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Abstract* 
 
 Following the 2008 financial crisis, the Federal Reserve restored its historic financial stability 
mandate with new monetary tools to help mitigate the credit crunch and stimulate the economy. 
This article develops a new theory about the Fed’s mandate trilemma, suggesting the central bank’s 
financial stability goals have complicated its ability to meet its dual mandate of full employment 
and price stability. By stretching its monetary policy operations to meet three goals simultaneously, 
the Fed has created an impossible trilemma. To achieve financial stability and full employment, it 
tends to maintain easy credit conditions for longer than optimal, making eventual inflationary 
pressures more likely. To test these theoretical priors, this article conducts a plausibility probe of 
the 2023 regional banking crises, finding that political constraints reduced the feasibility of more 
traditional banking supervisory powers, placing the financial stability onus on monetary policy. 
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Introduction  
 
 On a Sunday afternoon in September 1920, a horse-drawn carriage swerved unexpectedly and 

stopped suddenly in front of financial titan J.P. Morgan’s Wall Street fortress. Within a New York 

minute, a startling blast bombarded the block, butchering throngs of bystanders. Blame was swiftly 

cast by the crowd and other commentators, toward culprits ranging from communist sympathizers 

and Italian anarchists to financial hitmen. Despite the multitude of theories about possible 

suspects,2 the case of the 1920 Wall Street bombings remains one of the FBI’s biggest unsolved 

mysteries today. A century later, another eruption rocked Wall Street’s architecture, this time 

decimating the U.S. economy. However, in the hunt for culprits involved in the outbreak of the 

2008 global financial crisis, yet another crime was left unresolved.3 Potential perpetrators ranged 

from investment banks and investors, mortgage brokers and rating agencies, to regulators and 

deregulators,4 but this article suggests the answer may reflect the politics of central bank mandates.  

 For almost half a century, the Fed has officially targeted a “dual mandate” of “maximum 

employment” and “stable prices” following the 1977 Federal Reserve Reform Act.5 Informally, 

however, scholars find the Fed had disproportionately prioritized inflation control over full 

unemployment in the decades preceding the 2008 financial crisis.6 Despite its full employment 

mandate, the 1970s price shocks helped forge a partisan consensus, including a post-war 

macroeconomic regime,7 that favored inflation control.8 On balance, historically low 

unemployment allowed the Fed to maintain this monetary posture without much political scrutiny 

during the Reagan-Clinton era. However, the reliance on central banks as inflation fighters often 

meant underinvesting in public goods that protected Americans from economic downturns.9  

 In 2008, when the U.S. experienced the most severe economic shock since the Great 

Depression, it strained the federal government’s capabilities and increased the economy’s reliance 

on the Federal Reserve to restore normalcy. The Fed employed extraordinary monetary measures, 

 
2 Federal Bureau of Investigation (FBI). Wall Street Bombing of 1920. https://www.fbi.gov/history/famous-cases/wall-
street-bombing-1920  
3 Stiglitz 2009.  
4 Ibid.  
5 Federal Reserve Reform Act, Public Law 95-188, 91 Stat. 1387-91 (1977). Codified as amended in sections, 12 U.S.C. See 
https://fraser.stlouisfed.org/title/federal-reserve-reform-act-1977-1040. 
6 Kaya et. al. 2019. 
7 Hopkin and Blyth 2019. 
8 Binder and Spindel 2017. 
9 Roberts 2020.  
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dubbed quantitative easing, to stimulate the economy and exit the financial crisis. However, its 

renewed institutional focus on financial stability complicated its historical dual mandate. 

 This article examines how political changes in monetary institutions, specifically central bank 

mandates, affect economic outcomes over time. I develop a theoretical framework, dubbed the 

mandate trilemma,10 contending that a structural shift in the U.S. economy had created a political 

consensus that favored financial stability. The financialization of the U.S. (and global) economy 

over the last several decades, since the Bretton Woods era,11 amplified the power of financial 

institutions in the economy. The duality of Clinton-era deregulation and Greenspan’s easy money 

catalyzed a transformation of the banking industry from straightforward lending toward highly 

leveraged securitization. This financial complexity created a policymaking tension, characterized 

by ‘too big to fail’ financial institutions that made the economy vulnerable to systemic risk and 

politics susceptible to regulatory capture. In this environment, the Fed became reliant on monetary 

policy to hedge this systemic risk, given the political constraints to bolstering the Fed’s more 

traditional supervisory and regulatory powers.  

 This implicit financial stability target has complicated the Fed’s ability to meet its dual 

mandate of full employment and price stability. By stretching its monetary policy operations to 

meet three goals simultaneously, the Fed has created an impossible trilemma. To achieve financial 

stability and full employment, it tends to maintain easy credit conditions for longer than optimal, 

making eventual inflationary pressures more likely. The Fed is essentially sowing the seeds for 

greater volatility in the economy by amplifying swings from deflation to inflation.  

 To examine these theoretical priors, I conduct a plausibility probe of the mandate trilemma by 

employing the case of the 2023 U.S. banking crisis, where regional banks with assets totaling more 

than $500 billion collapsed over ten turbulent weeks. I find that the Fed’s 2022-24 inflation-target 

overshoot reflected its post-COVID credit concerns. Ironically, the Fed’s hope of providing 

financial stability through sustained quantitative easing contributed to excess monetary stimulus 

that eventually sowed the seeds for the 2023 regional banking crisis. A powerful financial sector 

and a bipartisan consensus in favor of deregulation also limited the role of banking supervision. 

Counterfactually, however, I argue that if the financial authorities had instead relied more heavily 

 
10 Kaplan 2024.  
11 Helleiner 2019.  
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on their financial regulatory power to provide financial stability, the Fed could have more readily 

used monetary policy to hike interest rates after the pandemic and pre-empted price inflation. 

 In the next section, we’ll first examine why the Fed returned to a financial stability focus that 

muddled its dual mandate, which had historically helped the institution achieve several decades of 

low inflation and unemployment. The paper will then assess how the financialization of the U.S. 

economy raised the political saliency of financial stability in the monetary institution, which has 

important implications today. After these public bankers were delegated monetary policy 

autonomy at the turn of the 20th century to insulate the economy from political pressures,12 this 

paper suggests that a different policymaking tension between technocracy and democracy is 

unfolding in the 21st century. The Fed’s governance challenges underscore that depoliticization 

has its technocratic limits.13 However, central bank autonomy also provides a critical ongoing 

democratic check14 in the form of long-term economic governance. President Trump’s repeated 

calls for a White House review of the Fed’s independence since the 2024 election15 have increased 

public scrutiny about its concentration of economic power. Ironically, the Trump administration’s 

renewed push for deregulation and inflation-inducing protectionism also intensifies the onus on 

the Fed to offset any economic headwinds, leaving it mired in an impossible trilemma. Its success 

as a monetary institution in the 21st century thus reflects the extent to which it can simultaneously 

balance economic, financial, and price stability. 

 

Theoretical Framework: The Historical Evolution of the Fed’s Mandate 

 Why does the post-crisis Fed lean so heavily on its monetary policy tools to tackle financial 

stability, rather than deploy its supervisory and regulatory powers, even at the cost of building an 

inflationary bias, and later unleashing inflation? The 2008-09 financial crisis was the catalyst for 

the Fed’s expanded mandate, but the structural shift in the U.S. economy toward financialization 

over the last few decades helps explain the Fed’s evolution toward using monetary policy for both 

governing the economy and mitigating credit disruptions in the financial sector.  

 
12 Broz 2002; Broz and Frieden 2001.  
13 Best 2024; Moschella 2024. 
14 Monnet 2024; Dargent et. al. 2025.  
15 Trump campaign news conference, August 8, 2008; Allies Draw Up Plans to Blunt Fed’s Independence. Wall 
Street Journal, April 26, 2024.  
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 Financialization reflects a process whereby financial services comprise a growing share of 

national income, and financial markets are increasingly integral to the operation of the economy. 

For example, the fulcrum of the U.S. economy is the financial sector, which manages more than 

$120 trillion in assets and accounts for almost one-tenth of the national GDP.16 Political economy 

scholars have referred to this pattern as a ‘system reset’ that replaced public goods provisions and 

labor market protections with market integration, liberalization, and privatization at the end of the 

20th century.17 Economists have independently referred to this structural trend as ‘secular 

stagnation,’18 where a powerfully integrated financial system yields a savings glut that outpaces 

national economic investment. It risks appreciating asset prices that disproportionately benefit 

capital over labor,19 and ultimately fomenting financial bubbles.  

 Financialization has thus amplified the structural power of finance and exacerbated income 

inequality, as the gap between capital income and labor income widens over time. Whereas 

investment in firms, workers, and households would have once been the crux of the 20th-century 

banking business, today U.S. banks funnel a mere 15 percent of their financial capital toward 

business investment.20 In line with this trend, banks’ business operations have shifted dramatically 

from on-balance sheet commercial bank lending to off-balance sheet derivatives trading and 

securities investment. For example, during the last decade, three-quarters of total new financial 

funds in the U.S. banking sector were funneled off-balance sheet toward sovereign wealth funds, 

hedge funds, pension funds, private equity, retail, and institutional investors.21  

 This securitization, accompanied by a political drive for deregulation, has left the economy 

susceptible to shocks that can catalyze vicious cycles of deleveraging and destabilization. This 

threat of economic volatility has expanded the financial sector’s power, helping infuse an implicit 

financial stability mandate into Fed policymaking. The challenge, however, is that a third financial 

stability target complicates the Fed’s dual mandate of full employment and inflation control. Let 

us explore the roots of this trilemma by examining the evolution the Fed’s institutional mandate.  

 

 
16 Bureau of Economic Analysis; Federal Reserve Bank of St. Louis. 
17 Blyth and Matthijs, 2017; Blyth, 2002.  
18 Summers 2020.  
19 Blyth and Matthijs, 2017; Blyth, 2002. 
20 Jordà, Schularick, and Taylor 2016. 
21 McKinsey & Company, 2023. 
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The Return of the Fed’s Financial Stability Focus 

 The first signs of the implicit financial stability emerged several years before the 2008 global 

financial crisis, when Fed Chairman Alan Greenspan warned of housing market ‘froth’ during his 

June 2005 testimony to Congress,22 suggesting that financial speculation reflects “an unsustainable 

underlying pattern.”23 By mid-2008, almost two-thirds of all U.S. mortgages were securitized, 

meaning their income streams were pooled together to form mortgage-backed securities. 

Theoretically, these securities helped manage market risk by allocating credit into different 

tranches,24 but they were also notoriously difficult to value, sowing the seeds of crisis.  

 Securitization had profoundly changed the economy by removing the lines of communication 

between borrowers and the original lender. Landmark legislation, the 1999 Financial Services 

Modernization Act, eliminated the regulatory firewall between commercial and investment 

banking by repealing the 1933 Glass-Steagall Act. Designed in the aftermath of the Great 

Depression, the Glass-Steagall Act sought to disincentivize commercial banks from speculative 

risk-taking that catalyzed the 1929 U.S. stock market crash. With the passage of the 1999 Financial 

Services Modernization Act; however, commercial banks re-entered the investment banking 

business. Commercial banks became increasingly intertwined with investment banks’ financial 

engineering. Traditionally, commercial banks had engaged in straightforward forms of leverage, 

financing their loan assets with deposited funds. With the advent of financial engineering, 

however, commercial banks leveraged their original underlying loan assets to help create new 

financial instruments. They sold their loans to investment banks, who pooled and repacked these 

case flows into new ‘derivative assets’ (e.g., asset-backed securities and collateralized loan 

obligations). Treated as off-balance sheet assets by regulators, a growing portion of financial 

intermediation became less subject to regulation, creating hidden and sustained systemic risk. 

 After this structural transformation, large financial investors and their investment bank 

intermediaries had little stake in borrower solvency. These bankers exited their lending 

relationships when the real estate collateral underlying these securitized assets lost value before 

the 2008 global financial crisis. Former Congressman Bernie Frank, who was the House Financial 

 
22 Chairman Alan Greenspan Testimony, U.S. Congress Joint Economic Committee, June 9, 2005.  
23 Greenspan is Concerned about ‘Froth’ in Housing, New York Times, May 21, 2005. 
24 Blanchard, 2008. Lecture: The Crisis, Basic Mechanisms and Appropriate Policies, Center for Economic Studies. 
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Services Committee chairman at the time, discusses the pronounced differences between 

securitization and direct bank lending.  

  “Thirty years ago, if you got a mortgage, you went to the bank and that bank frisked you pretty good before giving 

you the money because the bank expected you to pay the bank back. And then we came up with one of these great 

financial innovations called securitization, which does do a lot of good. Under securitization, a mortgage lender lends 

money to a lot of people and does not expect to be repaid by them but bundles up the right to be repaid by them and 

sells it to a lot of other people. We forgot one simple thing: most people are more careful with their own money than 

they are with other people's money.”25 

 Policymakers were aware of these financial vulnerabilities, as embodied by Greenspan’s 2005 

‘froth’ speech, but they also tended to emphasize the benefits of financial innovation. For example, 

during that same year, Greenspan also noted that “increasingly complex financial instruments have 

contributed to the development of a far more flexible, efficient, and hence, resilient financial 

system than the one that existed just a quarter-century ago.”26  

 Yet, the tension in Greenspan’s views also reflected an emerging policymaking incoherence27   

within U.S. financial governance. On the one hand, Chairman Greenspan and other economic 

officials adhered to the idea of market efficiency, where investors’ rational expectations converged 

toward stable, self-correcting market equilibriums28 and reliable asset prices.29 On the other hand, 

these same officials also expressed uncertainty about the extent of market risk and asset price 

stability. For example, FOMC board members registered a pronounced shift in how they 

characterized market fundamentals in their monetary policy minutes. Between 2005 and 2007, the 

FOMC shifted away from a “balance of risks” terminology, and toward new language referencing 

“uncertainty” in a textual crescendo in 2007 that surpassed 500 individual references.30  

 Why? Securitization had changed the banking business, creating ‘tail risk’31 on financial balance 

sheets that was increasingly incalculable, making policymakers more attuned to systemic 

 
25 Congressman Barney Frank Interview, PBS Frontline, February 17, 2009.  
26 Alan Greenspan Remarks at the National-Italian American Foundation, October 12, 2005.  
27 Grabel (2019, 2022) argues that today’s international financial governance is increasingly characterized by 
incoherence, or “dissensus in the domain of ideas, and inconsistency in the domain of policy.” 
28 See Nelson and Katzenstein 2014. 
29 See Fama (1970) for a discussion of the ‘efficient market hypothesis,’ where asset prices incorporate all available 
information about investors’ future expectations.  
30 Nelson and Katzenstein 2014. 
31 Tail risk is the likelihood that an asset price moves more than three standard deviations (or beyond 99.7 percent of 
the normal distribution) from its current price. 
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uncertainty; and hence, an implicit financial stability mandate. Central bank officials thus govern 

the economy, knowing that commercial banks’ off-balance sheet leverage perennially threatens to 

amplify financial shocks. During crises, banks typically deleverage to improve their financial health, 

but uncertainty about their ‘hidden leverage’ risks stoking asset fire sales that intensify market 

volatility and financial system instability. 

  Beyond creating the potential for such systemic shocks, financialization tends to increase the 

likelihood of regulatory capture,32 where financial institutions and elites play an outsize role in 

policymaking, creating political constraints on tighter financial regulations. Facing such 

constraints, the Fed relied more heavily on monetary policy tools to tackle financial stability, rather 

than deploying its supervisory and regulatory powers. Before examining these political constraints 

more extensively, let us first explore why financial stability was not explicitly formalized in the 

Federal Reserve Act Amendments of 1977.    

 

How’s the Fed’s Institutional Mandate Evolved Historically   

 Today, U.S. law states that financial stability is not under the formal domain of any single 

agency, which the Federal Reserve publicly recognizes.33 Informally, however, the Federal 

Reserve includes promoting “the stability of the U.S. financial system” among its primary 

functions on the Board of Governors’ website.34   

 The original Federal Reserve Act was primarily concerned with granting banking supervisory 

powers to the newly minted central bank in 1913, after the Panic of 1907. However, this 

institutional mandate evolved in response to the political and economic climate. For example, 

when the act was reformed in 1977, the political environment had increasingly prioritized 

economic security over the focus on financial stability earlier in the century. The eventual passage 

of the Federal Reserve Reform Act of 1977 marked the culmination of more than half a century of 

congressional concern about full employment.35 Catalyzed by the 1970’s stagflation, Congress 

amended the 1913 law to raise the Fed’s accountability for governing the economy.36 After 

 
32 Stigler 1971; Pelzman 2021.  
33 Haltam and Weinberg 2017.  
34 For further details, see https://www.federalreserve.gov/aboutthefed/the-fed-explained.htm 
35 Binder and Spindel, 2017, Chapter 6. 
36 Ibid. 
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struggling with more than a decade of high inflation and unemployment, the 1977 Act endowed 

the central bank with an explicit “dual mandate” of “maximum employment” and “stable prices.”37 

The Great Inflation and the Dual Mandate’s Origins 

 Central bank mandates thus tend to reflect political support, which can shift over time 

depending on economic context and political coalitions.38 For example, in the late 1970s, the U.S. 

had not experienced a major financial crisis since the Wall Street Crash of 1929, and the most 

salient recent shock was the Great Inflation. Not only was the inflation shock a defining 20th-

century moment, but it helped condition a political consensus in favor of central bank reform. 

Binder and Spindel (2017) find that the 1980’s price shocks helped forge a new partisan consensus 

in favor of inflation control; and hence, Fed Chairman Volcker’s anti-inflation policies.  

 Before establishing the ‘dual mandate,’ the Fed’s price stability mandate, along with its 

institutional autonomy, was often obstructed by political expediency. Presidents Johnson and 

Nixon had both pressured the Federal Reserve to ease interest rates during the late 1960s and early 

1970s respectively, with Nixon most famously imploring Fed chairman Arthur Burns, “we’ll take 

inflation, if necessary, but we can't take unemployment…I’m counting on you, Arthur, to keep us 

out of recession!”39 From Burns’ perspective, these “political currents”40 were the “anguish of 

central banking,” that left the Fed ‘behind the curve’ in taming inflation by the mid-1970s.  

 More generally during this period, the U.S. Federal Reserve faced political pressure to help 

finance the country’s growing budget deficits.41 Nixon, despite his fiscally conservative 

Republican roots, took the budgetary baton from the Johnson administration and continued to 

spend liberally on both Great Society initiatives42 and the Vietnam War. A series of shocks, 

including the U.S.’s 1971 Bretton Woods dollar delinking and twin oil crises (1973 and 1978), 

further fueled inflation and opened the door to Fed Chairman Volcker’s 1979 appointment. 

 By this point in the decade, Volcker swiftly aimed for inflation control, saying the central bank 

had “no choice but to deal with the inflationary situation because over time inflation and the 

 
37 Federal Reserve Reform Act, Public Law 95-188, 91 Stat. 1387-91 (1977). Codified as amended in sections, 12 
U.S.C. See https://fraser.stlouisfed.org/title/federal-reserve-reform-act-1977-1040. 
38 Moschella 2024; Best 2024; Binder and Spindel 2017. 
39 Greider 1989; The Nixon Tapes at the National Archives and Records Administration, College Park, Maryland. 
40 Binder and Spindel 2017, Chapter 6.   
41 Ibid. 
42 Great Society initiatives were aimed at ending poverty, urban renewal, reducing crime, abolishing inequality, and 
improving the environment.  
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unemployment rate go together…Isn’t that the lesson of the 1970s?”43 Volcker’s anti-inflation 

program not only curtailed inflation, but also appeared to strengthen the Fed’s informal 

independence after initially securing its formal legal autonomy decades earlier through the 1951 

Accord.44 By aggressively raising interest rates, Volcker’s Fed helped shrink the inflation rate from 

its 1980 peak of 14 percent to a manageable 4 percent by the end of 1982. What halted inflation? 

Ideology, institutions, or politics? Some scholars point to Volcker’s ideological roots in 

monetarism and willingness to target the money supply, others suggest his autonomous approach 

to policymaking helped boost central bank independence, and yet other scholars insist that Volcker 

benefited from a political consensus for monetary tightening in an era of stagflation.45  

 Notably, price stability remained at the center of the monetary policy mission throughout the 

next few decades, notwithstanding the Fed’s dual mandate. The low economic volatility (e.g. 

sustained growth and low inflation) of the Great Moderation era had insulated the Fed from 

political pressures, or public scrutiny about its operational mandate. Historically low levels of 

unemployment46 also allowed the Fed to focus on price stability without much political cost.  For 

example, central bank officials rarely referenced the Fed’s dual mandate, positing that “price 

stability was the surest way for monetary policy to keep unemployment down.”47 In line with this 

official posture, transcripts from the Fed’s monetary policy meetings showed that the Federal Open 

Market Committee (FOMC)48 disproportionately prioritized inflation compared to unemployment 

metrics from 1960 to 2010.49 FOMC deliberations exerted more frequent references to inflation 

control, even after the Humphrey Hawkins’ Act of 1978 reinforced the full employment element 

of the Fed’s dual mandate with explicit targets for both unemployment and inflation.50 

 Formally, the Fed views these two objectives as ‘complementary,’ reflecting a ‘balanced 

approach’ to its monetary policy framework.51 Informally, however, the Fed has the discretion to 

 
43 Meltzer 2009. 
44 Binder and Spindel 2017. 
45 Ibid.  
46 Unemployment averaged 5.5 percent for the 2 decades before the 2008 financial crisis, compared to its 11 percent 
historical pinnacle in 1982.  
47 Taylor 2011. 
48 The Federal Open Market Committee (FOMC) formulates monetary policy, including examining the risks to its 
dual mandate of price stability and full employment. https://www.federalreserve.gov/monetarypolicy/fomc.htm. 
49 Kaya et. al. 2019. 
50 According to this act, the Fed must also report twice a year on its monetary policy to Congress (Goldberg 2013). 
51 The Federal Reserve Board of Governors. “What are the Federal Reserve's Objectives in Conducting Monetary 
Policy?” Sept. 26, 2013. 
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prioritize one of the two objectives, subjecting it to political criticism that threatens to erode its 

independence.52 This pattern is most common during crises, when economic shocks tend to 

condition how central banks approach the inflation-unemployment tradeoff. Historically, 

inflationary shocks have tended to promote orthodox policies emphasizing price stability, while 

deflation is often associated with heterodoxy policies emphasizing growth and jobs.53  

The Great Deflation and the Growing Politicization of the Dual Mandate 

 The 2008 financial crisis unleashed a deflationary shock, known as the Great Recession, that 

amplified the political saliency of unemployment and rekindled partisan debates about the Fed’s 

dual mandate.  Although financial stability was not an explicit part of the dual mandate, the crisis 

was also the catalyst for the growth of the Fed’s implicit financial mandate.  

 Despite gaining its technocratic reputation from broad political and public support over time,54 

the 2008 crisis underscored the fragility of the Fed’s depoliticization.55 An institutional economics 

literature long claimed that formal rules,56 such as inflation targeting, could help insulate central 

banks from political pressures and achieve price stability. However, an emerging scholarship 

instead suggests that central bank independence requires ongoing political legitimacy.57 Economic 

ideas are not fixed or apolitical.58 They are often the product of a political process in which 

contending professional expertise and political groups battle for influence over economic 

policymaking.59 Indeed, a large body of scholarship finds that macroeconomic policymaking tends 

to have political origins.60  Rather than insulating economic governance from politics, central 

banks must defend their technocratic reputation and justify their economic policies, particularly 

following shocks with salient distributional consequences.61 

 Before the 2008 crisis, the Fed’s approach to policymaking tended to overweight inflation 

control relative to full employment,62 given Chairman Alan Greenspan’s skepticism of both 

 
52 Moschella 2024.  
53 Kaplan 2018.  
54 Moschella 2024; Binder and Spindel 2017. 
55 Best 2024.  
56 North 1990.  
57 Moschella 2024.  
58 McNamara 2002; Nelson 2014. 
59 Farrell and Quiggin 2017. 
60 McNamara 1998; Oatley 1999; Blyth 2002; McNamara 2002; Kirshner 2002; 2003; Nelson 2014; Farrell and Quiggin 
2017; Best 2024; Moschella 2024. 
61 Jones and Matthijs 2019; Moschella 2024. 
62 Kaya et. al. 2019.  
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financial regulation and pre-crisis monetary adjustment. During this period known as the Great 

Moderation, politicians had also sought to contain budget deficits through fiscal cuts and reduced 

public goods commitments, placing the Fed at the center of economic policymaking.63  

 Following the 2008 crisis, the Federal Reserve toggled between both sides of its dual mandate, 

responding to two different political forces. Facing a lackluster economy that was well below its 

long-term growth rates,64 the Fed first synchronized its accommodative monetary policies with the 

recession-busting policies of both the George W. Bush and Barack Obama administrations.  

 After they reached historic levels of crisis spending; however, the Keynesian window quickly 

closed with the birth of a political movement centered around fiscal consolidation.65  In 2011, the 

Tea Party66 and Congressional Republicans lobbied for legislation to scrap the Fed’s dual 

mandate.67  They worried that the central bank’s extraordinary crisis actions, including its massive 

balance sheet expansion, would overheat the economy, spur inflation, and erode the Fed’s 

credibility as an inflation fighter.  Fed Chairman Bernanke took the political opportunity to be a 

technocratic entrepreneur,68 announcing the adoption of a 2 percent inflation target in January 

2012, the culmination of his decade-long effort to establish a formal numerical inflation anchor.69 

 At the same time, the Obama administration also tried to capitalize on the increased saliency 

of unemployment in the wake of the crisis. President Obama nominated labor economist and 

former FOMC vice chair Janet Yellen to replace Bernanke as Fed Chairman in 2014, with the 

explicit charge of targeting both mandates.70 As a Keynesian, Yellen hoped to use monetary policy 

to mitigate stubbornly high unemployment, which had reached 7 percent by the end of 2013. 

According to Yellen, the Fed’s mandate should “serve all the American people” because “too many 

Americans can't find a job and worry how they'll pay their bills and provide for their families.”71   

 Balancing these inherent dual mandate tensions became even more complex with the ongoing 

financialization that followed the 2008 financial crisis. The next section argues that the Fed’s 

growing tendency to use discretionary measures to target credit disruptions complicated its dual 

 
63 McNamara 2002; Blyth 2002; Blyth and Matthijs 2017. 
64 Real GDP growth averaged 2.2 percent between 2010 and 2015. 
65 Farrell and Quiggin 2017. 
66 The Tea Party was a fiscally conservative movement within the Republican Party that advocated for tax and 
spending cuts as a vehicle for controlling deficits, debt, and inflation.  
67 Goldberg 2013.  
68 Kaya 2022.  
69 Binder and Spindel 2017, Chapter 7. 
70 Puzzanghera 2014. 
71 Quote in Goldberg 2013.  
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mandate by implicitly entrenching a third mandate of financial stability in its monetary operations. 

When the central bank employs monetary policy to target both financial stability and full 

employment, it risks making a sustained commitment to easy credit that undercuts price stability. 

 

Quantitative Easing and the Fed’s Mandate Trilemma  

“The number of achievable policy goals cannot exceed the number of policy instruments.”72  

 -- Jan Tinbergen, Nobel-Prize-winning Dutch economist 

 In the early days of the 2008 crisis, Fed Chairman Ben Bernanke catalyzed political support 

for injecting public capital into private banks by invoking the looming threat of economic collapse. 

Without such emergency financial stabilization measures, Bernanke warned that “we won’t have 

an economy on Monday.”73 Along with these capital injections, the 2010 Dodd-Frank Act also 

endowed the Fed with greater supervisory powers, known as macro-prudential policies (MPP), 

such as setting system-wide liquidity and capital ratios to ensure financial stability. Financial 

regulators thus developed the quantitative easing (QE) strategy to help mitigate destabilizing 

cycles and credit disruptions in the wake of the 2008 financial crisis. As a discretionary and 

unconventional policy, QE was meant to temporarily ‘increase the availability of credit’ and ‘foster 

improved conditions in financial markets.’74  

 However, the QE strategy was eventually adopted as a permanent instrument in the central 

bank toolkit. This pattern is in line with what scholars have found globally. For example, 

Moschella (2015) identifies a changing ideological paradigm that compels central banks, including 

the Swiss National Bank, to place a comparable weight on price and financial stability following 

the 2008 global financial crisis. Dubbed ‘technocratic exceptionalism,’75 Best (2018) finds that 

governments granted emergency powers to central banks in the wake of the 2008 crisis that were 

intended to help stabilize their economies but became steadily ingrained in technocratic practice.76 

 
72 Tinbergen (1952).  
73 Best 2018; PBS Frontline, Inside the Meltdown, Episode 4, 2009. 
74 Federal Reserve Board Press Release, November 25, 2008. 
https://www.federalreserve.gov/newsevents/pressreleases/monetary20081125b.htm 
75 Best 2018. 
76 Ibid.  
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 The issue with permanently adopting these monetary policy tools is that they not only blur the 

contours of the Fed’s dual mandate but also leave the central bank with the challenge of using a 

single monetary policy tool to address several conflicting policy goals. Compared to the dual 

mandate goals of full employment and price stability, financial stability has no single, quantifiable 

success metric. Financial stability decisions are also often inherently political because they involve 

bank governance and bankruptcy concerns. 77 Most developed countries, except for the United 

States and the United Kingdom, thus prefer to have independent financial supervisory authorities, 

or at least separated institutionally, from central banks.78 Otherwise, unconventional monetary 

policy measures that target financial stability might yield dual-edged outcomes.  

 An implicit financial stability mandate risks intensifying information asymmetries between 

central bank officials and investors, fomenting market misperceptions. For example, as designed, 

QE strategies might nudge market participants to adjust their economic expectations higher. 

However, the implicit financial stability target might also stoke market expectations of further 

financial rescues. For example, during the 1987 stock market crash, the Fed maintained an 

accommodative monetary policy stance to help mitigate severe credit disruptions and financial 

dislocations. Popularly known as the ‘Greenspan put,’ investors believed that the Fed’s intervention 

had created an asset price floor that insured investors against downside risk.79   

 There are striking similarities between the ‘Greenspan put’ and Bernanke’s quantitative easing, 

which investors interpreted as buoying equity and U.S. Treasury markets, respectively. Under such 

credit conditions, the Fed’s focus on financial stability creates a mandate trilemma, where markets 

perceive that the Fed is less willing to tighten monetary policy to stave off inflationary pressures. 

An implicit financial stability mandate is thus at odds with an explicit price stability mandate, 

complicating the Fed’s ability to reach full employment without overheating the economy. 

 Quantitative easing was added to the Fed’s anti-recession toolkit to address credit disruptions 

that had become more frequent at the turn of the century. Initially designed for a traditional 20th-

century banking system, monetary policy had to adapt to 21st-century financialization. For the 

standard transmission mechanism, short-term rate cuts in money markets induce banks to lend to 

the broader economy. With greater hidden balance sheet risks today, however, crises may quickly 

 
77 Crockett 2010.  
78 Bank for International Settlements 2011. 
79 Miller, Weller, and Zhang 2002. 
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magnify credit disruptions and impede the transmission mechanism’s normal operation. How? 

Deteriorating credit conditions prompt financial institutions to leave excess cash in the banking 

system rather than the real economy, diluting the effectiveness of interest rate cuts on the broader 

economy. This phenomenon, known as a liquidity trap, often characterized the 2008 financial 

crisis, when near-zero rates failed to stimulate bank lending due to fears of counterparty defaults. 

Even when financial markets are functioning normally, persistently low interest rates can create 

liquidity traps, where excess credit and low investment returns discourage economic activity, 

further perpetuating a deflationary environment.80  

 To overcome these liquidity traps, the QE strategy aims to directly influence long-term interest 

rates through outright purchases of long-term government securities. Scholars have found 

empirical support for this strategy; on average, quantitative easing tends to guide long-term interest 

rates lower than conventional monetary measures.81  Given its concerns about credit disruptions 

spilling over to the real economy, the Fed pursued QE measures during four different periods 

between 2008 and 2022. For example, in the aftermath of a historic bubble that led to the 2008-09 

financial crisis, Fed Chairman Bernanke supported permanently adding quantitative easing to the 

Fed’s toolkit, arguing that conventional rate cuts are ineffective when short-term rates are 

chronically low.82 He emphasized that “policymakers confronted with extraordinary circumstances 

must be prepared to think outside the box, defying orthodoxy if necessary.83 These heterodox 

policies remained in the Fed’s arsenal throughout the next decade, amplifying the central bank’s 

balance sheet by a whopping 9 times its 2008 pre-crisis size, eventually reaching a $9 trillion post-

pandemic pinnacle. Taking a cue from the Japanese experience in the late 1990s, quantitative 

easing effectively signaled the Fed’s dedication to reflating and reviving the crisis economy and 

reaching full employment. 

 By adopting quantitative easing into its permanent institutional toolkit, Bernanke created a 

tension between economic stimulus and easy money in an era of securitization. Quantitative easing 

might help stimulate the economy through massive liquidity injections, but surplus liquidity also 

amplifies financial risk throughout the banking system. Greater systemic risk and the potential for 

financial fallout reduce monetary policy space, potentially delaying rising interest rate cycles that 

 
80 Ibid.  
81 Toloui 2020. 
82 Bernanke 2020.  
83 Bernanke 2015. 
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are meant to curb budding inflation. A sustained commitment to quantitative easing beyond the 

current crisis risks igniting inflation, cultivating asset bubbles, and undermining public faith in the 

central bank’s inflation-fighting credentials. 

 Essentially, the Fed now faces a mandate trilemma, where it aims to simultaneously spur jobs 

and growth, stabilize the financial system, and control inflation. However, targeting both 

employment and financial stability with easier credit conditions potentially creates an inflationary 

bias in the system, making it harder to achieve the dual mandate. It also risks intensifying economic 

swings from deflation to inflation, as observed recently with the United States’ pandemic recovery. 

 The Fed commendably developed new tools that incorporate the complexity of financial 

intermediation today. Such monetary policy innovation is also in line with recent history. Before 

its QE strategy, the Fed coordinated emergency lending to systematically important non-bank 

institutions during previous crises, including broker-dealers following the 1987 stock market 

collapse and hedge funds after the Long-Term Capital Management (LTCM) crisis. To help quell 

balance sheet stresses at non-bank institutions during the 2008 crisis, the Fed accepted riskier 

instruments (e.g. mortgage-backed rather than government securities) in exchange for its liquidity.  

 During that time, Fed Chairman Bernanke was most concerned about an economic problem – 

the threat of a liquidity trap and deflation disrupting the transmission mechanism for monetary 

policy.84 For this reason, quantitative easing is aimed at permanently extending liquidity to help 

resolve the credit crunch and ultimately stimulate the economy. According to Bernanke, 

quantitative easing (QE) operates, at least partly by “signaling policymakers’ intentions to keep 

short rates low for an extended period.”85  

 However, when viewed from a structural financial perspective, the challenge instead becomes 

the hidden and sustained systemic risk that is emblematic of securitization. By implicitly targeting 

financial stability; the Fed also unintentionally incentivizes financial risk-taking. Excessively low 

rates might help spur economic activity, but they also signal to financial institutions and market 

participants that cheap capital is available for the foreseeable future, helping underwrite financial 

risks and creating a moral hazard problem. Bankers and investors adapt their expectations to the 

new QE reality, which risks fostering market perceptions of an implicit interest rate ceiling. In other 

 
84 Bernanke 2015. 
85 Ibid. 
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words, if central banks tend to respond to crises by “do{ing} whatever is necessary,”86 they are 

effectively signaling to financial institutions that there is a ‘non-zero probability’ of future bailouts. 

Why wouldn’t financial institutions grow their balance sheet risk today, knowing that the Fed will 

likely provide a bailout tomorrow? 

 

The Political Impediments to Greater Financial Regulation 

 In light of sustained concerns about credit disruptions beyond the 2008 crisis, why didn’t the 

Federal Reserve rely more on its supervisory powers to address financial stability? Several 

important political factors constrained the extent of prudential regulations, including the atomized 

nature of banking supervision, political appointments, and bipartisan support for deregulation.  

 The Fed shares financial responsibility with other regulators, leaving the institution with greater 

ambiguity in its financial stability mandate than in its other mandates. The Fed divides its 

supervisory functions with the U.S. Treasury’s Office of the Comptroller of the Currency (OCC), 

the Financial Stability Oversight Council (FSOC), and the Federal Deposit Insurance Corporation 

(FDIC). The Fed and OCC are responsible for regulating many of the nation’s largest banks, but 

the FDIC also supervises state-chartered and regional banks that are not part of the Federal Reserve 

System. Notably, the FSOC, established by the Dodd-Frank Act, also shares a financial stability 

mandate. Chaired by the Secretary of the Treasury, the FSOC is charged with monitoring U.S. 

financial system risks. 

 Beyond its legal mandate, the Fed also met considerable political constraints to asserting more 

regulatory power, in part because of the structural power of finance. The financial sector, which 

accounts for more than one-tenth of U.S. GDP, yielded considerable political sway over both the 

Republican and Democratic parties, influencing both President Donald Trump’s appointment of a 

new top banking regulator and new bipartisan Congressional legislation that favored deregulation.  

 In 2017, Congress approved Trump’s selection of Randal Quarles as the Vice Chair for 

Supervision at the Federal Reserve Board of Governors, representing a distinct ideological shift 

away from the previous Fed supervisory chief, Daniel K. Tarullo. Tasked with financial sector 

oversight, Quarles was appointed by Trump to help lead his administration’s financial deregulation 

 
86 Bernanke as quoted in Roberts 2020.  
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efforts. As a former Undersecretary of Finance during the Bush administration and a partner at the 

Carlyle Group – the world’s largest equity firm, Quarles had a light-touch regulatory approach that 

favored less government oversight.  

 By contrast, Tarullo had been appointed by President Obama in the wake of the 2008 financial 

crisis and led the Board’s financial regulatory reforms, including implementing the 2010 Dodd-

Frank Wall Street Reform and Consumer Protection Act. To help prevent future financial shocks, 

the Dodd-Frank Act introduced the Volcker Rule, which sought to manage financial risk by diluting 

banks’ investment ties to private equity and hedge funds. The Dodd-Frank Act also subjected banks 

with over $50 billion in assets to greater regulatory oversight, including financial stress tests and 

new balance sheet rules designed to enhance liquidity provisions and capital cushions. 

 In line with the executive branch’s shift toward greater deregulation in the mid-2010s, the U.S. 

Congress also passed the 2018 Economic Growth, Regulatory Relief, and Consumer Protection 

Act. It effectively represented a regulatory reversal of the 2010 Dodd-Frank Act, particularly for 

mid-sized and regional banks. By raising the tier for tighter bank regulations from $50 billion to 

$250 billion in assets, this bipartisan legislation, supported by Republicans and the Democratic 

Party’s Wall Street wing,87 was billed as efficiency-oriented reform.  

 The Federal Reserve acknowledged an important tension, however. On the one hand, the 2018 

reform ensured that regulations on banks, with less than $100 billion in assets, “more closely 

match(ed) their risk profiles.”88 On the other hand, by reducing “compliance requirements for firms 

with less risk,” it lowered capital and liquidity requirements,89 which meant that mid-sized banks 

would be more exposed to future crises. According to Senator Elizabeth Warren, “Washington 

{was} about to make it easier for the banks to run up risk, make it easier to put our constituents at 

risk, make it easier to put American families in danger.”90 Of course, Senator Warren’s remarks 

proved to be prescient, as the 2018 regulatory rollback set the stage for the massive expansion of 

regional bank balance sheets in the prelude to the 2023 banking crisis.   

 
87 Ten Democratic senators were co-sponsors on this regulatory relief bill.  
88 “Federal Reserve Board finalizes rules that tailor its regulations for domestic and foreign banks to more closely 
match their risk profiles,” Federal Reserve Board of Governors, October 10, 2019.  
89 Ibid.  
90 Senator Elizabeth Warren Warns Against Dodd-Frank Regulations Rollback, C-Span2, March 7, 2018. 
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Empirical Analysis: Plausibility Probe of the 2023 U.S. Regional Banking Crisis 

 In the following pages, I conduct a plausibility probe of the mandate trilemma’s theoretical 

priors, using the case of the 2023 regional banking crises, where multiple high-profile financial 

institutions suddenly collapsed, including Silicon Valley Bank (SVB), Signature Bank of New 

York, and First Republic Bank. In the wake of this crisis, the Fed’s institutional mandate had been 

transformed with greater financialization of the economy and political constraints on regulation. 

The central bank had become more reliant on its monetary policy to address credit disruptions and 

financial instability.  

 I claim that the Fed’s focus on its implicit financial stability mandate following the pandemic 

created a mandate trilemma. The central bank had hoped to meet three objectives with a single 

monetary policy tool: stabilizing the financial system, reviving the economy, and maintaining price 

stability. Rather than using its regulatory power to reign in financial sector excesses, the Fed aimed 

to employ its monetary policy tools to affect broad credit conditions. The Fed maintained its 

unconventional QE policies throughout much of the first half of 2022, fretting that tighter credit 

conditions might disrupt the financial sector and derail the economic recovery. Assuming that 

inflation was transitory, the Fed’s sustained commitment to low interest rates unintentionally 

fostered market expectations of an interest rate ceiling. By 2022, stubbornly high inflation was more 

ensconced in the economy, reaching its highest levels since the 1980s. Compelled to counter rising 

prices with an aggressive tightening cycle, the Fed faced a financialized economy that was 

unprepared for higher interest rates, sowing the seeds for the 2023 regional banking crisis.  

 

Fed’s Financial Stability Concerns Create a Monetary Policy Lag 

 To better understand these dynamics, let us first examine the Federal Open Market Committee’s 

(FOMC) meeting minutes and policy statements. In March 2020, the Fed relaunched its quantitative 

easing (QE) program for the fourth time since the 2008-09 global financial crisis. Notwithstanding 

its intention to quickly unwind these unconventionally large bond purchases, the Fed maintained 

the QE4 program for two-and-a-half years because new COVID-19 variants had raised concerns 

about the soundness of the banking sector. In both its January 2021 and January 2022 FOMC 

statements, the Fed underscored the importance of using quantitative easing to preserve financial 

stability with the same core language in its policy statement. “Asset purchases help foster smooth 
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market functioning and accommodative financial conditions, thereby supporting the flow of credit 

to households and businesses.”91 In line with this goal, the Federal Reserve maintained QE4, 

continuing to expand its balance sheet through March 2022. Financial stability remained pivotal to 

the central bank’s policy goals, with Charmain Powell stating that it was “deploying its lending 

powers to an unprecedented extent” to stabilize credit conditions.92 

 By the time the Fed had shifted its policy stance toward monetary tightening, inflation had 

already emerged, raising the question if the central bank had been too slow to respond to the 

inflationary threat. The central bank’s QE commitment remained steadfast, however. The Fed waited 

until June 2022 to unwind its unconventional bond purchases. At that point, the Fed not only started 

reducing its bond holdings (by $95 billion per month), but also tightened monetary policy at a pace 

not seen since the 1980s, hiking interest rates by more than 3.5 percentage points by the end of 2022. 

 The Fed had initially deemed that emerging price pressures were transitory in 2021, reflecting 

persistent supply chain shortages due to the pandemic. By May 2022, however, Fed Chairman 

Powell declared that inflation “was much too high and we understand the hardship it is 

causing…we’re strongly committed to restoring price stability.”93 With inflation hovering above 8 

percent through the first five months of 2022, economic officials admitted that they were too slow 

to shift to a tightening cycle. For example, U.S. Treasury Secretary Janet Yellen referred to her 

2021 remarks about ‘transitory inflation,’ saying “I think I was wrong then about the path that 

inflation would take.”94  

 Counterfactually, without its implicit financial stability mandate and quantitative easing 

policies, the Fed would have likely shifted to a tightening cycle earlier, helping guide long-term 

interest rates higher.95 Importantly, by making its unconventional balance sheet expansion 

conventional, the Fed stoked market expectations that further financial turmoil would beget further 

financial rescues. Of course, any crisis tends to have multiple potential causes, but the Fed’s choice 

to use quantitative easing to mitigate credit disruptions – rather than greater regulatory supervision 

– likely contributed to an environment of easy credit and moral hazard. 

 
91 FOMC Meeting Statements: January 27, 2021; January 26, 2022.  
92 Transcript of Chairman Powell’s Press Conference, April 29, 2020; 
https://www.federalreserve.gov/mediacenter/files/FOMCpresconf20200429.pdf  
93 ‘Fed raises rates by half a percentage point – the biggest hike in two decades – to fight inflation.’ CNBC, May 4, 2022. 
94 ‘Yellen says administration was fighting inflation, admits she was wrong that it’s transitory.’ CNBC, June 2, 2022. 
95 See Toloui 2020.  
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 The key challenge for quantitative easing was timing its reversal. Compared to the fluidity of 

open market operations, unwinding the Fed’s balance sheet involves careful planning to sell long-

term securities in a predictable and measured manner over months. Inflation’s stubbornness 

necessitated a swift monetary policy response, but the Fed balked because of its ongoing concerns 

about credit disruptions and financial stability. This policy lag likely intensified inflation.  

 A potential alternative explanation for the pandemic-era inflation is sustained supply chain 

shortages and commodity price shocks that began in 2021.96 These supply-side channels in global 

goods markets are undoubtedly central drivers of inflation. While some economists have found that 

quantitative easing (QE) can be more inflationary than conventional monetary policies,97 the key 

inflection point reflects the duration of the liquidity trap. Throughout the time of the Fed’s decade-

long balance sheet expansion, banks were holding about three-quarters of the Fed’s new asset 

accumulation as excess reserves to help mitigate credit risk.98  

 Given this ongoing liquidity trap, there was little risk of inflation because banks were not 

lending much to the broader economy. In expectation of a pandemic recovery, however, banks 

reduced their excess reserves by one-seventh during the first third of 2022,99 which helped fuel 

money supply expansion and inflation. The Fed, however, in its policy minutes remained focused 

on stabilizing credit disruptions,100 waiting to reverse quantitative easing until June 2022. An 

implicit financial stability mandate thus contributed to a policy lag in the Fed’s inflation sensitivity. 

  

The Moral Hazard of Targeting Financial Stability with Monetary Policy  

 By 2023, the stage was set for a regional banking crisis of national proportions that included 

the second and third-largest bank failure in U.S. history. Catalyzed by Silicon Valley Bank’s (SVB) 

collapse in early March, a wave of financial contagion rippled throughout both coasts culminating 

in the failures of both New York’s Signature Bank and San Francisco-based First Republic Bank. 

While they were theoretically regional banks, their whopping balance sheet expansion following 

2018’s regulatory reforms had converted them into systematically important financial institutions.  

 
96 Bernanke and Blanchard 2023.  
97 For example, a meta-analysis of 82 econometric studies in the euro area, the United Kingdom, and the United 
States found the inflationary effect of quantitative easing was robust using many different (QE) measures across a 
range of developed countries (see Wieladek 2024).  
98 Cline 2015. 
99 Total Reserves of Depository Institutions, Board of Governors of the Federal Reserve System, October 22, 2024.  
100 Chairman Powell’s Press Conference, April 29, 2020.  
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 After the Trump administration reversed the Dodd-Frank Act’s regulatory reforms, regional 

banks were allowed to circumvent stress tests and financial regulations, with a new regulatory 

ceiling moving from $50 to $250 billion. Ironically, after this new regulation had deemed these 

regional banks as systematically unimportant, the balance sheets of Signature Bank, SVB, and First 

Republic Bank surged more than 10 times their post-2008 financial crisis size, reaching a whopping 

$110.3, $209.0, and $212.6 billion by the end of 2022.  

 The blame for these regional bank collapses partly reflects balance sheet mismanagement, but 

as outlined by our earlier logic, quantitative easing – which lasted for almost two-and-a-half years 

– also played a pivotal role by fanning expectations of easy credit. Counterfactually, financial 

authorities would have likely checked this massive balance sheet expansion if financial regulations 

had not been diluted in 2018, and financial supervision had a more central role in regulating banks.  

 As discussed earlier, however, there were considerable political constraints to greater financial 

regulation, both technocratically and legislatively. With the Fed’s new supervisory chair and a 

bilateral congressional coalition in favor of deregulation, the Fed was left trying to provide financial 

stability through its monetary policy. The Fed also has supervisory powers, but they were diluted 

by the Fed’s shared responsibility across several different government agencies (e.g. U.S. Treasury 

and the FDIC), and most importantly, tempered for mid-sized banks by the 2018 regulatory 

rollback. Without sufficient bank supervision, mid-sized banks strongly grew their balance sheets 

until they ironically represented systemic risk levels.  

 At the same time, the Fed’s concerns about financial stability—highlighted in FOMC minutes 

in early 2022—contributed to its lagged response to inflation. As mentioned above, quantitative 

easing hadn’t been inflationary earlier because banks had held three-quarters of the Fed’s balance 

sheet expansion on their balance sheets. Notably, by early 2022, banks had begun decreasing their 

excess reserves and lending more broadly to the economy. The liquidity trap thus appeared to wane, 

yet the Fed’s financial stability concerns kept it from moving more quickly to tighten credit 

conditions. Reversing quantitative easing was also an incremental process that was more akin to 

turning a freighter than a speedboat in rocky waters. By mid-2022, the Fed’s prolonged financial 

stability focus and lagged response to inflationary pressures meant it had to hike interest rates 

aggressively to maintain price stability.  
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 Let us first examine the catalyst for the crisis, Silicon Valley Bank’s (SVB) collapse before 

briefly exploring financial contagion. In light of its location in the nation’s technological heartland, 

SVB had specialized in the financing of start-up firms with access to venture capital (e.g. Etsy, 

Fitbit, Pinterest, and Vox Media). In 2010, SVB had a balance sheet that at $16.3 billion was 

comparable to other regional banks, such as the Bank of Oklahoma and First Hawaiian Bank. Even 

at the time of the 2018 regulatory reforms, SVB had $50.3 billion in assets, just over the regulatory 

threshold. With the 2018 reforms pushing the threshold above $250 billion, SVB could grow its 

balance sheet unimpeded by regulation to become the sixteenth largest bank in America. For 

example, its deposits spiked by 220 percent in the aftermath of the pandemic, compared to a modest 

average expansion of 26 percent at FDIC-insured banking institutions.  

  To match this deposit liability growth, SVB had also grown its financial assets by investing in 

relatively safe long-term bonds, but its investment model was exposed to significant downside risk. 

The Fed’s quantitative easing (QE) during the pandemic had sent a signal to less-savvy financial 

investors like SVB that there was a near-term price floor on government bonds, which accounted 

for a large share of its investment portfolio. SVB had invested more than $90 billion in long-term 

Treasury bonds. In anticipation that government bond prices would remain high against the Fed’s 

unprecedented balance sheet expansion, SVB fueled its deposit growth by offering its technology 

clients higher corporate deposit rates. SVB also financed its deposits by recycling venture capital 

funds. After lending venture capital to technology firms, those firms would deposit funds at SVB 

after their Initial Public Offering (IPO), or first stock issuance.   

 The problem with both of these financing strategies is that they relied upon a low-interest-rate 

environment. SVB had bet that interest rates would remain low, given the Fed’s unconventional 

QE measures. When interest rates moved quickly higher amid the Fed’s sudden shift to a tightening 

cycle in the summer of 2022, long-term bond prices fell which undercut these investments. By 

March 2023, these bad investments had yielded $1.8 billion in after-tax losses, submerging its share 

price and inducing depositor withdrawals. At the same time, IPOs fell by about two-fifths in 2022, 

which led Bay area entrepreneurs to withdraw more deposits – many of which were not covered by 

the $250,000 FDIC insurance cap.101 The bank could not provide depositors with their funds, 

creating a credit crunch in the technology sector.  

 
101 World Economic Forum. ‘The IPO Market Plummeted in 2022. Here's Why.’ Dec 21, 2022 
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 SVB was caught in a vicious cycle of depositor withdrawals and falling bond prices, leaving it 

on the brink of insolvency and sparking financial volatility at other large regional banks. For 

example, Signature Bank – based in New York – was one of the few banks that had welcomed 

cryptocurrency deposits, and similarly to SVB, the vast majority of these deposits exceeded the 

$250,000 FDIC-federal insurance ceiling. Investors fretted a deposit-run, particularly in an industry 

that had recently witnessed the collapse of FTX crypto currency exchange in the fall of 2022. 

Regional bank had tumbled in March 2023 by nearly one-third, according to the S&P Regional 

Bank Select Industry Index.  

 On March 12, the Federal Reserve, U.S. Treasury, and FDIC thus enacted the rare measure of 

guaranteeing all of Signature and SVB’s deposits, saying they posed a major risk to the economy. 

By early May, First Republic Bank, a third bank that solicited lofty, uninsured deposits from 

wealthy firms and individuals, was also teetering on the verge of insolvency because of its vast 

deposit runs. Regulators took possession of the failed bank, with J.P. Morgan Chase acquiring First 

Republic’s distressed deposits and assets through Federal auction.  

 These unprecedented actions underscore how the Fed’s institutional mandate has increasingly 

incorporated an implicit third financial stability target.  Why? Financial complexities have 

contributed to growing credit disruptions over time, prompting the Fed to add unconventional 

monetary policies, including quantitative easing, to its anti-recession policy mix. In such a 

financialized environment, the Federal Reserve has often aimed to keep interest rates low to create 

societal expectations of a financial and economic recovery. The risk, however, is that these 

unconventional policies also foster expectations of an interest rate ceiling by financial market 

participants, where easy money threatens to sow the seeds of future crises. A political consensus 

favoring deregulation since the 2018 regulatory rollback has further limited the Fed’s ability to use 

supervisory powers to forestall financial crises.   

 

 
 

 
 
 
 
 
 



 25 

Concluding Discussion 

 In summary, this article developed a new theory about monetary policymaking dubbed the 

mandate trilemma. By stretching its monetary policy operations to achieve three concurrent goals, 

the Fed has unintentionally induced an impossible trilemma where its implicit financial stability 

target has complicated its ability to meet its dual mandate of full employment and price stability.  

 The 21st-century securitization of the American economy left it susceptible to systemic financial 

volatility, leading to the development of new monetary policy instruments. First deployed during 

the 2008 global financial crisis, central bank officials had hoped that quantitative easing (QE) – or 

massive central bank balance sheet expansion – could simultaneously diminish widespread credit 

disruptions and revitalize the distressed economy. Most recently, following the onset of the 2020 

pandemic, the QE monetary strategy was again employed to both battle deflation and stabilize a 

financially frazzled banking sector.  

 The plausibility probe of the 2023 U.S. regional banking crisis demonstrated these governance 

challenges. The Federal Reserve was placed in the unenviable position of employing one tool – 

interest rates – to simultaneously balance full employment, inflation control, and financial stability. 

In using such a blunt QE monetary policy instrument to target financial stability, the Fed could not 

swiftly retract its balance sheet, which complicated its ability to pursue its price stability mandate 

at the first signs of inflation. Given the Fed’s lag in managing price pressures in the wake of the 

pandemic, inflation now hovers above its two percent target for the third consecutive year.  

 Banking supervision and prudential regulations are often better tools for taming financial 

excesses, but the 1990’s deregulation left the Federal Reserve mostly reliant on its monetary policy 

operations to check financial volatility. Following the 2008 global financial crisis, the Dodd-Frank 

Act’s financial reforms had initially aimed to bring the supervisory apparatus back to financial 

governance. However, 2018’s swift regulatory reversal diluted many of its reform provisions, 

particularly for mid-sized regional banks that theoretically did not pose systemic risks. Without 

greater financial supervision and stress tests, regional bank balance sheets grew at a mercurial pace 

in the 2020s. For example, SVB’s balance sheet expanded briskly during these years, evolving from 

a small, regional bank to a financial powerhouse – whose client list included more than two-fifths 

of venture capital-backed and publicly-traded technology firms.  

 Given such systemic risks, the Fed is perpetually caught in a financial catch-22, temporarily 

slowing tightening cycles to stave off financial volatility only to later foment greater financial 
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disruption when eventually hiking rates. Indeed, without exiting from its mandate ambiguity, the 

Fed has no clear escape from its mandate trilemma in an increasingly financialized world. With the 

ongoing financial fallout from Trump’s April 1st ‘liberation day’ tariffs, or reciprocal tariffs 

targeting unfair trade practices, the U.S. faces a renewed threat of greater financial and price 

instability. Employing a single interest rate tool to balance these competing pressures, however, 

may leave the Fed walking a monetary policy tightrope without an economic safety net.  
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