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Comments on Jeffrey Lacker’s:

“Payment Systems Disruptions and the Federal Reserve Following September 11, 2001”
Wm. Whitesell, 3/31/04

My thanks to the organizers for the conference and for the privilege to comment on Jeff Lacker’s paper.  Jeff performs an excellent service in getting out to an academic journal the story of the financial market events associated with the terrorist attack and the Federal Reserve’s response.  The paper is a well-written, careful review, and I have no issues with his presentation of the events of those days.

Jeff’s discussion of analytical topics was evidently limited by space constraints.  After all, the conference paper was 24 single-spaced pages of text.  However, I got a chance to see earlier drafts that were 38 single-spaced pages and longer.  Thanks, Jeff.

Now there’s a tradition for a discussant to say to an author, “Well, here’s your paper, but why didn’t you write this other paper instead?”  In this case, though, I’ll say, Jeff, why don’t you write a book?

A book, of course, would cover the longer-term response of the Federal Reserve to the events of Sept. 11.  It would review what could be said publicly about improvements in contingency planning and continuity of operations at the Federal Reserve, in the banking sector, and in financial market infrastructure.  It would discuss, for instance, the interagency white paper on the resilience of the financial system and also the promotion of NewBank, a back-up clearing utility.  

A book could also include an expanded normative analysis, even for some issues Jeff did include in his paper.  For instance, I especially appreciated Jeff’s distinction between financial turmoil that arises from a credit crisis versus one that arises from a systemic operational shock.  I think the implications of this distinction could be developed further.  A key question is whether a central bank should have a different set of contingency plans for credit crises than for technological disruptions.  In an operational crisis, for example, it might be easier to distinguish liquidity problems from solvency problems, and moral hazard concerns would typically be lower than in a crisis initiated by a major bankruptcy.  


In his book, Jeff would be able to expand on the issue of Bagehot’s principle of lending at a high rate.  His paper mentions only one rationale for it—that lending at a high rate would be naturally self-reversing.  Other rationales have been given:  For instance, Tom Humphrey has pointed to the advantage of a high interest rate to help check an external drain that might be associated with a financial crisis.  And many have argued that a penalty interest rate is appropriate to address moral hazard concerns.  An interesting recent paper by Antoine Martin of the Kansas City Fed holds that Bagehot was thinking of a commodity money and a constrained short-run supply of reserves, where it would be important for those in real need of liquidity to self-select through a price mechanism.  In contrast, in a fiat money regime, with a marginal cost of liquidity creation near zero, Martin argues that a central bank should keep the cost of liquidity low in a panic situation.  
So now I need to state the usual caveat that I’m representing only my own views here and not those of others at the Fed.  I believe it’s time to let go of Bagehot’s prescription for crisis lending at a high rate, at least in a domestic financial crisis when moral hazard is not a predominant issue.  And I think more work needs to be done to clarify when moral hazard is important and when it should be largely ignored.  On one hand, we don’t want to eliminate the fire department because of moral hazard concerns.  At the other extreme, a central bank shouldn’t stand ready with a full bail-out for the unsecured creditors and shareholders of failed banks.  But between these two extremes, when are adverse incentive effects large enough to argue for restraint in crisis management, and what type of restraint should be used?  A related question is, to what extent does effective bank supervision offset moral hazard laxities of various types?

Anyway, the Fed didn’t follow the Bagehot high interest rate prescription after the terrorist attack.  We wanted to reassure everyone that we were a reliable source of liquidity at a low rate.  We even eliminated our penalty rate on overnight overdrafts for depository institutions and any charge on daylight overdrafts.  All of that seems right to me.  The funds market was broken, and overnight overdrafts could have been the backup source of funding for some institutions.  A penalty rate would have been an implicit tightening of monetary policy, the wrong way to calm a panic.  Typically, in such crises, a central bank is jawboning banks to lend freely to creditworthy customers.  If we had followed Bagehot and imposed a penalty interest rate after 9/11, because of moral hazard or other concerns, we would have given banks another incentive for a general withdrawal from lending, perhaps deepening the liquidity crisis for potential bank borrowers.
However, our discount window at the time was not well set up for such an emergency.  In my view, the problem was not that interbank lending was preempted, as Jeff wrote, but that liberalized window access at 50 basis points below the target funds rate was an implicit easing of monetary policy for those banks who got the loans.  With our switch to a primary credit facility in early 2003, we are better positioned for future crises.  Reg A now says that, in a financial emergency, the primary credit rate can be reduced to the target funds rate, not below it.

 But do we need a discount window at all?  Jeff’s paper discusses all too briefly the Goodfriend and King view (FRBR Review, 1988) that open market operations may be sufficient to address liquidity crises without any need for central bank loans.  Jeff points out, rightly I believe, that we shouldn’t assume the discount window is needed only because, in our current regime, we aren’t set up for late-day open market operations.  However, Jeff’s paper doesn’t directly address the argument of McAndrews and Potter (FRBNY Review, 2002) that the discount window was needed after 9/11 because the funds market was broken.  It’s an ironic omission in a paper that emphasizes the breakdown of interbank payments.  Many fed funds brokers were temporarily out of business.  And open market reserve injections through dealers in the next couple of days often–for technical reasons–couldn’t be redistributed to banks that needed reserves, but rather just piled up as undesired excess at a clearing bank.  As Jeff mentioned, Desk open market operations immediately after 9/11 were designed mainly to fund the repo market rather than the market for reserves.  The experience of 9/11 highlights the advantage for a central bank to have multiple channels of injecting liquidity, rather than limiting it to open market operations, as argued by Goodfriend and King.  Charley Calomiris (FRBSL Review, 1994) made a similar argument for retaining the discount window as a means of correcting a sudden market failure in his discussion of the collapse of the commercial paper market after the Penn Central failure in 1970.  

Jeff’s paper provides a useful discussion of the tension between the smoothing of short-term interest rates, which helps to bring longer-term rates into the service of monetary policy, and the desirability of precautionary easings in a crisis that may subsequently need to be fairly quickly reversed.  Jeff suggests that central bank communications regarding the unusual nature of a crisis-related shock may help preserve its reputation for interest rate smoothing.  I don’t think we needed to convince anyone that 9/11 was unusual, but we did warn everyone, in the minutes of the Oct. 2001 FOMC meeting, that “policy could be reversed in a timely manner.”  In this case, though, there was no test of the effectiveness of such communications, as we still haven’t reversed those funds rate cuts.  
Jeff’s paper did not tackle broader issues related to the appropriate response of  monetary policy to financial stability concerns.  A central bank clearly should provide whatever quantity of aggregate liquidity that is needed in a panic.  But to what extent should it respond with its interest rate instrument?  Some might feel that interest rate decisions should be focused on future economic outcomes and the risks around those outcomes, with financial stability evaluated only in that context.  Others might argue that, in setting interest rates, central banks should treat financial stability as an independent objective of policy.  In this view, following a financial crisis, a central bank would cut interest rates by a little more than justified by the economic outlook because of lingering financial stability concerns.  This issue is the flip side of the policy debate regarding asset price bubbles.  For instance, Steve Cecchetti for one holds the view that a central bank should lean against asset price bubbles, while Chairman Greenspan, Governor Bernanke, and others have offered counter-arguments.  Of course, a central bank’s interest rate strategies need not be symmetric across both bubbles and financial stability concerns.  
Communication issues are also quite tricky here.  While a central bank may want to fully reassure the public that it will act to calm a panic, it would be quite uncomfortable about coming to be viewed as providing general support for equity prices.  Such a perception could ironically prove destabilizing if the central bank then failed to prevent some future market break.  
In light of the difficulty of these monetary policy and communication issues, however, they should perhaps be topics for Jeff’s second book in the subject area.
   
