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Mortgage defaults, together with excessive
debt and weak regulation, ultimately led to 
a major fi nancial crisis in the United States 
in 2008. But how exactly did a steep drop in 
U.S. housing prices result in a severe fi nancial 
crisis throughout the world? What did the U.S. 
government do right and what did it do wrong in 
responding to this fi nancial crisis? And perhaps 
most importantly, what actions should be taken 
in the future to resolve this fi nancial crisis and 
help prevent others from happening? In Too Big 
to Save?, Robert Pozen answers these and other 
key questions as he presents his vision for 
repairing the U.S. fi nancial system.

Each chapter of this timely book analyzes the 
impact of the fi nancial crisis on a major part of 
the U.S. fi nancial system. Pozen fi rst explains 
the globalization of the fi nancial crisis through 
the sale of mortgage-backed securities around 
the world. He suggests how the securitization 
process should be reformed, including new 
approaches to credit rating agencies and credit 
default swaps.

Second, he assesses the impact of the fi nancial 
crisis on the stock and bond markets. He criti-
cizes the broad government guarantees of bank 
debt and money market funds, and calls for re-
instating the incentives for large debt holders to 
scrutinize the condition of fi nancial institutions. 

Third, he evaluates the federal bailout of fi nan-
cial institutions by buying their stock and toxic 
assets. He shows how these bailouts constitute 

“one-way capitalism” whereby taxpayers bear 
most of the losses but stand to receive little of 
any potential gains.

[  C O N T I N U E D  O N  B A C K  F L A P  ]

[  C O N T I N U E D  F R O M  F R O N T  F L A P  ]

Finally, he outlines what can and cannot be 
achieved realistically through international 
fi nancial cooperation. For the United States, he 
proposes a concrete plan to address risks to the 
entire fi nancial system and strengthen the func-
tional regulation of each segment of the fi nancial 
services industry.

Too Big to Save? will give you a sound framework 
to analyze the daily barrage of information about 
the fi nancial crisis. It offers a blueprint for restor-
ing the fi nancial system without repeating the 
mistakes of the past.

ROBERT POZEN is Chairman 
of MFS Investment Manage-
ment®, which manages over 
$150 billion in assets for 
individual and institutional 
investors. He currently 
is a senior lecturer at the 
Harvard Business School 

and was chairman of the SEC advisory com-
mittee on improving fi nancial reporting, 2007 
through 2008. In 2001 and 2002, Pozen served 
on President Bush’s Commission to Strengthen 
Social Security. In 2003, he served as Secretary of 
Economic Affairs for Massachusetts Governor Mitt 
Romney. Pozen was also formerly vice chairman 
of Fidelity Investments and president of Fidelity 
Management & Research Company. He has 
published a broad variety of articles in the Wall 
Street Journal, the New York Times, and the 
Financial Times of London.
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PRAISE FOR TOO BIG TO SAVE?

“When Bob Pozen talks, people listen—with good reason. This book is full of wisdom 
about the fl aws in our fi nancial system that let the crisis develop and, more important, 
detailed prescriptions for fi xing it. Read it. Then keep it on your desk as a reference.” 
— Alan S. Blinder, former vice chairman, Federal Reserve Board, and Gordon S. 

Rentschler Memorial Professor of Economics and Public Affairs, Princeton University

“In an era of specialized books about the fi nancial crisis, Bob Pozen’s is a sparkling 
exception.  In plain English, he explains to the intelligent reader how we got into 
this fi nancial mess, assesses steps taken by government, and prescribes practical 
ways to prevent a future crisis.  Bob Pozen is one of the nation’s most thoughtful 
and responsible fi nancial leaders.  If you are looking for one book to sort out the 
fi nancial crisis, start here!”  
—David Gergen, Professor, Harvard Kennedy School, and Senior Political Analyst, CNN 

“This book is not only a detailed yet thoroughly lucid and accessible study of the 
fi nancial crisis; it is also, and more important, the best critique I have seen of the 
government’s responses to the crisis and its recent blueprint for fi nancial regula-
tory reform.”
— Richard A. Posner, U.S. Circuit Judge and author of A Failure of Capitalism: 

The Crisis of ’08 and the Descent into Depression

E XPERT INSIGHTS ON THE FUTURE OF U.S.  FIN ANCE

Bob Pozen not only identifi es the multiple factors causing the fi nancial crisis, but 
also evaluates the governmental responses so far to this crisis and suggests what 
actions should be taken to prevent future crises. He focuses on four issues:

 Why revival of the loan securitization process is• 
important to the American recovery
 How the Treasury should decide which fi nancial• 
institutions should be recapitalized
 Why mega banks need a much smaller and stronger• 
board of directors
 How the monitoring of systemic risks should be integrated• 
with an enhanced system of fi nancial regulation
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Additional Praise for Too Big to Save?

“Americans need to understand the fi nancial crisis shaking this country. Bob 
Pozen offers a great guide to inner workings gone wrong and a clear agenda for 
getting the system right again.  Read this book and understand.”   

—Tom Ashbrook, Host of NPR’s On Point

“Bob Pozen is among the most knowledgeable and thoughtful commentators on 
America’s fi nancial system today. Based on decades of practical experience and 
years of penetrating analysis, his book Too Big to Save? presents new ideas that 
should be essential reading for laymen and experts alike, especially our top policy 
makers.” 

—Jeffrey E. Garten, Juan Trippe Professor of International 
Finance and Trade, Yale School of Management;

Former Undersecretary of Commerce, Clinton Administration 

“America’s fi nancial system is sorely in need of fundamental reform, and the after-
math of the recent crisis represents a historic opportunity to do something about 
it. Too Big To Save? is full of the kind of knowledge-based common sense that 
only someone with Bob Pozen’s rich background of experience in the securities 
industry is likely to bring to today’s debate about what to do and who should do 
it.  The country will stand a better chance of getting these reforms right if every-
one pays attention to his thinking.”

—Benjamin M. Friedman, William Joseph Maier Professor 
of Political Economy, Harvard University;

Author, The Moral Consequences of Economic Growth

“There will be many books written about the fi nancial crisis of 2007–2009. But 
if you want to read just one, read this book. Bob Pozen’s account of what went 
wrong and how to prevent future crises is a tour de force, clearly written for the 
nonexpert and powerfully argued.”

—Robert E. Litan, Vice President for Research
and Policy, The Kauffman Foundation;

Senior Fellow, The Brookings Institution

“Bob Pozen reviews some extremely complex concepts in a straightforward, easy- 
to-read manner for people to digest the sheer quantity of coverage about all the 
elements of the credit crisis. Using charts and summaries, he helps nonexperts 
understand what happened and gives them the tools needed to evaluate the most 
critical fi nancial issues.”

—Peter Lynch, Former Portfolio Manager, Fidelity Magellan Fund
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      Foreword          

 E very time there is a major fi nancial crisis, and there have been 
quite a number of them in history, we fi nd that there are many 
who are ready to dwell on blaming people and institutions; and 

only very few who offer really serious and constructive new proposals 
for improvements in our fi nancial system that can repair the damage and 
reduce the impact of future crises. It is much harder to do the latter, as it 
requires coming to an understanding of the real origins of the crisis. The 
causes of the crisis are typically multiple, and understanding them 
requires extensive knowledge of the real nature of fi nancial arrangements 
as they appear at this point in history, of the laws and conventions that 
regulate them, and of the kinds of human failures that underlie their mis-
application. Constructive solutions require also an analytical framework 
that allows us to use basic economic theory to evaluate government 
responses. 

  Too Big to Save?  provides us with just such an understanding and 
analytical framework. The policy proposals offered here should be taken 
seriously. 

 The review of the crisis that is provided here is a pleasure to read. 
First, it brings together a strong list of relevant facts in connection with 
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an illuminating interpretation. For example, Bob documents how very 
low interest rates created a demand for mortgage - backed securities 
with high yields — which could be met due to the weak regulation of 
mortgage lendings and the eagerness of the credit rating agencies to 
hand out AAA ratings. He provides a wealth of information that can 
enable the reader to assess his argument. 

 Second, Bob develops several principles for evaluating the govern-
ment ’ s bailout efforts. He criticizes the Treasury ’ s peculiar reliance on pre-
ferred stock as an instance of one - way capitalism — where taxpayers bear 
almost all the downside losses of bank failures with little upside if a trou-
bled bank is rehabilitated. Ironically, federal offi cials appear to have chosen 
to use preferred stock rather than common stock in part because they 
wanted to keep the appearance of capitalism (not nationalizing the banks) 
more than its substance. This is a book about the real substance of our 
capitalist economy. 

 He also articulates specifi c tests for justifying bailouts and then shows 
why many recent bailouts do not meet these tests. We need to view bail-
outs in terms of our economic theory as well as we can, for only then 
can we have any semblance of an economic justifi cation for these last -
 minute measures—rule changes in the midst of the game. 

 Third, Bob presents an integrated view of how U.S. fi nancial regu-
lation should be structured in the future. He puts meat on the bones of 
systemic risks — with the Federal Reserve as the monitor of such risks 
and the functional regulators implementing remedial measures. Since 
government guarantees have become so broad, he argues for a different 
type of board of directors to help regulators monitor the fi nancial con-
dition of mega banks. 

 Of course, not everyone will agree with all his proposals since 
the book includes so many. This is not a book with a lengthy discus-
sion of the past plus a few future - looking proposals outlined in the last 
few pages. It is a thoughtful account on nearly every page. It keeps its 
momentum going, bringing us to a position where we can really evalu-
ate how we ought to proceed from here and how our fi nancial econ-
omy should evolve over the coming years. 

  — Robert J. Shiller          
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                                                                                                                        The Financial 
Crisis: A Parable          

 ohn and Amy Barton had always envied the larger white house 
with the pool down the street from their home in Phoenix.  1   But 
they never thought they could swing the difference between their 
 $ 400,000 current home and the  $ 505,000 price tag on the white 

house. That is, until January 2005 when they met a local mortgage broker 
named Marjorie Spencer who offered them  “ a deal they couldn ’ t refuse. ”  

 Spencer told them that they could sell their old house and buy 
the new house with a down payment of only  $ 5,000. If they fi nanced 
their new home with a 30 - year fi xed mortgage at 7 percent, their 
monthly payments would increase by only about  $ 665, from  $ 2,660 
to  $ 3,325. And they ’ d have no problem qualifying for the larger loan. 
Spencer said she would draw up a no - income - verifi cation loan, and all 
the Bartons had to do was list the old home as a rental property, with a 
monthly rental income of  $ 1,000. 

 Amy, though, had an uneasy feeling about Spencer, a loud, fast - talking 
woman who always wore a business suit. In fact, Amy wanted to sell 
their old home as soon as possible, and was not even sure that it could 
be rented.  “ We can say that your home has been rented in the past, ”  said 
Spencer.  “ Trust me, nobody will notice. ”  Amy ultimately gave in to the 
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excitement of upgrading to a new home, so she and John signed all the 
papers that Spencer slid in front of them to make the deal offi cial. 

 A few days later, the Bartons ’  new mortgage was sold to a large mort-
gage servicer, which collects monthly payments and sends them to the 
current holders of the mortgages. As soon as the mortgage servicer accu-
mulated a large enough number of mortgages, it retained the servicing 
agreement but sold the mortgages again — this time to Wall Street Dealer. 
Finally, Wall Street Dealer put the mortgages into a shell company, went 
through the process of creating securities backed by these mortgages, and 
sold these securities to investors around the world. (See Figure  1 .)   

 This process of securitization, illustrated in Figure  1 , was creative. The 
principal and interest payments of the mortgages could be carved into 
separate securities, called tranches, each with different claims on the pay-
ments from the underlying mortgages. To take a very simple example, a 
risky tranche with a high potential yield might take the fi rst loss on the 
mortgages in the event of a borrowers default, and a conservative tranche 
with a low interest rate might take the last loss on the mortgages. 

 The job of creating tranches with different risks and yields was done 
at Wall Street Dealer by a brilliant group of young college graduates. One 
such whiz kid was Peter Antonov, a 25 - year-old MIT graduate who had 
impressed everyone with his amazing acumen for numbers. Antonov ’ s job 
was essentially an exercise in profi t maximization. Understand the risk 
appetite of your investors, analyze the expected cash fl ows from the mort-
gages, and ultimately create packages of mortgage - backed securities to fi t 
the different needs of investors. 

 Once the security tranches were created, the next step was to get 
them rated by two of the three top rating agencies: Moody ’ s, Standard  &  
Poor ’ s, and FinCredit. Like Antonov, the experts at the rating agencies 
had their models, which incorporated factors such as expected cash 
fl ow on the mortgages, diversifi cation across geographic regions, and the 
chance that housing prices would fall — a very low likelihood according 
to their models. 

 Still, the rating process was a game, with the two winning agen-
cies taking home  $ 400,000 each for a complex deal like this one, and 
Antonov knew the rules of engagement. He and his colleagues called 
on these three credit - rating agencies to see what proportion of the 
securities backed by this particular group of low - quality mortgages 
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(called subprime) would be rated triple - A, the highest rating possible. 
A triple - A rating in the bond business was like the Good Housekeeping 
seal of approval. 

 Fin Credit came in at 50 percent, Moody ’ s at 55 percent and S & P 
at 60 percent. Then Antonov had an idea:  “ Call Fin back, ”  he told a 
colleague,  “ and tell them they were so far off we won ’ t be using them 
for this deal. ”  Two hours later, Antonov got a call from a Fin vice presi-
dent who said,  “ We ’ re willing to make some adjustments to get into 
this deal. Will 60 percent be enough? ”  With their triple-A ratings for 
60 percent of the mortgage - backed securities, these were now ready 
for sale to investors around the globe. 

 Mortgage - backed securities were in great demand in early 2005 
because they paid higher rates than the 4 percent available on 5 - year U.S. 
Treasuries, and their triple - A rating indicated a very conservative invest-
ment. Only a handful of public companies had triple - A ratings in 2005. 

 The employees of Wall Street Dealer pitched the offering to Tom 
Paige, the investment director of Mississippi ’ s state pension fund, cover-
ing 30,000 state employees. Paige took a call one afternoon from one 
of his plan consultants, who had been poring over the offering state-
ment.  “ These securities are backed by a stable fl ow of income, they ’ re 
generating good relative returns, and best of all they ’ ve got a triple -
 A rating, ”  the consultant told him. Soon thereafter, Mississippi ’ s state 
employees owned approximately  $ 100 million of these securities. 

 Similar stories played out overseas. At the Superior Bank of Libya, 
chief investment offi cer Saddiq al - Massir had been keeping a close eye 
on the low level of U.S Treasury yields. Libya was one of the oil - rich 
countries in the Persian Gulf region whose dollar reserves grew rapidly 
in tandem with the rise in the price of oil (which is denominated in 
U.S. dollars). The bank ’ s board of directors had given al - Massir a succinct 
directive regarding his investment goals.  “ Diversify the portfolio, and fi nd 
higher relative returns. ”  The mortgage securities of Wall Street Dealer fi t 
the bill on both counts; al - Massir was particularly impressed by the AAA 
rating on the securities. He decided to place an order for  $ 200 million. 

 Meanwhile, Joe Engler, a Los Angeles - based hedge fund manager, 
was impressed by Wall Street Dealer ’ s offering but from the opposite 
perspective. He told his partners:  “ Housing prices can ’ t keep soaring like 
this. Pretty soon, the fault lines will surface in the weakest subsector, 
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 The Financial Crisis: A Parable xv

subprime mortgages. ”  To bet against the popular wisdom, Engler ’ s fund 
sold  $ 10 million of the triple - A portion of Wall Street Dealer ’ s offering, 
but bought  $ 10 million of protection against the default of this same 
portion. AIG was pleased to sell him protection for this portion at a pre-
mium of  $ 25,000 per year for fi ve years. 

 The fi rst signs of real trouble began to crop up in 2006. Borrowers 
began to default more often on their mortgage payments, and Wall Street 
fi rms started to see more of their transactions fall apart. These were early 
warning signs that something was seriously wrong in the U.S. mortgage 
market. By the end of 2007, close to 16 percent of all subprime mort-
gages were in default. 

 Meanwhile, in Phoenix, housing prices were falling rapidly and the 
Bartons still couldn ’ t fi nd someone to rent their old house, much less 
buy it. So in the fall of 2007 they forfeited their  $ 5,000 down payment 
on the new house and walked away from their new  $ 500,000 mort-
gage. Under Arizona law, the Bartons were not personally liable for any 
shortfall if the proceeds from selling the new house did not cover the 
remaining mortgage on the house. 

 The employees of Wall Street Dealer began telling the bad news 
to investors; they would not be receiving the expected yields on their 
mortgage securities. But Antonov was no longer there. After pocketing 
a  $ 2 million bonus in 2006, he had quickly found a better paying job at 
Lehman Brothers. 

 Tom Paige got ready to explain the pension fund ’ s losses to the Labor 
Committee of the Mississippi State Senate, and Saddiq al - Massir was anx-
ious as he was called before the bank ’ s board of directors to defend his 
purchase of the Wall Street Dealer ’ s mortgage - backed securities. 

 But Joe Engler was a happy camper. He received a large payment 
from AIG to cover losses on the mortgage - backed securities of Wall Street 
Dealers. As Joe uncorked a bottle of champagne for his partners, he kept 
repeating,  “ The trend is not your friend. ”   

  What This Book Will Tell You 

 Although the people and transactions depicted above are fi ctitious, they 
are typical of the situations that occurred between 2003 and 2006 in 
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the United States. These situations were repeated so often not because 
of individual mistakes but because of powerful economic forces — such 
as low interest rates, excessive debt, and weak regulation — that led to 
a severe fi nancial crisis in 2008 and 2009. This book will answer three 
key questions about this fi nancial crisis: 

     1.   How exactly did a steep drop in U.S. housing prices result in a 
severe fi nancial crisis throughout the world?  

     2.   In responding to this fi nancial crisis, what did the U.S. government 
do right and what did it do wrong?  

     3.   What actions should be taken in the future to resolve this fi nancial 
crisis and help prevent others from happening?    

 In order to answer the fi rst question, we must understand the 
unique role of nonbank fi nancial institutions in the United States. In 
most countries, banks are the dominant fi nancial institution. In the 
United States, by contrast, the majority of fi nancial assets are held by 
nonbanks, such as mutual funds, credit - card issuers, and pension plans. 
In 2007, banks supplied only 22 percent of all credit in the United 
States.  2   Individual borrowers obtained loans through nonbank lenders 
like car fi nance companies; corporate borrowers sold bonds to institu-
tional investors like life insurers. Over the last decade, nonbank lenders 
sold an increasing volume of mortgages and other loans to Wall Street 
fi rms, which repackaged and resold them as asset - backed securities 
based on the cash fl ows from these loans. 

 This book will show that the global fi nancial crisis resulted from 
the burst of the U.S. housing bubble, which was fi nanced through 
excessive debt spread around the world by mortgage securitization. As 
illustrated by the parable, unscrupulous brokers persuaded overextended 
buyers to take out mortgages with minimal down payments. These 
mortgages were then sold to a Wall Street fi rm, which pooled them 
together in a shell company. With top credit ratings based on dubious 
models, that company sold mortgage - backed securities across the world 
to investors looking for higher yields than U.S. Treasuries. 

 Like most fi nancial innovations, mortgage securitization provided 
signifi cant benefi ts as well as substantial hazards. Before mortgage secu-
ritization, lenders held their mortgages until they were paid off. By 
selling mortgages for securitization, lenders could obtain cash to make 
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more loans. Loan securitization also provided investors with an easy way 
to diversify into securities based on payments from mortgages. American 
and foreign investors could choose among various types of mortgage -
 backed securities with conservative to risky credit ratings. 

 However, when the mortgages underlying these securities began 
to default, losses were incurred by investors throughout the world. As 
the default rates reached record highs, investors in the mortgage - backed 
securities with even the most conservative ratings suffered heavy losses. 
Because of widespread investor discontent, the volume of securitization 
of all loans plummeted from  $ 100 billion per month in 2006 to almost 
zero in late 2008.  3   This debacle in the market for securitized loans was 
the catalyst for the failure of several fi nancial institutions, the freezing up 
of short - term lending and the steep decline in the stock markets. 

 But this book does more than explain the origin of the fi nancial 
crisis. It also answers the second question: In responding to the fi nan-
cial crisis, what did the U.S. government do right and wrong? The high 
level of government intervention in the fi nancial markets was generally 
justifi ed by the severity of the fi nancial crisis, but some of the  methods  
of intervention were inconsistent with several principles of sound 
regulation. 

 In supporting fi nancial institutions, the federal government should 
avoid whenever possible the creation of moral hazard, an economic 
term for the situation created by broad loss guarantees that remove all 
incentive of private investors to perform due diligence on their invest-
ments. For example, the FDIC has guaranteed for up to three years 100 
percent of over  $ 300 billion in debt of banks, thrifts, and their holding 
companies.  4   As a result of these 100 percent guarantees, sophisticated 
investors in bank debt have no incentive to look at the fi nancial condi-
tion of these banks. The fi nancial system would be better served by 90 
percent guarantees from the FDIC, so it would have the aid of sophisti-
cated bond investors in keeping these institutions away from excessively 
risky activities. 

 In 2008, the federal government bailed out many large banks as well 
as large securities dealers and insurance companies that were deemed 
too big to fail. These bailouts not only created moral hazard, but also 
increased concentration in the fi nancial sector and decreased competi-
tion for fi nancial services. Therefore, the federal regulators should  not  
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save a large fi nancial institution unless its failure would cause the insol-
vency of signifi cant players in the fi nancial system. For example, why 
was American Express bailed out although most of its liabilities are 
widely dispersed among merchants and customers? 

 From October, 2008 through January, 2009, the U.S. Treasury 
invested almost  $ 200 billion of capital in over 300 banks.  5   In making 
such investments, the federal government often engaged in one - way 
capitalism, in which the government absorbs most of the losses when 
fi nancial institutions fail, but receives only a small portion of the prof-
its if these institutions are rehabilitated. This was unfair to American 
taxpayers. For example, after investing  $ 45 billion of capital in Bank of 
America, the Treasury owns mainly the Bank ’ s preferred stock and only 
6 percent of its voting common shares. To gain the upside as well as 
the downside, the Treasury should own the majority (but not 100 per-
cent) of the voting common shares of a troubled mega bank bailed out 
because it was deemed too big to fail. 

 In answering the third question, about which actions we should take 
to help prevent future fi nancial crises, we should try to fi nd the least bur-
densome regulatory strategy with the best chance of resolving the most 
critical issues. Because fi nancial crises tend to spread across the world, in 
theory the international community should develop a global solution to 
a global problem. In practice, no country is prepared to cede its sover-
eignty to global regulators. Some countries will form coalitions of the 
willing, like colleges of supervisors, to coordinate supervision of global 
fi nancial institutions; other countries will provide more fi nancing to the 
International Monetary Fund (IMF). At most, the largest countries can 
exert collective pressure to prevent the erection of new protectionist bar-
riers to global trade and capital fl ows. 

 In the United States, the Treasury should concentrate less on recap-
italizing banks and more on reforming the loan securitization process. 
Recapitalized banks have not increased their loan volume.  6   Because 
higher loan volume is critical to reviving the economy, and the secu-
ritization of loans drives the volume of loans, the United States must 
fundamentally reform the securitization process. Similarly, the federal 
government should concentrate less on buying toxic assets from banks, 
and more on helping underwater borrowers, whose mortgage bal-
ances exceed the current value of their homes. These are the borrowers 
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mostly likely to default on the mortgages underlying these toxic assets, 
whose value ultimately depends on this default rate. 

 In reforming the U.S. regulatory structure, Congress should focus 
on keeping up with fi nancial innovation and coping with systemic risks. 
It should close the gaps in the federal regulatory system, which covers 
new products like credit default swaps and regulates growing players 
like hedge funds. It should also ask the Federal Reserve to  monitor the 
systemic risks of signifi cant fi nancial fi rms, where the adverse effects 
of one fi rm ’ s failure could bring down the whole fi nancial system. But 
Congress should not create an omnibus agency to oversee all fi nancial 
services; we need a nimble set of regulators to follow the rapid changes 
in each part of the fi nancial sector. 

 In light of the fast pace of fi nancial innovation and the growing com-
plexity of transactions, regulatory offi cials will be hard pressed to monitor 
a mega bank ’ s activities. Given the increase in moral hazard and the decline 
in competitive constraints, the regulators should seek help from the direc-
tors of a mega bank in holding its top executives accountable for gener-
ating consistent earnings without taking excessive risks. This challenging 
role requires a new type of board — a small group of super - directors with 
the fi nancial expertise, the time commitment, and the fi nancial incentive 
to be effective watchdogs. Only with such a board at every mega bank can 
we move from one - way capitalism to accountable capitalism.  

  How the Book Is Organized 

 The answers to the three questions addressed in this book synthesize a 
huge amount of public information on the fi nancial crisis. This book 
generally does not attempt to create new sources of information; the 
information already available is overwhelming. Instead, this book organ-
izes the publicly available information into useful categories, presented 
in a roughly chronological order. It then analyzes the relevant informa-
tion and generates a large number of practical recommendations. 

 The book is not geared to fi nancial experts, who might prefer an 
extensive discussion of each of the many issues identifi ed here. Rather, 
this book is aimed at intelligent readers, who are not fi nancial experts. 
For these readers, the back of the book has a glossary of fi nancial terms. 
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Also, Figure  2  presents a simplifi ed diagram of the main private - sector 
players in the U.S. fi nancial system. (Figure  14.1  in Chapter  14  outlines 
the current regulatory framework for U.S. fi nancial institutions.)   

 As Figure  2  shows, savers are the initial source of capital for the 
fi nancial system: they make deposits in banks and provide capital to 
other types of institutional investors, such as pension plans, mutual funds, 
insurance companies and hedge funds. Savers also use their capital to 
buy houses fi nanced with mortgages from banks or nonbank lenders. At 
the next level, public companies outside of the fi nancial sector as well as 
banks sell their stocks and bonds to institutional investors and sometimes 
directly to individual savers. Banks and nonbank lenders also sell mort-
gages to specialized entities, securitizers in the diagram, which turn these 
mortgages into mortgage - backed securities. These securities are bought 
by institutional investors and banks in the United States and abroad. 

 Each chapter of this book will analyze the impact of the fi nancial cri-
sis on a major part of the U.S. fi nancial system. Each chapter will address 
all three of the questions posed earlier in this Introduction, explaining 
how the United States got into trouble in this fi nancial area, evaluating 
the governmental responses in this area and suggesting practical reforms 
in this area. Most of these suggestions are my own, though some draw on 
the work of other commentators. In either case, the recommendations in 
this book are printed in bold to highlight them for readers. 

 In four chapters, Part  I  will analyze the globalization of the fi nancial 
crisis through the sale of mortgage - backed securities around the world. 

 Part  II , composed of Chapters  5  through  8 , will assess the impact 
of the fi nancial crisis on the stock markets, the capital of banks and the 
availability of short - term loans. 

 In four chapters, Part  III  will evaluate the federal bailout of fi nan-
cial institutions through buying their stock, refi nancing their toxic 
assets and limiting their executive compensation. 

 Chapter 13 in Part  IV  will discuss the threat posed by this fi nancial 
crisis for the free fl ow of international capital and trade. The fi nal chap-
ter in the book will discuss the implications of the current crisis for 
redesigning the American system of regulatory fi nancial institutions. 

 In short, this book will give you a framework to analyze the daily 
barrage of information about the fi nancial crisis. It will help you to 
avoid repeating the past mistakes of others, and to envision an effective 
plan for fi xing the fi nancial system in the future.                    
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1

Part One

                                                        THE U.S. HOUSING 
SLUMP AND THE 

GLOBAL FINANCIAL 
CRISIS          

 T he United States has experienced a few severe housing slumps 
since World War II — notably, the sharp decline in housing 
prices from 1989 – 1993. But as Figure  I.1  shows, declining 

housing prices from that slump were not refl ected in falling prices of 
U.S. stocks. In fact, the Standard  &  Poor ’ s 500 Index (S & P 500) rose by 
over 15 percent for the years 1989 through 1993, while the home price 
index fell by over 13 percent.  1     

 Other countries have experienced even more severe housing slumps 
than the United States — for example, the fall in Japanese housing prices 
during the 1990s. Although this Japanese housing slump was paralleled 
by a decline in the Japanese stock market during the 1990s, neither led 
to a global decline in stocks or bonds. Indeed, prior to 2008, no hous-
ing slump in any country has ever led to a global fi nancial crisis. 
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 The U.S. Housing Slump and the Global Financial Crisis 3

 So why did the U.S. housing slump in 2007 and 2008 trigger a glo-
bal fi nancial crisis? The answer lies in the excessive debt of American 
families and fi nancial institutions, combined with the securitization 
process that spread mortgage – backed securities (MBS) across the world. 

 After being burned by stocks in the burst of the dot – com bubble, 
investors in 2001 were looking for other places to put their money. 
Most Americans felt that real estate was a safe bet because they believed 
that home prices always went up. With lots of mortgage fi nancing avail-
able at low interest rates, many Americans bought housing and piled on 
the debt. By 2007, U.S. household debt reached a record high of over 
130 percent of household income. 

 To increase their profi ts, many U.S. fi nancial institutions also bor-
rowed heavily to buy assets, supported by relatively small amounts 
of capital. In 2004, the Securities and Exchange Commission (SEC) 
allowed the fi ve largest investment banks to double their ratio of assets to 
capital to over 30:1. The largest banks created separate shell companies 
to issue bonds, which could be found only in footnotes of their fi nan-
cial statements. Moreover, money poured into unregulated hedge funds, 
which often took out large loans to pursue aggressive trading strategies. 

 As long as the music was playing, everyone kept dancing. But when 
the music stopped in late 2006, all the dancers ran for the exits at the 
same time, crushing each other in the panic. As prices of housing and 
mortgage - backed securities plummeted, many investors tried to sell 
assets to raise cash and pay down their debts. These sales, in turn, drove 
asset prices lower, leading to more selling and more losses. 

 Huge losses were suffered not only by American investors but also by 
foreign fi nancial institutions due to the global distribution of mortgage -
 backed securities. Traditionally, when lenders made home  mortgages, 
they held on to them until they were paid off. But now lenders could 
sell most of their mortgages to specialized entities created by Wall Street 
banks or to either of two quasi - public corporations called the Federal 
National Mortgage Association (Fannie Mae) and the Federal Home 
Loan Mortgage Corporation (Freddie Mac). In turn, these entities and 
corporations sold MBS and bonds to investors across the world. 

 Figure  I.2  provides a simple fl ow chart for the mortgage securitiza-
tion process. A woman buying a house borrows money from a lender 
and signs a mortgage on the home, which secures her promise to repay 

p01.indd   3p01.indd   3 9/24/09   9:59:42 AM9/24/09   9:59:42 AM



 F
ig

u
re

 I
.2

 
M

or
tg

ag
e 

Se
cu

ri
tiz

at
io

n 
Pr

oc
es

s 

H
om

e
Pu

rc
ha

se
rs

Le
nd

er
(B

an
k,

 T
hr

ift
, o

r
M

or
tg

ag
e 

B
ro

ke
r)

Fa
nn

ie
 M

ae
Fr

ed
di

e 
M

ac

W
al

l S
tr

ee
t 

Fi
rm

In
ve

st
or

s
in

 B
on

ds

$$
$

B
on

ds

Sp
ec

ia
l P

ur
po

se
 E

nt
ity

(S
PE

)

In
ve

st
or

s
in

 M
B

S

$$
$

M
or

tg
ag

e-
ba

ck
ed

se
cu

ri
tie

s 
(M

B
S)

$$
$

$$
$

$$
$

$$
$

M
or

tga
ge

M
or

tga
ge

M
or

tg
ag

e

M
or

tg
ag

e

$

$

$

$

4

p01.indd   4p01.indd   4 9/24/09   9:59:43 AM9/24/09   9:59:43 AM



 The U.S. Housing Slump and the Global Financial Crisis 5

the loan. She then makes monthly payments of principal and interest 
on the  mortgage  to the lender. This is the M in MBS. If she fails to repay 
her loan, the lender has the right to foreclose on the mortgage and 
take the house. The lender may sell the mortgage to Fannie Mae or 
Freddie Mac, which fi nances the purchase by selling bonds to inves-
tors. Alternatively, the lender may sell the mortgage to a special purpose 
entity (SPE), a shell corporation formed by a Wall Street fi rm to gather 
mortgages into a pool. An SPE raises money to buy these mortgages 
by selling to investors various types of bonds that are  backed  by (the B 
in MBS) the monthly payments from the mortgages in the pool. These 
bonds are  securities  (the S in MBS).   

 As the total residential mortgage debt in the United States more 
than doubled from 2000 – 2007, so did the total amount of MBS that 
were sold to investors throughout the world. The total residential 
mortgage debt in the United States skyrocketed — from approximately 
 $ 5 trillion in 2000 to over  $ 11 trillion in 2007 — as U.S. home prices 
soared. In parallel, the total amount of MBS doubled from  $ 3.6 trillion 
in 2000 to  $ 7.3 trillion in 2007.  2   

 Following the huge run - up in U.S. home prices from 2000 – 2006, 
these prices plummeted in 2007 through 2009 as the housing bubble burst 
and mortgage defaults rose to record high levels. In turn, these higher rates 
of mortgage defaults led to dramatic decreases in the prices of MBS based 
on these pools of troubled mortgages. Prices fell because the monthly 
mortgage payments backing the MBS were evaporating at an unforeseen 
rate. Because large amounts of MBS were held by fi nancial institutions in 
the United States and abroad, this dramatic decline in MBS prices resulted 
in signifi cant capital losses at institutions across the world. As a result, the 
securitization of loans has virtually halted since the end of 2008. 

 Although fl awed, the securitization process still has signifi cant benefi ts 
so it needs to be fundamentally reformed, rather than eliminated. Most 
importantly, securitization multiplies the volume of lending by increas-
ing the liquidity of mortgages. Instead of holding mortgages to matu-
rity, lenders can sell them to investors and use the proceeds to originate 
another round of loans. To take a simple example, compare two identical 
lenders — one that makes and holds one  $ 400,000 mortgage that pays off 
after 15 years, while the second lender makes a  $ 400,000 mortgage each 
year for 15 years and sells a  $ 400,000 mortgage each year to investors. 
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Over 15 years, the second lender will use the same monies to lend  $ 5.6 
million more than the fi rst lender. Thus, the securitization process pro-
vides more loans to Americans and, with more money available to fund 
mortgages, lowers interest rates on mortgages across the country. 

 At the same time, the securitization of mortgages offers the ben-
efi ts of risk diversifi cation to both banks and investors. Before mortgage 
securitization, banks located in a particular region of the country were 
vulnerable to declining housing prices in that region. Now regional 
banks can sell mortgages on local homes and buy a portfolio of MBS 
based on pools of mortgages from across the country. Investors can 
choose the specifi c package of risks they want because one pool of 
mortgages often issues several separate types of MBS (called tranches) 
with different risk characteristics. For instance, a low - risk tranche of an 
MBS with a relatively low yield might have the right to the fi rst princi-
pal and interest payments from the pool. In contrast, a high - risk tranche 
of an MBS would have a much higher yield, but would incur the fi rst 
loss if any mortgage in the pool defaults. 

 In short, the challenge is to retain the substantial benefi ts of the 
mortgage securitization without its negative aspects that led to investor 
losses around the world. Part I will rise to this challenge by analyzing 
the mortgage securitization process in four chapters. Each chapter will 
explain one important aspect of the securitization process, evaluate the 
reforms taken so far and offer further proposals to remedy the abuses in 
that aspect of the process.   

  Chapter  1  will identify the driving forces behind the United States 
housing bubble and suggest what should be done to reduce the 
likelihood of another bubble.  
  Chapter  2  will explain why Fannie Mae and Freddie Mac went 
bankrupt despite their government charters and assess what role, if 
any, they should play in the future.  
  Chapter  3  will analyze why the private process of mortgage secu-
ritization came to an abrupt halt and delineate what reforms are 
needed to restart the process.  
  Chapter  4  will propose a new regulatory framework for credit 
default swaps and, more generally, discuss the lessons learned from 
the misuse of mathematical models.                       

•

•

•

•
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Chapter 1

                                                                                                                                                                                                                                                                                                                                                                                                                        The Rise and 
Fall of U.S. 

Housing Prices          

 C ontrary to popular perceptions, residential housing prices in 
the United States rose by only 10 percent above the rate of 
infl ation from 1949 – 1997 — going from an index of 100 to an 

index of 110, as demonstrated by Figure  1.1 . Next, housing prices rose 
sharply by 21 percent above infl ation between 1997 and 2001 (from an 
index of 110 to an index of 133), and then suddenly took off like a 
rocket between 2001 and 2006 — rising 53 percent higher than the 
 infl ation rate (from an index of 133 to 203). But this meteoric rise was 
unsustainable; at the end of 2008, U.S. residential housing prices had 
plunged by 33 percent from their 2006 high (from an index of 203 to 
137), and have declined further during 2009.  3     
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 Figure 1.1 Infl ation Adjusted Home Price Index: 1949 – 2008 
 Source:     Robert Shiller irrationalexuberance.com .

 Many factors contributed to this rise and fall of housing prices. In 
this chapter, we will focus on three key factors: abnormally low inter-
est rates, unscrupulous sales practices of certain mortgage lenders, and 
incentives for certain house purchasers to avoid personal responsibil-
ity. (We will discuss additional important factors in other chapters, for 
instance, Chapter  5  on short selling by hedge funds and Chapter  6  on 
excessive leverage of fi nancial institutions.)  

  The Fed Kept Interest Rates Too Low 

 Low interest rates in the United States were a key factor driving domes-
tic housing prices sky high between 2001 and 2006. Because mortgages 
were so cheap, some purchasers were willing to pay more for homes that 
they were going to buy and other purchasers were able to afford homes 
for the fi rst time. United States interest rates were pushed lower during 
this period by a combination of the savings glut in the emerging markets 
and the Federal Reserve ’ s extended response to the 2001 – 2002 recession. 

 Between 2000 and 2007, the foreign exchange reserves of cen-
tral banks in emerging markets ballooned from less than  $ 800 billion 
to over  $ 4 trillion.  4   In part, this sharp increase resulted from the rising 
prices of oil and gas in countries with natural resources, such as Saudi 
Arabia, Brazil, and Russia. In part, this sharp increase resulted from the 
rapid growth in trade surpluses of China and other Asian countries with 
the United States, where American consumers gobbled up imports. 

 In turn, the central banks in the commodity-producing countries 
and Asian exporters invested much of their rising foreign currency 
reserves in U.S. Treasuries. Such investments boosted the value of the 
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 The Rise and Fall of U.S. Housing Prices  9

U.S. dollar, which supported the price of oil (denominated in U.S. dol-
lars) and encouraged Americans to buy relatively cheap imports from 
Asia. Between 2000 and 2007, U.S. Treasuries owned by foreign inves-
tors rose from  $ 1 trillion to  $ 2.4 trillion. China alone increased its hold-
ings of U.S. Treasuries from  $ 60 billion in 2000 to  $ 478 billion in 2007.  5   

 In other words, there was an implicit agreement on a global recy-
cling process. By consuming massive amounts of imported goods 
and oil, the U.S. ran huge trade defi cits, which resulted in large trade 
 surpluses with oil producers and Asian exporters. These two groups 
of countries then recycled most of these surpluses back to the United 
States by investing in U.S. Treasury securities. This global recycling 
process kept the rates on long - term Treasury bonds approximately 
1 percent lower than they otherwise would have been.  6   

 The role of the Federal Reserve in elevating U.S. housing prices is 
more complex. In response to the 2001 recession resulting from the burst 
of the dot - com bubble and the September 11, 2001 terrorist attacks on 
the World Trade Center, the Fed aggressively lowered the interest rate 
on short - term U.S. Treasuries (e.g., one week to three months), which 
declined to almost 1 percent at the end of 2002. The Fed then held the 
short - term rate close to 1 percent until the middle of 2004. Concerned 
about the fragility of the economic recovery, the Fed held interest rates 
too low for too long. Only toward the very end of 2006 did the Fed 
bring the short - term interest rate back to normal levels.  7   To see how far 
the Federal Reserve suppressed interest rates during this period, consider 
Figure  1.2 .  8   The chart compares the actual low level of interest rates set 
by the Federal Reserve to the level determined by the Taylor rule — a 
well - recognized method of setting central bank rates developed by 
Stanford University professor and former Treasury offi cial John Taylor. 
As the chart shows, actual rates were dramatically below those suggested 
by the Taylor rule from 2001 through 2005.   

  Low Interest Rates Stimulated Appetite for High - Yield Mortgages 

 The decline in interest rates on U.S. Treasury bonds stimulated the 
appetite among foreign investors for higher yields from other types of 
debt securities. Between 2001 and 2006, foreign ownership of MBS 
increased from 6 percent to over 18 percent.  9   Similarly, U.S. investors 
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had been burned by the crash in Internet stocks and were not receiving 
satisfactory yields on their bond portfolios. The mantra of U.S. investors 
became,  “ Give me yield, give me leverage, give me return. ”   10   

 In order to offer higher yields, sponsors of MBS shifted toward 
pools with larger portions of subprime mortgages, which paid higher 
interest rates than prime mortgages. A prime mortgage is a loan meet-
ing normal credit standards with proper documentation. A subprime 
mortgage is a loan to a home buyer who cannot meet the credit stand-
ards normally required to obtain a prime mortgage. 

 Interest rates on fi xed - rate mortgages are mainly infl uenced by the 
rate on long - term Treasuries, which did not drop along with short - term 
rates. However, the interest rate on adjustable rate mortgages (ARMs) 
generally moves together with the rate on short - term Treasuries. With 
ARMs, the interest rate on the mortgages resets periodically (e.g., every 
year) in line with movements in short - term rates. From the fall of 2002 
to the fall of 2004, the volume of new ARMs exceeded the volume of 
new fi xed - rate mortgages as the interest rate on one - year ARMs fell to 
4 percent or lower. This increased volume of ARMs contributed to the 
general surge in U.S. housing prices up to 2006. 

 In particular, the very low rates set by the Fed on short - term 
Treasuries and consequently ARMs encouraged the growth of subprime 
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 Figure 1.2 Taylor Rule 
 Source:  John Taylor for Federal Reserve Bank of Kansas City (September 2007).
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mortgages. Figure  1.3  shows how the volume of subprime mortgages rose 
from  $ 120 billion in 2001 (under 6 percent of all mortgages originated) 
to  $ 600 billion in 2006 (over 20 percent of all mortgages originated).  11   
As former Federal Reserve Governor Edward Gramlich explained,  “ This 
whole subprime experience has demonstrated that taking rates down 
could have some real costs, in terms of encouraging excessive subprime 
borrowing. ”   12   While recognizing that subprime loans had helped  promote 
home ownership among minority groups, Gramlich was alarmed by the 
hidden fees and prepayment penalties in most subprime loans, as well 
as their very low teaser rates that ratcheted up later.  “ Why are the most 
risky loan products sold to the least sophisticated borrowers? ”  Gramlich 
asked.  “ The question answers itself — the least sophisticated borrowers are 
probably duped into taking these products. ”   13     

 Because of Gramlich ’ s concerns about subprime loans, he urged 
Fed Chairman Alan Greenspan, as early as 2000, to send federal exam-
iners into the mortgage affi liates of banks. But he was rebuffed by 
Greenspan, who feared that federal examiners would not spot deceptive 
practices and would inadvertently give a government seal of approval to 
dubious loans. In 2004, Gramlich reiterated his concerns about abusive 
lending practices, which were echoed by housing activists to Greenspan. 

Subprime, 5.8%

2001 2006

Subprime, 23.5%

Alt A, 15.7%

Jumbo, 18.8%

FHA/VA, 3.1%

Conventional
Conforming

38.8%

Alt A, 2.9%

Jumbo, 21.6%

FHA/VA, 8.4%

Conventional
Conforming

61.4%

 Figure 1.3 Mortgage Originations by Loan Type: 2001 and 2006 
 Source:  Inside Mortgage Finance Data in Major D. Coleman IV, Michael LaCour - Little, and 
Kerry D. Vandell,  “ Subprime Lending and the Housing Bubble:  Tail Wags Dog? ”  (2008), 
 http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1262365 .
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But Greenspan again refused to utilize the Federal Reserve ’ s authority 
to restrict mortgage lending practices.  14    

  Lending Rules: Too Little, Too Late 

 Gramlich ’ s concerns turned out to be well - founded. The default rate on 
subprime mortgages began to climb — from 10.8 percent in 2005 to 15.6 
percent by 2007. In comparison, the default rate on prime mortgages 
went from 2.3 percent to 2.9 percent for the same period,  15   as shown 
by Figure  1.4 . By the second half of 2007, investor concerns about this 
trend  “ led to a virtual collapse of the primary and secondary markets for 
subprime and nontraditional mortgages and contributed to disruptions 
in broader fi nancial markets. ”   16   In 2006 and 2007, the federal banking 
agencies issued joint statements to depository institutions on how they 
should manage the risks associated with subprime lending and other 
nontraditional mortgage products. However, responding to comments 
from the mortgage industry, the fi nal versions of the statements did not 
restrict or prohibit specifi c types of mortgage products or practices.   

 As the default rate on subprime mortgages continued to rise to 
18.7 percent, the Fed in 2008 under its new Chairman, Ben Bernanke, 
fi nally adopted signifi cant amendments (effective in 2009) to its rules 
on mortgage disclosures and unsafe lending practices for substandard 
mortgages. The new rules prohibit lenders from making a loan without 
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 Figure 1.4 U.S. Mortgage Delinquency Rates (Total Past Due) 2000 – 2008 
 Source:  HUD Historical Data  www.huduser.org/DATASETS/pdrdatas.html .
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considering the ability of the borrower to repay out of income and 
assets other than the home ’ s value. They require lenders to ensure that 
subprime borrowers establish escrow accounts or other arrangements to 
pay for property taxes and homeowners insurance on fi rst - lien mort-
gage loans. The rules also ban any prepayment penalties if the terms of 
these penalties can change within the initial four years of the mortgage. 
Furthermore, they establish stricter advertising standards for mortgages 
and require certain mortgage disclosures to be provided to the bor-
rower earlier in the transaction.  17   

 Although these new rules go in the right direction, they are defi -
cient in several major respects. Most critically, the Fed rejected a pro-
posal that brokers disclose bonuses paid to them by lenders for steering 
customers to higher interest loans. These steering bonuses, often worth 
thousands of dollars, are typically paid to brokers for arranging more 
costly mortgages to borrowers with weak credit histories. For instance, 
Kimberly Marumoto of Hermosa Beach, California, said she used a 
broker to obtain a mortgage for her home and learned later, from her 
accountant, that she could have qualifi ed for a lower interest rate.  “ It ’ s 
almost like if you went to the store, and the store didn ’ t tell you could 
actually get this item for 20 percent off, ”  said Marumoto, who sells 
bedding and table linens.  “ This whole home loan business thing is very 
daunting to a fi rst - time buyer. ”   18   As this example illustrates, steering 
bonuses can provide brokers with a signifi cant incentive to originate 
mortgages with higher interest rates than those for which the borrower 
would have been eligible.  Therefore, steering bonuses should be 
banned or fully disclosed to the borrower.   19   

 Second, on disclosure generally, many subprime borrowers did not 
understand signifi cant terms in their mortgages, for instance, the reset of 
the interest rate or the imposition of prepayment penalties. In part, this 
lack of understanding was caused by the dense pile of documents involved 
with mortgage applications. In response, Alex Pollock, former president of 
the Federal Home Loan Bank of Chicago, has made an excellent sug-
gestion:  All applicants for home loans should be provided with 
a one - page summary form a few days prior to closing.   20      That 
form should outline the essential features of the mortgage, such 
as its monthly cost, principal amount, prepayment penalties and 
criteria for resetting interest rates if applicable.  This one - pager 

CH01.indd   13CH01.indd   13 9/24/09   3:31:08 PM9/24/09   3:31:08 PM



14 t o o  b i g  t o  s a v e ?

would drive home to borrowers the obligations they are assuming in sign-
ing the mortgage. 

 Third, the new rules fail to restrict the use of negative amortization 
loans. Such loans allow borrowers to pay back less than even the interest 
due on the loan each month. The shortfall is added each month to the 
loan ’ s principal — the negative amortization — leading to larger monthly 
payments at the end of a specifi ed period or at the maturity of the 
mortgage. Many home owners could not afford these larger monthly 
payments.  Negative amortization loans should be allowed only 
in special circumstances, such as restructuring a mortgage on 
the brink of foreclosure.  

 Finally, and more broadly, most of the new rules apply only to sub-
prime and Alt A mortgages. An Alt A mortgage is a loan to a home 
buyer who may be creditworthy, but does not meet the standards for a 
conforming mortgage – in many cases, the borrower cannot provide the 
normally required documentation. (Alt A stands for alternative docu-
mentation.)  But the new rules codify sound practices for adver-
tising, underwriting, and servicing mortgages, so they should 
generally be extended to all fi rst - lien mortgages on primary 
residences.  

 In May, 2009, the House of Representatives approved the 
Mortgage Reform and Anti - Predatory Lending Act,  21   which imposes 
more  restrictions than the Fed ’ s new rules in several key areas. For
example, it prohibits steering bonuses to encourage brokers to sell higher -
 priced home  mortgages. It outlaws mandatory arbitration clauses in any 
residential mortgage and credit insurance with one advance premium. It 
bans mortgages with negative amortization (with certain exceptions), and 
outlaws prepayment penalties in ARMs. It also provides borrowers with a 
defense of rescinding the loan in a foreclosure proceeding. The House bill 
has not yet been voted on by the Senate as of September 1, 2009.   

  Many Mortgage Lenders Were Unregulated 

 The growth of subprime lending, especially mortgages with low teaser 
rates that later ratchet up, has been the main driver of mortgage losses. 
The growth of subprime lending was, in turn, driven by the willingness 
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of mortgage sponsors to include subprime loans as part of mortgage pools 
underlying the issuance of MBS. As the demand for MBS increased, mort-
gage originators were able to sell all of their subprime loans quickly to the 
sponsors of the MBS. Therefore, mortgage originators had strong fi nancial 
incentives to increase their volume of mortgages at the expense of loan 
quality and due diligence on borrowers. 

 Under substantial pressure to produce, mortgage lenders in many 
cases duped borrowers into taking out loans they could not afford to 
repay. In many Mexican - American communities of California, such 
a loan is called  “ la droga ”  — Spanish for drug and Mexican slang for a 
crippling debt. One of the highest concentrations of subprime loans in 
Orange County, California, was on Camile Street in Santa Ana. A 2007 
story in the  Orange County Register  read,  “ On Camile Street every vari-
ety of la droga is on display: adjustable - rate loans with low teaser pay-
ments that quickly escalate; prepayment penalties so large that home 
owners cannot refi nance;  ‘ piggyback loans ’  so low - income buyers can 
own a house with no money down. All are described in long, complex 
documents that many Spanish - speaking buyers cannot read. ”   22   

 Overzealous mortgage lenders used pressure tactics to close as many 
subprime loans as possible. For example, a mortgage broker named Troy 
Musick was so desperate to close a deal that he followed Ruth DeWitt 
into the waiting room of an Indiana hospital while Ms. DeWitt ’ s hus-
band was having quadruple heart bypass surgery. She recalls him saying: 
 “ It ’ s now or never. ”  The result was a  $ 143,400 loan that the couple 
was not able to afford.  23   Similarly, New Century Mortgage provided 
Mr. Ramirez, a strawberry picker from Benito, California, who earned 
 $ 15,000 per year, with a  $ 720,000 loan to purchase a new home. 
The Ramirez family members say that they were told by their broker 
that they could refi nance the monthly payments down to  $ 3,000 per 
month. But this never happened and the actual  $ 5,378 monthly pay-
ment was more than the Ramirez family could handle.  24   

 The majority of the originators of subprime mortgages were inde-
pendent mortgage lenders or brokers, called nonbank lenders. In 2005, 
for example, brokers represented around 60 percent of subprime origi-
nations, but only 25 percent of prime originations. As summarized in 
Figure  1.5 , 14 of the top 25 originators of subprime and Alt - A loans in 
2006 were nonbank lenders.  25     
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 The joint statements of the banking agencies on subprime loans 
and nontraditional mortgage practices, mentioned earlier, did  not  apply 
to nonbank lenders; these statements applied only to FDIC - insured 
banks, thrifts, and their affi liates. The 2008 amendments to the Fed ’ s 
mortgage rules fi nally applied to all nonbank lenders. Similarly, until 
2008, nonbank lenders were not required to be registered or regulated 
by any federal agency. Instead, licensing of nonbank lenders was left to 
the states, which often engaged in little or no supervision of nonbank 
lenders.  26   In other words, a majority of the mortgage lenders in the 
United States were essentially unregulated until quite recently. 

  Not  SAFE  Enough 

 In the summer of 2008, Congress fi nally passed the SAFE Mortgage 
Licensing Act (SAFE  �  Secure and Fair Enforcement). This Act estab-
lishes minimum standards for state licensing and registration of local 
mortgage lenders, and requires federal banking agencies to establish a 
joint registry of loan originators at federally regulated banks, thrifts, 
and their affi liates. The Act also requires the Department of Housing 
and Urban Development (HUD) to establish a backup licensing and 
registry system for loan originators in any state that fails to set up its 
own system within one or two years.  27   

4
Banks or thrifts
(19% of dollar volume)

Nonbank subsidiaries of banks, thrifts, or
their holding companies
(37% of dollar volume)

Independent mortgage lenders
(44% of dollar volume)

714

 Figure 1.5 Top 25 Originators of Subprime and Alt - A Loans in 2006 
 Source:  Government Accountability Offi ce: Westley Presentation using Inside Mortgage Finance and 
Federal Reserve Data.

CH01.indd   16CH01.indd   16 9/24/09   3:31:10 PM9/24/09   3:31:10 PM



 The Rise and Fall of U.S. Housing Prices  17

 The enforcement of the new Act is likely to be uneven. Some states 
will not only register nonbank lenders but also will institute other 
reforms. For example, California now prohibits lenders from initiating 
foreclosure proceedings until 30 days after contacting the borrower or 
making due diligence efforts to do so. This common sense requirement 
should apply in all states. Yet there is virtually nothing HUD can do if 
other states establish a registry and licensing system for nonbank lend-
ers, and then do little to supervise them. 

 In addition, SAFE requires HUD to make recommendations to 
Congress on appropriate legislative reforms to the Real Estate Settlement 
and Procedures Act (RESPA) to promote transparency and comparative 
shopping on mortgage loans. In late 2008, HUD announced revisions of 
the RESPA requirements so that lenders would provide borrowers, in 
advance of a closing, with a  “ good faith estimate ”  of interest rates, other 
fees, and prepayment penalties as well as the possibility of later increases 
in monthly payments. These revisions were needed, according to HUD 
Secretary Steve Preston, because  “ many people made uninformed deci-
sions ”  in taking out loans and these decisions contributed to a surge in 
mortgage defaults.  28   According to Preston, however, HUD does not have 
the authority or resources to enforce these RESPA revisions. 

 In the Stimulus Act of 2009, Congress authorized the Federal Trade 
Commission (FTC) to ban deceptive lending practices, which is a high 
priority for the FTC.  29   The FTC will be getting help from the Justice 
Department, which enforces federal criminal laws against fraud in con-
nection with obtaining mortgages. These laws have long applied to 
prospective borrowers. In 2009, Congress extended these federal crimi-
nal laws to fraud by mortgage lenders.  30   

 There are too many federal agencies involved in the regulation 
of mortgage lending, which also involves the 50 states under SAFE. 
 Therefore, Congress should create a new agency oriented toward 
consumer protection, such as the one proposed by the Obama 
Administration,   31      to police all the federal laws on mortgage 
lenders and provide that agency with additional enforcement 
resources in this area. To consolidate jurisdiction over this area, 
Congress should also transfer the authority to issue mortgage 
disclosure rules from the Federal Reserve Board to this new 
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agency. The Fed should be focused primarily on macro econom-
ics and systemic risk, not consumer protection.   

  Lenders Need Skin in the Game 

 As long as lenders can sell 100 percent of any mortgage they originate and 
retain no material risk of loss on that mortgage, lenders will have lit-
tle incentive to do proper diligence on the borrower and structure the 
mortgage in a manner that it is highly likely to be repaid. Academic 
studies confi rm the common sense intuition that mortgage lenders usu-
ally perform more rigorous due diligence when they are retaining the 
risk of a subprime mortgage ’ s default, than when they are originating to 
distribute, that is, issuing subprime mortgages so they can be sold quickly 
to the secondary market.  32   In other words, lenders need to retain some 
skin in the game as an incentive to make and document sound loans. 

 On the other hand, many mortgage lenders do not have much 
capital. A high retention requirement would put them out of business 
and dramatically decrease competition in the mortgage lending sector. 
Balancing these considerations, the U.S. Congress is giving serious con-
sideration to a bill requiring mortgage lenders to retain at least 5 percent 
of the face value of any mortgage they originate and sell.  33   The European 
Commission has proposed a directive requiring Member States to imple-
ment a similar 5 percent retention requirement for all new securitizations 
starting in 2011.  34     

  Some House Purchasers Were 
Gaming the System 

 While some home purchasers were rushed or confused by mortgage 
lenders, others willingly participated in deceptive practices involv-
ing their mortgages. Consider the case of the Mottos, a family with 
four children, who, in 2005, agreed to pay  $ 540,000 for a new three -
  bedroom house in Clarksburg, Maryland. The builder offered to supply 
them with a mortgage, but became concerned that the Mottos might 
not qualify for the loan. So the builder infl ated the couple ’ s income by 
incorrectly stating that they would be collecting rental income from 
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leasing their old house. Although the Mottos claim they were uncom-
fortable with misrepresenting their income, they nonetheless signed 
the loan documents and bought the new house. Like the Bartons 
in the parable at the start of this book, the Mottos could not sell or 
lease their old home and were struggling to meet the mortgages on 
both dwellings.  35   

 An Oakland woman candidly told a similar story to the  San Francisco 
Chronicle  about exaggerating her income in response to  suggestions by 
her mortgage broker:  “ He said,  ‘ If you made  $ 60,000, we could get you 
into the lowest interest level of this loan; did you make that much? ’  
I said,  ‘ Um, yes, about that much. ’  He went clickety clack on his com-
puter and said,  ‘ Are you sure you don ’ t remember any more income, 
like alimony or consultancies, because if you made  $ 80,000, we could 
get you into a better loan with a lower interest rate and no prepayment 
penalty. ’  It was such a big differential that I felt like I had to lie, I ’ m lying 
already so what the heck, I said,  ‘ Come to think of it, you ’ re right, I did 
have another job that I forgot about. ’   ”   36   

 Stories like that of the Mottos and the Oakland woman were 
repeated many times. The top types of mortgage fraud include the 
following:  37   

  Misrepresentation of income, assets or other debt  
  Forged or fraudulent documents such as tax returns or rent 
verifi cations  
  Misrepresentation of the borrower ’ s intent to occupy the house as 
his or her primary residence  
  Identity fraud through the unauthorized use of another person ’ s 
Social Security number  
  Straw buyers (someone who is not the actual buyer) used to help 
family or friends obtain a house    

 Of course, mortgage lenders and federal authorities should try to 
prevent these practices by borrowers and take legal actions when these 
practices are discovered. At the same time, the United States should 
address three structural incentives that encourage home purchasers to 
overextend themselves: mortgage loans with no down payments, state 
exemptions from foreclosure liabilities, and unduly broad tax deduc-
tions for mortgage interest. 

•
•

•

•

•
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  The  FHA  Allowed No Down Payment Loans 

 During the 1990s, the Federal Housing Administration (FHA) par-
ticipated in several new programs offering no down payment loans to 
fi rst - time home purchasers through gifts from nonprofi t organizations. 
These programs were analyzed by FHA ’ s Inspector General, who found 
that the default rate in 2001 was almost 20 percent on a large sample of 
such no - down - payment loans.  38   Nevertheless, the FHA continued until 
the middle of 2008 to allow the purchaser to meet its normal require-
ment for a 3 percent down payment by a gift from a nonprofi t group, 
which, in practice, was often affi liated with the developer or builder of 
the home. In 2005 and 2006, for example, 40 percent of all fi rst - time 
buyers took out mortgages with no down payments, according to the 
National Association of Realtors.  39   

 Many no - down - payment loans were facilitated by allegedly chari-
table organizations that were  “ being used to funnel down payment 
assistance from sellers to buyers through self - serving, circular fi nancing 
arrangements. ”   40   The program works like this: A seller makes a charita-
ble donation to a nonprofi t organization, which in turn gives a down 
payment gift to the house buyer. The source of the seller ’ s donation is 
the sale proceeds of the house. Howard Glaser, a former HUD offi cial, 
said,  “ It ’ s a well - intentioned program that ’ s turned into little more than 
a federally fi nanced mortgage scam. The victim is often the borrower, 
who is lured into a home they can ’ t afford by a federal program. ”   41   In 
2006, the IRS began to investigate nonprofi t groups funded by home 
builders and other sellers.  Although the IRS has revoked the non-
profi t status of many front organizations for housing develop-
ers, a few continue to operate and should be closed down.  

 As of October, 2008, the FHA required a purchaser to make a down 
payment of at least 3.5 percent of a home ’ s purchase price to obtain a 
FHA mortgage. However, FHA materials stress that this down payment 
requirement can be fully satisfi ed by tax credits for fi rst - time home pur-
chasers, as described later. This use of tax credits is just another way for 
the FHA to make loans to home buyers with no skin in the game. 

 Moreover, home purchasers have already found that the U.S. 
Department of Agriculture will still help guarantee no - down -  payment 
loans in rural areas, generously defi ned to include some outer suburbs 
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of cities. In fact, the General Accounting Offi ce (GAO) found 1,300 
instances of areas qualifying as rural that were closely integrated with 
urban areas. For example, Belpre, Ohio was designated  “ rural ”  by GAO 
standards in 2005. That same year the Census Bureau reported that Belpre 
was  “ densely settled, ”  with an average population density of 1,000 resi-
dents per square mile, and also that it was contiguous with the urban com-
munity of Parkersburg, West Virginia, which had a  population of around 
33,000 at the time.  42      The Department of Agriculture should require 
at least a 3.5 percent down payment for all home mortgages in 
its programs and should more accurately defi ne rural areas.   

  Limit Tax Credits for First - Time Home Purchasers 

 In order to provide an additional incentive for home ownership, 
Congress enacted a tax credit in late 2008 for fi rst - time home buyers 
with joint annual income of  $ 150,000 or less. This credit applied to 
home purchases in 2008 and the fi rst half of 2009, but must be repaid 
by the home purchaser in  $ 500 annual installments over 15 years. The 
Stimulus Act of 2009 expanded this tax credit to  $ 8,000, and included 
all buyers of principal residences who have not owned a home in 
the last three years and whose joint annual adjusted income does not 
exceed  $ 170,000. The credit can be applied to any principal residence 
purchased through November 30, 2009, and it will  not  have to be 
repaid if the residence is held for at least 36 months.  43   

  If Congress wants to help fi rst - time home purchasers below 
a certain income, it should offer them tax credits instead of 
mortgages with no down payments. But the tax credits should 
be designed to ensure that these home purchasers have skin in 
the game. Specifi cally, the amount of the tax credit should not 
cover more than half of the down payment for the house.  

 With the rise of no - down - payment loans and the fall of housing 
prices, the national average of home owners whose mortgage debt 
exceeds the current value of their homes (underwater mortgages) was 
18 percent as of September 30, 2008, rising to 22 percent by March 31, 
2009.  44   Figure  1.6  shows the four states with the highest such percent-
age (other than Michigan with its auto problems).    
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  States Should Restrict Their Antidefi ciency Laws 

 California and Arizona both have laws that usually protect borrowers if 
they default on their home mortgages and the proceeds from the home 
sale are less than the amount of their mortgages. If a lender sells the 
home underlying a mortgage, it generally may not collect any defi ciency 
from the borrower in these two states.  California and Arizona should 
narrow or eliminate their antidefi ciency statutes, because they 
encourage purchasers to buy as expensive a house as they can 
and obtain close to 100 percent fi nancing, with little concern 
about personal liability if they default on their mortgage.  

 In California and Arizona, the mortgage holder can elect one of 
two remedies when a borrower defaults on a home mortgage. First, the 
mortgage holder can sell the home subject to the mortgage in order 
to recover as much as possible of the loan. In that case, the borrower 
is not liable for any defi ciency from the home sale, that is, the differ-
ence between the mortgage amount and the sale proceeds. Second, 
the mortgage holder can sue the borrower personally for the amount 
of the mortgage. In that case, the mortgage holder cannot attempt to 
sell the home subject to the mortgage. This second alternative is unat-
tractive to most mortgage holders since the defaulting borrowers rarely 
have personal assets worth more than their homes. 
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 Source:  First American CoreLogic published in  “ State Has Highest Percentage of  ‘ Under Water ’  
Households, ”     Wall Street Journal  (Oct. 31, 2008).
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 Both Nevada and Florida have homestead exemptions, which pro-
tect a person ’ s primary home from creditors in many circumstances. 
In Nevada, the homestead exemption protects the owner of a pri-
mary residence from most creditors up to  $ 550,000 of equity in their 
home.  45   In Florida, this homestead exemption essentially has no upper 
limit, leading people like O.J. Simpson with massive debts to purchase 
multimillion dollar homes there. However, both states allow lenders to 
foreclose and collect on a mortgage that is specifi cally secured by all 
the owners of a home.  

  Congress Should Narrow Tax Deductions for Mortgage Interest 

 Other incentives for home owners to overextend themselves are found 
in the U.S. tax code. Most Americans agree that mortgage interest on 
their primary residence should be tax deductible. However, the United 
States goes much further than other countries in tax deductions for 
mortgage interest. Interest deductions are available for mortgages on sec-
ond homes, as well as for mortgages on any number of homes acquired 
by speculators hoping to sell or fl ip them quickly for a profi t. House 
purchases by speculators were a signifi cant factor behind the surge in 
housing prices and subsequent rise in mortgage defaults. In 2005, 
according to a real estate trade group, investors purchased almost one 
out of every three homes in the United States.  46   

 Although the United States does not allow tax deductions for 
interest on credit cards or consumer purchases, interest on home equity 
loans is tax deductible. Yet the purpose of both types of loans is often 
the same. This tax policy on home equity loans is inconsistent and 
unwise. Home equity loan balances have ballooned from  $ 1 billion to 
more than  $ 1 trillion since the early 1980s.  47   During the surge in hous-
ing prices, many owners took out home equity loans not to improve 
their homes but to buy consumer goods. Similarly, cash - outs from refi -
nancing home mortgages amounted to  $ 327 billion dollars in 2006 
alone.  48   From 2001 to 2007,  $ 350 billion was shifted from credit card 
balances to home equity loans or refi nanced mortgages.  49   As a result, 
U.S. household debt relative to personal disposable income rose from 
77 percent in 1990, to just over 90 percent in 2000, to over 130 per-
cent in 2007.  50   
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 Congress should give serious consideration to limiting the 
interest deduction to one mortgage for the primary residence 
of each family. In addition, Congress should seriously consider 
the elimination or restriction of the interest deduction for home 
equity loans and mortgage refi nancings, unless the  remaining 
equity in the home exceeds 20 to 25 percent of its current 
 market value. This limit would allow home owners to realize 
some of the built - up equity in their home without jeopardizing 
the ability of the fi rst mortgage holder to protect its interest.   

  Summary 

 The recent crash in U.S. housing prices was caused by multiple fac-
tors. A leading factor was the abnormally low rate of interest from late 
2001 through mid - 2005, which was driven by the global glut of savings 
and the Federal Reserve ’ s policy decisions. This low interest rate made 
housing much cheaper for many Americans and created a huge demand 
among global investors for mortgage - backed securities (MBS) with 
higher yields and higher risks. The result: a huge increase in the volume 
of high - yield, subprime loans originated by mortgage lenders and sold 
to Wall Street fi rms, which packaged and sold them as MBS through-
out the world. Unfortunately, these subprime loans were often made to 
borrowers who could not afford the monthly payments, and who soon 
began to default at an alarming rate. These high defaults contributed to 
a sharp decline in U.S. housing prices and an abrupt halt to the mort-
gage securitization process. 

 The origination of subprime loans was heavily concentrated in 
mortgage lenders, which were not required to be licensed until 2009. 
Although these mortgage lenders will now be licensed by each state, 
Congress should promote adequate and uniform supervision of the 
mortgage origination process by creating a federal mortgage agency. 
More fundamentally, to incent mortgage lenders to underwrite sound 
loans, they should be required to retain at least 5 percent of the default 
risk of the mortgages they sell in the secondary market. 

 Although the Federal Reserve has fi nally toughened the rules 
on mortgage disclosures and lending practices, it should go further 
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by requiring disclosure of bonus payments to brokers for  originating 
high - yield loans, and limiting the use of mortgages with negative 
amortization. Further restrictions on the practices of mortgage lenders 
may be adopted through legislation, or new Fed rules in response to 
possible legislation. In the future, the job of setting rules on mortgage 
practices, as well as the resources for enforcing these rules, should be 
transferred to a new federal mortgage agency with more of a focus on 
consumer protection than the Fed. 

 States like Arizona and California should limit their statutes that 
encourage home owners to avoid personal responsibility on their 
 mortgages. If home owners default on their mortgages, the holders of 
those mortgages should have the ability to bring suit against these own-
ers for at least some portion of the difference between the outstanding 
balance on the mortgages and the proceeds from the home sale. In 2008, 
the Federal Housing Administration (FHA) fi nally stopped insuring mort-
gages with no down payments. However, FHA should also stop allowing 
home  owners to satisfy the agency ’ s requirement for a 3.5 percent down 
 payment entirely with tax credits. Similarly, the Department of Agriculture 
should eliminate or severely restrict the use of no - down - payment loans in 
its home ownership programs and narrowly defi ne rural areas. 

 Tax credits are a sensible way to encourage fi rst - time home buyers if 
the down payment on the home substantially exceeds the value of the tax 
credit given to the homebuyer. However, if the United States is to avoid 
another speculative bubble from overinvestment in housing, Congress 
should reconsider the scope of the tax subsidies for home ownership. 
Congress should continue to allow the deduction of interest on fi rst 
mortgages securing the primary residence of the taxpayer. But Congress 
should consider repealing or limiting the interest deduction on home 
equity loans or mortgage refi nancings, unless the remaining home equity 
exceeds 20 to 25 percent of the fair market value of the home. Similarly, 
Congress should consider repealing or limiting the interest deduction on 
mortgages used to buy vacation houses or other types of second homes.                                        
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Chapter 2

                                                                                                                                                                                                                                                Fannie and Freddie          

 T he critical link between the crash in U.S. housing prices and 
the global fi nancial crisis lies in the process of mortgage securi-
tization. This process was dominated by two quasi - public insti-

tutions, the Federal National Mortgage Association (Fannie Mae) and 
the Federal Home Loan Mortgage Corporation (Freddie Mac), both of 
which had public charters with housing missions but were owned en-
tirely by private shareholders. These two institutions, together with a 
federal program for guaranteeing mortgages called the Government 
National Mortgage Association (Ginnie Mae), owned or guaranteed 
close to half of all U.S. mortgages by 2003. They also were large purchas-
ers of subprime mortgages and mortgage - backed securities (MBS) 
backed by subprime loans. 

 Because of high default rates on these subprime loans, Fannie Mae 
and Freddie Mac reported huge losses in the fall of 2008 and were put 
into a federal conservatorship by the U.S. Treasury. In exchange for pre-
ferred stock, the U.S. Treasury pledged to provide as much as  $ 100 bil-
lion of capital to each institution so they could both maintain a  positive 
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net worth in September of 2008. The Treasury later increased that 
amount to  $ 200 billion per institution. In 2008, Fannie Mae ’ s losses 
exceeded  $ 57 billion and Freddie Mac ’ s losses exceeded  $ 50 billion.  1   

 This chapter will outline the historic role of Fannie Mae and Freddie 
Mac, and explain how they contributed to the crash in U.S. housing 
prices as well as the global fi nancial crisis. (Chapter  3  will address mort-
gage securitization in the private sector.) This chapter will show that the 
fundamental fl aw embedded in both institutions was the confl ict between 
their public mission to promote low - income housing and their private 
objective of obtaining good shareholder returns. This chapter will evalu-
ate future options for both institutions in light of which functions should 
be performed by the federal government and which by the private sector.  

  A History of Mixed Messages 

 Fannie Mae was created as a federal agency in 1938 as part of the 
Congressional response to the Great Depression. Its mandate was to buy 
up mortgages from lenders so they could make more home loans. For 
its initial three decades of existence, Fannie Mae concentrated on buy-
ing mortgages insured by the Federal Housing Administration (FHA). 

 As part of a plan to limit on-budget spending in 1968, Congress 
created Ginnie Mae, which took over Fannie Mae ’ s role of purchas-
ing FHA - insured mortgages. At the same time, Congress transformed 
Fannie Mae from a federal agency to a corporation owned by private 
shareholders. Yet this shareholder - owned corporation retained an express 
public mission to buy up mortgages from low and moderate - income 
families, provide stability and liquidity in the trading market for mort-
gages, and promote access to mortgage credit throughout the country. 

 In 1970, Congress chartered Freddie Mac with a public mission 
similar to that of Fannie Mae. Congress created Freddie Mac partly to 
promote competition with Fannie Mae, and partly to have a federal 
entity that worked more closely with savings and loan associations than 
Fannie Mae, which was thought to cater mainly to the needs of mort-
gage bankers. In 1989, Freddie Mac was privatized as a  corporation 
owned by shareholders, although it retained its public mission to sup-
port the U.S. mortgage market. 
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 Fannie Mae and Freddie Mac raised money by selling to investors 
their own bonds, as well as MBS they had guaranteed. For years, they 
used the proceeds from these sales mainly to purchase an increasing 
share of mortgages in the U.S. market. As Figure  2.1  shows, the share 
of the mortgage market controlled by these two institutions increased 
from 25 percent in 1990 to a peak of 47 percent in 2003. By law, they 
have been limited to purchasing nonjumbo mortgages, defi ned for 2008 
as mortgages below  $ 417,000 on single - family homes with exceptions 
for high - cost areas.  2     

  The Privileges of a Government Charter 

 To facilitate their purchase of mortgages for low and middle - income 
families, Congress exempted from state and local income tax the inter-
est payments on the debt securities issued by both Fannie Mae and 
Freddie Mac. In addition, these institutions were granted a  $ 2.25  billion 
line of credit from the U.S. Treasury. Fannie Mae and Freddie Mac 
were granted other special privileges as well. For example, they were 
exempt from Securities and Exchange Commission (SEC) registration 
of their securities, and banks insured by the Federal Deposit Insurance 
Corporation (FDIC) were allowed to invest in the securities of these 
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two institutions without the limits normally applied to investments in 
shareholder - owned corporations.  3   

 Due to these privileges normally associated with a federal agency, 
the bonds of both institutions were widely perceived by investors to 
constitute moral (not legal) obligations of the U.S. government. In 
other words, investors assumed that the federal government would 
come to the rescue of Fannie Mae and Freddie Mac if either became 
fi nancially troubled. Due to this perceived implicit guarantee, the inter-
est rates on the bonds of these two institutions were signifi cantly lower 
than the rates on the bonds of other large and top - rated institutions 
competing to buy mortgages.  

  Setting Affordable Housing Goals 

 In exchange for these governmental privileges, the Secretary of HUD 
was empowered to set affordable housing goals for Fannie Mae and 
Freddie Mac. Specifi cally, HUD was authorized to determine the per-
centage of their business that should be devoted to promoting low and 
moderate income housing. That rate was increased successively from 42 
percent in 1996 to 56 percent by 2008.  4   

 As Fannie Mae and Freddie Mac devoted more of their resources 
to promoting low and moderate - income housing, the percentage of 
American home owners grew from 65 percent in 1995 to 69 percent 
in 2005. See Figure  2.2 . This incremental growth proved to be the 
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 Figure 2.2 U.S. Home Ownership Rate: 1985 – 2005 
 Source:  U.S. Census Bureau.  www.census.gov/hhes/www/housing/census/historic/owner.html .
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straw that broke the camel ’ s back. The extra 4 percent overstretched 
the fi nancial capacity of marginal borrowers, leading to a large increase 
in subprime mortgages and subsequent defaults. By contrast, the home 
ownership level in 2005 was 44 percent in Germany, 58 percent in 
France, and 62 percent in Japan.  5   The major industrialized countries 
with higher home ownership rates than the United States in 2005 were 
Ireland and Spain, which both provide tax relief for certain mortgage 
payments and which both had housing bubbles burst in 2008.     

  Rising Quotas for Low - Income Housing 

 As the HUD Secretary raised the percentage of business Fannie Mae 
and Freddie Mac were required to devote to low and moderate - income 
housing, there were two signifi cant responses. One was a relaxation of 
the criteria for meeting the housing goals. In 1995, HUD agreed to 
allow these two institutions to count their purchase of subprime mort-
gages toward meeting their goals for low- and moderate-income hous-
ing. In 2000, HUD said that the presence of these two institutions  “ in 
the subprime market could be of signifi cant benefi t to lower - income 
families, minorities, and families living in underserved areas. ”   6   

 When setting its housing goals in 2000, HUD was warned by con-
sumer advocates that subprime loans were starting to become more 
popular and that borrowers were being duped into accepting high 
priced mortgages by teaser rates, that is, low initial rates that ratchet up 
after a few years. In response, HUD offi cials informally indicated that it 
would not credit Fannie Mae and Freddie Mac for mortgages that were 
too costly or that were made without regard to the borrower ’ s ability 
to pay. But that informal policy was never incorporated into HUD ’ s 
rules or reporting requirements for either institution. According to Allen 
Fishbein of the Consumer Federation of America, HUD offi cials  “ chose 
not to put the brakes on this dangerous lending when they could have. ”   7   

 As a result, Fannie Mae and Freddie Mac became the largest pur-
chasers of MBS backed by subprime mortgages. The two institutions 
bought  $ 81 billion in subprime MBS in 2003,  $ 175 billion in 2004, 
 $ 169 billion in 2005 and  $ 90 billion in 2006.  8      “ The market knew we 
needed those loans, ”  said a spokeswoman for Freddie Mac. The higher 
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goals  “ forced us to go into that market to serve the targeted popula-
tions that HUD wanted us to serve. ”   9   

  Lending Standards Fell 

 To fulfi ll their dual goals of meeting their low - income housing quo-
tas and increasing their growth of annual earnings, the two institutions 
gradually reduced their standards for buying loans. In 1999, for example, 
Fannie Mae announced a program to loosen lending standards for 
home owners with  “ slightly impaired ”  credit. At the time, Franklin 
Raines, Fannie Mae ’ s CEO, said the program was designed to provide 
home ownership opportunities for  “ many borrowers whose credit 
is just a notch below ”  qualifying for a loan.  10   In 2004, a risk offi cer 
of Freddie Mac unsuccessfully opposed its practice of buying NINA 
mortgages (no income/no assets); those mortgages were extended to 
borrowers even though they had not verifi ed their income or assets. In 
2007, the chief risk offi cer of Fannie Mae wrote that it  “ has one of the 
weakest control processes ”  he had ever seen in his career.  11   

 When the two institutions tried to resist further erosion of their 
mortgage standards, they were met with threats about moving busi-
ness to private competitors less concerned with standards. For example, 
Angelo Mozilo, the CEO of Countrywide, a large nonbank mortgage 
lender, threatened to unravel its close partnership with Fannie Mae unless 
it started buying Countrywide ’ s riskier loans. Mozilo told Daniel Mudd, 
the CEO of Fannie Mae, that Countrywide had other options. Wall 
Street fi rms had started buying subprime loans, transforming them into 
securities and selling the securities to investors.  “ You ’ re becoming irrel-
evant, ”  Mozilo told Mudd, according to two people with knowledge of 
the meeting. Over half of Fannie ’ s loan - reselling business had been lost 
to Wall Street and other competitors in the previous year.  “ You need us 
more than we need you, ”  Mozilo said,  “ and if you don ’ t take these loans, 
you ’ ll fi nd you can lose much more. ”   12   Ironically, Countrywide was saved 
from insolvency by Bank of America and Mozillo was charged with fraud.  

  Using Cheap Funding to Buy Back their Own Securities 

 The second disturbing trend was the increasing size of the debt obliga-
tions of Fannie Mae and Freddie Mac from the issuance of their own 
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bonds and their guarantees of MBS sold to investors. As Figure  2.3  
shows, the total debt obligations for the two institutions increased from 
 $ 3.8 trillion in 2003 to  $ 5 trillion in 2007. That increase came from out-
standing MBS, which jumped by 67 percent in that period. To put this 
number in perspective, the total U.S. Treasury debt held by the invest-
ing public was just above  $ 5 trillion at the end of 2007. In other words, 
the debt obligations of these two institutions grew to almost equal the 
total publicly held debt of the U.S. federal government.   

 Congress controls the aggregate debt limit of the U.S. government, 
which has been raised from time to time after considerable debate. By con-
trast, Fannie Mae and Freddie Mac can create huge  “ moral ”  obligations of 
the U.S. government without any Congressional approval. The federal reg-
ulator of these two institutions, the Offi ce of Federal Housing Enterprise 
Oversight (OFHEO) under HUD, did not have the power to require 
them to maintain minimum capital levels or to limit their debt obligations. 
By contrast, the regulator of national banks has both these powers. 

 Fannie Mae and Freddie Mac could have fulfi lled their housing 
mission at a much lower debt level if they had concentrated on pur-
chasing mortgages, packaging them as MBS and selling the MBS to 
investors with guarantees. Instead, these two institutions held in their 
own portfolios large amounts of mortgages that they fi nanced by sell-
ing their own bonds to investors. At the same time, the two institutions 
guaranteed MBS they sold to investors, and then  repurchased for their 
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own portfolios the MBS they guaranteed.  The mortgages and MBS in their 
portfolios peaked at  $ 1.6 trillion in 2004 and subsequently declined in 
response to public criticism of holding such large portfolios of MBS.  13   

 Why did Fannie Mae and Freddie Mac repurchase and hold their 
own guaranteed MBS? Because they were running a huge hedge fund 
for the benefi t of their shareholders at the expense of the federal gov-
ernment. Fannie Mae and Freddie Mac borrowed money by selling 
bonds at very low interest rates due to the perceived moral obligation 
of the federal government to them, and then invested the bond pro-
ceeds in mortgages or their own MBS, which usually made payments 
one percent higher than those paid out by these institutions on their 
bonds. In 2004, for example, the interest income earned on the mort-
gage portfolios of Fannie Mae and Freddie Mac exceeded their bor-
rowing costs by approximately  $ 23 billion. This net portfolio income 
was much larger than the  $ 4 billion in fee income they earned in 2004 
from packaging, guaranteeing, and selling MBS.  14   

 But this portfolio strategy involved two signifi cant risks — credit 
defaults and mortgage prepayments. If the mortgages or MBS in their 
portfolios began to default, Fannie Mae and Freddie Mac would suf-
fer major credit losses. In fact, they did suffer large credit losses in 2007 
and 2008 when the signifi cant portion of their portfolios representing 
substandard mortgages began to default. 

 The prepayment risk of this portfolio strategy depends on the like-
lihood of a future decline in mortgage interest rates, which would set 
off a wave of mortgage repayments and refi nancing at lower interest 
rates levels. Yet, the fi xed-rate bonds previously sold by these two insti-
tutions to investors would continue to require interest payments at the 
higher rate set before the decline. This potential mismatch between 
income from lower rates on refi nanced mortgages in their portfolios 
and payment obligations on their higher - rate bonds held by investors 
could make a big dent in their earnings.  

  Complex Hedges Violated Accounting Rules 

 To reduce the adverse effects of this potential mismatch, Fannie Mae and 
Freddie Mac engaged in complex hedging transactions. In essence, these 
hedging transactions were designed to generate profi ts for these two 
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institutions if interest rates declined, to offset the losses that would be 
incurred by the mismatch between the lower interest rate received on 
their portfolios and the constant interest rate payable to their bond inves-
tors. When any company engages in such hedging transactions, it must 
report its earnings in accordance with a lengthy and dense accounting 
standard. The errors of Fannie Mae and Freddie Mac in accounting for 
their hedging transactions led to fi nancial restatements and intensifi ed 
legislative review of both institutions. 

 In 2002, Freddie Mac fi red Arthur Andersen because of its role 
as the outside auditor of Enron, and hired Pricewaterhouse Coopers 
(PWC) as its new outside auditor. After a careful review of the fi nan-
cial statements of Freddie Mac, PWC found serious errors in the insti-
tution ’ s accounting for its hedging transactions. Admitting that it had 
understated its income because of hedging and other measures designed 
to smooth out its year - to - year earnings, Freddie Mac agreed to increase 
its income by  $ 5 billion over several prior years. It also fi red its CEO, 
Leo Brendsel, and sued him; this case was settled in 2007 with Brendsel 
agreeing to give up  $ 13 million of deferred compensation.  15   

 Days before PWC announced the accounting errors of Freddie 
Mac, OFHEO issued a report saying that Freddie Mac ’ s internal con-
trols were  “ accurate and reliable. ”  Embarrassed by this report, OFHEO 
launched a review of Fannie Mae ’ s accounting. In September of 2004, 
OFHEO released a lengthy report fi nding that Fannie Mae had failed 
to recognize  $ 200 million of relevant hedging expenses for 1998, 
thereby allowing the payment of  $ 27 million in bonuses to its execu-
tives. This report prompted an investigation by the SEC, which forced 
Fannie Mae to restate its prior earnings by  $ 9 billion over several prior 
years. The CEO, CFO, and Comptroller of Fannie Mae were replaced 
and sued by OFHEO; they settled their cases in 2008 by paying  $ 3 mil-
lion in fi nes and giving up another  $ 20 million in potential benefi ts.  16   

 In his 2008 letter to shareholders, Warren Buffett had the following 
to say about derivatives and OFHEO:   

 Derivatives are dangerous. They have dramatically increased the 
leverage and risks in our fi nancial system. They have made it 
almost impossible for investors to understand and analyze our 
largest commercial banks and investment banks. They allowed 
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Fannie Mae and Freddie Mac to engage in massive misstate-
ments of earnings for years. So indecipherable were Freddie 
and Fannie that their federal regulator, OFHEO, whose more 
than 100 employees had no job except the oversight of these 
two institutions, totally missed their cooking of the books.  17       

  Congress Takes a Closer Look 

 These accounting scandals intensifi ed the legislative scrutiny of Fannie 
Mae and Freddie Mac, which had always been lightly regulated by 
OFHEO. It was supposed to ensure that the two institutions were 
operating in a safe and sound manner. However, as mentioned earlier, 
OFHEO ’ s regulatory powers were much more limited than those of 
the federal agency overseeing national banks. 

 In 1999, a collection of large banks formed a lobbying group called 
FM Watch, which pushed for stricter regulatory requirements to constrain 
the aggressive expansion of Fannie Mae and Freddie Mac. In response, 
Fannie Mae dismissively labeled the group as  “ fat - cat bankers, ”  and hired 
several powerful lobbying fi rms just to keep them from working for FM 
Watch.  18   In 2003, several Republican Senators introduced a bill to replace 
OFHEO with an independent agency with new powers, including the 
authority to increase the capital of these two institutions and restrict 
the expansion of their activities. The bill also would have allowed the 
new regulator to put these two institutions into receivership if they were 
critically undercapitalized. When the House Banking Committee passed 
a substantially weaker bill on this same subject, it was opposed as inad-
equate by the Treasury Department and was never enacted. 

 In 2005 and 2007, Republican Senators introduced similar legisla-
tion to increase government oversight of Fannie Mae and Freddie Mac. 
Neither bill was enacted because the two institutions mobilized a mam-
moth lobbying effort and they were defended by liberal Democrats who 
supported more modest reforms. In the summer of 2005, for example, 
Democratic Minority Leader Harry Reid stated,  “ While I favor improv-
ing oversight by our federal housing regulators to ensure safety and 
soundness, we cannot pass legislation that could limit Americans from 
owning homes and potentially harm our economy in the process. ”   19   
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  Studies Find Little Public Benefi t 

 The legislative process, however, elicited important new information. 
Testifying before the House Financial Services Committee in February 
of 2005, Fed Chairman Alan Greenspan stated that there was  “ no rea-
sonable basis ”  for the portfolios of Fannie Mae and Freddie Mac to 
exceed  $ 100 billion or  $ 200 billion. In his view:  “ If [Fannie and 
Freddie] continue to grow, continue to have the low capital they have, 
continue to engage in the dynamic hedging of their portfolios, which 
they need to do for interest rate risk aversion, they potentially create 
ever - growing potential systematic risk down the road. ”   20   

 The legislative debate also led to two studies estimating the value 
of the federal government ’ s support of these two institutions, and the 
portion of that support benefi ting shareholders rather than home own-
ers. A study by the Congressional Budget Offi ce estimated that the 
federal subsidies to Fannie Mae and Freddie Mac totaled almost  $ 20 
billion in 2003. Of that total,  $ 6.3 billion was retained by these two 
institutions for their shareholders.  21   By contrast, a study by a Fed econ-
omist estimated the present value of the  implicit  federal subsidies to the 
two institutions in 2003 at  $ 143 billion. The economist concluded that 
roughly half of these subsidies went to the shareholders of these two 
institutions, and that these subsidies reduced mortgage rates to home 
owners by only 7 basis points (7/100 of 1 percent).  22    

  Paulson Takes Out the Bazooka 

 Only in the summer of 2008, when the stock prices of both institu-
tions plummeted to almost nothing, did Congress fi nally act. At the end 
of July 2008, Congress passed the Housing and Economic Recovery 
Act, which established a new independent regulator for Fannie Mae 
and Freddie Mac. The new regulator has the power to set capital 
requirements, establish standards for internal controls and risk manage-
ment, restrict asset growth and limit dividend distributions. The Federal 
Reserve also was given authority to monitor these mortgage - related 
institutions to prevent systemic risks. Most importantly, Congress 
authorized the U.S. Treasury until the end of 2009 to offer Fannie 
Mae and Freddie Mac an unlimited line of credit and make equity 
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investments in these two institutions. In a Senate Banking Committee 
hearing on July 15, 2008, Treasury Secretary Paulson maintained that 
having these broad powers is like carrying a  “ bazooka ”  in your pocket: 
 “ If you ’ ve got a squirt gun in your pocket, you may have to take it 
out. If you ’ ve got a bazooka, and people know you ’ ve got it, you may 
not have to take it out  . . .   ”   23   

 On September 6, 2008, Paulson did reach into his pocket and used 
his bazooka to put Fannie Mae and Freddie Mac into a federal con-
servatorship. While the holders of their common and preferred stock 
were virtually wiped out, their bondholders were protected because of 
potential risks to the global fi nancial system. The bondholders of these 
institutions include many fi nancial institutions not only in the United 
States but also across the world. Thus, this bailout vindicated the widely 
held perception that the bonds of Fannie Mae and Freddie Mac were 
indeed the moral obligations of the federal government.   

  What Should Be Done with Fannie Mae 
and Freddie Mac? 

 In the short term, most executives and directors of Fannie Mae and 
Freddie Mac were replaced with new candidates by the U.S. Treasury, 
which has faced great diffi culties in retaining CEOs for both institu-
tions. The new CEOs must operate under a tight leash from the new 
federal regulator, which must approve every signifi cant decision of the 
two institutions. In addition, the regulator has been directing them to 
purchase more mortgages and grant foreclosure holidays as part of the 
federal government ’ s efforts to bolster the mortgage market. 

 Given the existing guarantees and holdings of Fannie Mae and 
Freddie Mac, it will take several years to implement any decision on 
how, if at all, they should operate in the future. Nevertheless, Congress 
should make that decision soon in order to start taking steps in the 
right direction. The Obama Administration has committed to studying 
a range of future alternatives for both institutions.  24   In conducting such 
a study, the administration should consider what functions these two 
institutions currently perform, and whether those functions could be 
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reasonably performed by other public and private institutions. The four 
key functions are: 

     1.   Subsidizing mortgages for low and moderate income families  
     2.   Guaranteeing packages of mortgages sold as securities to investors  
     3.   Raising mortgage capital for homes below the area median  
     4.   Helping stabilize the MBS trading market in times of fi nancial 

turmoil    

 Figure  2.4  delineates which public and private institutions might 
perform some of those functions, and what roles might be played by 
Fannie Mae and Freddie Mac in the future. 

  Subsidizing Mortgages Through a Government Agency 

 The fi rst function — subsidizing certain mortgages — can take various 
forms: reduced interest on mortgages, tax credits for fi rst - time buy-
ers, or insurance on mortgages. Interest subsidies on mortgages are 
provided by HUD. Insurance on certain types of mortgages for eligi-
ble borrowers is provided by the FHA and the Department of  Veteran 
Affairs (VA), as well as the Agriculture Department ’ s Rural Housing 
Service and HUD ’ s Offi ce of Public and Indian Housing. 

 Since the function of subsidizing certain mortgages involves 
no profi ts, it is best performed by one of these federal agencies. 
By legislation or delegated authority, Congress can defi ne the 
class of home owners and types of mortgages eligible for these 
subsidies. Through the appropriations process, Congress can 
also decide how large these subsidies should be every year.  

  Guaranteeing  MBS  Through Ginnie Mae and the Private Sector 

  The second function, guaranteeing MBS, can be performed by 
a federal agency, or a fi nancial institution in the private sector 
to the extent necessary.  Ginnie Mae offers guarantees for the loans 
insured under the FHA, VA, and other federal programs; all these programs 
are dedicated to home owners below certain income levels and/or mort-
gages below certain sizes. Unlike Fannie Mae or Freddie Mac, Ginnie 
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Mae is a government agency within HUD; it is not a shareholder - owned 
corporation. 

  Ginnie Mae has been an effective agency for promoting 
government - insured mortgages by facilitating the  securitization 
process and should continue to play that role.  The mortgages back-
ing MBS guaranteed by Ginnie Mae are originated in the private sector 
by mortgage bankers, savings and loans, commercial banks, and others. 
Ginnie Mae ’ s functions are limited to helping form pools of similar mort-
gages from pre - approved lenders and guaranteeing for a fee the timely 
payment of principal and interest on these mortgages. The Ginnie Mae 
guarantee, backed by the full faith and credit of the U.S. government, 
allows lenders to sell their government - insured loans at attractive prices 
to investors so that these lenders can use the sale proceeds to make new 
government - insured loans to home owners eligible for these programs. 

 In contrast to Fannie Mae and Freddie Mac, Ginnie Mae 
does not purchase mortgages or MBS to hold in its investment 
portfolio. Therefore, Ginnie Mae does not need to sell bonds 
to fi nance these purchases or adopt hedging strategies to man-
age interest - rate risk. Nor is there a strong case for organizing 
Ginnie Mae as a government chartered company, rather than 
as a federal agency. 

  While Ginnie Mae caters to smaller mortgages and lower 
income  families,  its guarantee function for securities backed by 
jumbo mortgages or mortgages from higher income families 
could be performed by private fi nancial institutions.  The guarantee 
fee would presumably be set by the market based on loss experience in dif-
ferent categories of jumbo mortgages and home owner income. Investors 
may not insist on a 100 percent guarantee, if the quality of the mortgages 
in these categories were high enough.  There is no compelling reason 
for the guarantee function for these two groups to be performed 
by a federal agency or federally chartered corporation.   

  Raising Mortgage Capital for Homes Below the Area Median 

 The third function is more complex: It entails raising capital to provide 
more mortgages at lower rates for homes priced below the median for 
the area. Some commentators would leave the allocation of mortgage 
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capital to the normal workings of the fi nancial markets. In their view, capi-
tal would be attracted to making mortgages to the extent doing so 
would be more profi table than competing uses. But other commenta-
tors would argue that mortgages are special because the country ’ s goals 
include the promotion of home ownership. In their view, the market 
left alone might not allocate enough capital to support that goal, espe-
cially for homes below the area median. 

 The latter view underlies the case for Fannie Mae and Freddie 
Mac as shareholder - owned corporations, with special privileges tied to 
serving the U.S. mortgage market. By selling securities to the public 
and purchasing mortgages, these institutions bring more capital to bear 
on making mortgages eligible for purchase by these two institutions. 
However, pushing home ownership beyond a certain percentage of the 
American population is likely to be counterproductive: Some families 
cannot afford monthly mortgage payments, while others may prefer 
renting if they move frequently. 

 Even if Congress decides to promote home ownership for all 
Americans by increasing the amount and lowering the price of mortgage 
capital available for homes priced below their area ’ s median, Fannie Mae 
and Freddie Mac have proven to be highly ineffi cient vehicles for achiev-
ing this goal. As explained earlier in this chapter, the reduction in mort-
gage rates attributable to Fannie Mae and Freddie Mac has been estimated 
at only 7 basis points (7/100 of 1 percent). Empirical studies show that 
one - third to one - half of the special government privileges afforded these 
two institutions benefi t their shareholders, rather than home owners. 

 To reduce these benefi ts to shareholders, some have suggested that 
Fannie Mae and Freddie Mac be turned into public utilities with the 
rate of shareholder returns set by a regulator. The history of rate reg-
ulation in industries like airlines and electric utilities, however, is not 
encouraging. Regulators found it very diffi cult to calculate reasonable 
rates of returns, and the utilities managed to engage in risky activities 
outside of the regulated envelope.  25   Due to these drawbacks, the public 
utility format is usually reserved for industries that have the characteris-
tics of natural monopolies. In other words, avoid rate setting by a regula-
tory commission if prices can reasonably be set by a competitive market. 

 In the mortgage market for homes priced near their 
area ’ s median, Fannie Mae and Freddie Mac are not natural 
monopolies. Indeed, many private - sector fi rms already compete 
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head - to - head with these two publicly chartered institutions. 
If Congress takes away the public privileges of these two insti-
tutions, more private - sector fi rms would enter this portion of 
the home mortgage market. 

 By contrast, there is not much of a private mortgage market for low -
 income homes. The purchasers of these homes do not usually qualify for 
prime mortgages. When HUD told Fannie Mae and Freddie Mac to buy 
a certain quota of mortgages from purchasers of such homes, the two 
institutions generated a huge demand for high - yield, subprime mort-
gages. The response was predictable: Lenders frenetically originated sub-
prime mortgages with high default rates to feed the two mortgage giants. 

 If Congress decides to allocate more capital at lower prices 
to families that would qualify only for subprime mortgages, 
it should provide them with interest subsidies or other forms 
of fi nancial assistance from a federal agency. Then, all the gov-
ernment subsidy would go directly to the low - income families 
meeting the legislative criteria. This would be a much more effi -
cient and targeted approach than providing governmental privi-
leges to Fannie Mae and Freddie Mac and asking them to meet 
quotas on purchasing home mortgages for low - income families.  

  Stabilizing the Mortgage Market in Tumultuous Times 

 The fourth function is the most relevant to the current situation, 
namely, helping to stabilize the trading market for mortgages in times 
of fi nancial turmoil. When there are no other buyers of mortgages, 
Fannie Mae and Freddie Mac continue to buy mortgages and MBS for 
their own portfolios. However, these purchases necessarily entail sub-
stantial risks. If these two institutions buy mortgages and MBS during a 
time of falling housing prices, they are likely to experience losses from 
credit defaults. If they issue fi xed-rate bonds to fi nance purchases of 
mortgages or MBS, and then rates for mortgages decline sharply, they 
will suffer losses as home owners refi nance at lower rates. 

 If the top offi cers of Fannie Mae and Freddie Mac manage these 
risks well, their shareholders are likely to profi t. On the other hand, if 
they do not manage these risks effectively, the two institutions can eas-
ily become insolvent, as they have recently. Their insolvency imposes 
large costs not only on their own shareholders but also on all U.S. 
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taxpayers, who are forced to pay for their bailouts to avoid major blows 
to the global fi nancial system. Therefore, Congress should consider 
whether Fannie Mae and Freddie Mac are the best organizations to 
serve as the mortgage buyer of last resort. 

  A better option would be to ask the Federal Reserve to 
perform the function of stabilizing mortgage markets during 
times of turmoil . In 2009, the Fed made huge purchases of MBS and 
other asset - backed securities to promote stability in those markets. (See 
Chapter  7 .) All taxpayers bear the risk of losses from those purchases by 
the Federal Reserve. But they also reap the profi ts if those purchases turn 
out well, so there will be a symmetry of economic interest.  

  Becoming Coops Without Public Guarantees 

 Of course, Congress could shrink Fannie Mae and Freddie Mac over the 
next few years and then sell them as totally private entities to the high-
est bidders. However, these two institutions may be needed to support 
the mortgage market when credit becomes tight. During this fi nancial 
crisis, mortgage bankers and nonbank lenders have faced great diffi cul-
ties in fi nding short - term fi nancing to hold loans before they could be 
securitized.  26      Therefore, Congress could transform Fannie Mae 
and Freddie Mac over time into one cooperative, owned by rele-
vant groups of nonbank lenders, to buy mortgages and help turn 
them into MBS.   27      To meet these needs, this cooperative would 
help provide short - term fi nancing to nonbank lenders who have 
the strongest interest in maintaining an active secondary mar-
ket for mortgages and MBS. However, the cooperative should     not   
  have special public privileges, and its debt should     not     be treated 
as the moral obligation of the federal government.  Accordingly, if 
the cooperative provided credit support for MBS, or took on interest rate 
risk in purchasing mortgages or MBS, its members would reap the ben-
efi ts or suffer the losses from its strategic choices.   

  Summary 

 Fannie Mae and Freddie Mac started as federal agencies and became 
corporations owned by shareholders. Yet, they retained their public 
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mission to promote low and moderate - income housing, as well as their 
corporate objective to obtain high earnings for their shareholders. The 
confl ict between these two goals became more intense after 1995, as 
HUD increased their quotas for low - income housing. In 1995, HUD 
also ruled that purchases of subprime mortgages would count toward 
meeting their quotas of low - income housing. 

 Fannie Mae and Freddie Mac were lightly regulated by OFHEO, 
which did not have the power to set minimum capital levels or limit 
their debt loads. Without these regulatory constraints, these two institu-
tions took on  $ 5 trillion in debt supported by relatively little capital. 

 To fulfi ll their housing mission while still reporting high earnings, 
Fannie Mae and Freddie Mac greatly expanded the size of their invest-
ment portfolios and then had to hedge these portfolios to reduce poten-
tial losses from mortgage refi nancings at lower mortgage rates. Their 
errors in accounting for these hedging strategies precipitated major 
scandals, which resulted in increased legislative scrutiny. To meet their 
dual objectives, Fannie Mae and Freddie Mac also became the domi-
nant buyers of subprime loans with high yields and high risks. The ris-
ing defaults on these subprime loans contributed to their insolvency in 
September of 2008, when they were placed in a federal conservatorship. 

 So what functions, if any, should Fannie Mae and Freddie Mac per-
form in the future? The function of subsidizing mortgages for low and 
moderate income families (underserved families) is best performed by a 
federal agency. In fact, federal agencies already provide interest subsidies and 
mortgage insurance to promote home ownership for underserved families. 

 Similarly, Ginnie Mae already guarantees FHA - insured mortgages 
as well as other types of insured mortgages for underserved families 
and helps the lenders for these insured mortgages sell them as MBS to 
investors. Guarantees of prime mortgages or jumbo mortgages could 
easily be provided by the private sector at competitive rates. 

 The function of attracting more capital to the mortgage market is 
performed by Fannie Mae and Freddie Mac as shareholder - owned cor-
porations. However, they perform that function ineffi ciently; one - third 
to one - half of the signifi cant public subsidies to these two institutions 
accrues to the benefi t of their shareholders instead of home owners. This 
function could be performed more effi ciently by a federal agency for 
low - income mortgages and the private sector for median - priced homes. 

CH02.indd   45CH02.indd   45 9/24/09   10:24:46 AM9/24/09   10:24:46 AM



46 t o o  b i g  t o  s a v e ?

 The purchases of mortgages and MBS by Fannie Mae and Freddie 
Mac have served the function of stabilizing these markets in times of 
fi nancial turmoil. However, if these purchases are successful, most 
of the profi ts go to the shareholders of these two institutions. If these 
purchases generate huge losses due to credit defaults or mortgage pre-
payments, these losses are borne not only by their shareholders, but also 
by taxpayers who are obliged to fi nance their bailouts. Thus, this func-
tion would be better performed by the Federal Reserve, which already 
has authority to purchase MBS and other asset - backed securities in 
order to bolster the stability of those markets. 

 Of course, Fannie Mae and Freddie Mac could be shrunk down 
and sold off as totally private entities to the highest bidder. But a better 
approach may be to transform them into one cooperative, owned by 
relevant groups of mortgage lenders, without any special governmental 
privileges. These lenders have a strong interest in maintaining a deep 
and liquid secondary market for mortgages. As owners of the coopera-
tive, they would reap the benefi ts or incur the losses of the strategies it 
pursued.                              
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Chapter 3

                                                                                                                                                                                                                                                                                                                        Mortgage Securitization 
in the Private Sector          

 T he Wall Street banks saw the great profi t potential in securitiz-
ing mortgages and in 2002 started to take market share away 
from the three government - related sponsors: Fannie Mae, 

Freddie Mac, and Ginnie Mae. In 2002, mortgage - backed securities 
(MBS) from sources not related to the government represented 15 
 percent of the total MBS outstanding. That percentage rose to 23 per-
cent in 2004, 31 percent in 2005, and 32 percent in 2006.  1   

 But Wall Street banks did not have the moral backing of the U.S. 
government, so their borrowing costs were higher than those of Fannie 
Mae and Freddie Mac. Furthermore, if Wall Street banks had themselves 
borrowed monies to fi nance the purchase of mortgages, they would 
have been subject to much higher capital and disclosure requirements 
than Fannie Mae and Freddie Mac, which were lightly regulated. To be 
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competitive, every Wall Street bank fi nanced the purchase of mortgages 
through shell companies, called special purpose entities (SPEs), to avoid 
these capital and disclosure requirements. 

 The Wall Street banks were spectacularly successful in selling MBS 
through these SPEs. As Figure  3.1  shows, the nonagency issuance of 
MBS (not issued by Fannie Mae, Freddie Mac, or Ginnie Mae) went 
from less than  $ 10 billion per month in March of 1999 to almost  $ 60 
billion per month in March of 2007.  2   However, as defaults on sub-
prime mortgages increased, investors lost confi dence in the market for 
nonagency MBS, which totally collapsed at the end of 2008.   

 In order to revive the mortgage market, the United States must 
fi nd a new approach to mortgage securitization in the private sector. 
This chapter will describe in more detail how SPEs work, explain how 
they were designed to exploit loopholes in accounting rules, and eval-
uate proposals to improve the securitization process in the future. In 
addition, the chapter will review the confl icts of interest faced by credit 
rating agencies, assess the new regulations applied to these agencies, and 
suggest a more fundamental reform of the credit rating process.  
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 Figure 3.1 U.S. Nonagency Mortgage Backed Security Issuances 
(in  $  billions) 
 Source:  Federal Reserve Bank of Boston 2008.
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  From Mortgages to Mortgage 
Backed Securities ( MBS ) 

 To securitize mortgages, every Wall Street bank set up SPEs, shell cor-
porations that were technically separate from the bank under legal and 
accounting rules. These SPEs would purchase pools of mortgages from 
mortgage lenders (mortgage brokers, regional banks, or thrifts), repack-
age the mortgages as MBS, and sell the MBS to institutional investors 
across the globe. Each SPE would sell several different types of MBS, 
called tranches, representing different claims on the mortgage pool. For 
instance, one high - risk, high - yield tranche of a MBS might absorb the 
fi rst loss on mortgages in the pool, while another low - risk, low - yield 
tranche might receive the fi rst payments of interest and principal from 
these mortgages. The Wall Street bank would also hire a credit - rating 
agency, which analyzes and rates bonds, to obtain high ratings for sev-
eral tranches of the MBS so they would be competitive with the top -
 rated debt securities issued by Fannie Mae and Freddie Mac. 

 Figure  3.2  is a rough diagram of the mortgage securitization proc-
ess. Several types of lenders originate mortgages to various borrowers, 
and then sell those mortgages to a SPE set up by the sponsoring bank. 
The SPE fi nances the purchase of those mortgages by selling different 
tranches of MBS (i.e., T1, T2, T3, etc.) to various investors; these tranches 
are actually sold by the bank sponsor as marketing agent for the SPE. 
The attractiveness of MBS to investors is enhanced by their top ratings, 
provided by a credit - rating agency hired by the bank sponsor. The bank 
sponsor also hires a mortgage servicer to collect interest and principal 
payments from the borrowers on the mortgages underlying the MBS 
and to direct the payments to holders of the appropriate tranche.    

  The Why and How of Off - Balance 
Sheet Financing 

 A balance sheet of a company lists all its current assets on the left side, 
and all its current liabilities plus its equity or capital on the right side. 
When a Wall Street bank borrows money to buy mortgages, both its 
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assets and liabilities are increased by equal amounts. The additional 
assets must be supported by a certain amount of capital specifi ed by 
the regulators. Thus, Wall Street banks have every incentive to buy 
assets through SPEs, which can pay for those assets by borrowing from 
 investors through the sale of MBS. Because the assets and debt of SPEs 
are  off the balance sheet  of the Wall Street bank, they are not generally 
counted for purposes of calculating its capital requirement. 

 A SPE is a legitimate method for any company to fi nance the pur-
chase of assets. The SPE should not be put on the balance sheet of the 
company if most of the risks related to the assets and liabilities in the 
SPE are assumed by other investors in the SPE. However, this device 
can easily be abused, so the Financial Accounting Standards Board 
(FASB) has established rules for when a SPE may be kept off the bal-
ance sheet of the sponsoring bank or other type of company. In the late 
1990s, FASB allowed a SPE to be kept off the balance sheet of the spon-
sor only if at least 3 percent of the voting equity of the SPE were held 
by a party not affi liated with its sponsor. When Enron set up SPEs in the 
late 1990s, it violated that FASB requirement. 

 After the failure of Enron, FASB in 2003 adopted new rules on 
when most types of SPEs could be kept off the balance sheet of their 
sponsor. Unfortunately, it took Wall Street only a few months to fi gure 
out how to avoid the constraints in the FASB ’ s new two - step rules. 
First, under the FASB ’ s new rules, any investor holding 10 percent or 
more of the SPE ’ s voting shares had to place the SPE on its balance 
sheet. But the sponsors of almost every type of SPE made sure that no 
one ever held more than 5 percent of its voting shares. 

 Second, if no one met the voting test, any party holding the major-
ity of the SPE ’ s risks and rewards had to put the SPE on its balance 
sheet. However, the risks and rewards of these SPEs were widely dis-
persed among holders of its various tranches. As a result, the assets and 
liabilities of most SPEs did not appear on the balance sheet of anyone: 
They were effectively accounting orphans.  3   

  Bringing  SPEs  on Balance Sheets 

 Then an amazing thing happened in November of 2007: Banks suddenly 
started to put SPEs back on to their balance sheets. These banks included 
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some of the biggest names in the world, including HSBC, Societe 
Generale, and Standard Chartered. In the United States, Citigroup had 
over  $ 1 trillion in off balance sheet assets, of which at least  $ 100 billion 
in assets came back on its balance sheet during 2007 and 2008.  4   

 Why did the sponsoring banks take billions of dollars of assets back 
on their balance sheets in 2007 and 2008? In part, they wanted to avoid 
the reputational damage of having affi liated SPEs fail so publicly. More 
importantly, sponsoring banks were obligated on at least  $ 300 billion of 
credit guarantees and liquidity puts for these SPEs.  5   

 Credit guarantees mean that the sponsoring banks promise, under 
specifi ed circumstances, to buy or replace certain defaulting mortgages 
in the pool supporting the SPE ’ s mortgage - backed securities. If enough 
mortgages in the pool start to default, then the sponsoring bank becomes 
effectively obligated to provide most of the payments to the holders of the 
SPE ’ s mortgage - backed securities. In that case, the bank sponsor might as 
well take the SPE ’ s assets along with its liabilities on to its balance sheet. 

 A liquidity put is more complex. When a bank issues a put to inves-
tors, it promises to buy their securities at a specifi ed price under certain 
conditions. Suppose investors bought three - year bonds from a bank at 
 $ 100 per bond. The bank might promise to buy back these bonds at the 
same price from these investors if they could not fi nd other buyers of 
these bonds at reasonable prices for the fi rst year after purchase. This is 
called a liquidity put because it will be exercised by investors only when 
the bond markets are illiquid. In other words, if there are no other buy-
ers of these bonds at reasonable prices during the fi rst year after pur-
chase, the investors have the right to  “ put ”  these bonds to the bank. 

 Liquidity puts were important to many investors in SPEs that 
intentionally set up a mismatch between the long - term maturity (fi nal 
due date) of their assets and the short - term maturity of their liabilities. 
Most assets of SPEs were mortgages with maturities of 5 to 30 years. 
By contrast, many of the debt securities issued by SPEs were in the 
form of short - term commercial paper with maturities of 60 – 180 days, 
so they had to be resold (rolled over) frequently. (Commercial paper is a 
form of corporate borrowing with maturities from 1 to 270 days.) This 
mismatched structure was chosen by the sponsoring bank because the 
SPEs paid investors less interest on commercial paper with a  maturity 
of 60 to 180 days than on 5 - year or 30 - year bonds. 
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 When a bank sponsored a SPE, the bank sometimes agreed to a 
liquidity put, that is, an obligation to buy up any of the SPE ’ s short -
 term commercial paper (e.g., with a maturity of 180 days) that could 
not be resold to the same investors by the SPE. This obligation did not 
seem important as long as investors regularly rolled over their short -
 term commercial paper in SPEs. Even Robert Rubin, former Treasury 
Secretary and Vice - Chairman of Citigroup, said in 2007 that he had 
never heard of a liquidity put until Citigroup ’ s SPEs got into trou-
ble.  6   However, when the default rate on subprime mortgages surged 
in late 2007 and 2008, investors no longer were willing to buy short -
 term commercial paper based on mortgage pools of SPEs. Because the 
sponsoring bank had issued a liquidity put to the SPE, the bank was 
forced to buy up all of the short - term commercial paper of the SPE as 
it became due (e.g., every 180 days). 

 When the sponsoring banks took billions of dollars from SPEs onto 
their balance sheets, institutional shareholders in these banks were sur-
prised. Under FASB ’ s rules adopted after Enron,  7   bank sponsors were 
supposed to disclose any signifi cant obligations they had to their SPEs. 
But these disclosures were thin and cryptic until the end of 2007. In lim-
iting their disclosures, the sponsoring banks maintained that the credit 
guarantees and liquidity puts were not signifi cant because they believed 
that these contingent obligations were unlikely to be drawn upon.  

  The Search for the Right Accounting Rules 

 In response to the circumvention of its 2003 rules, FASB adopted 
revised rules in 2009 that would effectively force all fi nancing of mort-
gages by banks on their balance sheets.  8   Under the revised rules, an 
SPE will be put on the balance sheet of its primary benefi ciary, which 
will be determined by a qualitative analysis of two questions: 

     1.   What party has the power to direct matters that signifi cantly impact 
the activities of the SPE?  

     2.   Does that party also have the right to receive potential benefi ts or 
absorb potentially signifi cant losses from the SPE?    

 The answer to the fi rst question will almost always be the sponsoring 
bank, which will also meet one of the criteria in the second question. 
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  The revised FASB rules are based on the mistaken assump-
tion that the bank is solely liable for all the risks associated with 
securitized assets sold by an SPE sponsored by the bank. How-
ever, this is not an all - or - nothing situation. In fact, the bank 
has shifted to investors most, but not all, risks of the securi-
tized assets sold by the SPE . For example, the investors typically 
assume the risk that interest rates will decline and some of the mort-
gages held by the SPE will be refi nanced at lower rates. 

  Despite the actual shift of signifi cant risks to investors in 
the SPE ’ s bonds, the bank will be required to commit capital 
in support of the SPE as if the bank had retained all the risks of 
the securitized mortgages .  9      This full capital requirement would 
undermine the profi tability of the securitization process to banks, 
which would receive little benefi t from the time and expense 
involved with creating and selling securitized loans. Therefore, 
FASB should reconsider its revised rules because they will dra-
matically reduce the volume of lending available for purchases of 
homes, autos and consumer goods through credit cards.  

 A similar form of regulatory overkill is refl ected in the proposal to 
prohibit mortgage originators from booking  any  profi ts on the sale of 
a loan to a SPE for securitization.  10      The adoption of this proposal 
to defer profi t recognition would substantially and unfairly 
decrease the volume of business from mortgage originators. If 
the originator is required to absorb a 5 percent pro rata share 
of all losses on mortgages that it makes and sells to third par-
ties, then the originator should be allowed to book a profi t on 
95 percent of the sale proceeds, perhaps with a loan loss reserve.  

 To replace off - balance - sheet securitization, former Treasury 
Secretary Paulson and others have advocated  “ covered bonds, ”  that is, 
bonds backed by specifi c assets on the balance sheets of banks.  11   He 
cited as precedent the favorable experience of European banks with cov-
ered bonds.  12   In the typical situation, the European bank puts a group of 
mortgages in a special account within the bank and issues bonds cov-
ered by the payments from those mortgages. If any of the mortgages in 
that account get into trouble, the bank is obligated to substitute a good 
mortgage for the bad one. As a result of this structure, covered bonds in 
Europe usually receive top ratings from the credit rating agencies. 
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 However, the FDIC has prohibited U.S. banks from using more 
than 4 percent of their assets to support covered bonds,  13   so this tech-
nique is not a viable replacement for securitizing assets through SPEs. 
When a bank becomes insolvent, the FDIC takes control of its assets 
and would normally get paid fi rst as the bank ’ s most senior creditor. 
But the FDIC may not be the most senior creditor of an insolvent 
bank if that bank has sold a covered bond. In that case, the holders of 
the covered bond effectively have senior liens on all the assets of the 
bank since, under the terms of most covered bonds, the bank is obli-
gated to replace with a good mortgage any defaulting mortgage sup-
porting its covered bonds. In other words, if the holders of the covered 
bonds are the most senior creditors of the bank, they will be paid out 
fi rst from the bank ’ s assets if it becomes insolvent, and the FDIC would 
be left to try and collect on the remaining assets of that bank. 

  A better solution than covered bonds would be to allow a 
bank to keep a sponsored SPE off its balance sheet, but to require 
the bank to specify every obligation, formal or informal, to the 
SPE and then to impose a capital requirement reasonably related 
to every obligation. The bank should disclose the specifi c amount 
of any credit guarantee, liquidity put, or other continuing or con-
tingent obligation to the SPE, the conditions that would trigger 
the contingent obligations and the likelihood that these obliga-
tions will be drawn upon. Based on these specifi c disclosures, the 
bank regulators would determine how much capital was needed 
by the sponsoring bank to support its continuing and contingent 
obligations to the SPE.  For instance, suppose the bank sponsor agreed 
to replace mortgages once the default rate on the SPE ’ s pool exceeded 
6 percent. This replacement obligation might require the bank to put 
up capital equal to 3 percent of the SPE ’ s assets. In this manner, the U.S. 
fi nancial system could enjoy the benefi ts of a much larger volume of loans 
through securitization without the problems of hidden obligations to SPEs 
or inadequate bank capital supporting these obligations.  

   SPEs  Should Increase Their Public Disclosures 

 Such an off - balance sheet SPE, with enhanced disclosures and  capital 
support, would meet the other major concerns of investors. Most investors 

CH03.indd   55CH03.indd   55 9/24/09   10:25:48 AM9/24/09   10:25:48 AM



56 t o o  b i g  t o  s a v e ?

are put off by the complexity and nontransparency of the mort-
gage securitization process. A broad survey of market participants on 
this subject concluded that their highest priorities were enhanced dis-
closures and more standardization of information.  14      These priori-
ties would be best served by maintaining an SPE as a separate 
accounting and reporting entity from the sponsoring bank .  If 
the SPE ’ s assets and liabilities are commingled with those of the 
sponsoring bank on its balance sheet, shareholders of the bank 
would have great diffi culty in getting an accurate picture of a 
specifi c SPE ’ s fi nancial status.   15   

  At the same time, the Securities and Exchange Commission 
(SEC) should increase the disclosure obligations of the SPE as 
a separate entity when it makes an initial offering and then 
fi les its annual reports.  In an initial public offering, the SEC cur-
rently requires only aggregate statistics on the assets held by the SPE. 
 The SPE should also include in the offering statement data 
at the individual loan level so that investors can better evaluate 
the offering .  16   The SEC currently permits a reporting entity to stop 
fi ling annual reports if its securities become held by fewer than 300 
investors. This out is often used by SPEs to stop fi ling annual reports 
within a year after the initial offering.  17   But the information of the 
ongoing status of most SPEs is important not only to their investors 
but also to shareholders of the bank sponsors of the SPEs.  Therefore, 
the SEC should not allow SPEs to opt out of fi ling annual 
reports unless the total of their investors and their sponsors’ 
shareholders drop below 300.   

  Limited Utility of Danish Models 

 A more interesting European precedent than covered bonds would 
be the Danish model for securitizing mortgages.  18   In summary, mort-
gages in Denmark may be issued only by mortgage credit institutions 
(MCIs), which are limited to that function. All mortgages must follow 
a standardized format and comply with strict standards. For instance, no 
mortgage may exceed 80 percent of the value of a home. The docu-
mentation and appraisal for mortgages are verifi ed by an independent 
Mortgage Institute. There are two critical features of the Danish model. 
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 First, when an MCI issues a mortgage, it is required to sell a bond 
in the same amount with a maturity and cash fl ow matched to the 
underlying mortgage ’ s payments. The other terms of the bond are 
standardized to create a large and liquid trading market. The bonds 
are attractive to investors because they have reasonable yields and each 
MCI must retain the risk of most losses on the mortgages underlying 
the bonds. This feature avoids the perverse incentive of U.S. lenders to 
skimp on due diligence of mortgages because they can be sold without 
liability to the secondary market. 

 The Danish model has another critical and innovative feature. 
Holders can retire their own mortgages by purchasing the same face 
amount of mortgage bonds at the prevailing market price. To prepay 
a mortgage by purchasing bonds, the home owner must give advance 
notice of several weeks to the MCI, which designates by lottery the 
specifi c bonds to be purchased. Thus, if rising interest rates or other 
factors cause mortgage bonds to trade at a discount, home owners 
can reduce the principal or retire the whole mortgage by purchasing 
an appropriate mortgage bond at a discount. In the United States, by 
contrast, when the mortgage bond market craters, few investors are 
prepared to buy these bonds even at discount. Although many home 
owners would love to pay down their mortgage by purchasing bonds 
trading way below their face value, they have no practical way to do so 
in the United States. 

 George Soros, star investor and noted philanthropist, has been pro-
moting the adoption of the Danish model in the United States. He 
wrote:  “ The U.S. can emulate the Danish system with surprisingly few 
modifi cations from our current practices. What is required is transpar-
ent, standardized securities which create large and fungible pools. ”   19    
  Unfortunately, to adopt the Danish model would involve signifi -
cant modifi cations to the American mortgage system, such as 
substantial increases in down payments, extensive liabilities for 
mortgage originators and mandatory securitization of all mort-
gages. As explained in Chapter     1 ,  however, the United States. 
does not yet require all mortgages to be supported by  down 
payments of at least 5 percent of a home ’ s value and does not 
yet impose liability on all mortgage originators for even 5 per-
cent of losses on the mortgages they originate. Nevertheless, the 
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United States should begin to emulate the Danish model by 
standardizing the documentation for most home mortgages and 
the terms of most MBS .   

  The Confl icted Position of
Credit - Rating  Agencies 

 In selling the debt securities of SPEs, bank sponsors pushed hard to 
obtain the highest ratings from the credit - rating agencies for as many of 
the SPE ’ s tranches as possible. Some institutional investors were legally 
limited to buying highly rated debt securities. Other institutional inves-
tors were limited to buying debt securities with certain ratings speci-
fi ed by their clients or directors. Moreover, in selling MBS backed by 
private pools of mortgages, banks needed top ratings to compete with 
the MBS issued by Fannie Mac and Freddie Mae because of their 
triple - A ratings and moral backing from the U.S. government. 

  Revenues Soar from Structured Deals 

 The growth of privately sponsored MBS was a boon to the credit - rating 
agencies. Historically, the big three — Moody ’ s, Standard  &  Poor ’ s, and 
Fitch — had received a substantial portion of their income from various 
publishing businesses as well as ratings. By 2000, however, more than 
90 percent of their revenue came from rating fees paid by issuers. And 
these agencies received much higher fees for rating complex MBS than 
for rating municipal or corporate bonds. For corporate bonds, rating 
fees range from  $ 30,000 to  $ 300,000 depending on the size and com-
plexity of the bond offering. For structured fi nance deals like MBS, the 
fee range was twice as high, with fees for very complex transactions 
exceeding  $ 2 million per debt offering.  20   

 The aggregate revenue of the big three credit - rating agencies rose 
from under  $ 3 billion in 2002 to over  $ 6 billion in 2007, as illustrated 
in Figure  3.3 .  21   Similarly, the rise in their net income was dramatic. For 
example, the net income of Moody ’ s rose from  $ 159 million in 2000 to 
over  $ 750 million in 2006. In September, 2005, the market capitalization 
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of Moody ’ s was more than  $ 15 billion — a price multiple of 30 times its 
earnings per share — and its profi t margins were consistently above 50 
percent.  22   Jerome S. Fons, a former managing director for credit quality 
at Moody ’ s, testifi ed before Congress:  “ In my view, the focus of Moody ’ s 
shifted from protecting investors to being a marketing - driven organi-
zation. Management ’ s focus increasingly turned to maximizing reve-
nues. Stock options and other incentives raised the possibility of large 
payoffs. ”   23     

 The business model of the credit - rating agencies came under 
increasing pressure as the quality of mortgages underlying the MBS 
began to deteriorate. As investors sought higher yields from MBS, bank 
sponsors included larger and larger portions of subprime mortgages in 
the mortgage pools of their SPEs. To deliver top ratings to MBS based 
on such pools, the credit - rating agencies became actively involved in 
negotiations with bank sponsors to structure these pools. For example, 
a credit - rating agency might suggest that a pool could receive a top 
rating if it was suffi ciently over - collateralized with mortgages, obtained 
guarantees from its bank sponsor, or bought protection against defaults. 
For complex or innovative deals, the largest agencies developed an 
ancillary practice consulting on MBS design; this practice operated in 
tandem with their core ratings business.  
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 Figure 3.3 Revenue of Big Three Credit - Rating Agencies: 2002 – 2007 
 Source:  House Committee on Oversight and Government Reform 2008. 
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  The Flood of Rating Downgrades 

 As subprime mortgages began to default in 2007, the credit - rating 
agencies unleashed a fl ood of credit downgrades for MBS backed by 
subprime mortgages. According to the SEC:  24   

  As of February 2008, Moody ’ s had downgraded at least one tranche 
of 94.2 percent of the subprime MBS issues it rated in 2006, and 
76.9 percent of subprime MBS issues it rated in 2007.  
  As of March 2008, S & P had downgraded 44.3 percent of the sub-
prime tranches it rated between the fi rst quarter of 2005 and the 
third quarter of 2007.  
  As of December 2007, Fitch had downgraded 34 percent of the 
subprime tranches it rated in 2006 and in the fi rst quarter of 2007.    

 This torrent of downgrades precipitated a major government review 
of the credit - rating agencies. As one Moody ’ s executive said in an inter-
nal memo about these downgrades:  “ These errors make us look either 
incompetent at credit analysis, or like we sold our soul to the devil for 
revenue. ”   25   

 The agencies face a fundamental confl ict of interest because they 
are paid by the MBS issuers, but their ratings are supposed to help 
investors decide whether to buy these same MBS. If an issuer begins 
discussions with one rating agency that appears to be leaning against a 
top rating, the issuer can simply take its business to another agency. As 
Dean Baker, an economist, explained:  “ The agencies want to get hired, 
and they ’ re well aware of the fact that if they ’ re not giving acceptable 
ratings, they may not be called back. ”   26   

 This confl ict of interest is especially acute when one arm of the 
credit - rating agency is hired to structure a complex deal, and another 
arm is later paid to rate the deal. How likely is the agency to withhold 
a top rating if the issuer designs the deal according to the advice given 
by the same agency ’ s consulting arm? By contrast, accounting fi rms are 
prohibited by the Sarbanes - Oxley Act from providing most consulting 
services to a company for whom they serve as its auditor.  

  Bad and Good Regulatory Responses 

 In response to growing public concerns about credit - rating agencies, 
Congress in 2006 passed legislation requiring the SEC to increase the 

•

•

•
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number of credit - rating agencies it recognized for regulatory purposes. 
The legislative rationale was that the competitive market was not work-
ing because the rating industry was dominated by three large fi rms. 
If there were more SEC - recognized agencies, so the argument went, 
then there would be more competition, which would produce higher 
quality ratings. Accordingly, the SEC expanded the number of recog-
nized agencies from 4 to 9 by June 2008.  27   

  This initial response was misguided: By increasing the 
number of recognized credit - rating agencies, the SEC facili-
tated forum shopping among issuers. Now if each of the big 
three refuses to provide a top rating, the issuer can fi nd other 
agencies willing to award a top rating.  This point was driven 
home by an empirical study of what happened when Fitch began to 
make inroads on the rating markets dominated by Moody ’ s and S & P 
(the two organizations controlled over 80 percent of the industry). The 
result was a deterioration in the quality of ratings at the two incum-
bents. They became more accommodating to the wishes of bond issu-
ers in an effort to defend their market share.  28   

  The SEC ’ s next response in 2009 was more useful: It 
adopted prohibitions against some of the most serious con-
fl icts confronting credit - rating agencies and increased their 
disclosures about their record of ratings.  Rating agencies may no 
longer rate a debt offering that they helped structure. Nor may analysts 
involved in ratings participate in fee negotiations. The new rules also 
require rating agencies to disclose statistics on upgrades, downgrades, 
and defaults for each asset class they rate over periods of 1, 3, and 10 
years. Further, rating agencies must disclose on their web sites a ran-
dom sample of 10 percent of their ratings within 6 months after they 
were issued.  29   

 Despite these recent rules, the most fundamental confl ict of inter-
est for credit - rating agencies still remains — that they are paid by issuers 
instead of investors. Before 1970, ratings were paid for mainly by inves-
tors. This changed in 1973 when the SEC began to build into its reg-
ulations a top rating by SEC - recognized credit - rating agencies in an 
effort to fi nd a readily available proxy for high - quality securities. Since 
then, the SEC has relied heavily on credit - rating agencies in many of 
its rules, such as rules allowing money market funds to invest only in 
commercial paper with the top two ratings.  
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  Four Groups of Ratings Users 

 In 2008, the SEC proposed to eliminate its heavy reliance on ratings 
from recognized agencies,  30   but the proposal has met with considerable 
resistance. This resistance refl ects the four different groups of investors 
that utilize credit ratings. The fi rst group of investors is legally limited 
by statute or regulation to investments with certain specifi ed ratings. 
For example, some pension funds may be allowed by state law to invest 
only in investment - grade bonds. As Table  3.1  shows, investment grade 
bonds are rated Baa (Moody ’ s), BBB (Fitch/S & P), or higher.  31   A sec-
ond group of institutional investors may face similar limits on bond 
investments because of restrictions imposed by their clients, supervi-
sory boards, or offering documents. Such limits are quite prevalent in 
the United States and Europe.  32   A third group are investors, who do 
not have suffi cient resources to analyze and monitor bond investments, 
so they rely heavily on credit ratings as a practical matter. This group 
includes, for instance, some county and municipal treasurers.   

 The fourth group of investors includes most of the largest fi nan-
cial institutions of the world: the global banks, the multinational insur-
ers, the biggest corporate pension funds, and the largest mutual fund 
complexes. In contrast to the other groups, this fourth group does not 
rely much on the work of credit - rating agencies. These large inves-
tors have the resources and expertise to do their own analysis of bond 
offerings and monitor the fi nancial status of the entities issuing bonds. 
This group is especially critical of the slowness of credit - rating agen-
cies to drop an investment grade rating for a company facing fi nan-
cial challenges. These agencies have often maintained investment grade 

 Table 3.1 Bond Ratings 

     S & P/Fitch      Moody ’ s      Grade      Quality   

    AAA    Aaa    Investment    Highest Quality  
    AA    Aa    Investment    High Quality  
    A    A    Investment    Strong  
    BBB    Baa    Investment    Medium Grade  
    BB, B    Ba, B    Junk    Speculative  
    CCC/CC/C    Caa/Ca/C    Junk    Highly Speculative  
    D    C    Junk    In Default  
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ratings on doomed companies such as Enron until shortly before it 
went bankrupt. For example, Figure  3.4  shows how S & P maintained 
an investment grade rating on Bear Stearns until March 14th of 2008, a 
mere two days before its collapse and acquisition by J.P. Morgan.   

 Given these disparate views among investors about rating agencies, 
it would be diffi cult to obtain a consensus on proposals to purge SEC 
rules of all references to credit - rating agencies. Many smaller institutions 
depend on these references to defi ne the parameters of their permissi-
ble investments. At most, the rating agencies may by forced by the SEC 
to adopt a different set of grades for structured products like MBS from 
the rating scheme just described for corporate bonds.  33   So let us con-
sider other approaches to reforming the role of credit - rating agencies.  

  Sensible and Impractical Reforms 

 Some have suggested that credit ratings be based on the spreads 
between a specifi c bond and U.S. Treasuries, the amount by which the 
interest rate on the bond exceeds the interest rate on U.S. Treasuries 
with similar maturities.  34   Spreads would be more objective than the 
subjective factors now used by rating agencies. Spreads also change 
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continuously, avoiding the sharp decline in a bond ’ s price when it is 
downgraded by a rating agency. However, it is unclear how much value 
would be added by credit - rating agencies if ratings were based mainly 
on spreads since they are publicly available. Moreover, spreads on bonds 
can widen or narrow because of general factors having little to do with 
the specifi c bond, such as the market reaction to the September 11th 
terrorist attack on the World Trade Center. 

  A better proposal would be to impose some type of civil 
liability on credit agencies if they failed to follow material 
aspects of their own methodologies for rating bonds or if they 
failed to comply with material aspects of the new SEC rules 
on confl icts and disclosures.  In the past, rating agencies have been 
relatively successful in arguing for legal immunity on two grounds. 
Their ratings contain broad disclaimers that they should not be relied 
upon by investors. But these disclaimers should be given limited 
effect by the courts; a rating agency should not be allowed to disclaim 
responsibility for knowingly committing material violations of its own 
methodologies or applicable SEC rules. Credit - rating agencies have also 
argued that their ratings should be protected as free speech under the 
First Amendment.  35   However, the courts have recognized the govern-
ment ’ s right to regulate commercial speech in order to prevent fraud or 
other deceptive practices. If a rating agency is paid for its ratings, they 
should fall squarely within the defi nition of commercial speech. 

 It bears emphasis that the credit - rating agency would still choose 
its own methodology for evaluating bond issues. By contrast, the U.S. 
House of Representatives has seriously considered a bill delineating 
which factors could and could not be taken into account by a rat-
ing agency in evaluating a municipal bond.  36   For instance, in rating a 
general obligation bond of a state or city, an agency could take into 
account only the risk of nonpayment in accordance with the terms of 
the issuance.  Congress should reject all proposals by governmen-
tal bodies to mandate methodologies for credit - rating agencies 
to follow. These proposals would simply substitute one set of 
inappropriate infl uences on the ratings process with another.  

 A more radical proposal would be to force investors, rather than 
issuers, to pay for all credit ratings.  37   This could be accomplished if 
Congress levied special fees on all bond trades or all bonds registered 
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with the SEC. But such fees would be strongly opposed by the largest 
fi nancial institutions, which do their own in - depth analysis of bonds 
and claim to make little use of credit ratings. In theory, it might be 
possible to impose a fee only on investors relying heavily on credit rat-
ings for certain types of bonds. In practice, this would be a nightmare. 
Most investors do not know in advance whether they will buy into a 
bond offering until they see its exact terms. And once a rating is given, 
it becomes a public good that can be utilized by all investors — even by 
those who disdain the rating agencies and refuse to pay for their ratings. 

  For these reasons, Congress should insert third parties into 
the rating process, while continuing to have issuers pay for rat-
ings. An effective third - party approach for the rating process 
should have two characteristics. First, the third party should 
be a knowledgeable person, independent of both issuers and 
credit - rating agencies. For example, they could be retired 
executives of companies, government agencies, or institutional 
investors appointed by a neutral public entity such as the SEC 
or a securities self - regulatory organization. Second, the func-
tions of the third party should be limited to selecting a rat-
ing agency for a bond offering and negotiating the ratings 
fee. These functions would prevent the two worst abuses in 
the current rating process: The issuer shopping around for the 
agency promising the best rating, and the issuer paying espe-
cially high fees to obtain a better rating.  These two targeted func-
tions could be performed by an independent expert at a modest cost, 
paid as part of bond offering expenses; the issuer would continue to pay 
the fees of the rating agency negotiated and selected by the independ-
ent expert. Although this third - party approach is not perfect, it would 
be feasible for larger bond offerings and a big step in the right direction.   

  Summary 

 The private process for securitizing mortgages was subject to many 
abuses. The Wall Street banks sponsoring SPEs to securitize mortgages 
were able to circumvent the accounting rules to keep the SPEs off 
their balance sheets. As a result, these banks were able to avoid capital 
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 requirements and limit disclosures about their obligations to the SPEs. In 
fact, sponsoring banks had often had contractual commitments to replace 
defaulted mortgages held by the SPEs. They might also have formal and 
informal  obligations to buy the short - term commercial paper issued by 
these SPEs if investors stopped reinvesting in this paper every three, six, 
or nine months. When investors became wary of the subprime mortgages 
and other assets held by SPEs, the sponsoring banks were obliged to sup-
port this paper and ultimately took many SPEs on to their balance sheets. 

 In response to these abuses, the FASB adopted revised accounting 
rules that would effectively force all securitizations of mortgages and 
other assets to be done on the balance sheet of the sponsoring bank. 
These new rules go too far, however, by incorrectly assuming that the 
sponsoring bank actually retains all the risk when mortgages are secu-
ritized. As a result, the new rules will dramatically reduce the volume 
of lending in the United States, at a time when the country desperately 
needs more lending. 

 Covered bonds would not be an adequate substitute for mortgage 
securitizations through off - balance sheet entities. The FDIC has limited 
covered bonds to no more than 4 percent of a bank ’ s assets in order to 
protect the FDIC ’ s position as the most senior creditor in the event of 
a bank ’ s insolvency. 

 A better approach would be to allow banks to securitize mortgages 
through off - balance sheet entities, subject to two conditions. First, banks 
would have to publicly disclose all their continuing and contingent 
obligations to these entities, such as credit or liquidity support. Second, 
banks would have to back up these obligations with an appropriate level 
of capital as determined by the regulators, tailored to their actual pro-
jected obligations to the entities. These two conditions would ensure 
that the actual risks retained by the sponsoring bank would be recog-
nized and supported with capital. 

 The U.S. should also study the Danish models where every mort-
gage is promptly transformed into a standardized security with match-
ing cash fl ows. If these securities decline in value because of increases in 
interest rates or problems in the real estate market, home owners may 
purchase these securities and thereby reduce or eliminate their mort-
gages. Unfortunately, the Danish model would require major changes 
to the U.S. mortgage system. Nevertheless, the United States should 
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begin to move toward that model by standardizing the terms of mort-
gages and MBS to the maximum extent feasible. 

 The role of credit - rating agencies in the mortgage securitization 
process was deplorable. They gave top ratings to many securities backed 
by mortgages that soon began to default at above average rates. In part, 
this may have been because the agencies did not fully understand the 
new products. But, more importantly, the agencies were paid by the issu-
ers of these securities, which pressured them to give these high ratings. 
In some situations, one arm of a credit rating agency served as a paid 
consultant to design a bond offering, which was then rated by another 
arm of the same agency. This was a thicket of confl icts of interest. 

 To promote competition, Congress directed the SEC to expand the 
number of SEC - recognized rating agencies. However, this expansion 
was misguided because issuers are now able to shop for the most favo-
rable rating among an even larger number of approved agencies. More 
sensibly, the SEC in 2009 adopted rules to prohibit signifi cant confl icts 
of interest by credit rating agencies and require them to make more 
disclosures about their rating records. Material violations of these rules 
should be enforceable not only by the SEC but also by private parties. 
Although the credit - rating agencies have argued that their ratings are 
constitutionally protected as free speech, the courts have long recog-
nized antifraud and other limits on commercially related speech. 

 In theory, investors should pay for credit ratings instead of bond 
issuers. This would eliminate the most fundamental confl ict of  interest 
in the rating industry. However, the largest investors have refused to 
pay for ratings, which they do not view as particularly valuable. If other 
investors paid for ratings, they would become public goods that could 
be utilized by everyone. As a practical approach, the SEC or another 
public body should develop a cadre of independent experts who could 
choose the rating agency and negotiate its fees for every major bond 
offering. The performance of these two functions by an independent 
expert would correct the worst abuses of the mortgage securitization 
process while having issuers continue to pay for credit ratings.                               
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Chapter 4

                                                                                                                                                                                                                                                                                                                                                                                                                                                                Credit Default Swaps 
and Mathematical 

Models          

 I n Chapter  3 , we described how bank sponsors put together pools 
of mortgages in special purpose entities, which then issued several 
tranches of mortgage - backed securities with different interest rates 

for different risk levels. To protect against potential defaults on these 
tranches of mortgage - backed securities, the holders of the tranches and 
other investors in turn often bought a kind of protection called credit 
default swaps (CDS) from highly rated insurance companies as well as 
other fi nancial institutions. CDS are contracts to protect against poten-
tial default of a bond or other type of debt security. The buyer of CDS 
pays insurance - like premiums on a regular basis to the seller (the insur-
ance company), who agrees to pay the buyer the full principal of the 
bond if it defaults in exchange for the defaulted bond. Figure  4.1  depicts 
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a common CDS transaction, with the protection buyer on the right side 
and the protection seller on the left side.  1     

 This chapter will begin by reviewing the extensive use of CDS 
by bond investors, especially those buying mortgage - backed securities. 
Then it will explain the similarities and differences between CDS and 
traditional insurance. This section of the chapter will end by showing 
how CDS was left in a regulatory vacuum in 2000, and suggesting how 
CDS should now be regulated. 

 This chapter will also address the mathematical models that drove 
the expansion of mortgage - backed securities and CDS. In criticizing the 
 mathematical models supporting new types of investments, Warren Buffet 
wrote that Americans have too frequently been in awe of a  “ nerdy - sounding 
priesthood, using esoteric terms such as beta, gamma, sigma and the like. 
Our advice: Beware of geeks bearing formulas. ”   2   This chapter will discuss 
why so many brilliant experts made the wrong assumptions in construct-
ing their fi nancial projections for the U.S. mortgage market. It will suggest 
that nonexperts, including senior offi cers and outside directors, need to 
review and question these assumptions on a common sense basis.  

  How Bond Investors Use Credit Default Swaps 

 The total amount of CDS outstanding increased dramatically from less 
than  $ 1 trillion in 2001 to more than  $ 60 trillion in 2007,  3   as shown 

Protection Seller

Payment if Credit Event
Occurs

Credit Default Swap Premium
Paid Periodically

Protection Buyer

Does not usually
own

underlying bond

Selling bond
protection 

May not own
underlying

bond 

Purchasing bond
protection

If Credit Event Occurs, Delivers
the Bond.

Figure 4.1  Common Credit Default Swap Transaction 
 Source : Credit Derivatives and Synthetic Structures, 2001.
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in Figure  4.2 . In part, the growth of CDS was attributable to the great 
utility of its core innovation: the separation of credit default risk from 
interest rate risk on bonds and other debt instruments. Most bonds 
have both types of risks. If interest rates rise generally, the price of a 
fi xed - rate bond declines because investors can now purchase simi-
lar bonds paying higher interest. A bond ’ s price will also decline if the 
chances of a default on that specifi c bond increases. This usually occurs 
if there is a decline in the fi nancial condition or credit rating of the 
company issuing that bond. Although there are many ways for bond 
investors to hedge against increases in interest rates, the invention of 
CDS gave investors an easy way to hedge against increases in credit 
defaults separate from interest rate risk.   

 In part, the growth of CDS can be attributed to their extensive use 
for default protection on the tranches of mortgage - backed securities. As 
explained in Chapter  3 , a bank sponsor would set up a special purpose 
entity to hold a pool of mortgages, which would then issue tranches of 
mortgage - backed securities to investors. The lowest - risk tranche would 
have the right to receive the fi rst payments of principal and interest 
from the mortgage pool. The highest - risk tranche would receive any 
leftover principal or interest payments only if and when all obligations 
to all other tranches were satisfi ed. 

 Holders of a tranche of a mortgage - backed security could purchase 
protection against a default on that tranche by entering into a CDS with 
an insurance company. The holder of the tranche would pay regular 
premiums to the insurance company in return for the full repayment of 
the tranche ’ s principal in the event of default. The premium level for the 
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CDS would depend on the priority of the tranche in the payment fl ow 
and the projected default rate for the pool of mortgages supporting the 
tranche. For example, the annual premium might be  $ 30,000 for a CDS 
on a  $ 10 million senior tranche of senior notes (lower risk) and  $ 600,000 
for a  $ 10 million junior tranche of preferred shares (higher risk) based on 
the same pool of mortgages. 

   CDS  Are Different from Insurance Contracts 

 Like insurance contracts, the availability of CDS encouraged many inves-
tors in MBS to take on more risk by their very existence. Just as fl ood 
insurance encourages people to build houses on fl ood plains, so bond 
default protection increased the willingness of investors to buy complex 
mortgage - backed securities even if they did not fully understand the 
risks involved. However, the counterparties in CDS operated under very 
different rules than the buyer and seller of a normal insurance contract. 

 After signing the CDS agreement, the value of both sides of the 
CDS would fl uctuate, based on the actual payments from the mort-
gages in the underlying pool as compared to the initial projections for 
that pool. When the pools with subprime mortgages began to default 
at unexpectedly high rates in 2007, the value of the CDS to the buyers 
increased as the value to the insurance companies decreased. Because of 
these high default rates, the buyers often exercised their right to demand 
that the insurance company transfer to them large amounts of cash to 
ensure payment on the CDS. In addition, the buyers were typically 
allowed to demand cash payments from the insurance company if the 
company ’ s rating from the credit - rating agencies dropped signifi cantly. 
The lower rating implied that there was more risk that the insurance 
company might not be able to pay the CDS in the event of default. 

 Specifi cally, CDS are different from normal insurance contracts in 
three key respects. First, unlike the buyer of car insurance who must 
own a car, a CDS buyer does not have to own the underlying bond. In 
insurance parlance, the buyer does not need to have an insurable interest. 
As a result, CDS were often purchased by hedge funds and other inves-
tors making speculative bets that the bond ’ s default risk would actu-
ally materialize. Second, since neither buyers nor  sellers had to own 
the debt securities that were the subject of the CDS, the notional value 
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of the CDS on any security could be a very large number. In fact, the 
CDS on a bond issued by a particular company were sometimes higher 
than the actual value of all outstanding bonds of that type from the 
company. Third, while standard insurance policies protect against events 
that are beyond anyone ’ s control (such as hurricanes), buyers of CDS 
can actively undermine the position of the insurer so that it is obliged 
to give them more cash collateral. For example, hedge funds could bid 
up the price of a CDS on a bond, thereby implying that the issuer 
of the bond would probably default. With this evidence in hand, the 
hedge funds could then demand more cash collateral from the insurer 
that sold the CDS on that bond.  

  The Higher Risks in  CDS  on More Complex 
Mortgage - Backed Securities 

 Credit default swaps were used often to protect against defaults on 
more complex forms of mortgage - backed securities, which involved 
more risks than most of the writers of CDS understood. One such 
complex form was the collateralized debt obligation (CDO). In a com-
mon type of CDO, the bank sponsor would put together a special pur-
pose entity with a pool of mortgage - backed security tranches, rather 
than a pool of actual mortgages. Then the entity would issue various 
tranches of CDOs, including senior tranches with a high priority for 
receiving payments from the underlying tranches of mortgage - backed 
securities, and junior tranches with a low priority for receiving pay-
ments from the underlying tranches of mortgage backed - securities. In 
other words, CDOs were one more step removed from the actual pay-
ment fl ows of those mortgage pools. Figure  4.3  shows an example of a 
hypothetical CDO offering, detailing its payments structure based on 
a cascading hierarchy of risk and return (the so - called waterfall).   

 The CDO example in Figure  4.3  captures the core concept of 
tranches behind the securitization process: The rank order of securities 
is based on the seniority of each tranche ’ s claims on the CDO ’ s under-
lying assets and cash fl ows. Although the average overall yield for inves-
tors who buy the CDO ’ s  $ 100 million in securities is 6 percent or  $ 6 
million, the allocation to the respective tranches is far from equal. The 
 $ 65 million in senior notes are the tranches with the highest  priority 
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claims. They would get paid ahead of all others and thus assume the 
least amount of risk. For this lower risk, they settle for a lower yield 
of 5 percent or  $ 3.25 million. The  $ 28 million in mezzanine notes are 
second in the claim line and thus assume additional risk. For this higher 
risk, they get a higher yield of 6.5 percent or  $ 1.82 million. Finally, the 
 $ 7 million of preferred shares issued by the CDO (the equity tranche) 
are last in the claim line and thus assume the greatest risk. For this 
highest level of risk, they are rewarded with the highest expected return 
of  $ 13.3 percent or  $ 930,000. 

Mortgage
Pool

Mortgage
Pool

Mortgage
Pool

Mortgage
Pool

Collateralized Debt
Obligation:

$100 million total.
Average yield of 6.0%.
Average rating of AA. 

Paid interest second, ahead of
preferred shares. Portfolio defaults
absorbed after preferred shares. 

Paid interest first, ahead of
other classes. Portfolio defaults

affect senior notes last.

Preferred Shares
Rating: None

$7 million

Mezzanine Notes
Rating: BBB
$28 million

Senior Notes
Rating: AAA
$65 million

Paid all remaining interest last.
Portfolio defaults absorbed first. 

Predicted Return:
$3,250,00

(5.0% yield) 

Predicted Return:
$1,820,000
(6.5% yeild)

Predicted Return:
$930,000

(13.29% yield) 

Total: $6,000,000∗

$6 million
interest∗

∗These are the predicted amounts should no defaults
  occur in the mortgage pools.

MBSMBS MBS

Total: $100,000,000

 Figure 4.3 Collateralized Debt Obligation 
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 The popularity of CDS created another opportunity for new prod-
ucts called synthetic CDOs. When buyers agreed to pay premiums for 
CDS in order to protect against defaults on tranches of CDOs, the 
investment bankers would then quickly package these CDS into even 
more complex securities. They didn ’ t need actual homes, borrowers, or 
lenders to create new fi nancial products to sell. For this purpose, pre-
miums from a CDS buyer were the functional equivalent of mortgage 
payments from a borrower. The investment bankers could create pools 
of CDS and issue tranches of debt securities, based on the premium 
payments from the buyers of CDS in these pools. 

 Ultimately, the value of such multilayer products depended on the 
actual payment record of the mortgage pools underlying the tranches of 
mortgage - backed securities, because that record measured the default risk 
that was being insured against by the CDS. However, debt  securities based 
on CDS were several steps removed from the actual mortgages. When these 
mortgages were subprime loans of dubious quality, the layering helped 
to obscure the weak credit foundation of these products. Steve Eisman, a 
professional investor, characterized the tranches of such multilayer prod-
ucts as  “ the equivalent of three levels of dog [feces] lower than the original 
bonds. ”   4   As explained through an example in the Appendix at the end of 
this chapter, the vulnerability of these multilayer products soars when the 
default probability of the original mortgage pool is even slightly underesti-
mated. For example, an increase from 5 percent to 7 percent in the default 
rate on the mortgage pool underlying a multilayer CDO product could 
increase by 100 times the default probability on the top layer of the CDO. 

 To revive the securitization process, the bank regulators 
should strongly discourage the offering of multilayered CDO 
products, except to extremely sophisticated institutions. These 
multilayered products embody the worst fears of investors 
about securitization, namely, these products are not transpar-
ent and their risks are very diffi cult to understand.  

  Credit Default Swaps Bring Down the Monoline Insurers and  AIG  

 The two biggest writers of CDS were the so - called monoline insur-
ers and the insurance giant AIG. Yet, as mentioned previously, CDS 
does not require the CDS buyer to own the bond being protected by 
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the CDS. Without such an  “ insurable ”  interest, CDS did not consti-
tute an  “ insurance contract ”  according to an opinion dated June 16, 
2000 from the General Counsel of the New York State Insurance 
Department  5   — the primary regulator of most of the large U.S. insurers. 
Hence, for eight years, CDS were written out of nonregulated affi li-
ates of these insurance companies, without the usual reserve and capi-
tal requirements for the insurance business imposed by the Insurance 
Department. After the federal bailout of AIG in September, 2008, the 
New York State Insurance Department announced its intention to reg-
ulate CDS issued by insurance companies doing business in New York, 
but withdrew the announcement within a week because federal offi -
cials were supposed to regulate CDS on a national basis.  6   

 Unlike traditional insurance companies with diversifi ed lines of 
business, monoline insurers write protection for only one line of busi-
ness: guaranteeing bonds against default to bond investors. In mid - 2008, 
the monolines guaranteed against default an estimated  $ 2.4 trillion in 
outstanding debt. Of this amount, approximately 70 percent was writ-
ten by the three largest monolines: MBIA, Ambac, and FSA.  7   

 Before 1990, the monolines concentrated on protecting  municipal 
bonds against defaults. This was a stable business with a reasonable cash 
fl ow. After 1990, the monolines became increasingly involved with 
structured fi nance deals. In particular, the monolines are estimated to 
have sold up to 50 percent of the CDS purchased to protect against 
default in mortgage - backed securities and collateralized debt obli-
gations backed by subprime mortgages. Consequently, the stocks of 
Ambac and MBIA dropped by over 90 percent from mid - 2007 to mid -
 2008, and their ratings were downgraded from triple A to double A 
in June of 2008.  8   And the bleeding continued for Ambac and MBIA. In 
2009, Ambac reported a negative net worth,  9   and MBIA tried to save 
its municipal bond business by splitting it off from its structured fi nance 
products division, which has been crippled by guarantees on mortgage -
 backed securities.  10   Several smaller monolines (e.g., CIFG, FGIC, and 
Syncora) were downgraded from investment grade to junk bond status, 
which effectively put them out of the insurance business.  11   

 These downgrades had broader consequences for the  municipal bond 
market and the Wall Street banks. The liquidity of the municipal 
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bond market has been substantially reduced, partly because investors are 
no longer so comfortable with bonds insured by MBIA, AMBAC, or 
lower rated monolines.  12   To fi ll the void, Warren Buffett has started a 
new municipal insurer, and one of the big three monolines (FSA) has 
announced plans to exit the structured fi nance business. Because of 
decreased competition, Buffett ’ s new insurer and FSA have been able 
to raise prices in the municipal bond business.  13   

 The virtual collapse of the smaller monolines also created large 
potential losses for the Wall Street banks, which purchased from these 
monolines CDS protecting tranches of collateralized debt obligations in 
their portfolios. Since these monolines could no longer be counted on 
to provide credit protection in the event of defaults on these collateral-
ized debt obligations, the value of these CDS would have to be marked 
down substantially on the books of the Wall Street banks. To reduce the 
impact of these markdowns, Merrill Lynch settled CDS totaling  $ 3.74 
billion for a payment of  $ 500 million from a smaller monoline called 
XLCA.  14   Similarly, Ambac paid Citigroup  $ 850 million to terminate its 
guarantee of collateralized debt obligations with a par value of  $ 1.4 bil-
lion, which were already in distress.  15    

  The Fed Bails Out  AIG  Because of Its Huge  CDS  Exposures 

 The exposure of AIG to subprime loans through CDS was much  larger 
than the potential liabilities of the monolines. Over several years, AIG 
had generated large profi ts by writing protection against credit defaults 
on collateralized debt obligations, but its fatal mistake was to write CDS 
protection in 2005 and early 2006 on  $ 60 billion of  collateralized debt 
obligations based mainly on subprime loans. As Barron ’ s reported in 
November, 2008:   

 The premiums on these CDOs were somewhat fatter than for 
other classes of credit risk, but AIG ’ s risk models indicated that 
there was no chance of any loss claims being fi led on them. 
After all they were insuring only the super senior triple - A por-
tion of the securitization, and many risk layers below that would 
have to be burned through before any loss reached AIG.  16     
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 In early 2007, when prices on triple - A tranches of collateralized 
debt obligations based on subprime mortgages declined sharply, AIG 
was forced to recognize losses on over half of the  $ 60 billion in these 
CDS from 2005 - 2006. Starting in August of 2007, counterparties such 
as Goldman Sachs also demanded that AIG transfer more cash to cover 
its CDS exposure. By August 2008, AIG had made  $ 16.5 billion in cash 
payments to back its CDS. When AIG ’ s credit rating was cut to single A 
on September 15 of 2008, the additional calls for cash payments from 
CDS were estimated to total  $ 18 billion. Unable to meet these escalat-
ing demands on its liquidity, the giant insurer was rescued from insol-
vency by a  $ 85 billion loan from the Federal Reserve. 

 After the Fed ’ s rescue of AIG in September, 2008, the demands for 
more cash payments from AIG to holders of CDS surged — eating up 
most of the Fed ’ s  $ 85 billion loan. At the end of 2008 and again in early 
2009, the federal assistance package was restructured and expanded to over 
 $ 170 billion.  17   In March, 2009, AIG disclosed that it had agreed to pay 
 $ 62 billion in cash to settle CDS contracts with multiple counterparties 
in return for mortgage - backed securities marked down to less than  $ 30 
billion.  18   These exchanges were made with the express approval of the 
federal government, which largely fi nanced the exchanges. 

 As shown in Figure  4.4 , the counterparties benefi ting the most from 
these exchanges included not only Goldman Sachs and Merrill Lynch but 
also four large foreign banks: Soci é t é  G é n é rale, Deutsche Bank, Barclays, 
and UBS. It seems inappropriate for the United States to bail out large 
foreign banks. Of the two largest U.S. recipients from AIG, Goldman 
Sachs stated that its exposure to AIG was fully protected, collateralized 
or hedged before being paid by AIG.  19   Thus, these exchanges consti-
tuted unjustifi ed gifts by the U.S. government to the most sophisticated 
investors in the world, who had made bad judgments about whether this 
AIG subsidiary could deliver on its promised credit protection. This is 
exactly the type of counterparty risk that fi nancial fi rms must address 
every day in choosing their trading partners. Even the Vice Chairman 
of the Federal Reserve admitted that by paying 100 cents on a dollar to 
the large fi rms on the other side of CDS contracts, the federal govern-
ment allowed these sophisticated investors to avoid losses and as a result 
 “ will reduce their incentive to be careful in the future. ”   20   These sophisti-
cated investors would have been thrilled to accept 70 or 80 cents on the 

CH04.indd   78CH04.indd   78 9/24/09   10:26:51 AM9/24/09   10:26:51 AM



 Credit Default Swaps and Mathematical Models  79

dollar if AIG had threatened to put this subsidiary into bankruptcy since 
it would then be allowed to renege on its CDS contracts.   

 Despite the payments in Figure  4.4 , AIG reportedly had another  $ 1.6 
trillion in  “ notional derivatives exposure ”  as of March, 2009.  21      To mini-
mize further exposure for the federal government, the one AIG 
subsidiary writing CDS should promptly fi le for bankruptcy, 
which would allow only this subsidiary to break its contracts .  22    
  Because the U.S. Treasury now knows the list of remaining 
counterparties to AIG contracts, it could alert them in advance 
to the bankruptcy threat and negotiate a settlement far below 
100 cents on a dollar . Although some individuals with AIG life insur-
ance policies may become concerned if one AIG subsidiary declares 
insolvency, the insurance regulators should help AIG explain that its life 
insurance companies are separate and fi nancially sound.  

  Credit Default Swaps Left in a Federal Regulatory Vacuum 

 As the New York State Insurance Department avoided jurisdiction 
over CDS until late 2008, so too did the Commodity Futures Trading 
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Commission (CFTC) on the federal level. The CFTC has  jurisdiction 
over a broad range of swap agreements along with futures and  forward 
contracts on fi nancial instruments. In 1993, the CFTC issued an 
exemption for swaps, which covered CDS if they were not based on 
an agreement with standardized terms and were not traded  “ through 
a multilateral transaction execution facility. ”   23   In other words, the 
 exemption was available to customized CDS that were traded through 
the over - the - counter (OTC) market. For many years, most CDS were 
traded in OTC markets, and not on established exchanges. 

 Brooksly Born, the CFTC chair in 1998, became concerned about 
this regulatory void in light of the huge growth in swaps contracts and 
other types of privately negotiated derivatives. But her views were curtly 
dismissed by then Federal Reserve Chair Greenspan as well as then 
SEC Chair Arthur Levitt and then Treasury Secretary Robert Rubin. 
As Michael Greenberger, a senior CFTC offi cial at the time, explained: 
 “ Greenspan told Brooksly that she essentially didn ’ t know what she was 
doing and she ’ d cause a fi nancial crisis. Brooksly was this woman who 
was not playing tennis with these guys and not having lunch with these 
guys. There was a little bit of the feeling that this woman was not of 
Wall Street. ”   24   

 On May 7, 1998, the CFTC issued a concept release raising questions 
about whether certain types of OTC derivatives should be regulated. 
Although the release did not actually propose any rules, it was met on 
the same day with a highly unusual joint statement by Greenspan, Levitt, 
and Rubin expressing  “ grave concerns ”  about the release and its possible 
consequences. On June 5, 1998, the trio publicly called on Congress to 
prevent the CFTC from acting in this area until other senior regulators 
developed their own recommendations.  25   On July 30, 1998, the Senate 
Agriculture Committee held a hearing to extract a promise from Born 
to cease her efforts to regulate OTC derivatives. If not, the Committee 
threatened to impose a moratorium on further CFTC actions. When 
Born defended the need for CFTC regulation, Greenspan responded 
with ideological fervor:  “ Regulation of derivatives transactions that are 
privately negotiated by professionals is unnecessary  . . .  Regulation that 
serves no useful purpose hinders the effi ciency of markets to enlarge 
standards of living. ”   26   
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 In the fall of 1998, a large hedge fund called Long-Term Capital 
was rescued by a group of Wall Street fi rms at the behest of the 
Federal Reserve Bank of New York. The fund ’ s problems included 
highly leveraged bets on OTC derivatives. Nevertheless, Congress 
froze the CFTC ’ s regulatory authority for six months, and Born left 
the CFTC in 1999. Shortly afterwards, Congress specifi cally excluded 
any security - based swap agreement from the defi nition of  security  in 
the Securities Act of 1933 and also confi rmed the exemption of pri-
vately negotiated CDS from CFTC regulation.  27   Though unheeded at 
the time, Born ’ s foresight was recognized a decade later; in 2009, she 
received the John F. Kennedy Profi les in Courage Award. 

 With the CFTC and the SEC sidelined, the main response to the 
collapse of Long-Term Capital was a legislative rider, passed as part of 
the 2000 Commodity Futures Modernization Act, calling for a clearing-
house that would process trades and hold cash collateral for OTC deriv-
atives.  28   But no clearinghouse for OTC derivatives was approved until 
January of 2009.  29   In response to prodding by central banks, a group of 
Wall Street executives published a report in 2005 with recommenda-
tions for reducing risk in processing OTC derivatives, and launched a 
successful campaign to clean up the backlog of unsigned paperwork for 
such derivatives.  30    

  One Clearinghouse for  CDS  Is Needed 

 After the failure of AIG in September, 2008, the SEC, the Federal 
Reserve, and the CFTC signed a memorandum of understanding to 
expedite the regulatory approval of a clearinghouse for CDS. By then, 
all regulators agreed that such a clearinghouse was needed, to ensure the 
completion of CDS contracts, to make margin calls as CDS prices fl uc-
tuated, and to net multiple exposures among fi rms involved with many 
CDS contracts on different bonds. Nevertheless, because of squabbling 
among three approved sponsors  31   as well as regulatory delays, most CDS 
were not traded through a U.S. clearinghouse as of September 1, 2009. 

 In April 2009, the International Swaps and Derivatives Association 
introduced a standardized protocol for CDS on corporate and sover-
eign debt.  That standardized protocol should be extended to 
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CDS on mortgage - backed securities. Then Congress should 
require all standardized CDS to be traded through a clearing-
house. But Congress should recognize that there is a  legitimate 
need among industrial companies for customized CDS con-
tracts that are not appropriate for a clearinghouse .  32      These 
 customized CDS should be permitted to be offered in pri-
vately negotiated transactions by fi nancial institutions, subject 
to a substantially higher capital charge than standardized CDS . 

 Treasury Secretary Geithner has supported the establishment of clear-
inghouses for CDS as a high priority. This is where the biggest risk lies for 
the U.S. fi nancial system: Sooner or later a signifi cant player in the CDS 
market will fail and its failure will have adverse ripple effects on many 
fi rms. A clearinghouse can reduce these ripple effects by requiring  margin 
deposits and establishing a guaranty fund. Having one U.S. clearing-
house for CDS, rather than three, would greatly increase the operational 
effi ciency of the clearinghouse and maximize the netting of multiple 
contracts among trading partners. Such a merger of all the back offi ces of 
the U.S. stock markets in the late 1970s has been a huge success. The risks 
and costs of trade clearance are uniformly low, while competition contin-
ues in the front offi ce on physical and electronic trading venues. 

 The Treasury has also suggested that all standardized CDS and other 
derivatives be traded on established exchanges, rather than through 
OTC dealers.  33   Exchange trading of CDS and other  derivatives is a 
worthy initiative. Although this would result in better transparency and 
lower transaction costs, exchange trading of CDS and other  derivatives 
is strongly opposed by banks and other U.S. dealers, who would lose 
profi ts.  34      It would be unfortunate to slow down the drive toward 
a centralized CDS clearinghouse because of a fi erce political 
fi ght over exchange trading of CDS. These two issues should 
be kept separate to the extent feasible . 

 In the meantime, the SEC has brought an enforcement case alleging 
insider trading with regard to CDS.  35   But this antifraud theory will have 
to be tested in the courts because, as mentioned earlier, CDS contracts 
are excluded from the defi nition of  security  in the Securities Act of 1933, 
and remain exempt from much of CFTC regulation.  Congress should 
quickly adopt the Treasury ’ s proposal to repeal these exceptions 
for CDS .  36     
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  All Models Have Signifi cant Limits 

 In developing and buying mortgage - backed securities, collateralized 
debt obligations, and CDS, fi nancial fi rms relied heavily on mathemati-
cal models formulated by their brilliant quantitative analysts — referred to 
in the industry as  “ quants. ”  But many of these models turned out to be 
wrong. Why did so many bright and hard - working people get it wrong? 
We attempt to answer this question by looking at nine characteristic 
mistakes in modeling, in each case, providing an illustration and drawing 
out a lesson. 

 Most of these mistakes were not technical in nature; they happened 
because people did not apply suffi cient common sense in building their 
models.  To reduce the number of such mistakes, outside direc-
tors and senior executives should ask for the key assumptions 
behind the signifi cant models used by a fi nancial institution. 
Directors and executives should critically review these assump-
tions on a common sense basis . 

  Mistake 1: Simple Extrapolations of the Past Are Dangerous 

 Models are built on historical data, which are then projected into the 
future. When the historic trend line is strongly positive, models tend to 
be overly optimistic with insuffi cient weight given to the downside. 
Models also tend not to fully integrate recent changes in the underly-
ing factors undermining historical trends. In his annual letter to share-
holders published in 2009, Warren Buffett wrote,  “ The stupefying losses 
in mortgage - related securities came in large part because of fl awed, 
history - based models used by salesmen, rating agencies, and investors. 
These parties looked at loss experience over periods when home prices 
rose only moderately and speculation in houses was negligible. They 
then made this experience a yardstick for evaluating future losses. 
They blissfully ignored the fact that house prices had recently skyrock-
eted, loan practices had deteriorated, and many buyers had opted for 
houses they couldn ’ t afford. ”   37   

 A good illustration is the typical projection for housing prices in the 
United States around 2004. Because the trend line was positive for 
the decade before 2004, the models gave short shrift to the likelihood of 

CH04.indd   83CH04.indd   83 9/24/09   10:26:53 AM9/24/09   10:26:53 AM



84 t o o  b i g  t o  s a v e ?

a drop in U.S. housing prices. When Steve Eisman, a professional investor, 
asked his contact at Standard  &  Poor ’ s what would happen if real estate 
prices fell, the man ’ s reply was that his  “ model for home prices had no 
ability to accept a negative number. ”   38   More systematically, a detailed 
study by four economists from the Federal Reserve found that analysts 
generally understood that a fall in housing prices would have disastrous 
consequences for the mortgage - backed security market, but assigned a 
very low probability to such a fall.  39   

 In prior periods, particular regions in the United States had experi-
enced severe downturns in housing prices, although national downturns 
were relatively rare. Of course, the U.S. housing market was becoming 
more national through higher rates of job mobility and mortgage secu-
ritization. However, the risk models of Citigroup, like many Wall Street 
banks, did not account for the likelihood of a national slowdown.  40   

 The lesson:  Do not simply extrapolate past trends into the 
future. The differences between the past and future trend lines 
are as important as the similarities .  

  Mistake 2: Estimates for New Products Are Especially Dicey 

 Projections for new products are especially diffi cult; by their very nature, 
new products have no or little historical data to work from. When I was 
president of Fidelity Investments, we regularly made projections of asset 
growth for new mutual funds. We estimated  $ 500 million in assets after 
three years for each of four new funds, of which three went nowhere. 
But the fourth new fund reached  $ 10 billion in assets in less than three 
years. So much for the science of projections! 

 Similarly, the projections for default rates on subprime mortgages 
were based on very few years of data. Subprime mortgages of recent 
years were effectively new products. If you went back a few decades, 
you were looking at prime loans, or much different types of substandard 
loans. In prior years, there were few mortgages with no down payment, 
and the demographic profi les of the subprime borrowers were different. 

 Moreover, although a new product can be successful at one scale, it 
often faces more challenges as the scale expands. The initial round of sub-
prime mortgages tended to go to those families who had almost enough 
resources to obtain a home mortgage. As the volume of  subprime 
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 mortgages multiplied, lenders began to attract borrowers who were 
nowhere close to being in the fi nancial position to afford a home mort-
gage, and home ownership rates rose to historically unprecedented levels. 

 The lesson:  Be especially careful about models for relatively 
new products. Their histories are inherently short and their 
performance is likely to change signifi cantly as they scale up .  

  Mistake 3: The Tails on the Distribution Curve Are 
Fatter Than You Think 

 The two ends of a normal distribution curve are called the tails (see 
Figure  4.5 ). In a normal distribution curve, the fi rst and second  standard 
deviations together encompass 95.4 percent of the probable events. 
Although the two tails cover the remaining 4.6 percent, they may include 
truly horrendous events with very low probabilities. For instance, there 
may be only a 2 percent chance of an earthquake hitting  downtown Los 
Angeles, but the results would be terrible. 

Fat Tail
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Fat Tail
4.6%

95.4%

Normal
Tail
2.3%
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Tail
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90.8%

Normal Distribution Curve
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 Figure 4.5 Normal Distribution vs. Fat Tails 
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 Most people tend to underestimate the likelihood of abnormal 
events occurring in the fi nancial markets. For example, mathematician 
Beno î t Mandelbrot showed that if the Dow Jones Average moved in 
accordance with a normal distribution curve, it would have moved by 
more than 4.5 percent on only six days between 1916 and 2003. In 
fact, it has moved that much 366 times during that period.  41   

 Thus, the normal distribution curve may not accurately describe 
many fi nancial situations. Instead, the probability of future events may be 
better portrayed by a distribution curve with fat tails. Figure  4.5  shows 
both a normal distribution curve and one with fat tails. In the former, 
the two tails cover only 4.6 percent of possible events; in the latter, the 
two tails cover 9.2 percent of possible events — twice as high as normal.   

 Most large fi nancial fi rms use a computerized system called Value 
at Risk (VaR), developed by a team of scientists and mathematicians 
working for J.P. Morgan, to measure the aggregate risk of their portfo-
lio over short time periods.  42   For example, if a fi rm has  $ 20 million of 
weekly VaR in its $1 billion bond portfolio, there is a 96 percent 
chance that its maximum loss in that portfolio over the next week will 
not exceed  $ 20 million. Although VaR is a useful tool, it may provide 
too much comfort because it does not cover the events in the tails, or 
the events that may occur over longer time periods. It is these events —
 for example, a tripling of mortgage defaults over the next year — that 
can bring down a fi nancial fi rm. 

 In the physical world of earthquakes, tornados, and hurricanes, the 
low probability events in the fat tails tend to be independent of each 
other. In the fi nancial world, by contrast, seemingly independent events 
may be linked, thereby multiplying the likelihood that they will occur. 
Suppose hypothetically, there was a 2 percent chance of U.S. housing 
prices falling by over 30 percent during any one year in the absence 
of any problems in the bond market. But housing prices might also fall 
if the market for mortgage - backed bonds froze up for reasons unre-
lated to the housing market (e.g., a new and confusing tax ruling on 
such bonds). If there is a problem in the mortgage - backed bond market 
that reduces the fi nancing available for houses, then the chances of U.S. 
housing prices falling by over 30 percent would likely be signifi cantly 
higher than 2 percent. 

 The lesson:  Identify any low probability event that could 
put you out of business over the next fi ve years, especially the 
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 possible linkage among these events. Then insure or hedge 
against these events to the extent feasible .  

  Mistake 4: Soft Information Is as Important as Hard Data 

 The modeling section of fi nancial fi rms is dominated by scientists and 
quantitative analysts who are often seen as math geeks. Many of them 
come from academia. They feed reams of data into computer - driven 
models to assess fi nancial risks. But human behavior is more complex. 
A managing director of Goldman Sachs, who initially was a physicist, 
wrote:  “ To confuse the model with the world is to embrace a future 
disaster driven by the belief that humans obey mathematical rules. ”   43   

 A paper by several economists analyzed data on securitized sub-
prime loans issued during the period 1997 – 2006. Their fi ndings: 
 “ interest rates on new loans relied increasingly on hard information 
characteristics — interest rates become increasingly sensitive to a bor-
rower ’ s FICO scores and loan - to - value ratio . . . ”  (FICO scores are 
numerical credit scores).  44   But quantitative indicators underpredicted 
defaults by subprime borrowers in the latter half of the period studied. 
Why? As the demand for securitized mortgages surged, lenders had less 
incentive to collect soft information about borrowers — for example, 
their job stability, family ties, and ethical standards. 

 When fi nancial models are based on quantitative data without a 
practical feel for the situation, the result is often misinterpretation of 
the data. According to Fortune magazine, the models for subprime 
securitizations were too optimistic in part because subprime defaults 
appeared to drop between 2002 and 2005,  “ but the models didn ’ t take 
into account the fact that many borrowers were fi nancing their pay-
ments with new loans. The borrowers ’  debts were growing, not shrink-
ing, but the calculations didn ’ t refl ect that. ”   45   

 The lesson:  The results of models depend on the quality of 
their inputs. Although quantitative measures are important, they 
must be combined with soft information based on experiences 
in the fi eld .  

  Mistake 5: Omit Liquidity Risk at Your Peril 

 Most models focus on two risks for debt securities: the risk of credit 
defaults and the risk of interest rate movements. But the fi nancial crisis 
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of 2008 drove home the importance of liquidity risk, that is, the abil-
ity to raise cash to meet current obligations. Even if a fi nancial fi rm has 
assets that can be sold over time, it may lack the ability to turn them into 
cash immediately when the debt markets freeze up as they did in 2008. 

 To illustrate, AIG relied heavily on elaborate models developed 
by Wharton Professor (now Yale) Gary Gorton to evaluate the risk of 
credit defaults for CDS. CDS, however, exposed AIG not only to credit 
default risk but also to liquidity obligations in the event that the col-
lateralized debt obligations protected by AIG dropped in value, or if 
the agencies dropped AIG ’ s own credit rating. In either event, the other 
side of the CDS had the right to demand cash collateral from AIG. 
Neither event was included in Professor Gorton ’ s models, as AIG was 
reportedly told.  46   

 Liquidity risks are closely linked to the level of leverage present in 
the fi nancial system. When the debt levels of fi nancial fi rms are high 
relative to their equity capital, they will be forced to sell assets if losses 
erode their equity capital. As more fi rms try to sell assets, it becomes 
increasingly diffi cult to fi nd buyers even at discounted prices. 

 The lesson:  Include liquidity risk as a key factor in fi nancial 
models. The weight assigned to liquidity risk should increase 
as leverage increases in the fi nancial system .  

  Mistake 6: Be Ready to Question the Experts 

 As AIG relied too much on the expertise of Professor Gorton, so many 
fi rms relied too much on the ratings of mortgage - backed securities and 
collateralized debt obligations by the credit - rating agencies. Many fi nan-
cial institutions held in their portfolios the triple A–rated tranches of 
mortgage - backed securities and collateralized debt obligations, while sell-
ing lower rated tranches to investors. The risk of these triple A tranches 
defaulting was supposed to be 1 in 10,000 over a 10 - year period, accord-
ing to Moody ’ s. In fact, by the end of 2008, 50 percent of the triple A 
tranches of mortgage - backed securities and almost 100 percent of triple 
A tranches of collateralized debt obligations had partially defaulted.  47   

 Thomas Maheras, the head of fi xed - income trading at Citigroup from 
2005 to 2007, was one of the people who put considerable faith in top 
ratings on mortgage - backed securities and collateralized debt  obligations. 
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According to published news reports, his team told SEC examiners in 
the summer of 2007 that the probability of a default on Citigroup ’ s sen-
ior tranches of securitized subprime loans  “ was so tiny that they excluded 
them from their risk analysis. ”  A slide used at a Citigroup meeting  later 
that summer said these senior tranches were  “ viewed by the rating agen-
cies to have an extremely low probability of default (less than .01  percent). ”  
Around the same time, Maheras assured his  colleagues that Citigroup 
 “ would never lose a penny ”  on these senior tranches.  48   

 Yet, ironically, these very same fi nancial executives knew about the 
many confl icts of interest faced by the credit - rating agencies, the ratings 
shopping that was taking place, and the magical transformation of sub-
prime mortgages into triple - A rated securities. A bank sponsor would 
take a group of subprime mortgages rated as junk bonds, put them into 
a special purpose entity, and then create multiple tranches based on the 
cash fl ows from these lowly rated subprime mortgages. Then, in a mod-
ern version of alchemy, many of these tranches would be rated triple A 
based on the benefi ts of diversifi cation and default assumptions built 
into the models of the credit - rating agency. 

 The lesson:  Understand the limitations of your expert ’ s 
advice on modeling including the factors not covered by the 
expert. Be especially skeptical of advice from experts like 
credit-rating agencies with signifi cant confl icts of interest .  

  Mistake 7: Financial Incentives Lead to Rosy Projections 

 Just as the revenue of the rating agencies depended on their ability to 
give out the highest ratings to tranches of mortgage - backed securities 
and collateralized debt obligations, so also many of the employees of the 
fi nancial institutions had substantial compensation incentives to make 
optimistic projections with their own models. As the securitization of 
prime mortgages accelerated, the modelers were under tremendous 
pressure from their bosses to approve as many deals as possible. Further, 
modelers and their bosses had limited time horizons because the fi nan-
cial rewards for both were mainly in the form of annual bonuses that 
did not take into consideration actual losses in future years. 

 At Citigroup, Thomas Maheras was one of the highest paid employ-
ees, earning as much as  $ 30 million per year. One member of the team 
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in charge of collateralized debt obligations at Citigroup said:  “ I just 
think senior managers got addicted to the revenues and arrogant about 
the risks they were running. As long as you could grow revenues, you 
could keep your bonus growing. ”   49   Similarly, the senior offi cials at AIG 
had huge fi nancial incentives to support Professor Gorton ’ s models 
despite the fact they did not include liquidity risks, as they were aware. 
In December of 2007, Martin Sullivan, the CEO of AIG, told investors 
concerned about mounting losses in its CDS business that Professor 
Gorton ’ s models helped give AIG  “ a very high level of comfort. ”   50   Mr. 
Sullivan ’ s total compensation for 2007 was  $ 13.9 million.  51   

 The best practice in fi nancial fi rms is to award bonuses on perfor-
mance measured over at least three years to encourage a consistent 
approach over a longer term. It is too easy for someone to have spectacu-
lar performance in one year simply because they happened to work in 
the hottest corner of a rising market, or they took huge short - term risks. 
In addition, a portion of a large bonus should be deferred for one or two 
years, with a potential clawback if the deals from the bonus year later start 
to fall apart. (For more on compensation incentives, see Chapter  11 ) 

 The lesson:  Insulate your modelers from sales pressures as 
much as possible. Base yearly bonuses on multiyear performance 
with a portion of the bonuses deferred for one or more years .  

  Mistake 8: Don ’ t Be So Impressed with Technology 

 There is a tendency among many people to be overly impressed by the 
technology behind models as well as the experts designing these  models. 
For example, many outside directors and senior executives of major 
banks did not actually understand the fi nancial derivatives used by their 
traders. Yet this technology was so dazzling that these directors and exec-
utives assumed that these derivatives were helping to limit the overall risk 
of their banks. In fact, while derivatives reduced the risks of some banks 
that used them, they dramatically increased the risks of other banks. 

 To take a simple example, if a bank owned a volatile stock, it could 
reduce that risk by buying a put option on that stock at its current 
market price. The put option gives the bank the right to sell the stock 
at that price even if the price of that stock later plummets. By con-
trast, the same bank would be increasing its risk if it sold a naked put 
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option on the same stock without owning the underlying stock. In this 
case, the put option is simply a bet that the stock ’ s price will remain 
above the strike price of the put option before it expires. If the stock ’ s 
price nosedives before the put expires, the bank will incur a large loss. 

 Directors and executives at banks found their confi dence in the 
technology of derivatives supported by then Federal Reserve Chairman 
Greenspan. In a 2004 speech, he asserted that the technology of deriva-
tives would reduce not only the specifi c risks of individual banks but 
also the macro risks to the whole fi nancial system. In retrospect, his 
comments could not have been more off base.     

 No discussion of better risk management would be complete 
without mentioning derivatives and the technologies that 
spawned them and so many other changes in banking and 
fi nance. Derivatives have permitted fi nancial risks to be unbun-
dled in ways that have facilitated both their measurement and 
their management. Because risks  can  be unbundled, individual 
fi nancial instruments can now be analyzed in terms of their 
common underlying risk factors, and risks can be managed on 
a portfolio basis. Concentrations of risk are more readily identi-
fi ed, and when such concentrations exceed the risk appetites of 
intermediaries, derivatives and other credit and interest rate risk 
instruments can be employed to transfer the underlying risk 
to other entities. As a result, not only have individual fi nancial 
institutions become less vulnerable to shocks from underlying 
risk factors, but also the fi nancial system as a whole has become 
more resilient.  52     

 The lesson:  Do not be snowed by technology; its impact all 
depends on how a specifi c technological advance is used by 
humans. Understand the basic workings of the technology 
underlying derivatives before using them or approving their use 
by others .  

  Mistake 9: Don ’ t Be Swept Away by Popular Trends 

 Americans have seen the bubble mentality twice over the last decade — in 
Internet companies and in real estate. In both cases, the prices rose much 
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higher than was justifi ed by the economic fundamentals. Why? Because 
investors see others making large profi ts despite the weakness of their 
economic analyses. At fi rst, investors hesitate, but as the bubble continues, 
they begin to capitulate: Maybe real estate prices always do go up! 

 In the late 1990s, the marketing folks at Fidelity Investments were 
pushing hard to launch an Internet fund. I resisted this push because I 
couldn ’ t understand the Internet as an investment concept. My doubts 
were shared by Fidelity ’ s Chairman Ned Johnson. But the Internet 
stocks continued to rise in 1999, despite the general absence of profi ts 
among Internet companies. Only in 2000 and 2001 did Internet stock 
prices collapse. This time lag makes it very diffi cult to stand up to a 
fi nancial bubble; no one can know exactly when it will burst. 

 Once a bubble does burst, investors inevitably overreact in the 
opposite direction. Between 2004 and 2007, investors gobbled up the 
most complex mortgage - backed securities and collateralized debt obli-
gations based on the very dubious projections for subprime loans. After 
the bubble burst in 2008, however, most investors refused to buy any 
type of asset - backed securities, even those backed by only prime mort-
gages and yielding over 10 percent. Instead, investors fl ocked to short -
 term U.S. Treasury bills paying close to zero interest. 

 The lesson:  Economic fundamentals will win out over time, 
but investment bubbles can last for years. Revise your mod-
els to incorporate the actual trends in fundamentals and wait 
patiently for the bubble to burst .   

  Summary 

 Like many fi nancial innovations, CDS offer substantial benefi ts, but can 
be utilized in problematic ways. Credit default swaps provide an easy way 
for investors to buy protection against default risk on bonds, as distinct 
from the risk of interest rate movements. However, the writers of CDS 
did not fully understand the range of factors impacting potential defaults 
of highly rated tranches of collateralized debt obligations. They also did 
not fully understand the important differences between CDS and tradi-
tional insurance, namely, that the buyers did not have to hold an insura-
ble interest and that buyers could infl uence the outcome of the contract. 
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 In particular, the writers of CDS did not take into account the 
demands for cash payments by CDS holders in the event that the value 
of the relevant tranche of a collateralized debt obligation declined, or 
the insurance company writing the CDS was downgraded. Nor did 
they fully appreciate that even the most senior tranches of collateralized 
debt obligations were heavily dependent on cash fl ows from subprime 
 mortgages of dubious quality. As a result, AIG failed and the monoline 
insurers were impaired: Their problems exacerbated the fi nancial tur-
moil in 2008. 

 The problems of CDS writers were facilitated by regulatory abdi-
cation at the state and federal levels. In 2000, the New York State 
Insurance Department declared CDS not to constitute  “ insurance con-
tracts ”  and did not revisit that position until late in 2008. In intervening 
years, subsidiaries of insurance companies could write CDS in unregu-
lated affi liates without normal capital or reserve requirements. 

 On the federal level, the CFTC exempted CDS if the contracts 
were customized and not traded on an established marketplace. The 
structure of this exemption encouraged the development of a private 
market without any formal clearing mechanism. When one chair of the 
CFTC raised the possibility of regulating CDS, the CFTC ’ s author-
ity in this area was suspended by Congress, which also excluded CDS 
from the defi nition of  security  in the Securities Act of 1933. 

 After AIG blew up in September of 2008, the Federal Reserve, the 
SEC, and the Treasury agreed to work toward the establishment of a 
voluntary clearing corporation to increase transparency and reduce risk 
in the CDS market. But Congress should go further by requiring most 
CDS contracts to be standardized and traded through one centralized 
clearing corporation. Congress should also repeal the exemption of 
most CDS from CFTC regulation and from the defi nition of securities 
in the Securities Act of 1933. 

 The huge defaults in collateralized debt obligations and the related 
calamities in the CDS market for these securities were not predicted 
by the mathematical models developed by brilliant PhDs. The criti-
cal components of any model are its assumptions, which are ultimately 
human judgments rather than scientifi c facts. In general, these judg-
ments should be reviewed regularly on a common sense basis by non-
experts, such as outside directors or senior executives. 
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 Many of the errors made by modelers for collateralized debt 
 obligations and CDS were typical of projections made during a  rising 
market. These mistakes can be limited or avoided in the future by 
 keeping in mind nine specifi c lessons: 

     1.   Do not mechanically extrapolate favorable trends from the past. 
Focus on the differences between the driving factors in the past 
and those in the future.  

     2.   Take special care when making projections about new products. 
The relevant past experience is sparse, and the future will be infl u-
enced heavily by the actual volume of the product after launch.  

     3.   Identify the low probability events that would be disastrous for 
your business, especially if they might be correlated. Insure against 
these events to the extent feasible.  

     4.   Broaden your data inputs to include qualitative as well as quantita-
tive factors. Soft information is often as important as hard numbers.  

     5.   Include liquidity risk, as well as interest rate and credit risk, in your 
models. Liquidity risk becomes more important as fi rm debt rises 
relative to equity capital.  

     6.   Understand the limitations of every model, including those devel-
oped by experts. Be especially skeptical of experts with signifi cant 
confl icts of interest.  

     7.   Compensation incentives can undermine modeling efforts. Use a 
multi - year horizon to judge performance and defer a substantial 
portion of annual bonuses.  

     8.   Understand the technology underlying derivatives before using 
them or approving their use. Remember impressive technology can 
be applied wisely or poorly by humans.  

     9.   Economic fundamentals will ultimately win out over investment 
bubbles. However, the timing of the burst of any bubble is impos-
sible to predict, so be very patient.     
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  Appendix to 
Chapter 4 

 The CDO described in this example is set up as follows: There are 100 
mortgages that pay  $ 1 or  $ 0. They are pooled and 100  $ 1 tranches are 
issued; tranche 1 defaults if any mortgage defaults, tranche 100 defaults 
only if all 100 mortgages default. If the tranches all have default prob-
ability of 5 percent and defaults are independent, tranche 10 will have 
a default probability of 2.82 percent. Now suppose we take tranche 10 
from 100 of these pools, repool these 100 tranches, and issue 100 new 
prioritized claims. This is effectively a CDO. Tranche 10 of the CDO 
will have a default probability of 0.05 percent. Tranche 10 defaults 
every 10,000 years and gets rated AAA � . 

 If, however, the default probability on the original mortgage pool 
turns out to be 6 percent instead of 5 percent, the default  probability 
would jump to 7.75 percent on the 10th tranche of the  mortgage - backed 

 Note: The example is taken from Professors Joshua Coval, Jakub Jurek, and Erik 
Stafford,  “ Structured Finance. ”  Presentation given at Harvard Business School, 
February 6, 2009. 
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security and 24.71 percent on the 10th tranche of the collateralized debt 
obligation. And if the default probability on the original mortgage pool 
turns out to be 7 percent instead of 5 percent, the default probability 
soars to 16.20 percent on the 10th tranche of the mortgage - backed 
security and 97.19 percent on the 10th tranche of the collateralized debt 
obligation. 

 In sum, as products based on mortgages get further and further 
away from the original pool of mortgages, a seemingly small margin 
of error in the default probability on that pool — from 5 percent to 7 
percent in this example — can mean the difference between very low 
and very high levels of default risk on the different products. The key 
to this example is its focus on the tenth tranche of both the mortgage -
 backed security and the collateralized debt obligation. As the probabil-
ity of default on the underlying mortgages increases, the probability of 
default on the tenth tranche of the mortgage - backed security increases 
at a faster rate, and the probability of default on the tenth tranche of 
the collateralized debt obligation increases even faster.                                          
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Part Two

                                                        IMPACT ON STOCK 
AND BOND MARKETS          

 I n Part  I , we reviewed the rise and fall of housing prices in the 
United States, and their implications for the global process of mort-
gage securitization, from 1995 through 2008. In Part II, we will 

cover in more depth a much shorter time period, from early 2007 
through the end of 2008, in discussing the adverse impact of declining 
prices in U.S. housing and mortgage - backed securities (MBS) on the 
U.S. stock and bond markets. 

 During the spring of 2007, the consistent response by U.S. offi -
cials to the housing slump was that it was  “ contained. ”  As Chairman 
Bernanke stated,  “ At this juncture, however, the impact on the broader 
economy and fi nancial markets of the problems in the subprime market 
seems likely to be contained. In particular, mortgages to prime borrowers 
and fi xed - rate mortgages to all classes of borrowers continue to perform 
well, with low rates of delinquency. We will continue to monitor this 
situation closely. ”   1   Despite Bernanke ’ s optimism, the housing slump was 
actually spreading to fi nancial institutions that held mortgages or MBS 
in their own portfolios or in funds managed by these institutions. From 
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March of 2007 to July of 2008, the institutions with the largest exposures 
to subprime mortgages either went bankrupt or were rescued on the 
verge of bankruptcy. For example, in the spring of 2007, New Century 
Financial, the second largest subprime lender in the United States, 
restated its fi nancials and soon fi led for bankruptcy. At the start of 2008, 
Countrywide Financial, the nation ’ s biggest mortgage lender, was saved 
from insolvency when it was acquired by Bank of America. In March of 
2008, Bear Stearns was so weighted down with mortgage - related losses 
that it agreed to be acquired at a nominal price by J.P. Morgan with fed-
eral assistance. In July of 2008, Indy Mac, a large California - based thrift 
and mortgage lender, was taken over by the FDIC. 

 By the end of the summer of 2008, the securities markets were 
actively responding to the mortgage crisis. The stock prices of many 
fi nancial institutions plummeted, as the prices of their bonds fell 
sharply. Between September 7 and September 22, 2008, six unprece-
dented events occurred: 

   September 7, 2008  — The U.S. Government put Fannie Mae and 
Freddie Mac into conservatorship.  
   September 15, 2008  — Lehman Brothers declared bankruptcy, having 
received no assistance from the federal government.  
   September 15, 200  8  — Merrill Lynch, as its stock nosedived, was acquired 
by Bank of America (with federal assistance before the acquisition 
closed).  
   September 17, 2008  — The Federal Reserve bailed out AIG with an 
 $ 85 billion loan (later increased to  $ 173 billion and restructured).  
   September 19, 2008  — The Securities and Exchange Commission 
(SEC) banned all short selling of fi nancial stocks (which lasted until 
October 8, 2008).  
   September 22, 2008  — The last two large investment banks standing, 
Morgan Stanley and Goldman Sachs, were allowed to convert from 
broker - dealers to banks.    

 On October 3, 2008, President Bush signed the Economic Stabilization 
Act of 2008, authorizing  $ 350 billion immediately for a fi nancial bail-
out, with another  $ 350 billion to come. Yet the securities markets con-
tinued to swoon: stock prices took a deep dive after October 3, as the 
trading markets in most bonds dried up. 
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 Part II will explore the ramifi cations of all these events of the U.S. 
stock and bond markets in four chapters: 

  Chapter  5  will explain why the governmental actions to limit short 
selling have been misguided, and why we need more federal over-
sight of hedge funds, which are the most active short sellers.  
  Chapter  6  will critique the SEC ’ s adoption of alternative capital 
requirements for the fi ve largest investment banks, and will advo-
cate major changes in the capital requirements for banks.  
  Chapter  7  will outline the measures taken by the Federal Reserve 
and the FDIC to stimulate short - term lending, and discuss their 
adverse implications for controlling infl ation and monitoring fi nan-
cial risk.  
  Chapter  8  will argue against the expansion of federal guarantees for 
bank deposits from  $ 100,000 to  $ 250,000 per account, and against 
any federal insurance for money market fund accounts.             

•

•

•

•
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Chapter 5

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                        Short Selling, Hedge 
Funds, and Leverage          

 E xecutives of many fi nancial institutions allege that short sellers, 
investors who bet that stocks will decline in the future, were key 
players in bringing about the downfall or forced restructuring of 

their institutions. Financial executives have lashed out particularly at 
hedge funds, which are the biggest short sellers in the United States. In 
response, the SEC banned short selling in all fi nancial stocks for three 
weeks in late September and early October of 2008. However, as this 
chapter will demonstrate, this ban did not prevent the further decline in 
fi nancial stocks yet produced other adverse effects on the trading 
markets. 

 Of course, the steep fall in the U.S. stock market during 2008 was 
caused in large part by fundamental problems with the U.S. economy, 
especially in the fi nancial sector. On the other hand, were there signifi -
cant nonfundamental factors behind this market downturn? If so, the 
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U.S. government should adopt measures to reduce the impact of those 
nonfundamental factors in the future. 

 In addressing these issues, we begin by reviewing Figure  5.1 , which 
shows the relationship during 2007 and 2008 between the U.S. stock 
market as represented by the S & P 500 index, and the U.S. market for the 
triple A portion of MBS based on subprime mortgages as represented 
by the ABX index.  2   Although the stock market is usually a leading 
 indicator of the country ’ s economic prospects, it lagged the mortgage 
 market through all of 2007 and the fi rst half of 2008. The ABX index 
fell from par or 100 in June of 2007, below 90 in October to 80 by 
the end of 2007. By contrast, the S & P 500 index rose throughout most 
of 2007, peaking in October of 2007. Between the start of 2008 and 
June 2, the ABX dropped by almost 30 percent. During the same period, 
the S & P 500 index declined by only 4 percent. 
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 During the summer of 2008, the stock market fi nally became a lead-
ing indicator of the fi nancial crisis. In June of 2008, the S & P 500 declined 
sharply from 1,400 to 1,278. Then the S & P 500 stayed above 1,200 until 
mid - September when it dropped below that number due to the bank-
ruptcy fi ling of Lehman Brothers and the federal takeover of AIG. 

 On September 29, 2008, the S & P 500 fell by 8.5 percent, report-
edly because the U.S. House of Representatives initially rejected the 
 $ 700 billion TARP bill. Yet, on October 3, 2008, when the president 
actually signed the TARP legislation, the S & P 500 fell again by 5.3 per-
cent. From October 3 onward, the S & P 500 declined until it reached 
the year ’ s low of 741 on November 20, before rising to 903 by the end 
of 2008. In other words, the stock market paradoxically fell the farthest 
and the fastest  after  Congress authorized the Treasury to spend billions 
of dollars on resolving the fi nancial crisis. 

 For the entire 2008, the S & P 500 lost 38.5 percent, the biggest 
annual loss since the Great Depression in the 1930s. Although a steep fall 
in the stock market historically had a negative psychological effect on 
most American consumers, it now has more of an actual negative impact 
on the 92 million Americans who own equities directly or through 
mutual funds.  3   When U.S. stocks lost  $ 10.4 trillion in market value from 
the market high in October of 2007 to the market low in November 
2008,  4   the roughly 50 million Americans with 401(k) accounts lost  $ 1 
trillion, or 29 percent of the value of these accounts.  5   

 This chapter will begin by evaluating the allegation that short  sellers 
were the main culprits in driving fi nancial institutions to the brink of 
 failure. It will show that the SEC ’ s ban on short selling of fi nancial stocks 
was ineffective in stopping the decline of these stocks, and will support 
certain of the current SEC proposals to constrain short selling. Second, 
this chapter will assess the role played by hedge funds, and funds of hedge 
funds, during this fi nancial crisis. It will advocate stricter net worth tests for 
investors in hedge funds, and some form of regulatory oversight for man-
agers of hedge funds. Third, this chapter will argue that the recent period 
with the steepest sell - off in U.S. stocks (from October 3 to November 20 
of 2008) was driven in large part by deleveraging, that is, the selling of 
assets by fi nancial institutions to maintain their ratios of average assets to 
capital. The obvious solution, to be discussed in Chapter  6 , would be 
to increase the amount of capital cushion required of fi nancial institutions.  
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  The Realities of Short Selling 

 Short selling a stock means betting that a stock ’ s price will decline in 
the future. As shown by the simple example in Figure  5.2 , a short sale is 
effected by selling shares of a stock at Time 1 (May 1) by a seller who 
does not own the stock at Time 1 (May 1); instead, the seller borrows 
shares of the stock at Time 1 (May 1); and promises to return them at 
Time 2 ( July 1) when she will actually buy the shares of the stock. A 
short seller hopes that the price of a stock will decline between Time 1 
(May 1) and Time 2 ( July 1) so that the price received for selling the 
shares at Time 1 (May 1) exceeds the price to be paid when buying 
the shares at Time 2 ( July 1). In the example illustrated by Figure  5.2 , 

Time #1 (May 1) Time #2 ( July 1)

Short seller borrows share
from lender with market
price of $50 at  Time #1
(May 1), with promise to
return share at  Time #2
( July 1). 

Short seller sells borrowed
share on market at
market price of $50 at
Time #1 (May 1). 

Short seller repurchases share
on the market at the market
price of $45 at Time #2
(July 1).

Short seller returns borrowed
share to lender at Time #2
( July 1) and keeps the $5
difference. 

 Figure 5.2 Typical Short Sale 
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the investor makes a profi t of  $ 5 by selling a borrowed share of a stock 
at  $ 50, and later repurchasing a share of that same stock at  $ 45 to return 
the borrowed share. 

  The Positives and Negatives of Short Selling 

 Short selling has positive functions as well as potential abuses. Most 
importantly, short sellers act as investigative reporters by ferreting 
out negative information about a company, which raises questions or 
directly challenges its fi nancial reports. For example, David Einhorn, a 
controversial short seller, charged that Allied Capital, a business devel-
opment corporation in Washington, DC, was cooking its fi nancial 
books. The company, of course, retorted that Einhorn was spreading 
lies so that he could profi t from his short sales of Allied Capital stock. 
In June, 2007, the SEC decided that Einhorn was right — fi nding that 
the fi nancial statements of Allied Capital violated the applicable rules.  6   

 Similarly, Jim Chanos, another prominent short seller, claimed to 
have questioned Enron ’ s fi nancial statements and business practices long 
before the scandal broke.  7   During the collapse of Enron in late 2001, 
CEO Ken Lay and CFO Jeff Skilling repeatedly blamed short sellers 
and negative press coverage for the fi rm ’ s diffi culties. In October of 
2001, Lay told employees that Enron was under attack by short  sellers 
 “ just like America is under attack by terrorism. ”   8   Ultimately, wide-
spread illegal activity and fraud were uncovered at the company. 

 Short selling has other positive functions like hedging the stocks 
in an investor ’ s portfolio. Suppose an investor owns shares of IBM and 
wants to receive her dividends, but she is concerned about a potential 
fall in IBM stock over the next six months. To guard against this possibil-
ity, she can short sell a specifi c number of IBM shares, while retaining 
the same number of IBM shares in her long portfolio. In addition, short 
selling helps arrive at the right price by expanding the ways an investor 
can take a negative stance on a stock. A traditional long manager, who 
has a very negative view of a stock, can only sell what she holds or refuse 
to buy the stock; a hedge fund can implement this negative viewpoint 
more forcefully by shorting the stock. In this manner, short sellers can 
help defl ate small investment bubbles before they become large ones. 
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 On the other hand, short selling can create a downward momentum 
in a stock ’ s price, which may gain a life of its own — accidentally or inten-
tionally. This is called a bear raid, which the SEC described as follows:   

 A  “ bear raid ”  involves the active selling of a security short to 
drive down the security ’ s price in the hopes of convincing less 
informed investors of a negative material perception of a security, 
triggering sell orders. Falling prices could trigger margin calls and 
possibly forced liquidations of the security, depressing the price 
further. This unrestricted short selling could exacerbate a declin-
ing market in a security by eliminating bids, and causing a further 
reduction in the price of a security by creating an appearance 
that the security ’ s price is falling for fundamental reasons.  9      

  Did Short Sellers Bring Down Financial Institutions? 

 In the current fi nancial crisis, several executives claimed that their 
 institutions were the victims of bear raids by short sellers. Let ’ s begin 
with the role of short sellers in the failure of Bear Stearns. Andrew 
Ross Sorkin, a  New York Times  reporter, wrote about the rumors he 
personally heard on the Friday morning before Bear Stearns failed in 
March of 2008.     

 On Friday morning, when there still seemed to be a glim-
mer of hope that the stricken Bear might survive, William C. 
Repko, former chairman of J.P. Morgan ’ s restructuring group 
and now senior managing director at Evercore Partners, was 
already writing Bear ’ s obituary. 
   “ Bear failed, ”  Mr. Repko was telling me.  “ Bear is gone. ”  He 
seemed so sure.  “ This is a run on the bank, ”  he said.  “ It ’ s what 
happened to Enron. ”  Bear ’ s demise, it seemed, was a foregone 
conclusion. 
  The run on Bear began around midday on Wednesday, when 
a series of banks and hedge funds started a whisper campaign 
against the fi rm. The fi rm was doomed, they said. It was almost 
broke. But some of the money managers were clearly talking 
their book. They were obviously shorting Bear ’ s stock betting 
it would decline.  10     
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 Later in the fi nancial crisis, a number of CEOs attributed their 
declining stock performance partly to short sellers. In an internal memo 
to employees, John Mack, CEO of Morgan Stanley, said,  “ What ’ s hap-
pening out there? It ’ s very clear to me — we ’ re in the midst of a market 
controlled by fear and rumors, and short sellers are driving our stock 
down. ”   11   In the case of Morgan Stanley, the volume of short selling in 
the stock consistently increased in the two months prior to the adop-
tion of short - sale restrictions by the SEC on September 22, 2008. This 
increase in short selling was signifi cantly correlated to a proportional 
decrease in Morgan Stanley ’ s share price over the same time period. It 
is therefore reasonable to conclude that short sellers are likely to have 
placed substantial negative price pressure on the fi rm ’ s stock. 

 In Congressional testimony, Dick Fuld, then CEO of Lehman 
Brothers said,  “ The naked shorts and rumor mongers succeeded in 
bringing down Bear Stearns. And I believe that unsubstantiated rumors 
in the marketplace caused signifi cant harm to Lehman Brothers. ”   12   Fuld 
seems to have been right. Leading up to his fi rm ’ s September 15 bank-
ruptcy fi ling, not only did short selling consistently increase in volume, 
but a burst of short selling on September 9 also coincided with a 45 
percent decrease in the fi rm ’ s share price on that day alone. Since this 
decrease occurred in the absence of new material information, a bear 
raid is a likely explanation. 

 John Thain, the CEO of Merrill Lynch, contended that short  sellers 
bet against Merrill as its share price fell and credit became harder 
to come by, creating a vicious downward spiral.  13   However, the evi-
dence does not support Thain ’ s contention. Ahead of the September 
14 announcement of Merrill Lynch ’ s acquisition by Bank of America, 
short selling had gradually increased over the preceding two months, 
but at a relatively slow pace. There was also a low correlation of short 
sale volume to the share price of Merrill Lynch during this period. 

 Similarly, the failures of Fannie Mae and Freddie Mac on 
September 8, 2008, seem to have been caused more by long - standing 
fundamental factors (discussed in Chapter  2 ), than by short selling. The 
high daily levels of short selling in both stocks in early September coin-
cided with the release of material adverse information regarding the 
future of these two corporations, while the longer - term correlation of 
short - selling volume to the price movements in both stocks was weak. 
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 In short, while the CEOs of most companies with falling stock 
prices vociferously blame short sellers, some are right and others are 
wrong. This is ultimately an empirical issue.  

  The Three Responses of the  SEC  

 In response to widespread complaints about short selling, the SEC in 
the fall of 2008 adopted three new rules: 

 First, the SEC required short sellers to secure borrowed shares in 
advance of making their sales.  This securing of borrowed shares is 
a good idea since it eliminated the potential for short sellers 
failing to deliver when they were obligated to buy shares to 
cover their short positions.  

 Second, the SEC required all managers of  $ 100 million or more in 
assets to fi le weekly reports of their daily short positions, which would 
be made public several weeks after fi ling.  14      This reporting require-
ment is another sensible measure because the market should 
be informed of signifi cant short positions, though on a lagged 
basis to prevent copycatting.  

 Third, the SEC temporarily banned all short sales in 799 fi nan-
cial stocks (upped quickly to almost 1,000 stocks) from September 19 
through October 8, 2008.  The SEC ’ s temporary ban on short sell-
ing was misguided and should not be utilized again.  Prior to the 
ban, these fi nancial stocks performed better than the stock market as a 
whole, but fell along with the market during the ban. Further, the stock 
market as a whole dropped far more during the ban than before.  15   

 At the same time, the temporary ban had other adverse effects. The 
liquidity of these fi nancial stocks decreased as their trading  volume 
declined sharply. The cost of trading these fi nancial stocks increased sub-
stantially as the spread widened between the bid (buy) and ask (sell) prices 
offered by their market makers.  16   Long - term holders of these fi nancial 
stocks complained that they could not hedge their risks by selling short. 
The ban also closed down legitimate investment strategies of hedge funds, 
such as trying to profi t from the small price differences between convert-
ible preferred shares and the common stocks into which those preferred 
shares converted.  
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  The Uptick Rule Was Repealed Without 
Adequate Empirical Support 

 In the past, the SEC ’ s uptick rule constrained downward spirals by 
allowing a stock to be sold short only after an increase (an uptick) in 
its last sale price from its prior price. For example, if a stock ’ s price fell 
from 50.3 to 50.1, it could not be sold short at 50.1. On the other hand, 
if the stock ’ s price rose from 50.1 to 50.25, it could then be sold short. 

 Adopted in 1938, the uptick rule was repealed by the SEC on July 
3, 2007. The SEC based its decision on a brief pilot during 2005, a year 
in which the stock market was rising and its volatility was very low. 
As one commentator pointed out,  “ the effects of an unusually rapid 
and large market decline could not be measured or analyzed during the 
pilot because such decline did not occur during the period studied. ”   17   

 The SEC compared pilot stocks no longer subject to the uptick 
rule — 943 randomly selected stocks from the Russell 3000 (an index 
of the 3000 most actively traded stocks) — with the remaining stocks in 
the Russell 3000 that were still subject to this rule. The pilot began on 
May 2, 2005, and the SEC study ended on October 30, 2005. This six -
 month period was far too brief to draw conclusions about a rule that 
had been in effect for 70 years. Professional traders never had time to 
develop sophisticated techniques to take full advantage of the repeal of 
the uptick rule. 

 During these six months, the SEC found that the pilot stocks 
(without the uptick rule) showed 2 percent lower returns than the 
control stocks (with the uptick rule). The SEC dismissed this 2 per-
cent difference in six - month returns as statistically insignifi cant relative 
to the standard deviation of the Russell 3000 during the pilot period. 
However, if we eliminate a small number of outliers in the Russell 
3000 with returns over 100 percent and use a normal distribution fi tted 
to the remaining stocks, the standard deviation of the Russell 3000 dur-
ing the pilot decreases enough to make the 2 percent difference statis-
tically signifi cant. More fundamentally, return differences of 2 percent 
within 6 months are economically important because nominal annual 
returns in the U.S. stock markets since World War II average in the range 
of 6 to 8 percent. 
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 This statistically signifi cant difference of 2 percent implies that 
removing the uptick rules goes further than the SEC ’ s apparent goal 
of promoting a neutral environment for stocks. As explained by an 
independent analyst of the pilot, researcher Min Zhao,  “ lifting the tick -
 test rule goes beyond correcting stock overvaluation and is associated 
with stock undervaluation, suggesting that the SEC ’ s recent decisions 
of removing tick - test restrictions for all U.S. exchange traded securi-
ties may not be considered an optimal policy if such undervaluation is 
driven by predatory short sellers ’  price manipulation. ”   18   

 The downward acceleration of stock prices occurs in a bear raid, 
when short sellers drive down a stock ’ s price in the hopes of scaring 
other investors into dumping the stock or triggering margin calls,  leading 
to forced liquidation. Two individual investors opposed the SEC ’ s repeal 
of the uptick rule because it prevented bear raids. In response, the SEC 
approvingly noted other commentators who felt that bear raids  “ are 
highly unlikely to occur in today ’ s markets which are characterized by 
much smaller spreads, higher liquidity, and greater transparency than when 
the rule was adopted 70 years ago. ”   19   These other commentators did not 
factor in an important new development since 1938, namely, the  managers 
of  $ 1.8 trillion in hedge funds who were allowed to short stocks.  

  The  SEC  Proposes Two Approaches to Reinstating the Uptick Rule 

 In April, 2009, the SEC proposed for comment two approaches to rein-
stating the uptick rule on short selling.  20   One approach would apply a 
price test across all U.S. securities markets at all times. Short selling would 
be permitted if it happened after the stock ’ s price met a test specifi ed in the 
SEC ’ s rules. A short sale would be allowed only at a price above the cur-
rent national best bid to buy that stock.  21    This price test approach to 
reinstate the uptick rule should be adopted, although the SEC is 
debating exactly how that price test should be formulated. This 
price test approach to reinstate the uptick rule seems sound.  

 The second approach would apply the uptick rule to short  selling 
only after a stock ’ s price had dropped by a large percentage within a 
day.  22    This  “ circuit breaker ”  approach should not be adopted: 
By the time the rule applies, the downward spiral of a stock ’ s 
price is likely to have started and will be very diffi cult to halt.    
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  Do Fast Growing Hedge Funds Need More 
Regulatory Oversight? 

 In its narrowest form, a hedge fund is a collective investment pool that 
hedges its bets. For instance, a hedge fund with a long - short strategy 
is typically hedged against the general ups and downs of the market. 
It has roughly half of its assets invested in stocks that the manager 
favors (called long positions) and the other half invested in stocks that 
the manager disfavors (called short positions). The fund aims to make 
money whichever way the general market moves — by picking better -
 than - average winners on the long side and worse - than - average losers 
on the short side. 

 In practice, many hedge funds are not hedged against  general 
 market movements, so the label is a misnomer. Indeed, there is a mind -
 boggling array of investment strategies utilized by the pools labeled as 
 “ hedge funds. ”   These investment strategies include convertible arbitrage, 
merger arbitrage, distressed securities, macroglobal, and  multistrategy. 
Some of these strategies are very risky; others are relatively conservative. 
Nevertheless, hedge funds as a group are the main short sellers in the 
U.S. market because this investment strategy is prohibited or severely 
restricted for many other types of large institutional investors such as 
life insurers, mutual funds, and pension plans. 

 In sum, hedge funds have six main characteristics that differentiate 
them from other collective investment pools like mutual funds.   

     1.   They are offered to a limited number of institutions and wealthy 
individuals — historically under 100  “ accredited investors ”  meeting 
net worth tests, and more recently under 500  “ qualifi ed purchasers ”  
with  $ 5 million or more in their investment portfolios.  

     2.   Hedge funds make private offerings to their investors, who usually 
are locked in for a year or so and subsequently must ask to redeem 
60 to 90 days in advance.  

     3.   By not making public offerings and staying below a specifi ed 
number of investors, hedge funds do not have to register with the 
SEC or any other regulatory agency.  

     4.   Hedge funds are free to offer any investment strategy they choose 
with relatively high degrees of leverage — for example, they can 

CH05.indd   111CH05.indd   111 9/24/09   10:27:40 AM9/24/09   10:27:40 AM



112 t o o  b i g  t o  s a v e ?

raise  $ 100 million in capital, borrow  $ 400 million, and invest  $ 500 
million.  

     5.   With relatively short investment horizons, most hedge funds are 
very active traders; they regularly account for over one - fi fth of 
the daily trading volume on the New York Stock Exchange, and a 
majority of trading in credit default swaps.  23    

     6.   The managers of most hedge funds are typically paid a base fee of 2 
percent of assets per year, plus an incentive fee equal to 20 percent 
of the fund ’ s annual capital gains (but they do  not  reduce their fees 
by 20 percent of its annual capital losses).    

  The Rapid Growth of Hedge Funds 

 Hedge funds have grown dramatically: from less than  $ 250 billion in 
assets in 1995 to  $ 1.8 trillion at the end of 2007, as shown by Figure  5.3 . 
Similarly, the number of hedge funds rose from around 2,000 in 1995 
to almost 8,000 in 2007.  24   This phenomenal growth was driven in part 
by the burst of the dot – com bubble in 2000 – 2002, when stock prices 
fell by one - third and hedge - fund performance was generally still in the
positive territory. In part, this growth was driven by the greed of managers 
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Reform.
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who loved the standard fee structure of hedge funds — a base fee of 2 
percent of assets plus an incentive fee equal to 20 percent of the annual 
capital gains — versus most stock mutual funds that charge a  management 
fee of .5 to 1 percent without any incentive fee. As Charlie Munger, 
Warren Buffett ’ s partner, commented on hedge fund managers:  “ Never 
have so many people made so much money with so little talent. ”   25   

 Further, the growth of hedge funds was fueled by the growth of 
funds of hedge funds (FOFs). As shown in Figure  5.4 , a FOF is a top -
 level fund that invests in anywhere from 5 to 30 hedge funds. Funds 
of funds provide investors with diversifi cation among hedge funds and 
expertise in selecting hedge funds of high quality. On the other hand, 
FOFs add a second layer of fees to be paid by investors. FOFs usually 
charge an annual base fee of 1 percent plus 10 percent of the upside 
annual capital gain in addition to the 2 percent base fees and 20 percent 
incentive fees charged by all the hedge funds underlying the FOF.  26   

 As the number and assets of hedge funds grew so quickly, it became 
increasingly diffi cult to achieve outstanding performance. As the tradi-
tional hedge fund strategies were exhausted, managers abandoned their 
core areas of expertise in an effort to exploit new  opportunities like 

Hedge Fund: 1 Hedge Fund: 2 Hedge Fund: 3 Hedge Fund: 4 Hedge Fund: 5

Fund of Funds

Manager 1 Manager 2 Manager 3 Manager 4 Manager 5

Manager of FOF

1% base fee
10% incentive fee

2% base fee
20% incentive fee

2% base fee
20% incentive fee

2% base fee
20% incentive fee

2% base fee
20% incentive fee

2% base fee
20% incentive fee

 Figure 5.4 Structure of a Fund of Funds 
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collaterized debt obligations. To stand out in a crowded room, hedge 
funds took more risk and became more image oriented. As Seth Klarman, 
one of the best and longest - serving hedge fund managers, explained: 
There was a  “ change in the very nature of hedge funds — from nimble 
vehicles focused almost exclusively on investing to marketing organiza-
tions with well - staffed investor relations teams. ”   27   

 In 2008, the hedge fund bubble burst. The average hedge fund 
lost over 20 percent, despite promises to make money in any type of 
market; the total net outfl ows were  $ 200 billion, most of which was 
concentrated in the last quarter of the year.  28   Accordingly, the assets 
of hedge funds were roughly  $ 1.2 trillion by the end of 2008, down 
from  $ 1.8 trillion at the end of 2007. FOFs averaged a negative return 
of almost 17 percent in 2008. With negative performance and large 
redemptions, the assets under management by FOFs fell by 30 percent 
during 2008 — from slightly over  $ 1 trillion to  $ 700 billion.  29    

  Do the Clients of Hedge Funds Need More Protection? 

 Currently, hedge funds in the United States are virtually unregulated, 
except for generally applicable laws like antifraud and antitrust statutes. 
In considering more government oversight of hedge funds, lawmakers 
should focus on two very different objectives: fi rst, to protect clients of 
hedge funds, and second, to monitor the material risks posed by hedge 
funds for the fi nancial system. 

 In 2004, the SEC adopted a rule requiring the managers of most 
hedge funds to register under the Investment Advisers Act of 1940. 
Despite the Act ’ s exemption for advisers with 15 or fewer clients, the 
SEC ’ s new rule looked through pension plans and other institutional cli-
ents of hedge funds in calculating the number of their investors. However, 
a federal court of appeals invalidated this new SEC rule because it reversed 
many of the SEC ’ s prior decisions against looking through the institu-
tional clients of an investment adviser.  30   Although U.S. Representative 
Barney Frank introduced a bill in Congress to reverse the court ’ s decision, 
it met with opposition from the strong lobby for hedge funds. Instead, the 
SEC adopted a specialized antifraud rule aimed at preventing any decep-
tive or manipulative act or course of conduct by any investment adviser, 
even if exempt from SEC registration.  31   
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 Do the types of clients in hedge funds need the registration protec-
tions of the federal securities laws? Historically, a hedge fund could use 
a private offering to attract  “ accredited investors ”  who have incomes of 
 $ 200,000 or more or net worths of  $ 1 million or more. A subsequent 
SEC rule allowed hedge funds to make private offerings to fewer than 
500  “ qualifi ed purchasers ”  with at least  $ 5 million in investable assets. 
By following either set of rules, a hedge fund is able to avoid SEC reg-
istration of the offering under the Securities Act of 1933 (which applies 
to initial public offerings) and to avoid registration of the hedge fund 
under the Investment Company Act of 1940 (which applies to mutual 
funds).  32   Given the infl ation of income and assets over the last few dec-
ades, these historic limits are now too low to serve as a rough test of 
fi nancial sophistication. 

  In 2006, the SEC proposed the addition of a third test for 
accredited investors in private pools like hedge funds — those 
with at least  $ 2.5 million in investable assets.   33      If the third test 
were adopted and increased periodically to refl ect infl ation, the 
SEC should let accredited investors meeting all three tests accept 
or reject private offerings of hedge funds without SEC registra-
tion of the offering or the fund.  These are presumably sophisticated 
investors who can evaluate the pros and cons of such offerings by hedge 
funds.  In addition, the SEC should allow any investor meeting 
both of the two prior tests for an accredited investor — those 
with  $ 200,000 in income and  $ 1 million in net worth — to qual-
ify for exempt offerings if he or she is represented by a quali-
fi ed fi nancial adviser. The adviser should help the investor be 
considered sophisticated for this purpose.  

  Nevertheless, the managers of all hedge funds over a spe-
cifi c size should register under the Investment Advisers Act. 
Such registration would not limit the investment strategies 
or borrowings of these hedge funds. Nor would such reg-
istration force any changes in the structure of their incentive 
compensation as long as all their clients had at least  $ 750,000 
invested with that investment adviser.   34      However, registration 
would mean regular SEC inspections of the books and records 
of hedge fund managers as well as more disclosures by these 
managers to their clients.  Thus, such registration would provide a 
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window on the policies and practices of most hedge funds, about which 
we know very little. In fact, over one - third of all hedge fund managers 
are already registered under the Advisers Act since that regulatory  status 
helps them attract pension funds and other institutional clients. The 
Treasury has proposed legislation requiring registration for all advisers to 
hedge funds with more than  $ 30 million of assets under management.  35   

 The Treasury has gone further by proposing registration under the 
Investment Advisers Act for all managers of  “ other private pools of capi-
tal, including private equity funds and venture capital funds. ”   36   In con-
trast to hedge funds, private equity and venture capital funds do not trade 
in securities, nor are they active short sellers; instead, they buy large stakes 
directly in operating companies in many industries.  To the extent that 
they invest in operating companies through privately negotiated 
transactions, there is little reason for private equity or venture 
capital funds to be supervised by the SEC.  If these funds acquire 
10 percent or more of the shares of a bank or fi nancial institution, they 
must submit a detailed application and be approved by the Federal 
Reserve or other appropriate regulator.  

  Do the Clients of Funds of Hedge Funds Need More Protection? 

 In contrast to the high net worth clients of hedge funds, investors 
in funds of hedge funds (FOFs) may need more protections. Funds of 
funds often sell interests of  $ 100,000 or less to a large audience of less 
sophisticated investors.  Some FOFs make only private offerings to 
 sophisticated investors. These should meet the income and net 
worth tests as well as the third proposed test of  $ 2.5 million in 
investable assets, as described earlier.  Other FOFs make broader 
public  offerings to investors. These offerings are registered with the 
SEC under the Securities Act of 1933, although the FOF itself is usually 
exempt from registration under the Investment Company Act of 1940. 

 In these publicly registered offerings by FOFs, investors are already 
informed about the qualifi cations of the FOF ’ s managers and their 
material confl icts of interest, as well as the range of strategies and 
redemption restrictions on the FOF and the underlying hedge funds. 
 In addition, investors in FOFs should be provided with con-
crete illustrations of how both layers of fees are calculated — the 
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2 percent base fee plus 20 percent incentive fee of the underly-
ing hedge funds as well as the 1 percent base fee plus 10 per-
cent incentive fee of the FOF. In particular, investors should be 
told whether this FOF has in the past generated enough addi-
tional return to justify its second level of fees, since most FOFs 
have not been able to jump this hurdle.   37   

 Small institutions like state pension funds or college endowments 
frequently invest in FOFs because these institutions seek diversifi ed 
exposure to hedge funds and lack the in - house expertise to choose 
the best ones. This approach is na ï ve because signifi cant due diligence 
is required to select good FOF managers. David Swensen, the distin-
guished head of  Yale University ’ s endowment fund, articulated his 
 concerns about FOFs:   

 Funds of funds are a cancer on the institutional investor world. 
They facilitate the fl ow of ignorant capital. If an investor can ’ t 
make an intelligent decision about picking managers, how can 
he make an intelligent decision about picking a fund - of - fund 
manager who will be selecting hedge funds? There ’ s also more 
fees on top of existing fees.  38     

 Most importantly, neither managers of FOFs nor other inves-
tors can currently make a fair comparison of performance among the 
thousands of hedge funds. Princeton Professor Burton G. Malkiel and 
Analysis Group manager Atanu Saha have shown that between 1994 
and 2003 the voluntary reporting services of hedge funds exaggerated 
their returns on average by over 5 percent per year.  39   This is a huge 
overstatement, as compared to the average nominal returns of the U.S. 
stock markets of 6 percent to 8 percent per year. Why? These reporting 
services have no consistent methodology for performance reporting. For 
instance, they allow a fund that began in 2000 to start reporting in 2002 
to make its performance look better. Moreover, the existing reporting 
services have a serious survivor bias: Any hedge fund with a terrible 
record can simply shut down and reopen a year later under a new name. 
The performance statistics of the shut - down fund will be eliminated 
from the database. 

 As in most areas, some hedge funds will perform well, others will 
perform poorly, and still others will be average. Even sophisticated 
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investors need an accurate and consistent way to compare performance 
among hedge funds.  Working with investor groups and the trade 
associations for hedge funds, the SEC should take the lead in 
developing a precise defi nition of hedge fund performance and 
a uniform format for reporting such performance. This for-
mat should show the hedge fund ’ s performance from its actual 
start date, before and after all fees, as well as the performance 
of any predecessor hedge fund.   

  Very Large Hedge Funds Should Submit Confi dential Reports to the 
Systemic Risk Monitor 

 Besides the protection of clients, the other goal of regulating hedge 
funds should be to reduce the likelihood of their creating adverse 
effects on the general fi nancial system. In 1998, a large hedge fund 
called Long-Term Capital Management achieved extraordinary  levels 
of risk by investing huge sums of borrowed  money; it invested over 
 $ 110 billion, of which less than  $ 5 billion was equity capital and the 
rest was debt.  40   With over  $ 110 billion, the fund made large bets based 
on historic correlations among various markets, which had been
studied extensively by two Nobel Prize economists who worked for 
the fund. But these bets went wrong when Russia devalued its  currency 
and reneged on its ruble debt in August of 1998. By September, the 
fund was on the brink of failure. Concerned that the fund ’ s failure 
would impose substantial losses on its lenders and trading counterpar-
ties, as well as further undermine the tumultuous markets at that time, 
the New York Federal Reserve Bank called together in one room the 
commercial banks and investment banks that were the primary  lenders 
and counterparties of the fund. Pressured by offi cials at the Federal 
Reserve Bank, all but Bear Stearns agreed to inject new capital into the 
fund and take it over, without any fi nancial assistance from the Federal 
Reserve Bank or any other governmental agency. 

 In 1999, the President ’ s Working Group on Financial Markets issued 
a lengthy report on the lessons of Long-Term Capital Management.  41   
The report included recommendations for more international coor-
dination with offshore fi nancial centers to achieve compliance with 
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international standards for hedge funds, since Long - Term Capital was 
formally based in the Cayman Islands. There have been modest steps 
in this direction, though most hedge funds are still located legally in 
offshore havens to limit their U.S. tax exposure, as explained later. 
The report included recommendations for expanded risk assessment 
authority over nonregulated affi liates of broker - dealers. But efforts in 
this area were totally ineffective. (See Chapter  6 .) Finally, the report 
included recommendations for more frequent and meaningful publi-
cation of information on hedge funds and the exposure of fi nancial 
institutions to hedge funds. However, these recommendations were not 
implemented. 

 In 2007, Timothy Geithner, then President of the Federal Reserve 
Bank of New York, publicly warned that Wall Street lenders were not 
receiving enough information from hedge funds with high leverage 
ratios (the ratio of a fund ’ s average assets to its capital).  42   Looking at the 
balance sheet of most hedge funds, their assets were in the range of 2 – 6 
times capital.  43   In the summer of 2008, when Wall Street banks began 
to recognize large losses in mortgage - backed securities, the banks called 
in the margin loans of some highly leveraged hedge funds, which also 
were faced with rising redemption requests from their clients. To raise 
cash, these hedge funds sold securities, contributing to the glut of debt 
securities on the market and to the rapid drop in the prices of more 
liquid stocks. 

 Called before a Congressional committee in mid - November of 
2008, the heads of fi ve large hedge funds offered to provide data on 
their activities directly or indirectly to the Federal Reserve, so it could 
monitor their systemic risk. But these managers had one condition: that 
their data not be released to the public so that they could continue to 
pursue their proprietary trading strategies.  44   

  Congress should require all large hedge funds (e.g., over 
 $ 25 billion in assets) to submit regular confi dential reports to 
the SEC, which should pass them onto the Federal Reserve 
(or whatever agency is designated to monitor systemic risk. 
See Chapter     14 .) A requirement for such reports was endorsed by 
Treasury Secretary Geithner.  45   But what information should these 
reports contain?   
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   Fund Borrowing:  The most important piece of information is the 
amount of the Fund ’ s borrowings relative to its capital. While the 
Fed could attempt to put together all the loans to one hedge fund 
by combing through reports from many banks, it would be more 
effi cient to receive reports on aggregate loans from the hedge fund.  
   Implicit Leverage:  The fund should also report its implicit lever-
age in the swaps or futures market. The Fed ’ s main concern should 
be the extent of a fund ’ s obligations to sell assets in a down market.  
   Illiquid Assets:  The fund should report the composition of its 
investment portfolio and its percentage of illiquid assets. Liquidity 
could be measured by the number of days estimated to sell out the 
fund ’ s position in a security — for example, without selling more 
than one - half of the security ’ s average daily volume.  
   Valuation Methods:  The fund should report its method of valu-
ing investments for which there is no actively traded market. For 
instance, this could be discounted cash fl ow or asking market pro-
fessionals for quotes.  
   Asset Concentration:  The fund should report on its concen-
tration of assets. These should cover investments that comprise a 
signifi cant portion of its portfolio, as well as any large positions rel-
ative to the outstanding securities of a particular company.  
   Redemption Requests:  The fund should report its redemption 
policies and any recent change in these policies. This report should 
include any client request for substantial redemptions in the near 
future.  
   Trading Counterparties:  The fund should identify who its main 
counterparties are for trading in various types of assets, including 
derivatives. This report should divulge how large the fund ’ s expo-
sure is to its main counterparties.  
   Risk Assessment:  The report should describe policies and proce-
dures for risk assessment. The report should include any signifi cant 
defi ciency in these policies or their implementation.    

 In reviewing this information, the Federal Reserve should evalu-
ate whether a large hedge fund, like Long - Term Capital, is so over-
stretched that a small loss in its portfolio is likely to force it to dump a 
lot of assets quickly. In such a case, the Fed should ask the large banks 
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with outstanding loans to the hedge fund to reconsider their exposures 
to the fund. The Fed should also work with the SEC to take other 
appropriate steps with that hedge fund.  

  The Compensation of Hedge Fund Managers Should be 
Taxed as Ordinary Income 

 A typical hedge fund is organized as a corporation in a tax haven like 
the Cayman Islands or Bermuda to avoid corporate taxes in the United 
States. The fees of a hedge fund manager are often deferred through 
what is called a nonqualifi ed plan and reinvested in the hedge fund. As 
a result, the hedge fund manager would not pay any U.S. tax on such 
fees until they were actually distributed to him or her in the United 
States. For example, the manager of one large hedge fund deferred 
more than  $ 1.7 billion in fees between 1990 and 2007.  46   

 In the Economic Stabilization Act of 2008, Congress prohibited 
the deferral of fees by hedge fund managers for more than 12 months 
in offshore corporations not subject to U.S. tax, unless the deferred fees 
are subject to a substantial risk of forfeiture.  47   In other words, once the 
hedge fund manager earns the fees, they cannot be deferred for more 
than a year in a corporation located in a tax haven unless the manager 
could actually lose the fees by failing to meet a condition related to 
future employment. 

 A second and larger issue for hedge fund managers is whether their 
incentive fees are taxed as capital gains or ordinary income, since incen-
tive fees constitute the bulk of their income. Under current law, their 
incentive fees are generally taxed at the top capital gains rate (presently 15 
percent) rather than the top ordinary income rate (presently 35  percent). 
This tax result is achieved by allocating to the manager 20 percent of the 
fund ’ s income, which mainly takes the form of capital gains. 

 This tax result is putting form over substance. The incentive fees 
go to the manager of a hedge fund because he or she is performing 
a service, namely, investing the securities of the fund. The manager is 
not receiving incentive fees as a return on his or her capital invested 
in the hedge fund (although the manager may separately invest their 
own capital in the fund).  In the United States, we usually tax 
service - related compensation as ordinary income, rather than 
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 capital gains, so  incentive fees of hedge fund managers should 
be taxed as ordinary income.  The Obama Administration proposed 
in 2009 that incentive fees of hedge fund managers be taxed as ordi-
nary income,  48   but Congress has not made a decision on this proposal 
as of September 1, 2009.   

  How Deleveraging Pushed Down Stock Prices 

 As mentioned earlier, the sharpest sell - off in the U.S. stock market 
during this fi nancial crisis was between October 3 and November 20, 
2008. This presents an apparent paradox: The stock market plummeted 
the day the federal government authorized  $ 700 billion for the bailout 
and kept falling until November 20. Why did the stock market react so 
negatively to what appeared to be a big step in the right direction? 

 The answer seems to lie in a process known as deleveraging. As fi nan-
cial institutions experienced losses in their portfolios of MBS, they were 
forced to sell assets to maintain their leverage ratios — the ratio of average 
assets to capital. At the same time, in response to deteriorating fi nancial 
conditions, banks were calling outstanding loans of hedge funds and other 
institutional investors, which were also forced to sell assets. Since the mar-
kets for corporate bonds and asset - backed securities were frozen, the sell-
ers turned to their most liquid holdings —  publicly traded stocks. 

 Leverage within the fi nancial system has increased markedly over the 
past fi ve years, particularly among investment banks and hedge funds. The 
ratio of average assets to capital for the fi ve largest U.S. investment banks 
exceeded 30 to 1 at its peak in late 2007.  49   Leverage ratios for hedge funds 
are diffi cult to calculate due to sparse public information, but their market 
positions rose sharply above their estimated assets as shown by Figure 5.3, 
suggesting a doubling of hedge fund debt from 2003 to 2007.  50   

 These estimates do not fully capture the signifi cant leverage built 
into derivative investments, which have grown rapidly in recent years —
 more than tripling to a market value of almost  $ 34 trillion between 
December, 2006 and December, 2008.  51   Purchasers of most deriva-
tives are much more leveraged than investors buying stock on margin. 
Before the stock market crash in 1929, investors could buy stock with 
up to 90 percent in borrowed money called margin debt. But now 
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margin debt is limited to 50 percent of a stock ’ s purchase price.  52   By 
contrast, an investor can usually purchase a future or swaps contract 
with a deposit equal to 5 percent or less of the contract value. 

 Once the fi nancial crisis hit, leverage decreased rapidly in the 
fi nancial sector. As Dick Fuld, the former CEO of Lehman Brothers, 
remarked in 2007, whereas credit grows arithmetically, it shrinks geo-
metrically.  53   Deleveraging was driven partly by higher costs of debt; 
during the crisis, credit became scarce and interest rates soared on 
short - term debt. Large banks became reluctant to lend, and investors 
became unwilling to buy short - term commercial paper. At the same 
time, deleveraging was driven by losses on MBS, which forced fi nancial 
institutions to sell assets in order to maintain required leverage ratios. 
Suppose a bank needed to have  $ 10 million of capital for every  $ 100 
million in assets (or 10 percent of assets). If the bank lost  $ 4 million on 
its MBS, its capital would decrease to  $ 6 million. To maintain a leverage 
ratio of 10 percent, the bank would need to raise more capital or sell 
down its assets to  $ 60 million (10 percent of  $ 60 million =  $ 6 million). 
In addition, many banks were hanging onto assets in the hope that the 
Treasury Department would purchase them. In October, 2008, when 
Treasury announced that it would be recapitalizing banks, rather than 
purchasing toxic assets, many banks dumped bonds on the market.  54   

 The pace of deleveraging is refl ected in Figure  5.5  on the vol-
ume of overnight repurchase agreements (called repos), which are used 
by sophisticated investors to borrow cash in exchange for securities. 
Overnight borrowing in the repo market declined 31 percent between 
October 1, 2008, and the end of that year. Leverage in the bond market 
and borrowing by primary dealers both also declined appreciably dur-
ing 2008. Although declines in borrowing through these channels were 
somewhat offset by a rise in Federal Reserve lending, it is clear that 
widespread deleveraging occurred. 

 The deleveraging process can create a vicious cycle, as the sale 
of assets to meet leverage and margin requirements can depress asset 
prices, triggering further selling. As losses mount, additional collateral 
is required, pushing fi rms to sell as the market deteriorates. As fi rms 
sell assets, prices decline in response to the increased supply, creating 
further losses and potentially requiring additional selling. This cycle 
can easily spread throughout the fi nancial system. A wave of selling by 
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 relatively weak fi rms can quickly cascade to create losses and trigger 
selling at healthier fi rms. 

 The pace of deleveraging on asset prices can be exacerbated by 
two distinct factors: illiquidity and correlation. In a down market, the 
 immediate need for capital can concentrate selling in the most liquid 
of assets, such as publicly traded stocks. The number of investors put 
into  positions in which such sales are necessary is determined largely by 
 correlation among their portfolio holdings. If investors hold similar types 
of assets, this increases the likelihood that a large number of investors 
will simultaneously need to sell liquid assets quickly in response to losses. 

 In 2005, MIT Professor Andrew Lo raised concerns that hedge 
funds exhibited both of these properties: Many had portfolios that were 
quite illiquid, and their investment strategies were increasingly cor-
related.  55   He showed that the relatively even annual returns of hedge 
funds resulted from a marked increase in the illiquidity of their invest-
ments. Since a manager of a hedge fund had no way to measure the 
fl uctuations of those investments, the manager assumed that their value 
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was rising steadily. He also found that the correlation of 13 different 
hedge fund strategies had increased signifi cantly between 1994 and 
2000. This increased correlation was likely driven by the rapid fl ow 
of capital into hedge funds during this period, making differentiation 
of strategies ever more diffi cult as market positions increased in size. 
Therefore, it seems likely that, during October and November of 2008, 
hedge funds were heavy sellers of the liquid stocks in their portfolios in 
order to meet collateral obligations and investor redemptions.  

  Summary 

 The U.S. stock market plunged by over 38 percent in 2008, infl icting 
heavy damage on fi rms and families. The majority of this plunge resulted 
from fundamental problems in the American economy and fi nancial insti-
tutions. But some part of this plunge was likely the result of three related 
nonfundamental factors: short selling, hedge funds, and deleveraging. 

 Short sales involve betting that a stock ’ s price will decline. Short 
sales have constructive functions such as ferreting out adverse informa-
tion and hedging a long portfolio of securities. But they can be subject 
to abuses, notably, bear raids in which short sellers create artifi cial pres-
sures designed to reduce a stock ’ s price. 

 In response to the burst of short selling in September, 2008, the 
SEC adopted two sensible rules. One required short sellers to line up 
borrowed shares before making their sales. A second required short 
sellers to submit weekly reports on their short positions. The third 
measure, a temporary ban on all short selling of fi nancial stocks, was 
ineffective in preventing further declines in stock prices; it also reduced 
liquidity and raised trading costs for these stocks. 

 Instead of temporary bans, the SEC should reinstate the uptick rule, 
which was repealed in the summer of 2007 based on a pilot study of 
questionable validity. The SEC has proposed two different approaches to 
reinstating the uptick rule. One would be triggered only if the price of 
a stock drops precipitously within a day. But this is likely to be too late; 
the downward spiral has already begun. The better approach would be to 
permit short selling if a specifi ed price test were met. A short sale could 
occur only at a price above the highest national bid to buy the stock. 
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 Hedge funds are the most important and most active short sellers 
in the United States. They are unregulated pools of capital, raised from 
institutions and wealthy individuals, that can employ any investment 
strategy with any amount of leverage. Their managers are typically paid 
a base fee of 2 percent of assets per year plus 20 percent of the fund ’ s 
capital gains. Hedge funds assets are supplied to a signifi cant degree by 
funds of hedge funds (FOFs), which often sell interests of  $ 100,000 or 
less. Funds of funds select a diversifi ed portfolio of hedge funds and are 
usually paid an additional base fee of 1 percent of assets per year plus 
10 percent of the FOF ’ s aggregate capital gains. 

 Hedge funds should be allowed to make private offerings to insti-
tutions and wealthy individuals if these investors meet appropriate tests. 
Specifi cally, the SEC should adopt its proposal requiring individual cli-
ents of privately offered hedge funds to have at least  $ 2.5 million in 
investable assets as well as to meet the current income and net worth 
tests. By contrast, many clients of FOFs are small or less sophisticated 
investors who need extensive SEC - mandated disclosures. More gener-
ally, the SEC should take the lead in developing a uniform methodol-
ogy and consistent format for reporting the investment performance of 
hedge funds. 

 As hedge funds have grown larger and taken on more leverage, 
many have pointed out the need for more governmental oversight of 
very large hedge funds to prevent adverse effects of their failures on 
the fi nancial system. But little has been done until recently, when the 
leaders of major hedge funds offered in principle to submit nonpublic 
reports on their activities to the Federal Reserve. Such reports, which 
should be fi led only by the largest hedge funds, should focus on the 
amount of leverage taken by hedge funds, and the related issue of their 
ability to sell assets quickly at current prices. These reports should also 
highlight any concentrated long or short positions in the hedge fund ’ s 
portfolio, and identify its main counterparties for trading. 

 More broadly, managers of hedge funds above a certain size (expressed 
in terms of assets under management) should be  registered under the 
Investment Advisers Act, as the U.S. Treasury suggests. Registration would 
not limit their investment strategies or  incentive fees, but it would subject 
these managers to regular SEC  inspections. Nevertheless, this registration 

CH05.indd   126CH05.indd   126 9/24/09   10:27:46 AM9/24/09   10:27:46 AM



 Short Selling, Hedge Funds, and Leverage  127

requirement should not generally be extended to managers of all other 
pools of capital, such as private equity and venture capital funds. 

 In 2008, Congress stopped hedge fund managers from deferring 
for more than 12 months the recognition of income on their fees by 
 keeping them invested in  offshore vehicles. Congress should go further, 
as the Obama Administration has proposed, and tax the incentive fees of 
hedge fund managers at ordinary income rates rather than lower capital 
gains rates. Incentives fees are a form of compensation for investment 
services, rather than a form of  capital appreciation. 

 Excess leverage was a key factor in aggravating the fi nancial cri-
sis in general and pushing down stock prices in particular. The ratio 
of average assets to capital rose signifi cantly between 2004 and 2008 
at large banks, investment houses and hedge funds. The steep decline 
in overnight repurchase agreements during the fourth quarter of 2008 
shows a huge wave of deleveraging occurred at that time. 

 Deleveraging was driven by two main factors. As the fi nancial crisis 
continued, credit became scarce and collateral requirements increased. 
Hedge funds and other borrowers were forced to sell assets to raise 
more collateral or pay back their loans. Similarly, as fi nancial institutions 
experienced heavy losses related to home mortgages, they were forced 
to sell assets to maintain leverage ratios set by their regulators. As these 
institutions sold assets, prices declined in response to increased supply, 
creating further losses and triggering additional asset sales. This cycle 
can easily spread from weak institutions to healthy ones, as widespread 
selling creates price declines in all asset categories. 

 In late 2008, the debt markets were frozen. Therefore, as they were 
forced to delever, hedge funds and other institutions sold their most liq-
uid holdings — publicly traded stocks. In addition, hedge funds needed 
to sell liquid assets to meet rising redemptions. This selling spree was a 
major factor in pushing down stock prices so dramatically in October 
and November of 2008.                                   
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                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                        Chapter 6

Capital Requirements at 
Brokers and Banks          

 T he ratio of average assets to capital (called the leverage ratio) is 
the most critical component of any regulatory system for com-
mercial banks or investment banks. If a fi nancial institution is 

allowed to maintain a high leverage ratio, it can greatly expand the amount 
of loans it can make and securities it can buy while keeping the same 
amount of capital on hand. When the economy is booming, these addi-
tional assets will generate high profi ts for the institution. However, if the 
economy goes into a recession, a highly leveraged institution will likely 
incur losses that will substantially erode its capital. Then the institution 
will be forced to sell some of its additional assets into weak markets and 
incur further losses. 

 The dangers of high leverage were vividly illustrated in this fi nancial 
crisis: the demise or restructuring of the fi ve largest investment banks 
in the United States. Bear Stearns, reeling from mortgage - related losses, 
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was forced to accept a merger with J.P. Morgan at a nominal share price 
in March of 2008. Lehman Brothers fi led for bankruptcy on September 
15, 2008. On the same day, Merrill Lynch — pressed by rising losses and a 
falling share price — agreed to be acquired by Bank of America. A week 
later, the Federal Reserve allowed Morgan Stanley and Goldman Sachs 
to convert quickly from broker - dealers to bank holding companies. As 
a result, both companies now are subject to the capital requirements of 
the Fed rather than the Securities and Exchange Commission (SEC). 
For a diagram of a bank holding company, see Figure  6.1 . 

 Because the remaining large investment banks are now banks or 
parts of banks, the capital requirements for banks are even more cru-
cial to the U.S. fi nancial system. In 1988, an international committee 
of regulators based in Switzerland issued Basel I, which divided bank 
assets into a few broad risk categories (e.g., mortgages, corporate loans, 
and government bonds) for the purpose of calculating a bank ’ s capital 
requirements. Basel I applied to U.S. banks for the decade before 2008. 
Recognizing the need for more refi ned categories, international bank 
regulators spent many years developing Basel II. which became effec-
tive for U.S. banks in April, 2008.  1   The capital requirements of Basel 
II are more complex and customized than those of Basel I, allowing 
banks to rely heavily on their own internal risk models as well as credit 
ratings for their bond portfolios. 

 As Basel II was being fi nalized, the SEC moved in 2004 toward 
a more bank - like approach to the capital requirements for the fi ve 
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 Figure 6.1 Activities of a Bank Holding Company 
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largest investment banks — Bear Stearns, Goldman Sachs, Lehman 
Brothers, Merrill Lynch, and Morgan Stanley (collectively known as 
the Five Investment Banks). In contrast to the Federal Reserve, which 
had broad powers over the parent holding companies of banks, the 
SEC had minimal authority over the parent holding companies of these 
Investment Banks (which were all SEC - registered broker - dealers at that 
time). In 2004, these Five Investment Banks agreed to consolidated SEC 
supervision of their parent holding companies as well as other affi liates. 
In exchange, the SEC permitted these Five Investment Banks to uti-
lize an alternative method of calculating their capital requirements based 
roughly on Basel II.  2   Under this alternative method, the ratio of average 
assets to net capital at these Five Investment Banks more than doubled.  3     

 This chapter will focus on capital requirements for the Five 
Investment Banks and commercial banks. First, it will explain why 
the alternative method of calculating the capital requirements for the 
Five Investment Banks contributed to their demise. Then it will argue 
for the establishment of an effective consolidated regulator for each 
type of U.S. fi nancial institution. Second, it will explain why the 1999 
repeal of the Glass Steagall Act, which expanded the securities activi-
ties of commercial banks, was not a major cause of the fi nancial crisis. 
Instead, it will argue that a commercial bank with securities activities 
has important funding advantages over a free - standing investment bank. 
Third, it will explain how the crude risk categories in Basel I ’ s capital 
rules contributed to the fi nancial crisis. Then it will argue for less reli-
ance on credit ratings and internal risk models in the capital standards 
of Basel II. Finally, it will explain how Basel II is detrimentally procy-
clical. Therefore, it will suggest an anticyclical approach, encouraging 
banks to build up excess capital and loan loss reserves in good times.  

  The Demise of the Five Large Investment Banks 

 During the decade before 2008, the Five Investment Banks were masters 
of the universe. Their assets grew rapidly as did their stock prices. Their 
CEOs were lavishly paid and heralded as inspiring leaders. Yet by the 
end of 2008, none of the Five Investment Banks existed in their prior 
form. Two effectively failed (Lehman and Bear Stearns), another two 
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converted to bank holding companies (Goldman and Morgan Stanley), 
and the fi fth (Merrill Lynch) was acquired by a bank holding company. 

 How did this abrupt reversal of fortunes occur? As will be explained 
below, the SEC in 2004 allowed each of the Five Investment Banks to 
more than double their leverage ratio. Although the SEC simultaneously 
took on the supervision of the parents of the Five Investment Banks, it 
did not properly implement this new model of consolidated supervision. 

  The  SEC  Allows Too Much Leverage 

 The Five Investment Banks led the charge for a reduction in the SEC ’ s 
capital requirements with a battle cry of deregulation; they complained 
about burdensome rules at a time of rising global competition. In addi-
tion, the Five Investment Banks were concerned about a threat by the 
European Union to regulate their holding companies and affi liates 
unless they were subject to consolidated regulation by one U.S. agency.  4   
The Europeans were accustomed to this model of consolidated supervi-
sion from their historic oversight of their own universal banks, which 
engaged in a broad range of securities activities as well as traditional 
banking functions. With one set of new SEC rules adopted in 2004, the 
Five Investment Banks achieved both goals: They were granted an alter-
native method of calculating their leverage ratios, and they agreed to 
subject their parent holding companies to consolidated SEC supervision. 

 At an open meeting in 2004 to approve the new rules, the head of 
the SEC ’ s Division of Trading and Markets characterized the alternative 
calculation method as conservative. Although she admitted that the 
new method might result in a 20 – 30 percent reduction in net capital, 
she emphasized that it would apply only to the Five Investment Banks.  5    
  “ We ’ ve said these are the big guys, ”  commented SEC Commissioner 
Harvey Goldschmid,  “ but that means if anything goes wrong, it ’ s going 
to be an awfully big mess. ”   6   

 According to a 2008 report by the Offi ce of the Inspector General 
(OIG), the ratio of average assets to net capital for Bear Stearns was 33 
to 1 at the time of its demise.  7   At that time, Bear Stearns was apparently 
in compliance with the new alternative method. Figure  6.2  shows the 
increase in the leverage ratio for the Five Investment Banks between 
August 31, 2006 and February 29, 2008.   
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 A high leverage ratio is a recipe for disaster for any fi nancial institu-
tion, despite a diversifi ed portfolio of loans and long - term investments. 
A high leverage ratio means that the fi nancial institution will have a 
thin capital cushion against losses from a large volume of assets. If some 
of those assets experience signifi cant losses, the capital cushion will be 
eroded. With a 33 to 1 leverage ratio, Investment Bank B could make  $ 33 
million of loans for every  $ 1 million in capital. An  $ 800,000 loss (after -
 tax) in its portfolio would reduce its capital from  $ 1 million to  $ 200,000. 
Then, as shown in Table  6.1 , Investment Bank B would have to sell  $ 25.6 
million in loans (and pay off  $ 25.6 million in borrowings) in order to 
maintain a leverage ratio of 33 to 1 ( $ 32.2 million  –     $ 25.6  million  �   
  $ 6.6 million in loans relative to  $ 200,000 in capital or 33 to 1).   

 When capital is depleted, the institution has two main choices to get 
back to the required leverage ratio: It can raise more capital or sell assets. 
Because fi nancial institutions often experience signifi cant losses during 
times of fi nancial crisis, they will fi nd it almost impossible to raise new 
capital at that time. Instead, they typically are forced to sell assets in  diffi cult 
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markets. Such forced sales not only result in unfavorable prices for the sell-
ing institution, but also can trigger a downward spiral for the whole market 
as multiple institutions are faced with the same dilemma. This downward 
spiral occurred with a vengeance during the latter half of 2008.  

  The Need for a Consolidated Regulator 

 At that same SEC meeting in 2004, Mr. Goldschmid asked:  “ Do we feel 
secure if there are these drops in capital [that] we really will have inves-
tor protection? ”  A senior staff member replied that the SEC would hire 
the best minds with quantitative skills to implement this Consolidated 
Supervised Entities (CSE) program. In fact, the SEC assigned only 
seven people to examine the parents of the Five Investment Banks, 
which had combined assets of more than  $ 4 trillion in 2007.  8   

 In exchange for greater fl exibility on leverage ratios, the Five 
Investment Banks agreed to have sophisticated systems for risk man-
agement, and to allow the SEC more frequent access to these sys-
tems, as applied to the parents of the Five Investment Banks as well as 
their other affi liates. This group - wide SEC supervision  “ would impose 
reporting (including reporting of a capital adequacy measurement con-
sistent with the standards adopted by the Basel committee on Banking 
Supervision). ”   9   Like Basel II, the new consolidated supervision pro-
gram at the SEC relied heavily on the internal risk models of the Five 

 Table 6.1 Leverage Ratio Effects 

Assets
(Loans, Bonds, etc.)

Liabilities
(Plus Capital)

Leverage Ratio
(Assets to Capital)

T#1 – Start $33 m in loans $32 m borrowing
$1 m capital

33 to 1

T#2 – Losses of 
$800,000

$32.2 m in loans $32 m borrowing
$200,000 capital

T#3 – Sells 
$25.6 m in loans 
and pays back 
borrowers

(–$25.6 m sold 
loans)

(–$25.6 m paid to 
borrowers)

T#4 – Finish $6.6 m in loans $6.4 m 
borrowing
$200,000 capital

33 to 1

CH06.indd   134CH06.indd   134 9/24/09   10:29:17 AM9/24/09   10:29:17 AM



 Capital Requirements at Brokers and Banks  135

Investment Banks in determining the riskiness of their investments in 
order to determine their own risk - based capital requirements. 

 The OIG report concluded that the CSE program was never 
properly staffed, did not pay close enough attention to the impor-
tant issues, and did not have a formal automated process to ensure
that issues were resolved. According to the report ’ s executive summary 
on Bear Stearns:   

 Thus, it is undisputable that the CSE program failed to carry 
out its mission in its oversight of Bear Stearns because under 
the Commission and the CSE program ’ s watch, Bear Stearns 
suffered signifi cant fi nancial weaknesses and the FRBNY 
needed to intervene during the week of March 10, 2008, to 
prevent signifi cant harm to the broader fi nancial system.  10     

  Although the SEC poorly implemented the 2004 CSE pro-
gram, it is no longer the consolidated regulator of the Five 
Investment Banks, which have all become parts of bank hold-
ing companies under the Federal Reserve. Nevertheless, if prop-
erly staffed, the SEC can be an effective consolidated regulator 
of smaller investment banks and broker - dealers .  11   Without a con-
solidated approach, it is virtually impossible for any regulator to form 
a true picture of a fi nancial institution ’ s overall risk level and of how 
the activities of one subsidiary might impact the well - being of another. 
Before 2004, the SEC had jurisdiction over just 7 of the 200 subsidi-
aries of the holding company for Lehman Brothers.  12   In many cases, 
the riskiest activities of the Lehman group were carried out in unsu-
pervised subsidiaries. This statutory vacuum put the SEC in a weak 
bargaining position to obtain relevant information about Lehman as a 
consolidated entity. To obtain supervisory jurisdiction over all affi liates 
of the Five Investment Banks, the SEC offered them an overly gener-
ous alternative method of computing their capital requirement. 

  To avoid this problem in the future, Congress should grant 
the SEC supervisory powers over all holding companies and 
affi liates of broker - dealers that are not already subject to super-
vision by a competent regulator . For instance, if a broker - dealer 
fi rm is a subsidiary of a bank holding company, the Federal Reserve is 
already its consolidated regulator, so the SEC need not play that role for 
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that fi rm.  Every fi nancial institution should have a consolidated 
regulator to make sure risks are not shifted to unsupervised 
entities and to monitor transactions among the different parts 
of a diversifi ed fi nancial conglomerate . 

 In principle, the consolidated regulator should usually be the one 
with primary jurisdiction over the most important fi nancial institution 
in the conglomerate. In practice, what should Congress do about large 
fi nancial conglomerates where the dominant institution is an insurance 
company? Currently, all global insurance companies based in the United 
States are chartered by one state and regulated by most of the other 
states. Yet, as the AIG case illustrates, the demise of such a global insur-
ance company can have dramatic ripple effects on U.S. and foreign credit 
markets. 

  To address these systemic risks, and to reduce the admin-
istrative expense of dealing with 50 state regulators, Congress 
should allow a handful of U.S. - based global life insurance com-
panies to obtain federal charters under a new federal insurance 
agency .  13   In that event, the new federal agency could also serve as the 
consolidated supervisor of the insurance conglomerate. Although a fed-
eral life insurance charter will be strongly opposed by the states, they 
would still regulate most life insurers and all property - casualty insurers. 
The focus of property - casualty insurers is mainly on local auto and real 
estate markets, whereas a life insurer applies the same actuarial tables 
across the United States.  

  The Artifi cial Distinction Between Advisers and Brokers 

 The SEC ’ s inadequate supervision of the holding companies of the 
Investment Banks was not an isolated event. As the case of Bernie 
Madoff illustrates, the regulators failed to uncover a  $ 50 billion fraud in 
two inspections, even after being tipped off by a whistleblower. Madoff 
ran a broker - dealer, which executed stock trades for customers, and also 
purported to run an investment adviser with a thriving business manag-
ing other people ’ s money through a hedge fund. His investment record 
of 10 to 12 percent per year was remarkably consistent through up and 
down markets over more than a decade — so consistent that it couldn ’ t 
be true, as documented by a whistleblower named Harry Markopolos. 
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Beginning in 1999, Mr. Markopolos tried several times to educate SEC 
offi cials about Madoff  ’ s Ponzi scheme, but none of them took notice.  14   

 The Financial Industry Regulatory Authority (FINRA), the self -
 regulatory organization for broker - dealers, performed a full - scale inves-
tigation of Madoff  ’ s broker - dealer in 2007. The result: minor violations 
of technical rules. At the time of the 2007 inspection, the chair of 
FINRA was Mary Schapiro, who was appointed chair of the SEC in 
January of 2009. In the Senate hearings confi rming her nomination, 
she explained FINRA ’ s failure to detect Madoff  ’ s Ponzi scheme as a 
result of   “ the stove pipe ”  approach, in which issues can slip through the 
cracks because different regulatory authorities have jurisdiction over 
different activities.  15   FINRA had the right to inspect Madoff  ’ s broker - 
dealer, though not his investment adviser. But FINRA ’ s jurisdiction 
does extend to associated persons of a broker – dealer, which would 
include Madoff personally and his investment adviser.  16   

 In any event, the SEC clearly had the right to inspect both entities. 
The SEC did an inspection of Madoff  ’ s broker - dealer in 2005 and found 
only technical violations.  17   When Madoff registered his adviser in 2006, 
the SEC reportedly did not conduct the usual review of his adviser in 
the fi rst year after it registered.  18   The SEC presently has 400 staffers to 
inspect approximately 11,000 fi nancial advisers, who are growing rapidly 
in number.  19   In addition, the SEC has proposed to perform a surprise 
exam every year for any investment adviser who retains custody of its 
clients ’  assets.  20      Because the SEC needs help in this area, Congress 
should either establish a new self - regulatory organization or ask 
FINRA to help perform inspections of investment advisers — at 
least those affi liated with broker - dealers . 

 The Madoff debacle also points out the need to eliminate this artifi -
cial distinction between investment advisers and brokers offering advice. 
Technically, an investment adviser may not execute trades without a 
brokerage license, though an investment adviser may use the broker-
age platforms provided by Fidelity or Schwab. Under an SEC exemp-
tion from the Investment Advisers Act, a broker was historically allowed 
to provide investment advice as an ancillary service to trade executions 
and receive special compensation for the advice. But this exemption was 
invalidated by a federal court of appeals in 2007.  21   In fact, most cus-
tomers have no idea whether they are receiving  recommendations from 
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a representative of a brokerage fi rm or an employee of an investment 
adviser. Yet the legal rules for customer protection are quite different in 
these two organizational contexts.  22      The solution: The SEC should 
fi gure out appropriate customer protection rules for fi nancial 
professionals paid by customers to provide investment advice 
(as distinct from the execution of transactions) and apply the 
same rules to such fi nancial professionals whether they work 
for brokerage fi rms or investment advisers .  23     

  Should the Glass Steagall Act Be Reinstated? 

 Several commentators have argued that the repeal of Glass Steagall was a 
major cause of the current fi nancial crisis because it increased the riski-
ness of the securities activities of banks and the associated confl icts of 
interest. Therefore, these commentators argue for a reinstatement of the 
restrictions of Glass Steagall on the securities activities of banks.  24   But 
these arguments are weak from both empirical and policy perspectives. 

  The New Securities Activities of Banks Were Not 
Their Main Problems 

 Most of the securities activities performed by banks and their affi liates 
after the repeal of Glass Steagall were permitted before its repeal. Under 
Glass Steagall, banks were allowed to engage in agency trades of stocks 
and bonds on the order of customers.  25   These included, most impor-
tantly, acting as a securities broker in executing stock trades on the New 
York Stock Exchange. Banks were also allowed for many years to trade 
as principal, that is, as a market maker or underwriter, in a broad range of 
bonds including U.S. Treasuries, Fannie Mae and Freddie Mac bonds, as 
well as municipal and state bonds. Over a decade before the repeal of the 
Glass Steagall Act, the Federal Reserve allowed any nonbank affi liate of a 
bank holding company to derive from 5 percent (in 1986) to 25 percent 
(in 1997) of its revenues from underwriting and dealing in all equity and 
debt securities, including mortgage - backed securities (MBS).  26   The main 
power added by the repeal of Glass Steagall was the ability of the bank, 
rather the bank holding company, to underwrite MBS. 
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 Some banks took advantage of these expanded securities powers, 
and others did not. As a result, academics were able to perform compar-
ative analyses on this subject. Professor Alex Tabarrok, of George Mason 
University, cited several studies as supporting the proposition that large, 
multifunctional fi nancial institutions were in fact stronger than their 
single - focus counterparts.  27   Based on historical evidence, for example, 
Professor Eugene White found that national banks with security affi li-
ates were much less likely to fail than banks without such affi liates.  28   
According to Professors Kroszner and Rajan, securities underwritten 
by universal banks turned out to be of higher quality than those under-
written by investment banks.  29   Moreover, of the 25 U.S. commercial 
banks that became insolvent in 2008, only one was a signifi cant player 
in selling MBS.  30   According to an SEC report, the failures of these 25 
commercial banks were mainly related to their large credit losses on 
their loans — the core of traditional banking activities.  31   

 The Wall Street banks have suffered major losses on the MBS held in 
their investment portfolios. But commercial banks have long been allowed 
to invest in MBS. It could be argued that their new power to under-
write these securities magnifi ed the losses of Wall Street banks to the 
extent they were stuck with MBS underwritten by them. If this argument 
were valid, we would expect to see the portfolios of money - center banks 
populated mainly by low - rated MBS that could not be easily sold in their 
underwritings. However, the most signifi cant losses suffered by large banks 
engaged in securities underwriting were concentrated in their holdings of 
the most highly rated type of MBS, the senior and supersenior tranches.  32   

 The inherent riskiness of investment banking was  not  demonstrated 
by the demise of the Five Investment Banks in 2008. As explained ear-
lier in the chapter, the fundamental problems of these Investment Banks 
resulted primarily from the SEC ’ s decision in 2004 to allow them to 
more than double their leverage ratio, combined with the SEC ’ s ineffec-
tive efforts to implement the consolidated supervision of these Investment 
Banks. Indeed, the repeal of the Glass Steagall Act allowed two of the 
Investment Banks to be rescued by becoming part of large banking 
complexes — Merrill was acquired by Bank of America, and Bear Stearns 
was merged into J.P. Morgan. To stem attacks on their stocks and increase 
their sources of liquidity, Goldman Sachs and Morgan Stanley were 
also allowed to convert quickly to bank holding companies. 
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  As these conversions show, the universal banking format has a 
signifi cant advantage over the separate investment bank format in 
terms of fi nancing sources. A universal bank can fi nance its daily 
activities from more sources than an investment bank: commer-
cial paper and repurchase agreements with sophisticated investors 
as well as insured deposits at the bank level, and loans from the 
Federal Reserve . In particular, the insured deposits from retail depositors 
are a more stable source of funding than commercial paper (short - term 
loans) from sophisticated investors. These multiple sources of funding help 
explain why universal banks, with powers to underwrite securities, have 
been the favored format in most countries. 

 One remaining question is why Lehman Brothers was not allowed to 
convert to a bank holding company when its CEO reportedly asked 
to do so in the summer of 2008.  33   Neither was Lehman Brothers bailed 
out by the Federal Reserve, as were Bear Stearns and AIG. Although it 
may be unfair to second - guess such real - time decisions in the relative 
calm of hindsight, it is critical to impose a framework upon those deci-
sions. Indeed, if Bear Stearns and AIG had been traditional banks, we 
would know whether the steps taken by the federal government were the 
least costly means of preventing their failure.  In 1991, Congress passed 
a law requiring that federal regulators follow special procedures 
before an emergency bailout of a bank. These procedures include 
a supermajority vote by the FDIC and Federal Reserve boards, 
an explicit rationale from the Treasury Secretary and an audit by 
the Comptroller General after the bailout .  34      Therefore, Congress 
should extend the 1991 bailout law for banks to all fi nancial 
institutions . In the absence of such a law regarding other fi nancial insti-
tutions, it is impossible to determine whether the government made the 
best decisions on fi nancial bailouts.  

  Why Glass Steagall  “ Lite ”  Does Not Make Sense 

 Although the repeal of Glass Steagall was at most a minor factor in 
causing the current fi nancial crisis, some commentators have suggested 
that banks be prohibited from engaging in specifi ed types of risky activ-
ities in the future. This is usually referred to as Glass - Steagall  “ lite. ”   35   

 The fi rst suggestion would be to prevent banks from engaging in 
proprietary trading of fi nancial instruments for the bank ’ s own account. 
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Although proprietary trading may be risky if viewed in isolation, it is 
often part of a larger strategy to hedge portfolio investments of the bank 
to lock in funding or currency rates for future transactions. A second 
suggestion is to prohibit banks or their affi liates from managing hedge 
funds and private equity funds. But many of these funds are quite profi t-
able. They are also designed to reduce risk by providing absolute returns, 
regardless of whether the securities market is going up or down. A third 
suggestion is to prohibit banks from managing mutual funds to prevent 
 “ the blurring of boundaries between buy side and sell side, and the min-
gling of client funds with those of a bank or its employees. ”   36   However, 
mutual fund assets are held in segregated accounts and their manage-
ment fees provide banks with a stable fl ow of income, as compared with 
the volatile revenue and principal risk associated with lending and other 
traditional bank operations. 

 In addition, critics have complained that the repeal of the Glass -
 Steagall Act expanded the potential confl icts of interest between  securities 
underwriting and lending activities of large banks. Such  potential 
 confl icts are regulated by federal statutes that prohibit or limit transac-
tions between banks and their affi liates. For example, Section 23B of the 
Federal Reserve Act prohibits any bank from making an extension of 
credit to a borrower at below - market terms when an affi liate,  including 
an underwriting affi liate, is a participant in the transaction or when the 
proceeds of such an extension of credit are used for the benefi t of an 
affi liate.  37   These statutes have been fairly effective in the past, though they 
could be applied to a broader range of transactions between a bank and 
its affi liates such as hedge funds and private equity funds advised by bank 
affi liates.  38   

 Finally, critics have claimed that certain commercial banks are 
guilty of tying arrangements, such as conditioning loans to companies 
on winning their securities underwriting business in the near future. 
The empirical studies on this claim reach different results,  39   perhaps 
because tying arrangements are not usually formalized in writing. One 
study found tying arrangements, but concluded that companies often 
benefi ted from these arrangements through lower costs for both loans 
and underwriting.  40   Federal statutes prohibit banking institutions from 
using tying arrangements to engage in anticompetitive behavior. For 
example, Section 106 of the Bank Holding Company Act prohibits any 
bank or bank holding company from requiring any borrower to buy 
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any other service from the same institution or its affi liates as a condi-
tion of a loan.  41   Nevertheless, corporate executives continue to com-
plain that they are pressured by bankers to buy additional services in 
connection with obtaining loans.  Because many of these pressures 
are exerted in oral conversations, the bank regulators should 
take a more proactive approach with the business community 
to uncover and prevent improper tying arrangements .  42    

  The Myth of Revenue Synergies 

  More broadly, despite the repeal of Glass Steagall, bankers should 
be skeptical about the alleged benefi ts of launching or maintain-
ing fi nancial supermarkets, that is, offering securities, insurance, 
and other fi nancial services together with banking functions . 
In advocating for the repeal of the Glass Steagall Act, Citigroup argued 
that it could achieve revenue synergies by offering mutual funds and life 
insurance as well as banking services to its clients.  43   Citigroup believed 
that its high - net - worth customers would want the convenience and 
comfort of buying multiple fi nancial services with the Citigroup brand.  44   
By 2006, however, Citigroup had sold both its insurance unit (Travelers) 
and its asset management unit (Smith Barney funds). 

 Why was Citigroup not able to realize these revenue synergies? 
In part, high - net - worth customers want the best quality and price for 
each fi nancial service, rather than the convenience and comfort of the 
Citigroup brand. In part, the customers and the regulators would be 
suspicious if Citigroup ’ s banking clients bought mutual funds primarily 
managed by Smith Barney and life insurance primarily issued by 
Travelers. With the fl ood of product information and the ease of 
Internet transactions, Citigroup ’ s high net worth customers did not 
want to be pressured to buy from Citigroup ’ s affi liates.  45   Instead, these 
customers preferred open architecture, where fi nancial advisers choose 
the best product in each category regardless of affi liation. This customer 
preference led Citigroup to sell its fund management and insurance 
units, and to concentrate instead on being a distributor of many prod-
ucts from multiple unaffi liated providers. 

 I had a similar experience at Fidelity when the company launched 
a credit card bank in the 1990s. We all thought that, with millions 
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of loyal mutual fund clients, Fidelity could easily build a successful 
credit card business. But Fidelity ’ s core clients for mutual funds were 
the worst credit card customers. They refused to pay an annual fee on 
a credit card, and almost always paid their balances on time, so they 
rarely incurred interest charges. To earn profi ts, the executives at the 
Fidelity bank started to distribute credit cards to non - Fidelity custom-
ers. Because Fidelity could not achieve enough scale as an independ-
ent card provider, however, it soon sold the credit card bank and put 
Fidelity ’ s name in bold letters on another company ’ s credit card. So 
much for revenue synergies!   

  Bank Capital Requirements Need to Be Reformed 

 Since the large investment banks have converted to bank holding com-
panies, the capital requirements for banks have become even more 
important. During the build - up to the fi nancial crisis from 2000 to 
2007, U.S. bank capital requirements followed the model of Basel I.  46   
Basel I creates perverse incentives due to its crude risk categories for 
bank assets, such as government securities, unsecured corporate loans or 
bonds, and MBS. Any asset within that broad category has the same risk 
rating for purposes of calculating capital, regardless of actual risk. For 
example, Basel I treats all unsecured corporate bonds as equally risky. 
Accordingly, it encourages banks to sell corporate bonds with low actual 
risk and to hold on to corporate bonds with high actual risk, because 
the capital requirements are the same for both types of bonds, but the 
riskier bonds usually have higher yields and higher expected returns. 

  Basel I Assumed Low Risks for All Residential Mortgages and  MBS  

 More specifi cally to the fi nancial crisis, Basel I effectively allowed 
the reduction of a bank ’ s minimum capital requirement for all fi rst -
 lien mortgages on residential homes. Although a bank was normally 
required to hold capital equal to 8 percent of its risk - weighted assets (4 
percent of Tier 1 capital  �  4 percent of Tier 2 capital — see Table  6.2 ), 
the capital requirement for residential mortgages was effectively only 
4 percent of such assets. Again, Basel I allowed this reduction in a bank ’ s 
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capital requirements regardless of the actual riskiness of the mortgages.  47   
Thus, a prime mortgage with a 30 percent down payment and a sub-
prime mortgage with a minimal down payment would both have the 
same 4 percent capital requirement. Further, the capital requirement for 
a highly rated tranche of MBS was effectively only 2 percent of risk -
 weighted assets, even if these securities were backed by a pool with a 
substantial portion of subprime loans!    

  Basel II Depends Too Much on Credit Ratings and 
Internal Risk Ratings 

 Basel II maintains the same minimum capital requirement of 8 percent 
of a bank ’ s risk - weighted assets (4 percent in Tier I capital and 4 per-
cent in Tier 2 capital), but it attempts to customize this requirement to 
the actual riskiness of a bank ’ s assets. Large, internationally active U.S. 
banks must use the so - called advanced approach,  48   which bases their 
capital requirements primarily on inputs from a bank ’ s own internal 
risk models, as well as credit ratings of bonds and other claims.  The 
advanced approach of Basel II has three main fl aws, which 
need to be remedied quickly, because Basel II is in the process 
of being phased into practice from 2008 through 2010 . 

  First, until credit - rating agencies are reformed, Basel II 
should give very little weight to their ratings in calculating cap-
ital requirements for MBS or securities backed by other types 
of assets such as car loans or credit card receivables . The ratings 
of many asset - backed securities were downgraded shortly after they were 
issued, as explained in Chapter  3 . These downgrades are symptomatic 

 Table 6.2 Capital Tiers 

     Tier 1 Capital  “ Core ”       Tier 2 Capital  “ Supplementary ”    

•         Equity (common and perpetual 
preferred stock)  

•   Preferred stock (bought by Treasury)  
 •  Retained post - tax earning     

•      Revaluation reserves  
•   General provision/loan - loss reserves  
•   Hybrid debt capital  
•   Subordinated term debt     
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of the serious issues confronting credit - rating agencies. As Columbia 
Professor Charles Calomiris commented on credit - rating agencies: 
 “ Incentives were not properly aligned, as those that measured risk prof-
ited from underestimating it and earned large fees for doing so. ”   49   

  Second, Basel II should not rely so heavily on the internal 
risk models of banks because they are too complex and subjec-
tive; they may also be based on unrealistic assumptions . (See 
Chapter  4 .) FDIC Chair Sheila Bair remarked about the assumptions 
employed in the internal risk models of banks:  “ To say the assump-
tions turned out to be wrong would be an understatement. ”   50   Although 
a bank examiner does have the power to override these models under 
Basel II, many are very diffi cult to understand, especially for structured 
fi nance deals like the issuance of MBS. Former FDIC Chairman William 
Isaac had the following to say about the models built into Basel II:   

 I ’ ve been in the business for nearly 40 years and I don ’ t under-
stand these models. It takes a mathematician and that is one of my 
principal objections to the models is that bank boards of direc-
tors and senior management, even senior regulatory people 
cannot understand these models.  51     

  Third, although Basel II expanded the scope of capital 
analysis to include operational risk as well as interest rate and 
credit default risk, it should have also imposed some type of 
capital charges for liquidity risk . Liquidity risk means the chance 
that a bank cannot sell securities at a reasonable price because the trad-
ing volume in those securities has been reduced to a trickle. During 
the current fi nancial crisis, many banks faced severe liquidity crunches. 
For example, at the end of 2008 banks could not sell short - term com-
mercial paper at a reasonable price because the trading markets for 
such paper were effectively frozen. International bank regulators have 
recently proposed principles for consideration of liquidity risks by 
bankers.  52   For example, these principles say that banks should create 
strategies and managerial processes to address liquidity risks, and regu-
larly disclose their liquidity risks to the market. However, these prin-
ciples are qualitative in nature; they have no express capital charges for 
banks with signifi cant liquidity risks.  
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  Two Practical Approaches to Bank Capital 

 The broader challenge is to make Basel II less dependent on internal risk 
models and credit ratings, while moving toward capital requirements that 
are more refi ned than those of Basel I.  One sensible approach would 
be to create a set of capital rules with many  subcategories 
based on objective factors: Each subcategory would have its 
own standard risk rating . Home mortgages, for instance, could be 
divided into fi xed rate and variable rate, and then into maturities of 5, 
15, or 30 years. Residential mortgages could then be further subdivided 
within each category according to other factors, such as the loan - to -
 value ratio and insurance by third parties. This solution is similar to the 
standardized approach for calculating capital, proposed by regulators for 
banks with less than  $ 250 billion in assets.  53   Unfortunately, the proposal 
would not permit this approach to be utilized by large banks because 
the regulators prefer the customization of the advanced approach. 

  A second sensible approach would be to combine a rela-
tively simple leverage ratio based on average assets with a min-
imum requirement of subordinated debt . A simple leverage ratio 
would mean that a bank had to maintain Tier 1 capital at a specifi ed 
percentage (e.g., 3 percent) of its quarterly assets  without  any reductions 
in assets due to their risk ratings. In other words, a bank would total 
its assets without regard to whether they were mortgages, commercial 
loans or corporate bonds. Then it would hold the specifi ed percentage 
of Tier I capital relative to its total assets. Such a leverage ratio would 
have the virtue of simplicity, but it would lack a refi ned analysis of the 
composition of a bank ’ s assets. That function could be performed to a 
signifi cant degree by the investors in the bank ’ s subordinated debt. 

 A bank would be required to have subordinated debt, capable of 
absorbing losses and equal to a specifi ed percentage of its capital.  54   
Subordinated debt is a form of a bond typically bought from banks by 
sophisticated investors. They usually receive a relatively high interest 
on subordinated debt because it ranks so low in priority that it would 
be virtually worthless in the event the bank became insolvent.  The 
mandatory inclusion of subordinated debt in a bank ’ s capital 
would provide an independent and market - based  monitor of its 
riskiness . The trading price of a bank ’ s subordinated debt would move 
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up or down depending upon the market ’ s perception of the bank ’ s risk 
of default. Such a requirement for subordinated debt at large banks was 
studied in 2000 by the Federal Reserve, which concluded that signifi -
cant evidence exists to support subordinated debt as an effective means 
of encouraging market discipline.  55   However, the Federal Reserve ’ s posi-
tion was opposed by the banking industry and was never implemented.   

  The Need for Anticyclical Measures 

 Many commentators have pointed out that Basel II is procyclical — that 
is, it reinforces the prevailing economic trends. In fact, Basel II does 
allow banks to expand in good times, but requires banks to raise more 
capital in bad times as they increase the risk ratings on their assets and 
incur loan losses. Of course, during these bad times, it is very diffi cult 
for banks to raise capital or replenish loan losses. But many bankers 
tend to delay increases in their loan loss reserves until the economy is 
already deteriorating.  56      The solution: Regulators should use their 
supervisory powers under Basel II to require that banks adopt 
anticyclical measures, building up contingent loan loss reserves 
and excess capital in good times to provide more cushion to 
absorb the shocks of bad times . (The effects of fair market value 
accounting will be addressed in Chapter  12 .) 

  Banks Should Establish Contingent Reserves in Good Times 

 Anticyclical measures were introduced in Spain in 2000. Spanish banks 
were required to increase loan loss reserves when lending was increas-
ing rapidly, and allowed to draw down reserves when lending cooled.  57   
As a result of these measures, Spanish banks recorded loan loss reserves 
equal to 255 percent of nonperforming loans in 2006 at the height of 
the credit boom, as compared to 55 percent in the United Kingdom.  58   
At the end of March, 2009, the two largest Spanish banks had not 
received any government capital.  59   Nonetheless, recent evidence sug-
gests that even these increased loan loss reserves were insuffi cient. 
Heading into the credit crisis, Spanish banks reportedly held loan loss 
reserves equal to 1.5 percent of risk - weighted assets, while many major 
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banks in Europe and the United States incurred loan losses over 10 
percent of risk - weighted assets.  60   

 In the United States, unfortunately, excess loan loss reserves have 
been strongly discouraged by the SEC, together with related account-
ing and tax rules. As an investor protection agency, the SEC is mainly 
concerned with making sure that banks accurately present their income 
for each reporting period. Specifi cally, the SEC has been worried that 
banks are allocating excess reserves for loan losses in good times as 
a way to manage their incomes. If a bank allocates large amounts to 
its loan loss reserves in good times, it can downplay its reported net 
income by subtracting these amounts as expenses. Later, in bad times, 
it can exaggerate its net income by reducing additions to its loan 
loss reserves and quietly absorbing its actual losses through the excess 
reserves built up in good times. 

 The SEC drove home its position in 1998 by questioning the size 
of the loan loss reserve of SunTrust Bank, when it tried to clear a reg-
istration statement in connection with a stock acquisition of a smaller 
bank.  61   To obtain SEC clearance of its registration statement, SunTrust 
was effectively forced to reduce its loan loss provision by a total of 
 $ 100 million for three prior years. The SunTrust case was reinforced 
by a statement from a senior SEC offi cial suggesting  “ that allowances 
for loan losses reported by some U.S. banks may be overstated. ”   62   The 
banks got the message; they kept loan loss reserves down to the mini-
mum necessary to cover probable losses. 

 The SEC ’ s position on loan loss reserves has long been criticized 
by the banking regulators. They want to see large loan loss reserves, cal-
culated on the most conservative basis, to protect the safety and sound-
ness of the banking system. Basel II encourages banks to maintain 
relatively large loan loss reserves by counting them as Tier 2 capital.  63   
However, this will not happen if the SEC brings enforcement actions 
against banks with large reserves for misrepresenting their income. 
United States Treasury Secretary Geithner has called for a revision of 
current rules to create suffi cient loan loss reserves to cover signifi cant 
losses in a downturn.  64   

  The federal regulators should allow banks in good times to 
establish a contingent reserve, in addition to its normal loan loss 
reserve, up to a total of three or four times its  normal reserves. 
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To satisfy the SEC, banks should be required to prominently 
display the contingent reserve as a separate item excluded 
from the calculation of its current net income .  65   Furthermore, 
the bank regulators could develop various indicators of good times; in 
those periods, banks would be required to set aside some minimum to 
fund contingent reserves. For instance, banks could be told to estab-
lish a contingent reserve equal to 100 percent of the normal reserve 
if annual GDP growth exceeded 3 percent, and up to 200 percent of 
the normal reserve if annual GDP growth exceeded 4 percent per year. 
In this manner, banks could build up loan loss reserves in good times 
without misleading investors.  

  Anticyclical Capital Requirements to Cope with Excess Leverage 

 Excess leverage, together with Basel II, is a strong exaggerator of cycli-
cal effects, expanding too much in good times and contracting sharply 
in bad times. In good times, individuals and corporations borrow and 
spend more on consumer goods. Individuals and corporations may 
also spend borrowed money on income - producing assets like real estate. 
Similarly, in good times, the capital of banks is rising under Basel II. 
Consequently, banks are prepared to lend more money and buy more 
assets. If enough money chases the same assets, asset bubbles can 
form — such as our recent housing bubble. 

 The negative procyclical effects of borrowed money happen when 
economies decline. During economic recessions, unemployment 
increases and asset values decrease. Both factors increase loan losses at 
banks because unemployed individuals are less able to make debt pay-
ments, and falling asset values mean banks receive less at auction for 
repossessed loan collateral. Under Basel II, rising losses at banks reduce 
their capital, making them curtail their lending. As a result, it becomes 
more expensive for businesses to fi nance expansion projects. Consumers 
also decrease their spending, because they are worried about the econ-
omy, and they are feeling poorer because their home and investment 
portfolios have just declined in value. 

 To illustrate the negative procyclical effects of borrowed money on 
fi nancial fi rms, consider the example of Bear Stearns. Prior to its forced 
acquisition by J.P. Morgan in March of 2008, Bear Stearns had less than 
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 $ 12 billion of tangible equity backing assets of  $ 395 billion, translat-
ing into a leverage ratio of more than 33 to 1.  66   This meant that just a 
3 percent decline in asset value would have been enough to wipe out 
almost all of the fi rm ’ s equity capital. Even worse, a large portion of 
Bear ’ s assets were funded by short - term borrowed money. This meant 
that if enough short - term lenders asked for their money back at once, 
Bear would have to raise cash by selling assets quickly at a loss. 

  Because too much fi nancial leverage causes procyclical-
ity, the solution is to mandate greater buffers of equity capital. 
Specifi cally, banks should build up a substantial capital cush-
ion during good times to ensure an adequate margin of safety 
during bad times . As recommended by former Fed Chairman Paul 
Volcker and the Group of 30, regulators should accomplish this goal 
by raising the regulatory range for being well - capitalized during good 
times.  67   In those times, fi nancial institutions should operate at the top of 
the range, because the worst loans are typically originated during good 
times.  Furthermore, very large fi nancial institutions should gen-
erally hold more capital than smaller institutions. Because these 
institutions are likely to be bailed out at the taxpayers ’  expense, 
the United States should reduce their risk of failure by asking 
them to hold more capital than usual .   68   In good times, for example, 
a bank might be classifi ed as well - capitalized if its Tier 1 capital relative 
to risk - based assets was in the 8 – 10 percent range, instead of 6 percent 
as currently. Similarly, a bank might be classifi ed as well - capitalized if its 
total capital (Tier 1 plus Tier 2) relative to risk - based assets was in the 
12 to 14 percent range, instead of the current 10 percent. During good 
economic times, banks would be expected to maintain capital levels near 
the top of these ranges to act as a buffer against subsequent downturns.  69     

  Summary 

 The fi ve largest investment banks in the United States — Bear Stearns, 
Goldman Sachs, Lehman Brothers, Merrill Lynch, and Morgan Stanley 
(the Five Investment Banks) — were transformed during 2008. Two 
failed, one was acquired, and two converted to bank holding  companies. 
The SEC facilitated the transformation of these Five Investment Banks 
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by allowing them to more than double their leverage ratios. In addi-
tion, the SEC ’ s new program for consolidated supervision of the Five 
Investment Banks was ineffective. 

 Nevertheless, the concept of consolidated supervision is critical 
to a viable regulatory system for diversifi ed fi nancial conglomerates. 
Because each of the fi nancial services is regulated by a different agency, 
one government body needs to have supervisory authority over the 
consolidated group to prevent regulatory gaps and to monitor transac-
tions within the group. The Federal Reserve plays this role for banking 
groups, and the SEC should play this role for any broker-dealer not 
within a banking group. A state can serve as the consolidated supervisor 
for most insurers, which are currently chartered and regulated by the 
states. However, Congress should authorize a federal charter for a small 
number of U.S. - based, global life insurers with a new federal agency to 
supervise the consolidated group of each such insurer. 

 The repeal of the Glass Steagall Act was at most a minor factor 
contributing to the current fi nancial crisis. A decade before its repeal, 
federal regulators allowed banks and bank holding companies to deal 
and underwrite in most stocks and most bonds. The recent problems 
of the banking industry are mainly due to credit losses on loans and 
bonds, rather than their underwriting activities. Moreover, universal 
banks are superior formats to stand - alone investment banks because the 
latter rely primarily on commercial paper and repurchase agreements 
for short - term fi nancing, whereas the former have two more sources of 
short - term fi nancing: insured deposits and Federal Reserve loans. 

 Because all the Five Investment Banks have become parts of bank-
ing organizations, the capital requirements for banks have become even 
more important. Basel I, which was in effect until the beginning of 
2008, encouraged a bank to hold subprime mortgages because they 
were subject to only half the normal 8 percent capital requirement, and 
highly rated MBS because they were subject to only one-fourth the 
normal 8 percent capital requirement. Basel I also did not address many 
of the capital market transactions in which banks participated. 

 Although Basel II provides a more refi ned set of capital rules than 
Basel I, the new rules are too dependent on the rating of bonds by 
credit - rating agencies and assessments by internal bank risk models. 
In addition, the new rules are devilishly complex and give too little 
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attention to liquidity risk. One solution would be to create 10 to 20  
categories and subcategories of bank assets, which would be linked to 
capital requirements by objective factors such as collateral types and 
loan - to - value ratios. Another solution would be for the bank examin-
ers to enforce a simple leverage ratio together with market monitoring 
through a requirement for banks to have a specifi ed percentage of their 
capital in the form of subordinated debt. 

 Finally, Basel II is procyclical, allowing banks to expand rapidly 
in good times and requiring them to raise capital or sell assets in bad 
times. In bad times, banks cannot usually raise capital, so they are forced 
to sell assets at inferior prices. As many banks in the same situation sell 
assets, this creates a downward spiral in asset prices. The logical solution 
would be to encourage banks to build up large loan loss reserves in 
good times. However, the SEC opposes the build - up of excess reserves 
as a potentially deceptive method of banks to manage their net income 
reported to investors. 

 Banking regulators should require banks to establish a contingent 
loan loss reserve, in addition to their normal reserves, up to three or 
four times the size of their normal reserves. This should be allowed only 
in good times as defi ned by the bank regulators, for example, if annual 
GDP growth exceeds a specifi ed percentage. In such good times, the 
SEC should require these banks to disclose, specifi cally and  prominently, 
that they have reduced their net income by allocating a specifi ed amount 
of money to a contingent loan loss reserve. In this manner, banks will be 
better prepared for bad times without misleading investors. 

 Excess leverage is a powerful driver of procyclicality. Therefore, bank 
regulators should increase capital requirements in good times so that 
there will be a suffi cient cushion to absorb losses in bad times. These 
capital requirements should be especially strict for very large banks, 
because they are the ones most likely to be deemed too big to fail.                      
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Chapter 7

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                        Impact on Short - Term 
Lending          

 Short - term lending is one of the engines that drive the American 
economy, through loans to small fi rms to run their businesses and 
through loans to consumers to fi nance their purchases of goods. 

As the crisis expanded during the summer of 2008, the market deteriorated 
for short - term loans and commercial paper, a form of corporate borrowing 
with maturities ranging from 1 to 270 days. But the saving grace was the 
federal government, which had protected all holders of bonds and commer-
cial paper when it rescued Bear Stearns in March, 2008. Then the bomb 
exploded in the short - term lending market; the federal government allowed 
Lehman Brothers to fail and holders of its bonds to suffer heavy losses. 
A notable loser was the Reserve Fund, a money market fund that held  $ 785 
million in commercial paper of Lehman on the date of its bankruptcy.  1   

 After Lehman ’ s failure, investors no longer could count on the U.S. 
government to bail out all troubled fi nancial institutions. Investors were 
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surprised and scared, as explained by a fi nancial guru named Colin 
Negrych:   

 Folks were shocked to fi nd the US government unwilling to 
throw good money after bad at Lehman. This discovery caused 
market participants to question whether the government would 
support other large fi nancial entities which they knew to be, or 
strongly suspected of being, in fi nancial distress, when this sup-
port had previously been taken as a given.  2     

 As a result, few banks or money market funds were willing to buy 
commercial paper; or, looked at from the other side, few corporations or 
banks could borrow money for more than a week. In particular, banks 
developed an incredible aversion toward lending to each other. Consider 
Figure  7.1 , which shows the difference between 3 - month London 
Interbank Offered Rate (LIBOR) and the U.S. federal funds rate. LIBOR 
is the standard measure of the interest rate charged for a loan by one 
bank to another. The fed funds rate is the short - term interest rate target 
set by the Federal Reserve. Note that the difference between LIBOR 
and the U.S. policy rate was roughly 0.2 percent in January of 2008, but 

 Figure 7.1 3 - Month LIBOR vs. Fed Funds Rate
  Source:  Federal Reserve, Bloomberg.
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jumped to over 2 percent in October of 2008. In other words, U.S. banks 
demanded to be paid 10 times more to lend to other banks in October 
of 2008 than in January of 2008! 

 Why does this risk aversion among banks matter for the rest of the 
economy? First, if banks have to pay high interest rates to borrow from 
each other, they will probably charge even higher rates to companies 
seeking loans. This means some companies will cut back employment 
or production because they cannot obtain suffi cient fi nancing for their 
inventories or payrolls. Second, the rates on many credit cards and adjust-
able mortgages are pegged to LIBOR, so a higher LIBOR will translate 
into higher rates for consumers and homeowners. This means that more 
individuals will default on their credit cards or mortgages. Third, some 
banks and money market funds may need a lot of cash quickly to meet 
substantial withdrawals by customers. If they cannot borrow enough 
money in enough time to meet withdrawal requests, they may fail.   

 To encourage lending between banks and from banks to custom-
ers, the Federal Reserve has pursued its traditional strategy of cutting 
short - term interest rates. After bringing those rates down to zero by the 
end of 2008, the Federal Reserve went far beyond its traditional role by 
purchasing MBS in the open market, lending Treasury securities to a 
broad range of fi nancial institutions, and purchasing commercial paper 
from industrial companies as well as money market funds. This chapter 
will outline the positive impact of these unprecedented steps by the 
Federal Reserve, and will then discuss the potential adverse implica-
tions for the Fed ’ s ability to head off infl ation in the future. 

 At the same time, the FDIC has guaranteed 100 percent of most 
debt issued by banks, thrifts, and their holding companies — originally 
in order to facilitate the refi nancing of over  $ 1 trillion in unsecured 
bank debt maturing before June 30, 2009.  3   This chapter will argue that 
the depth and breadth of these guarantees undermines the market dis-
cipline usually exerted by sophisticated investors on banks.  

  Cutting Short - Term Rates, but Worrying 
about Long - Term Infl ation 

 When the economy slows down, the standard response of the Federal 
Reserve is to reduce short - term interest rates. Cutting interest rates 
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usually stimulates the economy by increasing demand for loans from 
fi rms due to the lower costs of doing business. Lower rates also stimu-
late the economy by increasing consumer demand through the reduced 
cost of borrowing on credit cards and home mortgages. This is exactly 
what the Federal Reserve has done since September 2007, when it 
began to reduce its target rate for federal funds. The federal funds rate is 
the one used by banks when they lend or borrow excess reserves to or 
from each other on an overnight basis. Step by step, the Fed reduced its 
target rate to reach a range of 0 – 0.25 percent at the end of December, 
2008, so further cuts in short - term interest rates are no longer possible. 
Table  7.1  shows the progression of the Fed ’ s cuts in its target rate from 
the fall of 2007 through the end of 2008.   

  Cutting Interest Rates Has Its Limits 

 The Fed ’ s cutting of short - term rates has not spurred economic growth 
in 2008 and 2009 because interest rates are not the main factors con-
straining short - term lending in this recession. As mentioned already, banks 
have not been lending because they fear defaults from even the largest 
borrowers and want to preserve their liquidity to deal with emergencies. 

 Table 7.1 Federal Funds Rates 
     Change (Basis Points)   

     Date      Increase      Decrease      Level (percent)   

    2008              
    December 16     …     75 – 100    0 – 0.25  
    October 29     …     50    1  
    October 8     …     50    1.5  
    April 30     …     25    2.00  
    March 18     …     75    2.25  
    January 30     …     50    3.00  
    January 22     …     75    3.50  

    2007              
    December 11     …     25    4.25  
    October 31     …     25    4.50  
    September 18     …     50    4.75  

   Source:     www.federalreserve.gov/fomc/fundsrate.htm .  
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The prevailing mindset was, if Lehman failed, which institution will be 
next? Banks also have been husbanding their cash to cover mounting 
losses on existing loans and MBS already in their portfolios. 

 By reducing its target rate, the Fed can bring down short - term 
interest rates in the United States. However, the Fed normally has 
much less infl uence over long - term interest rates, which are critical to 
the mortgage market. To help decrease long - term mortgage rates, the 
Fed announced that it would purchase up to  $ 1.45 trillion of outstand-
ing bonds and MBS from Fannie Mae and Freddie Mac during 2009.  4   
As a result, the rates on 30 - year mortgages initially dropped below 
5 percent, though they rose back above 5 percent in June of 2009. This 
initial drop in long - term rates allowed many homeowners to refi nance 
their mortgages and make lower monthly payments. 

 As the recession lingers, despite interest rates close to zero, the Fed 
is legitimately concerned about the threat of defl ation. Defl ation means 
a widespread decline in prices — usually refl ected in the consumer price 
index — that can build a downward momentum. Defl ation typically 
occurs when there is a collapse in aggregate demand that is so severe 
that fi rms must cut prices to fi nd buyers. As buyers see prices dropping 
across the board, they delay spending in the expectation that prices will 
drop further if they delay. The Fed has been trying to prevent defl ation 
during this crisis by taking extraordinary actions (called quantitative 
easing). In addition to buying mortgage - related bonds, as mentioned 
earlier, the Fed announced that it would buy  $ 300 billion in long - term 
U.S. Treasuries in order to reduce long - term interest rates.  5   

 Why is the Fed so concerned about having a recession together 
with price defl ation? These situations pose two serious risks, as elabo-
rated by Fed Chairman Ben Bernanke:   

 First, when the nominal interest rate has been reduced to zero, 
the  real  interest rate paid by the borrowers equals the expected 
rate of defl ation  . . .  In a period of suffi ciently severe defl ation, 
the real cost of borrowing becomes prohibitive. Capital invest-
ment, purchases of new homes, and other types of spending 
decline accordingly, worsening the economic downturn.  6     

 Second, when prices are falling because of defl ation, households and 
fi rms with existing debt must repay the principal in dollars of increasing 
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value. (This is just the opposite effect of infl ation, when existing debtors 
can repay principal with ever - cheaper dollars.) If defl ation occurs in the 
United States, existing debtors will default more often as they scramble 
to repay principal with more expensive dollars. Consequently, defl ation 
would put more pressure on an already fragile U.S. banking system.  

  Investors Are Concerned about Infl ation 

 Although defl ation is a threat in the short term, in the long term a 
greater concern is run - away infl ation. This concern is based mainly 
on the stubbornly high levels of budget defi cits in the United States, 
together with the ballooning of the Fed ’ s balance sheet discussed below. 
In 2008 – 2009, the federal budget defi cit was about  $ 1.6 trillion, over 
11 percent of gross domestic product (GDP).  7   This is the largest budget 
defi cit in the United States since World War II by a huge margin — the 
second largest budget defi cit was 6 percent of GDP in the 1983 when it 
was only  $ 442 billion in infl ation adjusted dollars. Despite the best inten-
tions of the Obama Administration, defi cits are likely to be in the range 
of  $ 1 trillion each year over the next decade, according to an independ-
ent analysis by the Brookings Institution.  8   The Obama Administration 
will try to raise the top tax rate on income from 35 percent to 39.6 per-
cent for those with annual incomes of  $ 250,000 or higher. But these 
revenue gains from the top earners are substantially less than the Obama 
Administration ’ s continuation of the Bush tax cuts for middle and lower -
 income families.  9   

 At present, infl ationary forces are on hold in the United States 
because of the weak economy and lower energy prices. In addition, 
foreign investors have been fl ocking to U.S. Treasuries as a safe haven. 
However, these factors are likely to change as the economy picks up 
steam through the stimulus package, and foreign investors focus on the 
infl ationary implications of huge U.S. budget defi cits. Foreign investors 
will demand much higher rates on long - term Treasuries if they fear 
that the value of the U.S. dollar will decline because the U.S. govern-
ment intends to print money to cover its huge defi cits. 

 For instance, on March 13, 2009, Chinese Premier Wen Jiabao 
expressed concern about the safety of China ’ s huge holdings of U.S. 
Treasuries, which was widely interpreted as concern about rising 
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U.S. budget defi cits leading to infl ation and a weaker dollar.  10   Responding 
to a question after a speech at Peking University, Treasury Secretary 
Geithner tried to assure the audience that  “ Chinese assets are very safe ”  in 
the U.S. His assurances were greeted with loud laughter from the crowd.  11   
When Richard Fisher, President of the Federal Reserve of Dallas, went 
to China in the spring of 2009, he was asked repeatedly why the Fed 
was buying back long - term Treasury debt:  “ senior offi cials of the Chinese 
government grill[ed] me about whether or not we are going to monetize 
the actions of our legislature. ”   12   The  offi cials were worried that the Fed 
would use its monetary powers to buy U.S. public debt created by large 
budget defi cits in Congress. 

  Given these concerns, the Federal Reserve needs to make 
sure that it does not destabilize future expectations about infl a-
tion by rigidly sticking with low interest rates.  Columbia Professor 
Frederic Mishkin, a former governor of the Federal Reserve, wrote:  “ It 
needs to communicate that it will be fl exible in the opposite direction 
by raising rates quickly if there is a rapid recovery in fi nancial markets, 
or if there is an upward shift in projections for future infl ation. ”   13    

  The Fed Should Adopt an Infl ation Target 

 How can the Federal Reserve demonstrate that it will reverse directions 
by raising interest rates promptly after the threat of infl ation material-
izes? By adopting an infl ation target — an express policy to raise inter-
est rates if core infl ation (excluding food, energy, and seasonal factors) 
exceeds a specifi ed percentage for a specifi ed time period. This subject 
has been extensively debated by economists.  14   The opponents of infl a-
tion targets emphasize that the Fed ’ s mandate includes two goals: keep-
ing prices stable and maximizing employment. They worry because an 
infl ation target might lead the Fed to raise interest rates to promote 
price stability at a time when unemployment is high. On the other hand, 
Canada, England, and Sweden have adopted infl ation targets, which have 
effectively anchored expectations about infl ation. In addition, supporters 
of infl ation targets argue that the Fed ’ s primary mission is to maintain 
price stability, with maximizing employment as a secondary goal. 

  In my opinion, the Fed should adopt an infl ation target, 
expressed in terms of a range to permit the Fed a degree of 
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fl exibility. And the Fed should move quickly because it is 
much easier politically to adopt an infl ation target when rates 
are being lowered than when they are being raised.  Although 
the Fed recently started to publish a longer term economic forecast, 
 considered to be an informal constraint on infl ation, its formal adoption 
would help defuse the concerns of foreign investors about the future 
of the U.S. dollar. Also, the adoption of an infl ation target would help 
the Fed educate Congress and the American public about the rationale 
for its interest - rate decisions. For instance, the Fed could explain today ’ s 
zero interest rates by pointing to today ’ s very low rate of price infl ation. 
Then, when infl ation rears its ugly head, the Fed could explain that it is 
raising rates because consumer price increases exceed its infl ation target. 

 Even if the Fed has an articulate rationale and the political will to 
raise interest rates, it needs suffi cient tools to accomplish the goal. The 
Fed has fl ooded the fi nancial system with dollars in a noble effort to 
expand liquidity and revive the economy. When price infl ation becomes 
a serious threat, the Fed should be in a position to promptly drain a huge 
amount of dollars from the U.S. economy. As the economy improves, 
many of the Fed ’ s short - term lending programs should naturally wind 
down. In addition, the Fed normally sells the Treasury securities in its 
portfolio to drain dollars from the fi nancial system. 

 However, as explained later in this chapter, U.S. Treasuries com-
prised only 30 percent of the Fed ’ s  $ 2.1 trillion portfolio as of June 10, 
2009. In helping to implement the bank bailout, the Fed has promised 
longer - term loans to partnerships to purchase troubled assets, and it has 
guaranteed against losses almost  $ 400 billion in troubled assets. The Fed 
is also making from  $ 200 billion to  $ 1 trillion in longer - term loans 
to fi nance the purchase of newly issued asset - backed securities. These 
longer - term loans and asset guarantees cannot be easily withdrawn or 
sold to drain dollars from the economy. 

 To create an additional tool to infl uence the economy, the Fed should 
focus on the interest rate it pays on bank reserves maintained at the 
central bank. In the fall of 2008, Congress for the fi rst time allowed 
the Fed to pay interest on such bank reserves, which have rapidly built 
up from  $ 3 billion to close to  $ 800 billion by June of 2009. This build - up 
of bank reserves has decreased funds currently available for lending by 
banks, which can earn a reasonable risk - free rate by maintaining large 
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reserves at the Fed. On the other hand, if the economy starts to take off, 
these reserves can be easily withdrawn by banks to make loans, thereby 
fueling infl ation.  Accordingly, the Fed should pay a very low rate 
on bank reserves in the present environment to encourage more 
lending. Later, as Chairman Bernanke recognizes, when price 
infl ation becomes a threat, the Fed should hike the rate it pays 
on bank reserves to draw dollars out of circulation.    

  The Fed Vastly Expands Its Lending Programs 

 Traditionally, the Federal Reserve has allowed member banks to borrow 
money from its discount window on an overnight basis. This borrow-
ing facility was only utilized by banks when they were in serious fi nan-
cial trouble, and they were required to collateralize the borrowing with 
U.S. Treasuries or other government agency bonds. However, when the 
short - term borrowing market began to falter in late 2007, the Federal 
Reserve expanded its borrowing programs and removed the histori-
cal stigma associated with borrowing from the discount window. In 
addition, the Federal Reserve introduced new programs to buy com-
mercial paper from industrial companies, fi nance the purchase of asset -
 backed securities and make dollar loans to foreign central banks. These 
expanded and new programs have been critical in keeping the U.S. 
economy afl oat, given the sharp contraction in private - sector lending 
during 2008 and 2009. 

  Outline of the Fed ’ s New Lending Programs 

 Table  7.2  outlines the new programs implemented by the Federal 
Reserve. In December of 2007, it started a facility to allow depository 
institutions to borrow monies from the Federal Reserve for a longer 
term and with a broader range of collateral than the normal require-
ments for the discount window.  15   On March 11, 2008, the Federal 
Reserve initiated another facility for primary dealers — the small group 
of big brokers and banks that help the Fed implement monetary 
 policy — to exchange liquid Treasury bonds for illiquid MBS with an 
investment - grade credit rating.  16     
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164 t o o  b i g  t o  s a v e ?

 On March 17, 2008, just after the fall of Bear Stearns, the Federal 
Reserve started to provide cash advances to primary dealers.  17   This was 
the fi rst time in history that the Federal Reserve had loaned cash to 
institutions other than commercial banks. The CEO of Bear Stearns, 
Jimmy Cayne, was livid because the Federal Reserve waited to make 
this historic move until  after  Bear Stearns went down. Cayne berated 
the then president of the Federal Reserve Bank of New York, who did 
not believe Bear Stearns was suffi ciently creditworthy to borrow cash 
from the Federal Reserve.  “ You ’ re not an elected offi cial. You ’ re a clerk. 
Believe me, you ’ re a clerk. ”   18   That clerk, Timothy Geithner, is now 
Secretary of the Treasury. 

 As banks and investors became reluctant to buy even highly rated 
commercial paper, money market funds could not easily sell such paper 
if they were faced with a fl ood of shareholder redemptions. Money 
market funds are a type of mutual fund whose investments are limited 
to highly rated commercial paper, certifi cates of deposits of banks, or 
government bonds with an average maturity of 90 days or less. To help 
money market funds meet redemption requests, the Federal Reserve 
in September of 2008 began lending to banks for the specifi c purpose 
of purchasing, from money market funds, commercial paper backed by 
assets.  19   Later in 2008, the Federal Reserve supported the establishment 
of a private - sector facility to buy, from money market funds, commer-
cial paper  not  backed by assets or certifi cates of deposits of banks. The 
Federal Reserve plans to make loans to this facility so that it can buy up 
to  $ 600 billion in eligible short - term paper from money market funds.  20   

 After the failure of Lehman Brothers, large companies like AT & T 
struggled to issue highly rated commercial paper at reasonable rates for 
a term longer than 30 days. In response, the Federal Reserve took a 
great leap forward by creating a special vehicle to purchase commercial 
paper — both unsecured and asset backed — directly from nonfi nancial 
companies. The facility has purchased only U.S. dollar - denominated 
commercial paper with the highest rating.  21   

 Similarly, after Lehman ’ s collapse, the trading market dried up for 
securities backed by consumer loans, such as auto, credit card, and 
student loans. In response, the U.S. Treasury in November of 2008 
announced the creation of a new program that will make loans on very 
attractive terms to private investors to buy securitized assets. As detailed 
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 Impact on Short - Term Lending  165

in Chapter  10 , the Treasury has provided  $ 20 billion in credit protec-
tion to the Federal Reserve to support  $ 200 billion to  $ 1 trillion in 
low - interest, nonrecourse loans to private investors to purchase new 
issues of securities backed by consumer and other loans.  22   The Fed has 
also committed to making low - interest, nonrecourse loans to partner-
ships between the Treasury and private investors to help fi nd buyers for 
up to  $ 1 trillion in toxic assets from banks. (A nonrecourse loan means 
the borrower will not be liable if the loan is not repaid). 

 In addition, the Federal Reserve actively participated in the bail-
out of several fi nancial institutions during 2008. It made a  $ 28.8 billion 
loan to a special fund set up to purchase  $ 30 billion in troubled assets 
from Bear Stearns. The Federal Reserve loaned over  $ 40 billion to a 
special vehicle to purchase AIG ’ s troubled assets. When the federal 
government agreed to guarantee  $ 301 billion in troubled assets for 
Citigroup, the New York bank was obliged to absorb the fi rst  $ 29 bil-
lion of losses but only 10 percent of the remainder. With respect to 90 
percent of the losses above the  $ 29 billion, the Treasury and the FDIC 
will together absorb  $ 15 billion, leaving the Federal Reserve with a 
potential loss exposure of over  $ 220 billion.  23   In a similar  arrangement 
with Bank of America to guarantee against losses of  $ 118 billion in 
troubled assets, the Federal Reserve could have a potential loss  exposure 
of approximately  $ 87 billion. (See Chapters  9  and  10 .) 

 Finally, the Federal Reserve committed over  $ 550 billion in cur-
rency swaps at the end of 2008 to the central banks of foreign coun-
tries to help them supply U.S. dollars to local businesses, which need to 
pay off their loans and fi nance international trade. For instance, the Fed 
made a  $ 30 billion loan to each of the central banks of Brazil, Mexico, 
Korea, and Singapore. 

 The Fed ’ s efforts to revive the short - term lending markets have 
been very helpful, though there is more to be done. The demand for 
commercial paper maturing in over 30 days has been rising, and the 
3 - month LIBOR has been declining as banks lend more to each other.  24   
However, we are a long way from normal markets for short - term 
lending. As explained by Mervyn King, the Governor of the Bank of 
England:  “ But the age of innocence — when banks lent to each other 
unsecured for three months or longer only at a slight premium to 
expected policy rates — will not quickly, if ever, return. ”   25    
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166 t o o  b i g  t o  s a v e ?

  Has the Fed Compromised Its Independence? 

 All these programs have substantially increased the size of the Federal 
Reserve ’ s balance sheet and its exposure to losses. The size of the Fed ’ s 
balance sheet has ballooned from  $ 859 billion in October, 2007 to  $ 2.1 
trillion on June 10, 2009. In October of 2007, over 90 percent of the 
Fed ’ s portfolio was comprised of U.S. Treasury securities. As of June 10, 
2009, U.S. Treasury securities comprised only 30 percent of the Fed ’ s 
portfolio, which was now crammed with commercial paper, MBS, and 
other debt obtained through the facilities described earlier.  26   (These 
percentages do not include most of the Fed ’ s guarantee of troubled 
assets in government bailouts, already outlined.) 

 The Fed ’ s programs for buying and lending against corporate 
assets pose the risk of substantial credit losses, though so far the Fed 
has  generally profi ted from its risky assets. The Fed has bought large 
amounts of commercial paper and fi nanced purchases of asset - backed 
securities issued by private entities. Moreover, by participating in the 
bailouts of Bear Stearns, AIG, Citigroup, and Bank of America, the Fed-
eral Reserve has gained considerable exposure to truly troubled assets, 
such as commercial real estate holdings and credit default swaps. 

 The Fed ’ s main job is to set and implement monetary policy: 
This job requires an independent agency. If the Fed incurs signifi cant 
losses due to its large exposures to troubled assets, it would become 
subject to political criticism and might seek budget support from the 
U.S. Treasury.  27   If the Fed becomes vulnerable to political infl uences, it 
might not be able or willing to raise interest rates when economically 
necessary but politically unpopular. 

 By contrast, the Treasury is an integral part of the administration 
currently in power; it should be the main vehicle to set and implement 
fi scal policy. Charles Plosser, President of the Federal Reserve Bank of 
Philadelphia, has opposed the Fed ’ s fi nancing of toxic assets as crossing 
the line between its traditional role in implementing monetary policy and 
its unprecedented actions in supporting the government ’ s fi scal policy: 
 “ We need to draw a bright line once again between monetary and fi scal 
policy. The recent crisis has muddied that separation considerably and we 
must restore it. The Fed must not be seen by the public or the Congress 
as a piggy bank that can substitute for diffi cult policy decisions. ”   28   
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 Impact on Short - Term Lending  167

  To protect the independence of the Fed, it should insist 
that the Treasury fi nance the purchase of corporate assets and 
provide loss guarantees for troubled assets in bailouts of fi nan-
cial institutions . Bailouts are complex political decisions by the 
President and executive branch, so the burden of these decisions should 
be borne by the U.S. Treasury rather than the Federal Reserve. If the 
Fed is the only available source of emergency loans in a fi nancial bail-
out, these loans should be transferred to the executive branch as soon 
as practical. The Treasury has made a vague promise to acquire or other-
wise remove from the Fed ’ s balance sheet the toxic assets it acquires. 
However, this promise is open - ended and conditional —  “ in the long 
term and as authorities permit . . .  ”   29   Moreover, the Treasury is trying to 
link the bailout decisions of the executive branch more closely to the 
emergency lending powers of the Fed by requiring it to obtain advance 
approval from the Treasury before exercising any of these powers.  30   

 The Fed ’ s active participation in the bank bailout also raises funda-
mental questions about the role of Congress in controlling  expenditures 
by federal agencies. Congress has appropriated  $ 700 billion for the bank 
bailout, most of which has already been spent. To avoid going back to 
Congress for more monies, the Treasury has been relying heavily on the 
lending capacity of the Fed. As mentioned earlier, the Treasury  provided 
 $ 100 billion in credit support so the Fed could loan up to  $ 1 trillion 
to private investors to buy asset - backed securities. Similarly, the Treasury 
guaranteed only a small portion of Citigroup ’ s troubled assets; most of 
those assets were guaranteed against loss by the Fed.  The Fed’s  maximum 
potential exposure to the fi nancial bailout exceeded  $ 7.3  trillion at 
the end of March 2009, although its actual exposure was almost $1.8 
trillion.  31   As shown in Table  7.3 , this  $ 7.3 trillion included the Fed ’ s 
commitments to purchase assets and make loans to various programs 
described in this chapter, as well as its guarantees of troubled assets.   

 So far Congress has implicitly acquiesced to the Treasury ’ s avoid-
ance strategy despite receiving relatively little information about the 
details of the Fed ’ s involvement in the fi nancial bailout. However, on 
two nonbinding resolutions, large majorities in the U.S. Senate have 
called on the Fed to release more information on its emergency loans, 
and so has one lower court.  32   In the U.S. House of Representatives, 208 
Congressmen have co - sponsored a bill removing long - standing limits 
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168 t o o  b i g  t o  s a v e ?

 Table 7.3 Maximum and Actual Exposure of Federal Reserve to the Finan-
cial Bailout ($Bn) 

Maximum Actual

As of March 25, 2009 Exposurea Exposureb

1. Depository Institutions and Primary Dealers
  Term Securities Lending Facility (TSLF) 250.00 88.50
  Term Auction Facility (TAF) 900.00 468.00
  Primary dealer credit 94.00 20.00
2. Money Market Funds
   Asset-Backed Commercial Paper Liquidity Facility 

(AMLF)
24.00 7.00

Money Market Investor Fund Facility (MMIFF) 540.00c 0.00
3. Non-Recourse Loans to Buy Securities
  Term Asset Backed Loan Facility (TALF) 1,000.00d 5.00
  Commercial Paper Funding Facility (CPFF) 1,800.00e 241.00
4. Commitments to Buy Long-Term
  Fannie-Freddie securities and MBS 1,450.00f 286.60
  US Treasuries 300.00f 7.50g

5. Bailout of Institutions
  AIG loans 60.00 43.10
  Maiden Lane I (Bear Stearns) 27.00h 26.20
  Maiden Lane II (AIG) 20.00h 18.40
  Maiden Lane III (AIG) 27.00h 27.00
  Citigroup guarantee of troubled assets 220.40 220.40i

  Bank of America guarantee of troubled assets 87.40 0.00j

6. Currency Swaps with Foreign Central Banks 554.00k 328.00
Fed Total ($Bn) 7,353.80 1,786.70

a Unless denoted otherwise, all fi gures in this column are based upon FDIC “Supervisory Insights” (Summer 2009). 
These fi gures represent the maximum potential exposure that could be taken on by the Federal Reserve, but do not 
represent the actual or probable exposures taken on by the Federal Reserve.
b Unless denoted otherwise, all fi gures in this column are based upon Federal Reserve Statistical Release H.4.1 
(March 26, 2009). These fi gures represent the actual potential exposures taken on by the Federal Reserve as of 
March 25, 2009, but do not represent the actual or probable losses that may be incurred by the Federal Reserve.
c From “Report Pursuant to Section 129 of the Emergency Economic Stabilization Act of 2008: Money Market 
Investor Funding Facility”; did not become operational as of September 2009.
d
  
Year-end balances from H.R.1; capacity from periodic report pursuant to EESA, “Update on Outstanding 

Lending Facilities Authorized by the Board Under Section 13(3) of the Federal Reserve Act,” February 25, 
2009, page 2.
e From “Report Pursuant to Section 129 of the Emergency Economic Stabilization Act of 2008: Commercial 
Paper Funding Facility.”
f Announced commitments to purchase in 2009.
g Source: Pittman and Ivry, Bloomberg.com (March 31, 2009).
h Maximum loans to partnership.
i Actual guaranteed amount.
j Unclear if guarantee issued.
k Actual balances at end of 2008.

   Source:  Federal Reserve March 26, 2009, Statistical Release H.4.1, Federal Reserve Press Releases, FDIC 
 “ Supervisory Insights ”  (Summer 2009), and  “ Financial Rescue Nears GDP as Pledges Top  $ 12.8 Trillion. ”   
  Bloomberg.com , (March 31, 2009).  

CH07.indd   168CH07.indd   168 9/24/09   2:14:26 PM9/24/09   2:14:26 PM



 Impact on Short - Term Lending  169

on audits of the Fed by the General Accounting Offi ce.  33      Because the 
Fed is vulnerable to criticism that it has assisted the Treasury 
in circumventing the legislative appropriations process, the Fed 
should disclose to Congress the details of its ongoing exposure 
to the bailout program, except to the extent that disclosures 
on a specifi c fi nancial institution would threaten that institu-
tion ’ s solvency.  By making such disclosures, the Fed could hopefully 
move Congress from implicit acquiescence to express recognition of 
the Fed ’ s large expenditures to support the bank bailout.   

   FDIC  Broadly Guarantees Borrowings of Banks 
and Holding Companies 

 As the Federal Reserve helped fi nancial institutions and industrial 
 companies sell short - term commercial paper, so too has the FDIC 
helped insured institutions, their holding companies and affi liates 
 (collectively known as  “ eligible institutions ” ) sell bonds with longer 
maturities. In October, 2008, the FDIC announced a Temporary 
Liquidity Guarantee Program for guaranteeing senior unsecured debt 
issued on or before June 30, 2009, by any eligible institution;  34   the 
issuance period was later extended to October 31, 2009. The original 
guarantee was for three years, though the FDIC intimated that it may 
extend the term to ten years.  35   The amount of the debt covered by the 
FDIC guarantee may not exceed 25 percent of the institution ’ s debt 
outstanding as of September 30, 2008. The guarantee is for 100 percent 
of the debt issued and the guarantee fee was originally .75 of 1 percent 
per year. In April, 2009 the FDIC began adding surcharges of either .25 
or .50 of 1 percent for guaranteeing debt of longer maturities issued by 
certain institutions.  36   

 The objective of this FDIC program is laudable — to facilitate the 
refi nancing of large amounts of unsecured bank debt maturing during 
2009. By the end of March 2009, the FDIC had guaranteed over  $ 300 
billion in debt under this program. However, the design fl aws of the 
program will result in excessive costs to the FDIC and perhaps the fed-
eral government. Moreover, these design fl aws have created problems of 
moral hazard, unfair competition, and covert public subsidies. 
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  100 Percent Guarantees Create Moral Hazard 

 When the federal government guarantees 100 percent of any bond 
offering, it creates what is called moral hazard. This is an economic 
term meaning that bond buyers have no incentive to conduct due 
diligence on the issuing institution or to monitor its fi nancial condi-
tion because, regardless of what happens to that institution, they will 
be repaid by the federal government. In turn, the bank issuing the debt 
does not need to take steps to improve its fi nancial situation to make its 
debt more attractive to investors because they will look to the federal 
government for repayment. 

 Of course, the FDIC already provides insurance for small bank depos-
itors because they need a safe haven for their savings and may not be in 
a good position to evaluate the bank ’ s fi nancial condition. (See Chapter 
 8 .) But this FDIC guarantee is different. It benefi ts very large investors 
who are perfectly capable of evaluating a bank ’ s condition. These large 
investors are also capable of negotiating changes in the bank ’ s policies if 
necessary to ensure the repayment of the debt. By offering a 100 percent 
guarantee, the FDIC is effectively eliminating the assistance of large inves-
tors in policing the fi nancial condition of FDIC - insured banks. 

 Moreover, these FDIC guarantees are not limited to banks or 
thrifts determined to have excess capital or those that received top 
grades in their last examination. The guarantee fee is the same regard-
less of the riskiness of the bank or thrift (though the new surcharges 
are higher for debt issued by their holding companies).  Charging the 
same insurance premium for all banks and thrifts, instead of 
a risk - based premium, is imprudent.  After seeing that the savings 
and loan crisis in the 1980s was made worse by the fact that deposit 
insurance fees were the same for all thrifts,  37   the FDIC switched to dif-
ferential insurance premiums on deposits based on the risk rating of the 
bank.  Similarly, the FDIC should take a risk - based approach to 
its guarantee fees on borrowings by banks or thrifts.  

  More critically, the FDIC guarantee should be limited to 
90 percent of the debt issued. This would provide considerable 
comfort to investors, without creating a moral hazard that is 
likely to be very costly to the FDIC.  In fact, Sheila Bair, Chair of 
the FDIC, resisted the idea of a 100 percent guarantee of unsecured 
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bank debt and proposed a 90 percent limit as a compromise. But she 
was pressured into agreeing to a 100 percent guarantee by the U.S. 
Treasury and the Federal Reserve.  38   

 By contrast, when the Obama Administration rolled out its program 
to help small business in March of 2009, it raised loan guarantee lev-
els temporarily to 90 percent under the existing loan programs of the 
Small Business Administration (SBA). These programs had previously 
provided guarantees up to 85 percent for loans at or below  $ 150,000 
and up to 75 percent for larger loans. But the Obama Administration 
concluded that 75 percent to 85 percent guarantees were not high 
enough to persuade banks to lend to small businesses given the  current 
economic conditions.  39   In the Obama Administration ’ s view, a 90 per-
cent guarantee — rather than a 100 percent guarantee — would be suf-
fi cient to persuade investors to participate in these SBA programs, 
although small businesses are generally considered riskier borrowers 
than large commercial banks.  

  The Scope of the  FDIC  Guarantee Is Too Broad 

 The FDIC has credible reasons for guaranteeing the debt issued by 
FDIC - insured banks and thrifts (S & Ls). As their insurer, the FDIC 
would not want them to fail because they could not refi nance their debt 
coming due. The FDIC should also gain considerable comfort from the 
extensive regulatory powers of federal agencies over banks and thrifts. 

 It is less clear why the FDIC guarantees should extend to hold-
ing companies of banks and thrifts, although the FDIC is now charg-
ing higher guarantee fees to holding companies than their bank or 
thrift subsidiaries. Bank holding companies do not process payments 
and  generally are not high - volume lenders. Instead, they are allowed 
to engage in a broader range of activities than banks such as real estate 
development, asset management, and venture capital. (See Figure  6.1  in 
Chapter  6  for a diagram of a bank holding company.) Bank holding 
companies are not insured by the FDIC, although they are regulated 
by the Federal Reserve, which expects them to be a source of strength 
for the underlying banks.  40   It may be more effi cient for multiple banks 
under the same bank holding company to borrow collectively through 
the holding company.  But the FDIC should make sure that the 
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monies raised by a bank holding company through selling FDIC - 
insured debt are promptly pushed down to the underlying 
banks, rather than deployed by the holding company to engage 
in nonbanking activities.  

  To assure that its special borrowing program is used for the 
benefi t of the banking system, the FDIC should also avoid guar-
anteeing debt of bank holding companies with minimal bank-
ing operations.  In September of 2008, the Federal Reserve allowed 
Goldman Sachs and Morgan Stanley to convert quickly into bank 
holding companies, so they could then meet their short - term fi nanc-
ing needs through bank deposits and loans from the Federal Reserve as 
well as commercial paper. (See Chapter  6 .) Yet in November of 2008, 
when their banks were barely operational, the parents of Goldman Sachs 
and Morgan Stanley were permitted to sell  $ 5 billion and  $ 5.75 billion, 
respectively, of FDIC - guaranteed bonds at below - market rates.  41   

  The case for guaranteeing the debt of thrift holding com-
panies is weakest. These are mainly industrial fi rms taking 
advantage of an exception from the general rule that indus-
trial fi rms may not own FDIC - insured banks.    42      Although the 
FDIC may have good reasons for guaranteeing the debt of the 
underlying thrift, there is no good reason for the FDIC to 
guarantee the bonds of an industrial fi rm that happens to be a 
thrift holding company . Yet, the FDIC has agreed to guarantee up 
to  $ 139 billion in debt for General Electric Capital, which happens to 
own an FDIC - insured thrift.  43   

 Similarly, if a life insurance company gets into fi nancial trouble 
because of its exposure to MBS, it could quickly buy a small FDIC -
 insured thrift and become a thrift holding company. Then the life insur-
ance company would be eligible for an FDIC guarantee of its newly 
issued debt. Because some life insurers have experienced large losses 
on their bond holdings, they have applied to participate in the bank 
bailout programs. The availability of an FDIC guarantee has a large 
impact on how investors value life insurers. For example, on the day 
when Lincoln National (an insurer that owns a thrift) announced it had 
withdrawn its application for an FDIC guarantee of its debt, its stock 
fell by 38 percent.  44   On the other hand, Evan Greenberg, CEO of a 
large insurer, argued against federal assistance for the insurance industry. 
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In his view, insurers are not critical to American lending, and usually do 
not  experience bank - like runs because they do not hold daily deposits.  45    
  In any event, it is irrational to allow life insurers to participate 
in the bank bailout program only if they become the parent of 
a small thrift. (This argument is elaborated in  Chapter  9 .)  

  Broad Government Guarantees Crowd Out Other Borrowers 

 Since the FDIC is now guaranteeing bonds issued by a broad swath 
of depository institutions and their holding companies, they are pay-
ing much lower interest rates than industrial fi rms with similar credit 
ratings. A good measure of this relative cost is the spread, that is, how 
much higher the interest rate is on a corporate bond than the inter-
est rate on a U.S. Treasury bond of the same maturity. For example, at 
the beginning of December, 2008, the spread over U.S. Treasuries was 
twice as high for the bonds of Oracle and AT & T than for the FDIC -
 guaranteed bonds of Morgan Stanley, which became a bank holding 
company in late September, 2008.  46   By the end of the fi rst quarter of 
2009, Morgan Stanley had already sold  $ 23 billion of FDIC - guaranteed 
bonds under this program.  47   On this amount of bonds, the difference 
in spreads means  $ 40 million per year more in interest payments for 
Oracle or AT & T than for Morgan Stanley. 

 When General Electric Capital was authorized to issue up to  $ 139 
billion in FDIC - guaranteed debt, a General Electric spokesman said 
this would allow the company to source its debt  “ competitively with 
the other fi nancial institutions eligible for [this program]. ”   48   But what 
about all the competitors to General Electric that did not own FDIC -
 insured thrifts? For instance, General Electric Capital provides leasing 
fi nancing for many of its operating companies like the one that builds 
jet engines. FDIC - guaranteed bonds would constitute  “ unfair competi-
tion ”  from the perspective of the other fi rms in the leasing business and 
manufacturers of jet engines. 

 Similarly, government - guaranteed debt of fi nancial institutions 
is crowding out other issuers of debt in Europe. In the fall of 2008, 
the three largest countries in the European Union announced large 
government programs for guaranteeing bank debt — over  $ 430 billion 
in France and England, and over  $ 540 billion in Germany.  49   Sweden 
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launched a plan to guarantee up to  $ 200 billion in bank debt, equiva-
lent to half of its GDP.  50   Even countries like Canada, where the banks 
have been quite strong, have been obliged to offer debt guarantees 
for their banks so they would not be at a competitive disadvantage to 
American and European banks.  51    

   FDIC  Should Reprice and End Its Guarantee Fees 

 The FDIC ’ s guarantee program provides a large implicit subsidy to all 
participating banks. In November, 2008, the FDIC ’ s guarantee fee was 
a uniform 75 basis points (bps), .75 of 1 percent for a three - year bond. 
At that time, the average spread on credit default swaps (CDS) to buy 
default protection for three - year bonds of the fi ve largest U.S. money 
center banks was 255bps (slightly over 2.5 percent).  52   The three - year 
CDS spread represents the cost of insuring that bank ’ s unsecured debt, as 
valued by the capital markets. The implicit government subsidy is 180bps 
(1.8 percent), the difference between the 255bps average price for default 
protection from the private market and the 75bps guarantee fee charged 
by the FDIC at the time. Even if the FDIC ’ s guarantee were 125bps 
because of surcharges, the implicit government subsidy would be 130bps 
(255bps  –  125bps). Because these fi ve money center banks sold over 
 $ 164 billion in FDIC - guaranteed debt by April, 2009, the implicit FDIC 
subsidy to these fi ve banks was between  $ 2 and  $ 3 billion per year. 

 To illustrate more concretely the size of the subsidy provided by 
the FDIC, compare the offering of Citigroup ’ s bonds with and with-
out an FDIC as of May 26, 2009. Of course, the two bond offerings 
are not exactly comparable because their maturities differ by less than 
two months. Nevertheless, the 4.75 percent difference in spreads over 
U.S. Treasuries (5.15 percent  –  0.40 percent   =   4.75 percent) between 
the two bond offerings demonstrates the enormous value of the FDIC 
guarantee for a troubled bank like Citigroup. 

         With FDIC Guarantee      Without FDIC Guarantee    53    

    Issuer    Citigroup    Citigroup  
    Maturity    April, 2012    February, 2012  
    Rate    40 bps (0.40 percent) 

 Over the 3 - year U.S. Treasury  
  515 bps (5.15 percent) 
 Over the 3 - year U.S. Treasury  
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  Accordingly, the FDIC should promptly increase its guar-
antee fee to a level closer to the market rate, with different 
rates based on the riskiness of the bank. FDIC should ter-
minate its guarantee program for bank debt by the end of 
October 2009, when the program is slated to expire.  The expi-
ration date has already been extended once, so the FDIC will have 
to resist intense political pressure to continue guaranteeing bank debt 
after October 31, 2009.  If any bank redeems its preferred stock 
from the Treasury before then, the FDIC should immediately 
prohibit that bank and all its affi liates from utilizing FDIC 
guarantees to issue their debt, and should ask that bank with 
its affi liates to repay any outstanding FDIC - guaranteed debt 
as soon as practical.  However, the 10 large banks that redeemed 
the Treasury ’ s preferred stock in June, 2009, were permitted to keep 
 outstanding their debt with the FDIC ’ s guarantee.  54   If these banks are 
healthy enough to return Treasury ’ s capital contribution, why do they 
still need a generous interest rate subsidy from the FDIC? And if these 
banks are no longer subject to the burdens of the special restrictions 
on executive compensation, why should they enjoy the lucrative 
 benefi ts of the FDIC ’ s debt guarantees? Although Morgan Stanley and 
J.P. Morgan had suffi cient capital to repay their federal preferred stock, 
they continued to rely on their FDIC - guaranteed debt with built - in 
interest subsidies of over  $ 3 billion each.  55     

  Summary 

 As the U.S. economy weakened in the summer of 2007, the Fed 
began to reduce its target rate for federal funds and continued reduc-
ing it until the end of 2008 when the target rate reached almost zero. 
Although cutting interest rates usually stimulates economic growth 
by encouraging more lending, it is unclear how effective this strategy 
has been because the main constraint on bank lending has been fear 
of loan defaults and a desire to preserve liquidity, both of which are 
not affected much by interest rates. Furthermore, the Federal Reserve 
began paying interest on bank reserves deposited at the Fed, which pro-
vided a new disincentive for banks to make loans. 
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 In the short term, defl ation is a threat in the current U.S. reces-
sion. If there is a collapse in demand, consumers and fi rms could decide 
to defer purchases in the expectation that prices will decline further. 
Defl ation would impose a substantial burden on borrowers, who would 
be forced to pay off loans with more expensive dollars, just as infl ation 
allows borrowers to pay down debt with cheaper dollars. 

 Over the next fi ve to ten years, infl ation is a more troublesome issue 
to the foreign investors who hold the majority of U.S. Treasury securi-
ties. Foreign investors are concerned that the United States will print 
a lot more dollars to fi nance its huge budget defi cits. In order to limit 
the infl ationary potential of a much larger supply of dollars, the Federal 
Reserve should announce an infl ation target (expressed as a range to 
allow a degree of fl exibility) and publicly commit to raise interest rates 
within a reasonable time after consumer prices exceed that range. 

 After the failure of Lehman Brothers in September, 2008, the 
short - term lending markets froze up. In order to provide liquidity to 
commercial banks and investment banks, the Federal Reserve initiated 
programs to allow these institutions to borrow cash or Treasuries with 
highly rated, but illiquid, securities as collateral. The Federal Reserve, 
working with money center banks, provided similar liquidity facili-
ties for highly rated commercial paper held by money market funds. In 
addition, the Federal Reserve started to buy highly rated commercial 
paper directly from industrial companies. 

 Although these programs have increased liquidity and lowered rates 
in the short - term market for commercial paper, other initiatives poten-
tially threaten the institutional independence of the Federal Reserve. It 
has made large nonrecourse, low - interest loans to private investors to 
buy newly issued asset - backed securities and toxic assets from banks. It 
has also guaranteed almost  $ 400 billion in troubled assets at the weakest 
fi nancial institutions. As a result, the central bank could become less inde-
pendent and more vulnerable to political pressure. Therefore, the Treasury 
rather than the Fed should provide loss guarantees of troubled assets. 

 In addition, the funding of these programs through an expansion of 
the Federal Reserve ’ s balance sheet arguably circumvents the legislative 
process. Congress has so far appropriated only  $ 700 billion for the fi nan-
cial bailout, but the Fed ’ s total potential exposure to the fi nancial bail-
out was approximately  $ 7.3 trillion in March, 2009. To make sure that 
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Congress does not later object to its new programs, the Fed should peri-
odically provide Congress with a detailed report on all loans, guarantees, 
and other expenditures relating to the fi nancial bailout. 

 To help the refi nancing of debt with a term longer than commer-
cial paper, the FDIC has established a program to guarantee most debt 
issued on or before October 31, 2009 by depository institutions and 
their holding companies until mid - 2012. The guarantee extends for up 
to three years, and covers 100 percent of the debt issued by any eligible 
institution; the fee schedule is the same regardless of the fi nancial situ-
ation of such institution. By April, 2009, the FDIC had already guaran-
teed over  $ 300 billion in debt issued by a broad range of banks, bank 
holding companies, and thrift holding companies. 

 This FDIC program has three glaring defects. First, the 100 percent 
guarantee creates a moral hazard, that is, large investors who buy the 
debt have no incentive to scrutinize the fi nancial situation of the issuing 
institution, because they will be repaid by the FDIC even if the bank 
becomes insolvent. Second, the FDIC has gone far beyond protecting 
the special functions of banks by guaranteeing the debt of bank holding 
companies lacking fully operational banks and thrift holding companies 
engaged in industrial activities. Third, the broad swath of FDIC - guaranteed 
debt has given many thrift holding companies an unfair competitive 
advantage over industrial fi rms that do not happen to own a thrift. 

 To remedy these defi cits, the FDIC should limit its guarantee to 
90 percent of the debt of banks and thrifts. It should not guarantee the 
debt of any bank or thrift holding company unless the consolidated 
group is primarily engaged in banking, and it should charge differential 
fees based on the fi nancial situation of the institution. 

 The FDIC ’ s guarantee program provides a signifi cant govern-
ment subsidy to the participating fi nancial institution. Although banks 
will lobby to extend this program, the FDIC should terminate its pro-
gram for guaranteeing bank debt as scheduled by the end of October 
2009. Before then, the FDIC should not guarantee the debt issued by 
any bank or affi liate that redeems its preferred stock from the Treasury. 
Finally, the FDIC should promptly increase its guarantee fees to a level 
closer to market rates.                   
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Chapter 8

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                        Insuring Deposits and 
Money Market Funds          

 B ank deposits and money market funds are normally considered 
safe havens for American investors. However, even these safe 
havens were heavily impacted by the fi nancial crisis. In 2008, 

the FDIC closed 25 banks including Washington Mutual, a large mort-
gage lender on the West Coast, which was closed at the end of Septem-
ber. To help Americans  “ maintain confi dence in the banking system, ”   1   
Congress increased the limit on deposit insurance for all bank accounts 
to  $ 250,000 from October 3, 2008 until the end of 2009. This period 
was later extended through the end of 2013. 

 In September 2008, the U.S. Treasury also launched for the fi rst time 
an insurance program for money market funds, which was authorized 
to run for one year.  2   The Treasury was responding to the plight of the 
Reserve Fund, one of the oldest money market funds in the United 
States, which experienced large redemptions because of its large losses on 
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the commercial paper of Lehman Brothers. More broadly, the problems 
of the Reserve Fund scared some investors into moving their monies to 
U.S. Treasury bills and funds holding only U.S. government securities. 

 This chapter will explain why the temporary increase to  $ 250,000 
on bank deposit insurance should not be continued past 2013, despite a 
predictable lobbying effort by depository institutions to make the new 
limit permanent. This increase will not help resolve the fi nancial cri-
sis; rather, it will raise the cost of bank failures by reducing the mar-
ket discipline of weak banks. Similarly, the Treasury ’ s insurance program 
for money market funds should not be extended beyond its scheduled 
expiration date on September 18, 2009 .  There are better ways to deal 
with potential redemptions from money market funds, which would 
allow them to pay higher rates to savers at relatively low risk levels.  

  How FDIC Insurance Works for Bank Deposits 

 Let ’ s begin by understanding the operation of FDIC deposit insurance, 
which applies to deposits at thrifts (S & Ls) as well as banks. Suppose 
you have a family of four with a husband, a wife, a son, and a daughter. 
Under the 2007 rules, each of them may open an account at the same 
bank and receive  $ 100,000 of FDIC insurance coverage. Each of the 
parents may also open an individual retirement account and receive an 
additional  $ 250,000 in FDIC insurance coverage under a special higher 
limit for retirement accounts. Further, the parents may open a separate 
trust account for the benefi t of each child; each of those accounts will be 
covered by  $ 100,000 in FDIC insurance. Finally, the small business of the 
parents may open a transaction account at the bank and be insured up to 
 $ 100,000.  3   

 In sum, this one family could easily obtain  $ 1.2 million in FDIC 
insurance by maintaining these nine deposit accounts in the same bank 
under the 2007 rules. Under the  “ temporary ”  higher limits between 
2009 and 2013, this total would increase to  $ 2 million for the eight bank 
accounts maintained by the family as individuals.  4   In addition, the transac-
tion account of the family business would be entitled to FDIC insurance 
 on any amount  if the bank participates in the FDIC ’ s Temporary Liquidity 
Guarantee Program. 
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  Higher Insurance Coverage Is Not Needed to 
Protect Most Depositors 

 When Congress initially established insurance on bank deposits in 
1934, it set the limit at  $ 5,000 per account —  “ high enough to provide 
adequate protection to small depositors and low enough so that large 
depositors continue to act as a form of market discipline in depository 
institutions. ”   5   That limit was raised gradually over the years until it was 
jumped up to  $ 100,000 in 1980. This last jump occurred during a period 
when banks were losing deposits because federal regulations set a ceil-
ing on the interest they could pay, which was much lower than market 
rates at the time. But that increase proved costly to the federal govern-
ment, because many savings and loan associations (S & Ls) failed during 
the late 1980s.  6   Perhaps due to the S & L experience, the  $ 100,000 limit 
for deposit insurance was maintained until October of 2008. 

 The 2008 increase in FDIC insurance limits from  $ 100,000 to 
 $ 250,000 has been justifi ed as catching up with infl ation. It is true that 
the aggregate rise in consumer prices since 1980 has been close to 150 
percent. On the other hand, the increase to  $ 100,000 in 1980 went far 
beyond what would have been justifi ed by infl ation since deposit insur-
ance began in 1934. On an infl ation - adjusted basis, the  $ 5,000 FDIC limit 
in 1934 should have risen to only  $ 30,746 in 1980.  7   (See Table  8.1 .) Using 
a consistent methodology based on the Labor Department ’ s Consumer 

Table 8.1 Actual and CPI Infl ation-Adjusted 
Increases in FDIC Insured-Deposit Limit

Year Limit
Infl ation-Adjusted 

1934 Limit

1934
1950
1966
1969
1974
1980
2008

$  5,000
$ 10,000
$ 15,000
$ 20,000
$ 40,000
$100,000
$250,000

–
$ 8,993
$12,090
$13,694
$18,395
$30,746
$80,337

Source: U.S. Department of Labor CPI Infl ation Calculator 
www.bls.gov/data/infl ation_calculator.htm.
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Price Index from the beginning of the FDIC ’ s deposit insurance program, 
the limit in 2008 should be approximately  $ 80,000 per account.   

 Nor can these increases in FDIC insurance limits be  justifi ed as nec-
essary to protect small depositors. In fact, according to an  economist at 
the Federal Reserve Bank of Cleveland writing in 2000, over 98  percent 
of nonbusiness deposit accounts in commercial banks were under the 
 $ 100,000 limit and the average balance in those accounts was below 
 $ 6,000.  8   The percentage of insured accounts and the  average account 
balance were quite similar in June, 2008 as shown by Table  8.2 .  9     

 The frequency of bank runs would also not be affected by 
 permanently raising the deposit insurance limit to  $ 250,000, because the 

Table 8.2 Statistics of Depository Institutions ( June 2008)

Average Account 
Balance ($)

Number of Accounts 
(Thousands)

Below Insured Threshold
 Depositsa  5,837 444,794
 Retirement Depositsb  9,992  21,252

 Total  6,027 466,046
Above Insured Threshold
 Depositsa 431,754  7,345
 Retirement Depositsb 449,522    35

 Total 431,839  7,380
All Accounts
 Deposits  12,756 452,139
 Retirement Deposits  10,721  21,287
 Grand Total  12,665 473,426

 % of Accounts Fully Insured
   Deposits  98%
   Retirement Deposits 100%

   Total  98%
a “Insured threshold” for deposits is $100,000. Beginning June 2006, excludes retirement acounts for 
Call Reporters. Beginning September 2006, excludes retirement accounts for Insured U.S. branches 
of foreign banks (IBA). Beginning December 2006, excludes retirement accounts for TFR 
Reporters.
b “Insured threshold” for retirement account deposits is $250,000. Beginning in June 2006, includes 
retirement accounts for Call Reporters. Beginning September 2006, includes retirement accounts for 
Insured U.S. branches of foreign banks (IBA). Beginning December 2006, includes retirement 
accounts for TFR Reporters.

Source: FDIC Statistics on Depository Institutions http://www2.fdic.gov/SDI/main4.asp.
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 $ 100,000 limit already covers 98 percent of all bank customers. These 
customers have continued access to their deposits even if their bank is 
put into receivership by the FDIC. Moreover, if an FDIC - insured bank 
did face a run by insured depositors, it could quickly access liquid funds 
by borrowing from the Federal Reserve. 

 The rationale for extending the  $ 250,000 limit until the end of 
2013 was stated by the White House:  “ This will provide  depository 
institutions with a more stable source of funding and enhanced 
ability to continue making credit available across the country. ”   10   
However, there is no proven connection between higher FDIC insur-
ance limits and increased lending by banks in the current  recession. 
When FDIC - insured banks attracted more deposits because of higher 
insurance limits, they often used the extra cash to invest in govern-
ment bonds, pay down outstanding advances, or bolster their loan 
loss reserves. 

 The protection of transaction accounts, which usually do not pay 
interest,  11   is more complex. Many small businesses use these accounts 
for payments of inventory, wages, and taxes, so these could easily exceed 
 $ 100,000 or even  $ 250,000. However, the FDIC ’ s guaranty program has 
 no limit  based on the size of the business. Therefore, IBM or Cisco could 
use a bank account for millions of dollars of transactions every day, and 
that account would be fully insured by the FDIC.  If we want to protect 
transaction accounts of small businesses, the FDIC should limit 
eligibility for its unlimited insurance of transaction accounts to 
businesses with revenues in the prior year of less than some rea-
sonable amount (e.g.,  $ 1 million).   

  Higher FDIC Insurance Limits Raise Costs and Eliminate 
Market Discipline 

 Because higher FDIC insurance limits will probably attract more sav-
ings to bank deposits, it is probable that less savings will be directed to 
other fi nancial vehicles. This means less savings, for example, to taxable 
money market funds that mainly purchase short - term commercial paper 
of American companies, or tax - free money market funds that buy mainly 
short - term paper from U.S. states or municipalities.  12   As explained later 
in this chapter, money market funds concentrate their investments in 
both types of short - term paper. 
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 But we can say, for certain, that increasing deposit insurance limits 
will raise the cost of bank failures for the FDIC. The FDIC generally 
aims to fi nance the deposit insurance program totally from fees paid by 
banks, rather than legislative appropriations, although Congress had to 
appropriate over  $ 100 billion to clean up the S & L crisis.  13   At the end of 
2008, the FDIC ’ s insurance fund was down to  $ 19 billion, and its staff 
predicted  $ 65 billion in losses over the next fi ve years. In early 2009, the 
FDIC proposed to charge banks a one - time assessment fee of 20 cents 
on every  $ 100 of domestic deposits, as well as doubling the normal pre-
mium paid by banks.  14   The combination would have meant  $ 27 billion 
in insurance fees for 2009, nine times higher than 2008.  15   

 In 2009, the small banks lobbied hard in Congress to prevent the 
FDIC from assessing the one - time fee of 20 cents on every  $ 100 of 
domestic deposits. In response, Congress authorized the FDIC to bor-
row  $ 100 billion immediately from the U.S. Treasury, and to later bor-
row another  $ 400 billion with the consent of the Federal Reserve and 
the Treasury.  16   In the same legislation, Congress extended the  $ 250,000 
FDIC insurance on deposits through 2013. In response, the FDIC 
reduced the special assessment from 20 cents to 5 cents on every  $ 100 of 
domestic deposits.  17   

 With the insurance limits at  $ 250,000 per account, the FDIC will 
lose much of the market discipline from the relatively small group of 
quite sophisticated investors who maintain large deposits at banks (just as 
the FDIC does when it guarantees 100 percent of a bank ’ s debt). These 
are the investors who would otherwise avoid weak banks and criticize their 
fi nancial condition. But if these large investors can spread their monies 
among FDIC - insured accounts at many banks, they will no longer bring to 
bear the discipline of the market. Instead, they will seek the FDIC - insured 
accounts with the highest interest rates, which are usually paid by the 
weakest banks. This is what happened during the S & L crisis and again in 
2008–2009: The weakest banks attracted large infl ows of deposits by offer-
ing high interest rates and advertising them nationally.  18   After the S & L crisis, 
bank regulators were given the authority to take  “ prompt corrective action ”  
when a bank ’ s capital fell below a specifi ed level. That action typically 
involves a program for a bank to improve its fi nancial condition over several 
months. However, weak banks fail quickly. Of the 25 FDIC - insured banks 
that failed in 2008, only one was subject to a  “ prompt corrective action. ”   19   
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 These concerns about the elimination of market discipline are espe-
cially relevant to the blanket FDIC coverage now provided to transaction 
accounts of businesses, which typically pay no interest. When FDIC insur-
ance for a transaction account was limited to  $ 100,000, the chief fi nancial 
offi cer of any business would carefully examine the fi nancial condition 
of the bank before using such an account for accepting payments and 
issuing checks. But once the FDIC coverage of these transaction 
accounts became unlimited, no business executive has any incentive to 
scrutinize the fi nancial situation of the bank. Furthermore, banks par-
ticipating in this FDIC program for unlimited insurance on transaction 
accounts pay a uniform premium, rather than a risk - rated premium.  20   In 
other words, the FDIC does not even force weaker banks to pay more 
to take advantage of unlimited governmental guarantees for transaction 
accounts. 

  For all these reasons, the FDIC should revert to its prior 
insurance limits of  $ 100,000 per deposit account after December 
31, 2013 . However, the banks will lobby heavily for making permanent 
the  $ 250,000 limit.  As a second best alternative, Congress should 
prohibit FDIC insurance without any limits for transaction 
accounts of businesses, except for truly small fi rms defi ned by 
objective criteria .  

  More Deposit Insurance Spreads Across the World 

 This trend toward higher insurance limits and blanket coverage on bank 
accounts is spreading around the world. Ireland jumped out ahead of 
the European Union by quickly announcing a blanket guarantee of all 
bank deposits. In order to prevent local deposits from moving to Ireland, 
soon afterward many of the larger European countries like England and 
Germany offered higher or blanket guarantees of deposits at their banks.  21   
This is a predictable nationalistic response, aimed at keeping local  deposits 
in local banks.  22   However, the new EU members from the former 
Communist block could not afford such generous guarantees.  23      Although 
international agreements are diffi cult to achieve, it seems feasible 
for the limited number of European countries with the Euro as 
their common currency to agree on a uniform policy on insur-
ing bank deposits. If such an agreement cannot be reached within 
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the Eurozone, there is no hope for fi nancial agreements among a 
broader range of countries.  

 Even countries in Asia that had traditionally shunned deposit insur-
ance jumped on the bandwagon. Australia and New Zealand jettisoned 
their purist stances and started insurance schemes for bank deposits.  24   
Hong Kong announced a blanket guarantee of all bank deposits to 
prevent capital from fl eeing to other Asian destinations.  25   In response, 
the chief of HSBC ’ s Asian operations called upon Asian governments 
to abandon their broad guarantees of bank deposits because they risk 
imposing a costly burden on taxpayers for what amounts to inappro-
priate assistance to weak banks.  26   

 In short, each country rushed to protect its own banks with-
out the least bit of concern for other countries — the fi nancial version 
of the destructive trade policy of beggaring thy neighbor.   

  Don ’ t Regulate Money Market 
Funds as Banks 

 A money market fund is a type of mutual fund that is similar in some 
respects to a bank deposit. Both pay income regularly, both do not typi-
cally fl uctuate in value, and both are relatively safe. But there are crucial 
differences between a money market fund and a bank deposit. Most 
importantly, a bank deposit is insured by the FDIC up to a specifi ed 
amount, whereas a money market fund is not generally insured by any 
federal agency (except for the period from September 19, 2008 thru 
September 18, 2009). Instead of being insured by the FDIC, money 
market funds are subject to strict limits on their investments, established 
by the Securities and Exchange Commission (SEC). 

 The SEC imposes three main types of restrictions on taxable money 
market funds (as opposed to tax - free money market funds). First, at least 
95 percent of the money market fund ’ s assets must be invested in the 
highest quality money market instruments, and the other 5 percent or 
less must be invested in issuers of the second highest rating.  27   Second, a 
money market fund may not invest more than 5 percent of its assets in 
any single top - rated issuer (other than the federal government), and no 
more than 1 percent of its assets in any second - rated issuer. Third, the 
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average maturity of the money market fund ’ s assets may not exceed 90 
days.  28   Because of these strict limits on their investments, together with 
certain accounting conventions, shares of money market funds usually 
maintain a net asset value (NAV) of  $ 1 per share. 

 During the 1980s, money market funds grew quickly because they 
could make distributions at the then - current high rates, while federal rules 
set a low ceiling on the interest that bank accounts could pay. Even after 
the federal regulators lifted the ceiling on interest paid by bank deposits, 
money market funds continued to grow. They offered competitive rates 
for short - term investments, as well as the transparency of daily pricing and 
the convenience of withdrawals by check. At the end of 2008, the United 
States had 784 money market funds with total assets of  $ 3.8 trillion.  29   

  What It Means to  Break the Buck  

 Money market funds must calculate and publish every day their net asset 
value or NAV (the current value of the fund ’ s portfolio divided by the 
number of shares of the fund outstanding). Money market funds gener-
ally distribute all of their net income as it is earned and use an account-
ing technique called amortized cost to maintain a constant dollar value 
for each share, rather than a fl uctuating value, as do the shares of stock 
and bond funds.  30   By adhering to its investment restrictions, distributing 
all income as received and using amortized cost, a money market fund 
will almost always be able to maintain a NAV of  $ 1 per share. 

 A money market fund must calculate its NAV using actual valua-
tions on at least a weekly basis and compare that NAV to its  $ 1 NAV 
to determine if there is a signifi cant difference. This process is called 
shadow pricing. If a money market fund were to incur losses of .5 of 
1 percent or more on its portfolio securities based on actual valuations 
rather than amortized cost, the fund would need to take prompt action 
to reinstate the NAV to  $ 1 or its NAV would be rounded down to 
99 cents per share. This is called breaking the buck. Thus, even a small 
loss —  $ 5 million on a  $ 1 billion fund — can theoretically force a money 
market fund to break the buck. Such losses could occur in the event of 
a credit default on a substantial position in one issuer held by a money 
market fund or, less likely, in the event of a severe movement in interest 
rates for a money market fund with a particularly long average maturity. 
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 The managers of money market funds are very reluctant to let a 
money market fund break the buck because its investors might rapidly 
redeem their shares of the fund. On the other hand, these managers 
are very reluctant to make prospective promises that they will always 
bail out their money market funds.  31   Under SEC rules, money market 
funds (like other mutual funds) must generally allow their sharehold-
ers to redeem their shares at the NAV set at 4 p.m. on every business 
day, and redemption proceeds must be paid within seven days.  32   For 
this reason, when a money market fund has come close to breaking the 
buck, its manager has almost always bailed it out, usually by buying at 
face value the fund ’ s investments that had incurred the loss. In 1995, for 
instance, several advisers bailed out their money market funds for losses 
they sustained on securities issued by Orange County in California.  33   
In 2007 and 2008, several managers again bought at face value ques-
tionable commercial paper from the money funds they managed.  34   

 In the early 1990s, one money market fund in Colorado actually 
did break the buck, but this incident did not lead to a general wave of 
redemptions of money market funds. Rather, there was a fl ight to quality, 
as investors fl ocked to the money market funds with the most conserva-
tive investments and the managers with the best reputations for integrity. 
In fact, the Colorado fund ’ s shareholders were mainly institutions, which 
recovered over 95 percent of their investments in the fund.  35   

 On Tuesday, September 16, 2008, the money market industry was 
shaken up when the Reserve Fund, run mainly for institutional inves-
tors, broke the buck because of losses on its holdings of Lehman bonds. 
The Reserve Fund had  $ 62.6 billion in total assets, of which  $ 785 mil-
lion was invested in Lehman bonds, or only about 1.3 percent of its 
assets.  36   The Reserve Fund was one of the oldest money market funds, 
run by a veteran manager with a previously conservative reputation. 
During the same week, however, institutions tried to redeem most of 
their monies from the Reserve Fund.  37   

 On Wednesday, September 17, 2008, the trustees of the Putnam 
Prime Money Market Fund, another institutional fund with  $ 12.3 bil-
lion in assets, suddenly voted to close the fund and distribute its  $ 12.3 
billion in assets to investors.  38   Putnam said that the Fund had no invest-
ments in the bonds of Lehman Brothers or AIG. Nevertheless, the Fund 
had experienced a wave of redemption requests. According to Putnam, 
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serious liquidity constraints on the Fund ’ s investments created the risk 
that, in selling these investments to meet redemptions, the Fund would 
realize substantial losses.  39   

 During the rest of that week, investors withdrew a record  $ 133 bil-
lion from money market funds invested in commercial paper (prime 
funds), as opposed to money market funds investing in U.S. Treasuries 
and other securities of federal agencies (government funds). These 
withdrawals constituted almost 4 percent of the money market fund 
industry, which held  $ 3.34 trillion in assets at that time.  40   Because the 
U.S. Treasury feared a run on prime funds, a few days later it offered 
an emergency federal program for insuring against losses to all money 
market funds that chose to participate. Although the program was ini-
tially launched for three months, it was later extended to September 
19, 2009.  41    

  The Insurance Program for Money Market Funds Was Limited 

 The insurance program for money market funds was narrowly designed 
to allay the fears of bankers as well as fund executives about large - scale 
transfers from bank deposits to money market funds.  42   The maximum 
amount of insurance was limited to the amount in a shareholder ’ s account 
at a money market fund at the end of the day on September 19, 2008, 
a date prior to the initiation of the insurance program. If a shareholder 
decreased the amount in his or her account at the money fund after 
September 19, 2008, the insurance coverage for that account was auto-
matically reduced to the lower amount. On the other hand, a shareholder 
could not increase insurance coverage above the September 19th amount 
by increasing the amount in his or her account at the money market fund 
or setting up new accounts at that fund.  43   

 Furthermore, the insurance would pay off only if the money mar-
ket fund actually was liquidated and the shareholders incurred losses 
in the liquidation. Most notably, the insurance would not be paid if a 
money market fund broke the buck and continued to operate. For this 
limited form of insurance for three months, a money market fund paid 
in advance to the Treasury a premium of either 1 basis point (.01 of 
1 percent) if the fund was not close to breaking the buck, or 1.5 basis 
points if the fund ’ s NAV was within .25 of 1 percent of breaking the 
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buck. Any fund that had already broken the buck was not allowed to 
participate in the insurance program.  44   

 All major mutual fund complexes agreed to participate in the 
Treasury ’ s insurance program,  45   though some did not believe that 
the program was really needed. In fact, the insurance was useful only to 
cover potential losses in high - quality commercial paper held in prime 
money market funds. There was no risk of loss in money market funds 
investing mainly in U.S. Treasuries or other debt securities of the federal 
government. Investors, led by institutions, moved their monies quickly 
to government money market funds. In the twelve months ending 
November 30, 2008, the assets in government money market funds rose 
by 150 percent to  $ 750 billion.  46   In the weeks following the failure of 
Lehman in September of 2008, close to  $ 500 billion moved from prime 
money market funds to government money market funds.  47   

 By the end of 2008, money market funds in the United States had 
climbed to  $ 3.8 trillion in assets, a 20 percent increase from the end 
of 2007, as shown by Table  8.3 .  48   The assets of money market funds 
exceeded those of stock funds in the United States for the fi rst time 
in many years.  49   Although the shift from stock funds to money market 
funds may have been partly attributable to the federal insurance pro-
gram, a more critical factor was probably the enormous drop in stock 
prices during 2008. In fact, the majority of money market funds did 
not renew their federal insurance before April 30, 2009, without any 
signifi cant shareholder response.  50     

  The Treasury ’ s insurance program for money market funds 
should expire as scheduled on September 18, 2009, and should 
 not  be established on a permanent basis for several reasons. 
First, it is unclear how important federal insurance was to 
money market fund investors.  The federal insurance did not cover 
any new shareholders in a money market fund after September 19, 
2008 or any existing shareholders to the extent they increased the size 
of their money market accounts after September 19, 2009. Yet share-
holders made initial investments in money market funds, or increased 
their account size, after September 19, 2009. Furthermore, as men-
tioned earlier, shareholders did not redeem money market funds that 
let their federal insurance lapse in the spring of 2009. 
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  Second, the federal insurance applied only if the money mar-
ket fund was liquidated and its shareholders lost money.  Most 
money market funds have not come close to breaking a buck and, in those 
rare instances in which a fund broke the buck, it almost always was rescued 

Table 8.3 Money Market Funds’ Assets and Net New Cash Flows

All Money Market Funds

Total Net Assets

Year Total Government Non-Government Tax-Exempt

1996 $  901,807 $  217,912 $  544,077 $139,818
1997 1,058,886   244,978   653,105  160,803
1998 1,351,678   302,792   860,375  188,512
1999 1,613,146   325,911 1,082,820  204,415
2000 1,845,248   352,468 1,254,748  238,033
2001 2,285,310   437,235 1,575,676  272,399
2002 2,271,956   447,673 1,549,500  274,784
2003 2,052,003   403,535 1,360,095  288,373
2004 1,913,193   372,440 1,230,407  310,346
2005 2,040,537   382,493 1,324,046  333,998
2006 2,338,451   405,822 1,566,225  366,404
2007 3,085,760   726,084 1,894,602  465,075
2008 3,832,244 1,450,340 1,890,444  491,460

Net New Cash Flow (millions of dollars, annual)

1996 $  89,422 $ 20,759 $  58,427 $10,236
1997   103,466  18,513    69,533  15,420
1998   235,457  43,155   169,346  22,956
1999   193,681    8,680   174,146  10,855
2000   159,365  16,510   116,339  26,515
2001   375,291  81,623   267,447  26,221
2002   �46,451 �4,586   �57,601  15,735
2003 �258,401 �51,508 �216,211   9,318
2004 �156,593 �36,481 �138,429   18,318
2005     63,147   10,305    32,607   20,234
2006   245,236   16,286   203,959   24,990
2007   654,476  309,431   261,224   83,821
2008   636,832  691,800  �69,048   14,078

Note: Data for funds that invest primarly in other mutual funds were excluded from the series. 
Components may not add to the total because of rounding.

Source: Investment Company Institute 2009 Investment Company Fact Book, Tables 37 and 38.
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by its manager. The three instances in which the manager did not  rescue 
its money market fund involved funds that were dominated by institu-
tional investors, who should be able to fend for themselves without federal 
insurance. 

  Third, the SEC almost certainly will adopt stricter rules for 
money market funds .  51   As will be described later, the new rules will 
reduce the average maturity of all money market funds, prohibit these 
funds from investing in second - tier commercial paper, and increase the 
liquidity buffers of the funds. As a result of these new restrictions, chances 
of a money market fund breaking a buck will become even lower.  

  Money Market Funds at Zero Yields 

 Unfortunately, the yields on government money market funds dropped 
to almost nothing when the Federal Reserve reduced its target rate to 
close to zero. For example, the average monthly return for Treasury 
money market funds was .013 percent at the end of 2008, as compared 
to over 2 percent in 2007.  52   As Treasury bills matured after December 
2008, their yields dropped further, and the total returns for government 
money market funds came close to zero; they did not drop below zero 
only because their managers absorbed most of their expenses. At the 
beginning of 2009, a number of well - known managers (e.g., Fidelity, 
Schwab, and Vanguard) stopped accepting new investors into their gov-
ernment money market funds.  53   

 Let ’ s consider the implications of a zero policy rate for a retail 
money market fund holding 30 - day U.S. Treasury bills with a gross 
yield before expenses of 10 basis points (10/100 of 1 percent). The 
manager of a retail money market fund on average charges 35 basis 
points to manage the fund. In addition, the fund has other expenses —
 custodial, audit, and registration fees, as well as check writing, reporting, 
and other service expenses — that usually cost another 15 basis points. 
So the total expenses of a retail money market fund could easily be 50 
basis points (35 for management and 15 for other expenses). 

 Even if the manager waives its management fee, the fund will 
still have 15 basis points of expenses with only 10 basis points of 
gross yield. In other words, in order to attain a zero rate of return for 
the money market fund, the manager will not only have to waive its 
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management fee but also will have to subsidize 5 basis points of expenses 
(15 basis points of other expenses minus a gross yield of 10 basis points on 
30 - day U.S. Treasury bills). In a government money market fund with  $ 10 
billion in assets, this means that the manager is paying fund shareholders 
 $ 5 million per year for the privilege of running the fund for free.  

  Money Market Funds Need Tighter  SEC  Restrictions 

 The Group of 30, a nonprofi t association of fi nancial experts from 
around the world, has proposed that all money market funds should 
become  “ special - purpose ”  banks.  “ If money - market funds provide 
bank - like services, then they should be organized like banks, ”  said 
the executive director of the Group of 30.  54   In their view, money mar-
ket funds should be subject to similar capital and reserve requirements 
as banks; and like banks, money market funds should be insured by 
the FDIC.  55   

  With all due respect to the Group of 30, money market 
funds should not be regulated like banks. Instead, the federal 
government should try to preserve competition by offer-
ing savers different types of vehicles for short - term investing . 
Money market funds promote competition by offering savers higher 
interest rates for certain maturities in certain economic environments. 
For example, a taxable money market fund could pay an annualized 
interest rate of 3 percent, when monies kept in various types of savings 
accounts with limited or no checking could pay 1 percent or 2 per-
cent interest. Indeed, on a nightly basis, many banks sweep excess cash 
from low - interest transaction accounts to higher paying money market 
funds. Investors, provided they receive fair disclosure of the risk, may 
well prefer to incur the remote risk of breaking the buck in order to 
realize that higher return. 

 Tax - exempt money market funds provide a unique way for savers to 
receive interest income that is exempt from income taxes at the federal, 
state, and city levels. In places like New York or California, these dou-
ble or triple tax - free funds are especially attractive to investors. By con-
trast, bank deposits cannot offer tax - exempt income to investors because 
bank deposits do not pass through the tax - exempt feature of any of 
the bank ’ s own portfolio holdings. To obtain tax - exempt income in a 
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bank context, a saver would have to establish a trust or other investment 
account to invest in municipal bonds. 

 In their current form, money market funds are important suppli-
ers of short - term capital to both companies and local governments in 
the U.S., as shown by Table  8.4 . At the end of 2007, mutual funds held 
47 percent of the U.S. commercial paper market, the largest share of 
this corporate borrowing market by any type of fi nancial institution. 
Mutual funds also held 32 percent of all tax - exempt debt issued by 
U.S. municipalities, a critical source of short - term fi nancing for these 
local governments.  56   Money market funds provide much more capital 
to meet these short - term needs of companies and municipalities than 
banks. Banks can invest in short, medium, and long - term bonds as well 
as real estate and commercial loans, whereas money market funds must 
hold highly liquid assets with an average maturity of 90 days or less.   

Table 8.4 Selected Money Market Instruments (December 2008)

Total Money Market Fund 
Holdings

Billions of 
Dollars

Billons of 
Dollars

Percentage 
of Total

Agency securitiesa $  1,748 $  774 44%
Commercial paper 1,599 629 39
Treasury securitiesb 2,473 591 24
Repurchase agreementsc 2,381 552 23
Certifi cates of depositd 2,192 353 16
Eurodollar depositse 1,489 132 9
Total Taxable Instruments $11,882 $3,031 26%
Total Tax-Exempt Instrumentsf 750 491 65
a Debt issued by Fannie Mae, FreddieMac, and the Federal Housing Finance Board due to mature by 
the end of December 2009: category excludes agency-backed mortgage pools.
b Marketable Treasury securities held by the public due to mature by the end of December 2009.
c Repurchase agreements with primary dealers: category includes gross overnight, continuing, and 
term agreements on Treasury, agency, mortgage-backed, and corporate securities.
d Certifi cates of deposit are large or jumbo CDs, which are issued in a amounts greater than $100,000.
e Category includes claims on foreigners for negotiable CDs and non-negotiable deposits payable in 
U.S. dollars, as reported by banks in the U.S. for those banks or those banks’ customers’ accounts. Values 
for customer accounts are for September 2008.
f Category includes VRDNs, ARSs, TOBs, and other short-term debt. Category does not include 
long-term fi xed-rate debt due to mature by the end of December 2009.

Source: Report of the Money Market Working Group to Board of Governors of the Investment 
Company Institute (Figure 2.3, p. 19).
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 If money market funds were permanently insured by the FDIC, this 
insurance would discourage large investors from bringing to bear mar-
ket discipline on these funds. In the past, large investors have looked 
carefully at the holdings and strategies of prime money market funds 
to avoid situations that would come anywhere near breaking the buck. 
Large investors also have given serious consideration to the quality and 
fi nancial soundness of the managers of these funds. If large investors 
are willing to accept lower returns in return for no risk of credit losses, 
they do not need insured money market funds; they can easily shift 
their monies to government money market funds. 

 Instead of continuing an insurance program for money market 
funds, the federal government should tighten the regulations for hold-
ings by prime funds. Under current SEC rules, a prime fund may hold 
a debt security with a maturity of slightly more than one year, and the 
fund ’ s average maturity may not exceed 90 days. These relatively loose 
maturity limits  increase  the risk of credit losses to a prime fund ’ s port-
folio, which can break the buck with only .5 of 1 percent in losses. 
 Therefore, the SEC should decrease the maturity limit for an 
individual debt security in a prime fund from over one year 
to 6 months, and decrease the average maturity for any prime 
fund from 90 to 60 days .  57      In addition, the SEC should elimi-
nate the ability of prime funds to invest 5 percent in second -
 tier - rated commercial paper.   

  Money Market Funds Should Authorize Special Measures for 
Heavy Redemptions 

 Despite those tighter maturity limits, a prime fund could still face a 
fl ood of redemption requests if investors became panicked about poten-
tial corporate bond defaults and fl ed to Treasury securities. In those 
situations, prime funds have a number of potential tools that should 
be put at their disposal.  The charters and prospectuses of prime 
funds should authorize their independent directors to suspend 
redemptions for up to fi ve business days. On a more targeted 
basis, if an institutional investor wants to redeem 10 percent or 
20 percent of a prime fund in one day, the fund should employ 
a technique called a redemption in kind . Under that technique, 
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the prime fund would not pay cash to the institutional investor because 
that would require a large sale of commercial paper in a relatively illiq-
uid market. Instead, the prime fund would transfer to the institutional 
investor a portfolio of securities representing the investor ’ s proportion-
ate share of the fund ’ s current holdings. 

  In addition, a prime fund should be authorized in its char-
ter and prospectus to borrow up to one - third of its assets to 
meet redemption requests .  58      As another backstop, a prime fund 
should obtain an SEC exemption to establish an interfund 
lending facility, which allows one fund to borrow from another 
fund within the same mutual fund complex under specifi c 
conditions.   59   

 The Investment Company Institute, the trade group for mutual 
funds, has also proposed that the SEC adopt stricter rules for liquidity 
of money market funds.  60      The SEC should adopt the Institute ’ s 
proposed requirements for:  

  Taxable money market funds (excluding Treasury funds) to meet 
certain daily liquidity standards;  
  All money market funds to meet weekly liquidity standards; and  
  All fund advisors to regularly stress test their portfolios to demon-
strate their ability to meet anticipated levels of credit risk, share-
holder redemptions, and interest - rate changes.    

 Although the Treasury supports all the aforementioned restrictions, 
it remains concerned about possible future runs and money market 
funds. Therefore, the Treasury has called for a study on  “ fundamental 
changes to address systemic risk more directly, ”  such as moving from 
a stable NAV of  $ 1 per share to a fl uctuating NAV for money mar-
ket funds.  61   However, the Investment Company Institute has opposed 
such a shift from a constant dollar NAV to a fl uctuating NAV, because 
it would obviously make money market funds less attractive to many 
investors. The Institute pointed out that in countries like France, where 
money market funds have a fl uctuating NAV, they still experienced 
heavy redemption requests during this fi nancial crisis.  62   

 In my view, it is not necessary to move from a stable  $ 1 NAV 
to a fl uctuating NAV for money market funds. After the SEC 
adopts all the tighter restrictions described earlier for money 

•

•
•
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market funds, the chances of any well - managed fund breaking 
the buck would be quite low — though not zero. Investors should 
be able to take the low risk in return for higher return in a 
money market fund as long as they are provided with prominent 
and understandable warnings that they will not be insured or 
protected if the fund breaks the buck. In addition, to deal with 
short - term liquidity problems, money market funds should (for 
an appropriate fee) be allowed to make short - term exchanges of 
their highest quality commercial paper for U.S. Treasuries at the 
Fed, as was allowed during late 2008 and early 2009. 

 Finally, during the fi rst few months of the fi nancial crisis, the SEC 
permitted money market funds to apply shadow pricing to any port-
folio security within 60 days or less of maturity by using its amortized 
cost rather than available market quotations.  63   The amortized cost of 
a debt security is its original purchase price, plus or minus a prorated 
charge applied daily until the debt security reached its face value at 
maturity.  64   Unfortunately, this permission expired on January 12, 2009. 
Although I generally support mark - to - market accounting for fi nancial 
instruments, I believe that  such shadow pricing should be allowed 
on a permanent basis for money market funds, as well as for 
other fi nancial institutions, for a high - quality debt security 
with 30 days or fewer left to maturity, subject to certain con-
ditions .  65      It makes little sense for a fund to search out market 
quotations for pricing debt securities that will most likely be 
paid back by the corporate issuer in such a short time period.    

  Summary 

 The deposits of banks have long been insured by the FDIC to provide 
a safe haven for small savers, who are not in a good position to compare 
the fi nancial conditions of competing banks. The level of FDIC insur-
ance coverage has been gradually raised to  $ 100,000. Then in October 
of 2008, Congress temporarily increased the insurance level on most 
bank deposits to  $ 250,000 until the end of 2009, and provided unlim-
ited insurance coverage for transactional accounts used by businesses. 
This  $ 250,000 limit was later extended through 2013. 
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 However, higher insurance levels are not needed to protect small 
depositors, whose average account balance falls below  $ 6,000. For the 
same reason, raising the level of FDIC insurance above  $ 100,000 will not 
affect the frequency of runs on banks. Even in that event, FDIC - insured 
banks can borrow quickly from the Fed ’ s discount window to deal with 
withdrawals. There is also no evidence that raising the FDIC ’ s insurance 
limit from  $ 100,000 to  $ 250,000 has produced more lending by banks. 

 Protected by higher insurance limits, weak banks can attract more 
deposits by offering very high interest rates, leading to more costly 
bank failures. Further, higher insurance limits undermine the incentives 
of large sophisticated investors to monitor the fi nancial conditions of 
banks. Similarly, unlimited deposit insurance on transaction accounts 
allows businesses to ignore the threat of a potential insolvency of their 
main relationship banks. 

 As a result of increasing FDIC insurance on deposits from  $ 100,000 
to  $ 250,000 through 2013, the costs of bank insolvencies will rise sub-
stantially. Although the FDIC has generally tried to fi nance deposit 
insurance from fee assessments on banks, Congress had to appropriate 
over  $ 100 billion to clean up the S & L problems. In 2009, Congress 
authorized the FDIC to borrow  $ 100 billion immediately from the 
Treasury, and to borrow another  $ 400 billion if approved by the Federal 
Reserve and the Treasury. 

 Money market funds are the type of mutual fund most similar to 
bank accounts. They pay interest on short - term investments and allow 
withdrawals by check. But accounts at money market funds are gener-
ally not insured by any federal agency. Instead, they are subject to a strict 
set of SEC regulations, which allow these funds to maintain an NAV of 
 $ 1 per share in normal times. During highly abnormal times, the NAV 
of a money market fund can break the buck if it sustains losses of .5 of 1 
percent on more of its assets. 

 When one prime fund, investing primarily in commercial paper, 
broke the buck in September, 2008, many investors redeemed shares of 
that fund and similar prime funds. In response, the U.S. Treasury offered 
a limited form of insurance on the lower amount in a shareholder ’ s 
money market account on September 18, 2008, or on the actual 
account balance if the shareholder redeemed the fund ’ s shares after that 
date. Yet, despite this insurance coverage, investors transferred large sums 
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from prime funds to government money market funds. The gross yield 
on the latter was so low that they had to be subsidized by fund manag-
ers to reach a zero return for fund shareholders. 

 The federal insurance for money market funds should not be 
continued beyond September 18, 2009, when it is slated to expire. If 
money market funds were insured by the federal government, they 
would soon be regulated like banks in most respects. However, savers 
benefi t from competition between banks and different types of short -
 term investment vehicles. Moreover, money market funds are the larg-
est buyers of short - term notes from publicly traded companies and 
local governments. 

 Instead, the SEC should tighten its rules for prime funds by limiting 
the maturity of any individual security held to 6 months, and limit-
ing the average maturity of prime money funds to 60 days. The SEC 
should eliminate the ability of prime funds to invest 5 percent of their 
assets in second - tier commercial paper. The SEC should also adopt the 
Investment Company Institute ’ s proposals to bolster the liquidity of 
money market funds.    
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Part Three

                                                                                                                EVALUATING THE 
BAILOUT ACT OF 2008          

 O n May 16, 2008, in a speech to business leaders, U.S. Treasury 
Secretary Paulson gave an optimistic view of the fi nancial 
crisis:  “ But in my judgment we are closer to the end of the 

market turmoil than the beginning. Looking forward, I expect that 
fi nancial markets will be driven less by the recent turmoil and more by 
broader economic conditions and, specifi cally, by the recovery of the 
housing sector. ”   1   However, the housing sector did not recover and 
the market turmoil became much worse. 

 By mid - September, 2008, the Treasury had put Fannie Mae and 
Freddie Mac into conservatorship, rescued AIG, and let Lehman Brothers 
fail. Instead of dealing with each fi nancial emergency on an individual-
ized basis, Paulson was looking for a more systemic  solution. Federal 
Reserve Chairman Ben Bernanke put forward a  suggestion: Ask Congress 
for the money and authority to bail out the banks. Paulson responded to 
Bernanke ’ s suggestion:  “ Fine, I ’ m your partner. I ’ ll go to Congress. ”   2   

 So Paulson put together a Bailout Bill of only three pages, which 
broadly authorized the Treasury Secretary to spend up to  $ 700 billion 
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to purchase mortgage - related assets from any fi nancial institution head-
quartered in the United States. The  $ 700 billion number was picked out 
of thin air.  “ It ’ s not based on any particular data point, ”  said a Treasury 
spokeswoman.  “ We just wanted to choose a really large number. ”   3   Yet 
the original version of the Bailout Bill provided that all decisions of the 
Treasury in spending the  $ 700 billion would be  “ committed to agency 
discretion, and may not be reviewed by any court of law or any admin-
istrative agency. ”   4   

 On September 23, 2008, Paulson and Bernanke presented a plan 
for government purchases of troubled assets to the Senate Banking 
Committee, which quickly rejected the plan because it was so vague and 
offered so little to homeowners. Senator Dodd, a Democrat, declared: 
 “ This plan is stunning in its scope and lack of detail. It does nothing 
in my view to help a single family save a home. ”   5   Republican Senator 
Bunning shared similar sentiments:  “ The Paulson plan will not bring a 
stop to the slide in home prices. But the Paulson plan will spend  $ 700 
billion in taxpayer dollars to prop up and clean up the balance sheets of 
Wall Street. ”   6   

 Through a week of negotiations, the Bailout Bill was expanded from 
3 to 110 pages and put to a vote in the House on Monday, September 
29, 2008. Despite endorsements by the Democratic and Republican 
leadership in the House, President Bush, as well as both presidential can-
didates Obama and McCain, the Bill was defeated in a 228 to 205 vote. 
After the adverse House vote on the Bill, the stock market dropped 7 
percent that Monday, a loss of  $ 1.2 trillion in market value. 

 On Wednesday, October 1, 2008, the Senate approved 74 to 25 a 
revised Bailout Bill, along with an array of tax sweeteners and pet projects 
to win the necessary votes — for instance, extension of tax credits for alter-
native fuels and capital improvements for bike paths. The revised Bill now 
covered 451 pages and cost  $ 850 billion because of the tax sweeteners; it 
appropriated  $ 350 billion immediately for the bank bailout with another 
 $ 350 billion to come later. The revised Bill passed the House 263 to 171 
on Friday, October 3, 2008, and was signed into law several hours later.  7   

 Although the Bush Administration initially sold the  $ 700 billion to 
Congress as necessary to buy toxic assets from banks, Paulson quickly 
found this strategy was unworkable, since these assets were not actively 
traded and had no reliable prices. On October 2, 2008, a day  before  the 
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House vote on the Bailout Bill, Paulson told his staff:  “ We are going to 
put capital into banks fi rst. ”   8   But he did not inform Congress of this 
major shift in strategy on that day. On October 13, 2008, Paulson met 
with the CEOs of the eight largest U.S. banks to pressure them into 
accepting almost  $ 125 billion from the U.S. Treasury in the form of 
preferred stock. (Preferred stock is a form of capital that pays a pre - set 
dividend each year, as opposed to common shares where the directors 
have discretion to pay dividends or not each year.) 

 By January, 2009, the Bush Treasury had purchased almost another 
 $ 70 billion in preferred stock from an additional group of 309 banks. 
Further, the Bush Treasury purchased a second round of preferred stock 
from both Citigroup and Bank of America. At the urging of the outgo-
ing Bush Treasury and the incoming Obama Treasury, Congress appro-
priated the other  $ 350 billion for the bank bailout. With these new 
funds, the Obama Administration announced programs in March, 2009, 
to modify home mortgages and buy toxic assets from banks. The Obama 
Treasury also bought preferred stock in other banks, raising the total of 
federally assisted institutions to over 600 by June of 2009. 

 In the Bailout Act of 2008, Congress imposed relatively loose restric-
tions on executive compensation for banks receiving federal assistance. In 
February of 2009, the Treasury proposed tighter restrictions on executive 
compensation only for banks receiving federal assistance in the future. 
Within a few days, however, Congress passed the Stimulus Act of 2009 
with new restrictions on executive compensation, which applied to all 
banks receiving federal assistance in the past or future. In June of 2009, 
Treasury adopted rules implementing the Stimulus Act and appointed a 
Special Master to approve compensation arrangements at fi rms receiving 
extensive federal assistance, such as Bank of America and Citigroup.  9   

 In the Bailout Act of 2008, Congress also directed the SEC to sub-
mit a report within three months on whether it should suspend fair -
 value accounting, which requires banks to use current market prices for 
bonds and loans in their trading accounts. However, the SEC ’ s report 
concluded that fair - value accounting should not be suspended because it 
provides investors with more accurate fi nancial information than histori-
cal cost accounting. 

 Part III will evaluate the main components of the Bailout Act of 
2008 in four chapters.   
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  Chapter  9  will analyze why and how the U.S. Treasury recapitalized 
so many banks.  
  Chapter  10  will assess the multiple programs to buy toxic assets and 
modify home mortgages.  
  Chapter  11  will evaluate the restrictions on executive compensa-
tion and related director issues.  
  Chapter  12  will review the main accounting issues that are impor-
tant to the fi nancial crisis.             

•

•

•

•
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Chapter 9

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                        Why and How Treasury 
Recapitalized 

So Many Banks          

 W hen the federal government bailed out Fannie Mae and 
Freddie Mac in early September of 2008, it deemed the 
two institutions  “ too big to fail. ”  The two institutions 

together owned or guaranteed half of the mortgages in the U.S., and 
their bonds were widely held by foreign institutions, which had relied on 
the moral backing of these bonds from the U.S. government. Thus,  Fannie 
Mae and Freddie Mac seemed intuitively too big to fail, but the U.S. 
Treasury did not articulate any parameters for this vague doctrine. Then, 
in mid - September, 2008, the Treasury let Lehman Brothers fail, although 
it was twice the size of Bear Stearns, which Treasury had bailed out in 
March of 2008. The opposite decisions on Lehman and Bear Stearns, 
both large investment banks, highlighted the question: What should be 
the criteria for concluding that an institution is too big to fail? 
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 From mid - October 2008, through mid - January 2009, the U.S. 
Treasury purchased almost  $ 195 billion in preferred stock from 317 
banks.  10   In addition, the U.S. Treasury gave  “ exceptional ”  assistance 
to Bank of America and Citigroup, buying more preferred stock and 
guaranteeing large amounts of troubled assets in each bank. In the 
spring of 2009, the Treasury and other holders of preferred stock in 
Citigroup converted some of their preferred stock into common shares 
of Citigroup.  11   At that time, the Treasury made clear that such conver-
sions would be offered to other banks that did poorly on a series of 
stress tests. These recapitalizations raise the question: What should be 
the form of federal ownership of fi nancial institutions? 

 This chapter will begin by proposing criteria for deeming a fi nan-
cial institution too big to fail. In light of those criteria, it will evalu-
ate whether the federal government should have recapitalized the big 
investment banks, the small community banks, the life insurers, and 
other fi nancial institutions. This chapter will also analyze the four differ-
ent models of government ownership implicit in these bank recapitali-
zations: preferred stock, revised preferred stock, exceptional assistance, 
and majority ownership. It will argue that the U.S. should use only the 
revised form of preferred stock and majority ownership through com-
mon shares because the other ownership models are unfair to taxpayers.  

  What Are the Limits of Too Big to Fail? 

 When any insured bank gets into serious trouble, the federal govern-
ment has a range of available alternatives. On one end of the range, the 
FDIC can place a bank into receivership, and liquidate it by selling all 
its assets. This is the procedure followed by the FDIC in resolving fail-
ures of most small banks. Less drastically, the FDIC can place a bank 
into conservatorship, place its bad assets in a separate entity and sell the 
remaining bank to other fi nancial institutions or private investors. This 
is the approach the FDIC employed in resolving Indy Mac, a large thrift 
(S & L) that failed in 2008. On the other end of the range, the Treasury 
and the Fed can inject enough capital into a bank so it can continue to 
do business and meet its ongoing obligations. This is the route taken so 
far with Citigroup. The federal government may also provide assistance 

CH09.indd   206CH09.indd   206 9/24/09   10:32:45 AM9/24/09   10:32:45 AM



 Why and How Treasury Recapitalized So Many Banks  207

to one fi nancial institution to acquire another. Such assistance was given 
to Bank of America when it acquired Merrill Lynch. 

  Why the United States Should Be Reluctant 
to Bail Out Troubled Banks 

 There are several good reasons why the federal government should be 
reluctant to bail out troubled banks by any method. First, to the extent 
that such bailouts protect private investors in large banks, bailouts 
undermine the incentives of private investors to bring market discipline 
to bear on large banks. If investors believe that large banks will always 
be bailed out by the federal government, they will not care if the banks 
expand into unprofi table lines of business or take on too much debt. The 
policing of these banks will be left entirely up to the bank regulators. 

 Second, any bank that receives public support because it is deemed 
too big to fail has an unfair advantage over its competitors. The bank 
receives cheap capital from the federal government, which implicitly 
backs the continuing businesses of the bank. The competitors of AIG, 
for example, have complained that it now has an unfair competitive 
advantage in attracting life insurance clients. Such unfair competition 
impedes the effi cient workings of the market for fi nancial services. 

 Third, if the federal government provides fi nancial assistance to 
encourage acquisitions of troubled banks, it reduces competition in the 
fi nancial sector. This has already happened in the United States; now 
there are fewer large investment banks that could underwrite global 
securities offerings, and the retail banking market is now dominated 
by a small number of mega banks (with assets over  $ 100 billion).  It 
is probably impractical to break up existing mega banks into 
small enough pieces to achieve a competitive fi nancial sector. 
But the Justice Department should reject any merger or acqui-
sition that further increases the concentration at the top end 
of the fi nancial sector. Moreover, federal offi cials should resist 
the urge to subsidize acquisitions of troubled institutions that 
create a mega bank or expand the size of an existing one.  

 Finally, once the federal government opens the door to bail-
outs beyond mega banks or quasi - public institutions like Fannie Mae, 
the line of supplicants becomes very long and the slope becomes 
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very  slippery. In May 2009, for example, one of the largest trucking 
 companies in the United States, named YRC Worldwide Inc., sought 
a  $ 1 billion bailout from the U.S. Treasury. The reason? To help cover 
the company ’ s  $ 2 billion obligation to a multiemployer pension plan. 
According to the CEO of YRC, the plan unfairly forces the  trucking 
company to help cover the costs of retirees from other trucking fi rms 
that are also members of the multiemployer plan.  12   Is YRC or the 
 multiemployer pension plan too big to fail?  

  Only Two Valid Justifi cations for Bailing Out Banks 

 In my opinion, there are only two valid justifi cations for bailing out 
banks . First, one of the key functions of the banking system is 
to process payments, such as checks and wires, through the 
Federal Reserve network.  Because payment processing is critical for 
the operation of the economy, the United States needs a set of banks 
that play that function. But that does not mean that the United States 
should protect all banks that perform that function — just a core group 
of payment processors.  Second, the United States should bail out 
a bank that is too interconnected to fail, that is, a bank whose 
obligations are so large to so many other fi nancial institutions 
that its failure would cause widespread havoc throughout the 
fi nancial sector.  But the regulators should analyze carefully how 
many other fi rms are likely to become insolvent — as distinct from sus-
taining substantial losses — as a result of that institution ’ s failure. In eval-
uating the impact on the overall fi nancial system, the regulators should 
also determine whether the customers and assets of that failing institu-
tion could be transferred quickly to a healthy  fi rm. 

 Some may argue for bailing out banks because they have special-
ized knowledge about making loans, and lending is essential to eco-
nomic growth. Although both propositions are true, they do not justify 
bailing out banks to maintain lending activity. As discussed in Chapter 
 10 , the volume of lending in the United States is driven mainly by the 
loan securitization process, which is used extensively by nonbank lend-
ers as well as banks.  So long as a reasonable number of banks 
and nonbanks are originating loans and selling them to be 
 securitized, the federal government should not recapitalize a 
marginal bank to maintain its lending capacity.  
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 Others might argue that we should bail out banks to protect small 
depositors. But every bank depositor is currently insured up to  $ 250,000 
by the FDIC. As explained in Chapter  8 , one family can easily obtain  $ 1 
million of FDIC insurance by registering the deposits in the name of the 
father, the mother, and two children. Although a bank failure does upset 
its insured depositors, they typically have full access to their deposits on 
Monday morning after the FDIC closes a bank over the weekend.  

  Adverse Impact of Lehman ’ s Failure Could Have Been Reduced 

 It is simply untrue that the failure of any large fi nancial institution would 
wreak havoc upon the entire fi nancial system. For instance, the 1990 
bankruptcy of Drexel Burnham Lambert, the most powerful bond house 
in the world at the time, did not lead to a widespread breakdown in the 
fi nancial system, although there was some disruption in the corporate 
bond markets. Indeed, if we take the position that all large banks are too 
big to fail, we will create a self - fulfi lling prophecy. For instance, in per-
forming stress tests on the 19 U.S. mega banks, each with assets over  $ 100 
billion, federal regulators have publicly vowed that they will help supply 
more capital to any of those banks that fail the tests. This vow has been 
widely interpreted as meaning that all 19 banks  “ essentially have been 
labeled too big to fail. ”   13   If one of those 19 banks were later allowed 
to fail, its failure would have a big impact primarily because this event 
would violate the expectations of investors. 

 Some commentators would urge federal regulators to bail out all 
large fi nancial institutions on the basis of the fallout from Lehman ’ s 
bankruptcy fi ling in mid - September of 2008. On the other hand, 
Stanford Professor John Taylor has argued that the freezing of the 
credit markets was not caused by the failure of Lehman, but rather 
by the federal government ’ s announcement of the initial TARP pro-
gram later that week.  14   Taylor is clearly in the minority on Lehman. 
Most observers contend that investors will not buy the short - term 
commercial paper of any large fi nancial institution if even one — like 
Lehman — is allowed to fail by the federal government. But this con-
tention  implicitly assumes that any federal takeover of a fi nancial insti-
tution will automatically wipe out all its stock and bond holders. In 
fact, when the federal government takes over a fi nancial institution and 
eliminates all its shareholders, the government can choose to protect 
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some of the institution ’ s uninsured creditors or bondholders, as it did 
for Bear Stearns in March of 2008. 

 The adverse repercussions of Lehman ’ s failure resulted prima-
rily from the implicit expectations created by the federal bailout of 
all bond holders in Bear Stearns earlier in 2008. If the federal govern-
ment had let Bear fail, Lehman would have moved very quickly to 
bolster its fi nancing sources and fi nd an acquisition partner. Indeed, 
the Korean Development Bank offered to bail out Lehman as late 
as August of 2008 for $18 per share, but that offer was rejected by 
Lehman’s CEO who reportedly believed that the U.S. Treasury would 
come to the fi rm’s rescue if necessary. However, when the federal regu-
lators bailed out Bear and did not articulate criteria for doing so, their 
silence was interpreted by many bond investors and certain Lehman 
 executives as an implicit promise to bail out all bondholders in other 
large  investment banks. When Lehman was allowed to fail, many of its 
 bondholders felt that federal regulators had reneged on this implicit 
promise. These bondholders were surprised by the government ’ s 
hands - off approach to Lehman, despite strong market signals in early 
September that the fi rm ’ s demise was imminent. 

  In my view, the adverse repercussions of Lehman ’ s failure 
could have been substantially reduced if the federal regulators 
had made clear that they would protect all holders of Lehman ’ s 
commercial paper with a maturity of less than 60 days and 
guaranteed the completion of all trades with Lehman for that 
period.  This combination of governmental measures would have been 
similar to the approach taken in 2009 by the Obama Administration 
toward Chrysler; the government gave advance notice of its possible 
bankruptcy, guaranteed car warranties to all Chrysler buyers, and offered 
temporary fi nancing to the struggling car company.   

  The Rationale for Recapitalizing 
600 Banks Is Unclear 

 Most of the federal recapitalizations of banks from October 2008 
through February 2009, do not seem to have been based on the too -
 big - to - fail doctrine. Instead, they seem to have been part of a broad 
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preemptive strike to prevent further deterioration in the fi nancial sec-
tor. For example, the capital infusions of almost  $ 125 billion into the 
eight largest U.S. banks in October of 2008 were not based on a fi nd-
ing that they were about to fail or that their payment processing func-
tions were at risk. Although a few of these banks may have needed 
the capital, others clearly did not. For instance, J.P. Morgan reluctantly 
accepted  $ 25 billion in federal preferred stock, but its CEO wanted to 
redeem that stock as soon as Congress imposed bonus restrictions in 
February of 2009.  15   

 In June 2009, 10 fi nancial institutions were permitted to redeem a 
total of  $ 68 billion in preferred stock from the Treasury.  16   Although the 
Treasury touted these redemptions as showing that TARP was work-
ing, these redemptions after less than seven months showed that most 
of these 10 fi nancial institutions probably did not need Treasury ’ s pre-
ferred stock in the fi rst place. Most of these 10 fi nancial institutions 
were not close to failure in October of 2008. In response to heavy 
pressure from the Treasury, these institutions were prepared to accept 
cheap federal capital, until these benefi ts were outweighed by the new 
restrictions on executive compensation in February of 2009. 

  There is a better approach: Wait until the capital of a partic-
ular bank, or group of banks, approaches a level indicating even 
a remote risk of insolvency, and then evaluate what would be 
the appropriate response — including capital injections — in light 
of the specifi c circumstances. During the evaluation process, the 
bank or group of banks could continue to operate by obtaining 
low - cost loans from the Fed if needed.  

 Let us examine the rationales for three other types of federal infu-
sions of capital into small banks, newly converted bank holding com-
panies, and life insurers. 

  Small Banks Are Receiving Capital for Political Reasons 

 By the end of 2008, the Treasury had bought  $ 200 million or less of 
preferred stock from each of over 160 small and midsized banks or their 
holding companies.  17   In May, 2009, Secretary Geithner announced 
that the Treasury would reopen the window for applications for federal 
capital from more banks with assets under  $ 500 million.  18   These capital 
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infusions cannot be justifi ed as protecting the payment processing sys-
tem or preventing systemic failures because these banks are too small. 
Nor are these banks on the brink of failure; they seem to be chosen 
because they are in relatively healthy condition. It appears that these 
capital infusions are a political concession to small bankers who were 
upset that so much federal assistance was going to the largest U.S. banks. 

 Moreover, the choice of certain banking organizations for federal 
infusions did not fi t with the objective of increasing local lending. For 
example, the Treasury bought  $ 154 million of preferred stock from a 
bank holding company called Boston Private Financial Holdings. It 
owns the Boston Private Bank  &  Trust Company, which caters to high 
net worth individuals for trust and other services. For this reason, it 
owns a dozen or so asset management fi rms across the country. Since 
the federal capital was injected at the level of the holding company, it 
could use this capital to buy another asset manager. Indeed, it was not 
even required to push this federal capital down to the Boston Private 
Bank, which could then make additional loans to its wealthy clients. 

 With the adoption of the restrictions on executive compensation 
and dividends on common shares, some small and midsized banks have 
redeemed their federal preferred stock. As of June 9, 2009, 22 small 
banks returned a total of  $ 1.8 billion in capital to the Treasury.  19   Earlier 
in the year, at least 50 banks decided not to accept federal capital after 
taking the time and effort to obtain Treasury approval. The executive 
vice president at United Bankshares, Inc., of Charleston, West Virginia, 
explained its rejection of federal capital:  “ There is a provision that 
allows the government to unilaterally change the rules and that is of 
great concern to us. ”   20    

  Conversions to Bank Holding Companies Should Be 
Allowed, but Not Capital Infusions 

 When Lehman Brothers pleaded with the Federal Reserve to become 
a bank holding company in August 2008, its plea was rejected. By 
contrast, when Goldman Sachs and Morgan Stanley asked to become 
bank holding companies in September 2008, both were promptly 
given approvals. Over the next few months, the Fed also approved 
conversions to bank holding companies of several other fi nancial 
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institutions: American Express, a credit card company; Discover Financial, 
another credit card company; and GMAC, an auto loan company. In all 
fi ve cases, the Treasury committed to buy preferred stock in the newly 
minted bank holding companies within a month of their conversion. 

 The conversion of these fi ve institutions into bank holding com-
panies makes sense because it allows them to tap additional fi nancing 
sources. In their prior form, all fi ve companies could borrow money 
for periods of 8 to 270 days mainly by issuing commercial paper to 
large investors. But these large investors are demanding and risk averse; 
the commercial paper market was actually frozen for several months 
in the fall of 2008. (See Chapter  7 .) As bank holding companies, these 
institutions could also borrow short - term funds by gathering FDIC -
 insured deposits in their subsidiary banks; these deposits are generally 
less costly and more stable than commercial paper. Further, their sub-
sidiary banks could borrow on a short - term basis from the Fed. 

  Although the bank holding company designation opened 
up additional fi nancing sources for these fi ve institutions, they 
should     not     have received federal capital. They have no involve-
ment in processing payments, and they have no obligation to 
increase their lending as a result of the capital infusion.  Of 
course, Goldman Sachs and Morgan Stanley would argue that they are 
too big to fail. But there was little concrete evidence that either insti-
tution was on the brink of failure in October, 2008. Indeed, Goldman 
Sachs and Morgan Stanley wanted to redeem their preferred stock from 
the government as soon as practical to avoid the February, 2009 restric-
tions on executive compensation.  21   

 American Express and Discover Financial are big issuers of credit 
cards that were allowed to become bank holding companies and sup-
plied with billions of dollars of cheap federal capital. However, the fail-
ure of either would not have led to a widespread breakdown of the 
fi nancial system. In contrast to AIG mentioned below, they did not have 
huge obligations to a limited group of very large fi nancial institutions. 
They are credit card companies serving millions of customers and mer-
chants, who would rapidly be picked up by Capital One, J.P. Morgan, 
and other card issuers. 

 GMAC ’ s conversion to a bank holding company was particularly 
problematic. The Treasury purchased  $ 5 billion in preferred stock from 
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GMAC, and it lent  $ 1 billion to General Motors so that the parent com-
pany could participate in a rights offering by GMAC.  22   Although the 
Treasury can legitimately decide to bail out the car industry, it relied on 
TARP funding — authorized for fi nancial institutions — because Congress 
would not appropriate additional funds to rescue the car companies. 

 In a sixth case, the federal government allowed CIT, a lender to 
small -  and medium - sized businesses, to convert quickly to a bank hold-
ing company, and then bought  $ 2.3 billion of its preferred stock in late 
2008. In mid - 2009, however, when CIT experienced a liquidity crunch, 
the federal government refused to guarantee its short - term debt. As a 
result, CIT reached an agreement with its bondholders to swap their 
bonds for equity.  23   The CIT case illustrates several points. First, as the 
20th largest bank holding company with  $ 75 billion in assets, CIT was 
clearly not too big to fail; its failure would not have brought down 
many other large fi nancial institutions. Second, when the federal gov-
ernment balked at providing fi nancial guarantees, CIT was able to work 
out a deal in the private sector. Third, the federal policy toward CIT 
was inconsistent. Why pump  $ 2.3 billion into CIT in late 2008 if, with 
that extra capital, it was still not worthy of a federal debt guarantee?  

  The Case for Bailing Out Life Insurers Is Weak 

 The federal government bailed out AIG, the global insurer, because it 
was the largest seller of credit default swaps (CDS), which offered pro-
tection against the default of MBS and corporate bonds. Because there 
was no clearinghouse for CDS at the time, federal offi cials feared that 
AIG ’ s failure would lead to the failure of an indeterminate number of 
counterparties. (The bailout of AIG is described in detail in Chapter  4 .) 

 More generally, the Treasury has said that other life insurers will 
be eligible for capital infusions if they own a federally regulated bank 
or thrift.  24   Several insurance companies such as Genworth and Lincoln 
National have announced acquisitions of small thrifts to become sav-
ings and loan holding companies; other life insurers, such as Allstate and 
Prudential, already owned thrifts, and did apply to the Treasury to get 
capital infusions.  25   

 In May, 2009, the Treasury agreed in principle to inject  $ 22 billion 
into at least seven life insurers that own savings and loan  associations.  26   
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The life insurers argued for a federal capital infusion because they are 
signifi cant investors in corporate bonds, real estate, and commer-
cial MBS. They also provide unique long - term products — insurance 
promises to pay death benefi ts and annuity promises to pay retirement 
benefi ts. But the most articulate opponent of federal subsidies for the 
insurance industry is Evan Greenberg, CEO of an insurer called ACE 
Limited, who wrote:   

 There is no evidence that insurers inhibit the availability of 
credit, or possess counterparty credit exposure, that threatens 
the fi nancial system. Yes, insurers have been buffeted by the 
current fi nancial market turmoil. But this is not a crisis, nor 
does it threaten a “run on the bank.” Insurers are not gener-
ally lenders, and the availability of credit is not meaningfully 
affected by insurers ’  fi nancial issues. Nor will delivering capital 
to insurers unfreeze any credit markets.  27     

 Some of the largest life insurers such as New York Life and 
Northwestern Mutual, are not asking for assistance because they are 
fi nancially sound.  28   Several insurers, including Prudential, that were 
approved for a federal capital infusion have decided to reject the gov-
ernment ’ s offer.  29      When the Treasury provides cheap capital to 
troubled life insurers, they obtain an unfair advantage over 
their healthy competitors that were more prudent managers of 
fi nancial risk. Therefore, the Treasury should not have recapital-
ized life insurers. If they need short - term liquidity, they should 
be allowed to take advantage of the Fed ’ s lending program and 
the FDIC ’ s debt guarantees.  (See Chapter  7 .)   

  How the U.S. Treasury Recapitalized the Banks 

 Shortly after the passage of the Bailout Act, Treasury Secretary Paulson 
brought to his offi ce the CEOs of the eight largest U.S. fi nancial insti-
tutions and pressured all of them into accepting substantial capital con-
tributions from the Treasury in the form of preferred stock.  30   Although 
the CEOs of some of these banks said they did not need the govern-
ment ’ s capital, this was an offer they could not refuse. Paulson wanted 
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all eight banks to accept the government ’ s preferred stock to avoid any 
stigma being attached to the few banks, such as Citigroup, which really 
needed the capital infusion. According to documents obtained under 
the Freedom of Information Act, Paulson said:  “ We don ’ t believe it is 
tenable to opt out because doing so would leave you vulnerable and 
exposed. If a capital infusion is not appealing, you should be aware that 
your regulator will require it in any circumstances. ”   31     

 The Treasury had already decided on the amounts of capital to be 
received by each bank (see Table  9.1 ), and the uniform terms for the 
preferred stock.  32   Its preferred stock pays an annual dividend of 5 per-
cent for 5 years, which then increases to 9 percent if not redeemed by 
the bank. The preferred stock carries warrants (similar to call options) 
for the Treasury to purchase a certain amount of the bank ’ s common 
shares at a specifi ed price. The bank may redeem the preferred stock at 
its face value, without penalty after three years, with a signifi cant por-
tion of the cash derived from a public or private offering. At any time, 
the Treasury may sell the preferred stock to a third party. 

 Table 9.1 Summary of Estimated Value Conclusions (Largest Eight Banks) 

Purchase Program 
Participant

Validation 
Date

Face 
Value Value

Subsidy
% $

Capital Purchase Program
  Bank of America 

Corporation
10/14/08 $ 15.0 $12.5 17% $ 2.6

  Citigroup Inc. 10/14/08 25.0 15.5 38% 9.5
 JPMorgan Chase & Co 10/14/08 25.0 20.6 18% 4.4
 Morgan Stanley 10/14/08 10.0 5.3 42% 4.2
  The Goldman Sachs 

Group Inc.
10/14/08 10.0 7.5 25% 2.5

  The PNC Financial 
Services Group

10/24/08 7.6 5.5 27% 2.1

 U.S. Bancorp 11/3/08 6.6 6.3 5% 0.3
 Wells Fargo & Company 10/14/08 25.0 23.2 7% 1.8

 Total $124.2 $96.9 22% $27.3

   Source:  Congressional Oversight Panel.  
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 If the Treasury holds only preferred stock of a participating bank, 
the Treasury has limited rights to nominate directors or vote for them. 
Its preferred stock is nonvoting with three exceptions. If the participat-
ing bank falls behind on its preferred dividend payments to the Treasury 
for six successive quarters, the Treasury may nominate two  “ preferred 
directors ”  to the bank ’ s board. The Treasury also has the standard right 
to vote on any matters that could adversely affect the rights of its 
preferred stock. Finally, the Treasury retains the right to vote on any 
merger, as well as on any exchange or new issuance of bank shares. 

  The Terms of the Initial Preferred Omitted Key Conditions 

 The standard terms of the preferred stock are notable for what they 
do  not  contain. A participating bank may continue to pay dividends 
on its other shares at current levels, unless it misses dividend payments on 
the Treasury ’ s preferred stock. But critics pointed out that  $ 25 billion 
of the  $ 125 billion contributed to the eight largest banks by the U.S. 
Treasury would be paid out as dividends to bank shareholders in the 
fi rst year.  33   Nor were participating banks required to increase their 
lending; they were merely urged to try to  “ expand the fl ow of credit 
to U.S. consumers and businesses. ”   34   The loan volume for some of the 
largest recipients of federal capital declined from the third to the fourth 
quarter of 2008, and again in the fi rst quarter of 2009.  35   

 These quantitative trends are supported by anecdotal evidence from 
banks receiving capital infusions from the Treasury. For example, when 
the Independent Bank of Michigan received  $ 72 million in Treasury ’ s 
preferred stock, it shored up its fi nancial situation by repaying short -
 term advances and tried hard to avoid making bad loans. The bank ’ s 
chief lending offi cer explained:  “ It is like if you are in an airplane and 
the oxygen mask comes down. First thing you do is put your own 
mask on, stabilize yourself. ”   36   

 Moreover, as Harvard Professors Coates and Scharfstein have 
pointed out, capital contributions were made by the Treasury to the 
holding companies of banks, rather than to their banking subsidiaries 
where most of the lending occurs.  37   The holding companies for banks 
may engage in a much broader range of venture capital, securities, and 
other fi nancial activities than banks. (See Figure  6.1  in Chapter  6 .) 
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By the end of 2008, less than 17 percent of the capital contributed by the 
Treasury to the four largest banks had been pushed down from the hold-
ing company to the bank level.  38      The Treasury should invest capital 
in a bank holding company only if it commits to promptly push 
the capital down to its bank(s).   

  The Treasury ’ s Capital Contribution Was Substantially Undervalued 

 According to the Congressional Oversight Committee on TARP, the 
Treasury contributed  $ 124.2 billion in cash in October and November 
of 2008 to the eight largest bank holding companies in the United 
States, but received only  $ 96.9 billion in value, representing a 22 per-
cent discount,  39   as illustrated by Table  9.1 . The Committee ’ s conclu-
sions were based on detailed evaluations conducted by Duff  &  Phelps 
and an advisory committee of three distinguished fi nance profession-
als. The discount seems to have been the result of several factors, such 
as the relatively low dividend rate, the ability of the participating banks 
to buy back the preferred at face value without penalty and, perhaps 
most importantly, the Treasury ’ s decision to offer preferred stock with 
the same terms to all participating banks. Because the Treasury wanted 
all of the largest banks, regardless of fi nancial strength, to accept the 
same type of preferred stock, it had to offer attractive terms that effec-
tively subsidized the weaker banks receiving federal assistance. 

 Another fruitful perspective on valuation is to compare the terms 
of the preferred stock bought by the Treasury in Goldman Sachs to 
the terms of the preferred stock bought by Warren Buffett in Goldman 
Sachs around the same time in late 2008. Consider Table  9.2 , which 
summarizes fi ve of the key terms of both transactions.   

  Because the Treasury bought twice the amount of preferred 
stock as Buffett did in Goldman Sachs, the Treasury should 
have obtained better terms than him, but Buffett got a much 
better deal.  Buffett ’ s initial dividend rate was 10 percent, as compared 
to 5 percent for the Treasury. He would receive a 10 percent premium 
above face value in the event his preferred stock is repaid early, whereas 
the Treasury would receive no premium. Buffett received warrants to 
purchase common shares equal to 100 percent of the face value of his 
preferred stock, whereas the Treasury received warrants to purchase 
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only 15 percent of the face value of its preferred stock. Buffett ’ s war-
rants would be exercisable at a price below the current market when he 
purchased the preferred stock; the Treasury ’ s warrants would be exercis-
able at the current market price when it purchased the preferred stock.  40    
  In the future, the Treasury should set the terms of its preferred 
stock at market rates. As of June 12, 2009, for example, the mar-
ket rate for dividends on preferred stock was over 8 percent for 
J.P. Morgan and over 10 percent for Bank of America.   41    

  Treasury Plan Was to Promote Acquisitions 

 If the link between recapitalizing banks and increasing loan volume 
was weak, what was the rationale underlying the fi rst phase of the 
Treasury ’ s recapitalization plan? As mentioned earlier, this plan seemed 
to be designed as a preemptive strike to prevent further deterioration 
in the fi nancial sector. As part of this strategy, Treasury supplied cheap 
capital to stronger banks that would be likely to acquire weaker ones. 
Although this strategy may reduce explicit costs of saving banks in the 
short run, the implicit costs in the long run will be less price compe-
tition and more systemic risk in a highly concentrated fi nancial sec-
tor. This strategy, as University of Michigan Professor Whitman pointed 

 Table 9.2 Goldman Sachs (GS), Preferred Stock Terms: Buffett vs. Treasury 

         Buffett      Treasury   

     Amount      $ 5 billion     $ 10 billion  

     Annual Dividend 
Rate   

  10%    5% for initial 5 years, and 
then 9%  

     Callability(Early 
Repayment)   

  Callable by GS at any 
time at 10% premium 
above face value  

  Callable by GS after 3 
years at face value  

     Amount of Warrants      $ 5 billion     $ 1.5 billion  

     Exercise Price of 
Warrants   

   $ 115 per share; trading at 
 $ 125 per share at time of 
purchase of preferred 
stock  

  Price per share at average 
price for 20 days before 
the purchase of preferred 
stock  
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out,  “ will both lessen competition and create more fi nancial institutions 
that will be deemed too big to fail. ”   42   

 In October of 2008, Treasury offi cials made clear that a plan to 
make acquisitions would help a bank obtain a federal contribution of 
capital.  “ If a healthy institution is making an acquisition, we would look 
very favorably on that, ”  said a senior government offi cial.  43   That offi cial 
cue was picked up quickly by the banking community. A few days later, 
a J.P. Morgan senior executive said that the  $ 25 billion in federal capital 
will make the bank  “ more active on the acquisition side or opportun-
istic side for some banks who are still struggling. ”   44   In December of 
2008, J.P. Morgan bought the Canadian energy operations and global 
agricultural business of Swiss bank UBS.  45   

 A key factor in promoting acquisitions of banks was a policy change 
on the tax treatment of net operating losses by the Internal Revenue 
Service (IRS), an agency that reports to the Secretary of the Treasury. 
For two decades, the IRS had severely limited the  ability of an acquiring 
bank to offset its profi ts with the net operating losses incurred by the 
acquired bank  prior to the acquisition . This limit was designed to prevent a 
profi table company from buying other fi rms primarily to benefi t from 
their tax losses. Then on September 30, 2008, without public notice and 
opportunity for comment, the IRS issued a one - sentence ruling saying 
that the limit on using preacquisition losses would no longer apply to 
acquisitions of banks.  46   (The limit continued to apply to acquisitions in 
all other industries.) 

 The impact of the IRS ruling was immediate. Although Wells Fargo 
had apparently dropped its interest in buying Wachovia, Wells Fargo sud-
denly reversed its position and outbid Citigroup for the North Carolina 
bank. Under the old rule, Wells Fargo would have been limited to deduct-
ing  $ 18.6 billion of Wachovia ’ s losses over the next 20 years. Under the 
new IRS ruling, Wells Fargo would be able to utilize all of  Wachovia ’ s  $ 74 
billion in tax losses for an additional tax savings estimated at  $ 19.4 billion 
by an independent tax analyst. By contrast, the total purchase price 
paid by Wells Fargo for Wachovia was  $ 14.3 billion.  47   

 Later in October of 2008, PNC Financial Services Group relied on 
the new IRS ruling, together with a  $ 7.7 billion capital infusion by the 
Treasury, to help fi nance its acquisition of National City Corporation, 
a Cleveland bank. According to an independent tax analyst, the tax 
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savings to PNC from the acquisition could exceed  $ 5 billion.  48   In 
October of 2008, Banco Santander also reaped billions in tax savings 
under the new tax ruling, when the Spanish bank acquired the portion 
of Sovereign Bank that it did not already own.  49   

 Helping to fi nance bank acquisitions through the new IRS rul-
ing is terrible policy. These huge losses in future tax revenues are stealth 
costs, which fl y below the public radar screen. Congress was not given an 
opportunity to approve this signifi cant change in tax policy, although the 
billions of dollars of tax revenue lost from this new ruling circumvent 
the legislative ceiling of  $ 700 billion on the bank bailout. In the Stimulus 
Act of 2009, Congress fi nally forced the IRS to revert to its old position 
on preacquisition losses, but only with respect to future bank transactions.  

  The Obama Administration Improved the Terms of the Preferred 

 In February 2009, the Obama Administration announced a Financial 
Stability Plan with new conditions applicable only to banks receiving 
preferred stock from the Treasury in the future.  50   These new conditions 
correct the main defects in the initial round of bank recapitalizations. 
The new conditions will prohibit banks from paying dividends to share-
holders other than the Treasury. The new conditions will require par-
ticipating banks to submit a plan detailing how the capital will be used, 
including a monthly report on new lending compared to prior lend-
ing volumes. But the recapitalized banks will  not  be required to increase 
their lending. Instead, they must commit to participate in the federal 
government ’ s loan modifi cation programs described in Chapter  10 .  51   

 Within a few days after the release of the plan, the Stimulus Act 
of 2009 restricted executive compensation by limiting bonuses to 
one - third of annual compensation. This legislative limit applies to any 
bank receiving federal assistance in the past or the future. As detailed 
in Chapter  11 , this legislative limit will perversely weaken the link 
between pay and performance by increasing base salaries and decreas-
ing performance bonuses. 

 Further, the Stimulus Act of 2009 permits banks to redeem their 
preferred stock from the Treasury at any time without raising new capi-
tal from public or private sources. This legislative change to the original 
terms for redeeming preferred stock is counterproductive, although federal 
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regulators still control the actual timing of stock redemptions and have 
insisted that recapitalized banks sell stock to third parties before allowing 
these banks to redeem preferred stock from the Treasury.  The regu-
lators should continue to insist that recapitalized banks raise 
capital from nongovernmental sources, rather than take the cir-
cular path of using federal capital to generate earnings in order 
to buy back preferred stock from the Treasury.  

  The initial model for redeemable preferred stock should 
be replaced by the revised model delineated by the Obama 
Administration, except that the amount of warrants and the 
dividend level on the government ’ s preferred stock should be 
set at market rates.  When the ten institutions redeemed  $ 68 bil-
lion in preferred stock in June, 2009, the value of their warrants was 
estimated to be in the  $ 3.8 to  $ 4.6 billion range.  52   However, if the 
warrants had been equal to the face value of the preferred stock, in 
accordance with normal market practice, these warrants would have 
been worth at least  $ 20 billion to the Treasury. Moreover, in contrast to 
normal market practice, these fi nancial institutions did not have to pay 
any premium for early redemption of the Treasury ’ s preferred stock.   

  Majority Ownership Avoids One - Way Capitalism 

 After the initial round of recapitalizations, the Treasury decided to grant 
exceptional assistance to Bank of America and Citigroup. As will be 
explained below, both grants were ill - conceived; they grossly undervalued 
the federal assistance and unwisely guaranteed troubled assets against losses. 
In these situations, the U.S. Treasury should become the majority owner of 
the bank. This is the way that taxpayers will be treated fairly, because they 
would reap most of the benefi ts if the bank turns around, although 
they would also bear most of the losses if the bank fails. Table  9.3  com-
pares the key features of the four models of federal ownership of banks.   

  Exceptional Assistance  �  One - Way Capitalism 

 On September 15, 2008, Bank of America agreed to acquire Merrill 
Lynch for  $ 50 billion in  “ the deal of a lifetime ”  as perceived by the 
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Bank of America; Ken Lewis, the Bank ’ s CEO, called the acquisition a 
 “ major grand slam home run. ”   53   However, when Merrill Lynch started 
to experience greater losses than expected toward the end of 2008, the 
Bank planned to walk from the deal under the material adverse condi-
tion (MAC) clause in the acquisition agreement. When Ken Lewis 
came to Washington, DC, on December 17, 2008, to explain this plan to 
Treasury Secretary Paulson and Fed Chairman Bernanke, they strenuously 
objected. According to an e - mail on December 19, 2008, from Tim Clark, 
a senior adviser at the Fed:  “ Ken Lewis ’  claim that they were surprised by 
the rapid growth of the losses [at Merrill Lynch] seems somewhat suspect. 
At a minimum it calls into question the adequacy of the due diligence 
process [Bank of America] has been doing …  ”   54   In another e - mail dated 
December 21, 2008, Chairman Bernanke urged Fed offi cials to explain 
to Bank of America why the invocation of the MAC clause  “ would be 
a foolish move and why the regulators will not condone it. ”   55   Yet when 
Lewis expressed concerns about shareholder suits, and  “ asked whether he 
could use as a defense that [government] ordered him to proceed [with 
the transaction] for systemic reasons. I said no, ”  Bernanke declared in a 
subsequent e - mail.  56   

 A spokeswoman for Paulson said that his discussions with Lewis 
centered on the opinion of the Fed ’ s lawyers that Bank of America 
was not legally justifi ed in invoking the MAC clause and Treasury ’ s 
view that it would not let a systematically important institution like 
Merrill Lynch fail.  57   According to the minutes of the board meeting 
on December 22, 2008 of the holding corporation that owns Bank of 
America,  “ the Treasury and Fed stated strongly that were the corpora-
tion to invoke the material adverse change clause . . . The Treasury and 
Fed would remove the board and management of the corporation. ”   58   

 Bank of America did not publicly disclose Merrill ’ s mounting 
losses, the Bank ’ s plan to walk away from the Merrill transaction, or 
the position taken by the federal offi cials. Why? Here is a verbatim 
transcript of questions from a representative of the New York Attorney 
General with answers from Mr. Lewis:  59       

 Q: Were you instructed not to tell your shareholders what the 
transaction was going to be? 

 A: I was instructed that  “ We do not want a public disclosure. ”  
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 Q: Who said that to you? 
 A: Paulson . . . 
 Q: Had it been up to you would you (have) made the disclosure? 
 A: It wasn ’ t up to me. 
 Q: Had it been up to you. 
 A: It wasn ’ t.   

 Because Secretary Paulson wanted the acquisition to go through, 
the Treasury agreed to buy  $ 20 billion in redeemable preferred stock 
from Bank of America (in addition to the  $ 25 billion in the initial 
round) with an 8 percent dividend. The Treasury agreed to guarantee 
a pool of  $ 118 billion in troubled assets, consisting 75 percent of assets 
acquired from Merrill and 25 percent of assets from Bank of America 
that it had owned before the Merrill acquisition. For a guarantee of 
 $ 118 billion in troubled assets, with a deductible of  $ 10 billion retained 
by Bank of America, the federal government received only  $ 4 billion in 
redeemable preferred stock from the Bank of America.  60   

 Federal offi cials gave this exceptional assistance to Bank of America 
in order to prevent the failure of Merrill Lynch, although they knew 
about the brokerage fi rm ’ s payment of  $ 3.6 billion in annual bonuses on 
December 29, 2008, just before the acquisition closed. Four of Merrill ’ s 
top executives together received  $ 121 million, and another 700 Merrill 
executives became millionaires.  61   In a proposed SEC settlement, Bank of 
America did not disclose to the shareholders voting on the acquisition 
that the acquisition agreement allowed Merrill to pay out bonuses of up 
to  $ 5.8 billion in December of 2008.  62   

 Similarly, Citigroup received an additional federal investment of 
 $ 20 billion in preferred stock over and above the  $ 25 billion received 
in the fi rst round of recapitalizations.  63   That additional  $ 20 billion in 
preferred was overvalued by 50 percent according to the Congressional 
Oversight Panel. The Panel concluded that the second round of capital 
infusions did not adequately refl ect the signifi cant increase in the riski-
ness of Citigroup ’ s condition between the two rounds.  64   

 The Panel did not attempt to value the federal government ’ s guar-
antee against losses of  $ 306 billion in Citigroup ’ s troubled assets (later 
reduced to  $ 301 billion). For this guarantee, the federal government 
received  $ 7 billion in preferred stock from Citigroup, which retained 
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the fi rst  $ 29 billion in losses as a deductible. The federal government 
has never provided a justifi cation for its pricing of this mammoth guar-
antee of Citigroup ’ s troubled assets. 

 This exceptional assistance model is unfair to U.S. taxpayers. After 
the second round of federal assistance at the end of January, 2009, the 
federal government ’ s warrants were convertible into no more than 7.8 
percent of Citigroup ’ s common shares and no more than 6 percent of 
Bank of America ’ s common shares.  65   Yet taxpayers had contributed  $ 45 
billion in capital to each bank and offered large guarantees of troubled 
assets. At the end of January, 2009, by contrast, Citigroup ’ s total mar-
ket capitalization was less than  $ 20 billion and Bank of America ’ s total 
market capitalization was less than  $ 33 billion. 

  In short, the exceptional assistance model is a form of   
  one - way     capitalism  . Taxpayers own most of the downside if 
Citigroup or Bank of America fails. However, taxpayers own a 
very small percentage of the upside if these banks turn around 
and become profi table. To provide taxpayers with the upside 
as well as the downside, the federal government should move 
from the exceptional assistance model to the majority owner-
ship model for mega banks in serious trouble.   

  Majority Ownership of Troubled Banks Is Not 
Permanent Nationalization 

 In February of 2009, Citigroup went to Washington, DC a third time 
with another request for federal assistance. This request was precipitated by 
the announcement that banking regulators would conduct a comprehen-
sive stress test of the 19 mega banks with assets in excess of  $ 100 billion to 
determine how these banks would fare under two different economic sce-
narios.  66   The stress test would focus on the bank ’ s ratio of tangible com-
mon equity to assets, a ratio used to measure each bank ’ s ability to absorb 
loan losses with hard assets like cash, as opposed to intangible assets like 
goodwill. As of February of 2009, Citigroup had a ratio of tangible capital 
to assets of 1.5 percent, the lowest among the largest banks at that time.  67   

 In order to increase Citigroup ’ s ratio of tangible common equity 
to assets, the Treasury agreed to convert its initial  $ 25 billion of pre-
ferred stock into common shares along with several private holders of 
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Citigroup ’ s other preferred stock. After all these conversions of preferred 
stock to common shares, taxpayers owned approximately 34 percent 
of Citigroup ’ s common shares.  68   But this is a gross understatement of 
Treasury ’ s economic interest in Citigroup. The federal government did 
not convert to common shares the  $ 27 billion in redeemable preferred 
stock it acquired in its second capital contribution to Citigroup ( $ 20 
billion of preferred stock plus another  $ 7 billion for the asset guarantee). 
If all this federal preferred stock were also converted to common shares, 
the federal government would own close to 80 percent of Citigroup ’ s 
common shares. 

 The Obama Administration is reluctant to recognize its full owner-
ship interest in the 9 or 10 large banks that needed more capital after the 
stress tests;  69   it does not want to play a role as an activist shareholder.  70   
Similarly, many federal offi cials have publicly emphasized that they want 
 “ a privately held banking system, ”  rather than  “ nationalization, ”   71   by 
which they mean wiping out all bank shareholders in favor of govern-
ment ownership of 100 percent of a bank ’ s equity. To avoid holding a 
majority of a bank ’ s voting shares, the Treasury has indicated that it will 
not convert its redeemable preferred to common shares in banks other 
than Citigroup. Instead, the Treasury ’ s redeemable preferred will become 
mandatorily convertible preferred, a unique security that counts as com-
mon shares for bank capital purposes but has voting rights similar to 
those of redeemable preferred.  72   Shares of mandatorily convertible pre-
ferred can be converted to a bank ’ s common shares at any time by the 
bank, and will convert automatically to common shares at the end of 
seven years. 

 Let us consider the arguments for and against nationalization of 
banks. Advocates of nationalization emphasize that it allows the FDIC to 
take over troubled assets and dispose of them over time, without objec-
tions from the bank ’ s shareholders because they would have been elimi-
nated. These advocates point to the positive experience of the Resolution 
Trust Corporation, which centralized and managed troubled assets for 
S & Ls that had been placed into receivership during the 1980s and 1990s. 
Advocates mention Continental Illinois Bank, which was successfully 
nationalized, cleaned up, and ultimately sold off in 1994. They also point 
to the success of Sweden in nationalizing its banks during the 1990s 
when they faced a serious fi nancial crisis. 
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 However, the Resolution Trust Corporation dealt with a much 
smaller set of troubled assets than the current crisis, which involves any-
where between  $ 2 trillion and  $ 5.5 trillion of troubled assets. Continental 
Illinois held only 2 percent of the assets of the U.S. banking system at the 
time, while the current group of troubled banks holds a majority of 
the nation ’ s banking assets. Similarly, Sweden ’ s largest bank at that time 
held the equivalent of only 10 percent of the assets held by either of the 
two largest banking organizations in the United States today.  73   

 Critics of nationalization emphasize that it would mean a bureau-
cratic approach to bank management. Regulatory offi cials would have 
a veto over signifi cant decisions by bank executives, and elected offi -
cials might be tempted to pressure banks to take politically attractive 
but economically risky actions like lending to distressed auto compa-
nies. In addition, banking executives would be subject to strict limits 
on executive compensation. For all these reasons, it may be diffi cult to 
attract the most talented managers to run nationalized banks. 

 On the other hand, any bank receiving exceptional federal assistance 
would already be subject to the new limits on executive compensation 
and bonuses described in Chapter  11 . Senior offi cers at Citigroup already 
must obtain advance approval of any signifi cant decision from federal 
regulators. For example, regulators have suggested certain acquisitions 
to Citigroup and directed it not to proceed with other acquisitions.  74   
Politicians have also been critical of banks with federal capital for holding 
conferences for top clients or employees at swanky resorts. For instance, 
Wells Fargo cancelled a Las Vegas conference in early 2009 for its most 
productive mortgage brokers in response to Congressional criticism.  75   

 So what makes the most sense?  To avoid one - way capitalism, the 
federal government should take a majority ownership interest in 
seriously troubled banks, of no more than 80 percent of its com-
mon shares, on a temporary basis. That percentage would pro-
vide taxpayers with most of the upside if the bank turns around, 
as well as most of the downside if the bank fails. Maintaining 
private ownership of at least 20 percent of the bank ’ s common 
shares would allow for grants of restricted shares to recruit qual-
ifi ed bank executives, and would make it easier for the govern-
ment ultimately to exit by selling its shares. The fi duciary duties 
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of bank executives to public shareholders would also help these 
executives fend off political pressures.  

 Pressures to pursue unprofi table objectives would be the biggest 
threat to the majority - owned model for banks.  The Treasury should 
protect majority - owned banks from Congressional inter-
ference by setting clear profi t objectives for these banks and 
providing them with explicit subsidies to carry out any other 
goals.  For example, if a majority - owned bank were asked by Congress 
to invest in bonds with below - market yields, it should receive from the 
Treasury cash subsidies equal to the yield differential. Unless political 
goals are accounted for separately from profi t objectives, taxpayers will 
not be able to hold executives of these banks accountable for rehabili-
tating them, and it will be more diffi cult for the government to sell its 
shares at attractive prices. Having well - run, majority - owned banks is 
critical to recouping the government ’ s investment in them.  

  How to Facilitate an Exit from Government Ownership 

 The exit from government ownership of banks will be challenging. It 
may be diffi cult for the government to fi nd a fi nancial institution willing 
and able to buy all of a mega bank like Citigroup, so it might have to be 
sold in pieces, by geographic area or by function. Alternatively, a public 
offering of the whole government position might be hard for the mar-
ket to absorb at a reasonable price, so the government might have to sell 
down its position in stages over time. Another possibility would be for 
the government to sell all or some of its shares to private equity funds. 

 To attract private equity funds as potential buyers of troubled banks, 
the Federal Reserve has already liberalized its rules for noncontrolling 
investments in banking organizations; that is, investments that do not 
result in the investor becoming a bank holding company.  76   These rules are 
necessary because fi nancial services holding companies are not permit-
ted to engage in most nonfi nancial businesses because of long - standing 
Congressional concerns about mixing commercial and banking activities. 

 In brief, an investor will generally not be deemed to have control of 
a banking organization if the investor appoints just one of its directors, as 
long as the investor does not own above 15 percent of the voting power 
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and above 33 percent of the total equity of the organization. Alternatively, 
an investor will be able to appoint two directors if they do not exceed 25 
percent of the board seats and another shareholder controls the bank-
ing organization. In both situations, the Federal Reserve will treat as vot-
ing securities any preferred stock that converts into common shares at a 
certain date or at the option of the stockholder.  77   To comply with these 
restrictions, several private equity funds in 2009 each had to buy a lim-
ited stock position in an insolvent bank.  78   

  To attract investments by private equity funds in  troubled 
banks, the Federal Reserve may have to liberalize its rules 
 further.  For example, a private equity fund organized for the sole pur-
pose of acquiring and running troubled banks should be able to buy 
 controlling interests in such banks subject to existing statutory restrictions 
and additional conditions — designed to prohibit any material transactions 
between the bank and any nonfi nancial affi liate of the private equity fund. 
However, the FDIC has adopted new barriers to private equity invest-
ments in insolvent banks, such as much higher capital requirements for 
banks controlled by any private equity fund as well as cross - guarantees 
against certain FDIC losses at other banks controlled by the same fund.  79   

  At the same time, the U.S. government should be more 
receptive to large investments in troubled banking organi-
zations by sovereign wealth funds (SWFs).  In the early days of 
the fi nancial crisis, several SWFs made substantial investments in U.S. 
fi nancial institutions — for example, the  $ 5.9 billion investment by a 
Singapore SWF in Merrill Lynch.  80   By my estimates, the value of these 
past investments in U.S. fi nancial institutions by SWFs has decreased 
by more than 50 percent. Each of those SWF investments represented 
less than 10 percent of the equity of the relevant fi nancial institution 
because larger SWF investments in U.S. companies of strategic signifi -
cance are subject to a special inter - agency review. This review proc-
ess, conducted through the Committee on Foreign Investment in the 
United States, examines foreign acquisitions of 10 percent or more of 
any U.S. company with national security or strategic implications.  81   

  If the United States wants SWFs to invest in troubled banks in 
the future, the United States should treat them the same as pri-
vate equity funds under the Federal Reserve ’ s liberalized guide-
lines summarized earlier.  SWF investments in banking organizations 
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should not have to undergo a special review by the Treasury, since they are 
already subject to extensive scrutiny by the Federal Reserve Board. In addi-
tion, given the outcry against other SWF investments in large American 
companies, such as when a Chinese oil company tried to acquire Unocal 
Corp., the Treasury should publicly announce that it would welcome SWF 
investments in U.S. fi nancial institutions.   

  Summary 

 The Treasury should limit the too - big - to - fail doctrine to fi nancial institu-
tions that are critical to the payment process or that would probably wreak 
havoc on the fi nancial system if they failed — for example, by likely causing 
the insolvency of many other large institutions. The Treasury should not 
recapitalize all mega banks in a preemptive move to prevent deterioration 
in the fi nancial sector. Nor should the Treasury recapitalize small banks as 
a political concession: They are not big processors of payments, and they 
are not likely to be too interconnected to fail. Such bailouts impose large 
direct costs on taxpayers and undermine market incentives to monitor 
fi nancial institutions. 

 In particular, the federal government should stop infusing capital 
into fi nancial institutions recently converted to banks, unless they are 
on the brink of failure and meet one of the two justifi cations for a fed-
eral bailout. By allowing these nonbanks to become banks, the Fed has 
already expanded their fi nancing sources to include insured deposits 
and short - term loans from the Fed ’ s discount window. Nor should the 
federal government be purchasing preferred stock in weak insurance 
companies, which happen to own or buy a savings and loan association. 
If insurance companies need short - term liquidity, they should be per-
mitted to obtain loans or loan guarantees from the Fed and the FDIC 
to the extent necessary. 

 If the federal government decides to bail out relatively healthy 
banks, it should utilize the preferred stock model of government own-
ership as revised by the Obama Administration, if the dividend rates 
and warrant levels on the Treasury ’ s preferred stock are based on mar-
ket indicators. The revised rules already limit the payment of divi-
dends on other shares by participating banks, and they require detailed 
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reporting by those banks on how they are deploying the federal capital. 
However, the case for federal investments in relatively healthy banks is 
weak because, by defi nition, they are not anywhere close to insolvency. 
A better approach would be for federal regulators to wait until the yel-
low light starts blinking for a bank or a set of banks, and then decide 
whether to contribute capital or pursue a different strategy. 

 The Stimulus Act of 2009 implicitly revised the preferred stock 
model by adding two counterproductive provisions—unlinking pay 
from performance by limiting executive bonuses to one - third of annual 
compensation, and allowing participating banks to redeem the Treasury ’ s 
preferred stock without raising any new capital. Pursuant to the sec-
ond provision, 10 fi nancial institutions redeemed  $ 68 billion in pre-
ferred stock from the Treasury within less than seven months of the 
original purchase. Such quick redemptions strongly suggest that these 
institutions were not close to failure at the time the Treasury pur-
chased the preferred. These redemptions left the Treasury with war-
rants estimated to be worth between  $ 3.8 and  $ 4.6 billion. However, if 
the Treasury ’ s preferred stock had warrants equal to the face value 
of the preferred, as is the market practice, the Treasury ’ s warrants in these 
10 fi nancial institutions would have been worth at least  $ 20 billion. 

 The exceptional - assistance model was developed in connection with 
the additional capital contributions and asset guarantees provided to 
Bank of America and Citigroup. This model does not accurately refl ect 
the ownership interest of the federal government in both banks — for 
example, potentially 6 percent of Bank of America ’ s common shares for 
a capital contribution of  $ 45 billion and a possible  guarantee of  $ 118 
billion in troubled assets (with a  $ 10 billion  deductible). By  understating 
federal ownership, the exceptional - assistance model gives taxpayers a 
small portion of the bank ’ s upside if it becomes profi table, as compared 
to almost full exposure to huge losses if the bank becomes insolvent. 
Therefore, if a bank needs exceptional assistance, the federal government 
should adopt the majority - ownership model. 

 The majority - ownership model means letting the Treasury own up 
to 80 percent of the common shares of the troubled bank. This equity 
interest would give taxpayers most of the upside if the bank becomes 
profi table, as well as most of the downside if the bank becomes 
insolvent. The 20 percent or higher fl oat of public shares allows for 
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incentive stock awards needed to attract executive talent, and will also 
make it easier for the Treasury ultimately to exit by selling its shares to 
investors. 

 Although  “ majority ownership ”  does not have the stigma of 
 “ nationalization, ”  the Treasury will still have to protect majority - owned 
banks from political interference, such as pressures to make below - 
market loans. After all, if these banks do not return to profi tability, their 
losses will be absorbed by taxpayers. To help fend off political  pressures, 
the Treasury should insist that Congress supply explicit  subsidies for 
majority - owned banks if they are asked to undertake unprofi table 
 activities. The Treasury should also emphasize that the executives at 
majority - owned banks have fi duciary duties to their public shareholders 
to generate reasonable profi ts.             

CH09.indd   233CH09.indd   233 9/24/09   10:32:53 AM9/24/09   10:32:53 AM



CH09.indd   234CH09.indd   234 9/24/09   10:32:54 AM9/24/09   10:32:54 AM



235

Chapter 10

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                Increasing Lending 
Volumes and Removing 

Toxic Assets          

 I n order to help end the current recession, the United States needs to 
increase the volume of lending, which has decreased sharply over the 
last year. Many business executives complain that they are being 

turned down for loans needed to fi nance their payrolls or inventories. 
However, as was explained in Chapter  9 , the Bush Administration did not 
impose any lending or reporting requirements on recapitalized banks. 
Nor will the Obama Administration require more lending by banks re-
ceiving federal assistance, although recapitalized banks will have to fi le 
special reports on their loan volumes.  1   

 The unwillingness of federal offi cials to impose lending require-
ments probably represents a realistic assessment of the pressures con-
fronting most recapitalized banks. Some banks say they are prepared to 
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make more loans, but they cannot fi nd enough creditworthy borrowers 
in the current economic situation. Others say they need to apply the 
new federal capital to maintain the bank ’ s liquidity or increase its loan 
loss reserves. 

 More fundamentally, banks provide only 22 percent of the credit 
extended in the United States;  2   the rest is supplied through nonbanking 
lenders such as mortgages brokers, money market funds, and car compa-
nies. The dramatic reduction in lending volume is mainly due to the col-
lapse of the loan securitization process, on which many of the nonbank 
lenders rely. In that process, loans are bought from banks as well as non-
bank lenders, aggregated into pools and sold as asset - backed securities.  3   

 Therefore, this chapter will begin by explaining the importance of 
loan securitization to lending volumes. It will then evaluate the Fed ’ s 
programs for supporting asset - backed securities, and it will suggest 
more fundamental reforms to the process of securitizing loans. 

 This chapter will then address the various efforts of the federal 
government to relieve U.S. banks of their toxic assets: the MBS and 
related derivatives that are not easily traded because no one can accu-
rately price them. Senior government offi cials have asserted that banks 
are not going to increase their lending unless toxic assets are removed 
from their books.  4   However, it is unclear what portion of a bank ’ s toxic 
assets would have to be sold before it would materially increase its 
lending. When banks received cash from the Treasury through its pur-
chase of preferred stock, they tended to use the money to bolster their 
loan loss reserves and expand their liquidity in case of future problems. 

 In any event, there are various ways to remove toxic assets from the 
books of banks. The Obama Administration has announced private -
 public partnerships with generous subsidies in an attempt to persuade 
private investors to bid for toxic assets.  5   This chapter will raise ques-
tions about both the effectiveness and fairness of these subsidies. Given 
the tremendous disagreement between buyers and sellers on the prices 
of toxic assets, do these subsidies constitute an effective use of taxpayer 
dollars? And is it fair to taxpayers for the federal government to subsi-
dize aggressive investors in highly leveraged deals similar to those that 
helped bring about the fi nancial crisis? 

 Because the partnership programs may be ineffective and/or unfair, 
this chapter will end by considering two alternative strategies for 
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 dealing with toxic assets. First, if no one can accurately price toxic assets 
at the present time, should they be isolated into one or more  “ bad ”  
banks that would gradually try to sell them over several years? Second, 
during those years, should the federal government facilitate mortgage 
modifi cations because the value of toxic assets will ultimately be deter-
mined by the losses incurred on the mortgages underlying these assets?  

  Loan Securitization Is the Key to 
Lending Volumes 

 The value of new bank lending has declined precipitously. For example, 
Harvard Professors Ivashina and Scharfstein demonstrated that new 
lending fell by 47 percent during the peak period of the fi nancial cri-
sis (September – November of 2008) relative to the prior three - month 
period, and by 79 percent relative to the peak period of the credit 
boom (March – May of 2007).  6   On the other hand, economists at the 
Minneapolis Federal Reserve documented that the value of total out-
standing loans and leases of U.S. commercial banks stayed relatively 
constant during 2008, after growing steadily since 2002.  7   During 2009, 
banks with the largest capital infusions showed modest declines in the 
value of their loans outstanding. For example, the total amount of loans 
for 15 large U.S. banks declined by 2.8 percent from the fi rst to the sec-
ond quarter of 2009.  8   

 These ostensibly opposing perspectives on lending can be recon-
ciled. The volume of new lending did decline sharply from 2007 to 
2008. But the outstanding loan book of commercial banks slipped only 
modestly, as many businesses drew down on their existing lines of credit 
to borrow cash so they would be sure to have enough on hand.  9   In 
other words, the monthly  fl ow  of loans — mainly new loans — declined 
sharply, though the  level  of outstanding loans, including existing loans 
and loan commitments, dipped only slightly. 

 Increasing the fl ow of new loans is much more important to reviv-
ing the U.S. economy than maintaining the level of outstanding loans 
at banks. The fl ow of new loans, in turn, depends mainly on the pace of 
loan securitization. For example, a bank can make one loan for  $ 400,000, 
sell it to investors as part of a pool supporting an asset - backed security, 
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and then use the sales proceeds to make a new  $ 400,000 loan. If this 
cycle happens multiple times, then the volume of new loans created dur-
ing any year will be much larger than it would be without securitization. 

 The issuance of asset - backed securities plummeted from  $ 100 billion 
per month in mid - 2006, to  $ 40 billion per month in mid - 2007, and then 
to nearly zero by the end of 2008.  10   The sharp drop - off in the issuance 
of asset - backed securities, as shown in Figure  10.1 , refl ects fundamental 
fl aws in the loan securitization process and a dramatic decline in confi -
dence by investors in this process. As explained below, the Fed is trying to 
restart this process by buying asset - backed securities and providing favo-
rable fi nancing for investors to buy securities backed by consumer loans. 
Although the Fed ’ s efforts are helpful, the United States needs major 
reforms to restore the loan securitization process on a permanent basis   .

  The Fed Has Two Programs to Revive Securitized Loans 

 The Federal Reserve has two programs aimed at reviving the mar-
ket for asset - backed securities. The fi rst is an effort to reduce interest 
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 Figure 10.1 U.S. Asset Backed Security Issuance ( $ Bn) 
 Source:  Federal Reserve Bank of Boston.
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rates on fi xed - rate mortgages. The Fed announced it would buy  $ 1.45 
 trillion of outstanding bonds and MBS of Fannie Mae and Freddie 
Mac during 2009.  This program has been helpful: The fi xed 
rate on 30 - year mortgages fell below 5 percent in April, 2009, 
and the number of mortgage refi nancing applications tripled 
from the year before.   11   Lower mortgage costs from 2009 refi nanc-
ings could put as much as  $ 18 billion in the pockets of consumers.  12   
However, fi xed rates on 30 - year mortgages rose above 5 percent in 
June, 2009 as the interest rates on long - term Treasuries climbed.  It is 
unclear how large an amount of Fannie Mae and Freddie Mac 
bonds the Fed would have to buy in order to keep fi xed - rate 
mortgages below 5 percent. This is not a viable long - term 
strategy to increase the volume of mortgage lending.  

 The second Fed program is more complex; it was originally aimed 
at reviving the market for newly issued, asset - backed securities based 
on consumer loans — auto, credit card, equipment leases, and student 
loans. Under this program, the Federal Reserve is making low - interest 
loans, initially up to  $ 200 billion with the hope of going to  $ 1 tril-
lion, to private investors if they buy newly or recently issued securities 
backed by such assets.  13   Eligible investors are U.S. companies, banks, 
and asset managers; hedge funds and private equity funds are likely to 
be the most active buyers. 

 Figure  10.2  lays out the mechanics of how the Term Asset - Backed 
Securities Loan Facility (TALF) program works under a hypothetical 
situation. This program is a bonanza for investors who put down only  $ 5 
to  $ 14 in equity for every hundred dollars they receive in low - interest 
Fed loans to buy securities backed by consumer loans.  14   Furthermore, 
these Fed loans are nonrecourse, meaning that the borrowers cannot 
lose more than their equity if they default on loan payments. In the 
event of loan defaults, the Federal Reserve will own these securities 
backed by consumer loans and will be effectively indemnifi ed by the 
U.S. Treasury up to the fi rst  $ 20 billion in losses on these securities.  15     

 In May, 2009, the Fed expanded the TALF program to fi nance 
securities backed by commercial real estate loans.  16   Under intense pres-
sure from politicians and lobbyists, the Fed further expanded the TALF 
program to include securities backed by motor homes, recreational 
boats, motorcycles, and snowmobiles.  17   There is no end to the line for 
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a fi nancing subsidy as lucrative as the one provided by the TALF. To 
maintain its independence and objectivity in setting interest rates, the 
Fed should not become vulnerable to such partisan politicking and 
industry jockeying for position. 

  Although these nonrecourse loans are helping to restart the 
market for newly issued securitized loans, this is a very expensive 
program that is not a viable long - term vehicle for reviving asset -
 backed securities. One of the government ’ s major goals for this 
program is price discovery, that is, setting a market price for 
asset - backed securities that have not traded in months. However, 
this program will not set an indicative price for a  normal market 
in these asset - backed securities, because low - interest, nonrecourse 
federal loans will not be available to buyers on a regular basis.  
Moreover, the program suffers from investor concerns about the current 
restrictions on hiring foreign workers by fi rms participating in this pro-
gram and possible retroactive legislation to tax their profi ts.  18   To revive loan 
securitization, we need a more permanent solution.  

  Reforming Loan Securitization 

 As explained earlier in this book, the loan securitization process was fi lled 
with abuses, both at the origination stage, with brokers pushing over-
priced loans to na ï ve or complicit buyers (Chapter  1 ), and at the secu-
ritization stage, with Wall Street fi rms obscuring their liabilities through 
off - balance sheet vehicles (Chapter  3 ).  To revive the loan securitiza-
tion process, we need major reforms at each stage of the process 
in order to regain investor confi dence. Below is a brief outline 
of such reforms, which have been discussed in prior chapters.  

   Borrowers (Chapter  1 ) 

  They need to provide complete and accurate documentation relat-
ing to their ability to pay back mortgage loans.  
  They need to make signifi cant down payments for mortgages and 
other large loans so they have skin in the game.  
  They should sign standardized documents providing clear proce-
dures for effecting loan refi nancing or modifi cations if their loan is 
sold to the secondary market.    

•

•

•
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   Loan Originators (Chapter  1 ) 

  They need to provide borrowers with a concise summary with 
understandable disclosures on all material loan terms.  
  They should not receive bonuses for selling high - cost loans.  
  They should retain at least 5 percent of loans sold to the secondary 
market so they have skin in the game.    

   Bank Sponsors (Chapter  3 ) 

  They should be allowed to use off - balance sheet entities to securi-
tize loan pools, which would be described in standardized disclo-
sure documents.  
  They should be required to make specifi c disclosures to investors of 
all current and contingent obligations to support these off - balance 
sheet entities.  
  They should also be required to back those obligations with ade-
quate capital, as set periodically by bank regulators.    

   Credit - Rating Agencies (Chapter  3 ) 

  They should be selected by an independent expert representing 
investors, who will come from a panel chosen by the SEC.  
  They should comply with the limits on confl icts of interest and 
other procedures in the new SEC rules.  
  They should be liable for material violations of these rules (without 
legal immunity under the First Amendment).      

  Toxic Assets Are Very Diffi cult to Price 

 There is no precise defi nition of  “ toxic assets. ”  A narrow defi nition would 
be confi ned to mortgage backed - securities and related derivatives; these 
have been estimated in the vicinity of  $ 2 trillion. A broader defi nition 
would encompass all troubled assets held by American banks, including 
toxic assets and all other loans in default; these were estimated to exceed 
 $ 5 trillion in January, 2009.  19   This chapter will use the broader defi nition 
of troubled assets, because they include all sources of loan - related losses 
to banks regardless of whether they are related to MBS. 

•

•
•

•

•

•

•

•

•
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 In asking Congress for  $ 700 billion in October 2008, Treasury 
Secretary Paulson emphasized that those funds were needed for the 
federal government to buy troubled assets from banks. However, he 
quickly decided to recapitalize banks instead of buying their troubled 
assets. In part, recapitalization was viewed as quicker to implement; 
more importantly, no one could fi gure out how to determine a right 
price for the troubled assets. 

 Here is a simple illustration of the pricing challenge presented by 
troubled assets. In 2007, a bank bought  $ 1 million of a highly rated 
tranche of a collateralized debt obligation (CDO), based on various 
kinds of MBS. Since October of 2008, neither this CDO nor any similar 
one has traded because it was largely supported by cash fl ows from sub-
prime mortgages of uncertain quality. In response to pressures from the 
bank ’ s external auditor, its executives have marked down the CDO on 
its books to an estimated current value of  $ 500,000. But the executives 
believe that if they wait until the fi nancial crisis is over, they would be 
likely to collect  $ 650,000 on this CDO. In fact, no one will know for a 
few years whether the right price is  $ 650,000,  $ 500,000 or less. 

  Reverse Auctions for Toxic Assets Are Unworkable 

 When Treasury Secretary Paulson originally proposed to buy toxic 
assets with federal monies, government offi cials talked about using the 
pricing technique called a reverse auction so that banks would receive a 
right price and taxpayers would not overpay. In a reverse auction, a cash 
buyer announces it will purchase a certain dollar amount of a particular 
security. Various holders of that security submit secret offers to sell spe-
cifi c amounts of that security at a specifi c price. The buyer accepts the 
offers, with the lowest prices, up to the announced dollar limit. 

  Reverse auctions can be an effective way to buy homo-
geneous assets with many holders such as IBM bonds. But 
reverse auctions do not work well for mortgage - backed secu-
rities because that market is much more fragmented than the 
market for corporate bonds.  During the last decade, thousands of 
mortgage pools have been formed to sell MBS to investors, and these 
pools typically issue several separate tranches, each with a different 
claim on interest and principal payments. To make sure that all bids at 
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a particular auction would be on the same MBS, the Treasury would 
have to run literally thousands of reverse auctions. When the Treasury 
realized that reverse auctions were unworkable for toxic assets, it pub-
licly switched its main strategy to recapitalizing banks.  

  The Partnerships Are Too Favorable to Private Investors 

 The most recent programs for buying toxic assets are the private – public 
partnerships fi nanced by the federal government, namely, the program 
for legacy loans and the program for legacy securities.  20   (Legacy means 
that these assets and loans were acquired by troubled banks before 2009). 
Table  10.1  lays out the key elements of each of these two programs. In 
the legacy loan program, a bank selects a pool of loans that it wishes to 
sell. The FDIC indicates how much in nonrecourse, low - interest debt 
it will guarantee for the buyer of these loans, up to six times the equity 
in the partnership buying these loans. The FDIC then holds an auction 
to fi nd the highest bidder for the loans, subject to the FDIC ’ s indicated 
fi nancing terms. The bank is free to accept or reject the highest bid. If 
the bank accepts, the highest bidder contributes half of the equity to the 
partnership and the Treasury contributes the other half.   

 In the legacy securities program, the Treasury has selected nine 
investment managers who will be permitted to raise equity for a 
private - public partnership. The Treasury will match the equity in the 
partnership raised by the investment manager. The partnership will be 
controlled by the investment manager, who will be paid by the partner-
ship to purchase MBS issued before 2009 from any fi nancial institution. 
Most importantly, the Treasury will consider requests by the investment 
manager for low - interest, nonrecourse loans up to 50 percent or pos-
sibly 100 percent of the equity of the partnership. To increase the lever-
age of the partnership, the investment manager may apply for additional 
low - interest, nonrecourse loans from the Federal Reserve under the 
program described above for fi nancing asset - backed securities. 

 These Public - Private Investment Programs (PPIP) seem to be 
designed with two political objectives in mind. First, the Fed and the 
FDIC are providing the bulk of the fi nancing for PPIP so the Treasury 
does not have to go back to Congress for another appropriation. But 
Congress may become upset if they understand how overly generous 
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these programs are to private investors by providing loans without any 
recourse — that is, loans for which the borrowers would not liable if 
they fail to repay these loans. Consider the following example from 
Barron ’ s Magazine:  21     

 Under the PPIP, there are two classes of investors, a junior and 
a senior. The senior investor, hereinafter known as Uncle Sugar, 
provides 84 percent of the total. The junior investors are the 
government again and private asset managers, each contribut-
ing 8 percent. 

 Assume that the assets are purchased at 50 percent of face 
value and that, in fi ve years, they either fall to zero or return to 
100 percent of face value. Under the downside scenario, both 
the private investors and the taxpayers lose all their money. But 
under the recovery scenario, the private investors will reap a 625 
percent return — nearly 50 percent a year. Uncle Sugar ’ s annual 
return in the upside scenario is unlikely to climb much above 10 
percent — it depends on how low the senior fi nancing rate is set.   

 Nevertheless, some investors are unwilling to participate in these 
private - partnerships because of concerns about legislative backlash. The 
Treasury has announced that it will not apply the new restrictions on 
executive compensation to investors in these partnerships. This makes 
sense because the investors are the buyers of toxic assets; these  investors 
are not the ones who are responsible for the problems. However, 
 investors are worried that Congress will later impose a special tax on 
their profi ts from these partnerships or it will enact retroactive restric-
tions on their compensation. In addition, the Stimulus Act of 2009 limits 
the hiring of foreign employees by any fi rm receiving TARP monies, 
including fi rms participating in the private - public partnerships.  22   

 Second, this approach appears designed to provide political pro-
tection for the Treasury against accusations of overpaying for troubled 
assets. That accusation will be tough to make because all prices will 
be set by private investors trying to maximize their returns. In theory, 
sweetheart fi nancing should allow hedge funds to make higher bids on 
troubled assets. In practice, it seems unlikely that the banks would be 
willing to sell their troubled assets at prices that are attractive to hedge 
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funds. To go back to our basic example, if the bank believes the CDO 
is worth  $ 650,000 in terms of future cash fl ows, why would it sell the 
CDO for  $ 500,000 today and turn a paper loss into a real loss? On 
the other hand, would the hedge fund pay  $ 650,000 today for a CDO 
with a current trading value of  $ 500,000, in the hope that next year 
it could be sold for a price above  $ 650,000?  In practice, the cheap 
federal fi nancing will probably lead private investors to ferret 
out the relatively sound loans and MBS among the troubled 
assets of banks. If cherry - picking of relatively sound assets at 
banks begins to occur, the federal government should not con-
tinue to provide such generous fi nancing to these partnerships.  

 The likelihood of private investors and banks agreeing on prices 
for truly troubled assets was further reduced by the new accounting 
rule approved in early April 2009, which allowed banks to mark more 
of these assets to an internal bank model rather than a current mar-
ket price.  23   As explained in Chapter  12 , this new accounting rule will 
allow banks to value their illiquid assets at higher prices on their books. 
Because banks will not want to sell assets below their book values and 
take additional losses, investors will have to make higher bids to reach 
mutually agreeable prices with the banks.  

  Capital Certifi cations Could Be Used to Bridge the Pricing Gap 

 No one will know for several years whether the  $ 500,000 price in 
our example results from the currently illiquid market for the CDO, 
or the reduced cash fl ow that it may generate in the future.  So here 
is a practical solution to this pricing dilemma, which could 
be employed with or without private - public partnerships.  The 
partnership buys the CDO for  $ 500,000 in cash, and delivers a capital 
certifi cate for  $ 150,000 to the bank. That certifi cate would count as 
 $ 150,000 in bank capital for regulatory purposes until the CDO is sold 
by the partnership. That certifi cate would also entitle the bank to 70 
percent of any sale proceeds above  $ 500,000.  24   

 For example, if the partnership sold the CDO for  $ 650,000 three 
years later, then the bank would receive $105,000 (0.7 �  $150,000) and 
the partnership would receive $45,000 (0.3  �  $150,000). If the part-
nership sold the CDO for  $ 480,000 three years later, the bank would 
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receive nothing and the partnership would lose  $ 20,000. In both cases, 
once the partnership sold the troubled asset, the capital certifi cate 
would expire. The purpose of the  certifi cate is to buy time so everyone 
can see what the actual sale price of the troubled asset will be.   

  Moving Toxic Assets to Bad Banks Is a 
Better Solution 

 Because of the diffi culties of pricing troubled assets, some commenta-
tors have suggested that the federal government bring together all of 
the troubled assets from all of the troubled banks into one aggrega-
tor  “ bad ”  bank. These commentators, like former Comptroller of the 
Currency Eugene Ludwig, point to the success of the Resolution 
Trust Corporation, which was established to sell off the troubled assets 
of many savings and loans associations (S & Ls) during the 1980s.  25   
However, the assets handled by the Resolution Trust were much 
smaller in size than the troubled assets in today ’ s fi nancial crisis. The 
Treasury should not concentrate  $ 2 trillion to  $ 5 trillion of troubled 
assets in the hands of one or two Resolution Trust Corporations. More 
critically, the Resolution Trust Corporation took over troubled assets of 
S & Ls that had already been put into receivership by the FDIC, so the 
government already owned 100 percent of those assets. The FDIC is 
not likely to put into receivership fi ve or ten of the largest banks in the 
country. So long as they have stockholders or bondholders, these banks 
would have to agree with the federal government on a price for any 
assets transferred to the new version of the Resolution Trust. 

  The U.S. fi nancial system would be better off with an 
approach designed to avoid the challenge of pricing troubled 
assets, while allowing them to be worked out by private experts 
in multiple entities. Specifi cally, the federal regulators should 
divide every large troubled bank, with the government as the 
majority owner, into a  “ bad ”  bank and a  “ good ”  bank.  The 
pricing challenge could be avoided if all the shareholders and bond-
holders of the troubled mega bank would have the same interest in both 
the bad and good bank.  26   For instance, if an investor owned 1 percent 
of the common shares of the troubled mega bank, the investor would 
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own 1 percent of the common shares of both the bad and good bank. 
Similarly, a holder of  $ 200 million out of  $ 2 billion in bonds of the 
troubled mega bank would hold 10 percent of the bonds in both 
the bad and good bank. 

  This splitting approach would allow the bad bank to sell its 
troubled assets gradually as the trading market for such assets 
revives.  The bad bank would be run by work - out experts, who would 
not quickly dump assets on the market; they would take several years 
to fetch decent prices for asset - backed securities and real estate loans. 
The fi nancing of the bad bank would be supplied by a pro rata share 
of the stocks and bonds from the mega bank, plus loans from the Federal 
Reserve and/or bonds guaranteed by the FDIC. (See Chapter  7 .) 

  Without the management distraction of troubled assets, the 
good bank would be run by commercial and residential lending 
offi cers, who would make loans and sell them to be securitized, 
so the bank could make new loans.  The good bank would be 
fi nanced by a pro rata share of the stocks and bonds from the  mega bank, 
together with FDIC - insured deposits as well as commercial paper. 

  This splitting approach should be employed when a mega 
bank needs so much federal assistance that it becomes major-
ity owned by the Treasury, as explained in  Chapter  9 . In the case 
of such a troubled mega bank, we as taxpayers already own most of its 
losses if it becomes insolvent, so we should also own most of its gains if 
it does well. This objective can be accomplished if the Treasury ’ s owner-
ship share of the large bank is carried over to both the bad and good 
banks. For example, if the Treasury owned 79 percent of the common 
shares of the large troubled bank, it would own 79 percent of both the 
bad bank and good bank. If 21 percent were owned by private investors, 
banks could award restricted shares to recruit bank executives and the 
Treasury would have a market into which to sell its shares at a later date.  

  Loan Modifi cations Are the Key to 
Salvaging Toxic Assets 

 Even if troubled assets are placed in a bad bank, their value will ulti-
mately depend on the default rates on the underlying loans. The number 
of mortgages with higher balances than their current home prices — that
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is, underwater borrowers — has risen sharply.  At the end of June, 2009, 
over 32 percent of all holders of home mortgages in the United States 
were already underwater, and another 5 percent were close to having 
negative equity in their homes.  27   

 Therefore, we need to understand the federal programs developed 
to help mortgage holders avoid default. In the Bush Administration, 
there were many programs, but they were voluntary and had minimal 
impact. In the Obama Administration, two programs offer signifi cant 
incentives to lenders and servicers to participate, but both are geared to 
reducing monthly payments rather than mortgage balances.  

  The Problems with the Bush Administration ’ s 
Loan Modifi cation Programs 

 Although the Bush Administration talked a good game about help-
ing homeowners to avoid foreclosure, its actual programs were vol-
untary and ineffective. For example, in February of 2008, the Bush 
Administration announced a new program called Project Lifeline. It 
was a statement of intent by six major lenders to delay foreclosures for 
30 days for borrowers who were considered by the lenders to be good 
candidates for loan modifi cation.  BusinessWeek  said that Project Lifeline 
 “ exemplifi es [the Bush administration ’ s] hands - off approach to the 
workings of the market. In fact, it ’ s not a government program at all. ”   28   

 In April 2008, Federal Reserve Governor Kroszner testifi ed before the 
House Committee on Financial Services about the federal government ’ s 
effort to help struggling homeowners avoid foreclosure. He pointed to 
the Homeowner ’ s HOPE Hotline as a prime example of the positive 
steps being taken by the Bush Administration. He also praised the Hope 
Now Alliance, a broad - based coalition of banking groups, mortgage serv-
icers, Fannie Mae, and Freddie Mac that was working to fi nd ways to help 
troubled borrowers through loan modifi cation programs.  29   

 By far the most effective program of the Bush Administration was 
the one introduced by the FDIC after it took over Indy Mac, an FDIC -
 insured thrift that became insolvent during the summer of 2008. Under 
this program, the FDIC modifi ed more than 8,500 loans, and had almost 
another 9,500 modifi cations in the pipeline, by January 2009.  30   Instead 
of going through the time - consuming process of making customized 
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 modifi cations to home mortgages, the FDIC sought to achieve a standard 
objective of reducing total monthly housing payments to 38 percent of the 
homeowner ’ s pretax income. The FDIC tried to reach that objective by 
lowering the interest rate and/or lengthening the term of the mortgage. 

 In November, 2008, James Lockhart, the federal offi cial in charge of 
Fannie Mae and Freddie Mac, announced a new plan to expedite mort-
gage modifi cations. Homeowners would be eligible for this plan if they 
were at least three months behind on their payments and their mort-
gage balances represented 90 percent or more of their home ’ s current 
value. The interest rate on their mortgages, plus other housing expenses, 
would be reduced to 38 percent of their pretax income, and their mort-
gages could be extended from 30 to 40 years.  31   Lockhart called the plan 
 “ a bold attempt to move quickly in defi ning a nationwide program that 
can quickly and easily reach many of the troubled borrowers. ”   32   

 By contrast, the  New York Times  reported that the plan  “ would have 
virtually no impact on the millions of people who took out expensive 
subprime loans and who are at the heart of the nation ’ s foreclosure 
crisis. ”   33   The article went on to explain that the plan fell short of the 
one advocated by FDIC Chair Sheila Bair, who was frustrated because 
she had been  “ close to an agreement with the Treasury Department on 
a plan to spend as much as  $ 50 billion to modify mortgages and keep 
people in their homes. ”   34   

 The Economic Stimulus Act of 2008 authorized HUD to insure 
up to  $ 300 billion in mortgages under a voluntary refi nancing program 
called Hope for Homeowners or H4H. The program became operative 
on October 1, 2008. Later in October, HUD Secretary Preston spoke 
enthusiastically about H4H:     35  

 Right now lenders are signing up. We ’ ve seen a lot of them 
begin to work through the process . . . It ’ s specifi cally designed 
for the most urgent cases, people who have a loan greater than 
the value of their home. 

 Many of the large lenders have told us they will take an 
important slice of their portfolio and put them into H4H. We 
urge anyone who thinks they may have a problem paying their 
loan to get to a counselor quickly. Talk to your lender about 
your options. Potentially go see other lenders about refi nancing.   
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 By December 17, 2008, the H4H program had received only 312 
applications and was widely viewed as a failure because of its exces-
sive costs and administrative complexities. Nevertheless, this program is 
worth fi xing because it is aimed at the heart of the housing problem, 
namely, reducing mortgage balances for underwater borrowers. In May 
of 2009, Congress enacted legislation with three improvements to the 
H4H program.  36   It permitted a reduction of the program ’ s fees, made 
more fl exible some of the requirements for eligibility, and provided 
mortgage servicers with some legal protection.  37   Engaging in loan 
modifi cations if they are consistent with the Obama Administration ’ s 
programs, as described in the following section.  

  The Obama Plan Puts Dollars behind 
Loan Modifi cations 

 In March of 2009, the Obama Administration announced a two - part 
effort to reduce monthly payments for mortgage holders.  38   The fi rst 
part allows any homeowner with a mortgage owned or guaranteed by 
Fannie Mae or Freddie Mac to refi nance without penalty, even if the 
outstanding mortgage balance exceeds 80 percent of the current market 
value of the home, which was the normal maximum for Fannie Mae and 
Freddie Mac. The new program permitted these two institutions to refi -
nance a mortgage if its outstanding balance was no more than 105 percent 
of the home ’ s current estimated value (increased to 125 percent). In addi-
tion, the homeowner must be current on his or her mortgage payments 
and must prove the ability to afford the new mortgage debt. Although 
there is no income limit on borrowers, the mortgage must be a conform-
ing loan, that is, no more than  $ 417,000 except in high - cost areas. 

  The program, which will be in effect until June 2010, is 
projected to help up to 5 million homeowners; it should lead 
to a higher volume of refi nancings.  The main drawback is that 
this new program is being funded by a  $ 200 billion increase in  federal 
capital —  $ 100 billion more each for Fannie Mae and Freddie Mac, 
which are already insolvent and reporting huge losses. (See Chapter  2 .) 
This drawback is aggravated by the decision to raise from 105 percent 
to 125 percent the maximum mortgage balance relative to a home ’ s 
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 current value. As explained below, such  “ underwater ”  mortgages are 
highly likely to default even after refi nancing. 

 The second part of the plan is much bolder. It offers loan modifi ca-
tions to any homeowner who has already missed mortgage payments, 
is at imminent risk of doing so, or who has a mortgage that is under-
water. In those cases, the homeowner must show that his or her monthly 
mortgage payments exceed 31 percent of his or her pretax income, and 
that their outstanding mortgage balance is  $ 729,750 or less. In addition, 
the program is limited to mortgages originated on or before January 1, 
2009, and for single - family homes that constitute the borrower ’ s primary 
residence.  39   Figure  10.3  lays out some of the key qualifi cation criteria 
for the loan modifi cation and loan refi nancing programs.   

 Because this loan modifi cation program is voluntary, the Obama 
Administration has provided fi nancial incentives totaling  $ 75 billion for 
mortgage holders, servicers and borrowers to participate. For the mort-
gage holder, the program has three key elements:  40   

     1.   The lender fi rst will have to reduce interest rates on mortgages to 
a specifi ed affordability level (specifi cally, bring down rates so that 
the borrower ’ s monthly mortgage payment is no greater than 38 
percent of his or her income).  

     2.   The program will match further reductions in interest payments 
dollar - for - dollar with the lender, down to a 31 percent debt service - 
to - income ratio for the borrower.  

     3.   To ensure long - term affordability, lenders will maintain modifi ed 
payments in place for fi ve years. After that point, the interest rate 
can be gradually stepped - up to the conforming loan rate in place 
at the time of the modifi cation.    

 The mortgage servicer also will potentially receive three different 
kinds of fees.     41  

     1.   An upfront fee of  $ 1,000 for each eligible modifi cation meeting 
guidelines established under this program.  

     2.   Pay - for - success fees, awarded monthly as long as the borrower stays 
current on the loan, for each such loan, up to  $ 1,000 each year for 
three years.  

     3.   Separate incentives to deal with homes subject to fi rst and second 
mortgages.    
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 Furthermore, because loan modifi cations are more likely to succeed 
if they are made before a borrower misses a payment, the program will 
offer an incentive payment of  $ 500 to mortgage servicers and  $ 1,500 
to mortgage holders for loan modifi cations made while a borrower at 
risk of default is still current on his or her payments. 

 Figure 10.3 Qualifying for Loan Modifi cation or Refi nancing 

For homeowners who have already missed mortgage payments, are at imminent risk of doing so, or who
have a mortgage that is “underwater.” 

Qualify

Payments exceed 31% of pretax income
and can demonstrate hardship 

Occupy a single family home

Can show the home to be primary
residence

Have unpaid principal balance of
$729,750 or less on a first lien mortgage

Have a mortgage originated on or
before January 1, 2009

Make all modified payments over three
month (or more) trial period

Do Not Qualify

Are not about to default

Are investors with a home that is not
occupied by the owner 

Have a home that is vacant or
condemned 

Have an unpaid principal balance of
more than $729,750 on a first lien
mortgage 

Have a mortgage included in securities
whose rules explicitly forbid modification

Have loan servicer who will not consider
modification or cannot be reached

Qualify Do Not Qualify

Have loans owned or guaranteed by
Fannie Mae or Freddie Mac

Are up to date on mortgage payments

Can demonstrate the ability to afford
new mortgage debt

Balance of mortgage is no more than
125% of the current estimated value
of the home

Have loans owned or guaranteed by
companies other than Fannie Mae or
Freddie Mac  

Have been more than 30 days late on a
payment in the last 12 months  

Cannot prove ability to afford new
mortgage debt

Balance on mortgage now exceeds more
than 125% of the current estimate
value of the home  

Loan Modification

Loan Refinancing
For borrowers who aren’t able to refiance due to such factors as a decrease in the value of their home.
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  This is an attractive offer for the three to four million bor-
rowers who should qualify for the loan modifi cation program. 
They will have their monthly payments reduced to 31 percent 
of pretax income for fi ve years . More importantly, if the borrower 
stays current on his or her monthly payments, his or her mortgage 
balance can be reduced by a total of  $ 5,000 ( $ 1,000 per year for fi ve 
years.)  42      Unfortunately, the program ’ s incentives for lenders or 
servicers to reduce mortgage balances are quite weak; rather, 
they will almost always decrease monthly payments by lower-
ing interest rates and stretching out payment periods. Without 
substantial reductions in mortgage principal, however, there 
is a high likelihood that homeowners with shaky fi nances will 
default again on their modifi ed loans.  

 In the past, the default rate has risen sharply if a mortgage is under-
water, that is, if the outstanding mortgage balance exceeds the current 
value of the home.  43   In such situations, it is simply too easy for home-
owners to walk away from a mortgage because they have no equity to 
lose. As Figure  10.4  shows, negative equity in a home is by far the most 
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important factor associated with mortgage defaults; it is more impor-
tant than having a low - quality loan of any type.   

 The studies on this subject have shown mixed results at best. For 
example, a study released in April, 2009, concludes that homeown-
ers receiving monthly payment reductions of 10 percent or more had 
re - default rates of 26 percent after nine months, as compared to 50 percent 
for those whose monthly mortgage payments increased or stayed the 
same.  44   In July of 2009, however, analyst Mark Hanson published data 
showing re - default rates of 34 percent to 59 percent within 10 months on 
loan modifi cations for homeowners current on their payments. Hanson ’ s 
explanation:  “ Loan mods are designed to keep the unpaid principal bal-
ances of the lender ’ s loans intact while re - levering the borrower. ”   45   

 Moreover, the combination of negative equity in a mortgage and 
a subprime loan is a recipe for disaster. For instance, if the balance on 
a subprime adjustable rate mortgage is the same as the current value 
of the home, there is a close to 50 percent likelihood that the mort-
gage will become more than 60 days delinquent during the next 
year.  46   According to a Fitch Report released in May, 2009,  “ a conserva-
tive projection was that between 65 percent and 75 percent of mod-
ifi ed subprime loans will fall 60 days or more delinquent within 12 
months of the change. ”   47   There are two main reasons for this excep-
tionally high default rate: the public pressure to modify loans for weak 
borrowers, and the tendency of borrowers to walk away from under-
water mortgages. 

 Several distinguished economists have called for a newly 
formed federal housing corporation to buy underwater mort-
gages and issue new ones at 95 percent of the home ’ s value.   48   
The difference between the old and new mortgage balances 
could be fi nanced by the new housing corporation in various 
ways, for example, setting an interest rate on the new mortgage 
2 percent above the 10 - year U.S. Treasury bond, sharing the 
losses with the lender, and/or providing the corporation with 
a share of the home ’ s profi ts on resale. Even if the federal gov-
ernment had to support these mortgage exchanges with cash 
payments, subsidies targeted at reducing mortgage balances 
below current home prices may very well be the best long -
 term use of the  $ 75 billion in the loan modifi cation program. 
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 Federal fi nancing of principal reductions should be pursued despite 
the political backlash from families who were more prudent in  buying 
their homes. To illustrate, suppose the Jones family put down  $ 60,000 
and obtained a  $ 140,000 mortgage to buy a  $ 200,000 house. The Smith 
family put down only  $ 10,000 and obtained a  $ 190,000 mortgage to 
buy the home next door for the same purchase price of  $ 200,000. If 
the market value of both houses drops to  $ 170,000, the Smith ’ s mort-
gage is underwater by  $ 20,000, whereas the Jones family has  $ 30,000 in 
house equity remaining. The Jones family is likely to resent the idea that 
their neighbors are able to get a bailout due to irresponsible lending on 
the part of the mortgage broker, or imprudent behavior on the part of 
the Smith family. Nevertheless, the Jones family will probably be bet-
ter off if the Smith family ’ s mortgage balance is reduced and the Smiths 
continue to live in the house next door. If the Smiths abandoned their 
house, that would likely bring down the value of all houses on the block.  

  Allowing Bankruptcy Judges to Modify 
Mortgages Is a Close Call 

 As part of its program for mortgage relief, the Obama Administration 
has backed a legislative proposal that would allow bankruptcy judges to 
reduce interest and principal payments for home mortgages when bor-
rowers fi le for bankruptcy. In a bankruptcy proceeding, debtors can 
develop a reorganization plan, approved by the judge, to reduce some 
debts and extend the repayment period. According to judges and lawyers, 
about half of bankruptcy fi lers lose their home:  “ That ’ s because debtors 
often have to make higher monthly mortgage payments than they did 
before bankruptcy, in part because their bankruptcy reorganization plans 
must include the payments they already missed, plus fi nancial penalties. ”   49   

 The  “ cramdown ”  proposal, as it is called by its opponents, has gen-
erated strong objections from most lending groups, who appear to have 
blocked the legislation for now in the U.S. Senate. They claim that it 
would provide a windfall to bankrupt homeowners, and raise mortgage 
costs for future homeowners because lenders will now build into mort-
gage pricing the chances of a bankruptcy cramdown. They point to a 
staff study by the Federal Reserve that the rate on car loans dropped by 
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over 2.5 percent after Congress eliminated the power of bankruptcy 
judges to modify auto loans in 2005.  50   In addition, this new power 
would place another burden on the relatively small number of bank-
ruptcy judges, who handled 900,000 bankruptcy fi lings between March 
2007 and March 2008.  51   

 The supporters of the proposal emphasize that bankruptcy judges 
have for years been authorized to modify many other types of loans, 
such as loans for vacation homes, investment properties, yachts, and 
planes. They also stress that mortgages could not be reduced below the 
market value of the home at the time of bankruptcy. They point to 
studies supporting their position; for example, a study by a Georgetown 
law professor and an economist found that  “ permitting unlimited strip -
 down had no effect on origination rates or the number of bankruptcy 
fi lings. ”   52   Other supporters, like the CEO of Citigroup, justify the leg-
islation in terms of today ’ s  “ exceptional economic environment. ”   53   

 In my view, application of the proposal to future mortgages would 
raise the prices of mortgages, because they would have to take into 
account the risk of cramdown in bankruptcy.  However, this fi nancial 
crisis is an emergency situation, which was created during sev-
eral years when the federal rules on mortgage practices were 
quite lax.  (See Chapter  1 .)  Because these rules were substantially 
improved at the end of 2008, the legislation should apply only 
to mortgages issued on or before December 31, 2008. Such a 
retrospective approach should minimize the impact on mort-
gage rates in the future. Nevertheless, mortgage bankers argue 
that Congress will predictably apply cramdown in every emer-
gency situation. To counter this argument, Congress should 
build into this legislation a requirement for a two - thirds vote 
of both the House and the Senate before cramdown could be 
applied to any future period.   

  Summary 

 Contrary to popular opinion, banks supply only 22 percent of all credit 
extensions in the United States; the large majority are provided by non-
bank lenders like mortgage brokers and money market funds. Although 

CH10.indd   259CH10.indd   259 9/30/09   9:38:41 AM9/30/09   9:38:41 AM



260 t o o  b i g  t o  s a v e ?

the outstanding loans on the books of large banks have slipped a little, 
new U.S. lending has plummeted. This is mainly due to the collapse of 
the secondary market for securitized loans. If we want to reignite the 
U.S. economy by increasing lending, the United States must revive 
the process of loan securitization. 

 The Fed has purchased over  $ 1 trillion in Fannie Mae and Freddie 
Mac securities. These purchases have helped drive fi xed - rate mort-
gages below 5 percent, leading to a tidal wave of refi nancings. Lower 
monthly mortgage payments will put billions of dollars in the pockets 
of American consumers. But it is unclear how much the Fed needs to 
purchase for how long to keep fi xed - rate mortgages at that level. This 
Federal program is a form of short - term economic stimulus. 

 The Fed has also provided nonrecourse loans at low rates to inves-
tors under a special program to encourage purchases of newly issued 
securitized loans. However, this is too expensive to be more than a 
short - term, starter program. To revive loan securitization on a perma-
nent basis the U.S. needs to fundamentally reform the process at all lev-
els, from the borrower to the loan originator to the credit rating agency. 
Most importantly, we need to allow banks to sponsor off - balance 
entities to issue securitized loans, subject to strict requirements for 
detailed disclosures of continuing or contingent bank obligations and 
capital backing those obligations. 

 It is unclear whether the sale of troubled assets by banks would 
lead them to substantially increase their loan volumes in the United 
States. In any event, such sales are unlikely until we fi gure out the right 
price for these assets. It may take several years before it becomes clear 
whether the currently depressed prices of troubled assets are the result 
of temporarily illiquid markets, fundamental credit problems, or some 
combination of both. This pricing challenge undermines all creative 
proposals for the federal government, alone or together with private 
investors, to buy troubled assets from banks. 

 The Treasury has rolled out two public - private partnership pro-
grams, one to purchase legacy loans and the other to purchase legacy 
asset - backed securities. The legacy loan program is fi nanced by guar-
antees from the FDIC, which will auction a bank ’ s loans for sale. 
However, the bank can reject the highest bidder. The legacy securities 
program is fi nanced by the Fed and the Treasury, which have  chosen 
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nine investment managers to run partnerships, but it is not clear 
whether these bidders or managers will be able to agree with the banks 
on a mutually acceptable price for most troubled assets. Moreover, the 
low - interest, nonrecourse loans in these two programs are too generous 
to the private investors. 

 Instead, federal regulators should divide each of the large troubled 
banks, with the government as the majority owner, into a  “ good ”  and 
 “ bad ”  bank. The good bank could get back to business as usual, 
and the bad bank would gradually work out the troubled assets over 
several years. This approach would avoid the problem of pricing trou-
bled assets if the shareholders and bondholders of the large bank main-
tained their same proportionate interest in both the good and bad 
banks. In particular, the Treasury should have a majority ownership in 
the good bank as well as the bad bank to obtain the lion ’ s share of the 
upside as well as the downside. 

 The value of troubled assets will ultimately depend on the default 
rate on the underlying mortgages and the losses incurred on these 
defaults. The Bush Administration unsuccessfully promoted loan modi-
fi cation on a voluntary basis. The Obama Administration backed its 
loan modifi cation programs with substantial incentive payments to 
lenders and servicers, so it is likely to help several million families with 
shaky fi nances decrease their monthly mortgage payments to 31 per-
cent of their pretax income. 

 However, the evidence shows that participants in loan modifi cation 
programs are very likely to default again if they are underwater:  Their 
mortgage balances are greater than the current value of their homes. 
Therefore, the Obama Administration would probably obtain a better 
result for its  $ 75 billion investment if it bought up underwater mortgages 
and issued new mortgages at 95 percent of home values. The difference 
between the old and new loan balances could be fi nanced by a combi-
nation of mortgage rates above federal borrowing costs, cost sharing with 
lenders, and profi t sharing with owners on the sale of their homes. 

 In addition, the Obama Administration backed a legislative pro-
posal to allow mortgages to be modifi ed in bankruptcy proceedings. 
This proposal is designed to produce customized mortgage modifi ca-
tion only for those in deep fi nancial distress. However, the proposal is 
bitterly opposed by bankers as undermining the sanctity of contract. 
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 In my view, a general application of this proposal will increase future 
mortgage rates for fi nancially pressed families, since bankers will assume 
that some of them will obtain mortgage modifi cations in bankruptcy. 
This proposal makes sense only as an exceptional measure applicable to 
mortgages issued before December 31, 2008, when the improved fed-
eral rules on mortgage practices were not yet effective. To address con-
cerns that similar legislation will be passed again in every recession, 
Congress should include a provision requiring a two - thirds vote before 
this exceptional measure could be applied to mortgages in the future.                               
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Chapter 11

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                Limiting Executive 
Compensation and 
Improving Boards 

of Directors          

 E xecutive compensation was a hot topic in the United States well 
before the current fi nancial crisis because of the recent and rapid 
rise in executive pay throughout this century. The ratio of the 

average Chief Executive Offi cer ’ s (CEO) pay to the average worker ’ s 
pay has gone from 20 to 1 for much of the twentieth century to 400 to 
1 in 2007.  1   The median total direct compensation for CEOs at the larg-
est U.S. companies was approximately  $ 14 million in 2007.  2   Critics were 
particularly outraged by huge severance payments given to CEOs when 
they were asked to leave for poor performance. For example, Hank 
McKinnell, the former CEO at Pfi zer, received  $ 34.2 million in 
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 severance payments out of a total exit package of almost  $ 200 million, 
after the company ’ s stock lost about  $ 137 billion of its market value 
during his tenure as CEO.  3   

 The current fi nancial crisis has shone a harsh spotlight on the huge 
payments to CEOs at fi nancial institutions, many of which have subse-
quently failed and needed money from the federal government to sur-
vive. According to one study by the  New York Times , executives at seven 
major fi nancial institutions that have either failed or been propped up 
with federal aid received  $ 464 million in performance pay from 2005 
until their collapse in 2008.  4   Richard Fuld, the former CEO of Lehman 
Brothers, which fi led for bankruptcy in 2008, received about  $ 466 mil-
lion in total compensation between 1993 and 2007.  5   As a result of the 
rising chorus of public criticism, most CEOs of large fi nancial institu-
tions in the United States agreed not to receive any bonus in 2008. 

 In response to this public fury over executive compensation, the 
federal government adopted three new sets of restrictions on execu-
tive compensation since the fall of 2008. (For a chart of these three 
sets of executive compensation restrictions under the Bush and Obama 
administrations, see Table  11.1 .) In summary: 

     1.   In October of 2008, Congress and the Treasury Department under 
President Bush established certain executive compensation restric-
tions at fi nancial institutions receiving federal assistance under the 
Troubled Asset Relief Program.  6   These compensation restrictions 
were described by the fi rst head of the this program as  “ quite rea-
sonable ”  and  “ a pretty modest hindrance. ”   7    

     2.   In mid - February of 2009, Congress imposed tougher restric-
tions on executive compensation for all fi nancial institutions that 
received federal assistance in the past or will do so in the future. 
Most importantly, these restrictions included limits on the amount 
of any bonus or incentive pay of top executives, and required an 
annual advisory shareholder vote on the company ’ s executive com-
pensation practices ( “ say on pay ” ).  8    

     3.   In June of 2009, the Obama Administration issued rules with fur-
ther restrictions on executive compensation for recipients of fed-
eral aid, such as prohibiting them from paying taxes due on any 
executive compensation items and requiring more disclosures on 
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their compensation consultants.  9   At the same time, the Treasury 
appointed a Special Master to approve specifi c compensation 
arrangements for the 25 highest paid executives at seven institu-
tions receiving exceptional fi nancial assistance (e.g., AIG, Bank of 
America, and Citigroup).          

 After outlining the early history of legislative attempts to limit 
executive compensation, this chapter will analyze the three recent sets 
of executive compensation restrictions at fi nancial institutions receiv-
ing federal assistance.  10   Although the excesses of the last decade cannot 
be justifi ed, this chapter will argue that these broad - based restrictions 
are likely to have unintended or adverse consequences that are not in 
the best interests of federally assisted institutions or their shareholders. 
Instead, this chapter will argue for a customized compensation model, 
designed for each fi nancial institution through a different process of 
corporate governance that I call  “ accountable capitalism. ”   

  Broad - Based Restrictions on Executive 
Compensation Have Usually Backfi red 

 In 1984, Congress attempted to curb excessive executive compensation 
by changing the section of the tax code regarding severance payments 
that were remitted to senior executives in connection with a change -
 in - control of the company.  11   It prohibited the company from taking a 
tax deduction on any severance payment over three times the execu-
tive ’ s average annual compensation. It also levied a 20 percent excise tax 
on the executive for such severance payments. In response, many com-
panies ramped up potential severance payments to exactly three times 
the executive ’ s average annual compensation. Further, if the potential 
severance payment exceeded that amount, many companies agreed to 
forego the favorable income tax deduction and sometimes even agreed 
to pay the excise tax on the executive ’ s behalf.  12   

 In another attempt to curb excessive executive compensation, Cong-
ress enacted a change to the tax code in 1993.  13   This change prohibited 
any company from deducting any annual compensation over  $ 1 million 
for their senior executives, with an exception for performance - based pay, 

CH11.indd   267CH11.indd   267 9/24/09   10:34:36 AM9/24/09   10:34:36 AM



268 t o o  b i g  t o  s a v e ?

such as stock options. In response, many companies ratcheted up their 
CEO ’ s base salary to at least  $ 1 million per year. Some companies deferred 
payment of nonperformance - based bonuses over  $ 1 million to the year 
after those senior executives retired. Other companies continued to pay 
their senior executives nonperformance - based bonuses in excess of  $ 1 
million and simply did not deduct the excess. Still other companies made 
mega stock - option grants to their senior executives because there was no 
limit on the tax deductions for this type of performance - based pay. This 
resulted in these executives receiving huge rewards when the whole U.S. 
stock market rose sharply during the late 1990s. 

 These two attempts to rein in executive compensation illustrate 
how broad - based legislative efforts tend to backfi re and result in serious 
unintended consequences. It is likely that this same type of disconnect 
between well - meaning objectives and actual effects will also be the fate 
of the three successive sets of restrictions on executive compensation 
applied to TARP recipients. Let us consider these three federal restric-
tions in chronological order: 

     1.   The restrictions established by Congress through the Bailout Act in 
October of 2008  

     2.   The restrictions imposed by Congress through the Stimulus Act in 
mid - February of 2009  

     3.   The restrictions issued by the Treasury in the rules it adopted in 
June of 2009    

  Compensation Restrictions 1: The Loopholes in  TARP  

 When Treasury Secretary Paulson fi rst proposed the 2008 Emergency 
Economic Stabilization Act (the  “ Bailout Act ” ), he stressed the need to 
buy troubled assets from fi nancial institutions and suggested that any 
limits on executive pay would discourage companies from participat-
ing.  14   Disagreeing with Paulson, Congress inserted specifi c pay restric-
tions on fi nancial institutions that sold assets to the federal government. 
These restrictions distinguish between assets purchased directly from 
fi nancial institutions and assets purchased through auctions run by the 
federal government. As mentioned before, Paulson quickly changed his 
mind about buying troubled assets in favor of recapitalizing banks. But 
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these distinctions are again relevant as the Obama Administration has 
released plans for purchasing troubled assets.  15   (See Chapter  10 .) 

 The Bailout Act contains programs other than the troubled asset 
relief program (collectively known as TARP), such as programs where the 
federal government takes a meaningful equity or debt  position in a fi nan-
cial institution. These other programs also have  executive compensation 
restrictions that became important when the Bush Administration bought 
preferred stock in over 300 fi nancial institutions.  16   (See Chapter  9 .) 

 The initial restrictions on executive compensation under TARP 
contain many loopholes and inconsistencies. To begin with, all these 
restrictions apply only to the CEO, the Chief Financial Offi cer (CFO), 
and the other three most highly compensated senior executive  offi cers 
(together, SEOs) who perform a general policy - making function for 
a fi nancial institution receiving federal assistance. Accordingly, while 
Goldman Sachs received  $ 10 billion in preferred stock from the U.S. 
Treasury, it would clearly be allowed to pay a  $ 20 million bonus to 
a derivatives trader who had made large profi ts for the fi rm over the 
prior year. Although most Wall Street CEOs have foregone bonuses for 
2008, other Wall Street employees reportedly received approximately 
 $ 18.4 billion in bonuses for 2008.  17   

 The compensation restrictions on executives at companies where 
the government has bought stock or purchased assets directly (though 
not through an auction) include a further prohibition on taking 
 “ unnecessary and excessive risks that threaten the value of the fi nancial 
institution. ”   18   However, this prohibition applies only to the activities 
of the fi ve SEOs and again would not apply to a derivatives trader at 
Goldman Sachs who takes billions of dollars of risk every day. 

 The restrictions that accompany federal purchases of stock and 
direct asset purchases (though not auction asset purchases) contain a 
clawback provision, requiring a fi nancial institution to recoup any 
incentive compensation that is both paid during the relevant period 
and based on materially inaccurate fi nancial statements or other per-
formance metrics. Again, this provision applies only to the fi ve SEOs 
at the fi nancial institution, and not to the derivatives trader. On the 
other hand, this provision may be too broad because it does not require 
any participation by the relevant SEO in approving the inaccurate 
fi nancial statement or designing a performance metric. By contrast, the 
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2002 Sarbanes - Oxley Act (SOX), which was passed after the failures of 
Enron and WorldCom, allows for the clawback of executive bonuses if 
there is a fi nancial restatement on the part of the issuer  “ as a result of 
misconduct. ”   19   

 In addition, the Bailout Act established certain prohibitions on 
severance payments upon termination (called golden parachutes) . 
Although these prohibitions are exceedingly complex and 
may differ slightly depending on the specifi c TARP program 
involved, they do share three troublesome limitations . First, 
the prohibitions on golden parachutes apply only to the fi ve SEOs. 
Second, they prohibit golden parachutes only if the payments exceed 
three times the SEO ’ s average compensation over the last fi ve years. For 
example, if a CEO received a salary and bonus of  $ 4 million per year 
on average over the last fi ve years, a  $ 12 million golden parachute pay-
ment by a fi nancial institution receiving federal stock would be accept-
able under TARP ’ s provisions, even if the CEO were terminated for 
poor performance. Third, TARP does not prohibit the payment of a 
golden parachute payment above three times annual compensation after 
the end of the company ’ s participation in TARP.  20      However, this loop-
hole was closed by the Treasury ’ s rules in June of 2009 .  

  Compensation Restrictions 2: The Stimulus Act of 
2009 Goes Too Far 

  Given these ambiguities and inconsistencies in TARP ’ s restric-
tions on executive compensation, the top offi cials in the new 
Obama Administration rightly believed that tighter restric-
tions were needed . In February of 2009, the Treasury proposed rules 
on executive compensation that would have applied only to fi nancial 
institutions receiving federal assistance in the future. However, before 
the Treasury could formally adopt these rules, Congress added an even 
tighter set of restrictions on executive compensation in the American 
Recovery and Reinvestment Act of 2009 (the 2009 Stimulus Act), 
which apply to both current and future recipients of government 
aid. Most importantly, it limited bonuses or any other type of incen-
tive award to grants of restricted shares not exceeding one - third of 
annual compensation. Nevertheless, this limit did not apply, if a valid 
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 employment agreement was in place as of February 11, 2009, as was 
the case for the  $ 165 million in retention bonuses paid out by AIG 
during March of 2009.  21   

 The number of senior executives subject to this legislative restric-
tion on annual bonuses depends upon the amount of fi nancial assist-
ance received by the fi nancial institution according to the following 
schedule. For institutions receiving: 

  Less than  $ 25 million in assistance, the highest compensated executive  
  From  $ 25 million up to  $ 250 million in assistance, the fi ve most 
highly compensated executives  
  From  $ 250 million up to  $ 500 million in assistance, the fi ve SEOs 
and the 10 next most highly compensated executives  
   $ 500 million or more in assistance, the fi ve SEOs and the next 20 
most highly compensated executives.    

  Unfortunately, these legislative limits on bonuses are 
likely to lead to much larger annual salaries at TARP insti-
tutions, thereby weakening the link between executive pay 
and performance . For instance, Morgan Stanley increased the base 
salaries of its four top executives just below the CEO from  $ 300,000 –
  $ 323,000 in 2008 to  $ 750,000 –  $ 800,000 in 2009.  22   Even a staunch 
critic of  excessive compensation, Harvard Professor Lucian Bebchuck, 
 lambasted the provisions in the 2009 Stimulus Act:  “ Mandating that 
at least two - thirds of an executive ’ s total pay be decoupled from per-
formance, as the stimulus bill does, is a step in the wrong direction. ”   23   
Professor Bebchuck also pointed out that allowing only one form of 
 incentive pay — restricted shares — could have perverse results. For 
example, if an executive ran a division of a large bank, he or she should 
be  compensated mainly on that division ’ s performance, rather than the 
stock price of the whole bank. 

 Because Congress applied its new restrictions on executive com-
pensation to all institutions that have received, or will receive, federal 
assistance under TARP, it recognized that some banks would object to 
the retroactive application of these restrictions. Accordingly, the 2009 
Stimulus Act specifi cally permitted any TARP recipient to repay any 
federal assistance, even if the institution did not raise capital from other 
sources or did not complete the initial three - year waiting period for 

•
•

•

•
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repayment.  24   The legislative repeal of these two repayment  conditions 
in the original terms of Treasury ’ s preferred stock is troublesome, 
although the regulators retain administrative control over the repay-
ment plan of any specifi c bank. Instead of raising new capital, banks 
could deplete their existing capital cushions in order to redeem the 
federal government ’ s preferred shares.  25   To avoid the new restrictions 
on executive compensation, several small banks quickly redeemed their 
federal preferred stock, and 10 large banks followed suit later in 2009. 

 Beside these troublesome provisions on bonuses and stock repay-
ment, Congress in 2009 imposed tougher measures on several other 
subjects than those in the Bailout Act of 2008. Some of these tougher 
measures were further elaborated in the June, 2009 rules adopted by 
the Treasury.   

  The Stimulus Act expands the prohibition on golden parachutes in 
the Bailout Act to include not only the fi ve SEOs but also the next 
fi ve most highly compensated executives for all fi nancial institu-
tions that have received or will receive federal assistance.  
  Whereas the Bailout Act required a clawback of bonuses paid to the 
fi ve SEOs based on inaccurate performance metrics, the Stimulus Act 
extends this requirement to the next 20 most highly compensated 
executives. The Treasury ’ s rules also force the TARP recipient to exer-
cise these broader clawback rights unless it can justify why not.  
  The Stimulus Act still requires that compensation plans for only 
the top fi ve executive offi cers be designed to avoid incentives for 
unnecessary risk taking, but further prohibits compensation plans 
for any employee of a TARP recipient if they would encourage 
earnings manipulation. The Treasury rules also require the institu-
tion ’ s compensation committee to publicly disclose its analysis of 
such risk - taking incentives.  
  The Stimulus Act requires TARP recipients to provide an annual 
shareholder vote on a nonbinding resolution to approve execu-
tive compensation packages. The Bailout Act had no comparable 
requirement.  
  The Stimulus Act of 2009 requires that fi nancial institutions receiv-
ing federal assistance adopt policies against expenditures that could 
be viewed as excessive or luxury items, and that the  institution ’ s

•

•

•

•

•
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CEO and CFO personally certify the need for any such  expen ditures. 
Although the adoption of such policies may be justifi able for TARP 
institutions, the personal certifi cation by the CEO and CFO consti-
tute a poor use of their time.     

  Compensation Restrictions 3: The Treasury Rules Go Further Than 
the Stimulus Act of 2009 

 The Treasury ’ s June 2009 rules prohibit TARP fi rms from  reimbursing 
taxes due on any compensations items. As mentioned earlier, some 
 companies cover the excise taxes levied by the IRS on golden parachute 
payments if they exceed three times an executive ’ s annual compensation.   

  The Treasury rules expand the SEC ’ s requirement to disclose perqui-
sites received by the top fi ve SEOs of public companies to include 
all executives of TARP institutions subject to the bonus limits and 
receiving perquisites over  $ 25,000 per year. Such perquisites include 
company payments for personal expenses such as aircraft use.  
  The Treasury rules require the compensation committee of TARP 
institutions to be composed entirely of independent directors. This 
requirement is already met by almost all institutions listed on the 
New York Stock Exchange and most listed on other markets.  
  The Treasury rules require more detailed disclosures on services 
rendered by compensation consultants to fi nancial institutions and 
their compensation committees. However, disclosure is too mild a 
medicine for a situation in which a potential confl ict of interest is 
likely to become an actual confl ict. If consultants earn signifi cantly 
more fees for advising the company ’ s executives on human resource 
issues, they are likely to be overly generous when evaluating pay 
proposals involving executives for the compensation committee of 
the same company ’ s board.  26   Therefore, Congress should prohibit 
any compensation consultants from providing material services to 
both the company and its independent directors (or committee of 
independent directors). This prohibition would be similar to the 
one in SOX barring the same accounting fi rm from both auditing 
a company ’ s fi nancial statements and providing signifi cant consult-
ing services to the same company.    

•

•

•
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 Finally, the Treasury rules establish the Offi ce of the Special Master 
with broad powers over TARP fi rms receiving exceptional federal 
assistance, namely,  AIG, Bank of America, and Citigroup, plus four auto -
 related fi rms. The Special Master also has narrower powers on executive 
compensation at other TARP fi rms. Both these powers are summarized 
in Table  11.2 .   

 Table 11.2 Powers of the Special Master of   TARP  Compensation 

      For all  TARP  Recipients 

•    To interpret the application of the restrictions on executive compensation and 
corporate governance requirements of the Stimulus Bill, including the specifi c 
application of any terms or conditions in a contract between the Treasury and 
a TARP recipient.  

•    To oversee the review of bonuses, retention awards, and other compensation 
paid before February 17, 2009, and where appropriate, negotiate reimburse-
ments to the Federal Government.  

   For  “ Exceptional ”     TARP  Recipients 

•    To review and approve any compensation proposed to be paid to the top 5 
senior executives and the next 20 most highly paid employees.  

•    To review and approve the compensation  structure  for the 100 most highly paid 
employees and any executive offi cers that are not among the 100 most highly 
paid employees.  

•    To issue these fi nal and non - appealable approvals based on a clear set of 
principles to ensure that compensation is structured in such a way that gives 
those employees incentives to maximize long - term shareholder value and 
protect taxpayer interests.  

•   These six general principles are to ensure that executive compensation:  
    i.   encourages long - term value creation;  
    ii.    refl ects the company ’ s competitive constraints and its need to repay 

Treasury;  
    iii.   appropriately allocates among components of pay (e.g. salary, bonus, etc.);  
    iv.   is based on performance through metrics tailored to the executive;  
    v.   is consistent with pay for those in similar positions at similar entities; and  

    vi.   refl ects the current and/or prospective contributions of the executive.    
•    Automatic approval if total compensation for one executive is not more than 

 $ 500,000 (with any additional compensation paid only in the form of long -
 term restricted stock in the amount of 1/3 of total annual compensation).     
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 More generally, Treasury Secretary Geithner announced fi ve princi-
ples for executive compensation at all publicly traded companies. These 
principles sensibly articulate functional guidelines, rather than rigid 
standards for such companies:   27  

     1.   Compensation should properly measure and reward performance.  
     2.   Compensation should be structured to account for the time hori-

zon of risk.  
     3.   Compensation practices should be aligned with sound risk 

management.  
     4.   Golden parachutes and supplemental retirement plans should be re -

 examined to determine whether they align the interests of execu-
tives and shareholders.  

     5.   The process of setting compensation should promote transparency 
and accountability.      

  Accountable Capitalism and Executive 
Compensation 

 Many commentators predict that the combination of legislative and 
Treasury curbs on executive compensation will drive talented employ-
ees out of banks receiving fi nancial assistance. In combination, these 
restrictions imply that many top executives of the country ’ s largest 
banks receiving federal aid are not likely to receive annual compensa-
tion more than  $ 500,000 in cash, plus  $ 250,000 in restricted shares that 
would fully vest if and when the bank repaid all its federal assistance. In 
addition, the top executives could not receive any severance payments if 
they lost their job because of a hostile takeover of the bank or a debate 
about bank strategy, despite strong performance. If you were a talented 
executive vice president of a large bank who earned an    average of  $ 1.5 
million per year ( $ 500,000 in base pay and  $ 1 million in performance 
pay), would you accept these restrictions that would result in a 50 per-
cent pay cut, or would you fi nd a job in another fi nancial institution 
not receiving federal assistance and, therefore, not subject to such pay 
restrictions? Alternatively, would you take your group from the bank 
and form a new company that would perform similar functions for 
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the bank and other fi nancial institutions without these restrictions on 
executive compensation? 

 These questions illustrate the inherent limitations of any broad -
 based prohibitions on executive compensation. As shown by the prior 
discussion on the impact of the two tax code revisions during the 
1980s and 1990s, lawyers are ingenious in circumventing these restric-
tions, so the restrictions are rarely effective and sometimes are counter-
productive. To avoid the statutory restrictions on executive bonuses, for 
example, Wells Fargo raised the base salary of its CEO from  $ 900,000 
to  $ 5.6 million for the next year. Other banks are granting multimil-
lion - dollar signing bonuses, because the bonus restrictions apply only 
to the highest paid bank executives in the prior year.  28   

 Moreover, the multiple rounds of federal restrictions on executive 
compensation have undermined signifi cant aspects of the government ’ s 
efforts to clean up the banks. Because of these restrictions, some fi rms 
have decided not to participate in the private - public partnerships to 
buy toxic assets from banks (see Chapter  10 ). Although the Treasury 
Department announced that the executive compensation restrictions do 
not apply to these partnerships, potential participants fear that Congress 
will later pass retroactive legislation limiting or taxing their profi ts on 
these partnerships.  29   

 In theory, a regulatory authority should articulate a set of compen-
sation objectives that would be applied to a fi nancial institution by a 
board of directors with extensive knowledge of that institution. In prac-
tice, the boards of directors of large mega banks have generally done a 
poor job of establishing a compensation system for senior executives. 
The Sarbanes - Oxley Act increased the percentage of independent 
directors on boards, who now follow much more elaborate proce-
dures in running their board committees. But the procedural approach 
embedded in SOX was ineffective in many instances. Although the 
boards at Merrill Lynch and Lehman Brothers were composed of over 
90 percent independent directors, they did not appear to have fully 
comprehended the excessive risk taking by the bank ’ s senior executives, 
and they rewarded these executives with huge bonuses. 

 While I believe that executive compensation packages are best 
 customized for each fi nancial institution by its board of directors, from my 
experience I have developed a set of principles that would provide useful 
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guidance on compensation for senior executives at large fi nancial institu-
tions. These principles are based on the realistic premise that top fi nancial 
executives have job opportunities in many types of fi nancial fi rms, which 
themselves can be located in various countries. These principles, designed 
to promote  “ accountable capitalism, ”  fall into three main categories: 

     1.   Base salary and bonus  
     2.   Stock - related awards  
     3.   Termination - deferral issues    

   Base Salary and Bonus 

     1.    Keep Base Salaries Low:  Financial institutions should always 
keep base salaries of senior executives as low as practical, with the 
bulk of the annual cash payment comprising a bonus based on 
performance. Specifi cally, try to keep the salaries of the highest -
 paid executives and investment experts no higher than  $ 300,000 –
  $ 400,000 per year. That salary is suffi cient to support the monthly 
needs of any family, while allowing for a wide range of bonuses 
dependent upon performance. There is no need for most CEOs to 
receive base salaries of more than  $ 1 million in addition to their 
normal pension and health benefi ts.  

     2.    Extend the Period for Measuring Performance:  Bonuses should 
be based on performance over a period of three years, rather than just 
on the past year (with appropriate exceptions for new employees and 
those on leave). If we want fi nancial institutions to take a longer - term 
perspective, we need to expand the time horizon for determining 
bonuses. However, fi nancial markets move quickly, so a horizon of 
fi ve to ten years is an eternity. The best we can hope for is a three - year 
measurement period for cash bonuses. In addition, bonuses should not 
be guaranteed by an employment contract, with the exception of a 
fi rst - year bonus for new hires who may have foregone compensation 
at their former employer in order to join their new company.  

     3.    Build in Downside Risk:  Bonus programs are usually aimed at 
rewarding good performance, but they need to be designed in such 
a way that top executives will lose most or all of their bonuses when 
their company or unit performs poorly. It cannot be a heads - I - win -
 a - lot, tails-I-win-a-little type of executive bonus program; there has 
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to be signifi cant downside risk for the executive in order for the pay 
to be truly linked to performance. Although Wall Street bonuses fell 
from 2007 to 2008, nine banks receiving federal assistance distrib-
uted bonuses of almost  $ 33 billion in 2008. Six of those nine banks 
actually paid out more in bonuses than their profi ts in 2008.  30    

     4.    Rely Heavily on Quantitative Metrics:  In my experience, it 
is too hard to implement a bonus system with a truly wide range 
of results unless the board establishes quantitative metrics for at 
least two - thirds of the bonus payout. Of course, qualitative factors 
should be included in bonus determinations, but they tend to be 
mushy and produce high grades for most senior executives.    

   Stock Options and Restricted Stock 

     1.    Tie Exercise Price to Relevant Stock Index:  A substantial por-
tion of a senior executive ’ s compensation should be in some form of 
stock, preferably with a heavy dose of indexed stock options. If the 
stock subsequently does well, the executive does well with the options. 
If the stock subsequently declines in price, the options become vir-
tually worthless. However, sometimes a company ’ s share price rises 
mainly because of a general market boom, even if the institution is 
doing poorly. To prevent windfall profi ts in these situations, the exer-
cise price of options should be annually adjusted upward if the insti-
tution ’ s share price does not rise as high as the company ’ s peers, as 
measured by the relevant stock index. Conversely, an institution ’ s CEO 
could be doing an excellent job, while the general stock market tanks. 
In that case, the institution should decrease the exercise price each 
year consistent with the decrease in the relevant stock index. But the 
adjustments in the exercise prices of options must be  symmetrical —
 the same methodology on the upside and the downside.  

     2.    Do Not Reprice Options with Fixed Exercise Price:  
Unfortunately, most stock options have fi xed exercise prices that do 
not move with market indexes. If the stock ’ s price sinks lower after 
the grant of the stock option, the option is considered underwa-
ter and is, therefore, of little value to the option holder. In those 
 situations, institutions sometimes reduce the exercise price of all 
 outstanding options, although they never increase their exercise prices 
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in booming stock markets. In this manner, an institution undermines 
the role stock options play in aligning the interests of its top execu-
tives with those of its shareholders. As you can see from Figure  11.1 ,
many companies have or are seeking to re - price options in connec-
tion with the recent severe downturn in the market.  31     In order to 
keep the management and shareholders aligned, the exercise price 
of  nonindexed  stock options should remain the same during a sig-
nifi cant market downturn.    

     3.    Put Performance Conditions on Restricted Shares:  Grants 
of restricted shares do not align executive performance as closely to 
shareholder value as stock options. Restricted shares that vest over a 
period of several years are essentially a form of deferred bonus, with 
a modest performance kicker. Suppose the executive receives 10,000 
restricted shares when the company ’ s stock price is  $ 50 per share 
(a  $ 500,000 value), and the share price declines to  $ 40 at the end of a 
three - year vesting period. The senior executive still receives  $ 400,000 
at the end of the vesting period even though the stock declined 20 
percent during this period. Therefore, restricted shares should vest 
over time only if appropriate targets are met — such as a 10 percent 

Figure 11.1  Re-pricing Stock Options 
 Source : Radford Consulting, a unit of Aon Corporation.
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increase in shareholder value (including market price and dividends) 
or a 10 percent increase in the institution ’ s earnings per share.  

     4.    Mandate Holding of 50 �  Percent of Shares:  When senior 
executives acquire shares through restricted stock or stock option 
grants, they should also be required to hold at least half of them until 
retirement or termination. That requirement would prevent execu-
tives from cashing out their whole stock position at the top of a 
market cycle, thereby giving them a longer - term interest in the insti-
tution ’ s success. But they could sell half their shares to cover their 
taxes and generate a little cash for family needs.    

   Termination, Retirement, and Payment Deferrals 

     1.    Limit Severance Payments:  Senior executives should be  entitled 
to reasonable severance pay if they are terminated when  institutions 
are acquired or for other events beyond their control. But any sev-
erance payment should not exceed three times the average base pay 
and bonus of an executive over the last fi ve years, and this calcula-
tion should exclude stock awards. The severance payment should 
be lower if the executive is also receiving other substantial benefi ts 
at the time of termination, such as any accelerated vesting of stock 
options or restricted stock. Institutions should not agree to make 
any severance payments to executives terminated for poor perform-
ance or other specifi ed causes.  

     2.    Limit Base for Pension Calculations:  Retirement payments 
from pension and 401(k) plans are a legitimate and important ben-
efi t for senior executives. However, pension benefi ts can become 
huge if they are calculated on a formula that includes all cash 
bonuses and stock - related compensation. For example, McKesson 
Corp. CEO John Hammergren ’ s estimated lump - sum pension 
payout was calculated at  $ 84.6 million as a result of including 150 
percent of his bonus payment as well as crediting him with years 
of service that he did not actually serve.  32   These pension formu-
las should be limited to base pay and actual cash bonuses up to a 
reasonable dollar ceiling for each senior executive, and should not 
include any other performance - based compensation.  

     3.    Avoid Lump Sum Payouts:  Financial institutions usually 
insist that departing executives agree not to reveal confi dential 
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 information, solicit existing clients, or work for a direct competi-
tor for reasonable time periods. These agreements are much easier 
to enforce if the institution withholds some payments from already 
departed senior executives. A company should, therefore, design 
its retirement and severance arrangements for senior executives so 
they receive payments over a few years, rather than in a lump sum.  

     4.    Defer a Portion of Bonus Payment:  Institutions should have 
the right to recoup bonuses if senior executives knowingly partici-
pated in the falsifi cation of fi nancial reports or other performance 
metrics used in calculating their bonuses. Therefore, an institution 
should defer a certain percentage of the executive ’ s bonus over 
two or three years, with payment subject to certain conditions. By 
retaining a portion of an executive ’ s bonus, an institution can more 
easily recoup that portion if it turns out that the performance met-
rics were falsifi ed or the lucrative deals soon fell apart.    

 Please see Table  11.3  for a detailed summary of these executive 
compensation principles.    

  Mega Banks Need a New Type 
of Board of Directors 

 Because executive compensation arrangements are so complex, every 
mega bank (i.e., a bank with over  $ 100 billion in assets) needs a board 
of directors that designs and implements compensation packages that are 
customized for its senior executives. These compensation packages should 
align the interests of the institution ’ s executives with those of its share-
holders, while not encouraging excessive risk taking that would likely 
jeopardize the institution ’ s solvency. More generally, the board of direc-
tors should monitor closely the activities of the institution ’ s senior execu-
tives to ensure that they are earning long - term profi ts for its shareholders 
without threatening the interests of the FDIC as the bank ’ s insurer. 

  Bring in the Watchdogs   . . .  

 Unfortunately, the directors of many mega banks were not effective 
watchdogs over the last decade. Most directors of mega banks attend 
six in - person board meetings per year, each lasting one day. In addition, 
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 Table 11.3 Executive Compensation Principles 

     Base Salary 
 &  Bonus   

     •  Base salaries should not exceed  $ 300,000 –  $ 400,000 per year.  
 •   Bonuses should be based on a three - year performance period 

(with exceptions for new employees and those on leave).  
  •  Bonuses should generally not be guaranteed in an employ-

ment contract.  
  •  Bonuses should be structured in a way that executives stand to 

lose as much money in bad times as they stand to gain in 
good times.  

  •  Bonuses should contain quantitative metrics for at least 2/3 of 
the bonus calculation.     

     Stock Grants   •       The exercise price of a stock option should be adjusted 
upward or downward in line with the rise or fall of the 
relevant stock index.  

 •   The exercise price of fi xed-price stock options should not be 
lowered during a signifi cant market downturn.  

  •  Restricted stock grants should vest over time only if certain 
shareholder - related performance targets are met.  

  •  A signifi cant portion of all stock grants should be required to 
be held either until retirement or termination.     

     Termination 
 &  Deferral 
Issues   

     •  Severance payments should not exceed three times the 
average base pay and bonus of an executive over the last fi ve 
years. Companies should not contractually agree to make any 
severance payments to executives terminated for poor 
performance or other specifi ed causes.  

  •  Pension formulas should be limited to base pay and cash 
bonus up to a specifi ed level, excluding other performance -
 based compensation. Retirement and severance arrangements 
should not be given in a lump sum and should be received 
over a period of a few years.  

  •  Companies should retain the right to recoup bonuses if 
current or departed executives knowingly participated in the 
falsifi cation of any performance metric used in calculating 
their bonuses. Companies should use deferred bonus programs 
to help ensure performance goals were in fact based on the 
long - term performance.     

directors of public companies spend time reviewing materials, traveling 
to meetings, and participating in conference calls between meetings. The 
total time spent on company business by a public company director is 
less than 200 hours per year, subtracting reasonable travel time.  33   This is 
simply not enough time to follow the activities of a global fi nancial 
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institution with many lines of business, and to hold senior management 
accountable for running these businesses. A recent report by Nestor 
Advisors concludes that large banks need independent directors with 
more fi nancial experience and more time to spend on board matters.  34   

 Most directors of mega banks are not experts on fi nancial matters. 
I have personal experience in examining closely the board members of 
two large banks. I was surprised to fi nd how few independent directors 
had been executives at fi nancial institutions. This appears to be typical 
in the large U.S. banks. In the case of another bank, Citigroup, only one 
independent director had a fi nancial services background;  35   and, until 
very recently, he was the CEO of a large, nonfi nancial company, thereby 
limiting his time available to spend on the complex issues at Citigroup. 

 In my case, I ultimately decided not to serve as a director of either 
of the two large banks because of potential confl icts of interest with 
MFS Investment Management, my main employer. Perhaps other 
capable candidates with relevant industry experience do not qualify 
as independent because they work for service providers, customers, or 
competitors of the fi nancial institution. 

 As a result of SOX and shareholder pressures, approximately 78 per-
cent of all directors are now independent, including those at fi nancial 
institutions.  36   In establishing standards for director independence, stock 
exchanges have set a relatively low limit on professional relationships 
that directors may have with the company and still be deemed inde-
pendent. Independence certainly has merit in addressing concerns about 
potential confl icts, but it may come at the price of relevant experience. 
Recent amendments by the major U.S. stock markets have taken a step 
in the right direction by making it easier for a director to be deemed 
independent despite inconsequential relationships with the company.  37   

 Some commentators believe that the key to more effective boards is 
the appointment of an independent chair of the board, who is not the 
CEO of that same institution. The separation of board chair from 
the CEO has been studied extensively in both Europe and the United 
States.  38   The conclusion of these studies is clear: There is no statistically 
signifi cant difference, in terms of stock price or accounting income, 
between companies with independent chairs and those without one. 
Of course, it may make sense to appoint an independent chair because 
of the specifi c needs of an institution — for example, an institution that 
needs a high - ranking spokesperson to deal with foreign governments. 
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As a general matter, however, it suffi ces to have a lead director who 
organizes the executive sessions of the other independent board mem-
bers and helps to set the agenda for board meetings.  

   . . .   and an Accountable Board of Super - Directors 

  A Special Master is an emergency measure to supervise a few 
institutions needing exceptional federal assistance. A Special 
Master is not desirable or feasible as a permanent mechanism to 
approve compensation arrangements at all fi nancial institutions. 
If we want to have effective boards of directors at large fi nancial 
institutions, we need to follow a different model based loosely 
upon the boards of companies controlled by private equity funds . 
Although such private companies are different from public companies, we 
can learn from these situations. Private equity boards are much smaller 
than boards of publicly traded fi nancial institutions; these smaller boards 
typically have 4 to 8 members. Boards of large public banks, by contrast, 
usually have 10 to 18 members. Furthermore, the private equity directors 
almost always have extensive experience in the relevant industry. 

  Most importantly, the experienced directors of private 
equity boards spend a lot more time on company business 
than directors of most public companies . The typical private 
equity director spends several days every month on company business. 
These directors are involved at an early stage in major strategic deci-
sions, like starting new products and making acquisitions. They monitor 
closely the fi nancial performance of these companies through detailed 
monthly reports. If these reports show the company is not meeting 
its operating plan, the directors will be on the telephone with tough 
questions for the CEO.  Furthermore, these directors on private 
equity boards actively participate in fashioning performance -
 based compensation packages for the company ’ s top execu-
tives and implementing them each year . 

 Not surprisingly, directors of private equity companies are paid 
differently than independent directors of public companies. The latter 
receive average compensation of about  $ 200,000 per year at large  public 
companies,  39   including a modest amount of stock - related compensation. 
Although directors of private equity companies typically receive less 
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annual compensation, they are rewarded for their much greater time 
commitment and efforts by substantial equity awards. These awards pay 
off only if the private equity fund actually realizes a profi t on its equity 
investment in the relevant company. 

 Of course, there are signifi cant differences between public and pri-
vate companies. According to several studies, however, we can improve 
boards of public companies by adopting several of the most useful fea-
tures of boards of private companies controlled by private equity funds, 
such as smaller boards with larger time commitments to board work.  40   In 
addition, to increase the pool of directors with relevant industry experi-
ence, public boards should drop their requirements for mandatory retire-
ment at age 70 or 72. These formalistic limits should be replaced by a 
periodic analysis by the board collectively of each member ’ s ability to 
serve effectively as a director. A person at age 74 or 78 may be fully capa-
ble of performing the duties of a board member at a fi nancial institution. 

 In short, a mega bank should have a board of super - 
directors — a small group of independent directors with exten-
sive experience in fi nancial institutions who spend several days 
per month on the fi nancial institution ’ s business, and serve 
on only one other board of a public company. They would 
be paid in cash a director ’ s fee of  $ 50,000 to  $ 70,000 per year, 
together with a combination of stock options and restricted 
stock valued at  $ 300,000 to  $ 500,000 at the time of grant. Such 
super - directors could implement the concept of  “ account-
able capitalism ”  in the U.S. fi nancial sector, holding senior 
executives at every mega bank accountable for its perform-
ance. These super - directors would have the expertise, time, 
and incentive to understand the complexities of large fi nancial 
institutions, monitor their performance closely, and implement 
customized systems for executive compensation.   

  Shareholders Need a Reasonable Way to Participate 
in the Nomination of Directors 

 If we have more powerful boards of directors at fi nancial institutions, 
we should also make sure that shareholders have appropriate input into 
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the selection of directors. Generally, the duties of company offi cers, 
directors, and shareholders are determined by the interplay among state 
law, the company ’ s charter and bylaws, stock exchange requirements, 
and federal regulations. In short, directors represent the company ’ s 
shareholders as well as the company and have a legal duty to act in their 
best interest. In my view, shareholders should have four enhanced rights 
as the owners of the fi nancial institution. Specifi cally, they should have: 

     1.   The right to have directors submit their resignations if they do not 
receive a majority of favorable votes cast at an annual meeting  

     2.   The right to elect all directors every year, instead of staggered boards  
     3.   The right to nominate their own directors through a low - cost 

process of soliciting proxies  
     4.   The right to vote on an advisory resolution about the executive 

compensation packages of the institution ’ s top fi ve executives    

  A Director Should Be Elected by a Majority 
of the Votes Cast at an Election 

 Contrary to the popular view, shareholders generally do not have 
meaningful input into the election of directors at their company. Under 
the traditional plurality voting standard, shareholders can either cast their 
votes in favor of a director, or withhold their votes for a director. The 
number of withheld votes has no legal effect on the outcome of the elec-
tion: As long as one share is voted in favor of a director, such director is 
legally elected to the board. Companies defend this practice because it 
avoids a failed election that could leave the company without enough 
directors to oversee the company. In fact, plurality voting is the default 
standard under the corporate laws of many states, including Delaware, 
the state where most large companies are incorporated. 

 Some companies have formally recognized that a large number of 
withheld votes should have some signifi cance. These companies have 
instituted policies that require any director who receives less than a 
majority of the votes cast to submit his or her resignation to the board 
of directors. Although that director is still technically elected, the board 
can decide if there is a strong reason to override the will of the majority 
of its voting shareholders by either accepting or  rejecting the  director ’ s 
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resignation.  41   Approximately 68 percent of large public companies have 
adopted some form of majority voting in director elections over the 
past few years, but only 25 percent of smaller public companies have 
adopted this procedure.  42      Every fi nancial institution director should 
be required to submit his or her resignation if he or she does 
not receive majority support from shareholders who vote. This 
requirement would help insure that shareholders could poten-
tially oust one or more directors if they are ineffective .  

  The Entire Board of Directors Should Be Elected Every Year 

 About 50 percent of large companies still maintain staggered boards, 
which allow shareholders to elect only one - third of the board of directors 
each year.  43   For example, if an institution has 12 directors, four would be 
elected each year to serve three - year terms . Staggered boards are an 
inappropriate constraint on shareholders ’  right to elect the full 
board annually . In fact, shareholder proposals to  “ de - stagger ”  boards gen-
erally gain majority support from shareholders. Accordingly, many compa-
nies have agreed to drop their staggered boards and allow all directors to 
be elected and held accountable to shareholders each year. But a large per-
centage of smaller public companies still maintain a staggered board. 

 Staggered boards were justifi ed historically as promoting continuity 
among board members. But continuity can be achieved by other meas-
ures, such as abolishing term limits for directors and making sure that 
multiple directors do not retire in the same year. The primary reason for 
a staggered board at the present time is to deter or slow down a hos-
tile takeover of a company.  44   For instance, a hostile bidder may propose 
its own slate of directors as part of a plan to take control of a fi nancial 
institution. With a staggered board, it would take the hostile bidder two 
years instead of one to elect a majority of the institution ’ s directors. 

  Shareholders of every fi nancial institution should have the 
right each year to choose all members of its board of  directors 
to run the institution . Of course, supporters of staggered boards would 
argue that they are needed to prevent a hostile bidder from potentially 
exploiting the company, such as using its assets to back a loan to buy the 
company ’ s shares. However, such tactics are usually prohibited by state, 
antitakeover laws. In any event, these arguments are inapplicable to the 
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board of a fi nancial institution because any new control person would 
have to win advance approval for its post - takeover plan from a regulator.  

  Shareholders Need a Low - Cost Effective Method 
to Nominate Directors 

 In 2009, the SEC proposed that shareholders continuously holding 
more than a specifi ed amount of a company ’ s shares for at least one 
year be allowed to nominate their own independent candidates for up 
to one - quarter of the company ’ s directors. The SEC also proposed that 
these nominees would appear in the company ’ s proxy statement — the 
materials sent to all shareholders by the company with its proposed 
slate of directors and any other matters to be put to a shareholder vote. 
The SEC stressed that it was  “ an extremely costly process ”  for share-
holders to send out their own proxy solicitation materials for their own 
director candidates.  45   

 Not surprisingly, this proposal, called proxy access, has been sharply 
criticized by corporate representatives who believe that having  multiple 
candidates in the company ’ s proxy statement would be confusing to 
investors. More fundamentally, the SEC ’ s proposal is likely to be chal-
lenged under a prior court decision invalidating an SEC rule prohibit-
ing exchanges from listing the shares of any publicly traded corporation 
that reduced the current voting rights of any of its shareholders.  46   That 
decision suggests that states should establish the ground rules for share-
holder voting rights and the SEC should ensure full disclosure of all 
material information by all relevant parties utilizing those rules. 

 This debate could be resolved with an approach that addresses both 
the cost and legality of shareholder - nominated directors by building on 
existing procedures. Shareholders are already allowed to nominate their 
own director candidates if they draft and distribute their own proxy 
statement and proxy card. However, these shareholder proponents must 
pay for the cost of printing and delivering this proxy material to  all  
the shareholders of the company. To help reduce this potential cost, a 
shareholder that continuously owns a specifi ed percentage of the fi nan-
cial institution ’ s shares (alone or together with others) and is not seek-
ing control of the institution (a qualifi ed shareholder), should not be 
required to mail proxy materials about its director nominees to all of 
the institution ’ s shareholders.  47      Instead, the qualifi ed shareholder 
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should be permitted to mail its proxy statement and proxy 
card for its director nominees only to a small group of share-
holders with large stakes in the company . 

  In addition, the qualifi ed shareholder should be required to 
post its proxy statement and card on the Internet so that these 
materials would be available for review by all company share-
holders . However, some smaller shareholders might not be aware of 
the information about a director nominee if it were promulgated pri-
marily through the qualifi ed shareholder ’ s web site.  To address this 
concern, the institution ’ s proxy statement should be required 
to list in a prominent place the name of any director candi-
date nominated by a qualifi ed shareholder as well as the web 
address where all shareholders can obtain more information 
about such nominee .  48   

  To further address the potential cost issue, shareholders of 
every public company should have the right to adopt or reject 
a binding bylaw requiring the institution to reimburse reason-
able expenses of director candidates nominated by a quali-
fi ed shareholder, who are successful in winning board seats . 
The institution already pays for all proxy expenses in connection with 
management director nominees put forward by the board. Therefore, 
shareholders should have the right to decide whether a similar ben-
efi t should be provided by the institution to successful director nomi-
nees put forth by a qualifi ed shareholder (not seeking control of the 
company). Such a binding bylaw could be voted upon by shareholders 
under the newly adopted amendments to the state of Delaware ’ s corpo-
rate laws.  49   Other states would have to adopt similar laws to Delaware 
in order for such a binding bylaw on reimbursement of proxy expenses 
to be voted upon by shareholders.  

  Companies Should Hold Advisory Votes 
on Executive Compensation 

 Well before the most recent market turmoil, shareholder groups put 
forth proposals at annual shareholder meetings that sought to limit exces-
sive executive compensation. Typically, it is the board ’ s  compensation 
committee that determines executive compensation; shareholders have 
very little opportunity for meaningful input on this subject other than 
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submitting and voting on shareholder proposals. Under current law, a 
publicly traded company must allow a shareholder proposal on execu-
tive compensation to be voted upon by all its shareholders as long as 
the vote on the proposal passes all procedural and content requirements, 
including that the proposal is advisory in nature. But even if a proposal is 
approved by a majority of shareholders, the company ’ s board of directors 
does not have to act on the proposal. 

 During the last few years, shareholder groups have been pushing 
for a general say - on - pay policy, which would legally require every pub-
licly traded company to hold an advisory shareholder vote each year 
about its executive compensation programs as described in the compa-
ny ’ s proxy statement. The UK has already adopted a say - on - pay policy 
requiring every UK publicly traded company to hold an annual share-
holder advisory vote on its overall executive compensation practices. 
A majority of shareholders have voted against a UK CEO ’ s pay pack-
age in only a very small number of situations involving egregious pay 
practices — for example, a large golden parachute guaranteed to a CEO 
without regard to his performance. Although these shareholder votes 
are not legally binding, boards of directors have been quite responsive 
to substantial negative votes by shareholders. These resolutions have 
also prompted fruitful discussions between directors and shareholder 
groups on the principles that should be followed in designing packages 
prior to shareholders voting on them.  In short, the United States 
should follow the UK approach because it has been success-
ful in curbing the worst practices in executive compensation, 
especially at poor - performing companies ,  50      and in promoting 
a constructive dialogue on the subject with shareholders . 

 The United States could expect similar results to those of the 
UK if Congress adopted a say - on - pay policy for all publicly traded 
 companies. On the other hand, some argue that compensation pack-
ages are too complex for a shareholder vote, and that the design of such 
packages should be left entirely to the compensation committee of the 
board. Although both arguments have some validity, the UK experi-
ence shows that most institutional shareholders will generally make the 
effort to understand complex pay packages and attempt to police only 
the outer limits of the compensation committee ’ s decisions. With the 
increased compensation disclosure required by the SEC since 2007, as 
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well as available research reports from proxy advisory fi rms on com-
pensation issues, shareholders now have the adequate tools to make 
informed decisions on advisory votes about executive compensation. 

 A broader counterargument is that increased stockholder power 
through measures like say-on-pay would increase the fi xation of insti-
tutional investors on quarterly results,  51   which was allegedly one of 
the contributing factors to the fi nancial crisis. However, the focus on 
short - term profi ts was driven more by the short - term metrics used by 
directors to set executive bonuses than the pressures from institutional 
shareholders. Many CEOs intensifi ed the focus on short - term results 
by publicly projecting earnings per share for the next quarter. Most 
institutional investors oppose such quarterly earnings guidance. 

 The most vocal supporters of say on pay are public pension plans, 
investing mainly through index funds that inherently have a long - term 
perspective. In casting advisory votes annually on the CEO ’ s compensa-
tion package, these plans are not encouraging short - term performance. 
Rather, they are supporting incentives to promote long - term profi t-
ability, such as bonuses based on multiyear performance and restricted 
stock with long holding periods. In addition, active managers of insti-
tutional accounts have been willing to support public companies, such 
as those in the biotech industry, with no current profi ts but good pros-
pects for long - term growth. 

 As a practical matter, say-on-pay is coming to the United States. In 
2008, shareholders submitted advisory proposals to have a say on pay at 
78 companies, garnering an average of about 41 percent of the share-
holder votes.  52   As mentioned earlier, in February of 2009 Congress 
required all current and future recipients of TARP funds to hold advi-
sory shareholder votes on say-on-pay until the federal government is 
paid back in full.  53   Later in 2009, Congress is likely to vote on bills 
requiring all publicly traded companies to hold advisory shareholder 
votes on say on pay, and requiring federal regulators to prohibit impru-
dently risky compensation practices at all fi nancial institutions.  54     

  Summary 

 Excesses in compensation of fi nancial executives have been a major 
source of public outrage after the most recent market meltdown. 
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In response, Congress passed two sets of restrictions on executive com-
pensation — one under TARP in October of 2008, and a second in the 
Stimulus Bill in February of 2009. In June 2009, the Treasury issued 
rules implementing these legislative restrictions on executive com-
pensation, together with further restrictions on institutions receiving 
exceptional federal assistance. 

 The restrictions of TARP were fi lled with ambiguities and incon-
sistencies. The restrictions applied only to the CEO, the CFO, and the 
three other most highly compensated senior executives (collectively, 
the SEOs). TARP contains no specifi c limits on salaries, cash bonuses, 
or stock awards. Its prohibitions on golden parachute payments apply 
only if they exceed three times the SEO ’ s average annual compensation 
over the last fi ve years. Moreover, TARP contains tenuous distinctions 
among capital injections, direct federal purchases of assets, and asset 
purchases through auctions. 

 The Obama Treasury proposed rules on executive compensation 
that would have applied only to institutions receiving federal assistance 
in the future. However, before these rules could be fi nalized, Congress 
in the Stimulus Act of 2009 passed new restrictions on executive com-
pensation, which applies to all fi nancial institutions that have received, 
or will receive, federal assistance. Most importantly, the Stimulus Act 
limits annual bonuses to restricted shares equal to one third of total 
annual compensation for top executives at TARP fi rms. This bonus 
ceiling will lead many fi nancial institutions to increase guaranteed base 
salaries, thus unlinking pay and performance. 

 In addition, the Stimulus Act of 2009 imposed further restrictions 
on executive compensation at TARP institutions. These include: 

  Adoption of policies against expenditures viewed as excessive or 
luxury, with CEO and CFO certifi cation of compliance with such 
policies.  
  Expansion of the prohibition against golden parachutes from 
the fi ve SEOs to include the next fi ve most highly compensated 
executives.  
  Extension of the requirement to clawback bonuses based on inac-
curate performance metrics from fi ve SEOs to include the next 20 
most highly compensated executives.    

•

•

•

CH11.indd   292CH11.indd   292 9/24/09   10:34:43 AM9/24/09   10:34:43 AM



 Limiting Executive Compensation and Improving Boards 293

 In its June 2009 rules, the Treasury went further than the Stimulus 
Act of 2009 in certain areas. For example, TARP recipients may not 
make payments to cover taxes on any compensation items. TARP recip-
ients must also make more detailed disclosures on services rendered by 
compensation consultants to TARP recipients. However, disclosure is 
mild medicine for a potential confl ict of interest that is likely to become 
an actual confl ict of interest. Therefore, Congress should prohibit the 
same compensation consultant from providing advice on human 
resource issues to the fi nancial institution and also providing advice on 
executive compensation to the compensation committee of its board. 

 Most creatively, the Treasury established a Special Master to 
approve the specifi c compensation arrangements for the fi ve SEOs and 
the other 20 most highly compensated executives, and the structure 
of compensation for the next 100 highest paid employees, at TARP 
fi rms receiving exceptional federal assistance. These fi rms include AIG, 
Bank of America, Citigroup, as well as four auto - related fi rms. To pro-
vide guidance for TARP fi rms and public companies more generally, 
Treasury Secretary Geithner announced a sensible set of normative 
principles instead of rigid or uniform standards. 

 In principle, restrictions on executive compensation packages 
for top executives at a fi nancial institution should be set by a board 
of directors who know the institution well and spend enough time 
to design appropriate incentives. In practice, directors have not done 
a good job on setting executive compensation at many mega banks, 
despite compliance with the additional procedures mandated by SOX. 

 To implement  “ accountable capitalism ”  in the fi nancial sector, the 
U.S. needs a different type of board of directors at large fi nancial insti-
tutions. Although companies controlled by private equity funds are dif-
ferent from public companies, fi nancial institutions can learn a lot from 
the boards in companies controlled by private equity funds. These are 
small boards composed of directors with extensive experience in fi nan-
cial institutions. These directors would spend several days a month at 
the institution, and limit themselves to one other publicly traded board. 
They would be paid lower base fees than the average director, plus 
much larger amounts of stock - related compensation. In short, these 
super - directors would have the expertise, time, and incentive to hold 
accountable the managers of fi nancial institutions. 
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 Because boards of directors would be more powerful under my 
proposal, shareholders should have more meaningful input into the 
election of these super - directors. Financial institutions should have all 
directors elected each year, rather than staggered boards of directors. 
Any director not receiving a majority of votes cast should be required 
to submit his or her resignation for consideration by the board. 

 Although qualifi ed shareholders already have the right to nominate 
their own directors, this is a costly process under current SEC rules. 
Therefore, the SEC has proposed that shareholders be allowed to nom-
inate up to 25 percent of a company ’ s directors and that shareholder -
 nominated directors be included in the company ’ s proxy solicitation 
materials. However, this SEC proposal is likely to be challenged under 
a prior federal court decision suggesting that the setting of voting rules 
for company elections is generally governed by state laws, whereas the 
SEC usually sets the disclosure rules for company elections. 

 Here is a compromise proposal that avoids these legal problems and 
addresses the cost issue. Any shareholder who owns a specifi ed percent-
age of the outstanding stock and is not seeking control of the fi nancial 
institution — that is, a qualifi ed shareholder — should be permitted to 
deliver proxy materials only to large shareholders of the institution. In 
addition, the qualifi ed shareholder should post its proxy statement and 
proxy card on a freely accessible web site. To ensure that all sharehold-
ers of the institution are aware of this web site, the institution should 
be required to list prominently in its proxy statement the name of any 
such director candidate and the relevant web site address. Shareholders 
should also be allowed, under Delaware and other state laws, to vote on 
a binding bylaw on whether a fi nancial institution should reimburse 
reasonable proxy expenses to a successful director candidate nominated 
by a qualifi ed shareholder. 

 Finally, all publicly traded fi nancial institutions should be required 
each year to hold a shareholder advisory vote on the compensation 
practices of the company. Such say - on - pay votes have worked well in 
the UK. Shareholders have used these advisory votes to object to only 
a very small number of egregious CEO compensation packages and 
have engaged in constructive dialogue with management on appropri-
ate executive compensation incentives.                  

CH11.indd   294CH11.indd   294 9/24/09   10:34:44 AM9/24/09   10:34:44 AM



295

                                                                                                                                                                                                                                                                                                                                                                                                Chapter 12

Were Accounting Rules 
an Important Factor 
Contributing to the 

Financial Crisis?          

 O ur fi nancial crisis has vaulted into the public spotlight the 
previously arcane concept of fair - market - value accounting 
(FMV), popularly called mark - to - market. Fair - market - value 

is an accounting method that requires certain assets to be revalued each 
quarter at current market prices, based on recent trades or other indica-
tors of current value. The alternate method is historical cost accounting, 
which requires assets to be carried on a company ’ s books at their his-
toric costs, unless their value has been permanently impaired. 

 Fair - market - value has been under attack because many claim that 
it amplifi ed the speed and severity of our fi nancial collapse. By the 
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fall of 2008, the public debate about FMV had become so heated that 
Congress required the Securities and Exchange Commission (SEC) to 
conduct a study of FMV and gave the SEC the authority to suspend 
FMV accounting, if needed. What would it mean for banks if the SEC 
suspended FMV? Suppose a bank bought a mortgage - backed bond for 
 $ 1 million, which could be sold at only  $ 400,000 today, but which the 
bank management believes will be worth  $ 750,000 in several years. 
Under FMV accounting, the bond would be valued at  $ 400,000, the 
current market value of the bond. Under historic cost accounting, 
the bond would be valued at  $ 750,000, the original cost of  $ 1 million, 
as reduced by a permanent impairment of  $ 250,000. 

 FMV ’ s critics include the American Bankers Association, former 
House Speaker Newt Gingrich, and publisher Steve Forbes. As Forbes 
wrote in a March 2009 editorial:  “ Mark - to - market accounting is the 
principal reason why our fi nancial system is in a meltdown.  . . .  When 
times are good, [mark - to - market] artifi cially boosts banks ’  capital, thereby 
encouraging more investing and lending. In a downturn, it sets off a 
devastating defl ation. ”   1   In other words, Forbes argues that, during peri-
ods of fi nancial distress, mark - to - market accounting can feed a vicious 
circle in which declining securities prices erode bank capital, thus forc-
ing banks to sell additional assets on the open market in order to main-
tain their required leverage ratios (e.g., a minimum amount of capital 
required to support a certain amount of bank assets). These forced sales 
can produce additional downward pressure on asset prices, thus begin-
ning the circle anew. 

 Supporters of FMV include the world ’ s two largest accounting standard - 
setting organizations: the UK - based International Accounting Standards 
Board (IASB) and the U.S. - based Financial Accounting Standards Board 
(FASB). Both bodies maintain that no system is perfect and that FMV is 
the best option available. As FASB Chairman Robert Herz asserted in a 
December 2008 speech,  “ What are the alternatives? To use original cost or 
some other smoothed value that ignores current market conditions, or to 
rely solely on management estimates of value that may ignore current mar-
ket conditions and that thus far have often proven highly overoptimistic?  . . .  
The harsh reality is that we can ’ t just willy nilly suspend or modify the 
fi nancial reporting when there is bad news. Changing the accounting does 
not make the underlying problems go away. ”   2   
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 Chapter  12  will begin by exploring the differences between FMV 
and historical cost accounting, and then evaluating the arguments for and 
against FMV. It will agree with the conclusion of the SEC ’ s study at the 
end of 2008 that FMV should  not  be suspended. Instead of such a tem-
porary ban, it will suggest revisions to FMV and related policies, includ-
ing specifi c proposals for additional disclosures and unlinking fi nancial 
accounting from bank capital requirements. 

 Second, this chapter will address the current debate about whether the 
United States should switch from its current accounting system, known 
as Generally Accepted Accounting Principles (GAAP), to the international 
system known as International Financial Reporting Standards (IFRS). Some 
commentators believe that a switch would help prevent global fi nancial 
crises in the future by harmonizing all accounting standards. Others sup-
port IFRS because it is principles - based, as opposed to U.S. GAAP, which 
is rules - based. They believe that a global regulatory system based on gen-
eral principles will be more effective than one based on detailed rules in 
preventing another fi nancial crisis.  3   

 Chapter  12  will argue that the shift from U.S. GAAP to IFRS 
can be justifi ed on a cost - benefi t basis only for the largest 100 – 300 
U.S. global companies. It will also show why a regulatory system needs 
detailed rules as well as general principles to be effective.  

  The Difference Between  FMV  and
Historical Cost Accounting 

 A company ’ s assets and liabilities are listed on its balance sheet, the part 
of the fi nancial statement that portrays its fi nancial position at a spe-
cifi c date in the past (usually the end of a quarter or year). The balance 
sheet is a two - column table, with assets (i.e., what a company owns) in 
the left column, and liabilities (i.e., what a company owes) plus equity 
(sometimes called capital) in the right column. The value of a com-
pany ’ s assets on the left side of its balance sheet must always equal the 
sum of its liabilities and equity on the right side. 

 By contrast, the income statement is the part of the fi nancial state-
ment that portrays a company ’ s profi tability over a period of time, such 
as a quarter or a year. The main elements of the income statement 
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are revenues, expenses, gains, and losses. Revenues are the cash and other 
income a company generates, and expenses are the costs incurred in 
order to generate those revenues. The difference between revenues and 
expenses is profi t. Gains and losses, on the other hand, are one - time 
events such as sales of securities or real estate. An asset sold for more than 
its value on a company ’ s balance sheet produces a gain, and an asset sold 
for less than its value on a company ’ s balance sheet produces a loss. A 
gain or a loss on an asset listed on the balance sheet fl ows through the 
income statement as a profi t or loss. 

 Historical cost accounting and FMV are the two main methods to 
account for assets and liabilities of fi nancial institutions, as well as other 
companies. We will explain the differences between the two accounting 
methods, evaluate the arguments pro and con for FMV, and advocate a 
modifi ed version of FMV. 

  How Does Historical Accounting Work? 

 Under historical cost accounting, assets on the balance sheet are carried 
at their purchase or original value, unless there is a permanent impair-
ment (i.e., a permanent decline in the value of the asset).  4   The carrying 
value of an asset may also decline below its historical cost due to depre-
ciation, as with a building.  5   If the asset is sold, the difference between 
historical cost and the selling price fl ows through the income statement 
as a gain or loss. For example, suppose hypothetical fi nancial institution 
ABC originates an interest - only mortgage loan for  $ 200,000. Under 
historical cost accounting and assuming no impairment, ABC ’ s loan 
would remain on its balance sheet at this historical cost until repaid 
in full. Even if the market price of the loan declined to  $ 180,000 two 
years later, it would remain on the balance sheet at  $ 200,000. If ABC 
decided to sell the loan for  $ 180,000, however, the  $ 20,000 difference 
between this sale price and historical cost would run through ABC ’ s 
income statement as a loss. 

 Historical cost accounting has advantages and disadvantages. Its main 
advantages are that it is simple to calculate and diffi cult to manipu-
late. The price a company paid to acquire an asset, after all, is relatively 
straightforward. Historical cost ’ s main disadvantage is that it can signifi -
cantly understate or overstate an asset ’ s current value, thus understating 
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or overstating a company ’ s equity. The original purchase of the asset may 
have occurred decades ago, at a price completely unrelated to its cur-
rent value; for example, a building purchased 20 years ago for  $ 2 million 
that now could easily be sold for  $ 8 million. 

 Even in historical cost accounting, current market values come into 
play through the concept of permanent impairments, which decrease 
the value of assets. Regulators require companies each quarter to scru-
tinize carefully their assets for permanent impairments. When a com-
pany and its auditor agree that assets are permanently impaired, they 
must be written down to current value, with the resulting losses fl ow-
ing through the income statement. In 2008, U.S. banks recognized  
$ 25 billion in losses due to permanent impairments in goodwill alone, 
an intangible asset, in this situation representing the ongoing value of 
an acquired business.  6   

 Due to permanent impairments, historical cost accounting and FMV 
are similar in that both should ultimately refl ect the decline in value of 
impaired loans and securities. But there are differences. Notably, FMV 
refl ects declines in loan and security prices more quickly and smoothly 
over time, whereas permanent impairments typically occur less frequently 
in larger lumps. To illustrate, suppose that the market price of ABC ’ s 
 $ 200,000 mortgage loan decreases  $ 5,000 per quarter over four quarters 
due to credit - related reasons. Under FMV, the balance - sheet value of that 
loan at the end of each quarter would be current market value; at the 
end of the year, that loan would be valued at  $ 180,000. Under historical 
cost accounting, however, the loan would remain on the balance sheet at 
its original  $ 200,000 value for the entire year regardless of market prices. 
Only if ABC ’ s managers were to judge the loan permanently impaired at 
the end of that year would the historic value of the loan on its balance 
sheet be reduced to the current market value of  $ 180,000. At that time, 
the  $ 20,000 loss would fl ow through the income statement to the bal-
ance sheet.  

  How Does  FMV  Accounting Work? 

 Under FMV, by contrast, assets are revalued at current market prices 
each quarter, based on recent trades or on other indicators of current 
value. But some assets are easier to price than others. For example, liquid 
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and tradable assets, like debt and equity securities, are much easier to 
price than unique and illiquid assets, like real estate or art. This is why 
the majority of assets accounted for at fair value are debt and equity 
securities. 

 Imagine that our same institution, ABC, purchases one General 
Electric bond (a debt security) at par value of  $ 100 and places it in its 
trading account. Under FMV, that bond would appear on ABC ’ s balance 
sheet each reporting period at its current market value, and the bond ’ s 
sequential change in value would fl ow through its balance sheet to 
ABC ’ s income statement as a gain or loss. For example, if the price of the 
bond were to decline from  $ 100 to  $ 80, a  $ 20 loss would fl ow through 
its income statement to its balance sheet. If the price of the bond then 
subsequently rose from  $ 80 to  $ 90, a  $ 10 gain would fl ow through the 
income statement to the balance sheet. 

 This example demonstrates the accounting treatment for securi-
ties classifi ed as Trading. The only other two classifi cations for securities 
under U.S. GAAP are Held - To - Maturity (HTM) and Available - For - Sale 
(AFS). Loans have two analogous classifi cations: Held - For - Investment 
(HFI) and Held - For - Sale (HFS). Company management teams decide 
how to classify their securities and loans. Table  12.1  and Table  12.2  sum-
marize these classifi cations and their accounting treatments.   

 If a company ’ s management team classifi es a security as Trading, that 
security is subject to FMV accounting. Accordingly, unrealized gains and 
losses from that security would fl ow through the income statement, as 
in our General Electric bond example earlier. Because unrealized gains 
and losses on Trading securities fl ow through the income statement each 
quarter, they affect the equity account on the balance sheet and also 
affect bank regulatory capital. Bank regulatory capital, by way of back-
ground, is the adjusted calculation of equity that regulators use to deter-
mine whether a bank is well capitalized; if regulatory capital gets too 
low, a bank can fail. (See Chapter  6 .) 

 Many debt securities are classifi ed as HTM, our second classifi ca-
tion for securities, and nearly all loans are classifi ed as HFI, the analo-
gous loan classifi cation under U.S. GAAP. These classifi cations may be 
applied only when an institution has the intent and ability to hold a 
loan or security to maturity. Securities HTM and loans HFI are both 
accounted for at historical cost; in other words, they are  not  subject to 
mark - to - market accounting. 
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 Table 12.1 U.S.  GAAP  Accounting by Security Classifi cation 

         1. Trading Securities      2. HTM Securities      3. AFS Securities   

     Balance 
Sheet   

  Carried on balance 
sheet at fair value. 
Changes in fair value 
affect equity.  

  Carried on balance 
sheet at historical 
cost. Can affect 
equity only in the 
event of a perma-
nent impairment.  

  Carried on balance 
sheet at fair value. 
Changes in fair 
value are refl ected 
in the Accumulated 
Other Comprehen-
sive Income, a 
special equity 
account line - item.  

     Income 
Statement   

  Unrealized gains and 
losses fl ow through 
the income statement 
and are included in 
earnings.  

  Unrealized gains 
and losses fl ow 
through the income 
statement only in 
the event of a 
permanent 
impairment.  

  Unrealized gains 
and losses are 
refl ected in Other 
Comprehensive 
Income, a special 
income statement 
line - item that is 
excluded from 
earnings.  

     Regulatory 
Capital   

  Unrealized gains and 
losses affect regula-
tory capital.  

  Unrealized gains 
and losses affect 
regulatory capital 
only in the event of 
a permanent 
impairment.  

  Unrealized gains 
and losses affect 
regulatory capital 
only in the event of 
a permanent 
impairment.  

 Table 12.2 U.S.  GAAP  Accounting by Loan Classifi cation 

      
   1. Trading 
Loans      2. HFI Loans      3. HFS Loans   

     Balance 
Sheet   

  N/A.    Carried at historical 
cost. Can affect equity 
only in the even of an 
OTTI. *   

  Carried at the lower of cost 
or market. Declines in fair 
value hit equity if fair value is 
less than cost.  

     Income 
Statement   

  N/A.    Can fl ow through the 
income statement only 
in the event of an 
OTTI. *   

  Declines in fair value fl ow 
through the income state-
ment if fair value is less than 
cost.  

     Regulatory 
Capital   

  N/A.    Can affect regulatory 
capital only in the 
event of an OTTI. *   

  Declines in fair value affect 
regulatory capital if fair value 
is less than cost.  

   * OTTI  �  Other Than Temporary Impairment  
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 The fi nal classifi cation for securities is AFS. As with Trading, the 
AFS classifi cation requires mark - to - market accounting. However, unre-
alized gains and losses on AFS debt securities do  not  fl ow through the 
income statement and do  not  affect regulatory capital.  7   The analogous 
classifi cation of AFS for securities is HFS for loans. Loans HFS are 
reported at their original cost or fair value, whichever is lower at the 
relevant time. If the fair value of a loan declines below its cost, such a 
decline is recognized in income. In practice, fewer than 5 percent of 
aggregate loans have typically been classifi ed as HFS. This was the case 
even during the housing boom, which was the heyday of originate - to -
 sell fi nancial institutions like Countrywide Financial, which tended to 
classify more of their loans as HFS. 

 In short, contrary to popular opinion, most loans and securities are 
not marked - to - market. In 2008, only 45 percent of the aggregate assets 
of fi nancial institutions were marked - to - market, and almost half of that 
45 percent were securities AFS where quarterly losses in market value 
did not impact the institution ’ s regulatory capital or income  statement.  8   
With respect to banks specifi cally, only 31 percent of their assets were 
market - to - market and almost one - fourth of that 31 percent were secu-
rities AFS where quarterly market losses likewise did not impact the 
bank ’ s regulatory capital or income statement.  9     

  Arguments Pro and Con  FMV  

 Fair - market - value has a big advantage: It produces accurate and timely 
valuations during functioning markets. As IASB Vice - Chairman Tom 
Jones opined in October 2008,  “ When there isn ’ t an illiquid market I 
think fair value captures reality. I can ’ t think of any other system that 
does. ”   10   For example, if the price of a widely traded General Electric 
bond declines from  $ 100 to  $ 95, Mr. Jones would rather see the balance 
sheet refl ect fair value of  $ 95 than cost of  $ 100. 

 At certain times, however, markets are abnormal; extreme market 
conditions can sometimes produce unrealistic prices. During such times, 
some investors feel that FMV can do more harm than good by allowing 
unrealistic prices to be refl ected on balance sheets. As illustrated by the 
example at the start of this chapter, if distressed market conditions cause 
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trading securities to decline temporarily to a level below what bankers 
believe to be their long - term recoverable value, FMV may understate 
the value of the assets and result in unjustifi ed decreases in equity. 

 Let us imagine that general economic distress causes the market price 
of our General Electric bond to decline to  $ 75, even though we and other 
investors believe the sum of the bond ’ s discounted future cash fl ows to be 
 $ 95. In this case, FMV may understate the bond ’ s “intrinsic” economic 
value on the balance sheet due to liquidity concerns unrelated to General 
Electric. Of course, the opposite can occur. Fair market value account-
ing may lead to overstated asset and equity values during ebullient times 
like the dot - com bubble. Not surprisingly, few bankers complained when 
FMV accounting increased their reported profi ts. 

  Regulators Gave Initial Guidance on Applying 
 FMV  in Illiquid Markets 

 Because the SEC and the FASB recognized that it is diffi cult to mark - to -  
market an asset without a trading market, they provided additional guid-
ance with the release of the  Statement of Financial Accounting Standards No. 
157  (FAS157) — the accounting standard that established guidelines for 
measuring fair value. FAS157 sets forth a hierarchy of valuation methods 
based on available inputs to measure FMV. Companies must value and 
classify their assets and liabilities at the highest hierarchy level applicable. 

 Level 1 is the highest hierarchy level. Level 1 assets, such as U.S. 
Treasury bonds, are valued at observable market prices, trade actively, 
and are highly liquid. Level 2 assets, such as some residential and com-
mercial mortgage - related assets, lack direct market prices but can be 
valued using observable market inputs. Finally, Level 3 assets, such as pri-
vate equity investments, lack observable market prices and have at least 
one unobservable valuation input. These assets are illiquid. Table  12.3  
summarizes these classifi cations.   

 When assets are classifi ed as Level 3, companies are allowed to 
mark them to model, rather than to market. Marking an asset to model 
means pricing it using a valuation model instead of a market quote. 
Level 3 assets are not priced using market quotes because quotes are 
not available for these assets; all assets classifi ed as Level 3 lack liquid 
markets, and thus lack readily determinable market prices. 
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 Over time, assets can be transferred from Level 2 to Level 3 if their 
markets become inactive and distressed. For example, as 2008 progressed, 
investor demand for commercial mortgages and commercial mortgage -
 backed securities withered. This caused many banks to reclassify those 
assets as Level 3 and mark them to model. Goldman Sachs, for instance, 
transferred a net  $ 3.2 billion of assets from Level 2 to Level 3 between 
November 2007 and November 2008. As the company ’ s 2008 annual 
report explained, this increase  “ principally [refl ected] transfers from 
Level 2  . . .  of loans and securities backed by commercial real estate, 
refl ecting reduced price transparency for these fi nancial instruments. ”   11   

 Although FAS157 has been helpful in providing fi nancial institutions 
with a framework for judging the fair value of an asset, its implementation 
could be improved. The Level 3 classifi cation was probably underutilized 
in 2008. Management teams at various fi nancial institutions have stated 
privately that they were reluctant to reclassify too many assets as Level 3 
because of uncertainty about the exact parameters of that classifi cation and 
potential legal challenges to classifying certain assets as Level 3.  

  Congress Insists on More Clarifi cation of  FMV  

 In October 2008, there was an uproar in Congress and corporate 
America about FMV because of uncommonly illiquid markets after the 
failure of Lehman Brothers. In response, the FASB released a staff posi-
tion paper clarifying the application of FMV in illiquid markets.  12   The 
staff highlighted the fl exibility companies have to reclassify assets and 
liabilities as Level 3, and mark them to model when markets become 
inactive. The staff stressed that companies did not have to use prices 
from forced or distressed sales to value Level 3 assets. 

 Table 12.3 FAS157  Valuation Hierarchy 

         Level 1 Assets      Level 2 Assets      Level 3 Assets   

     Liquidity     Most liquidity.    Moderate liquidity.    Least liquidity.  

     Valuation 
Method   

  Valued at direct market 
prices from identical 
instruments trading.  

  Valued using 
observable market 
inputs.  

  Valued using a 
fi nancial model, 
such as a discounted 
cash fl ow model.  
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 However, this staff position paper did not explain how to identify 
when a market is suffi ciently inactive to qualify a previously Level 2 
asset as Level 3, and what exactly constitutes a distressed sale. In a testy 
March 12, 2009 hearing, various members of Congress implored FASB 
Chairman Robert Herz to make it easier for companies to mark assets 
to model. U.S. Representative Paul Kanjorski threatened that  “ if regu-
lators and standard setters do not act to improve the standards, then 
Congress will have no other option than to act itself. ”   13   

 Four days later, the FASB issued a proposal that gave companies a 
more concrete method of determining when to classify assets and liabili-
ties as Level 3. This proposal included a test to be used in determining 
whether a market is inactive and distressed. This test will provide manage-
ments and auditors with additional cover to use Level 3 and reduce the 
stigma associated with marking to model. The fi nal version of this rule 
was adopted by the FASB on April 2, 2009.  14   At the same time, the FASB 
adopted another rule allowing companies, when recognizing losses from 
permanent impairments of securities below their cost to fair - market -
 value, to report in their income statements only the credit portion of the 
losses (and to put the non - credit losses in Other Comprehensive Income). 

 As a result of these FASB rulings, banks will increase the amount of 
their trading assets marked - to - model and the portion of their  securities 
impairments not due to credit losses. Without these rulings, the earnings 
of the banks in S & P ’ s fi nancial index would have been nearly cut in 
half for the fi rst quarter of 2009.  15   Although bankers are cheering these 
steps by the FASB, the rulings will have adverse effects on the programs 
described in Chapter  10  to encourage private buying of toxic assets. 
Toxic assets marked - to - model are likely to be valued by banks at higher 
prices than toxic assets marked - to - market. To avoid taking real losses, 
banks will not want to sell toxic assets below the prices on their books. 
So it will be even more diffi cult for banks and private investors to reach 
agreement on a fair price for toxic assets. 

 At the same time, the increasing use of the mark - to - model method 
will raise questions among investors about the accuracy of bank valua-
tions for toxic assets. As Warren Buffet has pointed out, mark - to - model can 
sometimes degenerate into  “ mark - to - myth. ”   16      A model is as good as its 
assumptions. In order for investors to understand how the banks 
arrived at values for assets under mark - to - model, they should be 
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required to disclose a supplemental schedule containing a list of 
Level 3 assets with a summary of their key characteristics and, 
most importantly, the material assumptions employed in their 
valuation. In its fi nal rule, the FASB mandated additional disclo-
sures in these areas so investors can better understand the valua-
tion models used by banks for Level 3 assets.    

  Arguments for Further Changes 
to  FMV  Accounting 

 Although some complain that unrealized losses under FMV reduce 
regulatory capital, this claim applies only to the 45 percent of aggregate 
fi nancial institution assets that are marked - to - market. As mentioned 
earlier, nearly half of those assets were accounted for as available - for -
 sale, where marks to market do not affect income or regulatory capital. 

 Others argue that FMV can cause healthy banks to become insol-
vent and fail because this accounting method can lead to large decreases 
in regulatory capital due to the markdown of illiquid  securities. 
Although possible in theory, this rarely occurs in practice. If the price 
of an asset declines in an illiquid or distressed market, it should be clas-
sifi ed as Level 3 and marked - to - model rather than marked - to - market. 
More concretely, the SEC report in December, 2008, concluded that 
FMV was  “ not a primary underlying cause of the 2008 bank failures 
studied. ”   17   The SEC report found that fair value was applied to a lim-
ited extent for most of the failed banks it examined. Moreover, for the 
few failed banks that recognized  “ sizable fair value losses, ”   18   the SEC 
concluded that the reporting of these losses was not the reason they 
failed. Instead, the cause of these failures was credit - driven loan losses 
that eroded shareholder equity. 

  Three Suggestions for Revising  FMV  Accounting 

 Nevertheless, there are three changes that should be made to the current 
rules for FMV accounting.  Under current rules, there is an anom-
alous difference between the accounting treatments for loans 
HFS and securities HFS. Though assets in both categories are 
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classifi ed as for sale, they have different accounting treatments.  
Loans held - for - sale are accounted for at the lower of cost or fair value, 
with decreases in fair value below cost fl owing through the income state-
ment and affecting regulatory capital. In contrast, decreases in the fair 
value of securities held - for - sale do not affect regulatory capital.  There 
is no reason that loans held - for - sale should have a different 
accounting treatment than securities held - for - sale, particularly 
considering that securities held for sale are oftentimes securi-
tized loans. Loans held - for - sale should be accounted for using 
the same accounting treatment for securities held - for - sale.  

 Another odd feature of FMV is that it allows distressed fi rms to 
increase their earnings by reducing the value of their own debt to its 
current trading price. For example, reducing the value of its own bonds 
allowed Lehman Brothers to report  $ 1.4 billion of gains during the quarter 
of 2008 immediately prior to its failure in September 2008.  19      Companies 
should not be permitted to reduce the value of their own debt to 
market prices except in special circumstances.     20      In the extreme 
case, a bank could report a huge jump in its capital the day 
before it went bankrupt because all of its bonds would be slashed 
in value.  

 Third, and more broadly, the International Accounting Standards 
Board has proposed to eliminate the middle category of available - for -
 sale (AFS) in fair value accounting, leaving only the categories of trad-
ing and held - to - maturity.  21      This is a sensible change since AFS 
is a murky category with a complex accounting treatment.  
As mentioned earlier, although AFS assets are marked-to-market, any 
gains or losses on these assets do not affect regulatory capital or income; 
instead they are warehoused in that unique account called other com-
prehensive income (OCI). However, the proposal has  generated 
 opposition from fi nancial fi rms claiming that it would shift many AFS 
assets to the trading category — thereby increasing the volatility of their 
quarterly income statements and capital accounts.  

  Transparent Accounting Is Necessary for a Financial Recovery 

 As mentioned earlier, Congress asked the SEC to study whether FMV 
should be suspended. In its report released at the end of December of 
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2008, the SEC recommended that FMV not be suspended. The SEC 
concluded that FMV  “ [did] not appear to be a  ‘ cause ’  of fi nancial insti-
tution failures ”  and that suspending FMV would  “ erode investor confi -
dence in fi nancial statements. ”   22   

 Like Congress, European politicians have called for the suspension 
of mark - to - market accounting during times of fi nancial crisis. For 
example, French President Nicolas Sarkozy proposed suspending FMV, 
because it leaves bank balance sheets  “ at the whim of speculators. ”   23   
Nevertheless, a poll conducted of the European membership of the 
Institute of Certifi ed Financial Analysts indicated that 79 percent were 
opposed to the suspension of FMV, and 85 percent thought that a sus-
pension would decrease confi dence in the banking system.  24   

  FMV accounting should not be suspended simply because 
there is a fi nancial crisis. Without transparency on current losses, 
it is very diffi cult for a government to take the aggressive actions 
needed to resolve a fi nancial crisis.  Japan is a case directly on point. 
Japanese stocks declined about 60 percent between 1990 and 1992, and 
have been generally weak since, while Japanese  commercial real estate 
prices declined about 50 percent between 1992 and 2002. However, 
despite a deteriorating economy, Japanese authorities  discouraged Japanese 
banks from recognizing losses from bad loans for years, thus making it 
 diffi cult for anyone to judge the solvency of banks. For their part, Japan ’ s 
technically insolvent banks engaged in loan - portfolio evergreening, that 
is, they continuously rolled over problem loans made to failing Japanese 
companies in order to obscure losses and make their fi nancial condition 
look healthier than they really were. This  misallocation of capital ham-
pered economic growth and helped to extend the Japanese recession for 
over a decade.  25   

 Similarly, federal offi cials allowed S & Ls to mask their weak fi nancial 
condition through accounting tricks during the 1980s. For example, 
regulatory accounting did not require S & Ls to write - off goodwill —
 the intangible value of an ongoing business over and above the value 
of its tangible assets — in so many situations that a troubled institution ’ s 
goodwill would often exceed its capital. Because of these regulatory 
accounting devices that were not well disclosed, insolvent S & Ls contin-
ued to gather deposits and make loans for years. When they were fi nally 
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forced into insolvency, they had grown so much that their failures were 
very costly to the federal government. 

  Although transparent accounting allows a country to better 
deal with fi nancial crises, disclosure of losses from FMV does   
  not     automatically have to result in reductions of a bank ’ s earn-
ings or capital.  As we have seen, the current losses for debt  securities 
held in the category of available - for - sale do  not  reduce earnings or 
 regulatory capital. In addition, regulators count, for Tier II capital, less 
than half of a bank ’ s unrealized gains on stocks.  26      Such partial recog-
nition for capital purposes could be applied to other types of 
securities in the portfolios of banks as long as the accounting 
implications were fully disclosed to investors.  

  In short, we can have the best of both worlds by unlinking 
the accounting rules for FMV from the regulatory rules for bank 
capital. We can have reasonable differences between fi nancial 
accounting and regulatory capital as long as the bank fully dis-
closes these differences. Indeed, the SEC Advisory Committee on 
Financial Reporting recommended that every company report 
for each quarter two different numbers for earnings per share —
 one for total earnings per share and the other for earnings per 
share without FMV losses or gains.   27   If banks would follow this rec-
ommendation, investors would better understand what portion of bank 
earnings came from actual cash fl ows and what portion came from unreal-
ized losses or gains in trading accounts. At the same time, executives could 
better explain how their banks were continuing to earn stable profi ts from 
core operations, as distinct from quarterly fl uctuations due to movements 
in the securities markets.   

  Should the United States Adopt International 
Financial Reporting Standards? 

 As the debate between fair - market - value and historical cost account-
ing impacts the current fi nancial crisis, so the debate between IFRS and 
U.S. GAAP will infl uence fi nancial crises in the future. United States 
GAAP sets the ground rules for accounting by U.S. companies; they 
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are  established by the FASB, subject to veto by the SEC. IFRS 
(International Financial Reporting Standards) have been adopted by 
over 100 countries, including the European Union (EU); they are set 
by the International Accounting Standards Board (IASB). 

 The advocates of IFRS believe that the adoption of one 
 international accounting standard will reduce costs, increase fi nancial 
transparency, and promote global harmonization. They also believe that 
IFRS, because it is based on general principles rather than detailed 
rules, would provide a more effective regulatory strategy than U.S. 
GAAP.  28   

 The second part of this chapter will begin by outlining the  “ road-
map ”  to shift U.S. companies rapidly from U.S. GAAP to IFRS.  29      It will 
argue that the U.S. should not adopt IFRS until several signifi -
cant issues are resolved, and then only for 100 to 300 of the larg-
est global U.S. companies. It will also explain why the U.S. needs 
a regulatory system based on a combination of general princi-
ples and detailed rules.  

  There Are Signifi cant Differences Between International 
and U.S. Accounting Standards 

 In August of 2008, the SEC proposed a roadmap for the U.S. to move 
from U.S. GAAP to IFRS. The roadmap envisioned a fi nal U.S. decision 
on adopting IFRS in 2011, with a target date for the actual transition in 
2014. The roadmap also proposed an early option for certain U.S. glo-
bal companies, which would allow them to choose to adopt IFRS in 
2009 or 2010.  Although the adoption of IFRS may make sense 
in the long term, the early option for large U.S. companies is 
misguided. As outlined here, there are many issues that need to 
be resolved before the United States should adopt IFRS. This 
early option would weaken the negotiating power of the United 
States in resolving these issues.  

 There are still signifi cant differences between United States and 
international accounting systems, which will take several years to 
resolve through the joint efforts of the FASB and IASB. As Table  12.4  
shows, these differences include important areas such as research and 
development costs, joint ventures, and revenue recognition.  30   Unlike 
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U.S. GAAP, IFRS does not offer customized standards for industries like 
oil and gas or mutual funds. Most importantly, IFRS does not permit a 
fi rm to use a popular form of inventory accounting called LIFO (last in 
and fi rst out) and instead forces fi rms to account for their inventories 
under FIFO (fi rst in, fi rst out). This difference in inventory accounting 
can substantially alter a fi rm ’ s income for tax purposes.  31     

 Given these signifi cant differences in standards, it is not surprising 
that the two accounting systems produce different amounts of income for 
fi nancial reporting purposes. According to a Citigroup survey, the median 
net income of foreign companies fi ling fi nancial statements with the SEC 
under IFRS is six percent higher than they would have reported under 
U.S. GAAP.  32   Therefore, the United States should not allow company 
executives to choose between the two accounting standards because exec-
utives will obviously select the one with the highest reported income. 

 Table 12.4 Accounting Standards:  GAAP  vs.  IFRS  

         U.S. GAAP      IFRS   

     Inventory 
accounting   

  LIFO inventory account-
ing allowed  

  LIFO inventory account-
ing prohibited  

     R & D costs     Generally counted as an 
expense when they occur  

  Capitalized, if certain 
criteria are met  

     Residual value of 
property, plant,  and  
equipment (PP & E)   

  Residual value of PP & E 
may not be revised upward  

  Residual value of PP & E 
may be revised upward or 
downward  

     Subsequent reversal 
of an impairment 
loss   

  Prohibited    Allowed for all assets with 
the exception of goodwill, 
if certain criteria are met  

     Oil, gas, insurance     Has industry - specifi c 
standards  

  Few industry - specifi c 
standards  

     Investments in joint 
ventures   

  Generally use the equity 
method, with a few 
exceptions  

  May use either the equity 
method or proportionate 
consolidation  

     Revenue recognition     Delivery is required to 
have occurred as evidence 
that the risks and rewards 
of ownership have been 
transferred  

  Delivery is not required as 
evidence that the risk and 
rewards of ownership have 
been transferred  

   Source:  Deloitte, PricewaterhouseCoopers.  
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 International accounting standards are set by the IASB, which was 
historically fi nanced by voluntary contributions from companies and 
auditors. Although several large countries have committed to support 
the IASB through fee assessments, the IASB must obtain a guaranteed 
source of fi nancing for its whole budget to retain its independence. If 
the U.S. wants to transfer fee assessments that now support the FASB 
this transfer would take an act of Congress.  33    

  National Differences Undermine Benefi ts of  IFRS  

 In providing permanent fi nancing for the IASB, Congress should rec-
ognize that the United States would be relinquishing the SEC ’ s veto 
over accounting standards applicable to U.S. companies. The threat of 
this veto is a powerful constraint on the FASB, although the veto has 
rarely been invoked by the SEC. The plan is for the IASB to be moni-
tored by an international board of regulators, presumably including the 
SEC, but the powers of this board are unclear. 

 Some countries adopt international accounting standards only 
if they are each approved by the relevant government body. In the 
EU, for example, any new international accounting standard does not 
become effective until it is  “ endorsed ”  by the EU Parliament, the EU 
Commission, and the EU Council of Ministers. Likewise, Congress could 
condition its fi nancial support of IASB on the SEC ’ s retention of its veto 
over the application of each international accounting standard to U.S. 
public companies. 

 Yet national procedures for approving international accounting 
standards create the potential for signifi cant country differences, which 
would undermine the benefi ts of global uniformity offered by IFRS. 
National approval procedures also create the potential for legislative 
battles that could undercut the independence of the IASB. In late 2008, 
for example, the EU Parliament publicly threatened to replace the 
IASB ’ s standard for mark - to - market accounting unless it allowed banks 
to switch assets to categories that would be valued under historical cost 
accounting. The IASB promptly revised the relevant standard to allow 
the switching of assets to different categories, albeit with a disclosure 
requirement.  34   As a result of such switches, Deutsche Bank increased its 
reported income for the third quarter of 2008 by  € 845 million.  35   
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 Even if all countries adopted the same version of IFRS, its application 
in practice would vary signifi cantly from country to country. There is 
no international agreement on auditing standards, which govern how 
accounting principles are applied in company audits. Charles Niemeier, 
a member of the Public Company Accounting Oversight Board, cited a 
French study on the application of IFRS within the EU to show that 
each EU country was practicing  “ nostalgic accounting. ”  In other words, 
each country ’ s application of IFRS followed the lines of its accounting 
principles before IFRS was adopted by the whole EU.  36    

  Costs Are Too High for Smaller U.S. Companies to Adopt  IFRS  

 As the benefi ts of one uniform accounting standard are being eroded 
by national differences, the costs of moving from U.S. GAAP to IFRS 
are becoming more defi nite. The SEC estimated that it would cost 
 $ 32 million for one large U.S. company to switch to IFRS.  37   In addi-
tion, all accountants currently practicing would have to be retrained, and 
all accounting courses at colleges would have to be revised. Similarly, all 
investment analysts would need to be educated about the differences 
between U.S. GAAP and IFRS. 

  Considering the costs and benefi ts of adopting IFRS, I believe 
the switchover from U.S. GAAP makes sense only for 100 to 300 
of the largest U.S. companies with extensive global operations. 
These companies are already submitting fi nancial reports for 
their foreign subsidiaries under IFRS, so they already incur the 
costs to translate these statements back to U.S. GAAP. By con-
trast, the other 6,000 or 7,000 publicly traded companies in the 
United States have modest foreign operations and relatively 
small accounting departments.  Consider Brooks Automation, a 
Massachusetts company serving the semiconductor industry. Although 36 
percent of its  $ 526 million in revenue came from foreign sales in 2008, 
the company ’ s chief fi nancial offi cer says that switching to IFRS would 
cost millions of dollars without providing any substantial benefi ts.  38   

  In short, the FASB should work with the IASB to rec-
oncile their accounting standards to the maximum extent 
feasible. Then Congress and the SEC should attempt to resolve 
the funding and governance issues for the IASB, as mentioned 
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earlier. If all these efforts are successful after several years, 
however, the SEC should then require only the largest global 
companies in the United States to adopt IFRS.  Of course, main-
taining a different accounting system for 100 – 300 large global U.S. 
companies would have its costs, but these would be much lower than 
the costs involved in switching from U.S. GAAP to IFRS for the 6,000 
to 7,000 U.S. companies with modest global operations.   

  Should Regulatory Systems Be Based on 
General Principles or Detailed Rules? 

 The advocates of IFRS also emphasize that it is principles based rather 
than rules based. Many American executives say they would prefer the 
fl exibility of fi nancial regulations couched in terms of general princi-
ples instead of detailed rules. American executives offer the Financial 
Services Authority (FSA) in the UK as a model of an effective fi nan-
cial agency based on general principles, and conversely they criticize 
American accounting standards as being too fi lled with detailed rules.  39   

  General Principles Have Pros and Cons 

 General principles have distinct advantages. They are fl exible enough 
to accommodate new fi nancial products without requiring a lengthy 
amendment process. They allow detailed rules to be avoided on certain 
subjects because they can be addressed by referring to general principles. 
General principles also cannot be easily avoided by fi nding technical 
loopholes. 

 However, general principles often provide so much fl exibility that 
they allow fi nancial institutions to circumvent normal accounting rules. 
For example, IFRS sets forth the general principle that fi nancial state-
ments should constitute a  “ true and fair ”  representation of a company ’ s 
fi nancial position. This general principle was utilized by Soci é t é  G é n é rale, 
with the approval of the French authorities, to move a  $ 9.7 billion trad-
ing loss from January of 2008 to its 2007 fi nancial statements.  40   

 General principles may not provide enough certainty for executives 
trying to stay on the right side of the law. American executives often 
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ask for more detailed guidance on how to apply accounting standards. 
General principles may also be too vague to allow regulators to bring 
enforcement cases. In fact, the current CEO of the FSA, Hector Sants, 
is now  “ eager to bury the notion of principles-based regulation in favor 
of a more muscular approach based on results. ”   41    

  Detailed Rules Have Pros and Cons 

 Detailed rules have the opposite advantages and disadvantages. They 
provide concrete guidance to executives seeking certainty in planning 
transactions. Similarly, they allow regulators to bring enforcement cases 
based on violations of specifi c directives or conditions. Detailed rules 
also promote consistent treatment of similar transactions within and 
between countries. 

 However, detailed rules can be too dense and too confusing. They 
are usually too narrow to apply to new products. Moreover, fi nancial 
fi rms are very skilled in circumventing detailed rules, even if the result 
undermines the intent of the regulator. This happened, for example, 
when banks circumvented the post - Enron rules delineating when trans-
actions may be done off their balance sheets. (See Chapter  3 .)  

  We Need a Mix of Principles and Rules 

  The obvious solution is a regulatory system that has a mix of 
general principles and detailed rules.  In fact, the FSA has more 
than 8,000 pages of rules, which apply its general principles of less 
than 200 words.  The particular mix of general principles and 
detailed rules should depend on the regulatory function to be 
performed, the subject matter to be regulated, and the litiga-
tion risks associated with the regulation.   42   

 General principles are most useful when their application is transpar-
ent and readily understood. In the United States and the UK, tender offers 
are, for example, regulated through a few general principles, supplemented 
by a small set of procedural rules. This works well because the main play-
ers in a tender offer can easily see — and protest if needed — the application 
of the relevant regulatory principles, for example, that minority sharehold-
ers receive equivalent consideration to large shareholders. 
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 By contrast, no regulator should rely on general principles in 
determining the unfunded liabilities of a defi ned benefi t plan. That 
determination involves projected accruals for current workers, expected 
longevity of retired workers, and the choice of a discount rate. Given 
the complexity of these factors, the calculation should be governed by 
detailed rules to avoid inconsistent results among similar companies. 

  More generally, the United States should expressly estab-
lish what I call the  “ trumping axiom. ”  If the application of 
detailed rules produces a result in confl ict with the underlying 
general principles, the principles should trump the rules.    

  Summary 

 The fi nancial crisis has brought to the public spotlight two previously 
technical debates: First, whether the SEC should suspend the applica-
tion of accounting based on current market values (FMV) in favor of 
accounting based on historical costs; and second, whether U.S. com-
panies should adopt international accounting standards (IFRS) or stay 
with the current U.S. standards (U.S. GAAP). The second debate also 
involves the question of whether the U.S. regulatory approach should 
rely more on general principles and less on detailed rules. 

 Historical cost accounting is not static; it incorporates current mar-
ket values through the concept of permanent impairment. Every quarter 
a bank and its audit fi rm must decide whether the current market value 
of any of its assets is substantially lower than the historic value of such 
assets. If the value of a bank asset is permanently impaired, its historic 
cost must be written down to its current market value. 

 FMV accounting has much less impact on fi nancial institutions 
than popularly thought. Only 45 percent of the aggregate assets held 
by fi nancial institutions are marked - to - market. Roughly 55 percent 
of the assets of the average fi nancial institution are held to maturity, which 
are valued under historical cost accounting. Of the 45 percent of assets 
marked - to - market, almost half are designated available - for - sale and thus 
do not usually affect the institution ’ s earnings or its regulatory capital. 

 Nevertheless, there are legitimate concerns about FMV. Most 
importantly, it is very diffi cult for a bank to identify the fair value of 
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an illiquid asset that has not traded actively in months. In response, the 
FASB has issued two interpretations. One allows a bank to disregard 
the price in a forced or distressed sale of an otherwise illiquid asset. The 
other delineates specifi c criteria for when an asset may be considered 
illiquid and, therefore, valued on cash fl ow assumptions. 

 Although these rulings were cheered by bankers, they will lead to 
higher valuations of toxic assets. This will make it even more diffi cult 
for bankers and investors to agree on a  “ fair price ”  for toxic assets. In 
addition, if bankers value more assets by marking - to - model, rather than 
marking - to - market, bank shareholders may become even more skepti-
cal about whether toxic assets are being accurately valued. The solution: 
If bankers value assets using internal models, they should publicly dis-
close the material assumptions they are employing in these models. 

 In truth, there is no perfect accounting system for fi nancial insti-
tutions. Historical cost accounting tends to mask adverse effects and, 
therefore, hinder efforts to deal with fi nancial crises, as demonstrated by 
the fi nancial crisis in Japan during the 1990s and the S & L crisis in the 
United States during the 1980s. Therefore, we should use FMV account-
ing, with the modifi cations for illiquid assets, to produce the most accu-
rate picture of banks for investors. But FMW accounting should not push 
a bank into insolvency because of short-term market movements. Bank 
regulators can set capital requirements in a different manner than FMV 
accounting, as long as those differences are fully disclosed. 

 On the second set of issues addressed by this chapter, the SEC has 
announced a roadmap for the United States to move from U.S. GAAP 
to IFRS by 2014, with an early option to adopt IFRS for certain large 
global U.S. companies. This early option is a bad idea because it would 
undermine the bargaining power of the United States in resolving the 
major outstanding issues in moving from U.S. GAAP to IFRS. 

 The IASB and the FASB must address substantive differences 
between U.S. and international accounting standards, which will take 
years to reconcile. The IASB must obtain a permanent funding mecha-
nism with an appropriate governance structure. Most importantly, the 
IASB must fi gure out how to prevent signifi cant national differences 
in the adoption and application of IFRS, since these differences would 
undermine the benefi ts of one uniform accounting standard across 
the world. 
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 The costs of adopting IFRS are estimated at  $ 32 million for a 
large U.S. company. These costs are justifi ed for the 100 to 300 large 
U.S. companies with global operations, because they are already 
 preparing fi nancial statements for their foreign subsidiaries under IFRS. 
But these costs are hard to justify for the 6,000 to 7,000 U.S. public 
companies that have modest overseas operations. Therefore, even if all 
relevant issues can be resolved, we should not force smaller and midsize 
companies to adopt IFRS. 

 Advocates of IFRS tout its reliance on general principles, rather 
than detailed rules. General principles articulate regulatory objectives 
that can avoid the writing of lengthy standards, and can be applied 
fl exibly to new fi nancial instruments. General principles also cannot be 
easily avoided by fi nding technical loopholes. However, general princi-
ples are too vague to supply concrete guidance to business executives, 
or to provide a defi nitive basis for enforcement cases. They can also be 
interpreted differently from country to country, leading to different 
national treatments of the same transaction. 

 Detailed rules have the opposite advantages and disadvantages. 
They provide specifi c guidance to executives planning transactions. 
Similarly, regulators can base enforcement actions on specifi c violations 
of detailed rules. They also promote comparable treatment of similar 
transactions. On the other hand, detailed rules are often dense and hard 
to understand. They are usually too narrowly drafted to apply to new 
products. Moreover, they may be circumvented by fi nancial executives, 
who are skilled at fi nding technical loopholes. 

 The obvious solution is a regulatory system that would have an 
 optimal mix of general principles and detailed rules. Moreover, the 
United States should expressly adopt the trumping axiom: If the appli-
cation of detailed rules produces a result in confl ict with the underly-
ing general principles, the principles trump the rules.              
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Part Four

                                                                        THE FUTURE OF
THE AMERICAN 

FINANCIAL SYSTEM          

 T he current fi nancial crisis has evoked broad criticisms of the 
United States economy for both its emphasis on consumption 
over savings and its free - wheeling brand of capitalism. Without 

actually naming the United States, Chinese Premier Wen Jiabao explained 
at the 2009 Davos conference that the current fi nancial crisis was attrib-
utable to an  “ unsustainable model of development characterized by pro-
longed low savings and high consumption; excessive expansion of 
fi nancial institutions in blind pursuit of profi t. ”   1   At the same conference, 
Prime Minister Vladimir Putin of Russia rebuked the United States for 
running huge trade defi cits with China and fi nancing them through the 
sale of  Treasury bonds:   

 The entire economic growth system, where one regional center 
prints money without respite and consumes material wealth, 
while the other regional center manufactures inexpensive goods 
has  . . .   suffered a major setback.  2     
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 President Nicolas Sarkozy of France was more succinct in pro-
nouncing the end of free - market capitalism:  “ Le laisser - faire, c ’ est fi ni. ”   3   
Similarly, German Chancellor Angela Merkel criticized the American 
system of  “ unfettered capitalism, ”   4   with excessive risks and insuffi cient 
constraints. Other EU leaders spoke with pride about Europe ’ s kinder 
and gentler form of capitalism. For example, European Commission 
president Jose Manuel Barroso said:  “ In Europe, we have a social mar-
ket economy ”   5   with a much stronger safety net than the United States 
to weather fi nancial storms. 

 The fi nal part of this book will respond to these critiques from two 
perspectives. Chapter  13  will address the two sets of international chal-
lenges most relevant to the United States: correcting imbalances in global 
capital fl ows and forging international agreements to strengthen fi nancial 
regulation.  6   First, can American consumers reduce the huge U.S. cur-
rent account defi cit by spending less and saving more? And even if the 
U.S. current account defi cit is gradually reduced, will foreign investors 
continue to fi nance the remaining shortfall by buying U.S. Treasuries? 
Second, is it likely that the United States and other major countries will 
bind themselves to tougher international standards for fi nancial regula-
tion since there is no built - in global enforcement mechanism? Or is it 
more realistic for the United States and other major countries to agree 
 not  to backtrack on existing commitments to open markets? 

 In the United States, Congress can decide to adopt whatever brand 
of capitalism it chooses in response to this fi nancial crisis. To approach 
this decision systematically, Chapter  14  organizes the myriad proposals 
being made to fi x the U.S. fi nancial system into three main questions. 
First, what would be the optimal scope and structure for federal regula-
tion of fi nancial institutions? Second, what would be the most effective 
and equitable strategies for the federal government to pursue in resolv-
ing this fi nancial crisis? Third, because market discipline alone has not 
been suffi cient to constrain excessive risk - taking, what other mecha-
nisms would be available to hold accountable the senior executives of 
fi nancial institutions?          
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Chapter 13

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                        The International 
Implications of the 

Financial Crisis for the 
United States          

 F or the last decade, the global economy has been far out of bal-
ance. Americans have been voracious consumers of foreign goods 
and oil, importing far more than they have exported. This excess 

is represented in Figure  13.1  showing the current account defi cit of the 
United States. This defi cit went from zero in 1991 to more than  $ 800 
billion by the end of 2006,  7   although it declined to  $ 673 billion in 2008, 
and further still in 2009.  8   During the same period, most of the Asian 
countries — led by China — have exported much more than they have 
imported. Similarly, the revenues of oil producing nations have increased 
much faster than their domestic expenditures as the price of oil rose.   

CH13.indd   321CH13.indd   321 9/24/09   11:17:15 AM9/24/09   11:17:15 AM



322 t o o  b i g  t o  s a v e ?

 This imbalance in the real economy has been counterbalanced by a 
global recycling of fi nancial capital from the Asian exporters and oil pro-
ducers, who have invested heavily in U.S. Treasuries as well as American 
stocks and bonds. Historically, wealthy countries have exported capital to 
emerging markets. In a reversal of historical roles, however, the suppliers 
of capital to the United States — the world ’ s wealthiest  country — have 
been the Asian exporters and oil producers,  9   based mainly in emerg-
ing markets where capital has traditionally been scarce. Despite its Gross 
Domestic Product (GDP) of only  $ 5,000 to  $ 6,000 per person, for 
example, China is now the largest owner of  Treasury securities issued by 
the United States, which has a GDP close to  $ 47,000 per person.  10   

 This circular arrangement was mutually benefi cial to all the coun-
tries involved for almost a decade. American consumers shopped until 
they dropped and bought a lot of gas - guzzling vehicles. In turn, China 
and the other Asian exporters found strong demand for their consumer 
exports, as the Middle Eastern countries enjoyed rising oil prices. As 
a result, the United States ran large current account defi cits and sold 
large amounts of Treasury and corporate bonds, which were snapped up 
by investors in Asia and the Middle East looking for safe investments. 

 However, this global circle was broken by the fi nancial crisis. When 
American consumers experienced sharp declines in the value of their 
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 Figure 13.1 United States Current Account Defi cit vs. GDP 1975 – 2006*
*This chart is in nominal dollars.
  Source:  U.S. Department of Commerce and Bureau of Economic Analysis. 
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homes and retirement accounts, they cut back dramatically on their 
spending. In turn, this cutback in American demand for imports forced 
many Asian factories to shut down. This reduction in American con-
sumption and Asian production contributed signifi cantly to the plunge 
in oil prices from  $ 140 to  $ 40 during 2008. In addition, central banks 
and other foreign institutions incurred big losses on their U.S. holdings 
of blue - chip stocks and MBS. 

 Over the long term, global reliance on excessive American con-
sumption is unsustainable, and U.S. dependence on foreign investors is 
downright dangerous. Therefore, how do we establish a more balanced 
allocation of global capital fl ows? One obvious answer would be to 
increase China ’ s imports in order to reduce its trade surpluses, which 
generate such large reserves for China to invest. Another obvious answer 
would be to increase the U.S. savings rate in order to generate more 
potential American buyers of U.S. Treasury securities. This chapter will 
begin by making concrete suggestions about how China can encourage 
more import consumption at home, and how the United States can gen-
erate more household savings here in America. Yet, even if the U.S. per-
sonal savings rate rises to 8 percent per year, the United States is likely to 
remain dependent on foreign sources to fi nance the growing U.S. budget 
defi cits over the next decade. This chapter will argue that, subject to cer-
tain conditions, U.S. Treasury bonds will continue to be relatively attrac-
tive to foreign investors. 

 The fi nancial crisis has driven home the growing interdependence 
of the global fi nancial system and its increasing susceptibility to cycles of 
boom and bust. Is this fi nancial crisis a truly unique event, or just a par-
ticularly severe example of a reccurring trend? This chapter will argue 
that boom and bust cycles in fi nance are accelerating for several reasons, 
including the increasing globalization of capital markets and the closer 
correlations among all classes of fi nancial assets. But the United States 
and other countries can reduce the local impact of the next fi nancial 
bust if they adopt anticyclical measures for their own fi nancial institu-
tions, regardless of whether other countries follow suit. 

 In theory, a global problem should have a global solution. But is it 
feasible to persuade all major powers to adopt and implement uniform 
standards of fi nancial regulation? This chapter will argue that it is very 
diffi cult to obtain agreement on new international standards, which are, 
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in any event, virtually impossible to enforce. More realistically, the major 
industrialized and developing nations comprising the G20 should lead a 
campaign to preserve the existing benefi ts from global trading by  not  
raising tariffs and  not  erecting other barriers to trade.  

  How Can We Correct the Global Imbalance
in Savings and Spending? 

 The global fi nancial system is particularly vulnerable to crises because of 
the vast amounts of capital being recycled each year. With so much Middle 
Eastern and Asian capital looking for better returns, a new investment 
product can quickly attract trillions of dollars — and just as quickly blow 
up due to changes in market conditions or more accurate assessments 
of the product ’ s risks. To reduce this vulnerability of the global fi nancial 
system, China and the United States must address its underlying causes, 
namely, the chronic trade surpluses in China and huge trade defi cits in 
the United States. In order to correct these imbalances, Chinese families 
should consume more and save less, and U.S. households should consume 
less and save more. However, breaking these historical patterns is challeng-
ing because they have served important personal and societal needs. 

  Will Chinese Families Spend More? 

 If China is to become less dependent on exports, it must develop more 
demand for goods and services from its own population. The problem is 
that China has historically been a country of savers, not spenders, and it 
will be challenging to alter this long - standing mindset. The average savings 
rate for urban households in China has been amazingly high, estimated 
to have risen from 15.4 percent in 1995 to 22.4 percent in 2005.  11   As 
the number of middle - class families in China has grown rapidly over the 
last few years, they have generated more consumer demand for Western 
goods. Chinese imports from all countries rose 18.5 percent from 2007 to 
2008.  12   Nevertheless, consumer spending constitutes only 36 percent of 
GDP in China, as compared to roughly 70 percent in the United States.  13   

 To limit the impact of the global slowdown, China in late 2008 
announced a  $ 585 billion stimulus package of infrastructure spending 
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and tax benefi ts for business.  14   Although this package is comprised, to 
some degree, of already planned measures, China is also revving up 
its state lending to bolster its economic growth.  15   More crucially for 
personal savings, China added over  $ 120 billion in initiatives during 
2009 to improve health care over the next three years.  16   This latest set 
of initiatives, though too small in size, focused on one of the two key 
factors driving the personal savings rate in China. 

 Chinese households save so much mainly because their wages are 
relatively low and their social safety net is generally weak. Despite its 
communist ideology, China has nothing close to universal health care.  17   
When a medical crisis arises, most Chinese families must pay out of 
their pockets for most of their treatment and drugs. To persuade Chinese 
families to consume more and save less, China must fully address their 
legitimate concerns about the cost of health care. 

 Similarly, China must substantially improve its retirement system if 
it wants Chinese consumers to spend more and save less. The mod-
ern Chinese retirement system, which started in 1997, does not gener-
ally cover rural workers, who comprise a majority of the Chinese labor 
force. Retirement coverage of urban workers is spotty, and retirement 
plans are poorly funded because of the legacy pension commitments 
from the late twentieth century, when workers made no pension con-
tributions to support their retirement benefi ts.  18   In addition, workers 
cannot now count on their children to support them in their old age.  

  Will U.S. Households Save More? 

 By contrast, Americans have been rabid consumers and reluctant savers 
for more than a decade. As Figure  13.2  shows, the U.S. personal savings 
rate relative to disposable income fell from 10 percent in the 1970s to 
 negative  2.5 percent in 2005, as Americans increased their household 
debt to exceed their disposable personal income. Although the cal-
culation of the U.S. personal savings rate does not include unrealized 
appreciation in retirement plans, the inclusion of this factor would still 
leave the personal savings rate close to zero in 2005. 

 Americans need to save more and spend less in order for the U.S. trade 
defi cit to decline and the country to become less dependent on foreign-
ers to buy U.S. Treasury bonds. To encourage these changes in behavior, 
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Congress should adopt various measures to promote saving . If Congress 
wants to have the biggest impact on the American personal sav-
ings rate, it should enact the Automatic Individual Retirement 
Account (IRA) for the 75 million workers (one - half of the 
total U.S. labor force) who do not have any retirement plan at 
work.   19      Under the Automatic IRA, employers with more than 
25 employees would be required to transmit payroll deductions 
for their employees to a retirement plan provider, but would not 
have to make any contribution to the plan.  Employees would be 
presumptively included in the retirement plan, unless they opt out. The 
Automatic IRA was strongly endorsed by the Obama Administration, 
which supported other measures to increase American savings.  20     

 Even without new retirement legislation, the current fi nancial crisis 
is spurring Americans to spend less and save more. According to the U.S. 
Bureau of Economic Analysis, the personal savings rate exceeded 5 per-
cent in the second quarter of 2009.  21   Americans are likely to spend less 
as they lose their jobs and default on their mortgages. Banks have already 
seen a marked shift in consumer behavior from borrowing with credit 
cards to buying with debit cards.  22   
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 Figure 13.2 The Decline in U.S. Personal Savings Rate
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 This shift from consumer spending to saving is very positive from 
the perspective of promoting a more balanced allocation of global capital 
fl ows. For example, an 8 percent decrease in consumer spending would 
add  $ 800 billion in domestic savings to help fi nance U.S. defi cits. But this 
shift would imply a steep drop in consumer demand at a time when the 
U.S. government is trying to stimulate economic growth. In fact, cur-
rent government policy toward consumers is somewhat schizophrenic. 
Despite all the public rhetoric about the need for households to save 
more, the Stimulus Act of 2009 handed out tax rebates to many fami-
lies, who were supposed to spend more to revive the economy. However, 
consumers cannot increase savings and  spending at the same time. 

 If the United States wants to increase personal savings  and  stimulate 
the economy, the country needs to replace the decline in consumer 
spending with another component of domestic demand. One candidate 
is government spending, which accounts for approximately two - thirds 
of the  $ 787 billion in the 2009 stimulus package. But this approach 
cannot be repeated annually because the United States already will 
have huge budget defi cits, as detailed later.  The other main alter-
native is promoting business investments, especially to boost 
American exports, which are encouraged in the 2009 stimulus 
package through measures such as tax credits for alternative 
energy projects and accelerated tax deductions for equipment 
purchases.  Many economists have suggested other ways to increase 
 business investment,  23   a subject beyond the scope of this book.   

  How Can We Finance the Rising 
U.S. Budget Defi cits? 

 Even if personal savings in the United States rose to 8 percent per 
year ( $ 800 billion in 2009), the U.S. budget defi cit would still be ris-
ing faster. In August of 2009, the U.S. budget defi cit for fi scal year 
2008 – 2009 was projected by the Congressional Budget Offi ce to 
reach  $ 1.6 trillion, which is over 11 percent of GDP; this constitutes 
the largest budget defi cit by a huge margin since World War II.  24   Over 
the next decade, the budget defi cit is projected to average  $ 1 trillion 
per year, staying in the 7 percent to 9 percent of GDP range, according 
to a study done for the Brookings Institution.  25   
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 These large budget defi cits imply a signifi cant increase in the exter-
nal debt of the United States, which is likely to rise from  $ 5.8 trillion at 
the end of fi scal 2007–2008 to more than  $ 16 trillion by the end of the 
next decade. (This assumes a  $ 1.6 trillion defi cit in 2008 – 2009 and an 
annual defi cit of  $ 1 trillion for the next 9 years.) Such a projection is 
consistent with a study of severe fi nancial crises in recent decades; that 
study points out that tax revenues drop sharply after countries experi-
ence a severe banking crisis, regardless of tax rates.  26   With this steep rise 
in U.S. external debt, our debt service payments could reach 4 percent 
of GDP, which is the current level of the entire military budget.  27   

 Debt service will thus present a serious challenge to limiting future 
budget defi cits, as will efforts to reach universal coverage in  healthcare 
and avoid tax increases on the middle class.  To constrain the growth 
of U.S. budget defi cits, Congress should adopt  “ paygo ”  
 legislation that would require (from 2011 forward) every  dollar 
of federal spending increases or tax cuts to be matched by a 
dollar of federal spending cuts or tax increases.  However, the 
version of paygo proposed by the Obama Administration has too many 
exemptions. It would not apply to a few trillion dollars of budget 
items, such as Medicare payments to doctors, modifi cations to the  
alternative minimum tax, and continuation of the Bush tax cuts for 
the middle class.  28   

 In sum, even if the United States has a personal savings rate of 8 
percent ( $ 800 billion), it will not be able to fund from internal  savings a 
budget defi cit of over  $ 1 trillion per year (although its net trade defi cit 
would decline gradually). This conclusion is explained in mathematical 
terms in the Appendix at the end of this chapter. Accordingly, foreign 
investors will be needed to buy U.S. Treasuries to fi nance a signifi cant 
portion of the U.S. external debt. 

  China, Japan, and the Middle East Are the Big Potential 
Buyers of U.S. Treasuries 

 The three largest holders of U.S. dollar reserves and U.S. Treasuries in 
2008 were, in order of size, China, Japan, and the Middle Eastern oil 
 producers. By May, 2009, China had more than  $ 2 trillion in foreign 
 currency reserves; it was the largest holder of U.S. Treasuries—with 
almost $700 billion at the end of 2008 and  $ 800 billion by May,  2009. 
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Over the last fi ve years, China ’ s foreign currency reserves have been ris-
ing rapidly. (See Figure  13.3 .) Although the rate of growth will slow, 
China will continue  increasing its reserves. Japan has foreign currency 
reserves close to  $ 1  trillion; it was the second largest holder of U.S. 
Treasuries, with $578 billion at the end of 2008 and  $ 677 billion in May 
2009. Although Japan ’ s economy is in recession, it will continue to main-
tain large foreign currency reserves available for investment. The oil pro-
ducing countries held U.S. Treasuries of  $ 193 billion in May 2009, with 
the Middle Eastern nations holding the vast majority of this amount.  29   
Although the foreign currency reserves of the oil producing countries 
will rise or fall with the price of oil, they are likely to have substantial 
currency reserves to invest over the next 10 years.   

 Will China, Japan, and the Middle Eastern oil producers continue to 
be signifi cant buyers of U.S. Treasuries? My answer is a conditional yes. All 
of these countries have their own reasons for favoring a strong U.S.  dollar. 
To begin with, they all want to preserve the value of their vast current 
holdings of U.S. Treasuries. If a fi rm owes you  $ 100,000 and may not pay, 
that is its problem. But if a fi rm owes you  $ 100 billion and may not 
pay, that becomes your problem! In addition, the exports of China and 
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Japan are quite important to their economies; these exports will become 
less attractive to U.S. consumers if the U.S. dollar drops in value relative 
to the Japanese yen or Chinese yuan. For many Middle Eastern countries, 
a large drop in the value of the U.S. dollar would require a large jump in 
the price of oil (priced in U.S. dollars) to maintain their same purchasing 
power. But a high price of oil leads to global political pressures to increase 
oil production, which these countries would prefer to avoid. 

 Yet both the Asian exporters and Middle Eastern oil producers are 
likely to demand higher interest rates on U.S. Treasuries, and will probably 
look to diversify their portfolios by holding some government securities 
in currencies other than the U.S. dollar. The rate on short - term Treasuries 
was close to zero at the start of 2009 because investors across the globe 
were seeking safety over yield. However, as the economies of the world 
strengthen, bond investors will again seek higher yields. The percent-
age of central bank reserves in U.S. dollar investments gradually declined 
from 71 percent in 2000 to 64 percent by the end of 2008.  30   This decline 
represents a rational decision by central banks to hedge against the risk 
that the U.S. dollar will depreciate relative to other currencies.  

  The U.S. Dollar vs. the Yen and Euro 

 As Einstein said, everything is relative. Although the U.S. dollar may 
be vulnerable due to the large trade and budget defi cits of the United 
States, the long - term outlook for the Yen, and probably the Euro, is 
worse. At the end of 2008, Japan ’ s net sovereign debt was 115 percent 
of its GDP, as compared to only 41 percent for the United States.  31   By 
2014, the IMF projects that Japan ’ s gross sovereign debt will exceed 
200 percent of its GDP, more than twice the comparable statistic for 
the U.S.  32   Over the next few decades, Japan has a much tougher demo-
graphic challenge than the United States: the ratio of workers to reti-
rees is projected to be 2:1 in Japan by 2025; the United States will not 
reach that ratio until after 2040.  33   Although the Yen appreciated in 
2008 as hedge funds under pressure were forced to pay back their Yen -
 denominated loans, the future of the Japanese currency is dim. 

 The prospects for the Euro, meanwhile, are less certain. When the 
Euro fi rst went into circulation, the interest rates on all Euro nations con-
verged. Since the fi nancial crisis, however, the interest rates on sovereign 
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bonds in fi ve Euro nations facing deep recessions (Portugal, Ireland, Italy, 
Greece, and Spain) have diverged signifi cantly from the interest rate on 
sovereign bonds of Germany — the strongest economy in the EU.  34   This 
divergence suggests that investors believe that some Euro nations may 
default on their sovereign debt or be forced to drop the Euro, since the 
basic rules for the Euro - currency zone generally prohibit bailouts of a 
weak member by strong members.  35   In addition, many of the newer 
EU members from Eastern Europe are pressing to adopt the Euro as a 
currency. Yet the fi nancial crisis has driven home the dangers of allow-
ing these weaker economies to become part of the Eurozone.  36   

 More fundamentally, the long - term status of an international cur-
rency depends on factors such as population expansion, economic 
growth and quality of trading markets. In my view, these factors favor 
the U.S. dollar, although some economists predict that the Euro will 
become the primary global currency.  37   The population of the U.S. is ris-
ing, as the population of the EU is stagnating or even declining.  38   Over 
the last decade, economic and productivity growth has been substantially 
higher in the United States than in Europe.  39   And the trading market for 
U.S. dollars is deeper and more liquid than the trading market for Euros.  

  Addressing the Concerns of Foreign Investors 

 Despite these fundamental weaknesses in the Yen and Euro, the U.S. must 
address the legitimate concerns of foreign investors about a potential 
depreciation of the U.S. dollar. In fact, the U.S. dollar went from par-
ity with the Euro near the end of 2002 to  $ 1.60  �     € 1 in mid - 2008. 
Although the U.S. dollar became much stronger in the second half of 
2008 as investors sought a safe haven in U.S. Treasuries, this fl ight to safety 
will slow down when the global economy revives. For example, if the 
U.S. dollar were to fall in value by 20 percent relative to other  currencies 
over the next fi ve years, this would mean a 20 percent loss in principal 
for a foreign investor buying 5 - year Treasuries. Suppose a foreign  investor 
bought  $ 1 billion in 5 - year U.S. Treasuries with the equivalent of  $ 1 
 billion in Yen or Euro. But when these Treasuries were redeemed, they 
were worth in U.S. dollars only  $ 800 million in Yen or Euros. 

 Recognizing this risk, the Governor of the People ’ s Bank of China, 
Zhou Xiaochuan, suggested that a new currency reserve system, based 
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on Special Drawing Rights (SDRs) of the International Monetary Fund 
(IMF), could prove more stable and economically viable than one based 
on the U.S. dollar.  40   SDRs represent a basket of four currencies —  dollars, 
euros, yen, and pounds — so in theory they could help central banks 
diversify their currency reserves. In practice, the total outstanding amount 
of SDRs at the end of 2009 will constitute less than 5 percent of total 
global reserves.  41   China has also allowed more international  transactions 
to be denominated in renminbi (yuan),  42   but it still is not a freely con-
vertible currency. Thus, while the SDR and the renminbi are not likely 
to supplant the U.S. dollar during the next decade, these Chinese efforts 
demonstrate the depth of foreign concerns about the U.S. dollar. 

 In order to meet these concerns, the United States must fi rst address 
the question of interest rates and infl ation. Although interest rates and 
infl ation are now very low, foreign investors worry that the Federal 
Reserve will not be quick enough to raise interest rates to head off infl a-
tion when the economy begins to rebound. They are asking the question: 
Can the Fed nimbly switch directions just at the right time?  In response, 
the Federal Reserve should publicly set an infl ation target, which 
would commit it to raise interest rates if core infl ation (i.e., 
infl ation excluding food, energy, and seasonal items) exceeds a 
specifi ed percentage for a specifi ed time period.  

 The merits of infl ation targets have been debated extensively by 
economists.  43   Those opposed have emphasized that an infl ation target may 
unduly reduce the fl exibility of the Fed in achieving its dual goals of max-
imizing employment and maintaining price stability. For example, the Fed 
might raise rates to prevent infl ation, even if that would not be the best 
monetary policy to promote job growth at that time. On the other hand, 
Canada, Sweden, and the UK have already adopted infl ation targets, 
which have successfully anchored infl ation expectations. Supporters of 
infl ation targets would also argue that price stability should be a higher 
priority goal for the Fed than maximizing employment, and the central 
bank is the agency with the most tools to promote price stability. 

  I support the Fed ’ s formal adoption of an infl ation target, 
expressed as a range to allow the Fed a degree of fl exibility.  An 
infl ation target would be a signifi cant symbol, which would help defuse 
the concerns of many foreign investors about the erosion of the U.S. 
dollar ’ s value. An infl ation target would also help the Federal Reserve 
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explain its interest rate moves to Congress and the American public. In 
the current environment, the Fed could say it is keeping its target inter-
est rate close to zero because it is fi ghting a recession in which core 
price infl ation is minimal. When prices start to rise, as they inevitably 
will, the Fed could explain why it is raising interest rates in light of its 
infl ation target.  Moreover, the Fed should move quickly because 
it is politically easier to adopt an infl ation target when interest 
rates are low than when they are high.  

 Second, the Federal Reserve must take greater care to preserve 
its political independence so it can freely decide to fi ght infl ation by 
raising interest rates, even if that decision is unpopular. The Fed is an 
independent central bank that normally generates annual profi ts; it is 
not a political arm of the executive branch like the Treasury. However, 
due to its involvement in the bailout program, the Federal Reserve has 
increased the size of its balance sheet from  $ 850 billion in mid - 2007 
to over  $ 2 trillion in mid - 2009, and has decreased its holdings of U.S. 
Treasuries from 90 percent to 30 percent of its portfolio.  44   Most prob-
lematically, it has guaranteed almost  $ 400 billion in toxic assets against 
losses for Citigroup, Bank of America, and AIG. (See Chapter  7 .) 

 This radical shift in the size and quality of the Fed ’ s holdings raises 
concerns about large losses in its portfolio, although so far the Fed has 
generally reaped gains from its higher risk assets. In response to these con-
cerns, the U.S. Treasury has agreed  “ in the long term and as authorities 
permit [to] seek to remove from the Fed ’ s balance sheet or to liquidate ”  
the toxic assets the Fed has acquired.  45      However, this is too vague 
an agreement without any defi nite time commitment. As Jeffrey 
Lacker, President of the Federal Reserve of Richmond, Virginia, 
has suggested, the Treasury should go further  “ to stipulate that 
the emergency lending [of the Fed be] transferred to the books 
of the Treasury after a brief period of time has elapsed. ”    46   

 Third, to increase the funds available for the bank bailout, the 
Treasury has been leaning on the Fed to make large loans to risky ven-
tures. At the request of the Treasury, for example, the Fed agreed to 
provide low - interest, nonrecourse fi nancing to public - private partner-
ships to purchase toxic assets. (See Chapter  10 .) The Treasury has been 
approving the Fed ’ s exercise of its emergency lending powers, and will 
continue to do so in the future.  47   As a result of asset guarantees, loan 
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commitments and support for troubled institutions, the total potential 
exposure of the Fed to the fi nancial bailout was approximately  $ 7.3 
trillion at the end of March of 2009 — over 10 times the  $ 700 billion 
Congress has appropriated for this purpose. (See Table  7.3  in Chapter  7 .) 

 The Treasury is exploiting the Fed ’ s lending capacity to avoid return-
ing to Congress to seek an additional appropriation for the bailout. 
Although Congress has implicitly acquiesced to this avoidance strategy, 
some politicians have begun to press for extensive government audits of 
the Fed ’ s programs, including its implementation of monetary policy.  48   
Such audits would be unwise; they would undermine the independence 
of the Fed necessary to carry out monetary policy.  To avoid a confron-
tation with Congress, as well as the courts under the Freedom 
of Information Act,49 the Fed should adopt a more forthcoming 
policy on disclosing information about its role in the fi nancial 
bailout.  Although the Fed has legitimate concerns about provoking runs 
on fi nancial institutions that receive certain types of emergency funding, 
it could safely publish a lot more information about its programs, includ-
ing the names of institutions receiving nonemergency loans and fi nancial 
guarantees.   

  The Frequency of Financial Crises Is Rising 

 Even if the Asian exporters and Middle Eastern oil producers  continue to 
fi nance the U.S. budget defi cits, the global recycling of capital makes the 
fi nancial system vulnerable to more frequent fi nancial crises. During 
the last decade, the world has experienced two major fi nancial crises 
in  addition to the current one. In 1997 – 1998, the Asian fi nancial crisis 
caused the collapse of the local currency in several Asian countries and 
led to the Russian default on its ruble debt in 1998. The second fi nancial 
crisis was associated with the burst of the dot - com bubble in 2000 – 2001. 

 The Asian fi nancial crisis had one immediate impact on the U.S. 
fi nancial system. The Russian default on its ruble debt almost brought 
down Long - Term Capital, a large hedge fund that was bailed out by 
Wall Street at the behest of the Federal Reserve Bank of New York. 
(See Chapter  5 .) Senior offi cials at the New York Fed believed this bail-
out was necessary to prevent the failure of Long-Term Capital, which 
they felt could have caused a systemic failure in the U.S. debt markets. 
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 The Asian fi nancial crisis also led indirectly to the current fi nancial 
crisis in the United States. After seeing Asian countries without signifi -
cant reserves struggle to defend their currencies, government offi cials 
throughout the emerging markets began to hoard U.S. dollars as insur-
ance against future currency attacks. In 2002, when Fed Chairman 
Greenspan sharply lowered U.S. interest rates on U.S. Treasuries, these 
same offi cials sought higher yields from their U.S. dollar reserves by buy-
ing MBS. To produce these higher yields, Wall Street encouraged loan 
originators to write higher - yielding subprime mortgages. The steep jump 
in default rates on these subprime mortgages in 2007 precipitated the 
current fi nancial crisis. 

 The second fi nancial crisis during the last decade was associated 
with the bursting of the dot - com bubble. This not only bankrupted 
many Internet companies but also led to a sharp decline in the  overall 
U.S. stock market from 2000 to 2002. Further, the dot - com bust under-
cut the overly optimistic projections of many U.S. companies, such as 
WorldCom and Enron, two high fl iers that engaged in fraudulent 
 tactics to hide their deteriorating fi nancial conditions. The  discovery 
of these frauds led to the 2002 passage of the Sarbanes - Oxley Act, 
which substantially increased the governance procedures of U.S. public 
companies. 

 Although many Americans view this fi nancial crisis and the Great 
Depression as the two main fi nancial crises during the last century, this 
is a very narrow view of global history. The increasing frequency of 
fi nancial crises across the world has been well documented by Professors 
Barry Eichengreen and Michael Bordo,  50   who found 38 fi nancial crises 
between 1945 and 1971 as compared to 139 fi nancial crises between 
1973 and 1997. Of these latter 139 crises, 44 took place in high - income 
countries. An IMF survey of 113 episodes of fi nancial stress over the 
past three decades found that countries with fi nancial sectors more 
oriented to capital markets, like the U.S., suffer larger fi nancial shocks 
than countries more dependent on traditional banks.  51   The explanation: 
In countries with a high degree of fi nancial sophistication and innova-
tion, fi nancial fi rms greatly increase their leverage in good times, which 
intensifi es their problems in bad times. 

 So we should ask two questions: Why are fi nancial markets increas-
ingly prone to bubbles that burst? And what measures can the United 
States and other countries realistically adopt to dampen the boom - bust 
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cycles? These questions are especially important to the United States 
because its fi nancial sector is the most oriented to the capital markets. 
Therefore, the United States is likely to suffer the most severe shocks in 
any global fi nancial crisis. 

 Contrary to popular opinion, the true cost of this fi nancial crisis to 
the United States vastly exceeds the  $ 700 billion appropriated by Congress 
for the bank bailout. In 2009, the Obama Administration inserted and 
 withdrew a placeholder in its proposed budget for up to  $ 250 billion 
more. Moreover, the IMF has estimated that the United States will spend 
 $ 1.8 trillion over the next fi ve years to stabilize its fi nancial system,  52   and 
that most countries recover only half their direct cash outlays for  fi nancial 
rescues.  53   Nevertheless, direct cash outlays represent a narrow slice of 
total bailout spending. As shown by Table  13.1  the maximum potential 
federal exposure to the fi nancial crisis — including the Fed, FDIC, Treasury 
and HUD — exceeded  $ 14.4 trillion at the end of March of 2009,  54   as 
compared to the U.S. GDP estimated at  $ 14 trillion for 2009.   

  The Psychological and Economic Causes of Financial Bubbles 

 Investor responses to fi nancial asset prices seem to defy the normal laws 
of supply and demand. If the price of diamonds goes up, for instance, 
we buy fewer diamonds. If the price of diamonds goes down, we 
buy more. By contrast, investors tend to buy more and more stocks 
as prices rise, even though they have become more expensive relative 
to their earnings. This clearly happened during the dot - com bubble. 
After the bubble burst and stock prices declined sharply, most inves-
tors shied away from stocks for several years, even though the prices 
of some stocks had become very attractive relative to the earnings of 
their respective companies. This also happened after the stock market 
crash in October of 1987. In this current fi nancial crisis, many investors 
became so fearful of stocks that they bought massive amounts of U.S. 
Treasury bills with a zero rate of interest. 

 It seems that people are more vulnerable to what psychologists 
call the herd effect in securities versus other assets. That is, people tend 
to follow the opinion leaders, instead of themselves evaluating the 
merits of the investments. Perhaps people lack the quantitative tools 
and know - how to analyze stock prices relative to company earnings 
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Table 13.1 Maximum and Actual Exposure of U.S. Government 
to the Financial Bailout ($Bn)

 Maximum Actual
As of March 25, 2009 Exposurea Exposureb

U.S. Treasury 
TARP 700.00 599.50c 
GSE conservatory 400.00 200.00 
Line of credit to FDIC 500.00d 0.00
Guarantee of money market funds 3,200.00e 2,500.00f

Citigroup guarantee of troubled assets 5.00 5.00g

Bank of America guarantee of troubled assets 7.50 0.00h 
Tax breaks for banks 29.00 29.00i

Treasury Total ($Bn) 4,841.50 3,333.50

FDIC
FDIC liquidity guarantees 1,400.00j 316.50j

Public-private partnerships 500.00 0.00k 
Citigroup guarantee of troubled assets 10.00 10.00g 
Bank of America guarantee of troubled assets 2.50 0.00h 
FDIC Total ($Bn) 1,912.50 326.50

HUD
Hope 4 Homeowners 300.00l 12 300.00
Loan modifi cation  75.00m 75.00
HUD Total ($Bn) 375.00 375.00

Fed
Fed Total ($Bn) (see Table 7.3) 7,353.80 1,786.70

Total Potential Exposure of US Government 
Treasury Total 4,841.50 3,333.50
FDIC Total 1,912.50 326.50
HUD Total 375.00 375.00 
Fed Total 7,353.80 1,786.70
U.S. Government Total ($Bn) 14,482.80 5,821.70
a Unless denoted otherwise, all fi gures in this column are based upon FDIC “Supervisory Insights” 
(Summer 2009). These fi gures represent the maximum potential exposure that could be taken on by the 
relevant government entity, but do not represent the actual or probable exposures taken on by those entities.
b These fi gures represent the actual potential exposures taken on by the relevant government entities as of 
March 25, 2009, but do not represent the actual or probable losses that might be incurred by those entities. 
c Source: Pittman and Ivry, Bloomberg.com (March 31, 2009)
d Of the $500 billion, $400 billion must be approved by Treasury and Federal Reserve. 
e MM fund assets insured by Treasury at end of 2008.
f MM fund assets insured by Treasury as of March 31, 2009.
g Actual guaranteed amount
h Unclear if guarantee issued
i Source: Robert Willens
j Source: Pittman and Ivry, Bloomberg.com (March 31, 2009)
k FDIC temporarily suspended its part of the PPIP program.
l Amount of new home insurance
m See Chapter 10

Source: Federal Reserve Statistical Release H.4.1 (March 26, 2009); Treasury, FDIC, HUD, and 
Federal Reserve press and other releases; “Financial Rescue Nears GDP as Pledges Top 12.8 Trillion.” 
Bloomberg, (March 31, 2009).
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and other relevant factors. Perhaps people have less of an intuitive feel 
for intangibles as opposed to hard assets, so they more readily look to 
others for direction. Perhaps the herd effect on the upside can more 
easily be fed by new fi nancial instruments, as opposed to physical items 
like iPods where supply may be limited by manufacturing constraints. 

 The herd effect is reinforced by the fact that no one can predict when 
or how a fi nancial bubble will end. At some point in a fi nancial bubble 
it is no longer supportable by rational analysis. But a bubble can go on 
for one, two, or even three years after that point, because human greed 
and jealousy of your neighbor ’ s profi ts can overcome rational analysis. If 
you sell too early, you can miss out on a lot of gain. For example, Yale 
Professor Robert Shiller correctly pointed out in 2003 that U.S. housing 
prices were grossly infl ated,  55   but they continued to rise for three years. 

 The frequency of boom and bust cycles in fi nancial assets has 
increased due to several factors. One key factor is globalization. Investors 
from around the world can easily bring huge amounts of money to bear 
on a hot opportunity in one country, but can also leave just as quickly as 
they came. Between 2000 and 2008, England and Ireland received for-
eign investments equal to 20 percent of their GDP, and Spain received 
foreign investments equal to an amazing 50 percent of its GDP.  56   All 
three countries experienced huge run - ups in housing prices, which then 
fell sharply in 2008. More generally, three - quarters of all credit booms 
fi nanced with foreign monies end up in crashes.  57   

           Globalization leads to much closer correlation among markets in dif-
ferent countries and different asset categories. For instance,           many investors 
have tried to diversify the risks of their portfolios by buying a blend of 
high - grade bonds and stocks across the world. However,           in the last quarter 
of 2008,           the prices of investment grade bonds (other than U.S. Treasuries) 
plummeted as the S & P 500 declined sharply. Similarly,           the correlations 
between the S & P 500 and stock indexes of smaller companies and foreign 
companies rose dramatically between 2004 and 2008,           as illustrated in the 
Table  13.2 . When a fi nancial crisis hits,           it rapidly spreads to all securities 
markets,           including those of emerging markets. There are no safe havens!   

 The fast pace of fi nancial innovation is another factor behind the 
higher frequency of booms and busts. A good illustration is credit default 
swaps. Like many fi nancial innovations, these swaps offer signifi cant benefi ts 
to investors, as well as substantial opportunities for mischief. Credit default 
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swaps allow investors to hedge against the credit risk of a bond, as distinct 
from its interest rate risk. However, as explained in Chapter  4 , they can 
bankrupt an insurer if the risks of these swaps are not fully understood. 

 Both the globalization of fi nancial markets and the fast pace of fi nan-
cial innovation are facilitated by the high speed and low costs of fi nancial 
trading. For example, hedge funds are capable of doing business from any 
tax haven, since executing trades between small island and money centers 
is so cheap. For the same reason, the sponsor of a new product can easily 
fi nd some jurisdiction that will allow that product to grow rapidly with 
little or no consideration of its downside risk.  

  Each Country Has an Interest in Its Own Anticyclical Measures 

 The United States and other countries with well - developed capital 
markets each have their own interest in adopting anticyclical measures. 
If another global fi nancial crisis occurs, a country with overcapitalized 
banks will do better than a country whose banks have the standard 
levels of capital. In other words, the adoption of anticyclical measures 
in every country with an advanced economy makes sense without an 
international agreement on such measures. 

 The current capital requirements for banks in most countries are 
procyclical. In good times, as the earnings of banks and the value of bank 
assets rise, so does their capital. With more capital, they can make more 
loans and buy more securities. For example, if a bank has a 15 to 1 lever-
age limit on its assets relative to its capital, it can use  $ 1 million in capital 
to acquire  $ 15 million in assets. If its capital increases to  $ 2 million due to 
profi ts, it can double its assets to  $ 30 million in order to seek even higher 
profi ts. 

 Table 13.2 Rolling 12 - Month Correlations to the S & P 500 

     Year Ending   
   S & P Small - cap 

(U.S.), %   
   S & P Mid - cap 

(U.S.), %   

   MSCI EAFE 
Developed 
Non - U.S. 

Markets, %   

   MSCI 
Emerging 
Markets, %   

    12/31/2004    83.3    93.8    72.1    61.9  
    12/31/2008    95.7    97.9    92.8    83.9  

   Source:  Bianco Research L.L.C.  
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 On the other hand, a high leverage ratio creates a downward spiral 
in bad times. If the bank goes from  $ 2 million to  $ 400,000 in capital 
because of current losses, it usually cannot raise new capital from this 
weakened position. Instead, the bank must reduce its  $ 30 million in 
assets quickly to  $ 6 million to maintain its 15 to 1 leverage ratio ( $ 6 mil-
lion to  $ 400,000  �  15 to 1). When many banks dump assets at the same 
time, the value of most loans and securities plummet, leading to more 
losses at banks and more dumping of assets. 

  To dampen the effects of business cycles on the fi nancial 
system, bank regulators should require banks and other fi nan-
cial institutions to build up excess capital in good times so 
they have bigger capital cushions in bad times.  These capital 
cushions should be especially large for fi nancial institutions that seem 
likely to be deemed too big to fail, because they will be supported by 
the national government if they run short of capital. 

  Similarly, bank regulators should require fi nancial institu-
tions to build up excess reserves for loan losses in good times, 
so these reserves can be drawn upon in bad times.  However, secu-
rities regulators have traditionally been concerned about excess loan loss 
reserves at fi nancial institutions. They are concerned that banks would 
cover up their losses by quietly drawing down these reserves to absorb 
losses in bad times.  The solution: Require banks to report excess 
reserves separately from normal reserves on their fi nancial state-
ments. Then investors could see clearly whether and when banks 
were depleting their excess reserves to cover current losses.  

 Anticyclical measures like these have been implemented in Spain 
with some degree of success. They also have been supported by the 
Financial Stability Forum, an international group of bank regulators,  58   
as well as by the Obama Administration.  59   Although the Forum has no 
enforcement powers, it is working with the Basel committee of banking 
experts from across the world. By the end of 2009, the Basel committee 
plans to make anticyclical proposals, which are likely to be adopted by 
the many countries now following Basel II. (See Chapter  6 .) 

 Unfortunately, the Financial Stability Forum supported the new 
accounting rule allowing European banks to shift their assets from the 
trading category subject to fair value accounting (FMV) to the held -
 to - maturity category subject to historical cost accounting. But this was 
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mainly a political decision, designed to mask losses of European banks in 
their trading portfolios. As a result of such accounting shifts, European 
banks increased their profi ts by  $ 29 billion in 2008.  60   

 The Forum ’ s position is consistent with the stance of many bank-
ers and politicians, who want FMV accounting suspended in favor of 
historical cost accounting in this fi nancial crisis. However, FMV has 
already been modifi ed to allow bankers to value illiquid assets on the 
basis of internal models rather than market prices. (See Chapter  12 .) 
 No country should go further and suspend FMV accounting 
because that would obscure the fi nancial position of banks and 
thereby delay remedial responses.  Such delayed responses hap-
pened in Japan during the lost decade of the 1990s, and in the United 
States during the savings and loan crisis in the 1980s. Suspension of 
FMV accounting would also undermine the confi dence of investors in 
the fi nancial statements of banks. 

  A better approach would be to provide disclosures that are 
as accurate as possible, but unlink fi nancial accounting meth-
ods from bank capital requirements , as explained in Chapter  12 . 
Such unlinking already occurs in the category of securities held for sale, 
where market losses or gains do not alter a bank ’ s regulatory capital. 
Such unlinking could be extended to other asset categories as long as 
these extensions were fully disclosed. Under this approach, banks could 
provide investors with up - to - date fi nancial statements, without depleting 
their regulatory capital.   

  The Potential for International Financial 
Regulation Is Limited 

 Besides adopting these anticyclical measures, regulators face formidable 
challenges in trying to prevent fi nancial booms and busts. The low cost 
and high speed of executing transactions allow market participants to 
ramp up quickly the volume of a new fi nancial product. The globalization 
of the markets allows fi nancial transactions to be carried out in almost 
any country. Most regulators are a few steps behind the fast - moving 
changes in the capital markets. Furthermore if new products or fi nan-
cial transactions fall outside the existing jurisdiction of the regulatory 
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agencies, it may take a year or more to pass legislation broadening their 
jurisdiction. 

 For these reasons, the current fi nancial crisis has spawned many efforts 
to increase coordination and harmonize standards among international 
regulators. Academics have made thoughtful proposals to start a new inter-
national organization, loosely modeled on the World Trade Organization 
(WTO), that would have the power to prescribe international standards for 
regulating fi nancial institutions.  61   Politicians have been more radical and 
grander, with French President Sarkozy calling on  global leaders to adopt 
wide - ranging reforms for  “ re - founding capitalism, ”   62   while British Prime 
Minister Gordon Brown has advocated  “ a new Bretton Woods — a new 
fi nancial architecture of the years ahead. ”   63   

  In my view, these far - reaching proposals are politically unvi-
able to the extent that they require all major countries to agree 
on uniform standards and bind themselves to an enforcement 
mechanism (such as the WTO procedures for binding resolu-
tions of disputes).  Every country jealously protects its sovereignty. As 
Barney Frank, Chairman of the House Financial Services Committee, 
declared,  “ no one is going to give up their sovereignty, ”  especially in 
important areas like fi nancial services.  64   No country will cede control 
of its fi nancial regulation to any global organization because, at the end of 
the day, the costs of bank failures must be absorbed by each national gov-
ernment. As the saying goes, banks are international in life, but national 
in death. Moreover, no country easily embraces a global uniform stand-
ard because each country wants to make its own trade - offs between 
fi nancial stability and fi nancial innovation in setting its standards.  65   

 Most of these proposals implicitly assume that the current fi nancial 
crisis would have been prevented if the major countries had agreed on 
global standards for regulating fi nancial institutions. In fact, there was one 
harmonized global standard for fi nancial regulation — the Basel accords 
on bank capital requirements, developed painstakingly through years of 
international negotiations. However, the Basel accords were an impor-
tant factor causing the excesses in the securitization of mortgages — the 
heart of the fi nancial crisis. Basel I, which was effective in the United 
States until the start of 2008, treated all residential mortgages and all 
securities backed by residential mortgages as low - risk assets that could 
be supported by very small amounts of bank capital. (See Chapter  6 .) 
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  Build Up Existing International Organizations 

  Given the challenges of creating uniform fi nancial standards 
and international enforcement mechanisms, the major coun-
tries should address the global aspects of the fi nancial crisis 
through existing international organizations like the IMF.  The 
United States should continue to strongly support the IMF, which offers 
conditional loans to struggling countries in the emerging markets. More 
recently, the IMF began to offer loans to healthy developing countries, 
like Mexico, without the usual IMF demands to raise interest rates and 
reduce public expenditures.  66      The availability of nonconditional 
IMF loans should help rebalance global capital fl ows by allowing 
these developing countries to stop hoarding U.S. dollars. In the 
event of any future attack on their local currency, these coun-
tries would automatically have the fi nancial support of the IMF.  

 In 2009, the countries in the Group of 20 (G20) — the largest 
developed and developing economies — agreed in principle to increase 
the IMF ’ s lending capacity from  $ 250 billion to  $ 750 billion.  67   The EU 
and Japan are each supplying  $ 100 billion in loans to the IMF, plus 
 $ 10 billion from Canada and  $ 4.5 billion from Norway.  68  Although the 
Obama Administration also came through with a  $ 108 billion line of 
credit to the IMF, it was a hard sell in Congress. To gain 50 swing votes 
from antiwar Democrats, the Administration had to delete an unrelated 
amendment to prohibit the release of photos showing U.S. soldiers 
abusing Iraq war prisoners.  69   

 The willingness of China and other large emerging economies to 
contribute more to the IMF depends on whether it will revise its vot-
ing allocation to give them more recognition.  70   At the start of 2009, for 
example, Belgium had more votes in the IMF than India and Brazil, and 
only 1.57 percent fewer votes than China. Although the IMF has set up a 
committee to study a realignment of voting rights, smaller industrialized 
countries are reluctant to lose much voting power.  71   As shown in Table 
 13.3 , the current proposals would increase the voting rights of China, 
India, and Brazil each by less than 0.50 percent.  Thus, the United 
States should push for a larger reallocation of voting rights at 
the IMF to better refl ect the economic power of the advanced 
emerging markets.    
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 The G20 has also asked the newly renamed Financial Stability 
Board (formerly the Financial Stability Forum)  72   to collaborate with 
the IMF in order to achieve the objectives of harmonizing fi nancial 
policies and monitoring systemic risk. But the actual results of this col-
laboration remain to be seen, since neither the IMF nor the Board has 
enforcement powers in either area. For instance, when the IMF in 2002 
fl oated a thoughtful proposal for restructuring the debts of troubled 
sovereign nations,  73   it provoked considerable debate but little action. In 
2008, the IMF was summarily rebuffed when it tried to bring about 
fi nancial reform in industrialized countries:   

 This past spring the IMF worked up a plan for the U.S. to 
recapitalize its banks and presented it to the Treasury, where it 
was ignored . . . The British and French are no different, said 
Simon Johnson, former IMF Chief Economist.  74     

 At most, large industrial powers are sometimes able to force smaller 
countries to amend their laws with threats of international repercussions. 
Diplomatic pressure has been effective in loosening Switzerland ’ s secrecy 
laws that allow the Madoffs of the world to hide ill - gotten gains. Other 
small countries have announced concessions on tax secrecy, including the 
Cayman Islands, Liechtenstein and Monaco. The G20 has formally noted 

 Table 13.3  IMF  Existing vs. Proposed Voting
Share by Country 
         IMF Voting Share       

         Existing (%)      Proposed (%)   

    United States    16.77    16.73  
    Japan     6.02     6.23  
    Britain     4.86     4.29  
    France     4.86     4.29  
    China     3.66     3.81  
    Russia     2.69     2.39  
    Belgium     2.09     1.86  
    India     1.89     2.34  
    Brazil     1.38     1.72  

   Source:  IMF.  
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that the Organization for Economic Co - operation and Development 
(OECD) will publish a list naming countries that fall short of the new 
fi nancial transparency standards, in an attempt to  “ name and shame ”  gov-
ernments that have not moved forward with this commitment.  75   

  In terms of positive collective action among large indus-
trialized countries, the most fruitful approach in the fi nance 
area seems to be voluntary coalitions of the willing.  For exam-
ple, various countries have joined a  “ college of regulators ”  to coordinate 
supervision of each global fi nancial institution.  76   This is a useful way for 
regulators in multiple countries to obtain an overall perspective on an 
institution doing business in many countries. But those joining such a 
college would have no enforcement mechanism if one country were too 
lenient on the institution. 

 Other forms of voluntary cooperation can be based on best practices 
or codes of conduct, promulgated by a respected international organi-
zation. A good illustration is the Code of Conduct for credit -  rating 
agencies formulated by the International Organization of Securities 
Commissioners (IOSCO) published originally in 2003 and amended in 
2008.  77   This Code of Conduct has already served as a model for several 
jurisdictions, including the European Union, in setting their standards for 
credit - rating agencies. Yet each country is free to adopt its own variant 
of IOSCO ’ s Code of Conduct and enforce that variant within its own 
boundaries as it sees fi t.  

  All Countries Should Resist the Pressures to Adopt 
Protectionist Measures 

 If the fi nancial crisis lingers, all national governments will face rising 
internal pressures to become protectionist. Protectionism can take many 
forms — not only raising tariffs on imported goods but also limiting banks 
to local loans, imposing restrictions on foreign labor, and keeping foreign-
ers from bidding on government contracts. Given the public frustration 
with a long recession, one protectionist measure adopted by one country 
is likely to lead to many protectionist measures by other countries. This is a 
self - defeating exercise.  In addressing the fi nancial crisis, the interna-
tional community would probably be most effective by persuad-
ing individual countries     not     to adopt new protectionist measures. 
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It is much easier to maintain existing world trade compacts than 
to overcome inertia by winning global agreement on new uni-
form standards.  

 Let ’ s start with an obvious example. When the United States bailed out 
General Motors and Chrysler, it was inevitable that other countries would 
follow suit. Since then, France, Germany, and the UK have given large sub-
sidies to their auto companies. In the end, these four national governments 
contributed billions of dollars in subsidies to more than six car companies, 
which will compete for a shrinking volume of car sales at low margins or 
actual losses. As German Chancellor Merkel has recognized, these subsidies 
to local car companies constitute protectionism and should be temporary.  78   
Yet, she also noted,  “ the German economy is very reliant on exports, and 
this is not something you can change in two years; it is not something we 
even want to change. ”   79   The only European country to reject aid to its car 
companies was Sweden, where the Minister of Enterprise, Maud Olofsson, 
declared:  “ We are very disappointed in G.M., but we are not prepared to 
risk taxpayers ’  money. This is not a game of Monopoly. ”   80   

 In the fi nancial fi eld, each EU country has been racing to rescue its 
banks without regard to the impact on other countries within or affi li-
ated with the EU. By unilaterally jumping to guarantee all bank borrow-
ings, Ireland effectively forced other EU countries to follow suit. British 
Prime Minister Brown complained that British fi rms were being hurt 
because foreign banks were retreating to their home markets.  81   Yet the 
UK, like other EU countries, has pushed banks with scarce government 
capital to lend more to local businesses.  82   Moreover, the UK invoked 
its antiterrorist laws to freeze the UK assets of two of Iceland ’ s largest 
banks — an affi liated member of the EU for trading purposes — despite 
no apparent connection to terrorist groups. This freeze, which acceler-
ated Iceland ’ s economic breakdown, was designed to ensure that British 
depositors in Icelandic banks were repaid.  83   Although the EU ’ s antitrust 
authorities usually object to national subsidies limited to local companies, 
they approved the packages for rescuing banks under the EU ’ s exception 
to its open competition laws for preventing  “ a serious disturbance. ”   84   As 
explained by John Hele, an executive of ING, a large Dutch bank that 
promised to lend to Dutch fi rms in return for government capital:  “ You 
expect a nationalistic element when private actors have been replaced by 
national ones. ”   85   
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 When Congress passed the Stimulus Act of 2009, it included buy -  
American provisions requiring American iron, steel, and manufactured 
goods to be used in all stimulus - funded projects unless they drive up the 
total project costs by 25 percent or more, or if a federal offi cial publicly 
fi nds that application of this section would not be  “ in the public inter-
est. ”   86   The Obama Administration claimed that this requirement was 
neutered by adding a consistency condition — that the buy - American 
provisions  “ shall be applied in a manner consistent with U.S.  obligations 
under international agreements. ”  But this claim is disingenuous for 
 several reasons.  87   

 First, WTO rules do not clearly address the obligations of member 
countries to prevent national stimulus packages from favoring local bid-
ders. Although this subject is covered by a separate international procure-
ment agreement, many of the largest countries in the world (such as China 
and India) are not signatories to the procurement agreement. Second, the 
procurement agreement is fi lled with loopholes. For example, the pro-
curement agreement has a general exclusion for governmental funds des-
ignated for mass transit and highway projects — the core of much stimulus 
spending. Third, the procurement agreement does not normally apply to 
contracts of local governments. Although 37 U.S. states signed on to the 
procurement agreement, many added further exceptions relevant to stim-
ulus spending, such as construction services and construction - grade steel. 

 In short, states and cities have considerable leeway in keeping for-
eign materials out of state stimulus projects. The result:  “ Lobbied by 
congressman, their procurement offi cials have made it diffi cult or 
impossible for foreign components to be part of a bid. ”   88   In response, 
 “ a string of Canadian municipalities launched boycotts of U.S. - made 
products in reaction to America ’ s stimulus package, which Canadian 
companies say is shutting them out of contracts. ”   89      Therefore, the 
Obama Administration should establish one federal offi ce to 
handle all requests for application of the consistency condition 
to stimulus projects at all governmental levels.  

 Protectionism is also evident on labor issues. A poll by the German 
Marshall Fund found British and Americans to be particularly hostile 
to foreign workers because they  “ steal jobs. ”   90   In the UK, for instance, 
workers at oil refi neries and power plants staged a walk - out in early 
2009 to protest the use of foreign labor.  91   Section 1611 of the Stimulus 
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Act of 2009 increases the hurdles for hiring foreign skilled workers that 
must be jumped by U.S. fi nancial institutions receiving federal assist-
ance.  92   These institutions must now prove that they have tried to recruit 
American workers at the same wages and are not replacing U.S. citizens 
with foreigners. Lloyd Blankfein, CEO of Goldman Sachs, has warned 
that Section 1611 invites retaliatory measures from other countries.  93    
  The United States and other industrialized countries should 
not impose these types of restrictions on the entry of foreign 
workers. If they do, the result will be a rise in personal dis-
crimination and a fall in economic effi ciency as jobs are not 
fi lled by the most qualifi ed people.   

  The G20 Should Take the Lead in Completing a Trade Agreement 

 To create counter - pressures against protectionism, the Group of 20 
promised collectively after its November 2008 meeting in Washington, 
DC, to avoid taking actions with  “ potentially adverse impacts on other 
countries. ”   94   Within two days, however, India raised its tariffs on steel, 
and Russia raised its tariffs on cars. A World Bank report found that 
 “ since the Washington meeting, 17 members of the Group of 20 had 
adopted 47 measures aimed at restricting trade. ”   95   Currently,  “ the WTO 
is hoping to shame its 153 members into keeping trade open by cata-
loguing protectionist excesses and publishing a bimonthly list. ”   96   

 As Pascal Lamy, director - general of the WTO, remarked:  “ The G20 
declaration [against protectionism] is a political commitment. I can-
not transform a political commitment into a legal commitment. That is 
what the Doha Round is for. ”   97   Lamy is right. The Doha Round is the 
current series of global trade negotiations, which was started in 2001, 
and is dying a slow death.  The G20 should push for the comple-
tion of the Doha Round as the most effective international 
strategy for reviving the global economy . 

 The Doha Round was stalemated in 2008. Europe needed to 
reduce its tariffs more on agricultural imports and the United States 
needed to reduce its government subsidies more for agricultural exports. 
These reductions would be very important for many emerging mar-
kets with large farm sectors, such as Argentina, Indonesia, and Malaysia. 
Simultaneously, the advanced emerging economies — most importantly, 
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China, India, and Brazil — needed to drop their tariff and nontariff bar-
riers to foreign imports, such as special licensing requirements and limits 
on foreign ownership. Dropping these nontariff barriers would provide 
benefi ts particularly to the less developed countries, which view China, 
India, and Brazil as high - priority markets for their exports. 

  In exchange for signifi cant reductions in their tariffs 
and subsidies on agricultural products, the United States and 
EU should insist on substantial decreases in trade barriers on 
imports of foreign goods and services into the larger and more 
advanced emerging markets.  A global trade agreement along these 
lines would not only help the emerging markets increase their agricul-
tural exports but would also provide many benefi ts to American fi rms 
because the United States is the biggest exporter in the world. Specifi cally, 
the United States would be able to export more industrial goods (e.g., 
computers and telecom equipment), professional services (e.g., legal and 
fi nancial) and agricultural products where the United States is a leading 
producer (e.g., beef, pork, corn, and wheat). Furthermore, breaking down 
the barriers to foreign imports into the top tier of the emerging markets 
helps the lower tier of emerging markets, such as parts of Africa and Asia, 
achieve economic growth. As these lower - tier emerging markets develop, 
they will become more interested in importing U.S. technology and 
meat as well as more likely to invest in U.S. Treasuries. 

 Nevertheless, it may not be feasible to reach such a broad global 
agreement, given the political opposition to free trade in many coun-
tries. In 2008, India led the emerging markets in militating against the 
completion of the Doha Round. In 2009, by contrast, senior Chinese 
offi cials have publicly endorsed the global fi ght against protectionism 
and the advancement of the Doha Round.  98   Despite Obama ’ s antitrade 
rhetoric in his presidential campaign, his Special Trade Representative 
has been trying to persuade Congress to approve trade agreements 
with Colombia and Panama, which Democrats had opposed in 2007 
and 2008.  99      If China took the lead along with the United States, 
perhaps both could move the Doha Round to a successful 
conclusion. This would be the biggest international contribu-
tion to overcoming the global economic recession.  

  A more modest goal would be for all countries in the 
G20 to legally bind themselves to their current tariff levels. At 
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present, most countries have actual tariffs at much lower lev-
els than their legal commitments under the WTO.  Therefore, 
countries like India and Russia can raise their tariffs signifi cantly with-
out violating their WTO commitments. If the G20 countries took the 
lead in legally binding their actual tariff levels, this would put some 
real clout behind their eloquent statements against protectionism. 
 Similarly, most countries have higher actual levels of market 
access and national treatment for foreigners than their WTO 
commitments. These actual levels should be made into bind-
ing commitments so they can be enforced under WTO rules.    

  Summary 

 The global imbalance in capital fl ows was a signifi cant contributing 
factor to the current fi nancial crisis. The United States consistently ran 
very large trade defi cits, which were fi nanced largely by the recycling of 
capital into U.S. Treasury bonds by Asian exporters and oil - producing 
countries with the largest trade surpluses. To rectify this global imbal-
ance, China should ramp up domestic consumption and reduce personal 
savings. This shift would require China to develop much better health 
care and retirement systems, whose defi ciencies are currently the main 
reasons for the very high savings rate of Chinese families. Conversely, 
the United States should encourage more savings and less consumption 
by American families. For instance, Congress could enact new automatic 
savings programs for workers without retirement plans sponsored by 
their employer, and replace substantial drops in consumer spending with 
other elements of aggregate demand. 

 Even if the personal saving rate in the United States rises to 8 per-
cent per year, the country would still have to fi nance a substantial por-
tion of its external debt budget from foreign sources because of rising 
U.S. budget defi cits. Asian exporters and oil producers can reasonably be 
expected to help fi nance these defi cits by buying substantial amounts of 
Treasury bonds, but these two groups are likely to demand higher interest 
rates and increase the diversifi cation of their portfolios. Moreover, these 
foreign infl ows of capital depend on confi dence that the Federal Reserve 
will raise interest rates to head off infl ation, even when politically 
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unpopular. The confi dence of foreign investors in the Fed would be 
enhanced if it adopts specifi c infl ation targets, avoids long - term guaran-
tees of troubled assets, and generally maintains its institutional independ-
ence. Investor concerns could also be assuaged if Congress imposed an 
effective paygo restriction on it annual budgets. 

 The recycling of global capital fl ows makes the world more vul-
nerable to fi nancial crises. In trading stocks, investors often exhibit the 
herd effect, blindly following the opinion leaders. Instead of behaving 
according to the normal laws of supply and demand, they tend to buy 
more stocks as their market prices rise and fewer stocks when their 
market prices fall sharply. These characteristics of investor behavior will 
lead to more frequent booms and busts as the pace of fi nancial innova-
tion increases, the cost of trade executions decreases and the spread of 
globalization allows fi nancial fi rms to locate almost anywhere. 

 In order to reduce the frequency and impact of future fi nancial cri-
ses, banking regulators should adopt anticyclical measures. Such meas-
ures are in the interest of each country, regardless of whether they are 
adopted by other countries. If a national regulator requires its banks to 
build up higher capital levels and excess loan reserves in good times, 
these banks will have larger cushions to absorb losses in bad times. To 
ensure transparency for investors, banks should specifi cally disclose the 
build - up and depletion of any extra capital or reserves. 

 Because it so diffi cult to reach international agreement on new 
 collective actions, the international community should expand the 
scope of existing organizations like the IMF, and reallocate its voting 
rights to refl ect the rise of large emerging economies. The international 
community can also put together new coalitions of the willing, like the 
college of supervisors to coordinate the various national regulators for a 
global fi nancial institution. Furthermore, a respected international group 
can promulgate a code of conduct in a particular area, such as regulation 
of credit rating agencies. These codes serve as models of best practice 
for any country choosing to strengthen its regulations in the relevant 
are. But each country is free to adopt its own version of the code, and 
enforce this version within its boundaries as it sees fi t. 

 Most importantly, nations should agree  not  to adopt  protectionist 
measures because they give other countries incentives to  retaliate with 
their own parochial measures. Despite the eloquent tirade against 
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 protectionism by the G20 in the fall of 2008, 17 of its members 
promptly adopted new trade restrictions. In order to kick start the glo-
bal economy, the G20 should revive the Doha Round of trade nego-
tiations. Europe should substantially reduce its barriers to agricultural 
imports, and the United States should substantially reduce its subsidies 
for agricultural exports. In exchange, the United States and Europe 
should obtain signifi cant decreases in the current tariff and nontariff 
barriers to the import of foreign goods and services into the largest 
emerging markets — China, India, and Brazil. If such a broad agreement 
is not politically feasible, all countries should legally bind their current 
levels of tariffs, market access, and national treatment of foreigners, so 
these levels could not be raised without violating WTO rules.  
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  Appendix to
Chapter 13 

 The following equation illustrates the relationship between how much 
the United States needs to borrow from foreigners on the one hand, 
and the level of U.S. savings, investment, and government spending on 
the other hand. 

    Exports  �  Imports 
(Net trade surplus 
or defi cit)  

   �   
  Savings 

(Business and 
Personal)  

  �  
  Investment 

(Direct 
 Investment in 
Fixed Assets)  

   �   
  Net Government 
(Tax Revenue  �  

Spending)  

 On the right-hand side of the equation, the fi rst item is the total 
of internal U.S. savings from businesses and individuals. The question is 
whether this private savings total, minus the direct investment in U.S. 
fi xed assets, exceeds the net government surplus or defi cit. If the answer 
is no, the United States will fi ll the gap by generating dollar reserves from 
foreign governments through a trade defi cit, that is, when exports are 
lower than imports on the left side of the equation. In that event, foreign 
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governments need to invest a signifi cant portion of their dollar reserves 
in U.S. Treasuries. 

 Let ’ s consider the situation of the United States in 2006, 2009,
and 2011. 

 (%  �  % of  GDP ) 

    2006 
(Known)  

   � 6%     �      � 14% (personal  �  
0; business  �  � 14)  

   –     ( � 17%) 
(investment)  

   �     ( � 3%) 
(budget 
defi cit)  

    2009 
(Estimated)  

   � 4%     �      � 19% (personal  �   
  � 8; business  �     � 11)  

   –     ( � 12%) 
(investment)  

   �     (�  11% ) 
(budget 
defi cit)  

    2011 
(Projected)  

   � 4%     �      � 17% (personal  �   
  � 8; business  �     � 9)  

   –     ( � 14%) 
(investment)  

   �     ( � 7% ) 
(budget 
defi cit)  

 This comparison shows why the United States is not likely to 
generate suffi cient internal savings, even with a personal savings rate 
at 8 percent of GDP, to fi nance its large budget defi cits and estimated 
 levels of direct investment. In 2009, for example, even if total savings 
were as high as 19 percent (personal savings of 8 percent  �  business 
savings at 11 percent), and fi xed investment fell as low as 12 percent, the 
7 percent net of these two items (19 percent  –  12 percent  �  7 percent) 
would still be insuffi cient to fund the U.S. budget defi cit of 11 percent. 

 As a result, the United States will continue to run substantial trade 
defi cits. This means that United States dollars will continue to pile up 
at the central banks of our major trading partners that have trade sur-
pluses. (The amount of the U.S. trade defi cit each year must be offset 
by the same amount of surplus U.S. dollars sent abroad.) The central 
banks with large reserves of U.S. dollars are the main potential buyers 
of the U.S. Treasuries issued to fi nance our budget defi cits.                           
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Chapter 14

                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                The New Structure of 
U.S. Financial Regulation          

 A lthough the potential for international harmonization of 
fi nancial rules is limited, the U.S. Congress is actively consider-
ing many proposals to increase regulation of U.S. fi nancial 

institutions in response to the fi nancial crisis. But these proposals do  not  
involve an ideological choice between  “ unfettered capitalism ”  and a 
 “ social market economy, ”  as suggested by European leaders in the intro-
duction to this Part IV. Rather, these proposals involve practical decisions 
about the extent and manner of government participation in the U.S. 
fi nancial sector. This chapter will organize the proposals into three 
groups: the structure of the U.S. regulatory system for fi nancial institu-
tions; the best strategies for the federal government to resolve this fi nan-
cial crisis; and the available mechanisms for limiting excessive risk taking 
without stifl ing fi nancial innovation. 

 First, a regulatory structure for fi nancial institutions should perform 
several key functions: reduce the frequency and severity of macroeconomic 
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crises, supervise the safety and soundness of fi nancial institutions, and 
protect investors as well as other consumers of fi nancial services. In evalu-
ating reform proposals, the United States should seek a regulatory structure 
that would respond quickly to fi nancial crises, bring to bear expertise on 
relevant issues, and perform in an effi cient manner. This chapter will apply 
these criteria to proposals to establish a systemic risk regulator, fi ll certain 
regulatory gaps, and reorganize the current array of fi nancial agencies. 

 Second, in trying to resolve the fi nancial crisis, the federal govern-
ment has so far focused mainly on banks, investing almost  $ 200 billion in 
600 banks and subsidizing the purchase of toxic assets from banks. 
In evaluating these strategies, this chapter will ask whether they were 
effective and fair. In this context, effectiveness means being targeted at 
the critical problems and implemented in ways that are most likely to 
correct these problems. Fairness means that those who bear the costs of 
any strategy also are likely to enjoy its benefi ts. 

 Third, the wide breadth of federal guarantees of debt issued by fi nan-
cial institutions has severely undermined the market discipline normally 
imposed on them by large debt holders. Similarly, the federal bailouts 
of institutions deemed too big to fail have reduced private incentives to 
monitor mega banks (over  $ 100 billion in assets) and weakened competi-
tive constraints in the fi nancial sector. This chapter will explore the other 
mechanisms available for ensuring that fi nancial executives run profi table 
institutions without engaging in excessive risk taking. These mechanisms 
include more oversight by federal examiners and boards of directors. 

 This chapter will set forth an integrated set of recommendations that 
would fi x the U.S. fi nancial system. Some of these  recommendations 
appear in prior chapters; others are new. To help readers make their way 
through the regulatory maze, Figure  14.1  outlines the current regulatory 
structure for fi nancial institutions in the United States, and Figure  14.2  
summarizes the regulatory structure proposed by this chapter, with pro-
posed changes appearing shaded and with bold text.    

  How to Redesign the Overall Regulatory System 

 The fi nancial crisis resulted partly from defi ciencies in the formulation 
and execution of U.S. regulatory policies. In particular, according to the 
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U.S. Treasury,  “ regulators did not take into account the harm that large, 
interconnected, and highly leveraged institutions could infl ict on the 
fi nancial system and on the economy if they failed. ”   1   

 So what measures should the United States adopt to monitor and reg-
ulate systemic risks? And how should these measures be integrated within 
the overall organizational framework for regulating fi nancial institutions? 

  Congress Should Designate a Systemic Risk Monitor 

 Though hard to defi ne, systemic risk generally means the threat that 
the collapse of one fi nancial institution or product would likely wreak 
havoc on the rest of the fi nancial system.  As explained later, Congress 
should designate a federal agency to focus on the key predictors 
of systemic failures. The logical choice for the role of risk moni-
tor is the Federal Reserve, though it should not become the pri-
mary regulatory of all fi nancial institutions posing systemic risks . 

  The Risk Monitor Should Concentrate on Four Key 
Factors  Although the designated agency should look broadly at the 
entire fi nancial system, it should concentrate on the four key factors 
historically associated with fi nancial crises in advanced economies:  
 infl ated prices of real estate, institutions with very high lever-
age, asset - liability mismatches, and fast - growing products or 
institutions.   

  In Europe, Japan, and the United States, fi nancial crises have 
often started with sky - high prices of commercial and residential 
real estate fi nanced by credit booms.  2   When those prices become 
unsustainable and lenders tighten their standards, the real estate 
market crashes. Such crashes will increasingly reverberate through-
out the fi nancial system because so many mortgages are now secu-
ritized and sold to investors around the world.  
  Institutions with very high leverage ratios have the greatest poten-
tial to make ripples throughout the fi nancial system. Suppose an 
institution has a leverage ratio of 25 to 1, with  $ 100 billion in assets 
supported by  $ 4 billion in capital (with  $ 96 billion in debt). Its capi-
tal can be reduced to  $ 1 billion if only a few of its large investments 

•

•

CH14.indd   359CH14.indd   359 9/24/09   10:37:15 AM9/24/09   10:37:15 AM



360 t o o  b i g  t o  s a v e ?

sour. In order to maintain a 25 to 1 ratio of assets to capital, the 
bank will be forced to sell tens of billions of dollars of its assets and 
pay down its debt obligations. These forced sales are likely to drive 
down prices for assets held by other fi nancial fi rms, which may in 
turn incur losses and start to sell their assets.  
  A mismatch between assets and liabilities presents a fundamen-
tal threat to a fi nancial system. In the 1980s, the assets of S & Ls were 
mainly long - term mortgages with fi xed rates, but their liabilities 
were mainly short - term deposits with volatile interest rates. This mis-
match brought down the S & L industry. In the current fi nancial crisis, 
the most vulnerable point in a fi nancial institution ’ s armor was its 
heavy reliance on short - term loans to fi nance relatively illiquid forms 
of mortgages and real estate. Lehman ’ s inability to replace these short -
 term loans as they became due was a signifi cant factor pushing the 
fi rm into bankruptcy.  
  As new fi nancial products and institutions grow quickly, they can 
sometimes introduce material risks that fall in the crevices of the reg-
ulatory system. A good example is the special purpose entity, a shell 
company that did not fully disclose its assets or liabilities because the 
sponsoring bank fi gured out how to circumvent the accounting rules 
governing when related companies must be put on a bank ’ s balance 
sheet. These accounting orphans grew rapidly as vehicles for pooling 
and securitizing mortgages until they fell apart in late 2007,  forcing 
their bank sponsors to recognize billions of dollars of  previously 
undisclosed liabilities.      

  Who Should Be the Systemic Risk Monitor? 

 The U.S. Treasury has proposed that systemic risk be monitored by a newly 
formed Financial Services Oversight Council (FSO Council), which 
would replace and expand the existing President ’ s Working Group for 
Financial Markets.  3   Headed by the Secretary of Treasury, the FSO Council 
would have seven other members: the Chairman of the Federal Reserve 
Board, the National Bank Supervisor (a new offi ce), the Director of the 
Consumer Financial Protection Agency (a new agency), the Chairman 
of the Securities and Exchange Commission (SEC), the Chairman of the 
Commodities Futures Trading Commission (CFTC) and the Director of 

•
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the Federal Housing Finance Agency (the current regulator of Fannie Mae 
and Freddie Mac). 

 In my view, Congress should designate one agency as the sys-
temic risk monitor to ensure that someone has the clear respon-
sibility for this important function. Having one risk monitor 
will also provide one U.S. contact point for coordination of risk 
monitoring activities with other countries. By contrast, having 
the FSO Council in charge of risk monitoring is an invitation to 
avoid responsibility — what is everybody ’ s job becomes no one ’ s 
job. Of course, the risk monitor should receive input from all the 
other members of the FSO Council, but there needs to be one 
agency that integrates all these inputs to reach a conclusion. 

 For several reasons, the Fed makes sense to perform the role of 
risk monitor.  4   The Fed already stays in close touch with market devel-
opments as part of its job of setting interest rates. It has a long - term 
perspective on the economy, which is necessary to monitor systemic 
risks. It also has the ability to make emergency loans to troubled fi nancial 
institutions. Most importantly, because the Fed is going to be asked to 
bail out all types of large fi nancial institutions, it has a strong incentive 
to prevent them from reaching the brink of failure. 

 However, the Fed is already overloaded with important responsibil-
ities, such as maintaining price stability, regulating bank holding com-
panies, as well as setting rules for mortgage lending and credit cards. 
The Fed is more oriented toward macroeconomics than consumer pro-
tection, so Congress should transfer to another agency the functions of 
setting rules for mortgage lending and credit cards (as discussed later). 
 Instead, the Fed should develop more in - house expertise on 
nonbanking areas critical to systemic risk monitoring, such as 
hedge funds and capital markets . 

  As the risk monitor, the Fed should follow closely the 
activities of any fi nancial institution, as well as any fi nancial 
product, that poses material risks to the entire fi nancial sys-
tem . The institutions would include not only banks but also a rela-
tively small number of insurance companies, broker - dealers, pension 
plans, money market and hedge funds. The Fed should receive from the 
primary regulators of these institutions whatever information it deems 
appropriate. To allow effective risk monitoring Congress should remove 
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the restrictions it imposed in 1999 on the Fed ’ s ability to require 
reports from subsidiaries of fi nancial service holding companies that are 
supervised by other regulators.  5   

  If the Fed as the risk monitor concludes that a large bank 
holding company or its affi liates pose a material systemic risk, 
the Fed already has the power to curtail the risky activities 
of those entities. If the Fed decides that a nonbanking institu-
tion poses a material systemic risk, it should develop a reme-
dial plan by working together with the relevant regulatory 
agency or agencies having the necessary powers. If there is a 
dispute between the risk monitor and a primary regulator on 
a remedial plan, this dispute should be resolved by the new 
FSO Council . In some cases, the Fed may determine that the needed 
actions are beyond the existing powers of any regulatory agency — for 
instance, when an unregulated fi nancial product starts to grow quickly. 
 In those situations, the Fed would propose legislation to 
Congress about how the new product should be regulated . 

  The Fed Should Not Be the Primary Regulator of All Systemic 
Institutions   The Treasury has also suggested that the Fed become the ex-
clusive regulator of all institutions whose failures would pose material risks 
to the entire fi nancial system (systemic institutions), including any non-
banking institution.  6   This suggestion is misguided for several reasons. First, 
it is unclear how anyone would know in advance all the fi nancial 
institutions that might be systemically risky. Although some institutions like 
Citigroup might be obvious choices, the list of other institutions would 
likely depend on the particular market situation and would probably change 
from time to time. Second, if the Fed became the primary regulator of a 
nonbank fi nancial fi rm, that action would send an implicit signal to inves-
tors that the fi rm is probably too big to fail. Such a signal would under-
mine the incentives of investors to monitor the activities of that fi rm. Third, 
systemic risk is sometimes created by a new product offered by many insti-
tutions of different sizes. In those situations, the problem can be solved only 
by collective action by regulators of various fi nancial institutions. Finally, 
the Fed could not possibly have suffi cient in - house expertise to be the pri-
mary regulator of so many different types of fi nancial institutions, includ-
ing life insurers, securities underwriters, hedge funds, money market funds, 
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and pension plans. With the support of the other regulatory agencies, the 
Fed could develop enough expertise in these areas to monitor systemic 
risks. However, it would take much more expertise for the Fed to become 
the primary regulator of so many types of fi nancial institutions on a 
day - to - day basis. 

  Instead, large institutions and risky products should continue 
to be supervised on a daily basis by their existing functional 
regulator organized by type of fi nancial service — for example, 
the SEC as the regulator of money market funds and the Labor 
Department for pension plans . These functional regulators have the 
expertise needed to be effective supervisors in an era when each segment 
of the fi nancial industry is rapidly evolving. This combination of the Fed 
as risk monitor, with each functional regulator supervising one or more 
potential systemic institutions, would also assuage the Congressional 
concerns that the Fed would have too much power under the Treasury ’ s 
proposal. 

 The one exception should be when a very large or risky fi nancial 
institution becomes insolvent. The FDIC currently has fl exible powers 
to appoint a conservator or establish a bridge bank in addition to putting 
a bank into receivership. By contrast, if a holding company of a fi nancial 
institution reaches the brink of failure,  “ there are only two untenable 
options: obtain emergency funding from the U.S. government as in the 
case of AIG, or fi le for bankruptcy as in the case of Lehman Brothers. ”   7   
Yet the insolvency of a leveraged fi nancial institution has adverse reper-
cussions not only for its debt holders but also for its trading counterpar-
ties and fi rms with similar portfolio holdings. According to the Squam 
Lake Group, a nonpartisan group of 15 distinguished economists,  “ the 
FDIC ’ s resolution mechanism avoids many of the costs associated with a 
standard bankruptcy. By quickly changing bondholders into stockhold-
ers and, when necessary, quickly transferring assets to healthy fi rms, the 
FDIC minimizes the economic disruption of a failed bank. ”   8   

  Therefore, I support the Treasury ’ s proposal for a resolution 
procedure applicable to a systemically signifi cant institution 
to avoid its disorderly liquidation .  9      Specifi cally, the proposal 
would extend the FDIC ’ s fl exible resolution powers to holding 
companies for banks and thrifts, as well as holding companies 
controlling broker-dealers, insurance companies and futures 
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commission merchants. This new resolution regime should also 
cover a very large hedge fund, like Long - Term Capital, whose 
near failure threatened the whole bond market . However, this 
resolution regime would not automatically apply to any entity desig-
nated in advance as a systemic institution. To invoke this new resolu-
tion authority for any fi nancial institution, the Secretary of the Treasury 
would have to reach three conclusions in light of the then current 
circumstances: 

  The fi nancial institution is likely in danger of becoming insolvent  .
  Its insolvency would likely have serious adverse effects on U.S. eco-
nomic conditions or fi nancial stability  .
  Taking emergency action would avoid or substantially mitigate 
those effects.     

  Functional Regulation Needs Several Modifi cations   Functional 
regulation has several advantages. It provides an agency with specialized 
expertise to oversee the relevant fi nancial function. It establishes a level 
playing fi eld for all fi rms performing the same fi nancial function; they 
are all subject to the same set of regulations. In addition, a functional reg-
ulator is smaller and more nimble than a division of a large umbrella bureau-
cracy. Congress and the public have a better chance to evaluate the 
effectiveness of a government regulator as a stand - alone agency, than as 
part of a large organization. However, Congress needs to expand func-
tional regulation in fi ve areas. 

  First, Congress should create one federal regulator for the 
function of mortgage origination . As the Treasury has explained,  10   
the regulation of mortgage origination is presently scattered across fed-
eral and state agencies. At the federal level, the Federal Reserve sets the 
rules on mortgage lending, the Federal Trade Commission issues rules 
on mortgage advertising and the Department of Housing and Urban 
Development (HUD) acts as a back - up licensing agency for mort-
gage lenders if they are not licensed by one of the 50 states.  Congress 
should combine these rulemaking functions into one new fed-
eral agency with a consumer protection orientation. Congress 
should also give that agency suffi cient resources to enforce the 
rules on mortgage origination in conjunction with the states . 

•
•

•
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  Second, Congress should allow a small number of global 
U.S. life insurers to apply for a national charter,   11      just as banks 
may obtain a national charter . At present, all U.S. insurance com-
panies are chartered and regulated by the 50 states. This arrangement 
imposes a substantial administrative burden on large life insurers without 
much benefi t, as they utilize the same actuarial tables for people in all 
states. With a national charter, a life insurer could simply obtain approval 
for its policies from the federal insurance regulator — probably a new 
agency — and fi le a notice of such policy approval with all relevant 
states. Of course, the states would object to a national charter for any 
insurance company. Under this proposal, however, states would retain 
jurisdiction over all property and casualty insurers since they tend to be 
more oriented to local conditions. States would also retain jurisdiction 
over the vast majority of life insurers — those that do not reach the high 
size requirement for a national charter. 

 Third, Congress should bolster regulatory coverage in the area of 
fi nancial derivatives, as discussed in Chapter  4 .  Specifi cally, Congress 
should grant to the Securities and Exchange Commission (SEC) 
or Commodities Future Trading Commission (CFTC) broad 
authority to regulate all fi nancial derivatives, including those 
negotiated in private markets as well as traded on public 
exchanges . Whoever has this authority should move quickly to establish 
a centralized clearing mechanism for CDS contracts, which are currently 
negotiated in private markets with little information available about who 
owns which contracts. If most CDS contracts were standardized and set-
tled through a centralized clearing corporation, it could identify the par-
ties to these contracts and require them to make cash deposits at the start 
of each CDS contract. As market prices moved, the parties would be 
required to increase or decrease their cash deposits in order to limit the 
disruption that might be caused by the demise of any party to a CDS 
contract. 

 Several groups within and outside the United States have been 
approved by regulators as a clearing house for CDS. However, no clear-
ing house for CDS has been successfully launched because of infi ght-
ing among various groups who hope to have the dominant facility. 
 It would be most operationally effi cient to have only one glo-
bal clearing house for all CDS, or perhaps one for the United 
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States and another for Europe . One centralized clearance and 
settlement system has dramatically lowered costs and risks for stock trad-
ing in the United States. On the other hand, certain CDS contracts will 
be so customized that they cannot easily be processed through a central-
ized clearinghouse. To encourage fi nancial institutions to use standardized 
CDS contracts, regulators should set substantially higher capital require-
ments for parties to customized instead of standardized CDS contracts.  12   

 Fourth, Congress should strengthen functional regulation in the 
area of hedge funds, which are active traders and short sellers. The assets 
of hedge funds have grown dramatically, from less than  $ 250 billion in 
1995 to almost  $ 1.8 trillion at the end of 2007. During that period, the 
near collapse of one highly leveraged hedge fund, Long - Term Capital, 
almost wreaked havoc in the bond markets. Other hedge funds have 
been involved more recently in major scandals such as the hedge fund 
run by Bernie Madoff. Yet, neither hedge funds nor their managers are 
required to register with any federal agency. 

  Congress should require the managers of hedge funds over 
a certain size to register with the SEC under the Investment 
Advisers Act of 1940 . Such registration would not limit their invest-
ment strategies, although they would be subject to SEC inspections. 
 In addition, as explained in  Chapter  5 ,  Congress should require 
a handful of very large hedge funds to submit nonpublic reports 
with information relevant to systemic risks, such as leverage 
ratios and liquidity measures . However, the same registration and 
reporting requirements should not apply to managers of venture capital 
or private equity funds, as the Treasury has proposed.  13   These two types 
of funds are not traders or short sellers; they acquire controlling interests 
through negotiated agreements in a wide range of operating companies. 

 Fifth and fi nally,  Congress should enhance functional regu-
lation by providing a consolidated regulator for any diversi-
fi ed fi nancial conglomerate offering multiple fi nancial services 
through regulated and unregulated subsidiaries . The Fed already 
plays the role of consolidated regulator for all the parts of a diversi-
fi ed fi nancial conglomerate organized under a bank holding company. 
However, a broad array of companies may own exempt banks — such as 
trust companies, credit card banks, or industrial loan companies — without
becoming a bank holding company. An even broader array of 
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 industrial companies may own one savings and loan association with 
few regulatory restrictions. As the Treasury has suggested, Congress 
should generally close these loopholes to keep industrial companies like 
John Deere or Target from owning a bank, unless the exempt bank does 
not take insured deposits or it is broadly prohibited from extending any 
credit to the industrial company as well as the company ’ s affl iates.  14   

 In contrast to the Fed, the SEC and CFTC have limited jurisdic-
tion over holding companies of registered fi rms. For example, the SEC 
had jurisdiction over only 7 of the 200 affi liates of Lehman Brothers.  15   
Therefore,  Congress should broaden the jurisdiction of the SEC 
and the CFTC to include the parent and all affi liates of any 
broker - dealer or commodity futures merchant if that parent or 
affi liate is not already supervised by a competent agency . This 
legislative change would ensure that transfers within the consolidated 
group are not manipulated to hide problems, and that risky activities 
are not shifted to an unsupervised affi liate, without duplicating coverage 
of an already supervised affi liate. For example, the SEC would not have 
supervisory authority over any part of a bank holding company other 
than its broker - dealer or mutual fund adviser already registered with the 
SEC. On the other hand, the SEC ’ s supervisory powers would extend 
to an affi liate of a SEC - registered broker if that affi liate were not regu-
lated by the Fed or other fi nancial agency.  

  Limited Mergers of Financial Agencies Are Needed   In response to 
the fi nancial crisis, many commentators have called for streamlining 
the current system of functional regulation. Some have suggested 
mergers of regulatory agencies in a particular area; others have recom-
mended one umbrella agency for all fi nancial services. Although I sup-
port a limited number of mergers of regulatory agencies, I strongly oppose 
an umbrella fi nancial regulator because it would be cumbersome and 
unnecessary. 

 The United States has four prudential regulators of banks at the fed-
eral level: the Comptroller of the Currency for national banks; the Offi ce 
of Thrift Supervision (OTS) for national S & Ls; the Federal Reserve for 
bank holding companies and the larger state - chartered banks that are 
members of the Federal Reserve System; and the FDIC for the smaller 
state - chartered banks that are not members of the Federal Reserve System. 
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This multiplicity of federal regulators creates duplicative bureaucracies 
and allows banks to choose the regulator that treats them best. On the 
other hand, many of these redundancies and inconsistencies have already 
been eliminated through a federal banking council, which adopts uniform 
rules for all four agencies on any topic of signifi cance.  16   Furthermore, as a 
practical matter, the time to complete any regulatory merger is long, and 
the dislocation costs are substantial. It took over a decade to merge the 
insurance funds for banks and thrifts, although that merger was a clear 
winner. 

  The strongest case for a merger is the one between the OTS 
and the Comptroller of the Currency; the merged agency would 
then have regulatory authority over all nationally chartered 
banks and thrifts .  17   Although the powers of thrifts are still somewhat 
different from the powers of national banks, they have become much 
closer during the last decade. In addition, since this merger involves two 
types of national charters, it would not be opposed by the states. 

 The FDIC works with state regulators to supervise smaller banks 
chartered by the states. FDIC offi cials argue that they need to be involved 
in bank regulation as part of their role as the insurer of bank deposits. 
This is a credible argument, though some would say that a bank insurer 
should have an arms - length relation with the banks. In any event, the 
elimination of the FDIC as a bank regulator in favor of the Comptroller 
of the Currency would be politically opposed by most state regulators 
and small state - chartered banks. Similarly, Fed offi cials argue that they 
need to be involved in bank regulation as part of their role in setting 
interest rates and overseeing the money supply. Again, this is a credible 
argument. Though some would like to see the Fed as a pure monetary 
authority, it is the sole regulator of bank holding companies, which 
include many of the large institutions considered to pose systemic risk to 
the fi nancial system. 

  The case for merging the SEC and the CFTC is more com-
pelling from a policy perspective . When the CFTC was created, the 
trading of futures on boards of trades was concentrated in agricultural 
products like soybeans. Now most trading volume on boards of trade 
involves fi nancial futures on stock indices, interest rates, and bonds. In 
many cases, the fi nancial futures markets now set the prices for the cash 
market in stocks or bonds, that is, trading markets regulated by the SEC. 
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To increase regulatory coordination of related fi nancial products, both 
Republican and Democratic former SEC chairs have supported the 
merger of the SEC with the CTFC.  18   But the hitch has always been 
the Senate Agriculture Committee, which has jurisdiction over the CFTC, 
while the Senate Banking Committee has jurisdiction over the SEC. 
 A possible solution might be joint oversight of a merged CFTC -
 SEC by both Senate Committees, perhaps through a select sub-
committee with members from both Senate Committees .  19     

  Overlapping and Omnibus Agencies Are Not Needed 

 The Treasury has proposed to create a Consumer Financial Protection 
Agency (CFPA), originally suggested by Harvard Professor Elizabeth 
Warren. Under the original version of this proposal, one agency would 
regulate all fi nancial products offered to retail investors, including 
 mortgage loans, credit cards, bank deposits, and mutual funds.  20   As men-
tioned earlier, Congress should combine into one agency all federal 
 regulators of various aspects of mortgage origination. But this organiza-
tional  coherence would then be lost by combining mortgage loans with 
so many different products. For instance, combining mutual funds and 
mortgage loans is like mixing apples and grapefruits. Mutual funds are 
registered as securities offerings at the SEC and sold to investors across 
the country. Mortgage loans are offered by real estate brokers or banks to 
their local customers; at that stage, mortgages are not securities. Thus, it 
does not make sense to develop a second group of federal employees with 
deep securities expertise outside of the SEC, as the Treasury  recognized 
in its fi nal proposal. 

 As explained in Chapter  1 , mortgage loans are offered by many non-
bank lenders as well as banks. In 2008, Congress gave the states a leading 
role in registering mortgage lenders. By contrast, most credit cards will be 
offered by national banks across the country, because the Treasury allowed 
American Express and Discover Financial Services to convert into bank 
holding companies. (See Chapter  9 .) In 2009, Congress enacted much 
tougher federal rules for consumer protection on credit cards,  21   which 
should supplant the myriad state laws on this subject. It would be dis-
ruptive and  ineffi cient for the CFPA to inspect and enforce its own 
rules on  particular  products offered by national banks, like credit cards, if 
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all their other assets and liabilities were supervised by a different agency. 
 For all these reasons, the regulator of credit cards should be 
an agency with a national approach to depository institutions. 
This could be the National Bank Supervisor, the result of a 
merger of the Offi ce of Thrift Supervision into the Comptroller 
of the Currency, as suggested by the Treasury .  22   

 The Treasury justifi ed the creation of the CFPA partly because 
American consumers deserve simpler and clearer disclosures, as well as 
 “ vanilla ”  fi nancial products that are easy to understand. Indeed, these 
should be goals for all agencies dealing with consumers. However, the 
proposed new agency would go much further  “ to protect  consumers 
of credit, savings, payment, and other consumer fi nancial products and 
services, and to regulate providers of such products and services. ”   23   
This could include most deposits, loans, leases, and fi xed annuities24 
offered by fi nancial fi rms to consumers. Despite the Treasury ’ s stated 
objective  “ to prevent mission overlap, ”   25   the CFPA ’ s scope of author-
ity would be so broad that it would overlap with the jurisdiction of 
every federal and state regulator of fi nancial fi rms in the  country. 
Although the Treasury urged coordination among agencies, a more 
likely result would be confl ict, confusion, and delay.  To minimize 
agency overlap and maximize consumer benefi ts, the CFPA ’ s 
jurisdiction should be limited to mortgage loans plus other 
fi nancial services provided primarily by nonbank lenders to 
low - income borrowers, such as payday loans and debt collec-
tion services . 

 Others advocate a much broader consolidation of fi nancial regula-
tion than all retail fi nancial products; they suggest a merger of all fi nan-
cial regulators into one umbrella agency.  26   This is the model adopted 
by the UK in its Financial Services Authority (FSA). The model would 
have the advantage of built - in coordination among the regulators of 
the providers of various fi nancial services (banking, securities, and 
insurance) for diversifi ed fi nancial conglomerates. 

 On the other hand, most of the benefi ts of a coordinated regula-
tory approach to diversifi ed fi nancial conglomerates can be achieved 
by existing arrangements or less drastic proposals. The risk monitor, 
whatever its organizational form, will look at the relationships among 
the subsidiaries of fi nancial conglomerates. The Fed already has a 
broad - based jurisdiction over the relationship between a bank holding 
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 company and its nonbanking affi liates. As mentioned before, Congress 
should grant a similar authority to the SEC and the CFTC with regard 
to the otherwise unsupervised affi liates of securities brokers and com-
modities futures merchants, respectively. 

 In any event, the coordination gains for an umbrella fi nancial agency 
would be outweighed by the extra layer of bureaucracy imposed by such 
a structure. During a fi nancial crisis, the United States needs a quick 
response. But an umbrella agency may slow down decision - making 
because of the need to obtain several levels of approval. Did the coor-
dinated model of the FSA prevent a fi nancial meltdown in the United 
Kingdom? Several Congressional leaders have also expressed concerns 
about putting all our fi nancial regulatory eggs in one basket.  27   If the 
one umbrella agency misses a serious new problem in fi nancial services, 
there would be no other agency likely to fi nd the problem. 

 More fundamentally, the gaps in the U.S. regulatory system did  not  
result from the absence of an umbrella fi nancial regulator; key issues did 
 not  inadvertently fall into the crevices between functional regulators. 
For instance, Congress made a conscious decision in 2000 — on the rec-
ommendation of the Treasury, the Fed and the SEC — not to  regulate 
credit default swaps (see Chapter 4). Because of effective judicial 
 challenges and heavy legislative lobbying by hedge funds, they have not 
been subjected to any federal registration or reporting requirements. 
These were issues of political power, not organizational structure.   

  Strategies for Resolving This Financial Crisis 

 In the current fi nancial crisis, the federal government bailed out many 
banks and other types of fi nancial institutions at a huge cost to tax pay-
ers. The direct cash outlays are likely to go as high as  $ 1.8 trillion,  28   
of which the U.S. government is likely to recoup approximately half 
according to studies of fi nancial crises in other countries.  29   However, 
direct cash outlays constitute a small portion of the U.S. government ’ s 
total potential exposure to this fi nancial crisis. As shown earlier by 
Table  13.1 , the maximum potential exposure of the Fed, the FDIC, the 
Treasury and HUD to this fi nancial crisis exceeded  $ 14.4 trillion in 
March of 2009, if we included all loans, guarantees, asset purchases, and 
stock investments, as well as direct cash outlays.  30   
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 In light of these enormous potential costs, we should ask several 
questions: Which fi nancial institutions are really too big to fail? If insti-
tutions are bailed out, what are the most effective and fairest ownership 
structures? Are purchases of troubled assets the best way to increase loan 
volumes in the United States? 

  Bailing Out Financial Institutions That Really Are Too Big to Fail 

 When the federal government bailed out Fannie Mae and Freddie Mac, 
they were too big to fail. They owned or guaranteed roughly half the 
mortgage debt in the United States, and their bonds were widely viewed 
by investors as the moral obligations of the U.S. government. However, 
why was Bear Stearns too big to fail, and Lehman Brothers was not? 

  What Should Be the Criteria for Too Big to Fail?   In my view, 
there are only two valid reasons for bailing out a fi nancial institution. The 
fi rst reason is to protect the system for processing payments, like checks 
or wire, because that system is critical to the operation of the U.S. econ-
omy. Under this criterion, a handful of the biggest money center banks 
are probably too big to fail. The second reason is more diffi cult to apply; 
it involves situations in which the failure of one large interconnected 
 fi nancial institution is likely to lead to the failure of many large  institutions. 
In trying to predict the systemic impact of one institution ’ s failure, the 
regulator should ascertain how substantial that institution ’ s liabilities are to 
other large fi rms and how easily that institution ’ s functions can be 
 replaced by healthy fi nancial providers. 

 Most of the 300 banks recapitalized by the Bush Administration 
do not satisfy these criteria. Because they were solvent, banks like 
J.P. Morgan tried to reject the Treasury ’ s initial offer to purchase their 
preferred stock in October, 2008. Other banks must be solvent because 
they quickly redeemed Treasury ’ s preferred stock after the restric-
tions on executive compensation were adopted in February of 2009. 
Moreover, both the Bush and Obama Administrations bought preferred 
stock from many small banks that were obviously not too big to fail. 

 With respect to nonbank lenders, the Bush Administration recapi-
talized two credit card companies, American Express and Discover 
Financial. Although they were big in terms of assets, their failure would 
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probably not have caused the insolvency of many large fi rms. These 
credit card companies do business with millions of customers and 
merchants, who could readily fi nd other credit card providers. 

 What should be done to instill some discipline into the bailout 
process? The Obama Administration ’ s proposal is too limited. Before 
exercising its emergency lending powers to help beleaguered fi nan-
cial institutions, the Federal Reserve would have to obtain approval 
from the U.S. Treasury.  31   In fact, the Fed has worked closely with the 
Treasury in designing the central bank ’ s special lending programs dur-
ing the fi nancial crisis. Indeed, because of limited Congressional appro-
priations for the fi nancial rescue, the Treasury has compromised the 
Fed’s independence by pushing it to guarantee troubled assets and make 
nonrecourse loans to bail out nonbanks as well as banks.32 

  In 1991, Congress was concerned that it was too easy for 
federal regulators to bail out large banks under the vague rubric 
of too big to fail. Therefore, Congress established specifi c proce-
dures to be followed before a bank may be bailed out, namely, 
a supermajority vote of the FDIC and Fed boards, an express 
rationale by the Treasury Secretary, and an after - the - fact audit 
by the Comptroller General .33 Congress also directed the federal offi -
cials to apply a cost - benefi t test, or explain why the tests were not appro-
priate for an emergency bailout. However, when the Fed bailed out Bear 
Stearns and AIG during 2008, these procedures did not apply because 
the fi rms were not banks.  To hold senior government offi cials 
accountable for all bailouts, Congress should extend the 1991 
statute to federal bailouts of any type of fi nancial institution .  

  Bailing Out Should Not Be an All-or-Nothing Decision   The 
Bush Administration generally protected all the creditors of the fi nancial 
institutions it bailed out, while letting their shareholders fend for them-
selves. In fact, the federal government has a range of available tools at 
its disposal, which should be applied fl exibly in light of the specifi c cir-
cumstances of each institution. 

 Let ’ s consider the AIG subsidiary that wrote protection against 
defaults of billions of dollars of troubled mortgage - backed securities. 
The U.S. government bailed out all creditors of AIG, including pay-
ment of over  $ 60 billion to very sophisticated counterparties that had 

CH14.indd   373CH14.indd   373 9/24/09   10:37:21 AM9/24/09   10:37:21 AM



374 t o o  b i g  t o  s a v e ?

CDS contracts with AIG. On the other hand, if the federal government 
had allowed that AIG subsidiary to fi le for bankruptcy, that  subsidiary 
could then have reneged on all of its CDS contracts.34 A possible 
 compromise: threaten to fi le for bankruptcy and propose a settlement at 
70 to 80 cents on a dollar of default protection to AIG ’ s large counter-
parties. They probably would have accepted such a compromise, instead 
of taking the risk of a much lower recovery after a lengthy bankruptcy 
proceeding. 

 Another instructive example is the Treasury ’ s offer to buy over 
 $ 20 billion in preferred stock in at least seven life insurers.35 None of 
those life insurers processed payments for the economy and most did 
not write large amounts of CDS protection. Why were they bailed out? 
The main concern seems to have been a fear of large - scale withdraw-
als by policy holders, potentially causing a run on the insurer. But this 
concern could have been addressed directly if the Fed provided the life 
insurers with enough short - term loans to cover potential withdrawals 
by their policy holders. Another concern may have been the reduc-
tion in bond-buying capacity if several life insurers became insolvent. 
But most of these bonds would then be bought by healthy life insurers 
or other healthy fi nancial institutions, which would acquire the busi-
ness of the insolvent companies or attract the former customers of such 
companies.  

  The Treasury Should Have Majority Ownership of Troubled 
Mega Banks   In bailing out troubled mega banks, the U.S. Treasury has 
purchased preferred stock in all cases except Citigroup.   36   The Treasury ’ s 
preferred stock usually pays a dividend of only 5 percent per 
share. By contrast, Warren Buffett receives a preferred dividend 
of 10 percent per share from Goldman Sachs, one of the best 
capitalized American banks . 

  Similarly, the Treasury ’ s preferred shares carry warrants to 
purchase common shares of the mega bank equal to only 15 
percent of the face value of the preferred stock. The 15 per-
cent is much too low; such preferreds usually carry warrants 
to purchase common shares equal to 100 percent of the face 
value of the preferreds . Suppose a bank has common shares with a 
total market capitalization of  $ 100 million, and the Treasury buys  $ 40 
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million of preferred stock, along with warrants to buy common shares 
equal to 15 percent of the face value of the preferred stock. This would 
mean  $ 6 million in common shares (15 percent of  $ 40 million), or only 
6 percent of the bank ’ s common shares. 

 If the dividend and warrant levels of Treasury ’ s preferred stock 
are based on market indicators, it would be an appropriate way for 
the federal government to recapitalize a relatively healthy bank. The 
Treasury would be earning a reasonable annual dividend as a passive 
investor in a healthy bank with the right to participate in the bank ’ s 
upside through the warrants. However, the Treasury should  not  recapi-
talize relatively healthy banks. This is a drastic remedy that should 
be utilized only if a mega bank is so troubled that it is in danger of 
failing. In that event, the Treasury should buy common shares of the 
troubled mega bank. 

 Treasury offi cials are reluctant to purchase common shares of 
a troubled mega bank because they favor private ownership over 
 nationalization. This reluctance is unwarranted. (See Chapter  9 .) No 
one is proposing long - term government ownership of mega banks 
in a socialist mode. Instead, the proposal is for temporary govern-
ment control of troubled mega banks until they can be rehabilitated. 
Similarly, when the FDIC declares a bank insolvent and takes it over, 
the  government owns 100 percent of the bank until it can be sold. 
No one complains that such FDIC action constitutes nationalization 
because it is temporary. 

  If a mega bank gets into serious trouble, the Treasury 
should purchase its common shares, rather than its preferred 
stock. This approach would ensure that the U.S. Treasury owns 
a signifi cant portion of the upside as well as the downside of 
banks in serious trouble . The percentage of common shares held 
by existing bank shareholders would be reduced through dilution, but 
they should not be wiped out.  In my opinion, government owner-
ship of troubled banks should not exceed 80 percent, with at 
least 20 percent remaining with private shareholders. This 20 
percent would provide the potential stock awards for talented 
executives to return the bank to profi tability . This 20 percent 
would also make it easier for the federal government to sell its shares at 
a later date when they would have a recognized market price.   
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  The Treasury Should Use Bad Banks Instead of Subsidizing 
Purchases of Toxic Assets 

 If the federal government takes majority ownership of seriously troubled 
banks, it opens the door to isolating their toxic assets in a  “ bad bank ”  —
 a much better approach than the current private - public partnerships to 
purchase toxic assets from banks. 

  Private – Public Partnerships Do Not Make Sense 
 The Treasury is establishing partnerships to purchase toxic assets, with 
equity from the Treasury and a private investor, together with non-
recourse, low - interest loans provided by the Fed or the FDIC.  37   
For example, the Treasury and a hedge fund would both contribute 
 $ 50 million to a partnership, which would then receive a nonrecourse  $ 600 
million loan at very low interest rates from the Fed or FDIC to pur-
chase  $ 700 million in toxic assets. The key attraction for the private 
investor is the nonrecourse loan, in which borrowers cannot be liable 
for repayment even if they default on the loan. 

 Treasury offi cials believe that such generous fi nancing will set mar-
ket prices for toxic assets. However, if these partnerships agree on a 
price for toxic assets with the banks, the price will not represent a mar-
ket price because no other type of private investors will have access to 
such generous fi nancing. Moreover, these partnerships represent one -
 way capitalism. If the partnership later sells the toxic assets for a large 
gain, the private investor will receive 50 percent of the profi ts. On the 
other hand, if the partnership sells the toxic assets at a large loss, most 
of the loss will be borne by the federal government because the loan is 
nonrecourse.  

  Separate the Toxic Assets in Bad Banks   The federal government 
should not subsidize private investors to make artifi cially high bids for 
toxic assets. This is the government swapping  “ cash for trash, ”  in the 
words of Nobel Laureate Economist Joseph Stiglitz.  38      Since the right 
price for toxic assets will probably not be known for several 
years, the federal government should divide any troubled mega 
bank into a bad bank with the toxic assets and a good bank 
with the other assets. The government can sidestep the pricing 
problem by giving shareholders and bondholders of the  troubled 
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bank the same proportionate interest in both the bad and good 
banks .  39   In particular, if Treasury owns the same majority of both the 
bad bank and the good bank, taxpayers would have most of the 
upside as well as most of the downside of the troubled bank. 

 The bad bank would be run by workout specialists, who might 
take several years to sell the toxic assets at a reasonable price. Since the 
price of toxic mortgage assets ultimately depends on the default rate 
of the underlying mortgages, the government should attempt to lower 
this default rate. The Obama program of fi nancial support for loan 
modifi cations is a step in the right direction, but the program should 
be more focused on reducing the outstanding balances on underwa-
ter mortgages below the current market value of the homes subject to 
these mortgages. Unless such principal reductions occur, as explained in 
Chapter  10 , many holders of modifi ed mortgages will have no equity 
in their homes and will be likely to default again. 

 Freed of the managerial demands of toxic assets, the offi cers of the 
good bank could concentrate on gathering deposits and making loans. 
However, the volume of new loans made by the good bank will be 
heavily dependent on whether it can sell these loans to be packaged 
into asset - based securities in order to have the sale proceeds available to 
make more loans.   

  Fundamental Reforms of the Loan Securitization Process 
Should Be a High Priority 

 The volume of lending in the United States has nosedived due to the 
collapse of loan securitization. Financial institutions are no longer able 
to sell their loans to investors and use the cash proceeds to make new 
loans. The monthly issuance of asset - backed securities in the United 
States peaked at over  $ 100 billion at the of 2006, dropped to  $ 40 billion 
in September of 2007, and was close to zero in September of 2008.  40   
Most investors will not buy a securitized loan because they have no 
confi dence in the process. Despite its historic defects, securitization 
should not be discarded; it is the key mechanism to increase lending, 
which is needed to revive the U.S. economy.  Therefore, the United 
States should create a transparent vehicle for loan securitization 
in which all parties involved have skin in the game . 
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  Reforms for Borrowers, Lenders, and Credit - Rating Agencies   Let ’ s 
start with the borrowers.  The United States needs to improve the 
quality of loans by requiring signifi cant down payments for all 
mortgages, together with proper documentation of the fi nan-
cial resources of all borrowers . Standard provisions for most loans would 
be helpful, especially on the subject of modifi cations, so there would be 
specifi ed procedures for changing loans sold into the secondary market.  41   

 Mortgage lenders have little incentive to originate sound loans if 
they can sell 100 percent of these loans into the secondary market with 
no  liability for defaults.  Lenders should retain at least 5 percent of a 
mortgage so they have the incentive to do careful due diligence on 
the borrower and generate proper documents for the mortgage .  42   

 Many investors in asset - backed securities relied on credit ratings, 
which turned out to be grossly infl ated. These infl ated ratings were 
driven by bond issuers who shopped around for the highest possible rat-
ing. Unfortunately, it is not feasible to have rating agencies paid for by 
investors. Since large institutional investors do their own in - depth analy-
sis of bonds, they refuse to pay for the work of the credit - rating agen-
cies.  As explained in  Chapter  3 ,  the SEC should establish a pool 
of independent experts, who would select a rating agency for 
each signifi cant bond offering and negotiate the fee for obtain-
ing the rating . The fees of the rating agency would continue to be 
paid by the bond issuer.  43    

  We Need Transparent  SPE s Backed by Capital   Critics also com-
plained that the securitization process took place in special purpose entities 
(SPEs), which were kept off the balance sheets of the sponsoring banks. The 
banks took no capital charge for these SPEs and made limited disclosures 
about them. In 2009, the Financial Accounting Standards Board (FASB) ef-
fectively required that all securitizations be done on the balance sheet of the 
sponsoring banks. However, the FDIC will allow only 4 percent of a bank ’ s 
assets on its balance sheet to be securitized and sold as asset - backed bonds to 
investors. The FDIC has a legitimate concern that the holders of these bonds 
would have higher priority claims than the agency to the assets of the bank 
in the event of its insolvency.  44   

 The FASB is overreacting; this should not be an all - or - nothing 
decision. In fact, after securitizing mortgages or other loans through 

CH14.indd   378CH14.indd   378 9/24/09   10:37:22 AM9/24/09   10:37:22 AM



 The New Structure of U.S. Financial Regulation  379

an SPE, a bank divests itself of most, but not all, of the risks associated 
with these loans. For instance, the investors in the SPE ’ s securities usu-
ally assume most of the risks that the underlying loans may default or 
interest rates may rise. But the bank may retain some of these risks, 
for instance, by absorbing credit losses above a specifi ed level. Investors 
want to see the precise amount of risk retained by the sponsoring bank 
relative to the fi nancial condition of the assets held by the SPE. But 
the sponsor ’ s risk and the SPE ’ s fi nancial condition would be obscured 
if the assets and liabilities of the SPE were commingled with all those 
on the bank ’ s balance sheet. 

 Here is an intermediate solution that would resuscitate the securiti-
zation process with full public disclosure and capital charges that would 
accurately refl ect the risks retained by the bank sponsor of SPEs.  To pro-
mote full transparency about each SPE ’ s assets and liabilities, 
each SPE would remain off the balance sheet of the sponsor-
ing bank. But the SPE would have to make detailed disclosures 
about the loans it holds and the bonds it sold. In addition, the 
fi nancial statements of the sponsoring bank would have to 
include detailed disclosures about every SPE the bank sponsored, 
in particular, all of the bank ’ s continuing and contingent obliga-
tions to support each SPE and its investors. Then the bank reg-
ulators would impose appropriate capital charges on the bank 
sponsor for all these obligations, depending on the magnitude of 
these obligations and their probability of being called upon .    

  The Normal Constraints on Financial 
Institutions Are Eroding 

 In trying to resolve the fi nancial crisis, the federal government has 
extended guarantees to a broad range of banks and other fi nancial 
institutions. These guarantees, together with the bailouts discussed 
earlier, have undermined the market discipline normally exercised by 
bond holders on fi nancial institutions. These guarantees and bailouts 
have also increased concentration in the fi nancial sector and decreased 
price competition for fi nancial services. With little market discipline 
and weak competitive constraints, what other mechanisms are available 
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to ensure that fi nancial institutions do not take excessive risk in their 
efforts to maximize profi ts? 

  Federal Guarantees Are Too Broad and Too Cheap 

 The federal government has provided an overly broad safety net for 
fi nancial institutions and their debt holders. The FDIC ’ s program for 
guaranteeing bank debt is too broad and too cheap. Congress should 
have not extended to 2013 the increase in the bank deposit insurance 
maximum from  $ 100,000 to  $ 250,000. In addition, the federal govern-
ment has been too willing to guarantee troubled assets against losses at 
very low premiums. 

   FDIC  Guarantees of Debt Are Too Broad   In response to the fi nan-
cial crisis, the FDIC has guaranteed over  $ 300 billion in debt issued by 
banks, thrifts, or their holding companies for up to three years. This 
guarantee covers 100 percent of the debt issued.  45   As a result, sophisti-
cated investors in these debt offerings will not look at the fi nancial state-
ments or managerial quality of the debt issuer; they will look only to the 
FDIC for repayment of the debt. 

  The FDIC should limit its guarantees to 90 percent of bank 
debt. Its blanket guarantees deprive bank regulators of an impor-
tant source of market discipline for banks, namely, sophisticated 
investors in bank debt . One economist explained why we need the 
input of bank creditors:   

 That ’ s because even smart and honest regulators can monitor a 
fi nancial fi rm only so well. A fi rm ’ s balance sheet doesn ’ t always 
refl ect its true health  . . .   

 What the banking system needs is creditors who monitor 
risk and cut their exposure when that risk is too high. Unlike 
regulators, creditors and counterparties know the details of a 
deal and have their own money on the line.  46     

 Similarly, the FDIC guarantee of debt is too broad. It covers not 
only banks and thrifts but also their holding companies, though with 
higher guarantee fees. Bank holding companies engage in a broad range 
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of securities, insurance and real estate activities as well as banking. Thrift 
holding companies include industrial companies like John Deere and 
General Electric.  47      The scope of the FDIC guarantee should be 
narrowed to avoid creating unfair competition between these 
holding companies and other similar businesses that happen 
not to own a bank or thrift .  

  The  FDIC  Should Not Extend Its Guarantee Programs   After 
one extension, the FDIC program for guaranteeing bank debt is sched-
uled to end on October 31, 2009. It should come to a halt then, despite 
likely pressure from bankers to extend the program further.  In any event, 
when fi nancial institutions redeem their preferred stock from 
the U.S. Treasury, they should no longer be permitted to issue 
bonds with FDIC guarantees and should refi nance their out-
standing FDIC - guaranteed bonds as soon as practical . However, 
the Treasury did not impose either requirement on the 10 mega banks 
that redeemed their Treasury ’ s preferred stock in June of 2009. 

 The FDIC guarantee is a valuable public subsidy that should not be 
available to healthy banks. Consider the following comparison between 
3 - year bonds insured by the FDIC and substantially similar non-
insured bonds issued by Bank of America and J.P. Morgan as of May 27, 
2009.  48   As the comparison demonstrates, the FDIC ’ s guarantee is worth 
408 bps or 4.08 percent (450  �  42  �  408), to the Bank of America, 
and 227 bp or 2.27 percent (266  �  39  �  227) to J.P. Morgan. But the 
FDIC ’ s guarantee fees range from 75 bps (0.75 percent) to 125 bps 
(1.25 percent).  Therefore, the FDIC should raise its fees to better 
refl ect the actual value of its guarantee to the particular insti-
tution. Note that a 1 percent increase in the FDIC ’ s guarantee 
fee for  $ 10 billion of bonds for 3 years is worth  $ 300 million to 
the government ( $ 100 million per year for three years) . 

     
Name of Issuer   

   Maturity Date 
(Month / Year)   

   Basis points (bps) 
over U.S. Treasuries   

   FDIC 
insurance   

    Bank of America    6/12     � 42 bps    Yes  
    Bank of America    9/12     � 450 bps    No  
    J.P. Morgan    6/12     � 39 bp    Yes  
    J.P. Morgan    10/12     � 266    No  
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 The other FDIC guarantees involve insurance for bank deposits. In 
2008, Congress raised the maximum deposit insurance from  $ 100,000 
to  $ 250,000 per account. This higher maximum was scheduled to end 
on December 31, 2009, but was extended to 2013. In 2013, there will 
be tremendous pressure to make permanent the  $ 250,000 maximum 
for FDIC insurance. 

  In 2013, Congress should revert to the  $ 100,000 maximum 
for FDIC insured deposit accounts. The average deposit account 
balance at FDIC - insured banks is under  $ 6,000, and 98 percent 
of bank deposit accounts are under  $ 100,000 .  49      Thus, increasing 
the deposit insurance maximum to  $ 250,000 produces almost 
no benefi ts to small depositors, who are the intended benefi ci-
aries of such insurance. However, increasing the insured maxi-
mum to  $ 250,000 will impose signifi cant costs on the FDIC . 
The historical pattern is well established: Weak banks will try to grow 
out of their problems by attracting lots of deposits through high deposit 
rates and national advertising. When these weak banks become insol-
vent, as many do, the clean - up costs to the FDIC will be much higher 
with a  $ 250,000 maximum for insured deposits than with a  $ 100,000 
maximum. 

 In addition, the FDIC now offers to guarantee  without any limit  
business transaction accounts at banks.  50   These are generally noninterest - 
paying transaction accounts that are used by fi rms to handle receipts 
and disbursements on a daily basis. The FDIC was concerned that small 
business would not utilize bank accounts unless they were fully insured. 
However, the FDIC should encourage fi rms to conduct due diligence 
in choosing a bank to handle their receipts and disbursements. With 
unlimited FDIC - insurance on their deposit accounts, fi rms will have no 
incentive to conduct such due diligence.  Therefore, the FDIC should 
cap the insurance limit for business transaction accounts at 
 $ 250,000 or allow unlimited deposit insurance only for truly 
small businesses .  

  The Federal Government Should Charge a Much Higher Fee for 
Guaranteeing Troubled Assets   The federal government has 
issued a few direct guarantees of troubled assets, in addition to many imp-
licit guarantees. Most notably, the federal government guaranteed  $ 301 
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billion in troubled assets of Citigroup, with a deductible of  $ 29 billion. 
The price:  $ 7 billion of Citigroup ’ s preferred stock. But the premium for 
these asset guarantees was much too low — 2.6 percent of assets after the 
deductible for Citigroup ( $ 7 billion divided by  $ 272 billion, the differ-
ence between  $ 301 billion and  $ 29 billion). These troubled assets had 
been marked down by only 11 percent  51 —   much less than writedowns of 
troubled assets at other mega banks. Moreover, the Treasury should not 
 accept payment in preferred stock because that will be worthless in the 
event the bank becomes insolvent which is the same event likely to trig-
ger the Treasury ’ s obligation to cover the losses on these troubled assets.  In 
the future, the Treasury should charge a guarantee fee for trou-
bled assets, payable only in cash, much closer to a market rate.    

  Federal Actions Have Increased Concentration in the 
Financial Sector 

 The collective impact of these government guarantees, together with 
federal bailouts, has been to push the fi nancial services  industry into 
a wave of mergers and acquisitions. If the federal agencies  rescue 
any fi nancial institution that is too big to fail without  defi ning the 
phrase, then smart executives will make sure that they become part of 
very large complexes. Smart executives also will see that the  federal 
 government is prepared to support mergers as a way to bail out  troubled 
institutions. 

  The Justice Department Should Discourage Acquisitions by 
Mega Banks   The result of these federal policies will be a fi nancial 
services industry dominated by a handful of mega banks, which will 
have the advantages of federally guaranteed borrowings and federally 
insured deposits as well as the implicit federal backing in the too big to 
fail doctrine. Small and middle - size banks will be at a tremendous com-
petitive disadvantage to these mega banks, and so will mutual funds. 
Dominated by an oligopoly of the mega banks, some have already begun 
to charge higher interest rates and credit card fees.  52   

 Goldman Sachs is an important case on point. After receiving almost 
 $ 13 billion from AIG in full payment of a credit default swap, (see 
Chapter  4 ), Goldman Sachs repaid its  $ 10 billion in preferred stock in 
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June 2009. A month later, the fi rm reported record - breaking net income 
of  $ 3.4 billion for the second quarter; the fi rm also set aside compensa-
tion for employees at an annual run rate of  $ 700,000 per employee. These 
record profi ts were reportedly the result of very large profi t margins 
in the bond markets, where Goldman no longer faced competitors 
such as Bear Stearns or Lehman Brothers.  53   In addition, Goldman Sachs 
and the reduced group of primary dealers made  “ luxurious ”  profi ts 
by selling mortgage - backed securities to the Federal Reserve, which 
announced in advance its intention to buy these securities.  54   

  Given the growing concentration in the market for Wall 
Street services, the federal government should resist the under-
standable urge to allow mega banks to acquire weak or failing 
fi nancial institutions. More generally, the Justice Department 
should reject any merger or acquisition of a fi nancial institu-
tion if the resulting institution is likely to pose a serious risk 
to the fi nancial system or is likely to be subsequently consid-
ered too big to fail . These criteria are more relevant than the tra-
ditional antitrust analysis about what percentage of national or local 
deposits would be controlled by the resulting banking institution.  55   
Deposits are no longer the best measure of risk to the fi nancial system 

 Some have suggested that the Justice Department should go fur-
ther by breaking up existing mega banks because they are likely to be 
deemed too big to fail. However, this is impractical in most cases. There 
are signifi cant effi ciencies in having a large bank processing payments 
and making loans. A nationwide bank also is less risky than a regional 
bank due to the diversifi cation of its customer base. Moreover, U.S. banks 
must compete against the mega banks of other countries, both inside 
and outside the United States. Because foreign mega banks will not 
be broken up, they will have a tremendous competitive advantage over 
U.S. banks if they are disassembled.  

  Reinstatement of Glass Steagall Is Not a Viable Response   Another 
possible response to the increasing concentration in the fi nancial  section 
would be to reinstate the Glass – Steagall Act. This would mean that com-
mercial banks would be forced to divest some of their  securities units, 
including any unit underwriting stocks or corporate bonds.  The 
 reinstatement of Glass Steagall would create more systemic risk: 
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A freestanding investment bank is more likely to fail than a 
 universal bank combining traditional banking functions with 
securities activities. In addition, the Act ’ s reinstatement would 
be impractical in today ’ s globalized capital markets . 

 If U.S. commercial banks were prohibited from engaging in any 
securities activities, those activities would be performed by broker - 
dealers. Some of those broker-  dealers would become quite large and 
present systemic risks to the fi nancial system. Yet they would have 
 limited sources of short - term fi nancing: commercial paper and repur-
chase agreements. As we observed in 2008, these are fi ckle sources 
of short - term fi nancing that pose serious risks of inadequate cash 
to run an investment bank. Faced with a potential liquidity crisis, 
Goldman Sachs and Morgan Stanley converted quickly to commercial 
banks in order to obtain two additional fi nancing sources: gathering 
insured deposits from retail investors and borrowing from the Federal 
Reserve. These two sources are more stable and less costly than selling 
 commercial paper or making repurchase agreements .

 Nor would the reinstatement of the Glass Steagall Act substantially 
reduce insolvencies of banks. As explained in Chapter  6 , the main rea-
son for banks becoming insolvent in 2008 was losses on their loans, the 
traditional function of banks. The mega banks were not stuck with 
the dregs of their securities underwritings; they suffered the largest 
losses on their portfolio holdings of triple - A tranches of mortgage -
 backed bonds, which they had been allowed to buy under the Glass 
Steagall Act. 

 Moreover, even when Glass Steagall applied to American banks, it 
did  not  prohibit them from engaging in any securities activities outside 
the United States. In Europe, Asia, and the rest of the Americas, U.S. 
banks must compete with universal banks that offer their customers a 
full range of fi nancial services.  Given the globalization of fi nancial 
services, it would be impractical to prevent American banks 
from engaging in securities activities at foreign locations. 
A better approach, as suggested by President Obama, would be 
to follow the example of Canada where universal banks have 
done well during the fi nancial crisis because of effective regu-
latory constraints on the combination of commercial banking 
with full securities powers .  56     
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  The United States Needs New Methods for Holding Financial 
Executives Accountable 

 Because federal bailouts of large banks have become widespread, and 
government guarantees of bank liabilities have expanded, there is little 
market discipline left in the U.S. fi nancial sector. Instead, the job of mon-
itoring the ongoing fi nancial condition of mega banks is falling heavily 
on the shoulders of federal regulators. However, given the complexity 
of banking transactions and the rapid pace of fi nancial innovation, fed-
eral regulators are not likely to design effective compensation structures 
appropriate for the different situations of mega banks. As explained by 
Gretchen Morgenson, a fi nancial columnist at the  New York Times :   

 It ’ s hard to believe that regulators are savvy enough about both 
pay packages and risky compensation incentives at fi nancial com-
panies to recognize when either or both have become dysfunc-
tional. Remember, these are the same regulators who allowed 
brokerage fi rms to increase their leverage to wildly high levels, 
who helped break down investor protections put in place during 
the Great Depression, who let big banks balloon their balance 
sheets with poisonous assets and who were unable to spot the 
decades - long fraud of Bernie Madoff. 

 That ’ s some track record. How do you think they will do 
when it comes to pay? A much better fi x would be to hold 
compensation committees and directors themselves account-
able for pay policies and responsible for discouraging reckless 
managerial practices.  57     

 So, can the independent directors of mega banks hold accountable the 
senior executives of these banks? Since 2002, when the Sarbanes - Oxley 
Act (SOX) was passed, all mega banks have elected boards composed 
 primarily of independent directors, who are the only directors allowed 
to serve on the bank ’ s audit, compensation, and nominating committees. 
These boards seem to have complied with the detailed procedures man-
dated by SOX, such as annual reviews of internal controls and CEO cer-
tifi cations of fi nancial statements. Nevertheless, the boards of many mega 
banks approved huge bonuses for short - term profi ts and failed to stop 
excessive risk taking. 
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  Here Is a New Model for the Boards of Mega Banks   In most 
mega banks, few directors had extensive experience with fi nancial insti-
tutions. On average, these mega banks had 10 – 18 directors with an aver-
age of six in - person board meetings per year, plus occasional conference 
calls in between. But that time commitment is inadequate to truly under-
stand the complex activities of a mega bank. Even if a director diligently 
read the board materials and attended all board meetings, he or she 
would just be scratching the surface of the activities of these banks. 

 By contrast, consider the model of a board of a company controlled 
by a private equity fund.  58   The board of such a company is composed 
of fi ve or six directors, each with extensive expertise in the relevant 
industry. These directors spend several days each month at the company, 
so they are quite familiar with its activities. Moreover, directors of com-
panies controlled by a private equity fund are paid much differently 
than the directors of most bank holding companies. The directors of the 
large bank holding companies on average receive annual compensa-
tion around  $ 200,000, of which a portion may be invested in the shares 
of the parent bank holding company. Directors of companies control-
led by private equity receive lower annual bases and much larger stock 
grants. They also insist on a much stronger link between executive pay 
and company performance.  

  The New Boards as Effective Watchdogs   If the United States wants 
directors of mega banks to be effective watchdogs, it should move to the 
private equity model of boards. There are enough retired executives 
from fi nancial institutions to fi ll the slots on small boards. These direc-
tors can be paid enough to limit their other commitments so they can 
spend two or three days each month at the mega bank.  In short, they 
will be super - directors, with the experience, the time, and 
the fi nancial incentive to be effective watchdogs of complex 
fi nancial institutions .  59   

 A board of super - directors will be in a good position to hold the mega 
bank ’ s executives accountable in meeting their goals. The top executives of 
a publicly traded bank have a fi duciary duty to obtain good profi ts for the 
bank ’ s shareholders over the long term. They also have a responsibility to 
protect the solvency of the bank as an FDIC - insured institution. Super -
 directors can hold accountable the top executives of a mega bank to fulfi ll 
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their dual goals of optimizing long - term profi ts without taking excessive 
risks that jeopardize the bank ’ s solvency. Given the rise of moral hazard and 
the decline of competition in the fi nancial sector, super - directors are critical 
to fi xing the U.S. fi nancial system and moving to accountable capitalism.    

  Summary 

 Congress should pass legislation giving one federal agency the role of 
monitoring systemic risk. This agency should focus on four factors his-
torically associated with fi nancial crises: infl ated prices of real estate, 
institutions with high leverage, mismatches between assets and liabil-
ities, and fast-growing products or institutions. In addition, Congress 
should adopt special procedures for dealing with insolvencies of large 
nonbanking institutions posing material risks to the fi nancial system. 

 The Fed should be the designated agency for risk monitoring. This 
function is consistent with the Fed ’ s review of economic and market 
conditions as part of its role in setting monetary policy. Because the Fed 
is now called upon to rescue all types of fi nancial institutions, it would 
have a strong incentive to help them avoid getting to the brink of failure. 

 However, the Fed should not be the primary regulator of all 
large fi nancial institutions posing material systemic risks, that is, of 
all systemic institutions. The inclusion of an institution in that category 
would create moral hazard. More fundamentally, the Fed does not have 
the expertise to become the primary regulator of hedge funds, money 
market funds, pension plans, and life insurers as well as banks. These 
institutions should continue to be supervised by their functional regu-
lator such as the SEC for broker - dealers. If the Fed believes that actions 
should be taken to prevent failure of a particular institution outside its 
normal jurisdiction, the Fed should work with the relevant primary 
regulator to take such actions. Any disputes between the Fed and the 
primary regulator should be resolved by the new Financial Services 
Oversight Council, headed by the Secretary of Treasury. 

 Congress should improve the current system of regulation by 
fi nancial function, with a different agency for each of banking, securi-
ties, and insurance. Congress should establish the SEC as the primary 
regulator of managers of hedge funds, who should register under the 
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Investment Advisers Act. Congress should repeal the exemptions and 
exclusions for credit derivatives from the federal commodities and 
securities laws. Congress should establish a federal insurance charter 
and federal insurance regulator for a handful of large and truly global 
life insurers, headquartered in the United States. 

 Congress should also create a new federal agency with an investor -
 protection orientation to serve as the rule maker and enforcer for the 
function of mortgage origination. However, Congress should not cre-
ate a consumer fi nance agency with broad jurisdiction over credit cards, 
savings accounts, and all retail fi nancial products. The jurisdiction of such 
an agency would overlap with the functions of every federal and state 
regulator of fi nancial fi rms, thus leading to confl ict, confusion, and delay. 

 Congress should merge a few of the fi nancial regulatory agencies, 
such as the SEC with the CFTC and the Comptroller of the Currency 
with the OTS. But Congress should resist calls for consolidating all 
fi nancial regulators into one umbrella federal agency. The huge transi-
tion costs would outweigh the potential benefi ts of coordination. More 
fundamentally, the addition of another layer of bureaucracy is likely to 
impede quick action when needed to deal with fi nancial innovation or 
to respond to a fi nancial crisis. 

 The Treasury now distinguishes between banks receiving redeem-
able preferred stocks and those receiving exceptional assistance. If the 
Treasury is going to contribute capital to relatively healthy banks, it 
should employ the model for redeemable preferred stock with divi-
dend and warrant levels based on market practices. But it is unclear 
why recapitalizing healthy banks is needed. Instead, the federal govern-
ment should articulate its criteria for too - big - to - fail, and explain their 
application to every federal bailout of a fi nancial institution. 

 To provide taxpayers with an equitable stake in a mega bank that needs 
exceptional assistance, the Treasury should contribute capital by purchasing 
common shares. As a result, the Treasury is likely to hold a majority own-
ership of the bank ’ s common shares, while the ownership interests of other 
shareholders will be reduced. This is not permanent nationalization in the 
socialism sense; this is temporary majority ownership by the government 
until it can dispose of the mega bank. By owning a majority of the trou-
bled mega bank ’ s shares, the Treasury can enjoy most of the bank ’ s upside 
gains as well as absorbing most of its downside losses. 
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 With majority ownership of seriously troubled banks by the federal 
government, it can divide them into good banks and bad banks. The 
good banks would return to the normal business of taking deposits and 
making loans; the bad banks would work out and sell toxic assets over 
several years. If the U.S. Treasury and other existing securities holders 
were given equal ownership in interest in both banks, taxpayers would 
participate in the potential upside as well as shoulder losses. Moreover, 
splitting a troubled institution in this manner would avoid the intractable 
problem of setting a fair price now for the sale of its toxic assets. 

 This splitting of a troubled institution into two banks is a much 
better approach than the creation of heavily subsidized public – private 
partnerships to try to buy toxic assets. These partnerships are another 
example of one - way capitalism: Private investors receive 50 percent 
of the upside but little of the downside on toxic assets that are actu-
ally purchased. Moreover, the partnerships are likely not to set a market 
price on many toxic assets, because the government will not provide 
generous subsidies to buy them on a regular basis. 

 The government ’ s focus on recapitalizing banks and buying their toxic 
assets seems to be based on the assumption that banks are the primary 
originator of new loans. In fact, banks accounted for only 22 percent of 
the credit extended in the United States. The main cause of reduced lend-
ing has been the collapse of the loan securitization process, which allows 
banks and nonbanks to sell loans and re - lend the cash proceeds multiple 
times. The volume of new issues of securitized loans has fallen off a cliff, 
from  $ 100 billion a month in 2006 to almost zero at the end of 2008. 

 To revive the process of securitizing loans, the United States needs 
to establish proper incentives at each stage of the process. We need to 
ensure that mortgages are appropriate for the resources of borrowers, 
and that mortgage brokers have skin in the game when they sell loans. 
We need to control the confl icts of interest of credit - rating agencies and 
reformulate the capital requirements for bank sponsors of special pur-
pose entities (SPEs) that issue asset - backed securities. But all asset secu-
ritization should not be forced back on to the balance sheets of banks. 
Instead, bank sponsors should publicly disclose and back with capital 
their continuing or contingent obligations to any SPE they sponsor. 

 In response to the fi nancial crisis, the federal government has sub-
stantially increased its intervention into the fi nancial markets. Although 
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such intervention is justifi ed in certain cases, federal guarantees of debt 
offering are too extensive. To avoid moral hazard, the FDIC should guar-
antee 90 percent, rather than 100 percent, of debt offerings by banks and 
thrifts. Further, Congress should not extend beyond 2013 the higher 
limits on FDIC deposit insurance. The previous limits covered 98 per-
cent of all depositors. The United States should move away from a fi nan-
cial sector with broad - based government guarantees to one with market 
discipline exerted by sophisticated and at - risk investors in bank debt. 

 The federal government should not be encouraging mergers among 
large institutions in the fi nancial sector, which is now dominated by a 
handful of mega banks. The Justice Department should reject merg-
ers that are likely to create more mega banks that are too big to fail. 
However, we should not attempt to increase competition in the fi nancial 
sector by reinstating the barriers of the Glass Steagall Act to the securities 
activities of banks. Freestanding investment banks present systemic risks 
because they have limited sources of short - term liquidity: commercial 
paper and repurchase agreements. Banks with securities powers can also 
obtain short - term fi nancing through Fed loans and retail deposits. 

 Given the decline in investor discipline and market competition, the 
monitoring of fi nancial institutions has been left mainly to federal regu-
lators. But there are limits to the effectiveness of any federal regulator in 
light of the fast pace of fi nancial innovation and complexity of fi nan-
cial transactions. On a regular basis, the outside directors of a mega bank 
should be responsible for monitoring its activities. However, most outside 
directors of mega banks are not fi nancial experts, do not spend enough 
time on board matters, and do not have a large equity stake in these 
institutions. If the United States wants effective board oversight of com-
plex fi nancial institutions, we should move to the private equity model 
for their boards. Under that model, a small group of super - directors with 
extensive fi nancial expertise would spend several days every month at 
the bank; they would also have substantial holdings of the bank ’ s stock. 

 A board of super - directors would be well - placed to monitor the 
fi nancial condition of a mega bank and set the compensation of its sen-
ior executives in order to attain its dual goals of maximizing long - term 
profi ts for its shareholders without taking risks that would materially 
jeopardize the bank ’ s solvency. Thus, super - directors are critical to fi x-
ing the U.S. fi nancial system and moving it to accountable capitalism.                   
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      Glossary          

       General Terms  

 adjustable rate mortgage (ARM)         –  A mortgage whose interest rate adjusts periodically (e.g., 
yearly) to a new rate based on prevailing market rates at the time of adjustment.  

 alt - A mortgage         –  A loan to a home buyer who may be creditworthy but does not meet the 
standards for a conforming mortgage (e.g., the borrower cannot provide the normally required 
documentation).  

 American Recovery and Reinvestment Act of 2009 (The Stimulus Plan)         –  A statute 
providing for an economic stimulus package of  $ 787 billion.  

 antidefi ciency statutes         –  State laws that limit or eliminate the right of a foreclosing lender 
from holding the borrower personally liable for any unpaid debt remaining after the sale of the 
foreclosed home.  

 arbitrage         –  An investment strategy to buy and sell related assets in order to profi t from rela-
tively small price differences between these assets, such as a call option for shares and the relevant 
shares.  

 asset - backed security (ABS)         –  A debt security collateralized by a specifi c group or pool of 
assets, such as home mortgages, credit - card receivables, or car loans.  

 bad bank         –  A bank specifi cally chartered by a federally insured bank to hold and sell nonper-
forming assets previously held by that federally insured bank.  

 bank holding company         –  A company that controls one or more banks.  

 base fee         –  The form of annual compensation, usually calculated as a percentage of the fund ’ s 
assets, provided to a fund manager.  
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 Basel Accords         –  A set of international agreements adopted by the Basel Committee on Bank 
Supervision, providing guidelines on capital and other matters.  

 basis point         –  1/100th of one percentage point.  

 bear raid         –  The practice of attempting to push the price of a stock lower by selling it short and 
spreading unfavorable rumors about the issuer of that stock.  

 bond rating         –  A grade given to a bond by a credit - rating agency based on an evaluation of the 
bond issuer ’ s ability to pay the bond ’ s principal and interest in a timely fashion.  

 breaking the buck         –  When a money market fund ’ s net asset value (NAV) declines below  $ 1 
per share.  

 call option         –  A contract giving the owner the right, but not the obligation, to buy a specifi ed 
amount of a security at a specifi ed price within a specifi ed time.  

 capital         –  The stock of a fi nancial institution plus specifi c forms of debt (e.g., subordinated debt) 
that count as capital for regulatory purposes.  

 capital requirements         –  The amount of capital a bank is required to hold (relative to its aver-
age assets) to meet its ongoing obligations and absorb unexpected losses.  

 central bank         –  The entity responsible for overseeing the monetary system of a nation (or 
group of nations). Central banks generally infl uence the money supply, function as the bank of 
the government, manage exchange reserves, and act as a lender of last resort.  

 clawback         –  The taking back of compensation paid to an employee or other person under spec-
ifi ed conditions, such as fi nding wrongdoing by that person.  

 clearinghouse         –  An entity responsible for settling and clearing trades, collecting and maintain-
ing margin, and reporting trading data.  

 collateral debt obligation (CDO)         –  A type of asset - backed security that is based on the cash 
fl ow from other securities, rather than a pool of whole assets such as mortgages.  

 commercial paper         –  An unsecured debt instrument issued by a corporation to fi nance its 
short - term needs, with a maturity of 270 days or less.  

 common stock         –  A security with ownership, and usually voting rights, in a company  

 conforming loan         –  A mortgage that does not exceed the amount of the maximum loan limits 
and meets the other requirements set by Fannie Mae and Freddie Mac.  

 conservatorship         –  An arrangement whereby one entity or person is appointed by a court to 
make legal decisions for a company or bank.  

 consumer price index (CPI)         –  An indicator of the level of prices paid by urban consumers 
for a representative basket of goods and services.  

 contingent obligation         –  An obligation that a bank may have to fulfi ll depending on future 
events, such as a guarantee in the event of credit losses.  

 counterparty risk         –  The risk to each party of a contract that the other party (i.e. the counter-
party) will not honor its contractual obligations.  

 covered bonds         –  Bonds backed by mortgages or cash fl ows from other assets in a segregated 
account on the balance sheet of a fi nancial institution.  

 credit default swaps (CDS)         –  Contracts that entitle the buyer to a payment on the default of 
a bond or other type of debt obligation in exchange for that bond or obligation.  

bgloss.indd   436bgloss.indd   436 9/24/09   10:06:32 AM9/24/09   10:06:32 AM



 Glossary 437

 credit guarantee         –  A promise to reimburse specifi ed losses on the default of a mortgage or 
other debt obligation.  

 credit - rating agency         –  An entity that analyzes and rates the creditworthiness of companies 
issuing debt as well as structured fi nancial products.  

 current account defi cit         –  The amount by which a country ’ s total imports of goods and serv-
ices plus income payments exceeds its total exports of goods and services plus income receipts.  

 debt security         –  A tradable security, such as a bond or note, representing an obligation of the 
security ’ s issuer to make payments as specifi ed in the debt contract.  

 default         –  The failure to make timely payments (e.g., principal and interest) or meet other obli-
gations as specifi ed in the debt contract.  

 defl ation         –  A general decline in prices, usually caused by a drastic reduction in government, 
personal, and/or investment spending.  

 deleveraging         –  The sale of assets or repayment of debts with the proceeds used to decrease or 
restore an institution ’ s ratio of average assets to capital.  

 derivatives         –  Financial instruments, such as options to buy or sell stock, whose price is depend-
ent upon or derived from the price of one or more other assets.  

 dividend         –  A distribution of a portion of a company ’ s earnings, determined by the company ’ s 
board of directors, to a class of its shareholders.  

 Emergency Economic Stabilization Act of 2008 (The Bailout Act)         –  An October 2008 
law authorizing the U.S. Treasury to spend  $ 700 billion dollars on buying troubled assets and 
recapitalizing fi nancial institutions.  

 equity         –  Ownership interest in an asset after debts related to that asset are subtracted 
(e.g.,  $ 50,000 of equity in a house worth  $ 200,000 with a mortgage of  $ 150,000).  

 escrow account         –  In a mortgage arrangement, a separate account held in the borrower ’ s name 
to pay obligations such as property taxes and insurance premiums.  

 exceptional assistance         –  When the U.S. Treasury purchases more than the standard amount of 
preferred stock (associated with a bailout) in a fi nancial institution, such as multiple purchases of 
stock and guarantees of troubled assets; that institution is said to receive exceptional assistance.  

 face value         –  The dollar value of a security as stated by the issuer. For bonds, it is usually the 
amount paid to the holder at maturity.  

 fair market value (FMV)         –  FMV is an estimate of the price an entity would receive if it were 
to sell an asset, or pay if it were to relieve a liability.  

 fat tail distribution         –  A distribution curve wherein improbable events (the tails) are much 
more likely to occur than those of a normal distribution curve.  

 federal defi cit         –  The federal government ’ s expenditures in excess of its revenues.  

 federal funds rate         –  The daily interest rate charged by one bank when lending its balances at 
the Federal Reserve to another bank.  

 Federal Reserve discount window         –  The Fed ’ s facility to allow banks and other eligible 
institutions to obtain short - term loans, usually to meet liquidity needs.  

 fi nancial bubble         –  When there is a sharp and prolonged increase in prices of stocks, real estate, 
or other assets, which is unsustainable because it is not attributable to fundamental factors.  
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 fi scal policy         –  Government spending and taxing policies.  

 fi scal quarter         –  A three - month period of a fi nancial year (not always a calendar year) that 
serves as a basis for reporting earnings and paying dividends.  

 fi xed - rate mortgage         –  A mortgage whose interest rate does not change between its origina-
tion and maturity dates.  

 fi xed - income security         –  An investment that provides a return in the form payments as speci-
fi ed in the debt contract. A fi xed - income security often makes principal and interest payments.  

 functional regulation         –  The system by which a different agency regulates each type of fi nan-
cial service (e.g., a securities broker by the Securities and Exchange Commission, and a national 
bank by the Comptroller of the Currency).  

 fund of hedge funds (FOFs)         –  A fund that invests all its assets in multiple other hedge funds.  

 future         –  A fi nancial contract requiring the purchaser to buy an asset (and the seller to sell an 
asset), such as a bond or commodity, at a predetermined future date and price.  

 generally accepted accounting principles (GAAP)         –  The current set of accounting stand-
ards for the fi nancial statements of U.S. - based companies.  

 Glass - Steagall Act         –  A statute, enacted in 1933 and repealed in 1999, that prohibited com-
mercial banks from engaging in certain types of securities activities.  

 golden parachutes         –  Generous severance and benefi t packages awarded by companies to exit-
ing senior executives.  

 good bank         –  The federally insured bank remaining after its predecessor creates a bad bank and 
transfers its nonperforming assets to that bad bank.  

 goodwill         –  The intangible value of an ongoing business over and above the value of its tangible 
assets such as cash and real estate.  

 government sponsored enterprises (GSEs)         –  Shareholder - owned corporations like Fannie 
Mae and Freddie Mac, or government agencies like Ginnie Mae, chartered by Congress to pro-
mote stability, liquidity, and affordability in the housing sector.  

 gross domestic product (GDP)         –  The market value of all fi nal goods and services created or 
provided within a country for a certain period of time (often annually).  

 hedging         –  An investment strategy to reduce specifi c risks of an investment, such as buying a 
put option on a stock to protect against a decline in the stock ’ s price.  

 historical cost accounting         –  The method of accounting by which assets are valued at their 
purchase price or original value, absent a permanent impairment.  

 home equity loan         –  A loan secured by the equity in the borrower ’ s home. Such loans are 
often used to fi nance home improvements, medical bills, or consumer purchases.  

 homestead exemptions         –  State laws designed to protect the homes of borrowers from their 
creditors in the event of bankruptcy of these borrowers.  

 illiquid market         –  A market in which assets are not actively traded and thus have no reliable 
market prices.  

 incentive fee         –  The portion of a fund manager ’ s compensation based on a specifi ed percentage 
of a fund ’ s annual gains (or possibly losses).  

 index         –  A hypothetical basket of goods or portfolio of securities used to show changes in an 
economy, commodity, or securities market over time.  
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 infl ation         –  A general increase in the prices of goods and services in an economy leading to a 
general decrease in the purchasing power of consumers in that economy.  

 infl ation target         –  An express policy by a central bank to raise interest rates if core infl ation 
exceeds a specifi ed percentage over a specifi ed period of time.  

 insurable interest         –  A person paying insurance premiums has an insurable interest if he or she 
would suffer a loss if the event that is being insured against occurs.  

 interest rate risk         –  The risk that the value of a fi xed - income asset will fall due to a rise in 
interest rates.  

 internal risk models         –  In - house mathematical models utilized by fi nancial institutions to 
determine the riskiness of their investments.  

 international fi nancial reporting standards (IFRS)         –  A set of accounting standards for 
fi nancial statements that has been adopted by over 100 countries.  

 investment bank         –  An institution that acts as an underwriter for corporations and other enti-
ties issuing securities. Most offer advisory services and act as broker - dealers.  

 legacy loans         –  Existing loans owned by fi nancial institutions.  

 legacy securities         –  Existing securities owned by fi nancial institutions.  

 leverage ratio         –  The ratio of average assets to capital.  

 liquidity put         –  A promise to purchase some asset if the market for such assets becomes so illiq-
uid that the holder cannot readily sell that asset at a reasonable price.  

 liquidity risk         –  The risk that a security or other asset cannot be sold quickly enough at a rea-
sonable price in order to raise cash.  

 loan loss reserve         –  Monies specifi cally set aside by a fi nancial institution to cover projected 
losses on loans or other assets.  

 loan - to - value ratio         –  The ratio of the amount of a mortgage or other loan to the value of an 
asset such as a home secured by that mortgage or loan.  

 London interbank offered rate (LIBOR)         –  The standard measure of the interest rate 
charged for an unsecured loan from one bank to another in the London wholesale market.  

 long position         –  The ownership of an asset, such as a stock, commodity or currency, generally 
with the expectation that the asset will rise in value.  

 market capitalization         –  The total dollar market value of a company ’ s outstanding shares. The 
number of its outstanding shares times its price per share.  

 mark - to - market         –  A subset of fair market value accounting whereby assets are valued on the 
basis of their current fair market price or other market indicators.  

 mark - to - model         –  The pricing of an asset based on internal assumptions or fi nancial estimates 
rather than current market prices.  

 maturity         –  The date at which the principal of a bond must be repaid.  

 mega banks         –  Banks with over  $ 100 billion in assets.  

 monetary policy         –  The actions of a central bank or other authority to infl uence the money 
supply and interest rates to attain objectives such as price stability.  

 money market funds         –  A type of mutual fund that invests in relatively low - risk, short - term 
debt instruments and generally maintains a net asset value of  $ 1 per share.  
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 moral hazard         –  The situation that occurs when a person is totally insulated from risk and, 
therefore, has no incentive to prevent or mitigate such risk.  

 moral obligation         –  A perceived strong obligation, though not legally binding, such as the 
moral obligation of the federal government to rescue Fannie Mae and Freddie Mac.  

 mortgage - backed securities (MBS)         –  Securities which are supported by the cash fl ows from 
pools of mortgages.  

 mortgage modifi cation         –  Amending the terms of a mortgage to change the interest pay-
ments, principal amounts, and /or due dates.  

 mortgage prepayment         –  Making payments on a mortgage before they are due to reduce or 
eliminate the principal amount of the mortgage.  

 mutual fund         –  A pooled vehicle, run by professional managers, that invests monies collected 
from savers in securities such as stocks, bonds, or money market instruments.  

 nationalization         –  When a national government eliminates all shareholders of a company and 
assumes 100 percent ownership of the company ’ s shares.  

 negative amortization loan         –  A loan whose monthly payments do not cover the interest due 
on the loan; the uncovered interest is added to the loan ’ s principal, to be paid later.  

 nonagency mortgage - backed securities         –  Mortgage - backed securities underwritten or 
guaranteed by fi nancial institutions other than government sponsored enterprises.  

 nonbank lenders         –  Providers of credit that are not banks, such as some credit card companies, 
some mortgage lenders, money market funds, and auto lenders.  

 nonrecourse loan         –  Loan for which borrowers have no personal liability for unpaid amounts; 
if the loan defaults, borrowers can lose only their equity in the relevant asset.  

 normal distribution curve         –  A bell curve in which the fi rst standard deviation encompasses 
68.2 percent of its area, and the fi rst two standard deviations encompass 95.4 percent.  

 notional amount         –  The predetermined dollar amount on a swap or other derivative instru-
ment that is used to calculate payments made on that swap or instrument.  

 off - balance sheet         –  Assets and liabilities controlled by a fi rm through a separate legal vehicle 
whose assets and liabilities do not appear on the fi rm ’ s balance sheet.  

 originate         –  To issue or make a mortgage or other type of loan.  

 originate - to - sell         –  Issuing or making a mortgage or loan with the explicit intent of selling it 
to another party.  

 over - the - counter (OTC) derivatives         –  Derivatives whose terms are privately negotiated, 
rather than standardized, and that do not trade on established exchanges.  

 permanent impairment         –  A permanent reduction in the fair market value of an asset 
accounted for at historical cost, other than temporary impairment.  

 policy rate         –  The target for short - term interest rates set by a country ’ s central bank.  

 preferred stock         –  A form of capital that pays a fi xed dividend each year, as opposed to common 
shares for which the directors use discretion about whether, and how much, to pay dividends.  

 price discovery         –  The method of determining the price for a specifi c commodity, security, or 
other asset through the interaction of buyers and sellers in a normal market.  

 primary dealers         –  The small group of large banks and big brokers that help the Federal 
Reserve implement monetary policy.  
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 prime mortgage         –  A high - quality mortgage that meets the credit, documentation, and other 
standards set by Fannie Mae and Freddie Mac.  

 private equity fund         –  A pooled investment vehicle that buys control, or substantial amounts, 
of companies in an effort to increase their value and sell them at a later date for a higher price.  

 procyclicality         –  Anything that reinforces the prevailing economic trends, such as banks bor-
rowing to purchase assets during good times and selling assets during bad times.  

 proxy access         –  When shareholders are allowed to nominate their own candidates for the com-
pany ’ s directors, and those candidates appear in the company ’ s proxy materials.  

 proxy statement         –  The materials sent to all shareholders, by the company or shareholders, 
with a proposed slate of directors and any other matters to be voted on.  

 public - private investment program (PPIP)         –  A program heavily subsidized by the govern-
ment to help private investors buy troubled assets from banks.  

 put option    –      A  contract giving the owner the right, but not the obligation, to sell a specifi ed 
amount of an underlying asset at a specifi ed price within a specifi ed time.  

 recapitalization         –  A change in the mixture of a company ’ s debt and/or equity, usually to make 
the company stronger and more stable.  

 receivership         –  A type of corporate bankruptcy in which a third party, a receiver, is appointed 
by a bankruptcy court or creditors to run the company and reorganize it for the benefi t of 
creditors, subject to the court ’ s approval.  

 repurchase agreements (repos)         –  A form of short - term borrowing in which institutions sell 
securities to investors, and buy them back (often the following day), at predetermined prices cal-
culated to be the equivalent of interest.  

 reverse auction         –  An auction in which a cash buyer announces it will purchase a certain dol-
lar amount of a particular security, holders of that security submit offers to sell, and the buyer 
accepts the offer with the lowest price up to the announced dollar limit.  

 risk - weighted assets         –  A bank ’ s assets weighted according to perceived credit risk; for exam-
ple, corporate loans usually have a higher risk rating than home mortgages.  

 run on the bank         –  When a large number of bank depositors withdraw their funds simultane-
ously and the bank ’ s resources are insuffi cient to cover the withdrawals.  

 Sarbanes - Oxley Act of 2002 (SOX)         –  A statute passed after the Enron and Worldcom 
failures, which increases procedures for corporate governance, such as assessments of internal 
 controls and certifi cation of fi nancial statements.  

 savings and loan associations (S & Ls)         –  A depository institution, also called a thrift, which 
specializes in taking deposits and making mortgages and other real estate loans.  

 say-on-pay         –  An annual shareholder vote on the company ’ s executive compensation practices, 
which is advisory and not legally binding on the company ’ s board.  

 securitization         –  The process by which cash fl ows from assets are packaged into securities and 
sold to investors.  

 senior executive offi cers (SEOs)         –  The most senior offi cers (generally the top fi ve) who 
perform policy making functions of a company.  

 short position         –  Selling shares, borrowed rather than owned, or otherwise owning  instruments 
(e.g., put options), to benefi t from an anticipated decline in their value.  
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 short selling         –  Betting that a stock ’ s price will decline in the future, by borrowing and selling 
shares now, and purchasing and returning the shares later.  

 sovereign wealth fund (SWF)         –  A pool of money invested by a quasi - governmental entity 
for the benefi t of a country ’ s economy and citizens.  

 special drawing rights (SDRs)         –  A form of international currency reserves issued by the 
IMF to member countries and based on a basket of four currencies.  

 special purpose entity (SPE)         –  A separate legal and accounting entity from the bank or 
company sponsoring the entity, created for a particular investment purpose.  

 spread         –  The difference between two prices or rates, such as the bid and offer prices of a secu-
rity (i.e., bid - ask spread), or the respective yields of two bonds differing in credit quality (i.e., the 
credit spread).  

 Standard and Poor ’ s 500 Index (S & P 500)         –   An index of 500 stocks chosen to represent 
the general level of stock prices of large publicly traded U.S. companies.  

 stock warrants         –  Rights to purchase a specifi ed number of shares at a specifi c priced within a 
specifi ed time frame.  

 structured fi nance         –  A sector of fi nance created to help transfer risk through the use of 
 complex techniques and separate entities (e.g., the securitization of mortgages and credit cards).  

 subordinated debt         –  Corporate debt that ranks below all other debt with regard to claims on 
ongoing company earnings and claims on company assets in bankruptcy.  

 subprime mortgage         –  A mortgage made to a borrower who does not qualify as credit - wor-
thy enough for a prime mortgage and who, therefore, pays a higher interest rate.  

 super - directors         –  Directors of a fi nancial institution who, like directors of private equity funds, 
have deep fi nancial experience, substantial time to commit, and signifi cant incentives to monitor 
closely the condition of the institution.  

 systemic risk         –  Material risk posed to the entire fi nancial system by the potential collapse of a 
large, interconnected fi nancial institution, or a high - volume risky product.  

 tariffs         –   A schedule of taxes imposed by a country on the foreign goods imported into it.  

 tax haven         –  A country or state that imposes little or no taxes on companies or individuals liv-
ing or doing business there.  

 thrift         –  A depository institution, also called a savings and loan association, which specializes in 
taking deposits, originating home mortgages or other real - estate loans.  

 toxic assets         –  Mortgage - backed securities, related derivatives, and other assets that are not eas-
ily traded because no one can accurately price them.  

 tranche         –  One of several securities with specifi c risk/reward characteristics based on a particu-
lar claim to the cash fl ows from an underlying pool of assets, such as mortgages.  

 Troubled Asset Relief Program (TARP)         –  A government program to purchase assets and 
equity from fi nancial institutions to strengthen the fi nancial sector.  

 tying arrangements         –  In banking, the granting of loans to a customer on the condition that 
the customer will purchase other services from the bank.  

 umbrella regulator         –  A regulator in charge of an entire sector of the economy, or comprising 
all regulators of that sector, such as the UK ’ s Financial Service Authority.  
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 underwater mortgage         –   A mortgage in which the outstanding mortgage balance exceeds the 
current market value of the property securing the mortgage.  

 universal banks         –  Banks that engage in a broad range of securities and other fi nancial activi-
ties as well as traditional banking functions such as making loans.  

 uptick rule         –  A former SEC rule that prohibited any short sale from being made unless the 
most recent sale price for a stock was higher than its immediately prior price. 

  Public and Quasi - Public Entities   

 Commodity Futures Trading Commission (CFTC)         –  CFTC is an independent agency with 
the mandate to regulate commodity futures, forwards, and option markets in the United States.  

 Department of Housing and Urban Development (HUD)         –  HUD is a cabinet - level 
agency whose mission is to increase homeownership, support community development, and 
increase access to affordable housing.  

 Federal Deposit Insurance Corporation (FDIC)         –  FDIC is the independent agency that 
insures all U.S. banks and thrifts; it also is the federal regulator of all state - chartered banks that 
are not members of the Federal Reserve system.  

 Federal Home Loan Mortgage Corporation (Freddie Mac)         –  Freddie Mac is a publicly char-
tered corporation with a mission to provide liquidity, stability, and affordability in the housing market.  

 Federal National Mortgage Association (Fannie Mae)         –  Fannie Mae is a publicly char-
tered corporation with the same mission as Freddie Mac.  

 Federal Reserve Board of Governors (Fed)         –   As the central bank of the United States, the 
Fed conducts the nation ’ s monetary policy, supervises both state - chartered banks that are Fed 
members and all bank holding companies, maintains the stability of the fi nancial system, and 
provides fi nancial services such as payment processing.  

 Federal Trade Commission (FTC)         –  The FTC enforces certain consumer protection laws 
and tries to prevent anticompetitive business practices.  

 Financial Accounting Standards Board (FASB)         –  The FASB has been designated by the 
SEC as the organization responsible for setting accounting standards for fi nancial statements of 
companies in the United States.  

 Financial Industry Regulatory Authority (FINRA)         –  FINRA is the self - regulatory organ-
ization for all securities fi rms doing business in the United States. It was created by the merger 
of the National Association of Securities Dealers and the regulatory unit of the New York Stock 
Exchange.  

 Group of Twenty (G20)         –  The G20 is an informal group of 20 important industrialized and 
developing economies that discusses key issues in the global economy.  

 General Accounting Offi ce (GAO)         –  The GAO is an arm of Congress, headed by the 
Comptroller General, which conducts reviews and issues reports.  

 Government National Mortgage Association (Ginnie Mae)         –  Ginnie Mae is a govern-
ment - owned corporation that guarantees to investors the timely payment of principal and inter-
est on securities backed by federally insured or guaranteed loans.  

 International Accounting Standards Board (IASB)         –  The IASB is an independent stand-
ard - setting board whose mission is to develop a single set of high quality and understandable 
fi nancial reporting standards for companies in all countries.  
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 International Monetary Fund (IMF)         –  The IMF is an organization of over 180 countries, 
working to foster monetary cooperation, secure fi nancial stability, facilitate international trade, 
promote economic growth, and reduce poverty around the world.  

 Offi ce of the Comptroller of the Currency (OCC)         –  The OCC charters, regulates, and 
examines all national banks.  

 Offi ce of Federal Housing Enterprise (OFHEO)         –  OFHEO is the former regulator of 
Fannie Mae and Freddie Mac; it has now become the Federal Housing Finance Agency.  

 Offi ce of Thrift Supervision (OTS)         –  The OTS charters, regulates, and examines thrifts 
(savings and loans) with federal charters.  

 President ’ s Working Group on Financial Markets (PWG)         –  Headed by the Treasury 
Secretary, the PWG coordinates U.S. policies in the fi nancial area; its members include the 
Chairman of the Fed, Chairman of the SEC, and the Chairman of the CFTC.  

 Resolution Trust Corporation (RTC)         –  The RTC was a U.S. government - owned asset 
management company charged with liquidating assets of insolvent savings and loan associations 
(S & Ls) during the 1980s and 1990s.  

 Securities and Exchange Commission (SEC)         –  The SEC is an independent agency pri-
marily responsible for enforcing the federal securities laws, regulating the securities industry and 
protecting investors.  

 World Trade Organization (WTO)         –  The WTO is an international organization that sets 
and enforces rules designed to facilitate the free trade of goods and services.          
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debt and weak regulation, ultimately led to 
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in 2008. But how exactly did a steep drop in 
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tional regulation of each segment of the fi nancial 
services industry.

Too Big to Save? will give you a sound framework 
to analyze the daily barrage of information about 
the fi nancial crisis. It offers a blueprint for restor-
ing the fi nancial system without repeating the 
mistakes of the past.

ROBERT POZEN is Chairman 
of MFS Investment Manage-
ment®, which manages over 
$150 billion in assets for 
individual and institutional 
investors. He currently 
is a senior lecturer at the 
Harvard Business School 

and was chairman of the SEC advisory com-
mittee on improving fi nancial reporting, 2007 
through 2008. In 2001 and 2002, Pozen served 
on President Bush’s Commission to Strengthen 
Social Security. In 2003, he served as Secretary of 
Economic Affairs for Massachusetts Governor Mitt 
Romney. Pozen was also formerly vice chairman 
of Fidelity Investments and president of Fidelity 
Management & Research Company. He has 
published a broad variety of articles in the Wall 
Street Journal, the New York Times, and the 
Financial Times of London.

J A C K E T  D E S I G N :  C .  W A L L A C E

J A C K E T  I M A G E :  B U I L D I N G S  ©  2 1 / I S T O C K P H O T O

P
O

Z
E

N
TO

O
 B

IG
 TO

 S
AV

E?

PRAISE FOR TOO BIG TO SAVE?

“When Bob Pozen talks, people listen—with good reason. This book is full of wisdom 
about the fl aws in our fi nancial system that let the crisis develop and, more important, 
detailed prescriptions for fi xing it. Read it. Then keep it on your desk as a reference.” 
— Alan S. Blinder, former vice chairman, Federal Reserve Board, and Gordon S. 

Rentschler Memorial Professor of Economics and Public Affairs, Princeton University

“In an era of specialized books about the fi nancial crisis, Bob Pozen’s is a sparkling 
exception.  In plain English, he explains to the intelligent reader how we got into 
this fi nancial mess, assesses steps taken by government, and prescribes practical 
ways to prevent a future crisis.  Bob Pozen is one of the nation’s most thoughtful 
and responsible fi nancial leaders.  If you are looking for one book to sort out the 
fi nancial crisis, start here!”  
—David Gergen, Professor, Harvard Kennedy School, and Senior Political Analyst, CNN 

“This book is not only a detailed yet thoroughly lucid and accessible study of the 
fi nancial crisis; it is also, and more important, the best critique I have seen of the 
government’s responses to the crisis and its recent blueprint for fi nancial regula-
tory reform.”
— Richard A. Posner, U.S. Circuit Judge and author of A Failure of Capitalism: 

The Crisis of ’08 and the Descent into Depression

E XPERT INSIGHTS ON THE FUTURE OF U.S.  FIN ANCE

Bob Pozen not only identifi es the multiple factors causing the fi nancial crisis, but 
also evaluates the governmental responses so far to this crisis and suggests what 
actions should be taken to prevent future crises. He focuses on four issues:

 Why revival of the loan securitization process is• 
important to the American recovery
 How the Treasury should decide which fi nancial• 
institutions should be recapitalized
 Why mega banks need a much smaller and stronger• 
board of directors
 How the monitoring of systemic risks should be integrated• 
with an enhanced system of fi nancial regulation
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