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TheJournalofPrivateEnterprise30(4),2015,17–29TheFederalReserveSystem’sOverreachintoCreditAllocationLawrenceH.White*GeorgeMasonUniversity______________________________________________________AbstractTheFederalReserveSystem’sattemptstodirecttheallocationofcreditsince2007havebeenoverreaching,wasteful,morallyhazardous,andfraughtwithseriousgovernance(potentialcronyism)problems.Accordingly,theFedshouldremoveitself,orberemovedbyCongress,fromtheformulationandimplementationofcredit-allocationpolicies.______________________________________________________JELCodes:E42,G28,P16Keywords:FederalReserveSystem,preferentialcreditallocation,cronyism,moralhazard,quantitativeeasing,interestonreserves,BenBernankeI.IntroductionTheFederalReserveSystem’sattemptstodirecttheallocationofcreditsince2007,begunundertheleadershipofChairmanBenBernankeandNewYorkFederalReserveBankPresidentTimothyGeithner,havebeenoverreaching,wasteful,morallyhazardous,andfraughtwithseriousgovernanceproblems.1Before2007,theFederalReserveSystemhadfivemainroles:(1)clearingandsettlementofchecks,(2)issuingpapercurrency,(3)supervisingandregulatingcommercialbanks,(4)actingaslenderoflastresort,and(5)formulatingandimplementingmonetarypolicy.Since2007,ofitsowninitiative,theFedhasexpandeditsactivitiesbyundertakingunprecedentedcreditallocationpoliciesthatdonotfitintoanyofthesetraditionalcategories(theFed’sownclaimstothecontrarynotwithstanding).Acentralbankalreadychargedwithfive*AnearlierversionofthispaperwaspresentedinMarch2014astestimonybeforetheSubcommitteeonMonetaryPolicyandTradeoftheCommitteeonFinancialServices,USHouseofRepresentatives.Ithanktworefereesforhelpfulcomments.1JeffreyRogersHummel(2011)makesasetofargumentsthatoverlapswithmineagainsttheFed’sexpandedrole,whileMarvinGoodfriend(1994,2014;GoodfriendandKing1990)hasfortwodecadesrepeatedlycalledforremovingtheFedfromcreditallocation.SeealsoThornton(2009)andMcCulloch(2014).17GLIFOS-digital_archive
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18L.White/TheJournalofPrivateEnterprise30(4),2015,17–29tasks,andnotexcellinginallofthem,shouldnotbeexpandingitsactivitiesintoanareawhereitisalmostcertaintodomoreharmthangood.Accordingly,theFedshouldremoveitself,orberemovedbyCongress,fromtheformulationandimplementationofcreditallocationpolicies.II.RecentCreditAllocationPoliciesandTheirBeneficiariesHere,“creditallocationpolicies”meanseffortstoincreasetheshareoffinancialfundsgoingtowardprivateusesthatFederalReservepolicymakersprefer,implicitlyattheexpenseofothercreditusesthatprivate-sectoractorsprefer.Forexample,Fedpurchasesofmortgage-backedsecurities(MBS)allocatealargershareofcredittowardthehousingindustry.BasedonacompilationbytheGovernmentAccountabilityOffice(2011),withmyowntwoadditionsattheend,hereisalistoftwenty-twoFedcreditallocationinitiativesinrecentyears,thedatestheycommenced,andtheirbeneficiaries:�TermAuctionFacility(December2007):depositoryinstitutions�DollarSwapLines(December2007):foreign-domiciledcommercialbanksdoingUSdollarbusiness�TermSecuritiesLendingFacility(March2008):primarydealers,asetofselectWallStreetsecuritiesfirms(numberingtwentyatthetime)fromwhichtheNewYorkFedtradingdeskroutinelybuysbonds,andtowhichitsellsbonds,intheexecutionofmonetarypolicyoperations�PrimaryDealerCreditFacility(March2008):primarydealers�Asset-BackedCommercialPaperMoneyMarketMutualFundLiquidityFacility(September2008):moneymarketmutualfunds�CommercialPaperFundingFacility(October2008):issuersandholdersofcommercialpaper�MoneyMarketInvestorFundingFacility(October2008,butneverused):moneymarketmutualfunds�TermAsset-BackedSecuritiesLoanFacility(November2008):holdersofMBS�BridgeloantoJPMorganChase(March2008):JPMorganChase;BearStearnsshareholders,bondholders,andcounterparties�MaidenLaneLLC(March2008):JPMorganChase;BearStearnsshareholders,bondholders,andcounterpartiesGLIFOS-digital_archive
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L.White/TheJournalofPrivateEnterprise30(4),2015,17–2919�RevolvingAIGCreditFacility(September2008):AIGanditscounterparties�SecuritiesBorrowingFacility(October2008):holdersofMBS�MaidenLaneIILLC(November2008):AIGcounterparties,especiallyGoldmanSachs�MaidenLaneIIILLC(November10,2008):AIGcounterparties,especiallyGoldmanSachs�lifeinsurancesecuritization(March2009,butneverused):AIGcounterparties�creditextensionstoaffiliatesofsomeprimarydealers(September2008):fourbroker-dealerfirms�Citigroupnonrecourselendingcommitment(November2008):Citigroup�BankofAmericanonrecourselendingcommitment(January2009):BankofAmerica�AgencyMortgage-BackedSecuritiesPurchaseProgram(November2008):bondholdersofFannieMaeandFreddieMac�OperationTwist(September2011,enlargedJune2012):2holdersandguarantorsoflong-termMBS,housingfinancefirmsthatoriginatelong-termfixed-ratemortgages,andhousingconstructionfirms�QuantitativeEasing1(January2009):3samebeneficiaries�QuantitativeEasing3(September2012):4samebeneficiariesIII.NonmarketCreditAllocationIsInefficientCreditisfungible,andcanbere-lentbyintermediariesthatarefreetoseekendborrowersofferingthehighestrisk-adjustedreturns.Someofthelendingprogramslistedthatdirectedfundstoparticularclassesofintermediaries,suchastheTermAuctionFacility,thereforemighthavehadlittleimpactonthemixofendusesofcredit.FannieMaeandFreddieMacasintermediariesareconstrainedtolendtothehousingmarket,however.Thus,allocationsofcredittoFannieMaeandFreddieMacshouldbeexpectedtoreducetheavailabilityof2OperationTwistreferstothereplacingofshort-termsecuritieswithlong-termsecuritiesintheFed’sportfolio,toreducelong-terminterestratesrelativetoshorttermrates.3QE1consistedof$1,250billioninMBSpurchases,butitseffectsonbroadermonetaryaggregates(M2)wereoffsetbypayinginterestonreserves.4QE3referstoaseriesofMBSpurchasesof$40billionpermonth,similarlyoffsetbyinterestonreserves.GLIFOS-digital_archive
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20L.White/TheJournalofPrivateEnterprise30(4),2015,17–29credittoothersectorsinrealterms.Likewise,programsinwhichtheFedpurchasessecuritiesfromendusers,suchastheCommercialPaperFundingFacility,canbeexpectedtoalterthefinalmixofcredituses.Totheextentthattheydidaltertheallocationofcredit,theprogramsarealmostcertaintohavebeenwasteful,directingfundstolessthanthemostproductiveuses,evenifFedpolicymakershavehadthebestofintentions.Whilethebeneficiariesoftheprogramsareobvious,afullanalysismustalsoconsiderthelessobviouscosts.Thelosersfrompreferentialcreditallocationsareallthosepotentialusersoffundswhosufferbyhavingcreditdivertedawayfromthem.Thefullsetoflosersandthemagnitudeoftheirlossesisimpossibletoidentifybecausewecannotobservethecounterfactualstateoftheworld.Nonetheless,consistentwithbeingontheshortendofFedcreditallocation(otherfactors,namelyrisingcreditstandards,deleveraging,andgrowingfederaldebt,wereworkinginthesamedirection),severalidentifiablesetsofcreditdemanderscomplainedoffacingtightcreditwhiletheFeddirectedcredittowardhousing.Thecomplainingwould-beborrowersincludehospitals(Abelson2008),collegestudents(Luhby2008),autobuyersandfinancers(Dash2008),andsmallbusinesses(Sussman2012).Intheaggregate,theUSflowoffundsaccounts(BoardofGovernors2014,p.3)showthatwhilethegrowthofnominalhomemortgagedebtslowedin2009toamere0.6percent,itremainedpositive.Credittootherpartsoftheprivatenonfinancialsectoractuallyshrankin2009,nonmortgageconsumercreditby3.9percentandtotalbusinesscreditby2.1percent.Homemortgagedebtdidbeginshrinkingin2010,whilethetwoothersectorsreturnedtopositivebutslowgrowthaftermid-2010.Resourcesarealsowastedintherent-seekinggameofcompetingforpreferentialallocations,forexample,bybanksdeliberatelybecomingtoobigortooconnectedtobeallowedtofail.Instandardeconomicsterms,politicalcreditallocationcreatesbothadeadweightlosstriangleandaTullockianrent-seekinglossrectangle.Financialmarketsgeneratepricesandquantitiesoffinancialassetsbyaggregatingthedecentralizedjudgmentsofmillionsofmarketinvestors,whoarestakingtheirownfunds,aboutthemostpromisingavenuesforinvestment.IncreditallocationpolicyFederalReserveofficials,riskingnottheirownbuttaxpayers’funds,substitutetheirownjudgmentforthefinancialmarket’sabouttheproperpricesofGLIFOS-digital_archive
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