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TOOLS OF FED POLICY
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These are in your old 
economics textbook

These things aren’t
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The Fed Policy Response: Whack a Mole?

350

400

Libor‐OIS Spread
Percentage Points

The Crisis In a Simple Picture

100

150

200

250

300
Phase 1
Fed cuts 
primary 
credit 
rate

Phase 3
Lehman 
Fails

Phase 4
TALF launched, 
“Green Shoots”

Phase 2
Bear 
Stearns 
Fails

Phase 5
Exit

0

50

1‐month LIBOR OIS Spread 3‐month LIBOR OIS Spread

Source: Bloomberg, British Bankers Association



10/23/2009

3

A brief review of the Federal Reserve 
response to the crisis

Phase 1: A few variations on 
traditional policytraditional policy  

Phase 2: Bear Stearns changes everything  

Phase 3: Managing Meltdown

Phase 4: Monetary policy at the zero bound  

Phase 5: A return to normalcy  

A brief review of the Federal Reserve 
response to the crisis

Phase 1: August 2007 to March 2008

• Expansion of more-or-less traditional 
policies 

• Key policy moves were related to the TAF, 
designed to address issues in term g
interbank lending market  

Lesson: Lender of last resort for a day may 
not be enough.
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A brief review of the Federal Reserve 
response to the crisis

Phase 2: March 2008 to August 2008 

• Federal Reserve enters realm of fiscal 
policy for real (let’s forget that one)

• PDCF and TSLF expands counterparties 
eligible for lendingg g

Lesson: Shadow banks are banks.

A brief review of the Federal Reserve 
response to the crisis

Phase 3: September 2008 to February 2009 

• Funds rate driven to effective lower bound

• Credit policy reigns supreme (AMLF, CPFF, 
MMIFF, TALF)MMIFF, TALF)

Lesson: Sometimes, you have to jump the 
bricks.
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A brief review of the Federal Reserve 
response to the crisis

Phase 4: March 2009 to present

• Large-scale Asset Purchase (LSAP) 
program replaces the funds rate as a the 
operational policy tool 

Lesson: The “zero-bound” problem was no 
problem at all.

Possible explanations

• Fiscal stimulus was really powerful

• Fed credibility (to avoid deflation) saved the 
day

• Quantitative easing really works 

• It’s credit policy, dummy  
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And Next: Phase 5

The Fed’s (really big) balance sheet

SOURCE: Federal Reserve Board
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How Exit 
Strategies 
Work

Exit tools

• We can just sell the assets we own (i.e. 
Treasury securities or mortgage‐backed 

i i )securities)

• We can rent out the assets we own (reverse 
repos)

• We can change the interest we pay on 
reserves (so banks would rather just sit on 
them) 
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