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ABSTRACT 

The origins of lender of last resort theory are so remote to contemporary 

policymakers that the underlying principles usually are not discernible. Even 

while the theory was evolving over the last 200 years, it usually was 

imperfectly understood, even by its makers. 

The principal change in the theory, which was reasonably well understood 

in England into the 1880s and in the United States into the 1960s, involves 

the role of the lender of last resort as a source of solvency or capital 

support, as distinguished from liquidity support. The bases in logic and 

economic theory for solvency or capital support from a central bank, or from 

the Treasury when it acts as a monetary authority, are poorly defined, 

especially when most contemporary economists acknowledge the importance of 

open-market operations as the principal instrument of monetary policy. A 

solvency or capital rescue operation is better undertaken through the fiscal 

operations of the Treasury, in a manner that requires appropriations of funds 

on the public record and clear lines of political accountability for the 

actions taken. That is how similar operations were performed in the U.S. 

during the 1930s. 

The often-expressed desire to have the central bank fund solvency or 

capital support efforts on a grand scale suggests that considerations of 

political convenience, not necessity, underlie that desire, which is strange 

indeed when we recall that one of the fundamental principles of public finance 

is that the central bank should not fund the Treasury's deficits. 



Pre fa to rv  Ouotat ions 

But [ i n  19331 the  debates over money, the go ld  standard and banking 

cont inued. Congress was being importuned by telegram, by telephone, by 

l e t t e r ,  and by Admin is t ra t i on  pressure t o  w r i t e  i n t o  law the  guaranty o f  

bank deposi ts  by the  Federal Government. 

To t h i s  Glass was opposed, p o i n t i n g  o u t :  

" I s  there  any reason why the American people 
should be taxed t o  guarantee the debts o f  banks, 
any more than they should be taxed t o  guarantee 
the debts of o the r  i n s t i t u t i o n s ,  i n c l u d i n g  the  
merchants, the  i n d u s t r i e s ,  and the  m i l l s  o f  t he  
country?"  

H i s  calm l o g i c  was t o  go unheeded. 

-- From R i  xey Smith and Norman Beasl ey ,' Car ter  Glass : A Bioaraphy 357 (1 939, 
r e p r i n t e d  1972). 

L i q u i d i t y .  The s ta te  of Cassetsl ... r e a d i l y  converted i n t o  cash: l i q u i d  
assets. 

Sol vencv : [The s t a t e  of assets1 capable of meeting f i n a n c i a l  ob l i ga t i ons .  

Cap1 t a l  : The remaining assets o f  a business a f t e r  a l l  l i a b i l i t i e s  have 
been deducted; n e t  worth. 

Bai l o u t :  A rescue f rom f i n a n c i a l  d i f f i c u l t i e s .  

-- The American Her i taae D ic t i ona ry ,  2nd Col lege E d i t i o n  (1982, 1985). 

I. Or ia ins  o f  Lender of Last  Resort Theory and Object ives o f  t h i s  Paper 

The o r i g i n s  o f  a coherent theory o f  the lender o f  l a s t  r e s o r t  (LLR) are 

a t t r i b u t e d  t o  the Eng l ish  economist Henry Thornton (1802), a1 though f a i n t  

glimmerings o f  the theory may be found i n  Adam Smith (1776). Whichever 



p o l i t i c a l  economist i s  deemed f a t h e r  o f  the theory ,  the c u r r e n t  t h i n k i n g  and 

p r a c t i c e  o f  pol icymakers, lawyers, and even monetary economists has become 

somewhat muddled-- it c l e a r l y  i s  t ime f o r  a  re f reshe r  course. 

The c u r r e n t  crop o f  ac tua l  and p o t e n t i a l  LLR cases i s  q u i t e  r i p e  f o r  the 

harves t .  For example, t he  i n t r i g u i n g  case o f  the  F inanc ia l  Corpora t ion  o f  

America (FCA), a  l a r g e  C a l i f o r n i a  savings and loan h o l d i n g  company t h a t  

cont inues t o  operate w i t h  a  b lanke t  guarantee (guarantee o f  payment t o  a l l  

c lasses o f  c red i  t o r s )  f rom the Federal Savi ngs and Loan Insurance Corporat ion 

(FSLIC) w h i l e  i t s  p r i n c i p a l  t h r i f t  i n s t i t u t i o n  subs id ia ry  i s  i nso l ven t ,  even 

by generous r e g u l a t o r y  account ing standards, takes us i n t o  unexplored 

t e r r i t o r y :  no depos i to ry  i n s t i t u t i o n  i n  the h i s t o r y  o f  the  Un i ted  States has 

remai ned open, whi 1  e  pub1 i c l y  acknowledged t o  be i n s o l v e n t  , w i t h  a  guarantee 

o f  depos i ts  f rom an insurance fund t h a t  i s ,  by the pub l ished statements o f  i t s  

own spokesmen, a l s o  i nso l ven t .  2 

Other cases have ar isen,  i n v o l v i n g  energy and r e a l  e s t a t e  loans i n  the 

Southwest, i n  which a l l  p a r t i e s  i nvo l ved  may be i n s o l v e n t :  customers o f  

under l y ing  borrowers, under ly ing  borrowers, l end ing  banks and savings and 

loans, and depos i t  insurance e n t i t i e s  (FSLIC). Even the  f u l l  f a i t h  and c r e d i t  

o f  t h e  Un i ted  States i s  no t  what i t  used t o  be: t he  n a t i o n a l  debt  w i l l  exceed 

$2.5 t r i l l i o n  by the end of f i s c a l  year  1988, and the  U.S. i s  est imated t o  be 

the w o r l d ' s  l a r g e s t  f o r e i g n  debtor  (about $400 b i l l i o n  o f  n e t  debt o f  a l l  

c lasses o f  domestic borrowers owed t o  a l l  c lasses o f  f o r e i g n  lenders -- the 

ne t  i n t e r h a t i o n a l  investment posi t ion- - by year-end 1987) .  So, i f  there  ever 

was a  proper  t ime f o r  a  b r i e f  rev iew o f  LLR theory,  t h a t  t ime i s  now. 

The p r i n c i p a l  ob jec t i ves  of t h i s  paper ar-e t o  r e s t a t e  coherent 

d i s t i n c t i o n s  between l i a u i d i t v  and solvencv, between d iscount  window and open 



market opera t ions  o f  the c e n t r a l  bank (Federal Reserve), and between l e g a l  and 

po l  i t i  ca l  necessi t v  and convenience i n mounti ng rescue opera t ions  through the 

c e n t r a l  bank, as opposed t o  through d i r e c t l y  and p o l  i ti c a l  l y  accountable 

e n t i t i e s .  The paper does n o t  deal w i t h  quest ions i n v o l v i n g  the  i n t e r n a t i o n a l  

LLR--but i t  does seem probable t h a t  convenience i s  the d r i v i n g  f a c t o r  i n  t h a t  

issue,  n o t  necess i ty .  

Enough fragments of and d i  s t i  nc t i ons  among h i s t o r i c a l  accounts o f  LLR 

ac t i ons  are  p ieced together  i n  t h i s  paper t o  e s t a b l i s h  a  framework f o r  

ana lys i s  o f  t he  d i s c r e t e  European and American vers ions o f  LLR theory .  The 

European ve rs ion  would have t h e  c e n t r a l  bank rescue i n s o l v e n t  i n d i v i d u a l  

en te rp r i ses  t o  f o r e s t a l l  broader, a l l e g e d l y  systemic problems (a  theory  born 

i n European t r a d i t i o n s  o f  p o l  i ti c a l  expediency, ca l  l e d  here the  "convenience" 

theory) .  On the  o the r  hand, the  American vers ion  o f  the LLR theory 

h i s t o r i c a l l y  has r e s t r i c t e d  the  c e n t r a l  bank's ass is tance t o  mere l i q u i d i t y  

support of i n d i v i d u a l  banks, on the  s e c u r i t y  o f  sound assets, and has l e f t  the 

quest ion  o f  rescues o f  i n s o l v e n t  en te rp r i ses  t o  Congress and the Treasury. 

Because the American LLR in te rvenes o n l y  i n  accordance w i t h  es tab l ished 

c o n s t i t u t i o n a l  and s t a t u t o r y  a u t h o r i t y ,  the American LLR theory  i s  c a l l e d  here 

t h e  "necessi ty"  theory.  

The coherent r a t i o n a l e  under l y ing  the  American o r  necess i ty  theory o f  the 

LLR i s  t h a t  the  monies prov ided i n  a  rescue ope ra t i on  belong t o  the p u b l i c ,  

a f t e r  a l l ,  n o t  t o  p r i v a t e  entrepreneurs o r  t o  e n t i t i e s  ( e i t h e r  the 

well- connected o r  the too- b ig- to- le t- fa i l ) .  t h a t  are capable o f  t a k i n g  

advantage o f  the u n f e t t e r e d  d i  s c r e t i o n  o f  po l  i f i  ca l  agents. According t o  the 

necess i t y  theory,  LLR rescue opera t ions  should be adminis tered w i t h  a  view 

toward f i nanci a1 prudence i n  the  admi n i  s t r a t i o n  o f  pub1 i c  funds and paramount 



necessity, as distinguished from considerations of political expediency, 

convenience, saving face, and the like. Under a necessity framework, either 

explicit constitutional or statutory authorization, or clear and direct 

political accountability, are required to justify a rescue operation -- and 

quite possibly both are required. Otherwise, allegations that the LLR is 

being abused for the benefit of the rich and the not-so-rich-but-well- 

connected tend to acquire the ring of truth. 

This distinction between a convenience theory and a necessity theory of 

the LLR illustrates the fundamental cleavage in the - history of American 

political and economic thought, from the founding of the republic to the 

present day. Essentially, that division is between Thomas Jefferson, the 

exponent .of clear necessity as the underpinning for all governmental action, 

on the one hand, and Alexander Hamilton, the exponent of broad, liberal 

constructions of governmental authority and of reducing .necessity to little 

more than mere convenience, on the other hand.3 The division in American 

LLR theory also is essentially the same as that between the views of those who 

favor rules over discretion in the conduct of monetary policy, on the one 

hand, and those who see no reason to limit the discretion of monetary 

policymakers, on the other hand. What is puzzling is how frequently those who 

describe themselves as belonging to the former camp in monetary policy 

blithely follow propositions favoring an activist, interventionist, 

discretionary L L R . ~  If the theory of the LLR is to be coherent and 

consistent, it must be stated in terms that are consistent with the relevant 

aspects of other monetary theories. 



11. Theore t i ca l  O r i g i n s  o f  t he  LLR: Europe 

Most o f  t he  d iscuss ions  of the LLR t h a t  have been hal lowed by the passage 

o f  t ime were w r i t t e n  i n  the  gold-standard era.  Thus, a  c l a s s i c a l  o r  

neoc lass ica l  exp lana t i on  o f  the  capaci tv  o f  the LLR t o  in te rvene i n  a  

f i n a n c i a l  c r i s i s  necessa r i l y  inc ludes the concept t h a t  the  LLR i t s e l f  can go 

broke -- become i n s o l v e n t .  - Th is  insolvency t r a d i t i o n a l l y  mani fested i t s e l f  i n  

a  suspension o f  t h e  c e n t r a l  bank's o r  Treasury 's  redemption o f  i t s  o b l i g a t i o n s  

i n  specie, i n  t he  heat  of a  f i n a n c i a l  panic.6 Some w r i t e r s  have recognized 

the  ex te rna l  l i m i t a t i o n s  on what a  cen t ra l  bank may do i n  f u l f i l l i n g  the  LLR 

f u n c t i o n  by suggest ing t h a t  c e n t r a l  banks should n o t  attempt t o  a c t  as LLR by 

themselves and t h a t  LLR assis tance i s  b e t t e r  prov ided i n  the " l i f e b o a t "  model 

fo l lowed by the  Bank o f  England since the  Bar ing  Brothers c r i s i s  i n  1890. 

That i s ,  the  c e n t r a l  bank should prov ide " leadersh ip"  t o  the  o the r  commercial 

banks w i t h i n  i t s  j u r i s d i c t i o n  by s t a r t i n g  the  1  i feboat  operat ion,  wh i l e  

committ ing o n l y  a  f r a c t i o n  o f  the t o t a l  support.' This  European o r  

convenience view o f  the  LLR sidesteps the quest ion  o f  solvency vs. l i q u i d i t y  

and assumes t h a t  d i s c r e t i o n ,  no t  ru les ,  always has primacy i n  p r a c t i c a l  

p o l i t i c a l  economy. That, o f  course, i s  the  e s s e n t i a l  a t t rac t i veness  o f  the 

convenience theory  o f  the  LLR f o r  po l  icymakers: d i r e c t  po l  i t i c a l  

a c c o u n t a b i l i t y  i s  avoided, o r  a t  l e a s t  may be d i f f u s e d  o r  de fer red  u n t i l  

another day. But such an approach i s  more cons i s ten t  w i t h  e i t h e r  a  c e n t r a l l y  

planned o r  a  m e r c a n t i l i s t  economy than w i t h  one t h a t  s t i l l  asp i res  t o  

c l a s s i c a l  l i b e r a l  no t i ons  o f  a  f r e e  market. Also, the convenience theory of 

the  LLR o f f e r s  no cons i s ten t  o r  coherent view of how cen t ra l  bank rescues of 

the  Treasury o r  agencies funded by the Treasury should be handled,8 wh i le  

the  necess i ty  theory  a t  l e a s t  has the i n t e l l e c t u a l  v i r t u e  o f  p r o h i b i t i n g  most 

such rescues a l t oge the r .  



The dominant Engl i sh theory o f  the LLR, beginning w i t h  Smith and Thornton 

and running through the formal d i v i s i o n  o f  the  Bank o f  England i n t o  Banking 

and Currency Departments (1844) ,' was expressed i n  the  views o f  Walter 

Bagehot and the  Banking School by 1873. lo Bagehot recognized t h a t  an 

a c t i v i s t ,  i n t e r v e n t i o n i s t  LLR might r i s k  becoming inso lven t  i t s e l f  i f  i t s  

a f f a i r s  were misconducted and, i n  such events, might have t o  have recourse t o  

s ta te  a i d  t o  cure i t s  insolvency. l1 Bagehot be l ieved t h a t  the  p r i n c i p a l  

duty o f  the  LLR, i n  t ime o f  panic, was t o  d iscount  f r e e l y  on a l l  sound assets, 

bu t  a t  a pena l ty  r a t e .  Bagehot d i d  not  be1 ieve,  however, t h a t  the Bank o f  

England should concern i t s e l f ,  i n  i t s  LLR operat ions,  w i t h  the  su rv i va l  o f  

i n d i v i d u a l  dealers -- the penal ty  r a t e  was proposed t o  insure  t h a t  c r e d i t -  

worthy f i r m s  would ob ta in  a l l  necessary accommodation, bu t  the  p r i n c i p a l  

concern o f  the LLR was t o  be aggregate l i q u i d i t y  i n  the market place. 12 

By 1890, the  r o l e  model f o r  the modern Bank o f  England " l i f e b o a t "  

opera t ion  was establ ished.  Baring Brothers had so extended i t s e l f  on 

Argentine c r e d i t s  t h a t ,  when the  Argentine d e f a u l t s  began, the  solvency o f  

Bar i  ngs was ' threatened. l3 Recognizing t h a t  i t  would have t o  suspend specie 

redemption i f  i t  attempted a u n i l a t e r a l  rescue o f  Barings, the  Bank o f  England 

refused a suspension indemnity b i l l  and organized i t s  f i r s t  " l i f e b o a t "  

opera t ion .  I n  e f f e c t ,  the U.K. banking community provided Barings enough 

solvency o r  c a p i t a l  support t o  cover i t s  ou ts tand ing l i a b i l i t i e s .  

In mounting the  f i rst  l i f e b o a t  operat ion,  the Bank may have been aware o f  

s i m i  l a r  cross- lendi  ng arrangements ( c l e a r i n g  house c e r t i f i c a t e s )  t h a t  the  New 

York C lear ing  House Associat ion had used du r ing  panics i n  1873 and 1884. But 

the l a t e r  experience w i t h  C lear ing  Hovze r e scues  i n  New York was no t  

a l t oge the r  sa t is fac tory- - smal le r  and out- of- favor  members o f  the C lea r ing  



House were a l lowed t o  f a i l  (1907-Knickerbocker T rus t  Co.; 1930-Bank o f  the 

Un i ted  States>-- so t h a t  s i z e  and "connect ions" seemed t o  determine who 

received C lea r ing  House l i f e b o a t  rescues and who d i d  no t .  The Bank o f  England 

s t i l l  organizes l i f e b o a t s ,  as w i t h  Johnson Matthey i n  1984, and the  Federal 

Reserve has mod i f i ed  the l i f e b o a t  p r i n c i p l e  i n  what were c a l l e d  " sa fe ty  ne t "  

operat ions i n  t he  1970s and 1980s--but smal le r  and out- of- favor  banks s t i l l  

are a l lowed t o  f a i l ,  i n  :the U.S., w i t h  n e i t h e r  s a f e t y  ne ts  nor  l i f e b o a t s .  

Size and connect ions apparent ly  s t i l l  mat te r  a f t e r  a l l  -- no U.S. bank l a r g e r  

than $600 m i l l i o n  t o t a l  assets has been l i q u i d a t e d  i n  t o t o .  

I n  con t i nen ta l  Europe, the  experiences o f  c e n t r a l  banks i n  the 

mid- nineteenth century  a l s o  i l l u s t r a t e d  Bagehot's observa t ion  t h a t  they cou ld  

become i n s o l v e n t  through excessive re f i nanc ings  o f  i n s o l v e n t  commercial 

banks. The o n l y  relevance o f  the Cont inenta l  European experience t o  t h i s  

paper i s  t h a t  i t  supports t he  no t i on  t h a t  generous c e n t r a l  bank red iscounts ,  

w i thou t  regard  t o  the  solvency o f  the d i scoun t i ng  banks o r  t h e i r  under l y ing  

customers, 1 ead u l t i m a t e l y  t o  the  insolvency o f  the c e n t r a l  bank. Recognizing 

t h i s  hard f a c t  o f  l i f e  i n  the  gold- standard era, Cont inenta l  European banks, 

e a r l i e r  than the  Bank o f  England, o f t e n  mounted 1 i f e b o a t  opera t ions  ins tead,  

thereby spreading r i s k s  of insolvency.  l4 I n  any case, the  Cont inenta l  

European experience j u s t  i s  n o t  p a r t  o f  t he  Anglo-American l e g a l  t r a d i t i o n ,  

f o r  b e t t e r  o r  worse--usually f o r  the b e t t e r ,  I t h i n k .  I n  t y p i c a l  Cent ra l  

European regimes i n  the  n ine teenth  century,  e f f e c t i v e ,  p o l i t i c a l l y  accountable 

c o n t r o l s  on c e n t r a l  banking a c t i v i t i e s  j u s t  were no t  as s t rong as those i n  the 

U.K. o r  U.S., and such c o n t r o l s  l e f t  much t o  be desi red,  even i n  the U.K. and 

U . S .  
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111. Theoretical Oriains of the Theory of the LLR: America 

The traditional American concept of the LLR is derived more directly from 

Adam Smith than from Thornton or Bagehot. Smith noted, in his account of the 

Bank of England, that it 

advances to government the annual amount of the 
land and malt taxes, which are frequently not 
paid up till some years thereafter .... It 
1 i kewi se discounts merchant bi 1 1  s, and has, upon 
several different occasions, supported the credit 
of the principal houses, not only of England, but 
of Hamburgh and Hol 1 and.. . . Upon other occasions 
117451 this great company has been reduced to the 
necessity of paying in ~ix~ences.15 

The idea of central bank advances to the government, upon expectations of 

future tax revenues, appealed strongly to Alexander Hami 1 ton, the first U.S. 

Treasury Secretary, who mentioned approvingly the "convenience of loans to the 

government" several times in his opinion on the constitutionality of the First 

Bank of the United States (1791 >. l6 Because they could not imagine such 

loans as anything other than recoveries of the initial capital subscriptions 

of the First Bank, paid in by the government, both Speaker of the House James 

Madison and Secretary of State Thomas Jefferson spoke and wrote against the 

"convenient loans" rationale for approving the First Bank's charter. 17 

Madison and Jefferson noted that Hami 1 ton's arguments were founded on 

tonsiderations of mere convenience, which Hamilton's permissive construction 

of the Constitution would have allowed, while their own strict construction of 

the Constitution would have allowed the charterinu of a central bank, outside 

the specifically enumerated powers, only i f  it could be derived by necessary 

implication from one or more of the enumerated powers. Madison argued that 



" the  power vested by the  [Bank] b i l l  i n  t he  Execut ive, t o  borrow o f  the bank 

. . . was ob jec t i onab le"  and observed t h a t  c o n s t i t u t i o n a l  powers t h a t  are g rea t  

and i mpor tan  t 

ought n o t  t o  be exerc ised w i thou t  we f i n d  
ourselves express ly  au thor ized t o  g ran t  them. 
Here [ M r .  Madisonl d i l a t e d  on the g rea t  and 
ex tens ive  i n f l u e n c e  t h a t  incorpora ted  s o c i e t i e s  
had on pub1 i c  a f f a i r s  i n  Europe. They are  a  
powerfu l  machi ne, whi ch have a1 ways been found 
competent t o  e f f e c t  ob jec ts  on p r i n c i p l e s  i n  a  
g rea t  measure independent o f  t he  People.. . . [Even 
i f 1  the  'Government necessa r i l y  possesses every 
power' [ i n  t heo ry1  ... [ M r .  Madisonl denied t h a t  
i t  [ t h a t  theor  1 app l i ed  t o  the  Government o f  t he  
Un i ted  States.  y8 

Madison's views on the i n t e n t  and meaning o f  the o r i g i n a l  C o n s t i t u t i o n  o f  1787 

are  s i g n i f i c a n t  because he was i t s  p r i n c i p a l  draftsman, kept  the most 

ex tens ive  (and the  o n l y  o f f i c i a l )  notes o f  the  proceedings o f  the  

Const i  t u t i o n a l  Convention, and was one o f  the  th ree  authors o f  t he  Federal i s t  

papers (Hamil ton and John Jay were the o t h e r  two). 

Madison f u r t h e r  noted, "We reason . . . , and o f t e n  w i t h  advantage, f rom 

B r i t i s h  models; b u t  i n  the  present  instance [ t he  debate on the  Bank char te r ] ,  

t h e r e  i s  a  great  d i  ssimi l a r i  t y  o f  circumstances. "19 SO i t  i s  a l s o  w i t h  

respec t  t o  LLR theory--whatever t he  B r i t i s h  o r  o ther  European models may have 

been, and even though we may be ab le  t o  reason f rom B r i t i s h  and o the r  European 

mode1 s  w i  t h  advantage, we ought t o  recognize t h a t  American t r a d i t i o n  and 

circumstances are g r e a t l y  d i s s i m i l a r .  The debate a t  the o r i g i n s  o f  cen t ra l  

banking i n  the U.S. made i t  abundantly c l e a r  t h a t ,  no tw i ths tand ing  Hami 1  t o n ' s  

d e s i r e  f o r  a broad g ran t  o f  powers, the c e n t r a l  bank would be watched c l o s e l y  

and i t s  powers i n t e r p r e t e d  s t r i c t l y - - r u l e s  over  d i s c r e t i o n ,  



i n  other words. President 'Jefferson1 s Secretary o f  the Treasury, A1 be r t  

Ga l l a t i n ,  understood these p r i nc i p l es  and, whi le he was favorable t o  a cent ra l  

bank, he d i d  not  favor an LLR t ha t  would p ro tec t  the i n te res t s  o f  the 

incorporated few against the in te res ts  o f  the unincorporated many. That 

broader use o f  the cent ra l  bank was advocated instead by Henry Clay and h i s  

fo l lowers ,  but  they were handicapped by Jef fersonian oppos i t ion u n t i l  John 

Quincy Adams became President (1825). 

When the Second Bank of the United States was chartered a t  the end o f  

President Madison's second term i n  1816, i t  continued the F i r s t  Bank's LLR 

t rad i t ion- - no excessive assistance t o  banks o r  others seeking discounts o r  

r e d i  scounts--although one of the charges t ha t  opponents l a t e r  brought against 

the Second Bank was t ha t  i t  favored some borrowers ( the establ ished Eastern 

commerci a1 and banking i n te res t s )  over others (western farmers and the r i  sing 

entrepreneur ia l  c lass i n  New York). Nevertheless, Nicholas Biddle, the 

President o f  the Second Bank, understood c l e a r l y  the Bank's LLR 

r e s p o n s i b i l i t i e s  (liquidity support only,  not solvency support), as revealed 

i n  the f o l l ow ing  passage: 

M r .  Biddle, when the United States Bank was 
appealed t o  during the money scarc i t y  which 
fo l lowed the "cot ton panic" C18251 and the banks' 
strengthening o f  t h e i r  pos i t i on ,  made a rep l y  
which if not comforting t o  the suf ferers ,  
c e r t a i n l y  contained needed t ru ths :  

"It i s  the order o f  nature," said he, " t h a t  i f  
men o r  nations l i v e  extravagantly, they must 
su f f e r  t i 11 they repa i r  t h e i r  losses by prudence, 
and t ha t  ne i the r  man nor banks should impose on 
the community by promises t o  pay what they cannot 
pay. The laws o f  trade have t h e i r  own remedy f o r  
such disorders, as i n f a l l i b l e  as the laws o f  
animal l i f e ,  which enables the human system t o  
r e l i e v e  i t s e l f  from i t s  own excesses. Both must 



have t h e i r  course. But the Bank o f  t he  Un i ted  
States i s  invoked t o  assume t h a t  which, whoever 
attempts, invokes the r u i n  he w i l l  s u f f e r .  I t  i s  
requested t o  e r e c t  i t s e l f  i n t o  a  spec ia l  
providence t o  modi fy  the laws o f  na ture ,  and t o  
dec la re  t h a t  t he  o rd ina ry  f a t e  o f  t he  heedless 
and improvident  s h a l l  n o t  be app l i ed  t o  the  
Un i ted  Sta tes .  Our countrymen are  t o  be indulged 
w i t h o u t  r e s t r a i n t  i n  the utmost extravagance o f  
the  l u x u r i e s  o f  Europe, on c r e d i t  f rom the banks; 
and when the  day o f  payment a r r i v e s ,  the  debtor  
s h a l l  n o t  be c a l l e d  on f o r  payment--the banks 
s h a l l  n o t  be. incommoded t o  pay t h e i r  own notes, 
f o r  the  mome-nt any inconvenience i s  f e l t ,  the 
Bank o f  the  Un i ted  States w i l l  c e r t a i n l y  
i n te rpose  and pay the debt.  But i f  the  Bank o f  
the  Un i ted  States blends any sense w i t h  i t s  
tenderness, i t  w i l l  do no th ing  o f  a1 1  t h i s . " 2 0  

While t h i s  passage might  n o t  i l l u s t r a t e  completely M r .  B i d d l e ' s  understanding 

o f  the "moral hazard" problem, f a i n t  gl immerings of such awareness a re  v i s i b l e  

there,  never theless.  

I V .  Theory Brought Forward: Open-Market vs. Discount  Window O ~ e r a t i o n s  

A f t e r  the  e x p i r a t i o n  o f  the  cha r te r  of the  Second Bank o f  t he  Un i ted  

States (18361, t he re  was no c e n t r a l  bank o f  t he  Un i ted  States u n t i l  t he  

Federal Reserve Act  was enacted i n  1913. A t  var ious  t imes, the subt reasur ies  

and the  New York C lea r ing  House Assoc ia t ion  performed c e n t r a l  banking 

func t ions ,  i nc lud ing ,  i n  a  l i m i t e d  way, the LLR f u n c t i o n .  The reason f o r  

t h e i r  l i m i t e d  LLR f u n c t i o n  ( l i q u i d i t y  bu t  no t  solvency support)  was the same 

as i n  the  preceding d i  scussion--excessive advances t o  i nso l ven t  e n t i  t i e s ,  on 

unsound c o l l a t e r a l ,  could p r e c i p i t a t e  the insolvency of the LLR, a  mat ter  of 

greater  moment i n  the gold-standard era t h a n  today. A t  one p o i n t ,  i n  1895, 

J.P. Morgan and August Belmont had t o  a c t  as LLR f o r  t he  U.S. Treasury i t s e l f ,  



pledging their own credit to borrow gold abroad to restore the gold cover on 

the Treasury's obligations. 2 1 

The framers of the Federal Reserve Act originally organized the System 

with authority to conduct both discount-window and open-market operations, but 

initially there were comparatively few open-market operations as we would 

understand them today. At the discount window, there was clear intent that 

only liauiditv, but not solvency, support should be provided because of 

extensive statutory and early regulatory requirements governing the 

eligibility of collateral for discount and the prohibition of discounts or 

advances for long maturities. No paper could be discounted with more than 90 

days' remaining maturity, except for agricultural paper, and that paper was 

limited to six months' maturity. 22 

The Federal Reserve Banks did not discover the efficacy of open-market 

operations, principally in bankers' acceptances, for implementing monetary 

policy until 1922. After the death of Benjamin Strong, first Governor 

(President) of the Federal Reserve Bank of New York, the System lacked a 

forceful advocate of open-market operations at the time of the Great 

Contraction (1929-1933). 2 3 

The difference between discount-window and open-market operations is best 

illustrated by the statutory and physical separations of the two functions. 

The differences are badly understood outside the System, and that 

misunderstanding probably accounts for much of the terminological. confusion 

regarding the LLR--do you mean the discount window, the open-market desk, or 

both? 

Open-market operations at-e performed trnder the authority of Sections 12A 

and 14 of the Federal Reserve Act. The System's Open Market Trading Desk for 



domestic opera t ions  i s  loca ted  on the e i g h t h  f l o o r  o f  the  Federal Reserve Bank 

of New York. I t  buys and s e l l s  and enters  i n t o  repurchase agreements cover ing  

U.S. government and c e r t a i n  government agency o b l  i g a t i o n s  and, p r i o r  t o  1984, 

a l s o  d e a l t  i n  banker 's  acceptances f o r  i t s  own and System account.  

The New York Fed's d iscount  window i s  l oca ted  on the  second f l o o r  o f  the 

same b u i l d i n g  and has an e n t i r e l y  separate s t a f f ,  r e p o r t i n g  t o  a separate 

cha in  o f  management command. The discount-window opera t ions  are c a r r i e d  o u t  

under Sect ions 10(b) and 13 o f  the Federal Reserve Act .  Any sound c o l l a t e r a l ,  

acceptable t o  the  Reserve Bank from c r e d i t  and l e g a l  s tandpoints,  may be 

pledged as c o l l a t e r a l  f o r  advances. However, s ince the  1920s, t he  Federal 

Reserve u s u a l l y  has discouraged f requent  o r  prolonged use o f  t he  d iscount  

window by i n d i v i d u a l  i n s t i t u t i o n s .  Specia l  emergency l end ing  sec t ions  were 

added t o  Sect ions 10(a) and 13 dur ing  1932 and 1933, b u t  they  were used o n l y  

r a r e l y  and i n  small amounts then and g e n e r a l l y  have n o t  a c t u a l l y  been used 

s ince the 1930s. 24 Instead,  the great  b u l k  o f  the  solvencv ( o r  c a p i t a l )  

support lend ing  o f  t he  1930s, t o  both banks and nonbanks a l i k e ,  was performed 

by a separate, f ree- standing,  government-chartered c r e d i t  agency, the 

Reconstruction Finance Corpora t ion  (RFC). 
2 5 

The RFC had the  e x p l i c i t ,  f u l l - f a i t h- a n d- c r e d i t  backing o f  the  U.S. and 

was author ized t o  s e l l  i t s  own bonds t o  r a i s e  funds. Congress appropr ia ted  

$500 m i l l i o n  f o r  i t s  i n i t i a l  c a p i t a l  i n  1932. I n  1933, t he  RFC was g iven 
. . 

a u t h o r i t y  t o  purchase nonvot ing p re fe r red  s tock  o f  banks, w i t h  m a t u r i t i e s  up t o  

10 years.26 Using t h a t  a u t h o r i t y ,  together  w i t h  a general a u t h o r i t y  t o  make 

loans, the RFC extended $3 b i l l i o n  o f  solvency ( c a p i t a l )  support t o  t he  U.S. 

banking system, i n c l u d i n g  loans t o  conservators and rece i ve rs  o f  d i s t ressed  

and closed banks. The Federal Deposit Insurance Corpora t ion  (FDIC) d i d  no t  



begin opera t ions  u n t i l  1934 and d i d  n o t  p rov ide  s i g n i f i c a n t  ass is tance t o  the 

banking system du r ing  the 1930s. But more impor tan t l y ,  f o r  the purposes o f  

t h i s  paper, the  Fed a l s o  d i d  n o t  p rov ide  s i g n i f i c a n t  ass is tance t o  banks 

du r ing  the  1930s, because i t  d i d  no t  have t o  do so. 

The RFC was abol ished du r ing  the  1950s-- it had become an i nde fens ib le  

p o l i t i c a l  boondoggle a f t e r  Jesse Jones was removed as chairman i n  e a r l y  1945 

and was bad enough under Jones--and some o f  i t s  f u n c t i o n s  were t r a n s f e r r e d  t o  

o ther  cab ine t  departments. For example, the  Export- Import Bank and the  Small 

Business Admini s t r a t i o n  o r i g i n a l l y  were RFC s u b s i d i a r i e s .  But most 

impor tan t l y ,  the  a u t h o r i t y  t o  recap i  t a l  i z e  i n s o l v e n t  banks exp i red  w i t h  the 

RFC--it most emphat ica l l y  was n o t  t rans fe r red ,  then or l a t e r ,  t o  t he  Fed. 

Under the Garn-St Germain Act  o f  1982, the  FDIC and FSLIC rece ived RFC - 

l i k e  powers t o  p rov ide  solvency ( c a p i t a l )  support t o  p o o r l y  c a p i t a l i z e d  and 

i n s o l v e n t  depos i to ry  i n s t i t u t i o n s ,  b u t  they were n o t  exp l  i c i  t l y  au tho r i zed  t o  

borrow f rom the  Fed t o  fund such opera t ions .  Fed forbearances regard ing  

advances t o  depos i to ry  i n s t i t u t i o n s  t h a t  the FDIC assumes, as was the  case 

w i t h  t h e  advances t o  Cont inenta l  I l l i n o i s  (1984) and F r a n k l i n  Nat iona l  Bank 

(1974), a re  unique: the Fed never made such prolonged advances i n  such l a rge  

amounts, p r i o r  t o  the F r a n k l i n  case. 27 However, the  p o i n t  t o  consider 

regard ing  such new forms o f  rescues i s  whether, assuming t h a t  the  FDIC now has 

s u f f i c i e n t  f i n a n c i a l  resources t o  mount such e f f o r t s ,  then the FDIC, ins tead 

o f  t he  Fed, should use i t s  RFC-like powers t o  a s s i s t  depos i to ry  i n s t i t u t i o n s  

t h a t  r e q u i r e  solvency o r  c a p i t a l  support.  I n  o the r  words, wh i l e  Fed 1i . feboat 

opera t ions  might  work (under the convenience theory)  t o  support smal ler 

i n s t i t u t i o n s ,  i t  i s  f a r  from c lea r  t h a t  (under- the necess i ty  t heo ry )  l a rge  

i n s t i t u t i o n s ,  e s p e c i a l l y  those w i t h  small percentages o f  insured depos i ts ,  can 



o r  should be saved by any c e n t r a l  bank- led l i f e b o a t  o p e r a t i o n  o r  FDIC solvency 

ass is tance.  Before the  Cont inenta l  I l l i n o i s  rescue, t he  l a r g e s t  completed 

1 i f e b o a t  o p e r a t i o n  1 nvolved F i r s t  Pennsylvania Nat iona l  Bank, which had about 

$9 b i l l i o n  o f  t o t a l  assets a t  t h e  t ime (1980). 28 

The d i s t i n c t i o n  t h a t  must be made between discount-window and open-market 

ope ra t i ons  i n  LLR theory  i s  i l l u s t r a t e d  by the  Great Cont rac t ion  o f  

1929-1933. The gene ra l l y  .accepted view o f  Federal Reserve opera t ions  du r i ng  

the  Great Cont rac t ion ,  u s u a l l y  cha rac te r i zed  as a f a i l u r e  o f  t he  LLR, does no t  

d i s t i n g u i s h  between the  Fed's discount-window and open-market opera t ions .  2 9 

The sum o f  ad jus ted  bank and savings i n s t i t u t i o n  depos i ts ,  toge ther  w i t h  

currency ou ts tand ing ,  shrank f rom $57.2 b i l l i o n  (October 1929) to  $40.8 

b i l l i o n  (March 19331, reduc ing  t h e  e f f e c t i v e  money stock,  an ances t ra l  fo rm o f  

M - l A ,  by 28.7 percent .  30 I n  t he  face  o f  d e c l i n i n g  p u b l i c  demand f o r  bank 

c r e d i t ,  t he  most generous d i scoun t  window (LLR) i n  t he  wor ld  cou ld  have done 

1 i t t l e  to  sus ta in  t he  1929 money s tock  o r  p r i c e  l e v e l .  Indeed, the  Federal 

Reserve r e g u l a r l y  reduced the  d iscount  r a t e  throughout  t he  Great Cont rac t ion ,  

from 6 percent  (New York) i n  October 1929 t o  2.5 percent  (New York) i n  June 

1932. The d iscount  r a t e  was increased f rom 2.5 to  3.5 percent  on March 3, 

1933, t h e  day the  bank h o l i d a y  was proclaimed. The New York Fed's buying r a t e  

f o r  pr ime 90-day bankers'  acceptances was reduced f rom 5.125 percent  i n  

October 1929 t o  0.25 t o  0.375 percent  i n  January 1933; t h a t  r a t e  then 
/ 

increased t o  1.125 t o  3.375 percent  d u r i n g  the  March 1933 bank ho l i day .  3 1 

Thus, extremely generous discount-window p o l i c i e s  d i d  no t  ava i l- - hard ly  

anyone wanted t o  borrow money, even a t  d iscount  r a t e s  as low as 2.5 percent  o r  

acceptance buying r a t e s  (proxy f o r  open-market r a t e s )  as low as 0.25 percent .  

I t  was n o t  poss ib le  t o  push on the  monetary s t r i n g  f rom a passive d iscount  



window, and the  d iscount  window u s u a l l y  must be passive t o  avo id  moral 

hazard. Any coordinated and sustained p o l i c y  o f  open-market purchases, a t  

almost any r a t e ,  would have been a b e t t e r  p o l i c y  and might have turned the 

monetary c o l  lapse around. Yet, such purchases would have c o n s t i t u t e d  a pol  i c y  

o f  aggress ive ly  supply ing bank reserves ( l i q u i d i t v )  t o  the  market i n  the  

aaareaate, n o t  solvency o r  c a p i t a l  support t o  p a r t i c u l a r  i n s t i t u t i o n s .  I n  any 

case, i t  should be obvious t h a t  t he  proper s t ra tegy  f o r  t he  Fed t o  have 

pursued, 1929-1933, would have been aggressive open-market operat ions t o  

support aeneral l i q u i d i t y  and t o  prevent  l o c a l i z e d  l i q u i d i t y  shortages from 

causing general 1 i q u i  d i  t y  t o  implode. Monetary po l  i c y  should n o t  be confused 

w i t h  the  prudent  conduct of LLR p o l i c y .  I t  i s  wrong t o  say t h a t  the Fed 

f a i l e d  as LLR i n  1929-1 933, r e f e r r i n g  t o  d i  scount-wi ndow operat ions,  bu t  i t  

would be c o r r e c t  t o  say t h a t  the  Fed was t o o  caut ious an opera tor  o f  an open 

market t r a d i n g  desk then. 

The f o l l o w i n g  anecdote i l l u s t r a t e s  both the moral ( o r  ph i l osoph ica l )  and 

procedural d i f f e rences  between a p roper l y  conducted LLR (d iscount  window) and 

a p roper l y  conducted monetary p o l i c y  (open market operat ions) :  I n  the o l d  

days o f  r o y a l  coinage, the  r o y a l  m i n t  had two choices f o r  expanding the  l o c a l  

money supply. Option one, the  necess i tv  theory, would have requ i red  the 

chance l lo r  o f  the  exchequer t o  toss  the  prescr ibed amount of new go ld  coins 

ou t  the  tower window p e r i o d i c a l l y ,  w i thou t  l ook ing  t o  see who caught the 

coins. * The aggregate supply of domestic money (1  i q u i d i  t y )  was expanded, 

and t h e  chance l l o r ' s  open-market duty was performed admirably. I n  the 

a l t e r n a t i v e ,  the  chance l lo r  could have o f fe red the go ld  a t  p u b l i c  auc t ion  

t o  the  h ighest  b idder.  Thus, those w i t h  the greates t  demand f o r  l i q u i d i t y  

*I am indebted t o  James G. Hoehn, Federal Reserve Bank o f  Cleveland, f o r  t h i s  

anal ogy . 



would o f fe r  the h ighes t  p r i c e  and would rece i ve  the  g r e a t e s t  supply o f  

l i q u i d i t y .  This s t o r y  i l l u s t r a t e s  the essence o f  Currency School-monetarist-  

ru les- necess i ty  theory,  as app l i ed  t o  the LLR: a p rope r l y  conducted 

open-market ope ra t i on  e l im ina tes  the need f o r  a d iscount  window LLR because 

aggregate 1 i qui  d i  t y  i s maintained. P a r t i c u l a r  f i r m s  may be i nso l ven t  and 

might  f a i  1, bu t  t h a t  i s  of no concern t o  the  chancel l o r ,  as l ong  as s u f f i c i e n t  

aggregate 1 i q u i d i  t y  i s maintained. 

Now l e t  us consider  o p t i o n  two, the  convenience theory,  the d iscount  

window (LLR) ve rs ion  of the preceding anecdote. Ins tead o f  t oss ing  coins o u t  

t he  window o r  h o l d i n g  an auc t ion ,  the chancel l o r  descends t o  the cour tyard,  

looks  over  the crowd, and of fers bags of go ld  t o  ( s e l e c t  one among these 

cho ices) :  (a) a few of h i s  chosen f r i e n d s ,  (b) those who o f f e r  the h ighes t  

i n t e r e s t  r a t e  f o r  the  gold, o r  (c )  those w i t h  g rea tes t  demonstrable need f o r  

t he  go ld ,  a t  e i t h e r  a f l a t  r a t e  o r  a subsidy r a t e .  The o n l y  choice t h a t  can 

be r e c o n c i l e d  w i t h  Bagehot's supposedly c l a s s i c  theory (d i scoun t  f r e e l y  a t  a 

p e n a l t y  r a t e )  i s  (b) ,  bu t  the  Federal Reserve says t h a t  i t s  normal p o l i c y  i s  

( c ) ,  w h i l e  ou ts ide  observers a l l e g e  t h a t  the  p o l i c y '  i s  (a) .  32 

Without comment on which i s  t he  c o r r e c t  i n t e r p r e t a t i o n  o f  cu r ren t  po l  i c y ,  

i t  s t i l l  should be c l e a r  t h a t  an oppor tun i t y  f o r  abuse o f  t he  LLR (d iscount  

window) e x i s t s  under o p t i o n  two--the chance l lo r  could s e l e c t  o p t i o n  (a),  a few 

o f  h i s  f r i e n d s ,  and n o t  much cou ld  be done about i t  if he were n o t  p o l i t i c a l l y  

accountable f o r  h i s  ac t i ons .  Moreover, if the p r i n c i p a l  " f r i end"  under o p t i o n  

(a)  were the k i n g  h imse l f  ( t h e  government o r  the Treasury),  then (a)  would 

seem q u i t e  a l i k e l y  choice i n  the normal coclrse of events. I n  such a 

circumstance, convenient loans, e i t h e r  d i r e c t 1  y t o  the government o r  t o  t h i r d  

p a r t i e s  t h a t  the government would have had t o  fund i f  the  LLR d i d  n o t  



f und  them, might  be expected t o  p r o l i f e r a t e .  Once t h e  monetary a u t h o r i t i e s  

and the  government d iscover  such convenience, the usual d i s t i n c t i o n s  between 

advances f o r  1 i q u i d i  t y  ass i  stance, on the s e c u r i t y  o f  sound assets, and 

advances f o r  s o l v e n c ~  o r  c a p i t a l  support might become b l u r r e d .  Recourse t o  

o p t i o n  ( b ) ,  a p e n a l t y  r a t e ,  would become impossible because such a r a t e  would 

make the m a r g i n a l l y  so l ven t  newly i nso l ven t  and would deepen the insolvency o f  

those a l ready  i n s o l v e n t .  Besides, i f  the government became a borrower, i t  

would be d i f f i c u l t  t o  charge i t  a pena l ty  r a t e .  Thus, the  s u p e r f i c i a l  

a t t r a c t i o n  o f  t he  d iscount  window as LLR i s  decept ive- - i t  i s  e a s i l y  abused and 

p l a y s  very much i n t o  the  hands o f  proponents o f  Banking School- 

post-Keynesian--discretion- convenience theory. 

I t  i s  p u z z l i n g  t h a t  people who consider themselves adherents o f  the  bas ic  

t ene ts  o f  the  Currency School (monetari s t s )  sometimes advocate the  LLR 

methodology o f  t h e  Banking School (Keynesians), b u t  t h a t  probably happens 

because o f  i n s u f f i c i e n t  a t t e n t i o n  t o  the h i s t o r i c a l  development o f  LLR theory  

i n  t he  U.S. and the  maintenance o f  l o g i c a l l y  cons i s ten t  arguments between the  

two r i v a l  camps. Mere p o l i t i c a l  expediency, i n  f a c t ,  m ight  have noth ing  t o  do 

w i t h  i t .  Nevertheless, people who o r d i n a r i l y  would be deeply t roub led  by 

advocacy o f  having the c e n t r a l  bank fund the Treasury 's  d e f i c i t s ,  because o f  

t he  monetary imp1 i ca t ions  of such a po l  i c y  course, o f t e n  are  s u r p r i s i n g l y  

w i  11 i n g  t o  have the  c e n t r a l  bank prov ide  solvency o r  c a p i t a l  support t o  

i n s o l v e n t  i n s t i t u t i o n s  t h a t  e i t h e r  would have t o  be a l lowed t o  f a i l  o r  would 

have t o  be funded d i r e c t l y  by the Treasury i t s e l f  i n  the  absence o f  such 

c e n t r a l  bank support.  

This  tendency o f  some monetar is ts  t o  approve o f  an a c t i v i s t  LLR may be 

a t t r i  busted a1 so t o  misreading Bagehot (1 873) and Friedman and Schwartz (1 963, 



a t  391-4091. While Friedman and Schwartz descr ibe  c l e a r l y  how some 

combi na t i on  o f  Federal Reserve 'di  scount-wi ndow advances and open-market 

purchases o f  s e c u r i t i e s  cou ld  have been used t o  counterac t  t he  monetary 

con t rac t i on  (1929-19331, w i t h  open-market purchases the  p r e f e r r e d  ope ra t i ng  

veh ic le ,  some w r i t e r s  who normal ly  oppose the  concept o f  the  i n t e r v e n t i o n i s t  

LLR and who may be presumed t o  be genera l l y  sympathet ic w i t h  t h e  o b j e c t i v e s  o f  

t h i s  paper have w r i t t e n ,  never theless,  t h a t  " the  Fed ... d i d  n o t  have the same 

d i r e c t  i ncen t i ves  as the  clearinghouse t o  ma in ta in  the  solvency o f  the banks, 

Candl f a i l e d  t o  per form as we1 1 i n  dea l i ng  w i t h  the  bank runs f rom 1929 

through 1933 ... ." See, e.g., Kaufman (1988, a t  571); Golembe (1988, a t  

10). Kane (1988, a t  17-18) o f f e r s  the  f o l l o w i n g  i n s i g h t  i n t o  t h i s  problem: 

The a b i l i t y  of powerful groups t o  e x t r a c t  government 
subsid ies may be deemed t o  be p a r t  and pa rce l  o f  the  
American system of f r e e  e n t e r p r i s e .  . . . A . . . 
reasonable goal i s  merely t o  make t h e  p roduc t i on  o f  
s e l e c t i v e  subsid ies more p a i n f u l  t o  the  agents who 
bene f i t  f rom t h e i r  c rea t i on .  

Thus, r e c o g n i t i o n  t h a t  convenient loans t o  i n s u r e  the  solvency o f  p a r t i c u l a r  

banks c o n s t i t u t e  a p u b l i c  subsidy t o  those banks i s  the  beginning o f  wisdom on 

t h i s  issue and, I f po l  icymakers become persuaded by Kane's argument, may 

con t r i bu te  t o  the  exac t i on  o f  g rea ter  pa in  i n  the  f u t u r e  f rom the  agents 

b e n e f i t i n g  f rom the  subsidy. 

Some economists have noted and are t roub led  by the  apparent inconsis tency 

between o f f i c i a l  statements o f  devot ion t o  the  q u a n t i t y  theory o f  money, on 

the  one hand, and r e l i a n c e  on the  d iscount  window as LLR, on the o t h e r  hand. 

For example, M i l t o n  Friedman (1960, a t  30-511 84-86, 100) i n  l ec tu res  

de l i ve red  i n  1959, recommended t h a t  the Federal Reserve's power t o  make loans 



to member banks, private individuals, corporations, or nonfederal public 

bodies be repealed, precisely because such power was seen to be inconsistent 

with a monetary policy that depended on open-market operations and with 

deregulation of banks' deposit-taking powers. 

In particular, Goodfriend and King (1987) accomplished a significant 

breakthrough in sorting out the practical consequences of pursuing the two 

opposing theories of the LLR, described above as necessity vs. convenience. 

Their principal insight is that extensive reliance on a discount window LLR 

creates the need for an extensive and costly system of supervisory and 

regulatory compliance mechanisms to insure that the LLR is not abused. On the 

other hand, they argue, and I concur, a purely monetary (necessity) policy 

creates no real need for a discount window LLR at all and tends to foster 

increasing level s of financial services deregulation because no monitoring 

system .is necessary to prevent abuse of the LLR. Some of Goodfriend's and 

King' s conclusions (my adaptations) are as fol lows: 

1 . Monetary pol icy [open-market operations I can a1 1 evi ate banki ng cri ses 

by increasing the money supply and smoothing nominal interest rates. 

2. Banking pol icy [discount window1 ordinarily Ci.e., in small or modest 

amounts 1 i nf 1 uences nei ther hi gh-powered . money nor the aggregate 

supply and demand for goods. 

3. "Central bank transfers to troubled financial institutions 

redistribute wealth between different classes of citizens at best; 

inappropriate incentives for ri sktaki ng and 1 iquidi ty management may 

lead to more severe and frequent financial crises at worst."33 



4. "Banking po l  i c y  Cdi scount window1 needs c o s t l y  suppor t ing  r e g u l a t i o n  

and superv is ion  ... n o t  t o  be abused." 

5. "Monetary p o l i c y  [open market o p e r a t i o n s l  can be accomplished i n  a 

manner t h a t  is1 anonymous ... ." Th is  i s  analogous t o  the  p o i n t  made 

above about the chance l l o r  o f  the  exchequer t o s s i n g  the co ins  o u t  the 

tower window wi thout  l ook ing  t o  see who catches them. 

6. "Monetary p o l i c y  [open market o p e r a t i o n s l  ... ac ts  on economy-wide 

p r i c e s  and i n t e r e s t  ra tes ,  and there fore  needs no support ing 

r e g u l a t i o n  and superv is ion."  

"There i s  l i t t l e  evidence t h a t  p u b l i c  l end ing  t o  p a r t i c u l a r  

i n s t i t u t i o n s  i s  e i t h e r  necessary o r  appropr ia te .  Even i f  c e n t r a l  

bank l end ing  served a useful purpose e a r l i e r  i n  the  century,  today 's  

c r e d i t  markets have become h i g h l y  e f f i c i e n t .  [ I  am more skep t i ca l  

th'an Goodfr iend and K ing  about t h a t  e f f i c i e n c y ,  b u t  any so lvent  

borrower should be a b l e  t o  o b t a i n  c r e d i t  i n  today 's  c r e d i t  markets. I 

We t h i n k  i t  i s  impor tan t  t o  begin t o  ask whether c e n t r a l  bank 

lending,  e i t h e r  through the d iscount  window o r  through the  payments 

system, i s  s t i l l  necessary." 

8. "We wonder whether t h e  Federal Reserve's p o t e n t i a l  performance as a 

monetary au tho r i  t y  Copen market opera t ions  I would n o t  be enhanced by 

shedding o f  i t s  c e n t r a l  banking [d iscount  window and payments 

mechanism] f u n c t i o n s . "  



On this latter point, it is worth noti'ng that some foreign central banks 

actively support price levels in government securities, obligations of 

government-sponsored credit intermediaries, certain commodities, and even, in 

Japan in the 1960s, the local stock market. But even if thev d o  such things, 

that does not necessarily mean that we should imitate their example. When 

LLR policy allows direct support of the price level on the stock exchange, 

option two (a) in the chancellor of the exchequer anecdote (loans to a few 

chosen friends) becomes more likely than not. Therefore, if Goodfriend's and 

King's conclusions are correct, and I be1 ieve that they generally are correct, 

then a wholesale rethinking of U.S. LLR theory is necessary. 

V. Conclusion 

A principally American, as distinguished from European, theory of the LLR 

has evolved in the United States, starting from the same origin as in England, 

the writings of Adam Smith. In the U.S., spurred by the concerns of Madison 

and Jefferson regarding too great a convenience in central-bank loans to the 

Treasury o r  to individual corporations, a view of the LLR emerged that was 

para1 lel t o  the thinking of the Currency School at the Bank of England. After 

1890, the U.K. pursued actively an interventioni st LLR pol icy, preferring to 

mount lifeboat operations to save arguably insolvent banks and merchant 

banks. U.S. policy usually did not follow that lead of the U.K. but remained 

within the broad outlines of a necessity theory of the LLR until the large 

failing-bank rescues of the 1970s. Friedman and Schwartz (1963)  taught us 

that it is possible for the central bank  to o f f e r  extremely attractive 

di scount-window rates without stopping a 1 iquidi ty implosion--only aggressive 



open-market purchases, a t  any spec i f i ed  ra te ,  can accomplish t h a t  ob jec t ive .  

 he new large-bank rescues (1970s and 1980~1,  w i th  even more ominous portents 

o f  LLR rescues o f  governmental agencies, miss the po in t  of RFC operations i n  

the 1930s--only the government i t s e l f ,  which i s  p o l i t i c a l l y  accountable, not 

the cen t ra l  bank, which i s  no t  so c l e a r l y  p o l i t i c a l l y  accountable, should 

mount solvencv o r  cap i t a l  support operations f o r  p a r t i c u l a r  i n s t i t u t i o n s  o r  

agencies, as long as the cen t ra l  bank's open-market operations provide 

necessary aggregate 1 i a u i d i ' t ~  t o  the markets. The American LLR should not 

attempt l i f e b o a t ,  solvency, o r  capi ta l- support  operations t o  maintain targeted 

p r i c e  l eve l s  i n  p a r t i c u l a r  markets, no matter what the cen t ra l  banks i n  

European and other  f o re i gn  countr ies do--that i s  a matter o f  convenience f o r  

them, not  necessitv, and the American LLR i s  o r  ought t o  be governed by a 

necessi t v  standard. Besides, no one accuses the Fed's open-market t rad ing 

desk o f  supplying i n s u f f i c i e n t  aggregate l i q u i d i t y  l a t e l y .  Before expanding 

the Federal Reserve's LLR operations, policymakers should pause t o  consider 

the message o f  Goodfriend and King (1987): understand where a consistent  and 

coherent theory o f  cent ra l  banking l i e s ,  and then move p o l i c y  ahead. To do 

otherwise i s  t o  op t  f o r  the convenience theory o f  the LLR, not  the necessity 

theory . 
M i l t on  Friedman, w r i t i n g  i n  a 1985 symposium on the Keynesian heri tage, 

quoted a l e t t e r  t h a t  Keynes wrote t o  F r ied r i ch  von Hayek i n  1944, on the 

occasion o f  the pub l i ca t ion  o f  Hayek's Road t o  Serfdom. While Keynes wrote o f  

h i s  misgivings about cent ra l  planning, I believe t ha t  the same remarks apply 

w i t h  a t  l eas t  equal v igor  t o  the advocacy o f  convenience o r  d i sc re t i on  i n  U.S. 

LLR theory: 



Moderate planning w i  11 be safe i f  those car ry ing  
i t  ou t  are r i g h t l y  or iented i n  t h e i r  own minds 
and hearts t o  the moral issue. This i s  i n  f a c t  
already t rue  o f  some o f  them. But the curse i s  
t h a t  there i s  an important sect ion who could 
almost be sa id  t o  want planning not  i n  order t o  
enjoy i t s  f r u i t s  but  because moral ly  they ho ld  
ideas exact ly  the opposite o f  yours C d .  
Hayek'sl and wish t o  serve not  God but  the 
d e v i l .  Reading the New Statesman & Nation one 
sometimes f e e l s  t h a t  those who w r i t e  there, whi le  
they cannot sa fe ly  oppose moderate planning, are 
r e a l l y  hoping i n  t h e i r  hearts t h a t  i t  w i l l  no t  
succeed; and so prejudice more v i o l e n t  ac t ion.  
They fear  t h a t  if moderate measures are 
s u f f i c i e n t l y  successful, t h i  s w i  11 a1 low a 
reac t ion  i n  what you th ink  the r i g h t  and they 
t h i n k  the wrong moral d i rec t ion .  Perhaps I do 
them an i n j u s t i c e ;  but  perhaps I do not.34 

I n  the Appendixes t o  t h i s  paper, there are three excerpts on the evo lu t ion 

o f  the American theory o f  the LLR i n  the twent ieth century. They are a l l  i n  

the s p i r i t  o f  the fo l low ing  remarks o f  Michele Frat iann i ,  de l ivered i n  a 1983 

semi nar : 

[It i s 1  a fundamental e r ro r  ... [ t o  f a i l 1  t o  
d is t ingu ish  between insolvency and i 11 i q u i d i  t y .  
This has been a great  theme i n  t h i s  ... 
[conference]: the separation o f  the problems o f  
the ind iv idua l  bank from the problem o f  the 
system as a whole. 

I do not  want t o  repeat t h i s  argument except t o  
r e f e r  t o  Anna Schwartz's exce l lent  presentat ion 
and make the addi t iona l  po in t  t h a t  bankers know 
the d i s t i n c t i o n  very wel l .  They do not care t o  
make i t, f o r  i t  pays not to .  I t  i s  not  t h a t  we 
do 'not teach the p r i n c i p l e  i n  the schools; i t  i s  
not  t ha t  i t  i s  not  wel l  understood, but t h a t  i t  
i s convenient f o r  i nd iv idua l  bankers t o  t r e a t  
insolvency, which i s  a micro problem, as a 
systemic problem. Perhaps i f  we were t o  f i n d  
ourselves i n  the same pos i t i on ,  we would be 
induced t o  do the same thing.35 



Footnotes 

1. Humphrey and Keleher (1984, at 282). They cite Thornton's An Enauirv Into 

the Nature and Effects o f  the Paper Credit o f  Great Britain (1802, 

reprinted 19391, among other sources, as the original study of the role of 

the Bank o f  England as LLR. The copy o f  Thornton's Enquiry available to 

me is reprinted in John R. McCulloch, ed., A Select Collection o f  Scarce 

and Valuable Tracts and Other Pub1 i cations on Paper Currency and Banking 

(1857, reprinted 1966). 

2. Press reports in April 1988 indicated that FCA's principal subsidiary, 

American Savings & Loan, Stockton, California, had negative net worth 

under regulatory accounting standards at the end o f  ' March 1988. Other 

press reports indicated that the FSLIC had negative net worth o f  $11.6 

billion at year-end 1987, under regulatory accounting standards. 

Regarding Texas asset vaiues, see 6 Grant's Interest Rate Observer, no. 5 

(March 7, 1988). 

3. See. e.u., Adams (1929, at 83-97); Malone (1951, at 286-306, 337-350, 

421-4771. 

4. It is entirely possible also that partisans of a noninterventionist LLR 

too often are intimidated, in the heat of a financial crisis, by the 

warning usually issued by the interventionists: "Remember, if there is a 



systemic c r i s i s  because o f  your nonintervent ionism, i t  w i l l  be e n t i r e l y  

your  f a u l t . "  This  argument ( ? I  i s  f a r  f rom persuasive because the  

n o n i n t e r v e n t i o n i s t  a l ready  understands t h a t  he w i l l  be p o l i t i c a l l y  

accountable f o r  non in tervent ion ,  wh i l e  the  i n t e r v e n t i o n i s t  u s u a l l y  in tends  

t o  de fer ,  d i f f u s e ,  o r  avo id  p o l i t i c a l  a c c o u n t a b i l i t y  by i n te rven ing .  

Also,  i t  may be t h a t  i n t e r v e n t i o n i s t  p o l i c i e s  c rea ted the  f i n a n c i a l  market 

o r  r e a l  economic i n s t a b i l i t y  t h a t  enabled the  c r i s i s  t o  occur i n  the  f i r s t  

p lace .  Schwartz (1987) r a i s e s  t h i s  issue d i r e c t l y ,  n o t i n g  t h a t  the  

f a i l u r e  o f  c e n t r a l  banks t o  main ta in  p r i c e  s tab i  1  i t y  a f t e r  1960 o r  so may 

have l e d  bankers t o  en te r  i n t o  cont rac ts  whose p r i c e s  cou ld  n o t  be 

susta ined when the  ex te rna l  p r i  ce regime changed, thereby c r e a t i  ng deeper 

and more widespread inso lvenc ies  than p rev ious l y  was the  case. Gut tentag 

and Her r ing  (1985a, e.4., a t  49) r a i s e  t h i s  issue i n d i r e c t l y ,  n o t i n g  t h a t  

the  costs o f  p revent ing  i n d i v i d u a l  banks from assuming i nso l vency- r i sk ing  

exposures are f a r  l ess  wh i l e  the  perceived r i s k s  a re  low and wh i l e  the  

exposures are b u i l d i n g  than the costs o f  reducing those exposures, once 

they have been i ncu r red  and once the  perceived r i s k  i s  g rea t .  Separate ly  

(1987, a t  221, Gut tentag and Her r ing  w r i t e  t h a t  t he  LLR, "when confronted 

w i t h  a  c l e a r  and present  danger of an impending c r i s i s ,  [seems i n v a r i a b l y  

t o  ignore1 concerns about the p o t e n t i a l  b e n e f i t s  o f  g rea ter  

d i s c i p l i n e . .  . ." Also  (id. a t  301, they w r i t e ,  "We know o f  no s i n g l e  case 

where a  c r i s i s  threatened an abrupt  f a i l u r e  o f  a  major bank and an LLR 

w i t h  the  power t o  prevent i t  f a i l e d  t o  do so."  Schwartz (1987) warns 

aga ins t  the "hyperact ive"  LLR, "pour ing funds i n t o  the market when the  

occasion f o r  doing so fo rec loses  the adopt ion of fundamental s o l u t i o n s . "  



5. Humphrey and Keleher (1984, a t  276-277). They w r i t e  t h a t  

Many authors who i n i t i a l l y  exp la ined the  LLR 
f unc t i on  d i d  so f rom the  perspect ive  o f  a  small 
open economy o f t e n  o p e r a t i  ng under f i xed exchange 
r a t e s  ; t h a t  i s, under an i n t e r n a t i o n a l  commodity 
( o r  gold)  standard .... Accord ing ly ,  the  

.. i n f l u e n c e  o f  f i x e d  exchange r a t e s  i n  an open 
economy c l e a r l y  dominated many of t he  e a r l y  
exp lanat ions  o f  the  LLR. 

6. For example, t he  Bank o f  England suspended specie redemption i n  the 

f o l l o w i n g  years:  1797 t o  1819, 1825, 1837, 1847, 1857, and 1866. 

Kindleberger  (1984, a t  90-92). 

7 .  See e.a., Goodhart (1985, a t  34-35, 52). Goodhart 's arguments, w r i t t e n  

f rom the  U.K. perspect ive,  are genera l l y  accepted i n  banking c i r c l e s  

f a v o r i n g  s t r o n g l y  i n t e r v e n t i o n i s t ,  g r e a t l y  d i s c r e t i o n a r y  approaches t o  

discount-window LLR opera t ions .  Goodhart charac ter izes  the  d i s t i n c t i o n  

between. i l l i q u i d i t y  and insolvency as a  myth, observes t h a t  banks 

r e q u i r i n g  LLR support because o f  " s u f f i c i e n t  i l l i q u i d i t y  ... w i l l  i n  most 

cases a l ready  be under susp ic ion  about ... solvency", and dismisses the 

n o t i o n  t h a t  c e n t r a l  banks1 ass is tance should be l i m i t e d  t o  

i l l i q u i d- b u t- n o t- i n s o l v e n t  banks as " f a c i l e  and unworkable." Goodhart 

assumes t h a t  moral hazard ( induc ing  r i s k i e r  behavior on the  p a r t  o f  the 

insured e n t i  t i e s )  may be c o n t r o l  l e d  by s t ronger  mon i to r ing  and i nspec t i on  

by the c e n t r a l  bank, bu t  t he  U.S. experience i n  t h a t  regard, both i n  the 

1920s and the  1970s-1980s, has been t h a t  the d i f f u s i o n  o f  d i r e c t  

po l  i ti ca l  responsi b i  1  i t y  among several bank r e g u l a t o r s ,  together  w i t h  the 

lodg ing  o f  the p r i n c i p a l  superv isory r e s p o n s i b i l i t y  ou ts ide  the cen t ra l  

bank, have fo rced  the  moral hazard issue i n t o  the  background and have 

made the  d e f e r r a l  o r  avoidance o f  hard choices w i t h i n  the superv isory 



apparatus a practical consequence of any LLR operation. Goodhart may be 

satisfied with the results of such operations in the U.K., but the 

long-term consequences of such politically motivated LLR operations in 

the U.S. may prove enormously expensive. Contra Goodhart, see Hall 

(1987) and Schwartz (19871. Hall reviews the Bank o f  England's behavior 

during the Johnson Matthey crisls of 1984 and calls for abolishing "the 

regulators' practice of launching 'lifeboats' to rescue ailing 

intermediaries in the interests o f  financial stability." Schwartz 

observes that arguments like Goodhart's in defense o f  an interventionist 

LLR "are contrived." &e also, Kindleberger (1984, at 92), and Guttentag 

and Herring (1985b, at 19, 26). Kindleberger has observed that 

distinctions, such as those drawn here, between lifeboats or safety net 

operations and LLR operations (apparently meaning open-market operations) 

may be too sharp and that the liquidity vs. solvency distinction also may 

be too sharply drawn. Kindleberger's view, expressed in private 

correspondence with me, is that "If not enough is done t o  re1 ieve 

liquidity, insolvency spreads, and there are occasions when one needs to 

relieve insolvency in order to keep that from propagating. The basic 

criterion ... is whether one can arrest spreading collapse." Guttentag 

and Herring argue that, while public policymakers normally assume that 

bailout lending is socially useful, outside observers find it difficult 

to determine the social uti 1 1  ty of bailout loans because only previ-ously 

existing creditors have incentives to participate in bailout lending. 



8. See Moley (1939, a t  158-161) f o r  an account of the  i n i t i a l  d i s t r u s t  

w i t h i n  t h e  Roosevelt  Admin i s t ra t i on ,  i n  1933, for a l l  schemes i n v o l v i n g  
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a o n e- t h i r d  go ld  cover a p p l i e d  t o  Federal  Reserve currency notes 

ou ts tand i  ng . Cf.  R. Smi t h  ( 1939, a t  358-3591, another skep t i  c a l  account 

o f  t h e  same episode. . 

9. See. e . a .  , K i  nd l  eberger (1 978, 1984) ; Goodhart (1 985). For those who may 

have f o r g o t t e n  i n  whose camp they  belong, the  views o f  t h e  Banking School 

a re  l o o s e l y  cons1 s t e n t  w i t h  those of post-Keynesian economists, wh i le  

those o f  the  Currency School a re  l o o s e l y  cons i s ten t  w i t h  t he  tenets  o f  

modern-day monetar is ts  and some A u s t r i a n  School economists. Cf. 

K ind leberger  (1978, 1985). 

10. Bagehot (1873). 

11. Bagehot (1873, a t  108-110, 121-1341. A l so  quoted i n  p a r t  i n  Goodhart 

(1985, a t  177-178). 

12. I t  i s  n o t  c l e a r  t h a t  Bagehot would have advocated l e t t i n g  one o f  t he  U.K. 

c l e a r i n g  banks f a i l - - h e  i s  n o t  c l e a r  on t h i s  p o i n t .  Most o f  h i s  

sympathies were w i t h  the  Banking School--he probably  would have found a 

l i f e b o a t  ope ra t i on  a happy s o l u t i o n .  

13. K indleberger  (1978, a t  152-155; 1984, a t  92; 1985, a t  191-2091. 



14. See. e.a..  K ind leberger  (1984, a t  108-113, 126-135). 

15. A. Smith (1976, a t  i, 340). Smith nowhere mentions LLR assis tance 

rega rd ing  i n s o l v e n t  i n s t i t u t i o n s .  He i n f e r e n t i a l l y  seems to  condemn such 

an i d e a  i n  h i s  d iscuss ion  o f  accommodation b i  11s f i n a n c i n g  o f  S c o t t i s h  

banks (i, 320-337). However, i n  h i s  chapter on p u b l i c  debts (book V, cp. 

3 1 ,  Smith dep i c t s  the  char te red  monopoly t r a d i n g  companies (which he 

c a l l s  " j o i n t  s tock companies") as a  group o f  mismanaged i n s t i t u t i o n s  t h a t  

c o n s t a n t l y  crawl to Par1 i ament f o r  e i t h e r  f o r e i g n  m i  1  i t a r y  ass i  stance o r  

f i n a n c i a l  rescues. E i t h e r  way, t he  U.K. p u b l i c  debt  i s  increased t o  

a l l e v i a t e  the d i f f i c u l t i e s  o f  t he  j o i n t - s t o c k  companies. I t  i s  an 

u n f l a t t e r i n g  d e s c r i p t i o n  of  the  f inances  o f  the  j o i n t - s t o c k  companies. 

16. Hami l ton (1904, a t  477, 490, 492). Hamil ton was f a m i l i a r  w i t h  Smith's 

book and may have de r i ved  the  "convenient loans t o  t he  government" 

argument f r om i t. 

17. See Clarke  and Hal 1  (1967, a t  39-45, 82-85, 91-94). Madison c i t e d  

Smi th 's  Wealth o f  Nat ions by name (id. a t  391, and Je f fe rson  a l s o  was 

f a m i l i a r  w i t h  t he  book. 

18. C la rke  and H a l l  (1967, a t  82). 

19. C la rke  and H a l l  (1967, a t  8 3 ) .  

20. Lan ie r  (1922, a t  199-200). 



21. Faulkner (1959, at 141-157). 

22. See aenerally, Hackley (1973). 

23. See aenerally, Friedman and Schwartz (1963, at 251-266, 298, 407-419). 

Cf. Chandler (1958, at 188-246). 

24. See Hackley (1973). 

25. Jones ( 1951 , esp. at 3-87) ; Upham and Lamke ( 1934). Guttentag and 

Herring (1987, at 201, whi le being more generally disposed than I toward 

central bank discount window LLR assistance, do note that a central bank 

might not be the optimal agency for providing LLR assistance to insolvent 

firms. But they note (U. at 21 1 that practice, in this regard, "does 

not entirely square with principle ." 

26. Jones (1951); Upham and Lamke (1934). a. 1932 and 1933'Federal 

Reserve Bul letins. 

27. For an account of the Continental Illinois rescue, see Sprague (1986). 

For an account of the Frank1 in rescue, see Spero (1 980). 

28. See Sprague (1986, 77-106.) Sprague writes, at 89, as follows regarding 

the Federal Reserve discount window's role as LLR: 



The Fed's r o l e  as lender o f  l a s t  r e s o r t  f i r s t  
generated content ion  between the Fed and FDIC 
du r ing  t h i s  per iod .  The Fed was l e n d i n g  h e a v i l y  
t o  F i r s t  Pennsylvania, f u l l y  secured, and Fed 
Chairman Paul Volcker sa id  he planned t o  cont inue 
fund ing  i n d e f i n i t e l y  u n t i l  we could work o u t  a  
merger o r  a  b a i l o u t  t o  save the bank. Our 
p o s i t i o n  was c l e a r .  The Fed re fuses  t o  l end  
w i thout  impeccable c o l l a t e r a l ,  so i t  i s  always 
protected.  FDIC, however, i s  exposed. Beyond 
t h a t ,  i f  Fed fund ing  keeps an i n s t i t u t i o n  open 
longer than i t  should be, then uninsured 
deposi t o r s  who w i  thdraw t h e i r  funds d u r i  ng t h i  s  
pe r iod  rece i ve  a  preference,  and the  u l t i m a t e  
bank f a i l u r e  i s  more c o s t l y  t o  FDIC. 

The p o i n t  made i n  Sprague's l a s t  sentence above i s  accurate--Federal 

Reserve lend ing  t o  i n s o l v e n t  i n s t i t u t i o n s  o f t e n  merely  enables one se t  o f  

c r e d i t o r s  o f  f a i  1  i n g  banks (usual l y  i n s i d e r s ,  s e l l e r s  o f  brokered 

depos i ts ,  i n s t i t u t i o n a l  inves tors ,  and the l i k e )  t o  rece i ve  a  preference 

over  another s e t  o f  c r e d i t o r s ,  o r  over the FDIC i t s e l f .  This  p o i n t  i s  

badly  understood by p o l i t i c i a n s ,  the general pub1 i c ,  bankers, and even the 

Fed and the  FDIC. The i n t e r v e n t i o n  o f  the U R  (d iscount  window) usua l l y  

i s  undertaken w i t h  the  nonmalevolent goal o f  f o r e s t a l l i n g  a  perceived 

immediate f i n a n c i a l  c r i s i s ,  and the unintended consequence o f  p r e f e r r i n g  

one c lass  o f  c la imants over another u s u a l l y  i s  overlooked, a t  l e a s t  

i n i t i a l l y ,  i n  the  f i r s t  heat o f  the c r i s i s .  However, such an approach 

cannot e a s i l y  be reconc i l ed  w i t h  the  necess i ty  t heo ry  o f  the LLR. By the 

way, the FDIC's own c a p i t a l  forbearance and c a p i t a l  support programs, 

which o f t e n  have used income c a p i t a l  c e r t i f i c a t e s  o r  riet worth 

c e r t i f i c a t e s  s ince 1980, a l s o  pro long the l i f e  of i n s o l v e n t  i n s t i t u t i o n s  

and c rea te  a preference fo r  uninsured depositors- - the Fed alone i s  n o t  t o  



be blamed for a c t i n g  t h i s  way i n  dea l i ng  w i t h  i n s o l v e n t  banks. Also, the  

superv isory  a u t h o r i t y  t h a t  has none o f  i t s  own funds a t  r i s k  o f t e n  tends 

t o  p ro long the.  1  i f e  of  i n s o l v e n t  i n s t l  t u t i o n s ,  c r e a t i n g  preferences and 

increased insurance fund losses a long the  way. a. Kane and Kaufman 

(1986, a t  115); Kane (1988, a t  17-18). Anna Schwartz o f f e r s  t he  f o l l o w i n g  

ap t  observa t ion  rega rd ing  t h e  usual tendency o f  t h e  monetary a u t h o r i t i e s  

t o  rescue p a r t i c u l a r  f i r m s  t o  f o r e s t a l l  perce ived  f i n a n c i a l  c r i ses :  

I n  my l ex i con ,  the  events s ince  the  mid-1960s t h a t  have 
been termed f i n a n c i a l  c r i s e s  o r  t h r e a t s  o f  a  f i n a n c i a l  
c r i s i s  have been ,pseudo- f inancia l  c r i s e s .  E s s e n t i a l l y ,  
t he  response to  each o f  these events has been a  form of  
b a i l o u t  for  which the  j u s t i f i c a t i o n  was t h a t  t he  a c t i o n  
aver ted  a  c r i s i s .  Since no f i n a n c i a l  c r i s i s  would, i n  
f a c t ,  have been experienced had a  b a i l o u t  n o t  been 
undertaken, the  events were pseudo- f inancia l  c r i s e s .  
Moreover, t he  p o l i c i e s  adopted were economical ly 
i n e f f i c i e n t  or i n f l a t i o n a r y  i n  e f f e c t .  Taxpayers 
Foundation (1983, a t  15). 

29. See Friedman and Schwartz (1963, a t  347-350, 358-359). As was the  case 

w i t h  Keynes, ~ r i e d m a n  and Schwartz are more i n s i g h t f u l  than many o f  t h e i r  

f o l l o w e r s .  They recognize t h a t  i t  was a  f a i l u r e  of open market 

oeerat iong,  more than any f a i l u r e  o f  t he  LLR ( t h e  d iscount  window), t h a t  

caused the monetary con t rac t i on .  They wrote, a t  348, as f o l l ows :  

I n  our  view, t h i s  i n t e r p r e t a t i o n  [ t h a t  
monetary p o l i c y  i s  l i k e  a  s t r i n g ;  you can 
p u l l  on i t  b u t  you c a n ' t  push on i t 1  i s  
wrong. 

Cf. Benston and Kaufman (1988, a t  4-51: "The Fed cou ld  have stemmed the  

dec l i ne  i n  t he  money supply w i t h  open market ope ra t i ons  and reduc t ions  i n  

t he  requ i red  reserve  r a t i o . "  

30. Friedman and Schwartz (1963, a t  712-713). 



31. Federal Reserve Bulletins. 

32. For official statements of the "too big to let fail" policy, see Sprague 
(1986, at 259) and Lever and Huhne (1986, at 17-22). 

33. This latter point also could be expressed as the "too big to let failn 
doctrine. 

34. Friedman (1985). 

35. Taxpayers' Foundation (1983, at 31-32>. 
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Appendi x A 

Excerpts from an A p r i l  25. 1988 Aruument 

by Walker F. Todd 

On Federal Reserve assistance t o  deposit  insurance auencies 
and the theorv o f  cent ra l  bank assistance aeneral lv .  



Federal Reserve assistance t o  (depos i t  i nsurance aaenci es) and the  theorv  o f  

cen t ra l  bank ass i  stance aenera l l  v. 

A major conceptual i ssue a r i ses  i n  connect ion w i t h  any hypothet ica l  

request  f o r  Federal Reserve assistance t o  the depos i t  insurance funds. 

Covering the  funds '  own o b l i g a t i o n s  might be proposed t o  inc lude Reserve 

Banks ' forbearances w i t h  respect  t o  t h e i r  advances t o  depos i to ry  i n s t i t u t i o n s  

t h a t  the depos i t  i nsu ro r  ' l a t e r  assumes, o r  the  o b l i g a t i o n s  o f  insured banks 

t h a t  the i nsu ro r  e i t h e r  cannot cover, o r  does not  wish t o  cover, i n  whole o r  

i n  p a r t .  

I t  has been the l ong- se t t l ed  t r a d i t i o n  o f  c e n t r a l  banks i n  the  Uni ted 

States ( F i r s t  and Second Banks o f  the  Un i ted  States and Federal Reserve Banks) 

t h a t ,  i n  t h e i r  lend ing func t ion ,  they prov ide  necessary l i q u i d i t y  (bu t  no t  

c a p i t a l  o r  solvency) support, on the s e c u r i t y  of sound assets. I n  the  gold- 

standard era, t he  cen t ra l  bank had t o  observe t h i s  r u l e  because advances i n  

excess o f  i t s '  specie o r  b u l l  i o n  cover might  cause the  11 1  i q u i d i  t y  (suspension 

of redemption i n  specie) o f  the  cen t ra l  bank's c i r c u l a t i n g  notes (paper 

currency).  I f  the  c e n t r a l  bank were so imprudent as t o  advance funds w i thout  

secu r i t y ,  o r  on bad secu r i t y ,  t he  cen t ra l  bank i t s e l f  cou ld  become inso lven t  

and face l i q u i d a t i o n  i f  i t s  borrowers became inso lven t  and f a i l e d  t o  repay the 

c e n t r a l  bank. The Federal Reserve Act, which was enacted i n  the go ld  standard 

era ,  provides e x p l i c i t l y  f o r  the  l i q u i d a t i o n  of the Reserve Banks, among other  

th ings ,  t o  cover such s i t u a t i o n s .  See 12 U.S.C. sec t i on  248 (h)  (Sect ion 11 
* 

( h ) ) .  

The t r a d i t i o n a l  and s t a t u t o r y  remedy fo r  a cen t ra l  bank's i 11 i q u i d i  t y  was 

suspension o f  the  cen t ra l  bank's s t a t u t o r y  a u t h o r i t y  t o  pay o u t  specie o r  



b u l l i o n  i n  exchange f o r  i t s  own o r  the Treasury's notes. Such suspension had 

t o  be authorized by s ta tu te ,  by executive order, o r ,  i n  the nat iona l  bank era, 

by order o f  the Secretary o f  the Treasury o r  the Comptrol ler o f  the Currency. 

The remedy f o r  a cent ra l  bank's insolvencv dur ing the gold-standard era 

had t o  be even more d ras t i c .  For one th ing,  the cen t ra l  bank's insolvency 

might force the Treasury i n t o  the hard choice among a pub1 i c  debt issue ( t o  

r a i se  gold and Treasury secur i t i es  w i th  which t o  res to re  the cen t ra l  bank's 

gold cover and backing f o r  the note issue), a tax increase t o  r ecap i t a l i ze  the 

cent ra l  bank, o r  the l i q u i d a t i o n  o f  the cent ra l  bank (which might en ta i l  

paying o f f  i t s  ob l iga t ions  a t  less than par) .  

I f  the Federal Reserve Banks attempted t o  fund an inso lvent  deposit 

insuror ,  then the cur rent  f a i r  value o f  the Reserve Banks' assets would become 

subs tan t ia l l y  less than the value o f  t h e i r  l i a b i l i t i e s  i f  the insuro r ' s  

ob l igat ions were discounted a t  par, but  the value o f  the insuro r ' s  

rehypothecated assets were subs tan t ia l l y  less  than par. A1 so, the qua1 i t y  o f  

the Reserve Banks' assets would diminish anyway i f  holdings o f  

f u l l - f a i  th-and-credi t ob l  igat ions o f  the Treasury were 1 iqu idated and were 

replaced by claims on insurors known, o r  widely suspected, t o  be insolvent .  

The . technical ,  lega l  backing f o r  the Federal Reserve note issue (currency) 

would be weakened correspondingly. Central banks i n  developing countr ies 

already are loaded up w i th  nonperforming, government-guaranteed assets. There 

i s  no good reason f o r  the Federal Reserve t o  im i t a te  t h e i r  example. 

But even more fundamental reasons f o r  not  attempting t o  have the Re.serve 

Banks postpone a deposit  i nsuro r ' s  insolvency include the fo l lowing:  



I t  i s  simple, textbook p o l i t i c a l  economy t h a t  the  c e n t r a l  

bank should n o t  subordinate i t s  c r e d i t  dec is ions  t o  the  

Treasury 's  need t o  f inance i t s  d e f i c i t s  because t o  do so 

weakens f i s c a l  d i s c i p l i n e  and inexorab ly  ushers i n  a  new 

e r a  o f  i n f l a t i o n .  The same p r i n c i p l e  app l i es  t o  c e n t r a l  

bank f u n d i n g  o f  the  Treasury 's  i n d i r e c t  d e f i c i t s ;  t h a t  i s ,  

t he  payment o f  o b l i g a t i o n s  o f  government agencies o r  

i n s t r u m e n t a l i t i e s  t h a t  the Treasury would have t o  f inance 

elsewhere, i f  the  c e n t r a l  bank were n o t  induced t o  do so. 

I t  i s  mis lead ing  t o  t h i n k  o f  the f i n a n c i n g  o f  a  depos i t  

i n s u r o r ' s  o r  any o t h e r  government agency's debts as e i t h e r  

o r d i n a r y  o r  ex t rao rd ina ry  ass is tance t h a t  a  c e n t r a l  bank 

must p rov ide ,  o f  necessi tv .  I t  would be, t o  be sure, 

very  convenient t o  governmental o f f i c i a l s  who would p r e f e r  

t o  d e f e r  con f ron t i ng  t h e i r  responsi b i  1  i t y  e i t h e r  t o  

r e c a p i t a l i z e  o r  t o  l i q u i d a t e  the govertiment -sponsored 

c r e d i t  agencies, t o  have the  c e n t r a l  bank fund them 

ins tead.  A1 so, because the  cen t ra l  bank's ass i  stance 

n e c e s s a r i l y  spares p o l i t i c a l  f igures  from making hard 

choices i n  these cases, t he  d i s c i p l i n e  o f  p o l i t i c a l  

a c c o u n t a b i l i t y  i s  l o s t .  One j u s t  cannot t h i n k  of a  depos i t  

i n s u r o r  o r  any o t h e r  government agency i n  the same way t h a t  

one t h i n k s  o f  a  commercial bank, o r  even an independent 

commercial en te rp r i se .  t h a t  requests cen t ra l  bank 

ass i  stance i n  comparable c i  \ - cumstances  . The deposi t 



i n s u r o r s  and government agencies have no spec ia l  c l a i m  on 

c e n t r a l  bank funding, and almost always should be denied 

such f u n d i  ng, p r e c i  s e l y  because o f  t h e i r  governmental o r  

quasi-governmental s t a t u s .  

Beyond be ing  bad f i s c a l  p o l i c y ,  i t  migh t  be bad law f o r  the  

Federal  Reserve t o  fund the  government o r  i t s  agencies, 

o t h e r  than by the  p r o v i s i o n  o f  c e n t r a l  bank c r e d i t  f o r  

government o b l i g a t i o n s  i n  t h e  open market, on a 

one- for-one, market- value basis .  The Federal Reserve Ac t  

p rov ides  e x p l i c i t l y  t h a t  Reserve Banks may purchase the  

Treasury 's  o b l i g a t i o n s  o n l y  i n  t h e  open market, not 

d i r e c t l y  f r om t h e  Treasury. See 12 U.S.C. sec t i on  355 

(Sec t i on  14 (b) (2 ) ) .  More t o  the  p o i n t ,  i t  was Federal 

Reserve System p o l i c y  f o r  n e a r l y  50 years t h a t  t he  Thomas 

Amendment t o  the  A g r i c u l t u r a l  Adjustment Ac t  o f  1933, t h e  

source o f  the  former, 1  i m i  t e d  ($3 b i  11 i o n )  a u t h o r i t y  of  the  

Reserve Banks t o  l end  currency d i r e c t l y  t o  t he  Treasury, 

should be repealed- - in 1981, t he  l a s t  ves t i ge  o f  the  Thomas 

Amendment was a l lowed t o  e x p i r e  under a sunset s t a t u t e .  

See former Sect ion 14 (h) ;  1983 Federal  Reserve B u l l e t i n  

426. Cf. Raymond Moley, A f t e r  Seven Years 158-161 (19391.- 

Since 1981, there  has been no s t a t u t o r y  a u t h o r i t y  f o r  the  

Reserve Banks t o  l end  e i t h e r  t h e i r  own o r  the  Treasury 's  

ob l  i g a t i o n s  d i r e c t l y  t o  the  Tr-easury. & former Sect ions 

14 (b )  (3 )  and 14 (h ) .  With t he  anach ron i s t i c  except ion  o f  



the Federal ~n te rmed ia te  C red i t  Banks, under an 

au thor i za t ion  t h a t  has been p a r t  o f  the Federal Reserve Act  

since 1923 but  apparently never has been used, there i s  no 

cu r ren t  s t a tu to r y  au tho r i t y  f o r  the Reserve Banks t o  lend 

d i r e c t l y  t o  o r  f o r  the account o f  any federa l  agency or 

ins t rumenta l i t y .  See 12 U.S.C. sect ions 349, 350 (Sections 

13a (21, (3)) .  

A1 exander Hami 1 ton once wrote t h a t  one of the conveniences 

(not  necess i t ies)  o f  a cent ra l  bank was t h a t  the Treasury 

could ob ta in  loans from i t  i n  time o f  need. However, i t  

should be noted t h a t  Hamilton was w r i t i n g  under the 

cons t ra in ts  o f  the gold-standard era, t h a t  he would no t  

have advocated loans t h a t  m l  ght imperi  1 the cen t ra l  bank's 

solvency, and t h a t  h i s  successors i n  o f f i c e  eventua l ly  came 

t o  understand the e v i l s  o f  cen t ra l  bank funding o f  the 

Treasury's accounts. 

3. Lending t o  the Treasury i n d i r e c t l y ,  by lending t o  a deposi t  

i nsu ro r  o r  a government agency under one o f  the emergency 

lend ing statutes,  such as Sections 13(3) and 13 (13) of the 

Federal Reserve Act, a l so  d i s t o r t s  the i n t e n t  of those 

s ta tu tes ,  which are aimed a t  i nd iv idua ls ,  partnerships,  and 

corporat ions.  Those s ta tu tes  always have been in te rp re ted  

i n  the past  as r equ i r i ng  the borrower t o  demonstrate t h a t  

i t  could not  obta'in adequate amounts o f  c r e d i t  e l  sewhere, 



" f rom o t h e r  banking i n s t i t u t i o n s . "  (Sect ion  13t3)) .  I t  

would be a c i rcumvent ion of t h a t  s t a t u t e  f o r  a depos i t  

i n s u r o r  o r  government agency t o  o b t a i n  c r e d i t  f rom a 

commercial bank, which i n  t u r n  rediscounted t h a t  bor rower 's  

note w i t h  a Reserve Bank. Sec t ion  13 (13) au thor izes  

advances t o  i n d i v i d u a l s ,  par tnersh ips ,  and corpora t ions  on 

the  s e c u r i t y  o f  " d i r e c t  o b l i g a t i o n s  o f  the Un i ted  States o r  

. . . any agency o f  the Un i ted  States ." I f  anyone holds such 

o b l i g a t i o n s  today, i t  should be ab le  t o  o b t a i n  adequate 

amounts o f  c r e d i t  from commercial banks. Also, presumably, 

i f  a depos i t  i n s u r o r  o r  government agency h e l d  acceptable 

c o l l a t e r a l ,  o f  any type, i t  probably could o b t a i n  c r e d i t  

f r om commercial banks. Without acceptable c o l l a t e r a l ,  why 

-should e i t h e r  Reserve Banks o r  commercial banks lend t o  

such a borrower? 

But, f o r  the  reasons i n d i c a t e d  above, t he  Reserve Banks should n o t  extend 

new c r e d i t  t o  o r  f o r  the  account of a depos i t  i n s u r o r  o r  government agency, 

even w i t h  acceptable c o l l a t e r a l ,  even valued f a i r l y  a t  c u r r e n t  market p r i c e s .  

For example, the  s ta tu tes  governing FSLIC and the FDIC c l e a r l y  contemplated 

t h a t  they depend on Congressional app rop r ia t i ons ,  once t h e i r  normal - resources 

were exhausted. The s t a t u t o r y  l i n e s  of Treasury c r e d i t  a re  $750 m i l l i o n  f o r  

FSLIC and $3 b i l l i o n  f o r  the  FDIC .  

The depos i t  i nsu ro rs  and some governmet~t agencies may be " corpora t ions ,"  

as a mat te r  o f  l e g a l  form, b u t  they a l s o  are  f e d e r a l l y  owned o r  c o n t r o l l e d  



co rpo ra t i ons ,  and, l i k e  i t  o r  no t ,  t h a t  makes them d i f f e r e n t .  So d i f f e r e n t ,  

i n  f a c t ,  t h a t  t he  Reserve Banks should no t  lend  t o  them w i t h o u t  e x p l i c i t  

congress ional  a u t h o r i z a t i o n .  Otherwi se, the  lessons of  t h e  p r i n c i p l e s  

d iscussed above would be rendered meaningless. See Moley a t  158-161 i f  t h i s  

p o i n t  s t i l l  i s  i n s u f f i c i e n t l y  c l e a r .  

U n t i l  t he  l a s t  10 years o r  so, Federal Reserve, Treasury, and 

congress ional  o f f i c i a l s  gene ra l l y  understood t h e  p r i n c i p l e s  descr ibed here and 

d i d  n o t  v i o l a t e  them. The g rea tes t  except ion  t o  t he  p r i n c i p l e  t h a t  the  

c e n t r a l  bank should n o t  fund  a government agency was a t  t h e  c r e a t i o n  o f  the 

FDIC, i n  1933, when one- half  of the  cumulat ive surp lus  of the  Reserve Banks, 

about $139 m i  11 i on ,  was appropr ia ted  to  f u n d  the  FDIC. But  t h a t  measure was 

enacted by Congress s p e c i f i c i a l l y  f o r  t h a t  purpose, and t h e  g r e a t  f i n a n c i a l  

rescue agency, t he  Reconstruct ion Finance Corpora t ion  (RFC), was p r o h i b i t e d  by 

t h e  terms o f  i t s  own a u t h o r i z i n g  s t a t u t e  f rom funding i t s e l f  w i t h  Reserve 

Banks c red i  t. Decades l a t e r ,  when the  Frank1 i n  Nat iona l  Bank f a i  1 ed (1 9741, 

t h e  Federal  Reserve fo rbo re  c o l l e c t i o n  o f  the  loan ou ts tand ing  a t  t he  c l o s i n g  

($1.7 b i l l i o n )  f o r  up t o  3 years t o  enable the  FDIC to  conduct an o r d e r l y  

l i q u i d a t i o n .  But t he  Reserve Bank d i d  n o t  increase t h e  amount o f  t h e  F r a n k l i n  

advance, o t h e r  than i n c i d e n t a l l y ,  a f t e r  t he  c l o s i n g  was decided upon 

(September 1974) and made no new advances t o  t he  FDIC a f t e r  t he  c l o s i n g  

(October 1974). S i m i l a r l y ,  when Cont inenta l  I l l i n o i s  was rescued i n  1984, 

p a r t  o f  the  Federal Reserve's advance ou ts tand ing  on the  rescue da te  (up t o  

$3.5 b i  11 i on )  was fo rborne  for up t o  f i v e  years,  again t o  enable t he  FDIC t o  

conduct an o r d e r l y  l i q u i d a t i o n  of  continental"^ bad assets .  Again, no new 

advances were made t o  the  l i q u i d a t i n g  bank a f te r  the rescue date,  and the  F D I C  

has n o t  y e t  f o r m a l l y  requested a renewal o r  ex tens ion  o f  the  o r i g i n a l ,  

f i ve- yea r  forbearance, which exp i res  i n  September 1989. 



Thus, there  i s  n e i t h e r  a l e g a l  t r a d i t i o n  nor s u f f i c i e n t  precedent f o r  the 

Reserve Banks t o  become a fund ing  mechanism f o r  any depos i t  i n s u r o r  o r  f ede ra l  

agency o r  i n s t r u m e n t a l i t y ,  except w i t h  a f u l l  Treasury guarantee and on a 

f u l l y  reimbursable bas is ,  pursuant t o  an e x p l i c i t  a c t  o f  Congress. 

The proper  way f o r  the  Reserve banks t o  behave i n  a f i n a n c i a l  c r i s i s  i s  t o  

guarantee s u f f i c i e n t  aggregate l i q u i d i t y  t o  the  banking system, through 

open-market operat ions.  L e t t i n g  i t  be known i n  Washington, D.C., t h a t  the 

Reserve Banks are a v a i l a b l e  t o  fund i nso l ven t  opera t ions  t h a t  the  Treasury i s  

r e l u c t a n t  t o  fund r i s k s  becoming a dead- certain formula, a s e l f - f u l f i l l i n g  

prophecy, f o r  eventual f i s c a l  and monetary d i sas te r .  



Appendi x B 

E x c e r ~ t s  from an April 17, 1987 letter 

by Walker F. Todd 

On the requirement that the Treasurv secure its deposits 
and on the Treasury's incapacity t o  create monev 



The CU.S.1 Treasury . . . i s  requ i red ,  by s t a t u t e ,  by common sense, and by 

t r a d i t i o n a l  Un i ted  States economic theory,  t o  i nsu re  t h a t  i t s  account balances 

h e l d  i n  the  commercial banking system are  secured by adequate pledges o f  

c o l l a t e r a l .  31 U.S.C. Sect ions 323, 3122 (1983). B. r e c e i p t  o f  tax  monies 

under 26 U.S.C. Sect ions 5703 ( c )  and 6302. Under Sect ion 323, there  i s  no 

apparent a u t h o r i t y  f o r  t he  Secretary o f  the  Treasury t o  waive the "secured by 

pledged c o l l a t e r a l "  requirement f o r  depos i ts  o f  t he  Treasury 's  ope ra t i ng  cash 

i n  the  commercial banking system. The o r i g i n s  o f  t he  TT&L c o l l a t e r a l  requ i re-  

ment are found i n  the  subtreasury system t h a t  was implemented i n  1846. The 

Treasury discovered t h a t  s t a t e  banks o c c a s i o n a l l y  f a i l e d ,  causing some loss  o f  

the  Treasury 's  deposi ts .  To prevent  such l oss ,  an 1846 law requ i red  the 

Treasury t o  keep i t s  funds o n l y  i n  t h e  subt reasur ies .  See Davis R. Dewey, 

F inanc ia l  H i s t o r y  o f  the  Un i ted  Sta tes  253 (1903). Despi te the law, the 

Treasury d i d  a c t  from t ime t o  t ime t o  stem banking panics by p l a c i n g  i t s  funds 

i n  the  banks. Charles P. K indleberger ,  Manias. Panics and Crashes 168 (1978). 

The f i s c a l  agency func t ions  of the subt reasur ies  were assumed by the  Federal 

Reserve Banks under the Federal Reserve Act  o f  1913, i n c l u d i n g  the  acceptance 

o f  the Treasury 's  deposi ts .  However, t he  Treasury d i d  n o t  begin t o  t r a n s f e r  

i t s  funds f rom the  subtreasur ies t o  the  Reserve Banks u n t i l  1916, and i t  was 

n o t  u n t i l  1921 t h a t  the  l a s t  subtreasury was c losed.  Paul Studenski and Herman 

Krooss, F inanc ia l  H i s t o r v  of the Un i ted  States 261 (1952). I n  1917, the 

Treasury was author ized t o  p lace bond proceeds i n  banks (Sect ion  312-2) and, i n  

1977, Sect ion 323 was amended t o  au tho r i ze  the  Treasury t o  deposi t  i t s  

opera t ing  cash i n  commerci a1 banks. A s  K i  nd l  eberger observes, ( a t  168), "The 

Treasury could absorb money i n  depos i ts  and pay o u t  surpluses f rom e x i s t i n g  

funds, b u t  apa r t  f rom the  greenback p e r i o d  C1862-18781 i t  could no t  create 



money." Thus, i t  makes good sense fo r  the  Treasury 's  funds on depos i t  i n  

commercial banks t o  be secured by pledges o f  banks' assets a t  t he  Reserve 

Banks because, t o  o b t a i n  replacement funds, the Treasury would have t o  i ssue 

new Treasury debt .  



Appendix C 

Excerpts from an October 22. 1986 araument 

by Walker F. Todd 



The most i n t r i g u i n g ,  and most e x p l i c i t ,  statement by the  Federal Reserve 

System ' regard ing  the  proper r o l e  o f  c e n t r a l  banks w i t h  respect  t o  

so lvency /cap i ta l  support o f  o the r  e n t i t i e s  i s  i n  a r e p o r t  on a conference o f  

South American c e n t r a l  banks t h a t  appears a t  1932 Federal Reserve B u l l e t i n  

43. Advisors t o  the  conference, represent ing  the  Federal Reserve Bank o f  New 

York, were Professor  E. W .  Kemmerer, Pr ince ton U n i v e r s i t y ;  a s s i s t a n t  deputy 

governor ( l a t e r  A l l a n  Sproul;  and E r i c  F. Lamb, f o r e i g n  

department. The views o f  those gentlemen c l e a r l y  were r e f l e c t e d  i n  the 

conference r e p o r t ,  f rom which re levan t  excerpts f o l l o w :  

I t  i s  necessary, t he re fo re ,  t o  s t a t e  
emphat ica l l y  once more t h a t  the  c e n t r a l  banks 
were n o t  created as a s u b s t i t u t e  f o r  
commercial banks and cannot be regarded as a 
source o f  panaceas f o r  economic i 11s which 
are  sub jec t  t o  a slow and p a i n f u l  process o f  
recovery. .  . . Centra l  banks must n o t  i n  any 
way supply c a p i t a l  on a permanent bas is  
e i t h e r  t o  member banks o r  t o  the  pub1 i c ,  
which may l a c k  i t  f o r  t he  conduct o f  t h e i r  
business. 

I n  cases where the c e n t r a l  banks, by reason 
o f  t h e i r  c o n s t i t u t i o n ,  have t o  i nco rpo ra te  i n  
t h e i r  assets long- term investments o f  slow 
r e a l i z a t i o n ,  i t  i s  adv isab le  t o  separate the  
t o t a l  o f  such accounts f rom t h e i r  o the r  
assets and p lace i t  w i t h  any o the r  
o rgan iza t i on  o r  bank, t he  purpose and 
func t i ons  o f  which are  compatible w i t h  such 
investments. 

Considering t h a t  the investments o f  a c e n t r a l  
bank must be maintained a t  a l l  t imes who l ly  
i n  a s t a t e  o f  1 i q u i d i  t y  and t h a t ,  t he re fo re ,  
the p r o v i s i o n  o f  permanent c a p i t a l  o r  
long- term c r e d i t s  i s  e n t i r e l y  opposed t o  i t s  
purposes, the conference would recommend t h a t  
new c r e d i t s  should no t  be extended t o  those 
commercial banks which, d u r i n g  an agreed-upon 
pe r iod  o f  t ime, have cont inuous ly  made use o f  
the  red iscount  p r i v i l e g e  a t  the c e n t r a l  bank. 



. . . 
I n  cases o f  urgent  necess i ty  i t  i s  
recommended t h a t  requests f o r  c r e d i t  on the  
p a r t  o f  a  member bank which has not  been o u t  
o f  debt du r ing  the previous calendar year be 
attended t o  i n  any event a f t e r  the s o l i c i t i n g  
bank has agreed t o  submit t o  an inspec t ion  by 
the  cen t ra l  bank, f o r  t he  purpose o f  
e s t a b l i s h i n g  beforehand i t s  solvency and 
l i q u i d i t y ,  the  examination t o  show t h a t  the 
member bank' s operat ions are conducted w i  t h  
i t s  own resources and t o  e s t a b l i s h  the  urgent  
need f o r  assistance. 

Obviously there  must always be f o r  t he  common 
good p e r f e c t  harmony between the f i s c a l  
p o l i c y  and banking p o l i c y .  There should be 
c l e a r l y  es tab l  i shed w i t h i n  t h i s  concept the  
necessi t y  f o r  absol u te  i ndependence o f  the  
cen t ra l  banks from any i n t e r v e n t i o n  by 
p a r t i s a n  p o l i t i c s  and f rom any in f l uence  on 
the  p a r t  o f  the government o r  o f  i t s  
o f f i c i a l s  beyond the scope o f  t h e i r  usual 
powers. 

... 
The conference would recommend p a r t i c u l a r l y  
t h a t  f o r  the  e f f i c i e n t  discharge of these 
func t i ons  [ con t ro l  and inspect ion ,  o r  bank 
examination], those i n t r u s t e d  w i t h  t h e i r  
performance should, i n  a l l  cases, i n s i s t  on 
the  s t r i c t  a p p l i c a t i o n  o f  t h e  law, f r e e  o f  
any outs ide  i n f l uence  whatever which might 
cause them t o  swerve f rom t h e i r  proper 
mission. 

Every cen t ra l  bank should always be 
administered f i r s t  f o r  the  p u b l i c  i n t e r e s t ,  
w i t h  the payment o f  d iv idends a  seccndary - 
considerat ion.  

Comparable themes reappeared i n  Federal Reserve l i t e r a t u r e  near l y  40 

years l a t e r ,  i n  two places. I n  R e ~ o r t  of a  System Committee, 1 Reappraisal 

of the  Federal Reserve Discount Mechanism 3, a t  19 (19721, the f o l l o w i n g  

statement appears: 



This r e s p o n s i b i l i t y  Can e f f e c t i v e  r o l e  as 
" lender o f  l a s t  r e s o r t , " ]  i s  n o t  construed 
as p l a c i n g  the  Federal Reserve i n  the  
p o s i t i o n  o f  ma in ta in ing  the  f i n a n c i a l  
s t r u c t u r e  i n  s t a t u  quo. The System should 
n o t  a c t  t o  prevent  losses and impairment 
o f  c a p i t a l  o f  p a r t i c u l a r  f i n a n c i a l  
i n s t i t u t i o n s .  I f  pressures develop 
aga ins t  and impa i r  the p r o f i t a b i l i t y  o f  
i n s t i t u t i o n s  whose opera t ions  have become 
unstable,  i napprop r ia te  t o  changing 
economi c condi t i o n s  , o r  compe t i t i ve l y  
disadvantaged i n  t h e  marketplace, i t  i s  
n o t  the Federal Reserve's r e s p m s i b i l i t y  
t o  use i t s  broad monetary powers i n  a 
b a i l - o u t  operat ion.  

I n  a separate essay i n  the  same c o l l e c t i o n ,  by Bernard Shu l l ,  Board o f  

Governors s t a f f ,  Report on Research Undertaken i n  Connection With a System 

Study, 1 Reapprai sa l  31 , a t  41 , the f o l  lowing c i  t a t i o n  appears, taken f rom a 

1954 System committee study o f  the d iscount  mechanism: 

A major lesson brought o u t  by the  bank c r e d i t  

l i q u i d a t i o n  ( i n  the  e a r l y  1920's) ... was 

t h a t  i t  was unsound for any member bank t o  

use continuous indebtedness t o  i t s  Reserve 

Bank as a resource f o r  conduct ing regu la r  

banking operat ions .... I n  the severe banking 

c r i s i s  and l i q u i d a t i o n  i n  the e a r l y  T h i r t i e s ,  

adjustment problems o f  the aggressive, 

con t i  nuous borrowi ng banks made ev ident  the 

hazards t o  sa fe ty  o f  deposi t  funds [because 

assets t h a t  might have been so ld  o r  de l i ve red  

t o  s a t i s f y  claims o f  cur rent  deposi tors 

already had been pledged t o  Reserve Banks t o  

ob ta in  funds t h a t  a l ready were spent t o  

s a t i  s f y  claims p rev ious l y  presented by 



c r e d i t o r s ] .  . . . Because o f  t h i  s c o s t l y  

lesson, i t  was p o s s i b l e  by the m id- Th i r t i es  

t o  speak o f  an es tab l i shed  t r a d i t i o n  aga ins t  

member bank r e l i a n c e  on the  d iscount  f a c i l i t y  

as a supplement t o  i t s  resources.. . .  Future 

d iscount  p o l i c y  .. . should b u i l d  on the  

t r a d i t i o n  as a kevstone. 

Then, i n  Hackley 's  1973 t r e a t i s e ,  t he  f o l l o w i n g  statement 

appears a t  194: 

S t i l l  another reason f o r  the  p o l i c y  [aga ins t  continuous 

borrowings by member banks f rom the  Reserve Banks1 i s  t h a t  

extended borrowings by a member bank f rom i t s  Reserve Bank 

would i n  e f f e c t  c o n s t i t u t e  a use o f  Federal Reserve c r e d i t  

as a s u b s t i t u t e  f o r  the  member bank 's  c a p i t a l .  Thus, the 

1973 r e v i s i o n  o f  Regulat ion A s ta tes ,  as a general 

p r i n c i p l e ,  t h a t  "Federal Reserve c r e d i t  i s  no t  a s u b s t i t u t e  

f o r  c a p i t a l  and o r d i n a r i l y  i s  n o t  a v a i l a b l e  f o r  extended 

per iods."  

Room i s  l e f t  w i t h i n  t h a t  statement o f  p r i n c i p l e  f o r  extended c r e d i t  i n  

emergency s i t u a t i o n s ,  i n t e r p r e t e d  i n  recen t  years w i t h i n  the Federal Reserve 

System as a l l ow ing  extended advances t o  an i n s o l v e n t  i n s t i t u t i o n  t o  

f a c i l i t a t e  an o r d e r l y  c l o s i n g  o r  merger, when such o r d e r l v  c l o s i n g  o r  merqer 



i s  i n  view, b u t  t he  statement o f  p r i n c i p l e  c l e a r l y  does not contemplate the 

s u b s t i t u t i o n  o f  Federal Reserve c red i  t f o r  a  borrower ' s  capi  t a l  . That 

statement o f  p r i n c i p l e  i s  cont inued i n  the  1980 r e v i s i o n  o f  Regulat ion A 

( t h e  c u r r e n t  vers ion)  a t  12 C.F.R. sec t i on  201.5(a) ("Federal Reserve c r e d i t  

i s  n o t  a  s u b s t i t u t e  f o r  c a p i t a l " ) .  This  view o f  the System's r o l e  i n  no t  

p r o v i d i n g  so l vency /cap i ta l  support t o  o the rs  i s  the  t r a d i t i o n a l  v iew o f  the 

proper  r o l e  o f  c e n t r a l  banks i n  the Un i ted  States, . regard less  o f  how 

f r e q u e n t l y  and how ex tens i ve l y  f o r e i g n  c e n t r a l  banks have performed the 

solvency/capi  t a l  support r o l e  i n  t h e i r  economies, and regardless o f  how 

f r e q u e n t l y  academic 1  i t e r a t u r e  o r  po l  i ti clans urge the  Reserve Banks t o  

expand the  opera t ions  o f  the  d i  scount window t o  i nc lude  a  so l  vencylcapi  t a l  

support component. The burden o f  p rov ing  the  need and author1 ty  f o r  a  s h i f t  

o f  the  Reserve Banks away f rom t h e i r  t r a d i t i o n a l  r o l e  regard ing  

so l vency l cap i ta l  support should be borne by the advocates of such a  s h i f t ,  

n o t  by those o f  us who b e l i e v e  t h a t  the  s ta tus  quo represents a  reasonably 

accurate d i s t i l l a t i o n  o f  a l l  the  wisdom o f  the  pas t  regard ing  c e n t r a l  

banking i n  the  Un i ted  States.  

o  I n  January 1932, i n  the throes o f  the Great Depression and a t  the 

o u t s e t  o f  an e l e c t i o n  year ,  the  Hoover Admin i s t ra t i on  c rea ted the 

Reconstruct ion Finance Corporat ion (RFC) , a r e p r i  se o f  the  Mar 

Finance Corporat ion of 1918, w i t h  expanded powers. The RFC, a  

separa te ly  char tered,  separate ly  f inanced government agency, was 

author ized t o  lend t o  banks and o ther  en te rp r i ses  f o r  terms of up 

t o  th ree  years, w i t h  renewals per tn i t ted fo r  up t o  f i v e  years f rom 

the  date o f  the f i r s t  loan, aga ins t  " f u l l  and adequate s e c u r i t y . "  



La te r ,  the  RFC Act  was amended t o  au thor ize  renewals o f  loans u n t i  1  

10 years f rom the  date o f  o r i g i n a t i o n .  The RFC a l s o  cou ld  make 

1 i m i  t e d  amounts o f  loans t o  rece i ve rs  o f  banks t h a t  were c losed o r  

i n  t h e  process o f  1 i q u i d a t i o n .  Bank conservators d i d  n o t  y e t  

e x i s t .  No power t o  lend t o  l i q u i d a t o r s  then was g iven t o  Reserve 

Banks. Car te r  Glass s t i l l  was very much a l i v e  and by then was very 

much invo l ved  i n  Senate banking l e g i s l a t i o n .  Car te r  Glass was a 

scho lar  o f  Shakespeare, Burke, and Je f fe rson,  and considered 

h i m s e l f  the  h e i r  and standard-bearer o f  the  V i r g i n i a  t r a d i t i o n s  o f  

governmental theory.  Glass was the  twent ieth- century Un i ted  States 

Senator whose views most c l o s e l y  para1 1 e l  ed those o f  Thomas 

J e f f e r s o n  h imse l f .  Glass would no t ,  as l ong  as i t  was w i t h i n  h i s  

power t o  prevent  i t ,  have a l lowed h i s  c rea t ions ,  the Reserve Banks, 

t o  become invo lved i n  a p o l i t i c i z e d  undertaking, such as the  loans 

t h e  RFC was author ized t o  make, f o r  the  b e n e f i t  of the  Hoover 

Admin i s t ra t i on .  1932 Federal Reserve B u l l e t i n  94, 95-96, f o r  

t h e  t e x t  o f  r e l e v a n t  p o r t i o n s  o f  the RFC Act. As f u r t h e r  

p r o t e c t i o n  f rom having the  Reserve Banks f i nance  the opera t ions  o f  

t h e  RFC i t s e l f ,  Sect ion 9 of the  RFC Act  prov ided e x p l i c i t l y  t h a t  

o b l i g a t i o n s  o f  the RFC " s h a l l  n o t  be e l i g i b l e  f o r  d iscount  o r  

purchase by any Federal Reserve Bank." 1932 Federal Reserve 

B u l l e t i n  a t  97. As i s  noted below, the p r i n c i p l e  t h a t  the Reserve 

Banks should no t  p rov ide  solvencylcapi  t a l  support t o  o the r  e n t i  t i e s  

was breached o n l y  once by Congress, when the Federal Deposit  

Insurance Corporat ion ( F D I C )  A c t  (former Sect ion 12B o f  the Federal 

Reserve Act)  was enacted as p a r t  of the Banking Act o f  1933. A t  



t h a t  t ime, the  Reserve Banks were requ i red  t o  subscr ibe f o r  

approximately 48% o f  t he  c a p i t a l  o f  the  new FDIC. Also, as Jesse 

Jones, former chairman o f  the  RFC, expressed i t ,  i n  1932, "Few 

members o f  Congress probab ly  thought t h a t  t he  government cou ld  

a f f o r d  t o  p u t  i t s  c r e d i t  behind our  whole economy, which we l a t e r  

d i d  under Roosevelt." Jesse H. Jones, w i t h  Edward Angly, F i f t y  

B i l l i o n  D o l l a r s :  My T h i r t e e n  Years With the RFC (1932-19451, a t  84 

o Sect ion 10(b> was added t o  the Federal Reserve Ac t  on February 27, 

1932. I t  author ized advances t o  member banks on the  s e c u r i t y  of 

any s a t i s f a c t o r y  assets, i n  except ional  and ex igen t  circumstances. 

I t  d i d  no t  au thor ize  so lvency /cap i ta l  support o r  loans t o  rece i ve rs  

o f  c losed banks. 

o ~ e c t ' i o n  13(3) was added t o  the Federal Reserve Act  on J u l y  21, 

1932. I t  author ized d iscounts  f o r  i n d i v i d u a l s ,  par tnersh ips ,  and 

corporat ions i n  unusual and ex igent  circumstances, secured by 

e l i g i b l e  paper (short- term, s e l f - l i q u i d a t i n g  o b l i g a t i o n s ) .  I t  d i d  

no t  au thor ize  so l vency /cap i ta l  support.  

o On March 9, 1933, the  Emergency Banking Ac t  was enacted. The 

p r i n c i p a l  draftsman was Walter Wyatt, then general counsel o f  the  

Federal Reserve Board. T i t l e  I1 of the Ac t  i s  the Bank 

Conservation A c t ,  c r e a t i n g  conservator-shi ps f o r  n a t i o n a l  banks. 

See Jones, suDra, a t  21-22. Sect ion 304 of the  Ac t  au thor ized the  



RFC ( t h e  Federal Reserve i s  n o t  mentioned i n  t h a t  sec t i on )  t o  

purchase p re fe r red  s tock  o f  banks " i n  need o f  funds for c a p i t a l  

purposes e i t h e r  i n  connect ion w i  t h  t he  o r g a n i z a t i o n  o r  

reo rgan iza t i on  o f  such Cbanksl" (emphasis added). Sec t ion  402 

extended the  a u t h o r i t y  fo r  emergency advances t o  member banks by 

Reserve Banks on any sa t i s fac to ry  assets under Sect ion  10(b> f o r  

one more year .  No a u t h o r i t y  f o r  so l vency /cap i ta l  support by 

Reserve Banks was inc luded i n  Sect ion 402 o r  Sec t ion  403. Sect ion 

403 added Sect ion 13(13) t o  the  Federal Reserve Act ,  a u t h o r i z i n g  

90-day advances t o  i n d i v i d u a l s ,  par tnersh ips ,  and corpora t ions  on 

the s e c u r i t y  o f  government o b l i g a t i o n s .  See 1933 Federal Reserve 

B u l l e t i n  115 et sea. According t o  Jesse Jones, i t  was the  RFC's 

p re fe r red  stock purchase program t h a t  rees tab l i shed  the  s t a b i l i t y  

o f  the  Un i ted  States banking system. Jones, supra, a t  33-34, 

39-40, 46-47. Jones w r i t e s  t h a t  Wyatt pe rsona l l y  d r a f t e d  the  RFC's 

p re fe r red  stock purchase p r o v i s i o n  (Sect ion  304). Id. a t  22. 

Therefore, the Board's own aeneral counsel should be presumed 

i n t e n t i o n a l l y  t o  have g iven the  solvency/capi t a l  support power t o  

the RFC, not the Reserve Banks. I b e l i e v e  t h a t  Wyatt knew what he 

was doing by c o n f e r r i n g  the so lvency /cap i ta l  support  powers on the  

RFC, n o t  the- Reserve Banks, thereby d i s t a n c i n g  the  Federal Reserve 

from the u l t i m a t e l y  co r rup t i ng  i n f l uence  o f  po l  i t i -c ized 

deci sion-making regard ing  the cont inued e x i  stence o f  i nd iv idua l  

banks w i t h  governmental so lvencylcapi  t a l  support .  Jones ' s book 

makes i t  c lea r  t h a t  the decis ions undertaken by the  RFC i n  the  

p re fe r red  stock purchase program were f i  1  l e d  w i t h  po l  i ti c a l  



pressures, f rom bo th  the  Roosevelt Admin i s t ra t i on  and the  bankers. 

To h i s  c r e d i t ,  Jones t r i e d  t o  make the  r e s u l t  o f  the program 

approximate the  1 i k e l y  outcome o f  cont inued free-market 

operat ions:  so l  vent  or nea r l y  so l  vent  banks surv ived,  and 

hopelessly  i n s o l v e n t  banks were l i q u i d a t e d .  

o On June 19, 1934, former Sect ion 13b was added t o  the  Federal 

Reserve Act .  Sec t ion  13b was the most remarkable amendment o f  the 

lend ing  p rov i s ions  i n  t h e  e n t i r e  h i s t o r y  o f  the Federal Reserve Act  

because i t  was markedly i ncons i s ten t  w i t h  the  s p i r i t  and o r i g i n a l  

i n t e n t  o f  t he  o the r  l end ing  p rov i s ions  o f  the  Act .  Under Sect ion 

13b, Reserve Banks were author ized,  i n  except iona l  circumstances, 

t o  make loans t o ,  t o  purchase o b l i g a t i o n s  o f ,  and t o  make lend ing  

commitments t o  " es tab l i shed  i n d u s t r i a l  o r  commercial businesses" t o  

p rov ide  the  businesses w i t h  "working c a p i t a l "  f o r  terms o f  up t o  

f i v e  years. A showing o f  u n a v a i l a b i l i t y  o f  such fund ing  " f rom the 

usual sources" was a p r e r e q u i s i t e  t o  Reserve Banks' ass is tance 

under Sect ion 13b. The Reserve Banks a l s o  were au thor ized t o  

cof inance banks' working c a p i t a l  loans t o  businesses f o r  up t o  f i v e  

years (up t o  80 percent  o f  the r i s k  could be assumed by Reserve 

Banks). The t o t a l  amount o f  Sect ion 13b assis tance was l i m i t e d  t o  

the surplus o f  the  Reserve Banks on J u l y  1, 1934, together  w i t h  

$139 m i  11 i o n  t h a t  was supposed t o  be repa id  t o  the  Reserve Banks by 

the Treasury f o r  t h e i r  purchases of the stock of the newly-created 

Federal Deposit  Insurance Cot-porat ion.  The F D I C  was created under 

Sect ion 8 o f  the  Banking Act  of 1933 (June 16, 19331, and the 



Reserve Banks were r e q u i r e d  t o  subscr ibe  f o r  FDIC s tock  i n  an 

amount equal t o  one-half o f  t h e i r  surp lus  as o f  January 1, 1933. 

See 1933 Federal  Reserve B u l l e t i n  385, 388. That i s  t he  o n l y  

ins tance i n  Un i ted  States h i s t o r y  i n  which Congress r e q u i r e d  the 

c e n t r a l  bank t o  expend i t s  own funds t o  subscr ibe for more than a 

de min imis amount o f  t he  c a p i t a l  of another ,  un re la ted  en te rp r i se ,  

o t h e r  than o b l i g a t i o n s  o f  the  Treasury i t s e l f .  La te r  du r i ng  the  

1930s and t h e  1940s, the  Roosevelt A d m i n i s t r a t i o n  o f t e n  used the  

RFC t o  fund i n d i r e c t l y  a c t i v i t i e s  t h a t  t h e  A d m i n i s t r a t i o n  d i d  no t  

wish t o  fund d i r e c t l y  or through t h e  o r d i n a r y  app rop r i a t i ons  

process, b u t  the  Reserve Banks were n o t  used for such purposes 

again a f t e r  1934. 

Anyway, Sec t ion  13b was n o t  used o f ten  d u r i n g  the  1930s--most 

working c a p i t a l  loans t o  businesses were made under s i m i l a r  

p rov i s i ons  of the  RFC Act .  I t  i s  noteworthy t h a t ,  accord ing to 

Hackley (Wal ter  Wyat t 's  successor as the  Board's general  counsel i n  

1948, I be l i eve ,  and the  Board's general  counsel u n t i l  19691, even 

Sec t ion  13b "was n o t  in tended t o  a u t h o r i z e  the  Reserve Banks t o  

make loans Cmerelyl t o  enable businesses t o  re f i nance  ou ts tand ing  

indebtedness o r  t o  b u i l d ,  improve, or rep lace  p l a n t  and 

machinery." Hackley, sut>ra, a t  133-145, 137. A f t e r  World War 11, 

use o f  Sec t ion  13b d i d  become something of a  p o l i t i c a l  boondoggle, 

as d i d  use o f  the RFC 's  working c a p i t a l  lend ing  a u t h o r i t y  t o  an 

even g rea te r  ex ten t .  



Both e n t i t i e s  made thousands of work ing- cap i ta l  loans du r ing  the  

postwar e ra .  Regre t tab ly ,  the Board p a r t i c i p a t e d  w i  11 i n g l y  i n  the  

c o n t i n u a t i o n  o f  the  boondoggle, even a t tempt ing  t o  l i b e r a l i z e  the  

worki  ng cap i  t a l  l e n d i  ng au tho r i  t y  by havi  ng Reserve Banks guarantee 

up t o  90 percent  o f  banks1 loans t o  businesses f o r  up t o  10 years.  

Fo r tuna te l y ,  the  r e q u i s i t e  s t a t u t o r y  changes were n o t  enacted. See 

Marr iner  S. Eccles, Federal Reserve Guarantee of Business Loans 

Made Bv Chartered Banks, 1947 Federal Reserve B u l l e t i n  521 ; 

Hackley, supra, a t  144-145. By 1955, the  RFC a l ready  was on the  

road t o  a b o l i t i o n .  Under a 1953 s t a t u t e ,  a1 1 RFC f u n c t i o n s  were t o  

be te rminated o r  t r a n s f e r r e d  t o  o t h e r  agencies by 1957, and f i n a l  

payment o f  RFC funds t o  the  Treasury was t o  be made by June 30, 

1959. See h i s t o r i c a l  note under 15 U.S.C.A. sec t i on  601 (1976). 

Thus, i n  an atmosphere o f  phasing o u t  the 1930s spec ia l  l end ing  

agencies, under former Chairman W i l l i a m  McChesney Mar t in ,  the  

Federal Reserve began i n  May 1955 t o  attempt t o  withdraw f rom the  

working c a p i t a l  lend ing  business. M a r t i n  expressed we1 1 what I 

b e l i e v e  t o  be the  proper,  gu id ing  precept  be fore  a Senate Banking 

subcommittee i n  June 1957 when he s a i d  " t h a t  t he  pr imary du ty  o f  

t he  Federal Reserve System was t o  guide monetary and c r e d i t  p o l i c y  

and t h a t ,  i n  the Board's op in ion ,  i t  Cis1 . . . 'undes i rab le  f o r  the  

Federal Reserve t o  p rov ide  the  c a p i t a l  and p a r t i c i p a t e  i n  

management f unc t i ons  ' i n  the C then1 proposed small business 

investment companies." Hackley, supra, a t  145.  On August 21, 

1958, the Small Business Investment Company Act  was enacted. 

Sect ion 601 o f  t h a t  Act repealed Sect ion 13b, e f f e c t i v e  August 21, 

1959, thereby f u l f i l l i n g  Chairman M a r t i n ' s  expressed des i re .  



o The Federal Reserve has n o t  attempted t o  renew the  Sect ion 13b 

a u t h o r i t y  i n  any Congress s ince  the a u t h o r i t y  exp i red  i n  1959. 

Thus, w i t h  n e i t h e r  t he  RFC nor  the Reserve Banks' Sect ion 13b 

a u t h o r i t y  on the scene a t  present ,  i t  requ i res  a g rea t  leap o f  

f a i t h  t o  assume t h a t  Reserve Banks e i t h e r  s t i l l  have o r  ought t o  

have so lvency /cap i ta l  support l end ing  a u t h o r i t y .  

o  I t  i s  c l e a r  t h a t  Reserve Banks may make advances t o  deposi tory 

i n s t i t u t i o n s  t o  support t h e i r  need f o r  l i q u i d i t y  on the  s e c u r i t y  o f  

any sound ( s a t i s f a c t o r y )  assets,  f a i r l y  evaluated. I t  i s  l ess  

c l e a r  t h a t  Reserve Banks are  author ized t o  apply c rea t i ve  

eva lua t ions  t o  banks' assets (o ther  than government s e c u r i t i e s ) ,  

even t o  support t h e i r  l i q u i d i t y  needs. Dur ing the 1930s, Jesse 

Jones a p p l i e d  the f o l l o w i n g  rough t e s t  t o  banks t o  decide whether 

they were hopelessly  i n s o l v e n t  o r  could be made t o  prosper 

eventual l y  w i t h  a reasonable amount o f  RFC assis tance:  

-- Mark a l l  assets t o  c u r r e n t  f a i r  market value. 

- - Mark a l l  l i a b i l i t i e s  t o  present  value, 
exc lud ing  c a p i t a l  (which presumably was 
nonex is ten t  anyway). 

-- Do the r e s u l t i n g  asset  values cover a t  l e a s t  
90% o f  the l i a b i l i t i e s ,  exc luding c a p i t a l ?  

-- I f  yes, then save the bank by purchasing 
nonvot ing p r e f e r r e d  stock, redeemable i n  10 
years.  

-- I f  no, l i q u i d a t e  the bank-- it  i s  t o o  
i nso l ven t  t o  bother  w i t h  saving. 



Jones, suDra, a t  27-28. As a measure o f  how few banks cou ld  

s a t i s f y  the  Jones t e s t  of  solvency, t h e r e  were 17,000 

commercial banks on March 1, 1933. By January 1, 1934, when 

the  FDIC began opera t ing ,  o n l y  12,000 banks remained, and 6,000 

o f  them were borrowing a t  l e a s t  some of t h e  c a p i t a l  they  needed 

t o  s a t i s f y  t he  FDIC's minimum c a p i t a l  requi rements f rom the  

RFC. Large New York banks borrowing c a p i t a l  from t h e  RFC 

inc luded:  

Guaranty T rus t  Company - $20 m i l l i o n .  

Chase Nat iona l  Bank - $50 m i l l i o n  
(33% o f  pre-March 1933 capi t a l l .  

Manufacturers T r u s t  Company - $25 m i l l i o n .  

Banks e l  sewhere borrowi ng capi t a l  from t h e  
RFC inc luded:  

Bank of America - $27.5 m i  11 i o n  

Cont inenta l  I l l i n o i s  - $50 m i l l i o n  
(67% o f  pre-March 1933 c a p i t a l ) .  

F i r s t  Nat iona l  Bank o f  Chicago - $25 m i l l i o n .  

Source: Jones, supra, a t  35-35, 38, 47-49. For pe rspec t i ve  on these 

amounts, nominal gross na t i ona l  product  (GNP) i n  1933 was $55.6 b i l l i o n ;  i n  

June 1986, nominal GNP was $4.182 t r i l l i o n .  Federal budget o u t l a y s  i n  

f i s c a l  year  1933 were $4.6 b i l l i o n ;  budget ou t l ays  as o f  March 31, 1986 were 

runn ing  a t  an annual r a t e  o f  $972 b i l l  i on .  T l ie  consumer p r i c e  index (June 

1986) was ,8.6 t imes i t s  1933 l e v e l .  



o Since World War 11, the Reserve Banks have been asked t o  

p a r t i c i p a t e  from t ime t o  t ime i n  so lvency/cap i ta l  support 

programs on a f i s c a l  agency basis. That i s ,  t h e  Reserve Banks 

have acted as guarantors of defense product ion  loans (V-loans) 

e i t h e r  as guarantors sub jec t  t o  reimbursement by the  Treasury 

o r  as f i s c a l  agents, and as f i s c a l  agents f o r  the  Treasury's 

bai  l o u t s  o f  Lockheed, New York C i t y  , and Chrysl  e r  Corporat ion.  

See Hackley, supra, a t  147-161, regard ing V-loans. A l l  o f  the 

solvency/capi t a l  support a c t i v i t i e s  descr i  bed i n t h i  s paragraph 

were mandated expl i c i  t l y  by Congress. 

o Only once, i n  wartime, d i d  the Reserve Banks guarantee defense 

product ion loans w i thout  e x p l i c i t  Congressional a u t h o r i z a t i o n  

t o  do so, and then i t  was done under an Executive Order o f  the 

President .  The Executive Order was r a t i f i e d  by Congress 11 

weeks l a t e r ,  i n  June 1942. See Hackley, supra, a t  149. I n  

1970, when some advocates o f  a b a i l o u t  f o r  t he  Penn Centra l  

Transportat ion Company attempted t o  o b t a i n  a V-loan f o r  the 

company, Congress responded by amending the  Defense Product ion 

Act o f  1950 s p e c i f i c a l l y  t o  1 i m i  t the guaranteeing a u t h o r i t y  o f  

any agent (read: Reserve Bank) t o  a maximum o f  $20 m i l l i o n ,  

"except w i th  the approval of Congress, and [ t o  p r o h i b i t 1  ... 
the use o f  the V-loan a u t h o r i t y  f o r  t he  purpose o f  prevent ing 

the f i n a n c i a l  insolvency o r  bankruptcy o f  any person unless the 

President cer t i f ieCs3 t h a t  the insolvency o r  bankruptcy would 

have a d i r e c t  and s u b s t a n t i a l l y  adverse e f f e c t  upon 



production." The President 's c e r t i f i c a t i o n  must be transmitted 

t o  Congress a t  l eas t  10 days before the author1 t y  may be used. 

Hack1 ey , suura, a t  152. Thus, the  sol vencylcapi t a l  support 

au thor i t y  o f  the Reserve Banks cannot be found by analogy t o  

V-loan au thor i t y .  


