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Lender of last resort 

 When financial sector’s assets are hit by a common 
shock, leveraged firms lose access to private funding  
 Market for affected assets becomes illiquid 
 

 Central banks resort to lender of last resort (LOLR) in 
such times to fund the firms against illiquid assets 
 In the recent crises, the Federal Reserve and the 

European Central Bank employed LOLR generously 



Lender of last resort: The tradeoff 

 (Presumably) The goal of the LOLR is to stave off 
defaults of financial firms whose failures may 
impose significant costs on the system 
 

 Is this goal achieved? 
 Often, the success of the LOLR is assessed (indirectly) by 

the market prices of assets being supported 
 But what about the default risk of borrowing firms? 
 Do financial firms slow down their de-leveraging and 

asset sales to a point where their default risk increases? 



Illiquid Leverage: Illiquid inventory / Equity 

 Our main – theoretical and empirical – result is that 
 

When LOLR is not conditioned on the solvency risk of the 
borrowers,  
 
The mere existence (as opposed to usage) of the LOLR can 
increase the illiquid leverage of financial sector, 
 
Raising the default risk of distressed financial firms,  
 
(Making the financial sector LOLR-dependent as shocks 
worsen, and making Central Bank exits from LOLR difficult) 
 
 



Relation to Stanley Fischer’s work  

 International Monetary Fund (IMF) as the lender of 
last resort for sovereign faces similar tradeoffs 
 Countries receiving LOLR may slow structural reforms 
 Fischer (On the Need for an International Lender of Last 

Resort , 1999) recommends those receiving support be 
pushed by the IMF toward growth-friendly reforms  
 fiscal prudence, monetary and financial transparency, 

securities markets standards, bankruptcy regulations, and 
entry of foreign banks. 

 
Moral hazard be contained if not eliminated! 



Motivating example: Broker-dealers in 2007-08 

 Took the existence of the Fed's unconstrained 
LOLR as given to maximize shareholder value by 
holding onto illiquid assets too long and 
optimizing risk-return tradeoff (Appendix B): 

 
 Reluctance to reduce risk by selling assets at a loss  
 Declarations of the absence of regulatory pressure to 

reduce risk 
 Use of the word “optionality” 
 Reference to market dislocations as risk-taking 

opportunities in crisis 
 Parlaying access to Fed into high spreads to fund prime 

brokerage clients 
 



Heads I win, Tails You (Fed) Lose(s)… 

We have not simply liquidated stuff at any price we could get. At 
some point some of the return profiles that people want... you 
would not want us to sell the assets. We will continue to sell assets 
but in a way that makes sense from generating returns to our 
shareholders. 
 - John Thain, CEO ML, Q2 Earnings Call,  July 17, 2008 

“As a result of the broader market dislocation, the competitive 
landscape has changed. Across many of our businesses, trading 
margins are robust and the premium on risk capital is higher than 
we've seen in years. In this type of environment return on assets is 
improving.”    

- David Viniar, CFO GS, Q4 Earnings Call, Dec 16, 2008 



Broker-dealer leverage from 8/07 to 11/08 



Broker-dealer leverage from 8/07 to 11/08 



Illiquid leverage and LOLR usage 



Illiquid leverage and default risk (CDS) 



Model (PE) - Timeline 



Effect of LOLR on De-leveraging and Default Risk 



Solvency risk aggravates the moral hazard 



Model (GE) - Timeline 



Prices determined by market-clearing 



LOLR raises prices, but moral hazard can prevail 



Should LOLR provide liquidity to healthy buyers? 



LOLR raises prices AND moral hazard is contained 



Policy Implications 

 Lender of last resort policies can be improved to 
take account of their effect on illiquid leverage 

 Proposal I: Provide LOLR only to firms with 
sufficient levels of solvency; condition LOLR terms 
on solvency risk 

 Proposal II: Require that firms accessing LOLR 
engage in de-leveraging from illiquid assets within 
a certain time frame 

 Proposal III: Provide LOLR to relatively healthy, 
potential buyers of assets 



Recent Bank of England announcements 

 Mark Carney’s recent speech (24 Oct 2013) announced 
sweeping overhaul of BoE’s LOLR  
 Considering extension to clearing houses, broker-dealers 

and other financial firms when financial sector is shaky 
 More cheaply, for longer, and against wider range of 

collateral in case of funding problems 
 “enemy of taxpayer bailouts, fragile markets and financial 

instability” 
 Assumes safety and soundness regulations in good times 

will work well 
 Speech ignores Bagehot’s “penalty rate” altogether, but 

recognizes the lending rate should vary with BOE’s 
collateral risk 

 Suggests incentives be for private liquidity in normal times, 
but not in times of aggregate or tail risks 
 
 



Unintended consequences of such LOLR 

 Dismal regulatory success in curbing financial sector’s  
(endogenous) correlated risks/leverage  
 Static risk weights, forbearance, delayed recapitalizations 

 Extensive LOLR with little regard for borrower health  
may itself undermine the ex-ante measures 
 Distressed parts of the financial sector will sustain illiquid 

leverage in anticipation of such LOLR 
 How can extension of LOLR be done better? 

 Why not lend based on borrower’s solvency risk? 
 Why not lend to healthy, potential buyers of assets? 
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