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ARTICLE INFO ABSTRACT

JEL codes: The economics literature lacks articles that provide a broad roadmap—let alone a logical explanation—of the

ES8 new set of Federal Reserve policy tools that were created to counter the COVID-19 recession. This study provides

E52 an overview of the motivation for these new credit-easing programs—namely to damp feedback mechanisms and

gi: channels that would otherwise amplify the downturn and impede a subsequent recovery. The study then briefly
assesses the impact of the new policy tools and addresses the risks they might pose. In addition, the new credit
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Financial crises
Federal reserve

Credit easing

Lender of last resort
Corporate bonds
Corporate bond facility
Municipal bonds

and expanding role in countering financial crises.

In response to the COVID-19 pandemic outbreak in March 2020, the
Federal Reserve vastly expanded its balance sheet and created new fa-
cilities to prevent a free fall in key credit markets. The Fed’s dramatic
response was salient in preventing the U.S. economy from falling into
a prolonged depression comparable to the 1930s. Early in the down-
turn, economic activity worsened from the effects of shutdowns, the
need to reallocate resources across sectors, uncertainty, wealth effects,
and widespread financial distress. Fig. 1 shows how the initial rise in
unemployment was quickly tempered.

The re-application of tools created to deal with the Global Financial
Crisis of 2007-09 (GFC) and the use of new tools greatly expanded the
Fed’s reach into areas long denied to central banks, especially credit
policy to alleviate distress in the non-bank financial and real sectors.
In this paper, we describe the actions taken by the Fed in an historical
context. The novel tools developed in 2020 harken back to the 1930s
and in a sense, we are ‘Back to the Future’. The new tools also crossed
a fine line that had been a tenet of postwar central bank policy—the
distinction between monetary policy and credit (aka fiscal policy).

In response to the pandemic, the Fed reemployed three types of un-
conventional tools it created in the Great Recession. First, to restore
liquidity it not only expanded the maturity of discount loans to banks
and the types of eligible collateral, but also extended liquidity lending to
nonbanks. Second, to circumvent the zero-bound limit on the short-term
federal funds rate, the Fed resumed using unconventional macro-tools,
namely quantitative easing and forward guidance, to lower long-term
Treasury and mortgage interest rates. However, these were insufficient
in the Great Recession, so the Fed created a third set of tools that com-
bined aspects of acting as lender of last resort (LOLR) in money mar-
kets and credit-easing policy. Because top-rated firms were unable to
raise short-term funding by issuing commercial paper, the Fed created
the Commercial Paper Funding Facility (CPFF) through which it bought
commercial paper and restored the normal functioning of this market
(Duca, 2013a).! In a similar response, because top-rated bank and non-
bank lenders were unable to securitize business, consumer, and commer-
cial real estate loans, the Fed created the Term Asset-backed Liquidity
Facility, which bought AAA-rated asset-backed securities that funded
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such loans (Agarwal, et al., 2010). These actions marked an extension
of liquidity to shadow banks that lent to relatively safe borrowers.

The use of these tools in the last two recessions entailed major ex-
pansion of the Fed’s balance sheet. Indeed, at the start of the last two
downturns the Fed greatly increased its holdings of Treasury securi-
ties—shown in blue in Fig. 2—with a larger response during the COVID-
19 downturn. It also more quickly expanded its holdings of mortgage-
backed securities—the green area. In both recessions, the Fed increased

! In the Great Depression, the Fed did not intervene in this way and there was
a major meltdown of the commercial paper market, which did not recover for
decades (Duca, 2013b).

assets in its liquidity and credit facilities—shown in orange. While the
volume of such assets has been smaller in the COVID-19 recession, the
balance sheet does not tell the whole story.

Our review of recent studies fills a gap in the literature by focus-
ing on the nature and efficacy of the new set of Federal Reserve policy
tools created to counter the COVID-19 recession.> While the swings in
the U.S. economy were largely driven by COVID-19-related shutdowns

2 Clarida et al. (2021) provide a roadmap and a timeline of various Fed actions
ranging from conventional monetary policy, quantitative easing, forward guid-
ance, and providing liquidity throughout the financial system. Our overview is
more focused on direct Fed support to nonfinancial.
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and re-openings for firms and activities, the evidence indicates that the
credit policy interventions (especially in the corporate bond market)
played a role as well. An overarching finding is that these new pro-
grams helped avoid both an amplification of the economic downturn
and some of the financial frictions that impeded the recovery from the
Great Recession. This was evident in a sudden halt to widening of the
corporate bond spreads and further tightening of credit standards. An-
other major finding is that the nature of Fed interventions has been
broader and had more far-reaching effects during the COVID-19 reces-
sion in primarily two respects. First, the Fed greatly expanded the ways
in which it directly financed nonfinancial firms during a crisis by going
beyond directly supporting commercial paper issuance—a new tool that
it introduced to address the Great Recession. A timeline of these “credit
easing” actions is provided in Appendix A. Second, the provision of di-
rect financing sought to support firms of all sizes, not just the largest,
which benefited from direct interventions in the commercial paper and
corporate bond markets.

The next section of our study briefly assesses evidence on the impact
of the new policy. Section III then puts the new credit easing tools into
historical context by discussing their development as part of the Fed’s
evolving and expanding role in countering financial instability. Also ad-
dressed are the potential downside risks—mainly moral hazard—that
these interventions may pose.

1. Credit-easing tools revive finance for firms and state & local
governments

The tools used by the Fed to address the Great Recession were inad-
equate for the COVID-19 downturn because firms and municipal gov-
ernments became less able to issue securities, and small and midsized
firms lost access to bank loans at a time when they needed credit to
survive the pandemic and a restart of the broader economy. As depicted
in Fig. 3, external finance usually flows from savers and investors-the
left box—to small, midsize, and large nonfinancial firms—the right-most

Journal of Government and Economics 3 (2021) 100013

Fig. 3. Financial flows to nonfinancial busi-
nesses were blocked in the global and COVID
financial crises.
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Small
Firms

Large Firms

7

box. Starting from the top, deposits by savers and investors fund banks,
which in turn make commercial and industrial (C&I) and commercial
real estate (CRE) loans to small and midsized firms, for whom banks are
their main source of external credit. At the bottom, savers and investors
also directly invest in securities, of which directly issued commercial
paper and corporate bonds provide the main source of external funds to
large firms. In the middle of Fig. 3, short- and long-term securities also
fund nonbank financial firms, which in turn make loans/ leases to firms
of different sizes.

But in financial crises, two factors can block these financial arter-
ies. First, investors can become too risk averse or private securities
may seem too risky, which blocks finance to large firms from com-
mercial paper and bond markets. Similarly, state and local (munici-
pal) governments can lose access to debt markets if their tax revenues
are threatened—such as the prospect of diminished sales tax revenue
during COVID-19 shutdowns. For example, a wave of redemptions by
household investors triggered large fire sales of corporate and munici-
pal bonds by mutual funds that fueled a liquidity crisis in the municipal
bond market in March and early April (see Li, O’'Hara, and Zhou, 2020,
and O’Hara and Zhou, forthcoming). In addition, security funded lenders
(e.g., finance companies) were unable to raise funds by issuing asset-
backed debt. Second, lenders feared loan losses or losing liquidity, mak-
ing them less willing to lend. In early 2020, all three sources of external
finance became blocked at a time when investors were unwilling to buy
private debt and intermediaries were unwilling to lend to many private
firms. Addressing these blockages required new credit-easing tools for
two reasons. First, internal sources of finance for firms dried up as prof-
its turned to losses and as they lost access to external finance. Second,
the blockages could not simply be treated by using open-market oper-
ations to lower Treasury and mortgage interest rates and by providing
discount loans and pure liquidity support to lenders. Consequently, to
revive the flows of finance, the Fed created three new credit-easing tools
for businesses and similarly also started a new credit easing program for
state and local governments.
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Fig. 4. Fed actions to restore financial flows to
businesses of different sizes.
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1.1. Reviving corporate bond finance

The first set of tools addressed problems facing issuers of corporate
bonds. In late March 2021, the Fed announced the creation of two facili-
ties (the Primary and the Secondary Corporate Credit Facilities, PMCCF
and SMCCF) that would offer to buy both newly issued and seasoned
investment-grade corporate bonds that met eligibility criteria (mainly
regarding credit quality and maturity) subject to some limits. Although
the Fed did not explicitly set any cap, this had the effect of capping
corporate bond spreads at their elevated March levels and prevented
them from rising much further. Combined, the CPFF, PMCFF, and SM-
CCF enabled large firms to access securities market financing (see chan-
nel number 1 in Fig. 4).

Although the take-up under the facilities has been modest, as back-
stops they had large effects on bond yield spreads. By unclogging block-
ages in the flow of finance (labeled 1 in Fig. 5), the announcements
of the corporate and municipal bond programs prevented further in-
creases in the cost of credit for entities that directly raised funds in
the open market or acted as security funded financial intermediaries.
Using difference-in-difference and regression discontinuity approaches,
Boyarchenko et al. (2020), D’Amico, Kurakula, and Lee (2020), and
Gilchrist, et al. (2020) identify Fed’s announcements of the corporate
bond facilities for investment-grade debt (March 23) and the extension
of the facility to some downgraded “fallen angel” firms (April 9) had
a greater impact on bond yield spreads and returns for eligible bonds
than for debt with other credit ratings. The first study shows how the
better functioning of secondary markets improved relative to primary
markets by lowering the benchmark yields, from which primary secu-
rities are priced, and by making dealers more willing to place issues.
Boyarchenko et al. (2020) and Gilchrist, et al. (2020) find larger effects
for debt with maturities closer to those bought by the two bond facilities
than for longer maturities. Boyarchenko et al. (2020) find that the fa-
cility improved the functioning of the primary and secondary corporate
bond markets, and led to declines in expected defaults and increased

bond issuance. They estimate that the yield-lowering effects of the cor-
porate bond buying programs are greater for industries less directly and
negatively affected by COVID-19. Recognizing the potential for different
effects across maturities, D’Amico, Kurakula, and Lee (2020) analyze the
returns on exchange-traded funds (ETFs) invested in bonds that were el-
igible versus those that were ineligible for purchase by the SMCCEF. This
study attributes the improved functioning of the secondary market to
the reduction in the tail risk of eligible issuers arising from the SMCCEF.
They partly gauge the impact of these programs in terms of total bond
returns. Gilchrist, et al. (2020) couch the benefits in terms of interest
rate effects, finding that the announcement of the SMCCF on March 23
lowered eligible yields by 20 basis points (bps) compared with ineligi-
ble yields. Moreover, the announcement of the PMCCF on April 9 had
an additional 10 bps reduction effect in the differential between eligible
versus ineligible bonds.

O’Hara and Zhou (forthcoming) and Kargar et al. (2020) take a dif-
ferent tack by focusing on what affected liquidity in the bond market
during the pandemic’s onset. O’Hara and Zhou (forthcoming) find that
securities dealers had become much less willing to hold inventories to
aid the matching of buyers and sellers, which pushed up bid-ask spreads
and liquidity premiums on eligible (investment grade) versus ineligible
(high yield bonds). They provide evidence that the announcements of
the Fed corporate bond buying programs reversed this initial widen-
ing of liquidity premiums. They characterized the Fed as becoming the
“market maker of last resort.” Coming to a slightly different conclusion,
which emphasizes a larger role for an increase in demand for dealers
to hold securities, Kargar et al. (2020) show how two factors initially
pushed liquidity premiums higher. First, sellers of corporate bonds in-
creased their demand for dealers to purchase bonds from them before
dealers could find bond buyers. This increased pressure on dealers to
hold more securities in inventory. Second, and at the same time, secu-
rities dealers became less willing to hold bond inventories to facilitate
sales. Both effects pushed up liquidity premiums and thereby, spreads.
Kargar et al. find the announcement of the Fed corporate bond buy-
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ing program reduced bond sellers’ demand for dealer liquidity and, to
a lesser extent, also helped partially restore dealer willingness to sup-
ply liquidity. This fits with evidence from the aforementioned studies
that the Fed programs were effective in quelling a rise in the liquidity
premiums on corporate bonds.

On the other hand, Nozawa and Qui (Forthcoming) find little ef-
fect of the programs on liquidity spreads between eligible and ineligi-
ble bonds. Instead, they find the Fed’s corporate bond facilities reduced
credit risk premiums on eligible relative to ineligible bonds, with the dif-
ferential effect partly diminishing in subsequent weeks. Essentially, the
announcement of the programs initially pushed down investment grade
yields on eligible bonds relative to yields on ineligible junk bonds, and
later induced some downward pressure on junk bond yields that closed
some of the gap between junk and investment grade yields. The results
of Nozawa and Qui (Forthcoming) suggest that the programs may have
effects beyond those captured by near-term announcement effects.

Complementing the aforementioned studies finding near-term bond
market effects that are important for establishing causality, Bordo and
Duca (2020, 2021) provide a more historical approach. Using sev-
eral decades of data—some dating back to the Great Depression—they
examine how Fed announcements of corporate and municipal bond
buying programs prevented deteriorating economic activity from fur-
ther widening corporate and municipal bond yield spreads over Trea-
sury yields, respectively, as illustrated in Fig. 1 for the corporate Baa-
Treasury spread. Since at least Friedman and Schwartz (1963), this
spread has been used as an indicator of financial crises, bank panics,
and swings in the macro-economy. This is especially the case in the
credit and financial frictions literature, most prominently in studies by
Bernanke (1983), Bernanke, Gertler, and Gilchrist (1996, 1999), Bordo
(2008), Mishkin (1991), and Mishkin and White (2002). From 1970 to
the start of the Great Recession, the spread between yields on Baa cor-
porate and 10-year Treasury bonds averaged 2% points. The spread typ-
ically widens to 3 to 4% in recessions due to greater risk aversion and
as investors demand higher corporate bond returns to compensate for
the elevated default risk. For these reasons, the spread is positively cor-
related with the unemployment rate.

In the Great Recession, the spread widened to 6%, due in part
to the downturn but also to sharply rising risk premiums that oc-
cur during financial crises. As illustrated in Fig. 5, spreads rose with

()

Oct. Nov. Dec.

the weekly unemployment rate during the early COVID-19 period un-
til the Fed announced it would buy corporate bonds. Afterward, the
unemployment rate kept surging, but the spreads stopped rising and
ebbed—in contrast to the pre-COVID-19 equilibrium relationships that
would have predicted much higher spreads in April and May (Bordo and
Duca, 2020). These time-series estimates are consistent with the more
detailed, difference-in-difference analyses of Boyarchenko et at. (2020),
D’Amico, Kurakula, and Lee (2020), and Gilchrist, et al. (2020), which
provide evidence from one historical episode.

Beyond the bond market, declines in Treasury yields and the capping
of corporate-Treasury spreads have, by limiting the rise in the equity
risk premium, bolstered stock prices, which fell less than they did in the
Great Recession. Conceptually, this can be seen in the Federal Reserve
Board Model of the U.S. economy (“FRBUS”). In this multi-equation
econometric model, stocks are priced based on a linearization of the Gor-
don Growth model of equity prices in which equity risk premium rises
with the real BBB corporate bond yield.® Bordo and Duca (2020) find
that the new Fed corporate bond programs prevented a further 2—- 4%
point spike in corporate spreads in spring 2020. In the workings of the
FRBUS model, this helped prevent more severe declines in stock prices
in early spring 2020 that would have otherwise depressed consumer
spending and helped prevent increases in risk premiums from pushing
up the user cost of business investment. Using the FRBUS framework,
Bordo and Duca (2020) estimate that by forestalling increases in the
corporate-Treasury bond yield spread, the new corporate bond programs
prevented a further decline of 1 to 2% points in the mid-2021 level of
real GDP °

Taking a different approach, Sims and Wu (2020) modify a DSGE
framework that contains a financial intermediation sector, to examine
differences in the impact of quantitative easing (“Wall Street QE”) and
credit easing, which they coin as “Main Street QE”. In their framework,

3 Specifically, the long-run equity risk premium in FRBUS rises 0.64%age
points with each 1%age point rise in the real BBB corporate bond yield.
S&P’s BBB rating is roughly equivalent to Moody’s Baa rating category, which
Bordo and Duca (2020) used to analyze the impact of the Fed’s new corporate
bond programs.

9 See Duca and Murphy (2013) for a counter-factual simulation of what a
similar bond-buying program might have achieved during the Great Recession.



M.D. Bordo and J.V. Duca

Percent .
Fed Announces Muni Liquidity
41 114 Facility (week ending April 9)
CARES Act Passed | |
Authorizing Treasury; |
to Back a Fed MLF | |
(week ending Mar. 28)5 ! Insured
5 | A Unemployment Rate
! (right axis)

S
L

Muni Baa-Treasury yield
spread (left axis)

Journal of Government and Economics 3 (2021) 100013
Percent  Fig. 6. Muni-Treasury spread had moved with
C18 the unemployment rate until announcements
made about the municipal liquidity facility
(Sources-Federal Reserve Board, Moody’s, and
authors’ calculations).

Jan. Feb. Mar. Apr. May June July Aug. Sept.

when intermediaries face binding leverage constraints, both tools are
effective in stimulating or reviving economic activity. However, when
nonfinancial firms encounter a binding cash flow constraint and banks
do not face binding leverage constraints, only “Main Street QE” is effec-
tive, in contrast to ineffective “Wall Street” QE (large purchases of long-
term Treasuries and mortgage-backed securities). In their view, bank
leverage constraints were binding and firm cash flow constraints were
not in the Great Recession. This implies that “Wall Street” QE could
work. In contrast, they portray bank leverage constraints as not being
binding and firm cash flow constraints not as binding in the COVID-19
recession, which would imply that credit easing would be effective, but
not conventionally defined (“Wall Street”) QE.

While their basic theoretical model makes sense and is a nice con-
tribution to the literature, Sims and Wu’s (2020) interpretation of the
Great and COVID-19 recessions understates the role of cash flow con-
straints in pre-pandemic recessions. This is suggested by the large cycli-
cal swing in corporate spreads surrounding the Great Recession when
the Fed extensively used “Wall Street QE.” Furthermore, formal em-
pirical studies have found roles for firm-level credit constraints in pre-
Great Recession downturns (Carpenter, Fazzari, and Petersen, 1994, and
Bernanke, Gertler, and Gilchrist, 1996), the Great Recession (Duygan-
Bump, Levkov, and Montriol-Garriga, 2015), and recessions in general
(Lian and Ma, 2020).

1.2. Reviving municipal bond finance

In early spring 2020, state and local governments had difficulty is-
suing new bonds and faced higher spreads of municipal over Treasury
bond yields. To deal with stresses in the municipal (muni) bond mar-
ket, the CARES Act, which became law on March 27, 2020, authorized
funding for a U.S. Treasury equity stake to cover a Federal Reserve pro-
gram backstopping muni bonds. As shown in Fig. 6, muni yield spreads
dipped as the law took effect, but then ticked up the next week, peak-
ing in early April. Spreads then dipped in the week of April 9 when the
Fed announced the creation of the Municipal Liquidity Facility (MLF)
through which it would buy newly issued municipal bonds that funded
pandemic-related expenses subject to eligibility criteria. The Fed explic-
itly announced that it would offer to buy eligible bonds at credit-rating
based spreads, which were generally about 1% above normal spreads.

Oct. Nov. Dec.

This pricing can be viewed as akin to a Bagehot, 1873 penalty rate on
lender-of-last resort provisioning of short-term liquidity in crises. The
MLF was intended to be a backstop, to help calm market conditions
and allow state and local governments to access municipal financing
to continue to provide essential services such as health care during a
pandemic.*

Several studies formally provide evidence that the announcement of
the MLF lowered muni spreads. In an event study, Bi and Marsh, 2020 as-
sess the impacts of early MLF-related announcements on muni liquid-
ity and credit risk premiums. Using data on a type of collateralized
muni bond (prefunded bonds), they find that the negotiation and pas-
sage of the CARES Act lowered liquidity premiums on prefunded bonds
in a range between 28 and 68 bps, with a further reduction of 17 bps
when the Fed announced the creation of the MLF. Using a difference-in-
difference approach, Haughwout, Hyman, and Shacher (2021) estimate
that for eligible municipalities, the MLF lowered municipal bond yields
by about 72 bps. The authors did this by comparing yields on the debt of
municipalities that were eligible to sell bonds to the MLF versus yields on
debt issued by other municipalities. This magnitude is close to the sum
of impacts of the CARES passage and Fed MLF announcements found by
Bi and Marsh, 2020 . Also reassuring are estimates from an event study
by Li and Lu (2020). Using county and state level data, they estimate
that the Fed’s announcement of the MLF lowered municipal yields by
about 69 basis points, controlling for county fixed and week time ef-
fects, and for time variation in the frequency of COVID-19 deaths and
cases.

In a time-series study using data from the 1970s to 2021, Bordo and
Duca (2021) estimate that the MLF forestalled large increases in muni
spreads by as much as 3 to 4% points on a monthly basis. Their coun-
terfactual exercise assumes that, absent the MLF, further increases in
the unemployment rate after early April would have otherwise pushed
up muni spreads higher, as past behavior suggested. Their estimates are
based on how the MLF acted to cap muni spreads ahead of a further

4 Also contributing to near-term funding pressures on state and local gov-
ernments was the postponement of the federal income tax filing deadline from
April 15 to July 15, 2020. Because most state and local governments with in-
come taxes use calculations based on federal provisions, the normal inflow of
net income tax revenue in April was delayed to July that year.
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worsening of the economy, consistent with the cap-like features of MLF
pricing matrices. These considerations, which are hard to incorporate
in difference-in-difference or event study frameworks that can better
establish causality, may account for Bordo and Duca’s (2021) larger es-
timated effects and suggest that the four reviewed studies of the MLF’s
effect on municipal bond finance complement each other.

The broader, macroeconomic effect of the MLF is likely modest.
Haughwout, Hyman, and Shacher (2021) estimate that the MLF helped
to limit declines in state and local government employment, but these
pale in comparison to estimates of the Paycheck Protection Program’s
(PPP) effect on total employment. Also, the interest savings from the
MLF on state and local government budgets is small relative to GDP
(Bordo and Duca, 2021).° Such calculations omit how the MLF may
have addressed a tail risk to the financial system. Indeed, there have
been several instances when correlated waves of state and local gov-
ernment debt distress posed systemic risk, such as the economic and
financial downturns of the 1780s-early 1790s, early-1840s, 1870s, mid-
1890s, and 1930 (see Bordo and Duca, 2021).° In the spring of 2020,
there were emerging signs of a correlated deterioration in state and local
government finance. The combination of federal fiscal support to states,
along with the creations of the PPP program and the MLF may have pre-
vented municipal debt distress from escalating and posing systemic risk
to the financial system.

1.3. Two new tools to revive lending to small and midsized firms

The pandemic-related shutdowns and decline in the economy threat-
ened the survival of many firms. Against this backdrop, in early spring
2020 a credit crunch emerged: Banks had tightened their credit stan-
dards for approving and pricing loans in response to fears of a large
downturn and potential credit losses. As reported in the April Senior
Loan Officer Opinion Survey (Fig. 7), about 40% of surveyed banks
reported tightening their credit standards on commercial and indus-
trial loans to small firms and to mid- and large-sized firms. To help
businesses and households survive the pandemic, as part of the $2.3
trillion CARES Act, the Congress created the PPP. It provided subsi-
dies to small firms— in the form of Small Business Administration
loans originated by banks—to avoid laying off employees. As noted
by Decker et al. (2020), 33.8 million firms and entities covering 51%
of all employees were eligible to borrow from the PPP program. Es-
timates of how many jobs were preserved by the PPP differ, ranging
from 1.4 to 3.2 million by Autor, et al. (2020) to 18.6 million by
Faulkender, et al. (2020). Bartik, et al. (2020) estimate that the PPP
program increased the marginal survival rate of small firms by a notable
9% to 22%, with rough inferences based on estimates of the number of
jobs saved per PPP loan favoring the higher aggregate jobs-saving figure
of Faulkender, et al. (2020).

The first funding of PPP loans ($350 billion) was quickly used, but
a second round was not (over $100 billion was unused at expiration).
One reason was uncertainty if firms that borrowed earlier could bor-
row again. Another factor was delays in implementing the PPP program
(Doniger and Kay, 2021), frequent rule changes to the PPP program
(General Accounting Office 2020), and public criticism of firms for bor-
rowing that made banks and firms reluctant to participate. A fourth

5 In a related study, Wei and Yue (2020) find that the cost of variable rate
finance and of short-term debt to state and local governments (each 1/20 the
size of the muni bonds) was higher in the GFC, and that financial distress during
the pandemic was ameliorated by the Fed expanding its Money Market Mutual
Fund Facility to make discount loans to banks and muni money market funds.

© Debt problems in the 1780s-early 1790s involved state debt from the Amer-
ican Revolutionary War and those in the 1840s stemmed from earlier state fi-
nancing of canals, State debt financing of railroad development contributed to
waves of bankruptcies in the mid-1870s and mid-1890s. Unexpected and severe
economic downturns also played a role in those episodes, as well as in the Great
Depression.
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plausible reason was the banks’ uncertainty whether they could fund
a possible surge in PPP loan requests.

Partly to address the fourth and other more general impediments to
the PPP program, the Fed created a third set of new credit-easing tools
aimed at restoring small and midsized firms’ access to bank loans. The
Fed enhanced the appeal of originating PPP loans by offering attractive
discount loans. In early April, the Fed announced that through its new
Paycheck Protection Program Loan Facility (PPPLF), it would provide
discount loans to banks at near zero interest using PPP loans as collateral
valued at par (100%) as the PPP loans were fully guaranteed by the SBA.

The Fed also announced the creation of its Main Street Loan program,
through which it would buy eligible bank loans to midsized firms that
were too large to qualify for PPP loans and too small or less well estab-
lished to issue investment-grade bonds. Since these actions entail credit
risk and the Dodd-Frank Act restricted the Fed’s ability to use its section
13(3) powers to react to crises, the Fed did so only with the approval
and explicit backing of the Treasury against losses. These two bank loan
programs were conceived and designed to help reopen the flow of fi-
nance from banks to small and midsized firms (labeled by numbers 2 and
3, respectively, in Fig. 4). To the 25% share of employees at all firms
that benefitted from the corporate (14%) and municipal (11%) bond
programs, the PPP (which the PPPLF supports) added another 51.1%.
Further, adding in the firms that were eligible for Main Street Lending
programs increased the total to 97.5% (Decker, et al., 2020).”

Despite helping to broaden the umbrella of support to more firms,
the Fed’s Main Street Lending and PPPLF may have had effects that are
harder to discern than those of the bond market programs. Perhaps re-
flecting challenges with starting the two bank loan programs, there is
evidence that the COVID-19 credit crunch worsened for a while after the
Fed announced the two programs in early April. Indeed, even a larger
shares of banks reported having tightened their credit standards on loans
to small business loans in the June 2020 Federal Reserve Senior Loan
Officer Survey (70%) than in the April 2020 survey (40%). And a sizable
share of surveyed banks (30%) tightened their credit standards in the
last quarter of 2020. This continued tightening could plausibly owe, in
large part, to the poor near-term economic outlook and high uncertainty
in mid-2020. Indeed, it was not until COVID-19 vaccinations became
widely available in the first quarter of 2021 that some of the 2020 tight-
ening was partially reversed. But, according to industry reports, some
of the delay in alleviating the credit crunch was related to uncertainty
that firms and banks perceived about the PPP and Main Street Lending
programs and also to impediments to enacting the PPP—as supported
by evidence in Doniger and Kay, 2021.

Despite delays and modest borrowing under the two programs, the
Fed’s PPPLF discount program and Main Street Lending program may
have had a backstop effect, making banks more willing to lend to small
and midsized firms. Using bank call report data, Anbil, et al. (2021) es-
timate the impact of the PPPLF by comparing the PPP loan volume of
banks using the facility with those that did not. They document that the
former originated more than twice the volume of PPP loans than the
latter. To circumvent the endogeneity problem that many banks may
have jointly decided to originate PPP loans and to fund them with dis-
count loans, the authors instrument the use of the PPPLF program. They
substitute actual PPPLF use with a measure of whether a financial in-
termediary has borrowed from the Fed’s discount window and from the
Federal Home Loan Bank system. Using this instrument and other con-
trols, they estimate that the share of banks making PPP loans doubled
from 5 to 10% through the establishment of the PPPLF. In addition, they
found that smaller banks were more apt than larger banks to use the

7 The corporate facilities likely bolstered the stock prices of public firms who
employ about one-third of private sector workers (Davis, et al., 2006) and
boosted the consumer spending of the half of U.S. households that own stock. In
addition, many firms use the Baa corporate rate as a benchmark interest rate for
calculating the weighted cost of capital used in assessing investment projects.
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Fig. 7. Banks tightened credit standards on
C&I loans to small firms to a lesser extent in the
COVID recession than in the great recession
(Source-Board of Governors of the FederalRe-
serve System).
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facility when making PPP loans and found evidence that larger banks
were induced to make more PPP loans by a backstop effect—that is,
the existence of potential liquidity via the PPPLF was the incentive.
Beauregard, Lopez, and Spiegel (2021) also found evidence of a posi-
tive effect of the PPPLF. Using call report data on bank characteristics
and past behavior to forecast loan growth, they found that the growth
rate of small business lending was much higher than predicted at small
banks in the first six months of the pandemic. Small business lending
was also stronger than forecasted—but to a lesser extent—at midsized
banks followed by large banks.

With respect to small business lending at banks, the credit supply
tightening phase of the COVID-19 recession was shorter and less severe
than in the Great Recession, as shown in Fig. 7. To a large extent, this
likely owes to differences in the factors driving the two recessions and
the more abrupt decline in and sharper recovery from the COVID-19
recession. Indeed, the COVID-19 recession was driven by the onset of the
pandemic (see Powell, 2020), and the fast recovery was largely induced
by the unwinding of shutdowns in the summer of 2020 and later by
the speedy adoption of vaccines in early 2021. This pattern differs from
prior recessions that were driven by more typical real, monetary, and
financial forces. That said, and nevertheless, there is evidence that the
PPPLF likely bolstered small business lending.

While sizable quantities of loans were made under the PPP pro-
gram, few were under the Main Street Lending program. One reason
is that the former was heavily subsidized, with the Treasury paying
the loans on behalf of eligible businesses that retained their employees
for much of the early pandemic. A second reason was that, in keeping
with the spirit of its 13(3) powers, the Fed tried to avoid underpric-
ing the terms of credit for loans supported by the Main Street Lending
program (see Saksa, 2020). To induce greater use and coverage of the
Main Street Lending programs, the Fed eased eligibility requirements
several times (see the timeline in Appendix A). For these and other rea-
sons, it may take time for researchers to amass and analyze data to as-
sess how much the Main Street Lending program helped restore finance
to midsized businesses (intervention number 3 in Fig. 5). In terms of
this chart, the evidence is clearer that the Great Recession-era Term
Asset-Backed Securities Loan Facility (TALF) helped restore the ability
of nonbanks to make consumer and small business loans as stressed by
Agarwal, et al. (2010) and Campbell, et al. (2011), (intervention number
4 in Fig. 5).

2. The evolution of the fed’s role in countering financial
instability

There has been a long debate in central banking circles as to where
to draw the line between protecting the payments system and the finan-
cial intermediaries that provide the means of payment (which can be
viewed as a public good) and the rescue of non-bank entities. The tradi-
tional view is that the rescue (or bailout) of non-bank entities should be
regarded as credit policy, a form of fiscal policy, which involves pick-
ing winners and losers. Such policy, it is argued, should be provided
by the duly elected fiscal authorities and not by the central bank (see
Goodfriend, 2014). Plosser (2017) maintains that credit policies risk
politicizing the actions of the central bank and threaten its indepen-
dence from the fiscal authorities.®

The line between monetary and credit policy was first crossed in the
mid-1930s when the Fed invoked 13(3) powers under the Emergency
Relief and Construction Act of 1932 to provide limited loans to nonfi-
nancial and nonbank financial firms. During World War II the Fed pro-
vided support to essential war industries (Hackley 1973, p. 144). But in
subsequent decades, Fed credit policy fell into disuse.

In the quiet thirty-five years after WWII, the Fed’s financial pol-
icy actions were limited to providing short-term liquidity to member
banks. In the 1970s financial instability reappeared, and a key interven-
tion in the non-bank financial sector occurred when the Fed indirectly
intervened through the New York money center banks to support the
commercial paper market after the Penn Central railroad failed in 1970
(Calomiris, 1994). Federal Reserve lender of last resort actions, as op-
posed to credit policy, ramped up in the rescues of the Franklin National
bank in 1974 and Continental Illinois in 1986. In this period, Bordo
(1990) argues that the Fed shifted from Bagehot-rule lending to solvent
but illiquid banks, towards lending to too-big-to-fail insolvent banks.
By the late 1990s, less-regulated speculative funds had taken such large
positions in assets that a possible disorderly collapse of a major hedge

8 Other advanced countries extensively used credit policy in the post WWII
period. Capie (2010) describes the Bank of England’s industrial policy in the
1950s to 1970s, when the Bank actually had considerable equity in a number
of companies. Monnet (2018) provides an extensive study of the Banque de
France’s use of credit policy as its main policy tool in the post-WW II era.
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fund (LTCM) threatened the stability of the financial system. To forestall
such an event, the Fed helped orchestrate a life-boat rescue arranged by
key commercial and investment banks of the hedge fund LTCM in 1998
(Edward, 1999). This evolution in how the Fed responded to financial
instability reflects the rise of non-bank financial institutions (shadow-
banking) and the need to stabilize an increasingly less commercial-bank
centric financial system.

A decade later during the Global Financial Crisis, when the nonbank
financial sector was much larger and more important, providing finance
to households and firms, the Fed did more than just supply direct liquid-
ity support to the short-term nonbank financial sector by aiding money
market mutual funds and securities dealers. It also provided liquidity
to top-rated nonfinancial actors by buttressing Aaa-rated asset-backed
securities via the Term Auction Loan Facility (Agarwal, et al., 2010);
Al/Pl-rated commercial paper via the commercial paper funding facil-
ity (Duca, 2013a); and prime residential mortgages by instituting quan-
titative easing purchases of residential mortgage-backed securities.

To stem a potentially broader breakdown in the securities and loan
markets during the COVID-19 recession, the Fed greatly expanded its
emergency interventions into corporate and municipal bonds, as well
as loans to small and midsized businesses and entities. This marked a
further extension of emergency support to the nonfinancial sector be-
yond the expansion during the GFC. Thus, in a limited sense, the Fed
has come back full circle to policies developed in the 1930s in directly
supporting nonfinancial firms. And as some have argued, this has threat-
ened the Fed’s credibility to protect the monetary and financial system
(Plosser 2017). It will be interesting to see whether once the Covid emer-
gency is deemed over the Fed will return to its traditional role.

3. Conclusion

In contrast to how financial frictions worsened during the Great De-
pression (Bernanke, 1983, Bernanke, 1995) and delayed recovery from
the Great Recession (Bernanke, 2018), the Fed created and quickly em-
ployed new credit easing tools to prevent financial feedback mechanisms
(Bernanke and Gertler, 1990, Bernanke, Gertler and Gilchrist, 1996,
1999) from amplifying the direct effects of the COVID-19 pandemic.
While it may take more time for researchers to evaluate the two new
bank loan programs, at this point it appears that the backstop facilities
for corporate and municipal bonds were highly successful at preventing
deterioration of bond finance in the second and third quarters of 2020.
These effects include preventing bond market distress from greatly wors-
ening the downturn and likely alleviating some of the credit crunch in
bank lending.

But in so doing, the Fed expanded its emergency role in crises by di-
rectly supporting non-financial firms and municipal governments, draw-
ing on the needed backing of Treasury guarantees. These innovations,
which harkened back to policies followed by the Fed in the 1930s and
1940s, reopened an old debate. The debate was whether the Fed should
be conducting credit policy or whether that should be done by the fis-
cal authorities. The decision to cross this line, made under the duress of
the pandemic, may have future consequences. Hetzel, 2020 argues that
these include a potential threat to the Fed’s independence from the fiscal
authorities, which was won with the Federal Reserve Treasury Accord
of February 1951. It also raises the issue of mission creep and Tinber-
gen’s assignment principle of policy tools to policy goals. In addition,
the precedent created by the programs could induce non-financial firms
to depend on Fed support in future crises or downturns. Thus, despite
providing benefits (mainly from bond backstops), the new credit tools
are not a free lunch, and their costs and, hence, net benefits will de-
pend on the moral hazard effects they induce (see Bordo (2014) and
Calomiris et al., 2017). Partly to address such concerns and given the
success of the new credit programs in preventing a full-blown financial
crisis in spring 2020, the Treasury terminated the programs at year-
end 2020. Nevertheless, an unanswered question is had all types of
new credit policies not been implemented, would the Fed’s other LOLR
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and monetary policies have done as good a job? This may help address
whether the benefits of new credit programs exceed the costs. Whatever
the answer(s), the Fed’s role in countering financial crises expanded fur-
ther to address a most unusual downturn.
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