March 17 and 18, 2020, prior to the enactment of the Coronavirus Aid, Relief and
Economic Security Act (the “CARES Act”), the Fed announced its first three facilities to deal
with the pandemic—the Commercial Paper Funding Facility (the “CPFF”) to buy highly-rated
commercial paper, the Primary Dealer Credit Facility (the “PDCF”) to make loans to primary
dealers, and the Money Market Mutual Fund Liquidity Facility (the “MMLF”) to make loans to
banks to buy money market fund assets. Each of these facilities was approved by the Treasury
Secretary? and they were modeled after similar facilities used in 2008.

Unlike their 2008 counterparts, in 2020 both the CPFF and MMLF were backed by the
Treasury’s Exchange Stabilization Fund (the “ESF”) to satisfy the Dodd-Frank collateral require-
ment. The CPFF was backed with a $10 billion equity contribution and the MMLF was backed
with $10 billion of credit protection.? The legality of using the ESF in this way was not straight-
forward. Before it was amended by the CARES Act, the ESF’s establishing statute described the
purpose of the ESF as stabilizing exchange rates.?” The statute authorizes the Treasury Secretary
to deal in Treasury securities, gold, foreign exchange, “and other instruments of credit and

212 CFR. § 201.4(d)(5)(iii).

» Federal Reserve, Federal Reserve Board blish of a Ca ial Paper Funding Facility (CPFF) to
support the flow of cr edn‘ to households and businesses (Mar. 17, 2020), available at https://www.federalre-
serve.gov/r onetary202003 17a.htm; Federal Reserve, Federal Reserve Board announces estab-
lishment of a Primary I)LalLr( redit Facility (PDCF) to support the cruht needs of households and businesses (Mar. 17,
2020), available at https://www.federalreserve.go ) ‘monetary20200317b.htm; Federal Reserve,
Federal Reserve Board broadens program of support for the flow of credit to h holds and busi by blishing a
Money Market Mutual Fund Liquidity Facility (MMLF) (Mar. 18, 2020), available at https://www.federalre-
serve.gov/n ‘monetary202003 18a.htm.

% Federal Reserve, Commercial Paper Fundmg Facility: Program Terms and Conditions (Nov. 30. 2020),
https://www.newyorkfed.org/markets/cc funding-facility/cc I-paper-funding-facility-terms-and-
conditions; Federal Reserve, Money Market \[u/ual Fund Liquidity Facility FAQs (March 21, 2020, amended May 26,
2020.), https://www.federalreserve.gov/monetarypolicy/files/mmlf-faqs.pdf.

731 USC 5302(a)(1)
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securities the Secretary considers necessary.” While this language is open-ended, in context it ap-
pears to mean that Treasury can buy or sell other securities to maintain the value of the dollar.

Treasury backing of the CPFF was necessary because the Fed purchased unsecured com-
mercial paper. It was also necessary for the MMLF where loans to banks could be backed by
unsecured commercial paper and where the Fed had no recourse back to the banks in case the paper
issuers defaulted.?®

Treasury backing was thus a substitute for the lack of collateral. If Treasury took a first-
loss position in these facilities, it could be persuasively argued that the security for the loans ex-
tended through the facilities was “sufficient to protect taxpayers from losses.” But, of course, that
would only be true to the extent that the Fed’s losses were less than the Treasury backing. Backing
was not needed for the PDCF, however, because in that facility, while collateral included a range
of equity securities and investment-grade debt securities, such securities were generally high qual-
ity and margin-adjusted, and there was recourse back to dealers in the case of default.?’

None of these pre-CARES Act facilities had a fixed cap on the amount of lending they
could extend or assets that they could purchase, which suggests that the Fed would have to modu-
late the amount of its lending itself in order to protect against the prospect of losses in excess of
Treasury backing.

b. The CARES Act Facilities

The relationship between the Treasury and the Fed evolved significantly with the enact-
ment of the CARES Act on March 27, 2020. Section 4003 of the Act appropriated at least $454
billion to the Treasury’s ESF to make loans, investments or guarantees to the Fed to support Fed
lending to eligible businesses, states or municipalities by purchasing obligations or making loans.*
The bill specifically ordered the Treasury to seek Fed programs for such borrowers.' The legisla-
tion further stated that if there was any doubt, the provisions of Section 13(3) should apply to any
Fed facilities created under the CARES Act.* The lending envisioned by the CARES Act went
well beyond the Fed’s traditional lender-of-last-resort function; instead, the CARES Act appeared
to anticipate that the Fed would serve as a credit provider of last resort for broad sectors of the
economy by establishing programs or facilities to purchase debt or make new loans, with Treasury
backing to protect the Fed from credit risk.>®

The authorization for the Fed to purchase existing non-bank debt, in addition to making
new loans, was also novel. By statute, the Fed is only authorized to buy U.S. Treasury securities
or government guaranteed debt, like mortgage-backed securities issued by government-sponsored
enterprises.>* During the global financial crisis, the Fed used its Section 13(3) authority to circum-
vent these restrictions on direct purchases by lending to Fed-created special purpose vehicles

 Federal Reserve, Asset Backed Commercial Paper (ABCP) Money Market Mutual Fund (MMMEF) Liquidity Facility Terms
and Conditions (February 5, 2010): https://www.frbdiscountwindow.org/Archive/Asset-Backed-Commercial-Paper-ABCP-
Money-Market-Mutual-Fund-MMMEF-Liquidity-Facility-Terms-and-Conditions.

2 Federal Reserve, Term Sheet for Primary Dealer Credit Facility (PDCF) (March 17, 2020), https://www.federalre-
serve.gov/r eleases/files v20200317b1.pdf

30 Coronavirus Aid, Relief, and Economic Security Act (CARES Act), Pub. L. 116-136, § 4003 (2020).

31 CARES Act, § 4003(a).

32 CARES Act, § 4003(c)3)(B).

* CARES Act, § 4003(b).

3 Federal Reserve Act, § 13(2)
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(SPVs) that in turn purchased assets, like commercial paper, that the Fed could not purchase di-
rectly.>> As described in further detail below, the Fed repurposed this SPV structure for its pan-
demic lending facilities. This time, however, the structure was authorized by the CARES Act,
which explicitly recognized that funds appropriated to the Treasury’s ESF would be used to sup-
port Fed facilities that were engaged in “purchasing obligations or other interests directly from
issuers of such obligations or other interests” or “purchasing obligations or other interests in sec-
ondary markets or otherwise.”¢

Over the next few months, the Fed established, with the required Treasury approval, four
emergency lending facilities: (i) the Term Asset-Backed Securities Loan Facility (the “TALF”) to
purchase asset-backed securities;*’ (i) the Primary Market and Secondary Market Corporate
Credit Facilities (the “PMCCF” and “SMCCF”) to purchase corporate bonds and ETFs in the
primary and secondary markets, respectively;*® (iii) the Main Street Lending Program (the
“MSLP”), comprising five separate facilities to purchase bank loans to small- and medium-sized
businesses (the Main Street New Loan Facility, Priority Loan Facility and Expanded Loan Facility)
and nonprofits (the Nonprofit Organization New Loan Facility and Expanded Loan Facility);** and
(4) the Municipal Liquidity Facility to purchase newly-issued state and municipal obligations (the
“MLF”).%

Each of these facilities had a similar structure: an SPV capitalized with a Treasury equity
investment. For example, the two corporate credit facilities operated through the same SPV, which
was capitalized with a Treasury investment of up to $75 billion (the Treasury ultimately contrib-
uted only $37.5 billion).*! The Main Street facilities operated through a joint SPV capitalized with
a Treasury investment of up to $75 billion (as with the corporate credit facilities, the Treasury
ultimately only contributed $37.5 billion to this SPV).* Since the vast majority of borrowers tar-
geted by Congress did not have sufficient collateral to back lending on the scale envisioned by the
CARES Act, the backing by the Treasury with funds appropriated by Congress served as a substi-
tute to protect the Fed from losses.

3 See Federal Reserve, Commercial Paper Funding Facility: Frequently Asked Questions (October 27, 2008),
https://www.newyorkfed.org/markets/cpff_faq 081027.html; Eric A. Posner, What Legal Authority Does the Fed Need Dur-
ing a Financial Crisis?,101 Minn. L. Rev. 1529, 1551-52 (2017); Alexander Mehra, Legal Authority in Unusual and Exigent
Circumstances: The Federal Reserve and the Financial Crisis, 13 U. Penn. J. Bus. L. 221, 235-36 (2011).

* CARES Act, § 4003(b)(4).

3 Federal Reserve, Federal Reserve extensive new measures to support the economy (Mar. 23, 2020), available
at https://www.federalreserve.gov/newsevents/pressreleases/monetary20200323b.htm.
£y

3 Federal Reserve, Main Street Lending Program, available at https://www.federalreserve.gov/monetarypolicy/main-
streetlending htm (last visited Dec. 7, 2020)

0 Federal Reserve, Federal Reserve takes additional actions to provide up to $2.3 trillion in loans to support the economy
(Apr. 9, 2020), available at https://www.federal ve.ge S s/pressreleases/monetary20200409a.htm.

“IFederal Reserve, Primary Market Corporate Credit Facility (July 28, 2020), https://www.federalre-
serve.gov/n p eleases/file: y20200728a9.pdf.;Federal Reserve, Secondary Market Corporate Credit
Facility (July 28, 2020), https://www.federalreserve.go: nts/pr files/monetary20200728al .pdf; Federal
Reserve, Factors Affecting Reserve Balances, Federal Reserve Statistical Release H.4.1 (Dec. 28, 2020).

2 Federal Reserve Bank of Boston, Main Street Lending Program For-Profit Businesses: Frequently Asked Questions (Nov.
25, 2020), https://www.bostonfed.org/mslp-faqs; Federal Reserve Bank of Boston, Main Street for Nonprofit Organizations
Part of the Main Street Lending Program: Frequently Asked Questions (Nov. 25, 2020), https://www.bostonfed.org/- /me-
dia/Doct pecial-lending-facili Ip/legal/frequently-asked-questions-fags-nonprofit.pdf.; Federal Reserve, Fac-
tors Affecting Reserve Balances, Federal Reserve Statistical Release H.4.1 (Dec. 28, 2020).
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Each of the CARES Act facilities also featured a fixed cap on the amount it could lend or
purchase. The two corporate credit facilities had a $750 billion cap on combined primary and sec-
ondary market purchases.** The Main Street facilities had a cap of $600 billion on aggregate loan
purchases.* The ratio of the fixed cap to Treasury’s equity investment represents the leverage of
the facility: 10 times for the corporate credit facilities ($750 billion divided by $75 billion), and 8
times for the Main Street facilities ($600 billion divided by $75 billion).** The existence of these
caps indicates an intent to limit potential losses incurred by each of the facilities—not just on the
Fed’s investment, but on Treasury’s equity investment as well.

In addition, the CARES Act facilities had detailed requirements with respect to the quali-
fications and riskiness of the assets purchased or eligible borrowers. These requirements were not
mandated by Congress in the CARES Act; they were determined either by the Treasury or the Fed
or both.* The effect of these requirements, like the effect of the fixed caps on aggregate loan
purchases, was to limit each facility’s potential losses. Thus, for example, the corporate credit
facilities specified that issuers had to have been rated at least BBB-/Baa3 as of March 22, 2020,
and issuers that were subsequently downgraded had to be rated at least BB-/Ba3 as of the date of
purchase.*’ Detailed requirements regarding creditworthiness were also included in the term sheets
for Main Street’s three for-profit business facilities.*®

The Main Street New Loan Facility (the MSNLF), which was meant to facilitate new lend-
ing by banks to for-profit small and medium-sized businesses, can serve as a representative exam-
ple of how the terms of the Main Street facilities operated to reduce credit risk. The MSNLF al-
lowed a business borrower with up to 15,000 employees or revenue of $5 billion or less in 2019 to
borrow a minimum of $100,000 ($250,000 prior to October 30, 2020) and a maximum of the lesser
of: (i) $35 million or (ii) an amount that, together with the borrower’s existing debt, did not exceed
four times the borrower’s 2019 EBITDA .

The lender was specifically required to do a credit assessment of the borrower’s financial
condition.*® In addition, if the borrower had an existing loan from the bank, it must have received

 Federal Reserve, Primary Market Corporate Credit Facility (July 28, 2020), https://www.federalre-
serve.gov/n p eleases/fil y20200728a9.pdf.; Federal Reserve, Secondary Market Corporate Credit
Facility (July 28, 2020), https://www. federalreserve. g0 t: files/monetary20200728al.pdf.

“# Federal Reserve Bank of Boston, Main Street Lending Program For- Pro/nBusmesses Frequently Asked Questions (Nov.
25, 2020), https://www.bostonfed.org/mslp-faqs; Federal Reserve Bank of Boston, Main Street for Nonprofit Organizations
Part of the Main Street Lending Pr og10m F;equentlv Asked Questions (Nov. 25, 2020), https://www.bostonfed.org/- /me-

dia/Doct pecial-lend ¥ gal/frequently-asked-questions-fags-nonprofit.pdf.
“Federal Reserve, Primary Market Cmporate Credit  Facility (July 28, 2020), https://www.federalre-
serve.gov/n p eleases/fil y20200728a9.pdf.; Federal Reserve Bank of Boston, Main Street Lending

Program For-Profit Businesses: Frequently Asked Questions (Nov. 25, 2020), https://www.bostonfed.org/mslp-faqs;

4 See Part ¢ for a discussion of the problems raised by the absence of clear responsibility.

47 Federal Reserve, Primary Market Corporate Credit Facility, https://www.federalreserve.gov/monetarypolicy/pmecf htm
(last visited Oct. 4, 2020), Federal Reserve, Secondary Market Corporate Credit Facility, https://www.federalre-
serve.gov/monetarypolicy/smeef.htm (last visited Oct. 4, 2020).

“8 Federal Reserve Bank of Boston, Main Street Lending Program For-Profit Businesses: Frequently Asked Questions (Nov.
25, 2020), https://www.bostonfed.org/mslp-faqgs; Federal Reserve Bank of Boston, Main Street for Nonprofit Organizations
Part of the Main Sireet Lending Pragram Frequently Asked Questions (Nov. 25, 2020), https://www.bostonfed.org/- /me-
dia/Doct pecial-lending-fz Ip/legal/frequently-asked-questions-fags-nonprofit.pdf.

# Federal Reserve, Federal Reserve Board adjusts terms of Main Street Lending Program to better target support to smaller
businesses that employ millions of workers and are facing conmmed revenue shortfalls due to the pandemic (Oct. 30, 2020),
available at https://www.federal €.gov/1 ‘monetary20201030a.htm.

% Federal Reserve, Main Street New Loan Facility (Oclober 30, 2020), https://www.federal e.gov/n pressre-
leases/files/monetary20201030al .pdf
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an internal risk rating equivalent to a “pass” (the highest rating) in the supervisory rating system
as of the end of 2019 (or upon origination or purchase, if the loan was originated or purchased in
2020).%! Moreover, the borrower had to certify that it had the ability (with the loan) to meet its
financial obligations and did not anticipate going into bankruptcy in the next 90 days.* These
creditworthiness requirements precluded many needy borrowers from using the facility.

The terms of the loans issued through the MSNLF were also demanding and thus unattrac-
tive to many needier borrowers. The interest rate on loans was adjustable LIBOR plus 300 basis
points, and the loans were relatively short-term with a maturity of 5 years.>> The new loans could
also include up to 200 basis points of origination and transaction fees.>* The borrower could not
use the proceeds of the new tranche of the loan to repay or reduce existing debt (but could use
them to make mandatory principal and interest payments).>

Finally, the requirement that banks continue to hold a portion of eligible loans also reduced
the uptake of the MSNLF, thus reducing the risk of potential losses that would be borne by the
facility. Under the MSNLF, the shared Main Street SPV bought 95 percent of new program loans,
and banks continued to hold the remaining 5 percent with no protection from the Fed for this
exposure.”® A large amount of 5 percent stakes adds up to significant exposure.

Critics attacked the design of the CARES Act facilities—the Main Street facilities in par-
ticular—for prioritizing loss minimization at the expense of getting funds to needy but risky bor-
rowers.”’ Specifically, they noted that the terms of the Main Street facilities—too onerous for bor-
rowers and insufficiently attractive to lenders—would hamper their ability to channel credit to
needy small and mid-size businesses.*® Treasury Secretary Mnuchin appeared to confirm this pri-
oritization when he told reporters in late April that “[i]f Congress wanted me to lose all the money,
that money would have been designed as subsidies and grants as opposed to credit support,” and
affirmed that “[w]e’re looking at it in a base case scenario that we recover our money.” >°

When the CARES Act facilities stopped purchasing assets on January 8, 2021, Treasury
had only invested $102.5 billion of the CARES Act appropriation (although it had committed more
than this, $195 billion), together with its investment of $11.5 billion from the Exchange Stabiliza-
tion Fund before passage of the CARES Act. Moreover, lending or purchases under the CARES
Act facilities fell far short of the scale provided by Congress: when they were shut down, the

at https://www.wsj.com/articles/main-street-needs-more-fed-help-11587055459; Editorial Board, The Main Street Fakeout,
Wall Street Journal (Apr. 30, 2020), available at https://www.wsj.com/articles/the-main-street-fakeout-11588288799;
Glenn Hubbard & Hal Scott, Who’s Looking Out for Main Street?, Wall Street Journal (May 17, 2020), available at
https://www.wsj.com/articl hos-looking-out-for in-street-11589741411.

8 See, e.g., Glenn Hubbard & Hal Scott, ‘Main Street’ Program Is Too Stingy to Banks and Borrowers, Wall Street Journal
(July 20, 2020), available at https://www.wsj.com/articles/main-street-program-is-too-stingy-to-banks-and-borrowers-
11595284266.

% Kate Davidson & Richard Rubin, Steven Mnuchin Says U.S. Aims to Get Back Its Money From Fed Programs, Wall Street
Journal, Apr. 29, 2020, available at https://www.wsj.com/articles/mnuchin-says-u-s-not-aiming-to-lose-money-on-fed-
lending-facilities-11588178749.

% Federal Reserve, Factors Affecting Reserve Balances, Federal Reserve Statistical Release H.4.1 (Jan. 14, 2021).
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facilities had only purchased $40.5 billion worth of loans (the maximum amount outstanding over
time) approximately 2 percent of the $2 trillion cap on aggregate lending through all of the facili-
ties.!

Despite their lack of uptake, several of the facilities do appear to have stabilized financial
markets, allowing private sector lending to resume and preventing a full-blown financial crisis.
The existence of these facilities, rather than the amount of credit that they extended, stabilized the
market.®? By contrast, the minimal uptake on the Main Street facilities—aggregate purchases of
$16.5 billion, supporting just over $17 billion in loans, compared to a total cap of $600 billion—
occurred against the backdrop of deteriorating credit conditions for small and medium-sized busi-
nesses throughout the pandemic.%® The market-based facilities, like the corporate credit facilities,
could backstop specific markets by ensuring access to credit for borrowers, thus reducing rollover
risk and risk spreads in those markets without issuers actually accessing the facilities. Because
small and medium-sized businesses do not borrow in capital markets, the Main Street facilities
could not aid them without actually extending credit.** And such credit did not otherwise come
from banks. The Federal Reserve reports that, leaving out $525 billion in forgivable loans extended
as part of the Small Business Administration’s Paycheck Protection Program, commercial and in-
dustrial loans extended by banks declined in 2020.%

c. Closing the CARES Act Facilities

On November 19, Secretary Mnuchin sent a letter to the Chairman of the Federal Reserve
ordering the Fed to close, at the end of the year, all the facilities that had received Treasury backing
with funds appropriated under the CARES Act.® As noted above, under the Dodd-Frank amend-
ments to Section 13(3), the approval of the Treasury Secretary is necessary for any Fed non-bank
lending facilities or programs, and the CARES Act explicitly reinforced this authority.®” Moreover,
the CARES Act facilities were due to expire at year end; under Fed regulations the Treasury Sec-
retary’s approval would have been necessary to renew the facilities.® As the power to approve
includes the power to disapprove, Secretary Mnuchin was effectively authorized to terminate any
and all of the CARES Act facilities. However, the fact that he undertook unilateral action through
a letter, ordering the Fed to comply, was an extraordinary and historic economic confrontation,
given repeated statements by Fed officials that the facilities should remain in place past the end of

sl 14
2 Committee on Capital Markets Regulation, Treasury and Fed Lending Programs: An Assessment and Call for Continued
Support for SMEs 11-19 (Dec. 30, 2020), https://www.capmktsreg.org/2020/12/30/treasury-and-fed-lending-programs-an-
assessment-and-call-for-continued-support-for-smes/ (discussing TALF and the corporate credit facilities); Nicholas Fritsch,
John Bagley & Shawn Nee, Municipal Markets and the Municipal Liquidity Facility, Working Paper 21-07 (March 22,
2021), https://www.clevelandfed.org/en/newsroom-and-events/publications/working-papers/2021-working-papers/wp-
2107-municipal-markets-and-the-municipal-liquidity-facility .aspx (discussing the Municipal Liquidity Facility).

% Committee on Capital Markets Regulation, Treasury and Fed Lending Programs at 23-27 (cited in note 62).

6 William B. English & J. Nellie Liang, Designing the Main Street Lending Program: Challenges and Options, Hutchins
Center Working Paper #64 (June 2020), https://www.brookings.edu/wp-content/uploads/2020/06/WP64_Liang-English_FI-
NAL.pdf.

% Federal Reserve, Supervision and Regulation Report 8-9 (April 2021), https://www.federalreserve.gov/publica-
tions/files/202104-supervision-and-regulation-report.pdf.

© Letter from Secretary Steven T. Mnuchin on the Status of Facilities Authorized under Section 13(3) of the Federal Reserve
Act (Nov. 19, 2020), available at https://home.treasury.gov/system/files/136/letter] 1192020.pdf.

7 Federal Reserve Act, § 13(3)(B)(iv).

%12 CFR. § 201.4(d)(9)).
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the year.®® Although the Fed immediately objected to the closure of the facilities,” without the
Treasury Secretary’s approval to extend the facilities it could not unilaterally continue their oper-
ation and was thus forced to comply.

The Treasury Secretary’s letter went further than just terminating new lending or purchases
under the CARES Act facilities. It also requested that the Fed return any “unused” Treasury
funds.” On the next day, November 20, 2020, the Fed acceded to the Treasury’s requests, noting
that the Fed would work with Treasury to return the unused portion of the CARES Act funds in
connection with the facilities’ year-end termination.”” The Fed’s agreement was not a foregone
conclusion, since the authority of the Treasury Secretary under the CARES Act to order the return
of Treasury’s equity investments was unclear.”> The CARES Act provided that “remaining funds”
appropriated to back Fed lending could not be used for new loans or investments after December
31, 2020, but that restriction was best read to refer to funds made available to but not used by the
Treasury. Funds that had already been invested in Fed lending facilities were already used and
therefore would most likely not have qualified as “remaining funds.”7*

While the Treasury Secretary closed the CARES Act facilities, the CARES Act left open
the possibility that a new Treasury Secretary could restart them, albeit without the funds that had
already been returned by the Fed.” Coronavirus relief legislation passed in late December as part
of the omnibus Consolidated Appropriations Act of 2021, however, forbade the CARES Act fa-
cilities from making any new loans or purchasing new assets after December 31, 2020 (except for
the Main Street facilities, which were allowed to continue to purchase certain loan participations
until January 8, 2021).7

The legislation also prohibited the use of funds from the Treasury’s ESF to back any new
Fed program or facility, except for the TALF, “that is the same as any such program or facility in
which the [Treasury] Secretary made an investment pursuant to” the CARES Act.”” Although that
provision forbids Treasury from using the ESF to back a facility that is the “same” as one of the
CARES Act facilities, it leaves open the possibility that Treasury could in the future use the ESF’s
remaining “core funds”—which stood at approximately $95 billion as of December 31, 2020—to

% See, e.g., Colby Smith & James Politi, Political divisions put Fed’s d m 1cy measures in doubt, Financial
Times (Nov. 19, 2020) (citing Fed Chair Powell’s statement that “[w]hen the right time comes, and I don’t think that time
is yet or very soon, we will put those tools away™).

7 James Politi & Colby Smith, US Treasury refuses to extend some of Fed’s crisis-fighting tools, Financial Times (Nov. 19,
2020), https://www.ft.com/content/e4b3a063-db44-4e6¢-b998-74a29d70b136 (“The Federal Reserve would prefer that the
full suite of emergency facilities established during the coronavirus pandemic continue to serve their important role as a
backstop for our still-strained and vulnerable economy.”).

" Letter from Secretary Steven T. Mnuchin on the Status of Facilities Authorized under Section 13(3) of the Federal Reserve
Act (cited in note 66).

72 Letter from Chair Powell to Secretary Mnuchin reg
eralreserve.gov/foia/files/mnuchin-letter-20201120.pdf.
7 Jay B. Sykes, Section 4029 of the Coronavirus Aid, Relief, and Economic Security (CARES) Act and the Extension of the
Federal Reserve’s Emergency-Lending Programs 6-7 (Dec. 17, 2020), available at https://corona-
virus.house.gov/sites/democrats.coronavirus.house.gov /files/Memo%20re%20CARES%20Act%20Section%204029.pdf.
.

5 1d.

7 Consolidated Appropriations Act, 2021, H.R. 133, 116th Cong., Division N, § 1005 (December 27, 2020), available at
https://rules.house.gov/sites/democrats.rules.house.gov/files/BILLS-116HR 133SA-RCP-116-68.pdf.

7Id, § 1005

emergency lending facilities (Nov. 20, 2020), https:/www.fed-
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back Fed emergency lending facilities that were similar but not the “same” as the CARES Act
facilities.”®

III.  The Problems with the Section 13(3) Framework

The experience of the CARES Act facilities illustrates three problems with the current Sec-
tion 13(3) framework for emergency lending to non-banks. The first is that it allows the Fed to
operate lending programs that, like the Main Street Lending Program, are essentially fiscal pro-
grams, which arguably should properly be the responsibility of elected authorities, not independent
agencies. Second, the current framework vests the Fed with considerable discretion to pick winners
and losers. Finally, shared Treasury-Fed responsibility for emergency lending and a lack of trans-
parency makes it difficult to determine who should be held responsible for success or failure.

a. The Fed’s Exercise of Fiscal Authority

The CARES Act facilities—especially the Main Street facilities—gave the Fed a central
role in supporting the flow of credit to certain non-financial firms. Although actual lending on the
scale anticipated by Congress did not materialize, risky extensions of credit could have exposed
the Fed to potential losses if losses had exceeded Treasury backing. Of course, credit loss would
not bankrupt the Fed since it can create money. Nonetheless, Fed losses would impact the taxpayer
by reducing the amount of profit the Fed annually remits to the Treasury.” Moreover, if the losses
were severe enough, they might tarnish the Fed’s credibility and reputation.®® Congress and the
Treasury would likely feel compelled to recapitalize the Fed, so the losses would be passed on to
the American taxpayer.

The more fundamental concern raised by the Fed’s potential assumption of significant
credit risk, however, is that by engaging in risky lending the Fed would wrongly cross the line into
making fiscal decisions which, in a democracy, rightly belong to elected government officials—
the Congress and the Administration—not an independent agency like the Fed. In a democracy,
fiscal authority should lie with actors that are directly accountable to voters.®! The exercise of
fiscal policy by the Fed clearly raises concerns about political accountability.

At the same time, there is widespread recognition that the Fed can, and should, act inde-
pendently as the lender of last resort to prevent financial crises. So then what is the line between
the Fed’s legitimate role as lender of last resort and the exercise of fiscal authority? Basically, the
line is between liquidity provision and high-risk credit provision. If firms with strong balance
sheets need to borrow from the Fed simply because the financial system has withdrawn private
liquidity, even from solvent borrowers, then that is a liquidity problem that the Fed can and should

78 See Hal Scott, Here’s how the Fed can do more to support US small business, Financial Times (Jan. 11, 2021), available
at https://www.ft.com/content/0d0b0f48-df3¢c-4b2{-97b8-d2da0415d8d6.

7 At their high in 2015, remittances constituted $117 billion, including a one-time capital surplus transfer of more than $19
billion, 3.6% of U.S. general revenue. Internal Revenue Service, Gross collections, by type of tax and state, fiscal year 2015
(2016), available at https://www.irs.gov/pub/irs-soi/1 5db05co.xls.

0 See Martin Hellwig, Financial Stability and Monetary Policy, MPI Collective Goods Preprint, No. 2015/10, 12-13 (Aug.
2015), lable at http://ssmm. bstract=2639532.

81 For an elaboration of a similar view, see Paul M.W. Tucker, Solvency as a Fundamental Constraint on LOLR Policy for
Independent Central Banks: Principles, History, Law, 2 J Fin. Cris. 1, 9-11 (2020).
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address independently. However, if firms are substantially likely to become insolvent absent some
intervention, then that is a credit problem.®*

Concern over the Fed’s assumption of fiscal authority, and exposure to potential financial
losses, in its capacity as a lender of last resort is not self-evident. After all, there is a broad con-
sensus that the Fed’s independence from the executive branch, and politics more generally, is im-
portant for sound monetary policy, and monetary policy has a profound influence on fiscal pol-
icy. ¥ Itis also the case that the Fed’s exercise of monetary policy could, in theory, incur significant
risk of loss, in the form of interest rate risk through its holdings of government obligations, prin-
cipally Treasury securities.®

There are, however, significant differences between the Fed’s exercise of credit policy and
its exercise of monetary policy. For one, there is a broad and longstanding consensus of Fed inde-
pendence when it comes to monetary policy. Further, there is an important distinction between
interest rate risk and credit risk. Credit risk deals with the risk of borrower default, of which there
is virtually none with respect to the Fed’s traditional portfolio—holding U.S. government and
government-backed obligations. Also, the Fed is protected against the full impact of interest rate
risk since it does not mark-to-market its portfolio and only incurs gains or losses when its sells
portfolio holdings.®

In fact, the interest rate risk on monetary policy is rather small. A 2011 note published by
the Federal Reserve Bank of San Francisco concludes that the short-term interest rate would need
to be around 7% for the Fed’s interest expenses to surpass its interest income.*® And the Fed’s
balance sheet has substantially increased since then. Treasury, agency and government-backed
securities as of August 25, 2021, were $7.787 trillion, and bank reserves were $4.2 trillion.®” Con-
tinuing to assume, as did the Fed note, that the average coupon yield on the bundle of assets is 4
percent, this would generate $311 billion in interest income. The short-term interest rate would
then need to be above 7.4% for the Fed’s interest expenses to surpass its interest income. Accord-
ing to this calculation, the Fed has even lower interest rate risk in 2021 than in 2011. However, the
current Fed balance sheet also includes significant reverse repo liabilities, approximately $1.4 tril-
lion, while the 2011 balance sheet only included less than $60 billion of reverse repos.*® Adding
the potential interest rate expense associated with the reverse repo liabilities, the short-term interest
right would need to rise above 5.5% for the Fed’s total interest expense to surpass its interest
income. But since the reverse repo rate has historically been below the Fed Funds rate, the short-
term rate that would equate interest expense with interest income likely falls somewhere between
5.5% and 7.4%. Therefore, under this alternative calculation that includes reverse repos, the inter-
est rate risk is still relatively low, although not necessarily lower than in 2011.

8 See Tucker, Solvency as a Fundamental Constraint on LOLR Policy at 13-15 (cited in note 81) (noting that distinguishing
between liquidity problems and solvency problems involves inherently forward-looking, probabilistic judgments).

8 Christopher J. Waller, Independence + Accountability: Why the Fed Is a Well-Designed Central Bank. Federal Reserve
Bank of St. Louis Review, 292-301 (September/October 2011), https://doi.org/10.20955/1.93.293-302.

8 Frederic S. Mishkin, Don’t Monetize the Debt. Wall St. 1., (September 9, 2010), https://www.wsj.com/arti-
cles/SB10001424052748704358904575477580959771188#U3012412216331 wWH.

8 Board of Govemors of the Federal Reserve System (Federal Reserve), Financial Accounting Manual for Federal Reserve
Banks 104 (January 2020).

# Glenn D. Rudebusch, The Fed’s Interest Rate Risk, FRBSF Economic Letter 2011-11 (April 11, 2011).

87 Federal Reserve, Factors Affecting Reserve Balances, Federal Reserve Statistical Release H.4.1 (August 26, 2021).

81

14

COMMITTEE ON CAPITAL MARKETS REGULATION




108

If the Federal Reserve shrinks its holdings of Treasury, agency and government-backed
assets and bank reserve liabilities in the same proportion, then the short-term interest rate needed
for interest expenses to surpass interest income would remain unchanged. Otherwise, if the Federal
Reserve only sells off longer-term assets and bank reserve liabilities remain the same, the short-
term interest rate needed for interest expenses to surpass interest income will decrease. But in any
event, interest rate risk is minimal compared with credit risk.

The current Section 13(3) framework allowed the Fed to take a central role in credit provi-
sion. In the case of the CARES Act facilities for non-bank financial institutions, the Fed took steps
to limit its role to liquidity provision without significant credit risk by lending to mostly investment
grade or near-investment grade borrowers and keeping the duration of most of its lending relatively
short-term.® However, the Main Street facilities (for non-financial companies) were examples of
credit facilities—designed to support firms struggling with weak balance sheets—rather than li-
quidity facilities. And emergency lending that involves significant credit risk should be the exclu-
sive domain of elected authorities that are accountable to the public—not an independent agency
like the Fed. Admittedly, the Fed’s exposure to excessive Main Street losses was mitigated by
Treasury backing of the facilities. The facilities, however, were still nominally Fed facilities, and
thus the Fed rather than the Treasury would still be deemed responsible for their success or failure.

We note the separate argument that, when the Fed exercises fiscal authority, this could
raise constitutional concerns. The Constitution provides that “No Money shall be drawn from the
Treasury, but in Consequence of Appropriations made by Law.”* By assigning the “power of the
purse” to Congress, the Constitution forbids any federal agency or official, including the Fed, from
engaging in public spending without legislative authorization.”" Of course, Congress has explicitly
authorized the Federal Reserve to act as a lender of last resort, including by lending to non-banks
in specified circumstances. So the argument would be that the Constitution limits Congress’s abil-
ity to delegate its fiscal authority to another federal agency, including the Fed.*? That said, although
there is no case law on point, courts have applied the nondelegation doctrine sparingly and, in
particular, appear to have rejected the notion that Congress’s appropriations power is categorically
nondelegable.”® So the issue of whether the Treasury or the Fed should take on credit risk is ulti-
mately a matter of policy rather than constitutional concern.

b. Picking Winners and Losers

A related problem with the current Section 13(3) framework arises in connection with pro-
grams that vest the Fed with significant discretion to choose which specific borrowers or assets,

® Jerome H. Powell, Statement before the Committee on Banking, Housing and Urban Affairs, U.S. Senate (Dec. 1, 2020),
https://www.federalreserve.gov/newsevents/testimony/files/p 1120201201 a.pdf (“The SMCCF supports market liquidity
by purchasing, in the secondary market, corporate bonds issued by investment-grade U.S. companies, by U.S. companies
that were investment grade before the onset of the pandemic and remain near investment grade.”). For a concise description
of each facility’s terms, see Andrew P. Scott, Rachel Y. Tang, Marc Labonte & Ben Wilhelm, Treasury and Federal Reserve
Financial Assistance in Title IV of the CARES Act, CRS Report R46329 9-11 (Jan. 6, 2021). https:/crsreports.con-
gress.gov/product/pdf/R/R46329.

0 U.S. Constitution, art. I, § 9, ¢l. 7.

9! See Kate Stith, Congress’ Power of the Purse, 97 Yale L.1. 1343, 1356-60 (1988).

2 Id. at 1381-86.

% See, e.g., Synar v. United States, 626 F. Supp. 1374, 1385-86 (D.D.C. 1986) (noting in obiter dicta that “[t]he appropria-
tions power is not functionally distinguishable from other powers successfully delegated by Congress.”). See generally Eric
A. Posner & Adrian Vermeule, Interring the Nondelegation Doctrine, 69 U. Chi. L. Rev. 1721 (2002) (critiquing the non-
delegation doctrine).
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or categories of borrowers or assets, are eligible for participation: the risk of picking winners and
losers. Although the Fed will always exercise some discretion when determining program eligibil-
ity, the more it does so, the greater the concern that it has favored some prospective borrowers
over others.

This problem was, to some extent, a problem with all of the pandemic lending facilities.
Most of those facilities involved the Fed setting generally applicable terms for all willing borrow-
ers. Thus, each of the PDCF, MMLF and TALF involved the Fed (or SPVs controlled by the Fed)
lending to private entities—banks, primary dealers, and other financial institutions—that used the
proceeds of those loans to purchase eligible assets.” In the case of the CPFF, PMCCF and MMLF,
eligible issuers could only sell commercial paper or newly issued corporate or municipal debt to
the Fed on general terms set by the Fed, rather than based on the Fed’s exercise of discretion.”
Whenever the Fed sets generally applicable terms, it must decide which borrowers or assets are
eligible for participation and which are not. Wherever the Fed decides to draw the line, it can create
the perception that the Fed is helping or penalizing certain sectors or industries.”

Another potential issue of picking winners and losers arose in connection with the opera-
tion of the Fed’s Secondary Market Corporate Credit Facility (the SMCCF), since the Fed exer-
cised its discretion to determine which ETFs and bonds the SMCCF would buy and at what price.”’
The Fed attempted to minimize this problem by initially only purchasing highly diversified ETFs,
but it still had to decide which ones to buy. And when it later bought bonds directly, it did so by
constructing its own broad bond index composed of all secondary market issues that met the
SMCCF’s eligibility criteria.”® A similar winners-and-losers concern would have arisen if demand
for any of the CARES Act facilities would have exceeded capped supply, and the Fed were forced
to choose between different eligible participants. Because of the limited take-up of the pandemic
facilities, this particular concern did not actually arise.

The “winners and losers” problem is an inherent issue with any Fed lending program and
can pose a political threat to the independence of the Fed, particularly if the Fed is picking “winners
and losers” among borrowers that pose significant credit risk rather than the Fed’s more appropri-
ate role of providing liquidity to solvent borrowers during a market-wide liquidity crisis.

“ TALF also limited this problem by excluding single-asset, single-borrower commercial mortgage-backed securities as
eligible collateral. See Board of Govemors of the Federal Reserve System, Term Sheet for Term Asset-Backed Securities

Loan Facility (July 28, 2020), available at https://www.fed €.g nts/pressreleases/files/mone-
tary20200728a6.pdf.

“Federal Reserve, Commercial Paper Fundmg Fac:lny Program Terms and Conditions (Nov. 30. 2020),
https://www.newyorkfed.org/markets/cc ding-facility/cc I-paper-funding-facility-terms-and-
conditions; Federal Reserve, Term Sheetfm anarv Dealer ('tedu Facility (PDCF) (March 17, 2020) https://www.feder-
alreserve.go files/monetary20200317b1.pdf; Federal Reserve, Money Market Mutual Fund Li-

quidity Facility (Nov. 30, 2020) https://www.federalreserve.gov/newsevents/pressreleases/files/monetary20201130a2.pdf.
% See, e.g., Victoria Guida & Zack Colman, Fed’s expansion of lending program sparks oil bailout worries, Politico (April
30, 2020), https://www.politico.com/news/2020/04/30/feds-expansion-of-lending-program-sparks-oil-bailout-worries-
227545 (Fed’s relaxation of Main Street terms raises concerns about lobbying by oil-and-gas companies); Robert Schmidt,
Jesse Hamilton, & Sally Bakewell, Private Equity to Get Squeezed Out of Another Stimulus Program, Bloomberg News
(April 23, 2020) (private equity owned companies concerned that they would not qualify for Main Street facilities),
https://www.bloomberg.com/news/articles/2020-04-23/private-equity-to-get-squeezed-out-of-another-stimulus-pro-
gram?sref=21CQoMOA.

7 Federal Reserve, Secondary Market Corporate Credit Facility (July 28, 2020), https:/www.federalre-
serve.gov/n p eleases/fil y20200728al.pdf.

9% 14,
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c.  The Problem of Joint Responsibility

The current Section 13(3) framework gives Treasury the final say on any non-bank emer-
gency lending by the Fed. But this arrangement makes it unclear where the responsibility for the
design of any such facility actually lies, as between the Treasury and the Fed. Did the Treasury
dictate the terms, or did it merely accede to terms proposed by the Fed? The current framework
blurs the lines of political accountability, rendering it impossible to determine who should be re-
sponsible for the success and failure of lending programs. If the Fed shoulders the blame for fail-
ures that are properly the responsibility of Treasury, it could threaten the Fed’s longstanding inde-
pendence and its ability to exercise its traditional functions.

Treasury’s role in the design of the emergency lending facilities was particularly evident
in the case of the CARES Act facilities. A major driving force behind their structure and terms
appears to have been Treasury’s desire to minimize losses on its investments in the facilities. As
noted above, Secretary Mnuchin emphasized that he did not expect Treasury to incur losses in
connection with the CARES Act facilities.*” Each of the CARES Act facilities featured a fixed cap
on lending, with a leverage ratio set based on the perceived riskiness of the facility’s loans. Specific
terms governing participation in the CARES Act facilities also appear to have been designed to
protect against credit risk. For example, as noted above, the Main Street facilities directed banks
to make creditworthiness judgements about potential borrowers and required that eligible borrow-
ers have a “pass” rating requirement for existing loans.!® Perhaps the most direct evidence of
Treasury’s concern with incurring losses in connection with the CARES Act facilities was Treas-
ury’s reluctance to use the entire $454 billion Congress appropriated in the CARES Act. When the
facilities were closed, $351.5 billion of that CARES Act funding had never been put at risk.!%!

Despite Treasury’s apparent role in setting the terms of the pandemic emergency lending
facilities, responsibility for the success and failure of the facilities remains murky. On the one
hand, the Fed may have agreed with the program design, or even suggested it, being unwilling to
step into fiscal territory. Vice-Chair Quarles testified before the Senate Banking Committee:

We are required by law that we structure these facilities so that they are loans to
entities that we expect to be repaid and that the various measures and metrics that
we have included in the Main Street facility are designed to try to balance as broad
a reach as we can while maintaining fidelity to the statutory requirements.'%?

In addition, the Congressional Budget Office (the CBO) estimated, “[b]ased in part on in-
formation from the [Fed] Board of Governors,” that the budgetary impact of the appropriation to
Treasury under the CARES Act would be zero, since income from the facilities would basically

 Kate Davidson & Richard Rubin, Steven Mnuchin Says U.S. Aims to Get Back Its Money From Fed Programs, Wall Street
Journal, Apr. 29, 2020, available at https://www.wsj.com/articles/mnuchin-says-u-s-not-aiming-to-lose-money-on-fed-
lending-facilities-11588178749.

100 Federal Reserve, Term Sheet for Main Street New Loan Facility (Apr. 9, 2020), available at hitps://www.federalre-

serve.gov/n eleases/files/ y20200409a7.pdf; Federal Reserve, Term Sheet for Main Street Expanded
Loan Facility (Apr. 9, 2020), available at https://www.fe e.gov/n P files/mone-
tary20200409a4.pdf.

191 Federal Reserve, Factors Affecting Reserve Balances, Federal Reserve Statistical Release H.4.1 (Jan. 14, 2021)
192 United States Committee on Banking, Housing, and Urban Affairs, Oversight of Financial Regulators (May 12, 2020),
https://www.banking.senate.gov/hearings/05/12/2020/oversight-of-financial-regulators
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offset any losses.!”> On the other hand, reports indicate that the Fed sought to soften the terms of
the Main Street facilities and take more credit risk.'”* While some of the terms were, in fact, re-
laxed in subsequent revisions of the facilities” terms, they were not softened enough to make them
attractive to borrowers.

Further challenges of joint responsibility were raised in connection with the closing of the
CARES Act facilities. The Treasury ordered the Fed to close the facilities and return the Treasury’s
investments. Although the Fed was reluctant to do so, it ultimately did not resist. Under the existing
Section 13(3) framework, both the Fed and Treasury are needed to approve any emergency lending
facility at the outset and its continued operation. Thus, one of them—Treasury in this case—can
shut it down unilaterally by refusing to extend it.

The question of responsibility is more acute when one considers what would have hap-
pened if the emergency lending facilities had failed entirely and the U.S. had been plunged into a
depression. Who would have been held responsible, the Fed or Treasury? And who will be held
responsible for future programs (or future failures)? Since the emergency lending facilities are
nominally “Federal Reserve” programs, it is possible under the current framework that the Fed
could unfairly take the blame for terms that are actually dictated by the Treasury, with the result
that the Fed’s future independence, even for traditionally independent functions like monetary
policy and liquidity provision, could be threatened.

IV. A Revised Framework for Non-Bank Emergency Lending

To mitigate the problems highlighted in the existing framework, this section proposes, in
the short term, increased disclosure in connection with the creation and operation of emergency
lending facilities. Going forward, however, structural reform is needed. Under that framework, the
Fed would continue to serve in its traditional function as the lender of last resort by providing
emergency liquidity to non-bank financial institutions without significant credit risk and against
good collateral. Treasury, on the other hand, should be solely responsible for emergency lending
to non-banks that pose significant credit risk and thus implicate fiscal policy.

This section outlines what that division of authority would look like in practice. Treasury—
not the Fed—would be the ultimate arbiter of whether emergency lending to non-bank financial
institutions poses significant credit risk, based on factors including overall market conditions and
the presence or absence of good collateral. If the Treasury determines that an emergency lending
program would pose “significant credit risk,” then the Treasury would determine whether to lend
and the terms of such loans. If the Treasury determines that an emergency lending program would
not pose significant credit risk, then the Fed would have the sole authority to determine whether
to lend and the terms of such lending. In order to serve this novel emergency lending function,
Congress should provide the Treasury with standing emergency lending authority, either in the
form of an emergency lending fund—on the model of the current Exchange Stabilization Fund—
or authority to guarantee loans made by the Fed acting in its capacity as the agent of Treasury.

103 See Congressional Budget Office, Preliminary Estimate of the Effects of H.R. 748, the CARES Act, Public Law 116-136,
(Apr. 27, 2020), available at https://www.cbo.gov/system/files/2020-04/hr748.pdf.

104 Victoria Guida & Aubree Eliza Weaver, Morning Money: Were in a recession, by the way, Politico (June 9, 2020),
available at https://www.politico.com. sl s/morning. y/2020/06/09/were-i ion-by-th y-788358
(“People familiar with the matter tell [Morning Money] that the Treasury Department has been more cautious on taking risk
than the Fed. They’re the ones ponying up taxpayer dollars, so this makes some sense.”)
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a. Disclosure as a Short-Term Solution

A significant motivation for the revised framework is that responsibility for the structure
and terms of emergency lending should be made clear. Responsibility for the design choices made
with respect to the CARES Act facilities was unclear. The approach proposed here is structural:
define in law the relative responsibility of the Treasury and Fed. Where the Treasury establishes
the program, Treasury would be responsible; the Fed could only be charged with execution fail-
ures. Where the Fed lends to non-banks without significant credit risk, the Fed would be entirely
responsible.

As an initial matter, there should be full disclosure under the existing framework as to
whom, as between the Treasury and the Fed, is responsible for the design of the facilities. This
would be difficult to do during the actual crisis but could be done after the crisis has subsided. At
that time, the Treasury and Fed could be required to issue a joint statement, laying out responsi-
bility for major decisions about the structure and terms of the facility. Such disclosure might still
not adequately assign responsibility when decisions were the product of compromises between the
Fed and Treasury. Accordingly, disclosure is an important but limited step in dealing with account-
ability. Structural solutions would still be necessary.

b. Structural Change in the Longer Term
1. The Threshold for Lending

A threshold question that arises in connection with the use of any lending facility, whether
established by the Fed or the Treasury, is the standard for when it can be used. Under current law,
the Fed (upon the vote of at least five of the seven Fed Board members) is only permitted to estab-
lish a Section 13(3) facility for non-banks in “unusual and exigent circumstances.”' The term
“unusual and exigent circumstances” is not defined by statute or regulation, and there is virtually
no legal authority interpreting what market conditions might meet that standard. But the history of
the Fed’s invocation of Section 13(3) indicates that it was never understood to require a potential
threat to the stability of the financial system as a whole. When the Fed invoked Section 13(3) after
it was first given that authority, its concern was not systemic risk; rather the Fed acted based on
evidence that a significant number of potential borrowers were being turned away by banks. Like-
wise, when the Fed authorized Section 13(3) lending again in the 1960s, its concern was not sys-
temic risk, but a market disruption affecting the liquidity of nonmember banks (to which the Fed
could not lend through the discount window). %

Under the proposed framework, the appropriate threshold governing when emergency
lending facilities can be established should be lower than the possibility of a systemic collapse,
consistent with the Fed’s historical interpretation of the “unusual and exigent circumstances”
threshold.!®” In particular, the threshold governing lending with significant credit risk by Treasury
should not require a credit crisis that threatens the stability of the U.S. financial system for Treas-
ury to intervene. Rather, Treasury should be empowered to act in the event that disruptions in

105 Federal Reserve Act, §13(3)(A).

19 See text accompanying notes 1-6. Adam J. Levitin, In Defense of Bailouts, 99 Georgetown L.J. 435, 496 (2011) (“[E]ven
the “unusual and exigent circumstances™ requirement does not necessarily indicate systemic risk, just market disruption.”).
197 Under current Section 13(13), the Fed can extend short-term loans to non-banks provided those loans are backed by
Treasury securities or other debt that is fully guaranteed by the federal government. Federal Reserve Act, § 13(13). Although
the Fed’s Section 13(13) authority is not limited by statute to “unusual and exigent circumstances”, the Fed has, by regula-
tion, mandated that it can only exercise that authority in “unusual and exigent circumstances”. 12 C.F.R. § 201.4(d)(13).
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lending markets severely impair access to credit by borrowers in general or by borrowers in a
broad-based sector of the economy, even if short of an emergency. That standard is consistent with
the Fed’s historical interpretation of the “unusual and exigent circumstances” threshold. 1%

2. Treasury’s Responsibility for Lending with Significant Credit Risk

Loans to insolvent institutions and loans to institutions that have a substantial likelihood of
becoming insolvent bear significant credit risk and should be regarded as implicating fiscal policy.
Accordingly, under the proposed framework, the entire establishment and design of any such lend-
ing facility would lie with the fiscal authorities—the Congress and Treasury—and the facility
should be identified as a “Treasury” facility. Of course, the Treasury should fully utilize the Fed’s
expertise in implementing any emergency lending program that poses significant credit risk. The
Fed would continue to inform Treasury of market conditions and the need for action. But the re-
sponsibility for the design of the program and the lending terms would be with Treasury.

A key question is who should ultimately be responsible for making the determination
whether lending poses significant credit risk. Since this determination could implicate the exercise
of fiscal authority, Treasury should be the ultimate arbiter. Note that this differs from the United
Kingdom’s current arrangement, which—similar to the framework outlined here—distinguishes
between emergency lending to “at-risk” firms (which requires Treasury approval) and normal
lending (which does not).!”” The UXK.’s framework formally leaves the judgment as to whether
firms are at risk to the Bank of England (the “BoE”).!1 If the BoE determines that the borrower is
not at risk, then it is free to lend without the approval of the HM Treasury. However, it is unclear
in practice whether the BoE or HM Treasury would prevail under the U.K.’s framework in the
event of a disagreement between the BoE and Treasury about whether a firm is at risk.

3. The Fed'’s Responsibility for Lending without Significant Credit Risk

To be clear, under the proposed framework, the Treasury would not be required to design
and take responsibility for all facilities in which it determines there could be any credit risk. It
might well decide, after consultation with the Fed about the anticipated design and terms of a
potential facility, that the credit risk is not significant and let the Fed establish its own facility. If
the Treasury determines a Fed facility does not pose significant credit risk, even in the absence of
real collateral—for example, because it would only buy highly rated commercial paper issued by
financial companies—then the Treasury could permit the Fed to establish its own facility. When
Treasury permits the Fed to do so, it should disclose its reasons for doing so.

Ultimately, the decision about whether or not a proposed facility poses significant credit
risk should be Treasury’s to make. Where Treasury believes that a proposed facility poses signif-
icant credit risk—as was clearly the case with the Main Street facilities—Treasury would establish
its own facility, identified as belonging to, and designed and controlled by, the Treasury.

1% Under current Section 13(13), the Fed can extend short-term loans to non-banks provided those loans are backed by
Treasury securities or other debt that is fully guaranteed by the federal government. Federal Reserve Act, § 13(13). Although
the Fed’s Section 13(13) authority is not limited by statute to “unusual and exigent circumstances”, the Fed has, by regula-
tion, mandated that it can only exercise that authority in “unusual and exigent circumstances™. 12 C.F.R. § 201.4(d)(13).

19 For a more detailed discussion of the UK.’s emergency lending framework, see below text accompanying notes 122—
123 and 133-137.

19 Scott, Connectedness and Contagion at 112-114 (cited in note 3).
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4. Does Lending Pose Significant Credit Risk?

On what basis should Treasury determine whether a lending program or facility involves
significant risk of loss and thus, if so, should be the sole responsibility of the Treasury?

This is a difficult line to draw. A first criterion should be whether the lending takes place
in an economic downturn or financial crisis where there are serious questions about the ability of
borrowers to repay. Possible objective criteria can be used to determine whether this is the case. A
second consideration is whether borrowers can provide adequate security, while recognizing that
the existence of collateral does not by itself necessarily ensure lack of credit risk.

In all of the pandemic emergency lending facilities, only one—the Primary Dealer Credit
Facility (the PDCF)—met the security requirement without any Treasury backing, since the deal-
ers being financed were required to post high quality collateral. In fact, the collateral standards for
the PDCF were equivalent to those used by the Fed for discount window lending. ! Moreover, the
Fed had recourse back against dealer participants in the event the collateral was insufficient to
cover Fed losses.!? The lack of significant credit risk in this facility was also underscored by the
fact that institutions must meet high standards to qualify as primary dealers.!!> That there was no
Treasury backing of this facility indicates that the Fed and Treasury believed that the dealer col-
lateral and full recourse were adequate to protect against significant credit risk.

Unlike the PDCF, the other pandemic facilities lacked real security. In the case of the CPFF
and the CARES Act facilities, Fed loans to the relevant SPV were merely backed by the assets
purchased by the SPV, including unsecured debt, and the Fed only had recourse back to the SPV
(which held the purchased assets), but no recourse back to the actual issuers whose debt the SPV
purchased.!'* In the case of the MMLF, where no SPV was involved, and the Fed made loans
directly to banks to purchase money market assets, including unsecured commercial paper, there
was also effectively no security. The underlying assets that served as collateral were potentially
unsect]l:'sed and the Fed had no recourse back to the banks in the event the banks defaulted on their
loans.

We also recommend the prohibition outright of Fed lending to non-financial companies (as
under Main Street) or purchasing the securities of non-financials (as under the CPFF, the

1 See. e.g., Term Sheet for Primary Dealer Credit Facility (PDCF) (Nov. 30, 2020), available at https://www.federalre-
serve.gov/newsevents/pressreleases/files/monetary20201130a3.pdf (“The pledged collateral will be valued by Bank of New
York Mellon according to a schedule designed to be similar to the margin schedule for lending by the discount window, to
the extent possible.”).

' Federal Reserve, Term Sheet for Primary Dealer Credit Facility (Jul. 28, 2020), available at https://www.federalre-
serve.gov/newsevents/pressreleases/files/monetary20200728a8.pdf.

113 Federal Reserve Bank of New York, Primary Dealers, Expectations and Requirements, https://www.newyork-
fed.org/markets/primarydealers# :~:text=Be%20either%20(1)%20a%20broker,2)%20a%20state%200r%20federally ~ (last
visited Oct. 4, 2020)

114 See: Federal Reserve, Commercial Paper F una’mg Fe aCIllf}' Pragmm Te:ms and Conditions (Nov. 30. 2020),

https://www.newyorkfed.org/markets/co g lity iper-funding-facility-terms-and-

conditions;  Federal —Reserve, Term As:?t -Backed Secmmes Laan Facility  https://www.federalre-
serve.gov/n eleases/files/ y20200728a6. pdt Federal Reserve, Primary Market Corporate Credit Fa-
cility (July 28, 2020), https://www. federalreserve. .80’ fil ry20200728a9.pdf; Federal

Reserve, Secondary Market Corporate Credit Facility (July 28, 2020) https://www.federalreserve.gov/newsevents/pressre-
leases/files/monetary20200728al .pdf.

!5 Federal Reserve, Money Market Mutual Fund Liquidity Facility (Nov. 30, 2020), https:/www.federalre-
Serve.gov/r pr eleases/fil y20201130a2.pdf.
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Secondary Market Corporate Credit Facility, and the Municipal Liquidity Facility). The assets of
non-financial companies tend to be less liquid than those of non-financial companies; they are also
less diversified than financial companies. As aresult, they are more likely than financial companies
to pose credit, rather than liquidity risk. The kind of lending the Fed engaged in through TALF
would be more difficult to classify. On the one hand, the asset-backed securities to which the Fed
was exposed through TALF included non-financial debt such as student and equipment loans; on
the other hand, the loans made by TALF were to financial companies that were independent of the
Fed.

c. Leverage and Funding

Under the proposed framework, Treasury’s facilities could be implemented either through
direct Treasury lending or through a Treasury guarantee of lending by another party, either the Fed
or even private lenders. Importantly, any funds or guarantees provided by Treasury would have to
be authorized by Congress. The Congress would, therefore, be able to limit the appropriation or
guarantee however it sees fit. From a budgetary perspective, there is little difference between either
approach. Under the Federal Credit Reform Act of 1990, both direct loans and loan guarantees by
the federal government must be accounted for in the budget on an accrual, net-present-value ba-
sis.!® That is how the $454 billion appropriation under the CARES Act was scored.!!” The treat-
ment of a loan guarantee that, in the view of the CBO, exposed Treasury to an equivalent level of
credit risk would receive the same treatment.

Since a crisis can materialize quickly and require immediate action, Congress should act
in advance to give Treasury standing authority. If Congress takes action in advance, then it is far
more likely that it would be in the form of a guarantee, likely with a cap, rather than an appropri-
ation that might never be used. To the extent Congress caps the Treasury’s ability to guarantee
losses at a specific dollar figure, then the Treasury must be careful to limit guaranteed lending to
its best conservative estimate of losses that would be within the limits set by Congress. If the losses
still exceeded the guaranteed limit, then there would likely still be an implicit guarantee, as there
currently is under the deposit insurance system, to cover excess losses, with the clear expectation
that Congress would cover the overrun.

d. The Fed’s Role as Treasury’s Agent

The Treasury may need the Fed to execute Treasury programs as its agent, due to its con-
nection to the bank distribution channels. If the Fed were involved in this capacity, it would only
be responsible for its failure to execute in accord with Treasury directions. If tapped to administer
a Treasury emergency lending program, however, the Fed should rightly insist that it be operation-
ally equipped to run any emergency lending program that it is being required to administer. Lack
of operational capacity was a problem for the Small Business Administration (the SBA) in admin-
istering the Paycheck Protection Program, the forgivable loan program for the smallest businesses
authorized by the CARES Act. Technical problems hampered the SBA’s ability to process loan
applications efficiently, and its systems were quickly overwhelmed by the number of applications

116 Federal Credit Reform Act of 1990, P.L. 101-508, § 504 (1990). Previously, they were accounted for on a cash-flow
basis. See Mindy R. Levit, Budgetary Treatment of Federal Credit (Direct Loans and Loan Guarantees): Concepts, History
and Issues for Congress, Congressional Research Service 4-5 (June 24, 2014).

117 Congressional Budget Office, Preliminary Estimate of the Effects of H.R. 748, the CARES Act, Public Law 116-136 (cited
in note 103).
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for emergency loans, though the SBA was ultimately able to process more than 5 million first-
round PPP loan applications.''s

If the Treasury calls on the Fed to act in this capacity, the Treasury should have the author-
ity to require the Fed to engage in emergency lending. Section 15 of the Federal Reserve Act gives
the Treasury the authority to deposit “moneys held in the general fund of the Treasury” with the
Federal Reserve Banks, “which banks, when required by the Secretary of the Treasury, shall act
as fiscal agents of the United States.”''® Historically, the Federal Reserve Banks’ role as fiscal
agents has involved the provision of various financial services for the Treasury, such as redeeming
government securities, processing payments to and from the federal government, monitoring col-
lateral for Treasury funds, and maintaining the Treasury’s bank account.'?’ The Treasury could
also invoke this authority to require Federal Reserve Banks to extend loans, using Treasury funds,
to risky borrowers.'?!

The current U.K. framework gives HM Treasury the authority, in exceptional circum-
stances, with parliamentary oversight, to direct the BoE to make risky loans to entities that the
BoE does not judge to be solvent, on terms that HM Treasury dictates.'?? In the event of such
direction, the BoE is considered to be acting as the Treasury’s agent. The funds are placed in a
special purpose vehicle (“SPV”) that is segmented from the BoE balance sheet, and the SPV and
the BoE are indemnified by the Treasury for losses. This authority was invoked during the COVID-
19 pandemic. The COVID Corporate Financing Facility, established by the BoE at the behest of
HM Treasury, directed the BoE to purchase eligible commercial paper in the primary and second-
ary market, including from middle-market firms that had not previously issued commercial paper,
on terms comparable to those prior to the crisis.'?

Under our proposed framework, the U.S. Treasury should similarly be empowered, through
an amendment to Section 13(3) to direct the Fed, acting solely as the Treasury’s agent, to open an
emergency lending facility for risky borrowers on terms that the Treasury dictates, provided that
any losses are borne by the Treasury. Since a lending facility of this sort would pose significant
credit risk, it would involve the exercise of fiscal power. The Fed should not have the power to
block such fiscal measures because it disagrees with the need for them or their specific design or

118 Stephanie Ruhle & Ben Popken, Thousands of applicants, zero loans: Trump's small businesses lending progmm isa
Jailure to launch, NBC News, Apr. 4, 2020, available at https://www.nbcnews.com/busing
plicants-zero-loans-trump-s-small-businesses-lending-program-n1176766; Lauren Fox, Glitches hamper second round of
small business loan funding, CNN, Apr. 27, 2020, available at https://www.cnn.com/2020/04/27/politics/state-of-play-
paycheck-protection-program-small-business-administration/index.html.

119 Federal Reserve Act, § 15.

120 Donna A. DeCorleto & Theresa A. Trimble, Federal Reserve Banks as Fiscal Agents and Depositories of the United
States in a Changing Financial Environment, 2004 Fed. Res. Bulletin 435, 436-37 (Autumn 2004).

12l Operations of the Treasury’s Exchange Stabilization Fund, which typically include buying and selling foreign currency
but have also included short term loans to emerging market countries, are conducted through the Federal Reserve Bank of
New York in its capacity as Treasury’s fiscal agent. Exchange Stabilization Fund, Fedpoint (May 2007),
https://www.newyorkfed.org/aboutthefed/fedpoint/fed14.html.

122 HM Treasury, Bank of England, and Prudential Regulation Authority, Memorandum of understanding on financial crisis
management §25 (2012), available at https://www.bankofengland.co.uk/-/media/boe/files/memoranda-of-understand-
ing/resolution-planning-and-financial-crisis-management.pdf?la=en&hash=57D8302D2 AE09F004E6TBEF 19A554547CA
D2D47B.

123 See Letter from Rishi Sunak, Chancellor of the Exchequer HM Treasury, to Andrew Bailey, Governor of the Bank of
England (Mar. 17, 2020), available at https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attach-
ment_data/file/873222/20200317_-_CX-Gov_Letter_re_CCFF_vF.pdf. See also Bank of England, Covid Corporate Fi-
nancing Facility, https://www.bankofengland.co.uk/markets/covid-corporate-financing-facility (last visited Oct. 4, 2020)
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terms. But the Fed should still be able to object on the ground that it does not have the operational
capacity to carry them out. Granting the Treasury this authority, however, would require a revision
of the current emergency lending framework. Section 15 is probably not sufficient authority, since
it would not cover the case where the Treasury provides an indemnity as opposed to supplying the
Fed with funds.

To the extent that a Treasury lending program enlists the Fed as the Treasury’s agent, it
again raises the concern with the Fed, an independent agency, picking winners and losers. To ad-
dress that concern, Treasury programs should generally avoid delegating the Fed significant dis-
cretion to determine program eligibility, and any Treasury program that does so should make its
terms clear and transparent. The Fed should then seek to operate the program to reduce the need
to pick winners and losers by delegating authority to do so to a third party or operating on a strict
first-come, first-serve basis.

e. Loans vs. Purchases

Pursuant to the revised framework proposed here, Congress should also clarify that the
Fed’s ability to provide emergency liquidity to non-bank financial institutions—either when doing
so does not involve significant credit risk or when the Fed is acting as Treasury’s agent for a fiscal
program—is not limited to lending but also extends to the purchase of debt or other interests di-
rectly from issuers or on the secondary market. In other words, the Fed’s ability to provide emer-
gency support to non-bank financial institutions should depend on the substance of that support,
not its form.

S The Fed as Bank Regulator

In addition to its role conducting monetary policy and acting as a lender of last resort, the
Fed is the most important bank regulator. In order to incentivize banks to use some of its facilities,
such as the MMLF and its financing of bank loans to small businesses through the Paycheck Pro-
tection Program Liquidity Facility, the Fed (in its capacity as a bank regulator) specified that banks
need not hold capital against assets acquired pursuant to these programs. 1> In addition, it exempted
these assets from the Liquidity Coverage Ratio.'?

Theoretically, the relaxation of these requirements increases the Fed’s exposure to losses
from riskier banks. While this may be unlikely in present circumstances, given what appears to be
the strong capital and liquidity positions of the banks, together with the relatively small share of
bank assets generated by these programs, there remains the conceptual concern that such actions
do increase Fed credit risk. However, these are actions clearly within the Fed’s regulatory author-
ity. While one could argue that the Treasury should call the shots on regulatory relief to accompany

124 Office of the Comptroller of the Currency, Treasury, the Board of Governors of the Federal Reserve System & Federal
Deposit Insurance Corporation, Regulatory Capital Rule: Money Market Mutual Fund Liquidity Facility, 85 Fed. Reg. 16232
(March 23, 2020): Office of the Comptroller of the Currency, Treasury, the Board of Govemors of the Federal Reserve
System & Federal Deposit Insurance Corporation, Regulatory Capital Rule: Paycheck Protection Program Lending Facility
and Paycheck Protection Program Loans, 85 Fed. Reg. 20387 (April 13, 2020).

123 Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation & Office of the Comptroller
of the Currency, Federal bank regulatory agencies modify liquidity coverage ratio for banks participating in Money Market
Mutual Fund Liquidity Facility and Paycheck Protection Program Liquidity Facility (May 5, 2020), available at
https://www.federalreserve.gov/newsevents/p 1 /bereg20200505a.htm.
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its own programs, the proposed framework would leave regulatory decisions where they normally
lie, with the Fed.

g. Should the Revised Framework be Extended in Whole or in Part to Banks?

The proposed revision of the framework for non-bank emergency lending invites the ques-
tion whether the revised framework should be extended to banks. On the one hand, the Fed’s cur-
rent authority allows it to engage in bank lending that poses significant credit risk, which might
argue that the reform should be extended to emergency bank lending as well. On the other hand,
in practice the Fed has not used its bank lending authority this broadly, and in fact has constrained
it through its own regulation. That belies the necessity of significant changes to the Fed’s existing
authority to lend to banks.

Currently, emergency lending to banks is governed not by Section 13(3) of the Federal
Reserve Act, but by Section 10B, the so-called “discount window”. That statute only requires that
emergency lending to banks be secured “to the satisfaction” of the Fed. This discretionary standard
was the same one used in Section 13(3) before Congress amended that provision in the Dodd-
Frank Act to require collateral that is sufficient to protect taxpayers from losses and is assigned a
lendable value.'?® Section 10B currently allows the Fed—on its own, without Treasury approval—
to make loans to at-risk (and even insolvent) banks at a premium rate, if it considers the collateral
sufficient (although it rarely does so).'?” The Fed has imposed limitations on its discount window
authority: under applicable regulations the Fed can only extend credit to undercapitalized banks if
doing so is “consistent with a timely return to a reliance on market funding sources” or “would
facilitate the orderly resolution of serious financial difficulties” of the bank.!2®

In addition, Section 10B sets time periods beyond which the Fed cannot lend to undercap-
italized banks without incurring a potential liability to the Federal Deposit Insurance Corporation
(the “FDIC”). Specifically, subject to certain exceptions, the Fed is required to make the FDIC
whole for losses incurred as a result of the Fed lending to: (i) any undercapitalized bank for more
than 60 days in any 120-day period; or (ii) any critically undercapitalized bank beyond the fifth
day after the institution becomes critically undercapitalized.'?® The Fed’s liability to the FDIC is
capped at the lesser of: (i) the loss the Fed would have incurred if the increased lending beyond
the specified time period had been unsecured; and (ii) the interest earned by the Fed on the in-
creased lending beyond the specified time period.'** The Fed is required to report to Congress any
liability it incurs to the FDIC as a result of lending to an undercapitalized bank within six months

126 Seott, Connectedness and Contagion at 91-92 (cited in note 3).

12712 CF.R. § 201.4(a) (“A Federal Reserve Bank may extend primary credit on a very short-term basis, usually overnight,
as a backup source of funding to a depository institution that is in generally sound financial condition in the judgment of the
Reserve Bank.”); § 201.4(b) (“A Federal Reserve Bank may extend secondary credit on a very short-term basis, usually
overnight, as a backup source of funding to a depository institution that is not eligible for primary credit...”); §§ 201.104—
110 (describing eligible collateral for discount window loans). In nearly two decades, the highest average weekly usage of
the Fed’s secondary credit facility was less than $1 billion. See Board of Governors of the Federal Reserve System (US),
Assets: Liquidity and Credit Facilities: Loans: Secondary Credit: Week Average, retrieved from FRED, Federal Reserve
Bank of St. Louis; https:/fred.stlouisfed.org/series/WSC, February 5, 2021.

%812 CF.R. § 201.4(b).

12 Federal Reserve Act, § 10B(b). These limitations were added by Section 142 of the Federal Deposit Insurance Corporation
Improvement Act of 1991, in response to concerns that the Fed’s discount lending would impose losses on the FDIC by
keeping banks afloat long enough for uninsured depositors to withdraw their money from insolvent banks. See Frederic S.
Mishkin, Evaluating FDICIA 17 (Dec. 1996), https://www0.gsb.columbia.edu/faculty/fmishkin/PDFpapers/FDICIA96.pdf.
130 Federal Reserve Act, § 10B(b)(3)(B).
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of incurring it.!*! These consequences reflect Congress’ past concerns with the Fed making risky
loans to banks. It appears that the Fed may design its lending to banks to avoid being penalized
and disclosing that they have done so.'%?

It is worth noting that the UK. restricts emergency lending to banks and non-banks in the
same way. The UK. approach emerged out of a confusion of roles between the BoE and HM
Treasury in the 2008 financial crisis, particularly as it concerned the rescue of Northern Rock.'*
Under the current arrangement, the U K. divides emergency lending authority into two parts. First,
there is normal lending to banks and other borrowers specified by the BoE, a list which now in-
cludes primary dealers, broker-dealers, and central counterparties. It appears that BoE, on its own,
can further expand this category at its discretion. Second, there is emergency lending to banks and
non-banks.'>* In the U K., emergency lending is governed by a Memorandum of Understanding
between BoE and the Treasury,'** which permits the BoE to make loans to solvent but “at risk”
firms with the approval of the Treasury. It appears, despite the absence of published guidance on
the point, that Treasury approval would come with a Treasury indemnity of BoE losses.'*® (As
noted above, the current UK. framework also gives HM Treasury the further authority, in excep-
tional circumstances, to direct the BoE to make loans to entities that the BoE does not judge to be
solvent on terms dictated by HM Treasury.'%")

That said, there does not appear to be any compelling reason to extend our proposed re-
vised emergency lending framework to banks. The Fed has used its discount window authority
appropriately, constrained by its regulations and historical practice, to engage in liquidity provision
by lending against good collateral. Moreover, extending the revised framework to banks would
require involving Treasury in bank lending, historically an area where the Fed has had broad au-
tonomy. Accordingly, the Fed should continue to remain independent and able to make any loans
to banks without the approval of the Treasury.

V.  Conclusion

In response to the COVID-19 pandemic, the Federal Reserve assumed a novel role: engag-
ing in credit provision rather than /iquidity provision, particularly with respect to lending to non-

131 Federal Reserve Act, § 10B(b)(3)(D).

132 See R. Alton Gilbert, Kevin L. Kliesen, Andrew P. Meyer, & David C. Wheelock, Federal Reserve Lending to Troubled
Banks During the Financial Crisis, 2007-2010, 94 Federal Reserve Bank of St. Louis Review 221 (May/June 2012) (the
Fed limited lending to undercapitalized and critically undercapitalized banks during the financial crisis).

133 See Tan Plenderleith, Review of the Bank of England’s provision of emergency liquidity assistance in 2008-09 51 (Oct.
2012), available at https://www.bankofengland.co.uk/-/media/boe/files/news/2012/movember/the-provision-of-emergency-
liquidity-assistance-in-2008-9. “The purpose of this review is to learn lessons to inform the way the Bank conducts ELA
operations for individual financial institutions. Such support operations will, in due course, be conducted under the new
Crisis Management Memorandum of Understanding, which was published in January 2012. The review will build on the
lessons learned in relation to the ELA provided to Northern Rock in 2007, as set out in the Treasury Committee’s report
“The Run on the Rock™; See also Bank of England, Court of the Bank of England commissions a set of reviews to learn
lessons (May 21, 2012), available at https://www.bankofengland.co.uk/-/media/boe/files/news/2012/may/court-of-the-boe-
commissions-a-set-of-reviews-to-learn-lessons.

134 Financial Services Act of 2012, ¢. 21, Part 4, ilable at http://www.legislation. gov.uk/ukpga/2012/21/part/4/enacted;
HM Treasury, Bank of England and Prudential Regulation Authority, Memorandum of understanding on financial crisis
management at §1 (cited in note 122).

135 14

136 Scott, Connectedness and Contagion at 112—114 (cited in note 3).
137 HM Treasury, Bank of England, and Prudential Regulation Authority, M. dum of unde ding on fi ial crisis
management at §25 (cited in note 122).
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financial companies. This unprecedented intervention has raised the concern that the Fed was en-
gaged in fiscal policy, which is properly the sphere of elected authorities. Because of limits placed
on the Fed’s non-bank lending authority by the Dodd-Frank Act, when the Fed assumed the role
of the credit provider of last resort, it did not do so on its own; it needed the approval of and
financial backing from the Treasury, with funds appropriated by Congress in the CARES Act.
Collaboration between the Fed and Treasury blurred the lines of political accountability, raising
concerns that the Fed might bear the blame for failures that are the responsibility of the Treasury.
In the short run, absent legislative change, there needs to be much more transparency about the
relative responsibility for Section 13(3) facilities as between the Fed and the Treasury.

In the longer run, this report proposes a revised framework for emergency lending to non-
banks, including purchases of non-bank debt and lending to non-financial companies. Within this
framework, emergency non-bank lending that presents significant credit risk should be viewed as
constituting fiscal policy and be the sole purview of the Treasury. The arbiter of whether signifi-
cant credit risk is present would be the Treasury.

The Treasury would manage lending facilities that pose significant credit risk, with the Fed
serving only in an advisory and operational role. In our view, lending to non-financial companies
should be regarded per se as involving significant credit risk and be the sole purview of the Treas-
ury. The Treasury would also have the power to direct the Fed, acting solely in its capacity as the
Treasury’s agent, to make loans, purchase assets or even operate an emergency lending facility,
provided the Fed is operationally equipped to carry out the Treasury’s direction. The Fed, on the
other hand, would continue to be responsible for emergency non-bank lending and asset purchases
that do not pose significant credit risk. Finally, the report considers whether the proposed frame-
work should be extended to emergency lending to banks and concludes that there is no compelling
reason to alter the current framework for bank lending.
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