

[image: image]




F

  INANCING
AILURE

A CENTURY OF BAILOUTS

VERN McKINLEY

[image: images]

Oakland, California





Financing Failure
Copyright © 2011 by The Independent Institute

All Rights Reserved. No part of this book may be reproduced or transmitted in any form by electronic or mechanical means now known or to be invented, including photocopying, recording, or information storage and retrieval systems, without permission in writing from the publisher, except by a reviewer who may quote brief passages in a review. Nothing herein should be construed as necessarily reflecting the views of the Institute or as an attempt to aid or hinder the passage of any bill before Congress.

The Independent Institute
100 Swan Way, Oakland, CA 94621-1428
Telephone: 510-632-1366
Fax: 510-568-6040
Email: info@independent.org
Website: www.independent.org

Cover Design: Christopher Buenventura
Cover Image: © Paul Taylor/Corbis
Interior Design and Composition by Leigh McLellan Design

 

Library of Congress Cataloging-in-Publication Data

McKinley, Vern.

Financing failure : a century of bailouts / by Vern McKinley.

      p. cm.

Includes index.

ISBN 978-1-59813-049-2 (pbk.) -- ISBN 978-1-59813-053-9 (hbk.)

1. Bank failures--United States--History. 2. Bank failures--Government policy--United States. 3. Banks and banking--State supervision. I. Title.

HG2491.M365 2011

332.10973--dc23

2011027479

 

15  14  13  12  11                                                                        5  4  3  2  1





What has will be again, what has been done will
be done again; there is nothing new under the sun1

“fly by the seat of your pants”
DEFINITION: to proceed or work by feel or instinct
without formal guidelines or experience2

Chicken Little: Help! Help! The sky is falling.
I have to go tell the king!
CHICKEN LITTLE is a story for teaching courage. Don't be
a chicken little. Don't be afraid. The sky is not falling.3

 

 

 



1. Ecclesiastes 1:9 (New International Version).

2. Definition number 2, The Urban Dictionary, http://www.urbandictionary.com/define.php?term=fly%20by%20the%20seat%200f%20your%20pants.

3. E. L. Easton English online, “The Story of Chicken Little: A story for teaching courage,” http://eleaston.com/chicken.html.
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	Introduction




  PROBABLY NO ISSUE during the most recent financial crisis aroused more passion than financial institution bailouts. Many polls during the height of the crisis in September 2008 showed overwhelming disfavor for the bailouts, but the results varied depending on the precise wording of the poll question.1 Those that aligned themselves against the bailouts did so for a number of reasons: They were believers in the free market and dead set against the interventionist aspects of such bailouts; or they regularly support interventionist economic policies, but decried these particular interventions as a “bailout of Wall Street.”2 Those supporting the bailouts were equally convinced of the righteousness of their position that the bailouts, combined with other interventions in the financial system throughout 2008 and 2009, “averted the imminent collapse of the global financial system.”3

In the three years since the number of bailouts peaked in the latter part of 2008, the standard narrative in judging these most recent bailouts of financial institutions has been:


 

•  The challenges faced by the Treasury Department, the Federal Reserve, and the Federal Deposit Insurance Corporation (FDIC), the primary agencies vested with the power to bail out financial institutions, were absolutely unprecedented in nature and the agencies needed expanded powers to respond to the crisis.

•  Although the private sector was largely to blame for the crisis, all manner of terrible consequences impacting “Main Street” would have flowed from allowing the largest financial institutions to fail.

•  The interventions by the government, although not perfect in execution such as when Lehman was allowed to fail, saved the economy from another Great Depression, avoiding a repeat of what the United States experienced in the 1930s.


 

It is expected that those involved in the bailouts would write glowing appraisals of interventions during the financial crisis.4 The question is why there has not been a more detailed, critical analysis of the decisions made regarding the bailouts. A recent list of the top fifty business books published since early 2009 listed a great many books addressing the financial crisis, including some that focused on the bailouts.5 Most of these latter books covered the private-sector side of the crisis, focusing on some of the individual firms that failed or nearly failed, such as Bear Stearns or Lehman Brothers; the surviving firms such as Goldman Sachs and JPMorgan Chase; or some of the unique characters involved in the crisis. This focus is natural given the allure of stories about quick ascensions and equally quick collapses, and it is consistent with the idea that the private sector was to blame for the financial crisis. The commercial success of movies like 1987's Wall Street during a prior turbulent time in recent U.S. financial history is just one example of this reliable formula. Interestingly enough, this blockbuster movie has been updated for the most recent crisis.6

A few of the books on the top fifty list did focus on policy issues. However, they take as a given that government intervention in the form of bailouts of financial institutions was absolutely necessary. Rather than questioning in a meaningful way whether these three previously noted narratives were true, these books perpetuate them as fact. The typical coverage of the crisis instead highlights the personalities involved on the government policy side (such as Chairman Bernanke, Secretary Paulson, or Federal Reserve Bank of New York [FRBNY] President Geithner) or on the private-sector side (Richard S. Fuld, Jr., of Lehman Brothers; Jamie Dimon of JPMorgan Chase; and Robert B. Willumstad of American International Group [AIG]).7


There are a number of potential explanations for the lack of a critical analysis of the government's response. The most compelling reason is that these narratives have been perpetuated by a tripartite coalition of self-interested participants in both the financial collapse and the response to it. Simply stated, the members of this coalition, which is made up of (1) the largest financial institutions, (2) the financial regulatory agencies, and (3) the politicians who approved the bailouts, have a wildly overstated sense of self-importance. The largest financial institutions claim the financial system cannot survive unless their institutions individually survive. They practice what might be called “cafeteria capitalism.” Cafeteria style, they pick and choose when they want to follow capitalist principles: they follow it when things are going well, but they beg for the intervention of the government when they are not. The bailout agencies that believed the horrific tales of the financial institutions, in turn, claim to have saved the economy from another depression without doing any long-term damage to the financial system. The politicians also claim that they saved the American economy with their bailout legislation. After all, they had to do “something.” Senator Bob Bennett, who lost his U.S. Senate seat to a challenger from within his own party, said the passage of the core bailout legislation was “Congress's finest moment.”8 The members of this coalition have been collectively responsible for perpetuating a corporatist system in U.S. finance. Their support of that corporatism is intertwined and mutually reinforcing. They have done everything within their power not only to survive the crisis, but also to expand their influence under the bailout regime codified in the recently passed Dodd-Frank legislation.


This book will take a different approach to the crisis. Rather than focusing on people, this book will concentrate on the policymaking behind the decisions to bail out institutions, not just during the most recent crisis, but also earlier in history. The focus will be on how decisions were made, the data that informed those decisions, and the justifications for legislative changes in the wake of financial crises. What a review of the history reveals is a century of public officials making vastly exaggerated claims regarding the salutary effects of short-term government intervention and of long-term legislative changes, dating from the initial passage of the Federal Reserve Act in 1913 through the Dodd-Frank legislation in 2010. The history also reveals that the genesis of financial crisis was government policy, whether it was the mismanagement of monetary policy during the 1930s or the extraordinary push of consumers into homeownership leading up to the 2000s crisis.

In particular, this book will bring under scrutiny the policy decisions made during the most recent crisis by the Treasury Department, the Federal Reserve, and the FDIC. As the book will detail, a number of government oversight agencies such as the Government Accountability Office (GAO), the Congressional Oversight Panel (COP), and the Special Inspector General for the Troubled Asset Relief Program (SIGTARP), with their overlapping jurisdictions and perspectives on the bailouts, have looked at the individual interventions, but none has reviewed the policy basis for the entire range of bailouts. Openly questioning the policy basis cited by the Treasury, the Federal Reserve, and the FDIC leads to a completely different narrative:


 

•  In looking at the history of such interventions during the last three major financial crises in the 1930s, 1980s, and the 2000s, one finds that rather than being unprecedented, the events and responses were actually a clear case of history repeating itself. The reality is that the parallels between many of these events, which were decades apart, are downright eerie.

•  Notwithstanding the scary descriptions of impending doom by the various financial regulatory and supervisory agencies, there has never been any clear evidence presented that the failure of one of these large institutions would put the entire financial system at risk.

•  With each passing crisis, the interventions got broader and more entrenched, the portion of the financial industry that was bailed out grew, and the number of agencies implementing bailouts multiplied.

•  The most recent crisis was rife with regulatory breakdowns. The first stage of breakdowns occurred in the regulatory agencies in their role as an early warning system to raise a red flag at individual institutions. The second stage of breakdowns occurred in the interventions themselves, most of which were absolutely inconsistent with one another. These interventions did not instill confidence, but rather undermined it and gave the impression that the leadership of these agencies panicked and were simply “flying by the seat of their pants” in responding to the crisis.

•  When these actions of the agencies were placed under scrutiny during the most recent crisis, rather than openly discussing the justifications for the interventions, the agencies did everything in their power to shield their actions from the scrutiny of outsiders under the vague mantle of avoiding further undermining of confidence. As a result, it has been necessary for anyone truly interested in researching the policy issues involved to bring suit against these agencies to extract details on the crisis. Some of the largest business and news organizations in the United States, including Bloomberg LP, Fox News Network, and the New York Times, as well as education foundations and private citizens (including the author), have brought suit since the beginning of the crisis seeking access to data on these transactions.9


 

The final point of this series of conclusions is certainly salt in the wound for taxpayers. The idea that policymakers would use all the powers at their disposal to prevent outside analysts either from the media or the public generally from reviewing their decision-making, especially when vast sums of public funds were being placed at risk, is particularly galling. Though the extent and speed of the recent series of bailouts was extraordinary, as noted they were hardly unprecedented, as modern banking history is replete with examples of such publicly funded interventions. As a result, an historical analysis of bailouts is essential to understanding why we have become so reliant on such interventions.



1. See Associated Press, “Poll: Most Americans Against Bush's Bailout Plan,” FoxNews.com, September 26, 2008 (“Just 30 percent of Americans say they support Bush's package…45 percent say they oppose Bush's proposal while 25 percent said they are undecided.”), http://www.foxnews.com/printer_friendly_story/0,3566,428921,00.html; “Public Blames Wall Street For Its Own Troubles, Opposes Taxpayer Bailouts,” Los Angeles Times/Bloomberg.com, September 23, 2008, http://www.latimes.com/media/acrobat/2008–09/42527811.pdf (“Americans are opposed to the use of taxpayer dollars to rescue ailing private financial firms by 55% to 31% with 14% not sure”), wording of the question as follows: “Do you think the government should use taxpayers' dollars to rescue ailing private financial firms whose collapse could have adverse effects on the economy and market, or is it not the government's responsibility to bail out private companies with taxpayers' dollars?”; but also see Pew Research Center for the People and the Press, “Most Approve of Wall Street Bailout and See Obama as Better Able to Address Crisis,” http://pewresearch.org/pubs/963/wall-street-bailout-approval (“Reacting to initial reports of the federal bailout plan over the weekend, 57% said the government was doing the right thing, while 30% said it was doing the wrong thing”), but the wording of the question was as follows: “As you may know, the government is potentially investing billions to try and keep financial institutions and markets secure. Do you think this is the right thing for the government to be doing?”

2. For example, the so-called “tea parties” organized against government spending held in particularly low esteem those lawmakers who voted for the bailouts. “Nationwide Tea Party Protests Blast Spending,” CNNPolitics.com, April 15, 2009, http://edition.cnn.com/2009/POLITICS/04/15/tea.parties/; David Stout, “The Wall Street Bailout Explained,” New York Times, September 20, 2008, http://www.nytimes.com/2008/09/21/business/21qanda.html. One Republican senator, Robert Bennett, was ousted in a primary election in Utah, at least in large part because of his support for financial institution bailouts. See Shobhana Chandra and Jonathan D. Salant, “Utah Senator Bennett Loses Republican Party Renomination Bid,” Bloomberg.com/Businessweek, May 9, 2010, http://www.businessweek.com/news/2010–05–09/utah-senator-bennett-loses-republican-party-renomination-bid.html. More recently, Lisa Murkowski lost a Republican primary, a loss that was also attributed in part to her TARP yes vote. Also see David Stout, “Q&A: The Wall Street Bailout Plan,” New York Times, September 21, 2008, http://www.nytimes.com/2008/09/21/business/worldbusiness/21iht-21qanda.16325439.html?_r=1.

3. Chairman Ben S. Bernanke, “Reflections on a Year of Crisis,” August 21, 2009, http://www.federalreserve.gov/newsevents/speech/bernanke20090821a.htm.

4. Henry M. Paulson, Jr., On the Brink: Inside the Race to Stop the Collapse of the Global Financial System (New York: Business Plus, 2010) [hereinafter On the Brink]. The subtitle alone evokes imagery of a Superman-like hero saving the global financial system from imminent collapse.

5. James Pressley, “Top 50 Business Books, ‘Animal Spirits’ to ‘What the Dog Saw,’” Bloomberg.com, June 17, 2010. The list covered books published from January 1, 2009, to the date of the article.

6. Wall Street: Money Never Sleeps (20th Century Fox, 2010, Directed by Oliver Stone), http://www.wallstreetmoneyneversleeps.com/.

7. Two of the most prominent books addressing the most recent crisis that compile extensive detail on the individual bailouts but also largely accept the standard narrative are In Fed We Trust [hereinafter In Fed We Trust] by the Wall Street Journal's David Wessel (New York: Crown Business, 2009) and Too Big to Fail [hereinafter Too Big to Fail] by the New York Times's Andrew Ross Sorkin (New York: Viking, 2009). As Sorkin himself describes his book, it instead is a book about “people”; see Book TV, “Andrew Ross Sorkin, Too Big To Fail,” Speech at Credit Suisse in New York City hosted by the Foreign Policy Association, http://www.youtube.com/watch?v=NDzlVpk_VKQ at the 4:00 mark (“I thought of this frankly less about institutions in a way that were too big to fail so much as I thought about it as people, who in their own way thought they were too big to fail and I wanted to tell that story from a human perspective.”). See also TYTInterviews, “David Wessel—In Fed We Trust,” August 6, 2009, run time = 12:33 http://www.youtube.com/watch?v=D_r-tzBNOfs; and ForaTV, “WSJ Editor Likens Economic Relief to Surgery,” October 13, 2009, run time = 3:51, http://www.youtube.com/watch?v=RrkyESwcjJg.

8. This refers to the Troubled Asset Relief Program (TARP). Eleanor Clift, “The ‘Former Member’ Club,” Newsweek, Dec. 17, 2010, http://www.newsweek.com/2010/12/17/congress-reflects-on-the-year-what-went-wrong.html.

9. The only exception to this limit on access has been for oversight entities with vested authority to gain access to such information, such as the new legislatively created COP and the SIGTARP, which were put into place to oversee the implementation of the TARP. Additionally, the GAO has also investigated many of the most recent bailouts, as well as many of the bailouts back in time. Probably the most prominent of the so-called Freedom of Information lawsuits against the government has been Bloomberg L.P. v. Board of Governors of the Federal Reserve System, which has been reviewed by the Supreme Court. The Wall Street Journal has also filed a number of Freedom of Information Act (FOIA) requests in this regard, as has the Fox News Network. See Review and Outlook, “Systemic Risk Stonewall,” Wall Street Journal, September 1, 2010, http://online.wsj.com/article/SB10001424052748703467004575463781244452958.html?mod=WSJ_topics_obama; and Fox News Network, LLC v. Board of Governors of the Federal Reserve System, District Court Southern District of New York: 639 F.Supp.2d 384 (2009); U.S. Court of Appeals 2nd Circuit: 601 F.3d 158 (2010). Additionally, the author has brought multiple suits against the FDIC, the Board of Governors of the Federal Reserve, and the Federal Housing Finance Authority (FHFA), and his counsel on these cases, Judicial Watch, a conservative, non-partisan educational foundation, has also brought suit against these agencies (for a summary of such cases see the Appendix).
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	Bear Stearns—



	 
	The Original Sin1 (March 2008)




 DURING THE FIRST week of March 2008, the U.S. Securities and Exchange Commission (SEC) staff conducted an on-site inspection focused on Bear Stearns's liquidity pool. No significant issues were identified. Bear Stearns's liquidity pool stood at about $18 to $20 billion.2

At 1:29 p.m. on Monday, March 10, 2008,3 Brian Peters of the Federal Reserve Bank of New York (FRBNY) informed staff at the Board of Governors in Washington and the other reserve banks that

Bear's [credit default swap] spreads have blown out to 750 bp, and the stock is down substantially. There are considerable rumors on the Street of dealers and funds pulling away from Bear. We are in contact with the SEC. Please check with your firms to see if they have or are taking any actions (increasing haircuts, refusing assignments to them, or in any other way constraining credit) with respect to Bear.4

Meanwhile, that same day the SEC scheduled an on-site visit for Tuesday, March 18, to review Bear Stearns's first quarter financial results in more detail.5 Bear Stearns started the week with a cash and liquid securities position of $18 billion.6

There were also concerns on that Monday afternoon about emerging public reports on Bear Stearns: “Apparently there was some misinformation in the press regarding Bear Stearns that caused the firm[']s [credit default swap] spreads to widen significantly and fueled rumors about potential liquidity problems.”7 Staff at the Office of the Comptroller of the Currency (OCC), which regulates national banks, also reportedly raised questions of their own. On Monday OCC staff became concerned about the potential exposure to Bear Stearns of banks that it regulates, and to that end staff of the agency began to call these banks. The calls were not about general exposures but were specifically about exposure to Bear Stearns. In a recounting of one of these conversations, a targeted banker was told, “Don't tell your traders and don't get out of any counterparty agreements that you have. But what's your exposure to Bear Stearns?” Of course the banker told his traders, bought puts, sold short, and got out of everything he could possibly get out of.8 Despite these rumors and questions, an unnamed firm “adamantly stressed that it [was] continuing to provide liquidity to Bear Stearns.”9

By Tuesday, March 11, at 2:36 p.m., a primary focus of FRBNY staff was on the reaction of large financial institutions (LFIs) to the troubles at Bear Stearns: “Several additional LFIs report gradual reduction in various lines to Bear, with most closely reviewing existing positions. LFIs generally seem satisfied with Bear's liquidity. Bear appears to be reducing [short-term] funding and staggering long-term debt, but don't seem interested in financing derivative/repo transactions with longer terms, unique structures, etc. LFIs' management appear [sic] cognizant of exacerbating problems via widespread/dramatic reduction in credit to Bear.”10

By Wednesday, March 12, 2008, “an increased volume of [Bear Stearns's] customers expressed a desire to withdraw funds from, and certain counterparties expressed increased concern regarding maintaining their ordinary course exposure to, Bear Stearns.”11 This activity prompted Alan Schwartz, chief executive officer of Bear Stearns, to call FRBNY president Geithner that evening to discuss the precarious position of the firm, and the next day the SEC, the Treasury Department, and FRBNY staff discussed the status of Bear Stearns in more detail.12


At 2:33 p.m. on Thursday, March 13, 2008, Deborah P. Bailey, deputy director of the Board's Division of Banking Supervision and Regulation, notified members of the Board of Governors and senior staff that

[FRBNY] and Board staffs are monitoring the situation. [FRBNY] staff is in ongoing contact with SEC staff and has asked them to keep the Federal Reserve [informed] as to the firm's liquidity profile including unencumbered cash positions, available secured and unsecured financing sources, and available Fed-eligible and non-eligible collateral. As of noon today, the SEC reported that the holding company has $12.5 billion in cash and has been able to roll “almost all” of its equity repos and all of its U.S. and European bank loans.13

Meanwhile, Bailey noted an SEC conclusion that “no notable losses have been sustained and that the capital position of [Bear Stearns] is ‘fine.’”14 That same Thursday “an unusual number of customers withdrew funds from Bear Stearns and a significant number of counterparties and lenders were unwilling to make secured funding available to Bear Stearns on customary terms.”15

The staff of the Board of Governors and FRBNY was struggling under great time pressure and with questionable information to undertake the required analysis of Bear Stearns in order to understand the firm's operations, as well as the potential broader impact beyond Bear Stearns:

•  “Coryann Stefansson just called and said that this is the info (still preliminary and probably not super accurate but kind of in the ball park at least) that she has about the exposure of major banks to Bear…. She also said that [REDACTED] should be on the list, but nobody could confirm it.”16

•  “Sorry if my details are sketchy but will try to provide more substance as we get information.”17

•  “I must say that I am not that comfortable with the accuracy, but we got the info from the teams.”18

•  “We have pulled together the exposure #s of the [large financial institutions] to [Bear Stearns] but the information is from the last monthly reports from the firm that are prepared by the exam teams. Board staff did not go out this week for a request on more current exposure information.”19

•  “Here is a report we received where [Bear Stearns] tried to identify the counterparties that they owed money to. The[y] claimed it was inexact (their systems are not set up to run that way), but ordinarily correct.
Looks like it is only derivatives. Will provide more clarity as I can.”20

•  “While dated, attached is a spreadsheet folks here pulled together on what each firm had as of year-end 2007 w.r.t. their counterparty credit risk exposure to Bear.”21


By 5:40 p.m. on Thursday, March 13, numbers were starting to come together on firm level exposure to Bear Stearns for a broad range of institutions as circulated by James Sheerin at the Board of Governors: “Here are exposures to [Bear Stearns] that I have now.”22 These exposures have never been publicly released. By 7:00 p.m. that same evening, Bear Stearns calculated that its liquidity pool was down to $2.0 billion.23 Although these were not bank depositors that were withdrawing their funds, the impact of the evaporation of funding sources from Bear Stearns had the same impact as a traditional bank run.

At 7:50 p.m. on Thursday, March 13, 2008, FRBNY staff learned of the possibility that Bear Stearns would file for bankruptcy the following day. An email exchanged between FRBNY officials, including FRBNY President Geithner, noted: “SEC just received a call from [Bear Stearns Chief Risk Officer] Mike Alix indicating [that Bear Stearns is] uncertain about [its] ability to operate tomorrow. Likely to call us.” Attached to a subsequent email were notes of a telephone conference between FRBNY staff and SEC officials regarding Bear Stearns, but details of the notes have not been publicly disclosed. A FRBNY official forwarded this same email to the Board of Governors' General Counsel, Scott Alvarez, at 8:15 p.m.24 At 8:26 p.m. Board of Governors Deputy Director Bailey informed the members of the Board of Governors and other senior staff that Bear Stearns's “Chief Risk officer indicated that [Bear Stearns] will likely have ‘trouble’ opening tomorrow and will be under pressure. A great deal of uncertainty about ability to operate.”25


That same evening Alan Schwartz, CEO of Bear Stearns called JPMorgan Chase Chief Executive Officer Jamie Dimon to determine if his firm could lend Bear Stearns as much as $30 billion or buy the company. Dimon informed Schwartz that a loan or outright purchase was impossible, but that JPMorgan Chase was willing to assist Bear Stearns in finding a solution to its liquidity problem.26 During the evening of Thursday, March 13, representatives of JPMorgan Chase and officials from the U.S. Treasury Department, the FRBNY, and the Board of Governors engaged in discussions regarding how to resolve the liquidity deterioration at Bear Stearns. These discussions continued throughout the night. JPMorgan Chase made it clear during these discussions that it could not loan funds to Bear Stearns without some form of assistance provided by the government. JPMorgan Chase and another unnamed bidder were the only firms that expressed meaningful interest in Bear Stearns. Bear Stearns set up a data room for potential bidders to undertake due diligence, the process of reviewing assets of a firm for potential purchase.27

At 9:16 p.m. on Thursday, March 13, 2008, Board of Governors Vice Chairman Donald Kohn sent an email to the other board members and other senior staff stating:

[Bear Stearns is] talking to [JPMorgan] but not clear what might happen. Right now it looks like without help holding company likely to file Chapt. 11 tomorrow—broker and other liquid entities should continue to operate, though obviously they wuillbe [sic] subject to runs. SEC has people in the firm and FRBNY likely to send someone over to look at positions.28

Elsewhere, between 10 p.m. and 11 p.m. on Thursday, Governor Randall Kroszner, in an online discussion with Vice Chairman Kohn, began to speculate about the indirect impact of Bear Stearns's problems on the broader financial markets: “I think it is not just the direct exposure to [Bear Stearns] but the turmoil that this could cause in the entire [credit default swaps] market. These contracts haven't really been tested and the uncertaintu [sic] generated by a filing by a major player could have extreme consequences.”29 Kroszner did not offer any support for his speculation.30 By 11:00 p.m. on Thursday, JPMorgan Chase had a team of specialists at Bear Stearns's headquarters reviewing its financial records to determine what action, if any, JPMorgan Chase could and would be willing to take.31

At 12:38 a.m. on the morning of Friday, March 14, 2008, Bear Stearns's chief risk officer emailed a FRBNY staffer a spreadsheet of banks and brokers having the largest exposure to Bear Stearns. By 1:03 a.m. this same Bear Stearns spreadsheet had been circulated to other FRBNY staffers and to officials at the Board of Governors.32 By 2:00 a.m. investigators from the FRBNY joined JPMorgan and SEC staffers already at Bear Stearns's headquarters. One anonymous Federal Reserve staffer's wildly exaggerated take on the situation was as follows: “For the first time in history the entire world was looking at the failure of a major financial institution that could lead to a run on the entire world financial system. It was clear we couldn't let that happen.”33

At 2:00 a.m. on Friday morning, March 14, 2008, FRBNY President Geithner called Vice Chairman Kohn and told him that he wasn't confident that the fallout from the bankruptcy of Bear Stearns could be contained, and at approximately 4:00 a.m. Geithner called Chairman Bernanke, who reportedly “agreed that the Fed should intervene.”34 Around 5:00 a.m. on Friday, March 14, 2008, FRBNY President Geithner, Chairman Bernanke, Treasury Secretary Paulson, Governor Warsh, Vice Chairman Kohn, Tony Ryan, Bob Steel from Treasury, and Erik Sirri from the SEC participated in a conference call.35 Jamie Dimon, CEO of JPMorgan, came on the line for a few minutes to provide input on his bank's role as clearing bank for Bear Stearns. He painted a dark picture, emphasizing that a Bear Stearns failure would be disastrous for the markets, and that the key was to get to the weekend.36

At 5:48 a.m. and 5:50 a.m., respectively, almost an hour after the conference call had commenced, the members of the Board of Governors and other board officials received, via emails forwarded from the FRBNY, spreadsheets titled “Bear Stearns exposure Mar 14 v1.xls” and “Bear Stearns Counterparty Credit Exposures March 14 Morning Call.xls.”37 These spreadsheets have not been released by the Board of Governors.

Approximately one hour later, around 7:00 a.m., “Geithner laid down the gauntlet. ‘We've got to make a call here, because [repo] markets open at seven-thirty,’ he said. ‘What's it going to be?’ The consensus was there. ‘Let's do it,’ Bernanke said.”38 The “it” was to have the FRBNY offer a short-term nonrecourse loan to JPMorgan, and JPMorgan in turn would extend credit to Bear Stearns.


Chairman Bernanke threw in a caveat to the deal: “I'm prepared to go ahead here only if Treasury is supportive and prepared to protect us from any losses.”39 Paulson admitted that he wasn't sure what legal authority, if any, that Treasury had to indemnify the Federal Reserve in this manner. He stated his position clearly notwithstanding any legal limitations: “I'm prepared to do anything. If there's any chance of avoiding this failure, we need to take it.” After all, he later noted, the repo markets would open shortly—around 7:30 a.m.—and he wasn't about to drag in a lot of lawyers and debate any legal fine points. Shortly thereafter, Secretary Paulson called President Bush and informed him of the decision even though the Board of Governors of the Federal Reserve had not yet met to discuss or authorize the transaction.40

Despite the fact that the key decisions had been made, the data continued to flow. At 7:39 a.m., Coryann Stefansson, associate director of the Board's Division of Banking Supervision and Regulation, obtained and sent to Governor Kroszner a document setting forth data from the third quarter of 2007 regarding the value of credit default swaps held by the top twenty-five commercial banks. This was apparently a follow-up to the discussion on the fragility of this market.41

At 9:13 a.m., just as the meeting of the Board of Governors was about to convene, JPMorgan issued a press release announcing that “in conjunction with [the FRBNY], it has agreed to provide secured funding to Bear Stearns…. Through its Discount Window, [the FRBNY] will provide non-recourse, back-to-back financing to JPMorgan.”42 At 9:16 a.m., Governor Kevin Warsh sent an email to the heads of the twelve Federal Reserve Banks informing them of the following:

Bear Stearns is proving unable to find (sic) itself. This morning, the Board will vote under [Section] 13(3) to authorize the FRBNY to lend to JPMorgan Chase to on-lend to Bear Stearns. We will announce that action later this morning, following announcements by JPMC and BS. In addition, we will announce the following: ‘The Federal Reserve is monitoring market developments closely and will provide liquidity as necessary to promote the orderly functioning of the financial system.’43

Around 9:21 a.m., approximately six minutes after the Board of Governors convened, Bear Stearns issued its own press release stating that it had “reached an agreement with JPMorgan…to provide a secured loan facility.”44 When the stock market opened at 9:30 a.m., the decision to “bail out” Bear Stearns was at least two hours old, and the public had been notified about the FRBNY's emergency financing of Bear Stearns.

At 9:39 a.m., apparently after the Board of Governors had formally authorized the transaction, Dianne Dobbeck of the FRBNY emailed FRBNY staff, board staff, and staff of other Federal Reserve Banks a spreadsheet of “counterparty credit risk exposure to Bear [Stearns]” for year-end 2007.45 At 11:52 a.m., FRBNY Senior Vice President Jamie McAndrews emailed FRBNY President Geithner and other FRBNY employees a three-page draft memorandum: “I've drafted a set of arguments in favor of today's action for your review. I would appreciate any comments, as these are a first draft.” However, the memo was not drafted for use at the board meeting at 9 a.m. In fact, this was two hours after the meeting was completed. Interestingly enough McAndrews, who drafted the memo, did not even attend the Board of Governors' meeting. FRBNY President Geithner forwarded the memorandum to Chairman Bernanke, Vice Chairman Kohn, and Governor Kevin Warsh by email, along with a notation stating, “This is very good.” Later that afternoon, at 1:54 p.m., Vice Chairman Kohn emailed a response to McAndrews and FRBNY President Geithner, stating, “Jamie, Nice job; you've made the case about as strongly as it could be made, and it's very helpful to have this spelled out.” The email was ‘cc-ed’ to Chairman Bernanke and Governor Warsh. Four minutes later, McAndrews responded to Vice Chairman Kohn, stating, “Thanks very much Don, I'll work to incorporate your comments, and others I receive in the next day or two from people here.” McAndrews “cc-ed” Chairman Bernanke, Governor Warsh, and FRBNY President Geithner.46 It does not appear that the original or any subsequent version of the document have ever been produced publicly by the Board of Governors.47

A few days after the bailout of Bear Stearns was announced, the lawyers that Secretary Paulson did not want to talk to in the early morning hours of Friday, March 14, informed him that the Anti-Deficiency Act prevented Treasury from spending money without a specific congressional allocation. Treasury General Counsel Bob Hoyt stated it simply: “We can't do this.” Treasury could not indemnify the Federal Reserve against losses as Secretary Paulson and Chairman Bernanke had wanted. Treasury Secretary Paulson was not pleased: “My God. I just told the president we have a deal.”48 All that Treasury could supply was a letter of support that recognized that Treasury had no power to cover losses of the Federal Reserve. It also acknowledged that if a loss was sustained on the Bear Stearns transaction, a reduced amount of funds would be given to Treasury by the Federal Reserve.49

On March 26, 2008, FRBNY attorneys sent attorneys at the Board of Governors a four-page memorandum “recount[ing] the legal advice that was provided by FRBNY legal staff to Board legal staff.”50 On April 2, 2008, attorneys at the Board of Governors prepared a sixteen-page memorandum that “recounts the legal advice that was provided to the Board on and around March 14, 2008 in support of staff's recommendation that the Board [of Governors] authorize under section 13(3)…FRBNY to extend credit to [Bear Stearns] indirectly through [JPMorgan].”51 Neither of these memos has been released for public scrutiny.

On June 27, 2008, the Board of Governors released the minutes of its March 14, 2008, meeting. Nearly four months after the Board of Governors had acted, the minutes only disclose that “given the fragile condition of the financial markets at the time, the prominent position of Bear Stearns in those markets, and the expected contagion that would result from the immediate failure of Bear Stearns, the best alternative available was to provide temporary emergency funding to Bear Stearns through an arrangement with JPMorgan Chase…. Such a loan would facilitate efforts to effect a resolution of the Bear Stearns situation that would be consistent with preserving financial stability.”

Among other necessary findings, the minutes summarily state only that the board had concluded that “unusual and exigent circumstances existed” and “Bear Stearns, and possibly other primary securities dealers, were unable to secure adequate credit accommodations elsewhere.”52 The Board of Governors did not identify the specific evidence it considered or how it analyzed that evidence.
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	Bailouts 101




“Bank runs have a bad reputation.”1

 MANY TERMS HAVE been used as the most recent financial crisis unfolded to describe the events in real time: failure, run, and bailout. However, little effort has been dedicated to more clearly defining these terms; defining a central bank's role in addressing failures and runs; and defining the event when all of them reach their heights, a financial crisis. The following discussion addresses these concepts as they will be used in the ensuing chapters with focus on how their definitions changed in the wake of the Bear Stearns bailout.

What Does It Mean When a Financial Institution Fails?

The problems at Bear Stearns started to become widely known with the deterioration of the value of its assets, most notably the troubles at two of its hedge funds.2 Any time such losses occur they cause a reduction in the net value of a financial institution. Solvency is an indicator of net value measured by a calculation of the institution's assets in relation to its liabilities. At the same time as a drop in the net value, a financial institution usually also has difficulty in accessing liquidity. Bear Stearns started having liquidity difficulties after the hedge fund losses came to light. As obligations came due some creditors may have been hesitant to place their funds at risk in an institution that seemed to be approaching insolvency.3

When a financial institution approaches insolvency or cannot meet the demands of creditors, it ultimately may lead to failure, a government-supervised closure of a financial institution.4 Legal regimes governing financial-sector institutions vary, but most require revocation of an operating license or placement in bankruptcy or its equivalent either when all capital value is exhausted, when a large percentage of capital value is exhausted, or when a financial institution cannot meet the obligations of its creditors. Having a defined process under law for a financial institution to fail is a good thing, what is called an “exit strategy.” This can be done either through a form of receivership or bankruptcy, the exit that Bear Stearns would have taken were it not for the intervention by the FRBNY. Absent such an intervention, the alternative to failure is to allow financial institutions to linger on, making investments and soliciting funds from creditors for an undefined period of time. Under those circumstances, the financial institution's owners have little at stake and thus a minimal incentive to control risk. This environment may ultimately undermine the competitive position of stronger, better-managed financial institutions.

In supporting such a financial-sector legal regime, one of the purposes of financial institution regulation, supervision, and oversight is to act as an advance warning system on failures in order to limit the losses sustained through the so-called “financial safety net.” In the United States these programs, such as deposit insurance and central bank lending, were initiated during the early part of the twentieth century. Up until early 2008, the financial safety net had been almost exclusively reserved for insured depository institutions, such as commercial banks.5 The intervention to save Bear Stearns from bankruptcy was a dramatic change because the financial safety net was explicitly extended to cover a singular investment bank.

What Does It Mean When a
Financial Institution Has a Run?

Although Bear Stearns was not a commercial bank and did not have depositors that caused a traditional bank run, it did have short-term creditors that were able to withdraw their funding once the firm's difficulties became known. This is what led to its near collapse. A run occurs when a financial institution approaches insolvency, as concern grows about its ability to pay its obligations and there is an incentive for creditors to be first in line to withdraw funds.6 Previously concern about runs was focused on commercial banks, a natural consequence of fractional-reserve banking, whereby an institution is required to maintain only a fraction of what has been placed in deposit available to repay depositors.7 If depositors who are easily able to withdraw funds receive word that a financial institution is in a weakened financial state, they may ultimately “run” to the bank to withdraw their funds before other creditors if they are concerned that there may not be sufficient resources to pay all those who desire repayment. In the case of a financial institution that is insolvent or approaching insolvency, the run is the result of the insolvency, not the cause, if depositors are aware of the weak financial position.8


Bank runs have both good and bad effects. The good effect is the market discipline exerted on bank management. A run is a market signal that a bank is weak and is essentially a form of punishment for poor management of an institution. Since the inception of deposit insurance in the 1930s, insured depositors have had a limited incentive to monitor banks and cause a run as they are assured of payment up to their insured amount. However, deposit insurance has not eliminated runs, as uninsured depositors who are above the FDIC limit and other creditors still have an incentive to monitor a bank's condition and have an incentive to run on a bank.9

The bad effect of a run beyond the individual institution level is the potential for damage to the broader banking system and economy generally. Although a run is obviously devastating for an individual institution, for policymakers the implications of a contagion are of greater concern.10 The term “contagion” refers to a state in the financial industry where a seemingly irrational negative cascading effect causes financial institution failures regardless of the institution's actual condition.11 When the Board of Governors approved the Bear Stearns transaction, it specifically cited “the expected contagion that would result from the immediate failure of Bear Stearns” as one of the primary justifications for its action.

Contagion results from choices made by a broad range of creditors triggered by an individual institution run. Individual creditors who have withdrawn funds during a run have three choices as they contemplate what to do with their funds: (1) They can place their funds at another financial institution that is perceived as safer; (2) they can purchase a financial security or real asset that is perceived to be safer, such as a Treasury security or gold; or (3) they can hold funds in the form of currency outside the banking system. If option (1) is chosen, it will have little adverse impact on the overall financial system and contagion will be limited. However, if most of the withdrawing creditors fear the insolvency of all financial institutions or question the efficacy of fractional-reserve banking or other systems susceptible to runs and choose option (3), then there is a broader impact on the entire banking system. This is a classic case of contagion that could ultimately lead to a dramatic contraction in money and credit as severe as during the Great Depression of the 1930s.12

If a financial institution that has a run is soundly managed, solvent, and has sufficient collateral, it should be able to borrow in the marketplace and survive, ultimately avoiding a contagion effect. Under most circumstances, a run will not drive such a bank to failure. Alternatively, if in response to a run a weakened and barely solvent bank disposes of its assets at fire-sale or deeply discounted prices, it may push a solvent financial institution into insolvency. Although the SEC confidently deemed that Bear Stearns's capital position was “fine” just days before the FRBNY intervened, the fact that its funding dried up in March 2008 pointed to a different conclusion.

What Is the Role of a Central Bank
in Addressing Failures and Runs?

Bear Stearns was unable to borrow in the marketplace, and the Board of Governors approved a transaction under what is called lender-of-last-resort authority. The concept of a central bank as a lender of last resort has been a familiar part of financial crises throughout history, even before the Federal Reserve in the United States was constituted. The parameters of the role that a central bank should play in the midst of failures and runs were developed by two nineteenth-century monetary theorists: Henry Thornton and Walter Bagehot.,13 Although Bagehot has been quoted often throughout the crisis, some of these have been summaries that are actually incomplete as to the scope of his writings.14 A more complete summary categorizes the elements of central-bank lending during times of crisis as possessing the following traits:15

•  Announced pre-commitment—The central bank gives advance notice that it will lend freely in the midst of a crisis.

•  High (penalty) rate—For the offered relief in times of crisis, borrowers pay a stiff penalty in order to ration scarce liquidity resources and assure that institutions at least considered market options that were available.

•  Eligible borrowers and acceptable collateral—The type of eligible borrower is broadly defined, in the sense that bankers and non-bankers are eligible, so long as the borrower has good collateral to offer.

•  Unsound institutions—The quality of institutions eligible as borrowers is narrow and limited, excluding unsound institutions. So even a large institution should be allowed to fail if it is not sound. The role of the central bank is to limit the adverse impact of a failure on sound institutions.

•  Strengthening self-reliance—There should not be an overreliance on the central bank, as the strain placed upon it should be limited.

To go back well before Bear Stearns to illustrate how a central bank should intervene as lender of last resort, there is a contemporary nineteenth-century example of Overend, Gurney, & Co. (hereinafter, Overend). Although it was an interconnected discount house that sparked a panic, it was allowed to fail in 1866.16 Central bank intervention was focused on supporting the rest of the financial system after the institution's collapse. Bagehot was not concerned that an institution like Overend was allowed to fail, referring to it as “the model instance of all evil in business.” He belittled Overend's business practices, noting “these losses were made in a manner so reckless and so foolish, that one would think a child who had lent money in the City of London would have lent it better.”17

To justify the Bear Stearns and other interventions, some have invoked the name of Bagehot and then proceeded to rewrite his words in a manner that Bagehot himself would not recognize. Very much like the judge who inserts a personal interpretation of the Constitution based on modern conventions, these central bankers have replaced Bagehot's writings with their personal views. Brian Madigan, Director of the Division of Monetary Affairs at the Board of Governors during the crisis, demonstrates the invocation followed by the modernity justification: “Bagehot's dictum continues to provide a useful framework for designing central bank actions for combating a financial crisis. However, that framework needs to be interpreted in the context of the modern structure of financial markets and institutions and applied in a way that observes both legal constraints and a broad range of practical considerations.” This explanation was accompanied by the rewritten standard for central-bank lending, which implies a much more expansive central-bank role than Bagehot imagined:

In a financial crisis, markets may be dysfunctional and price quotes volatile or even unavailable, adding to the uncertainty in assessing firms' solvency. As a result, the decision as to whether to lend to a given firm can entail a significant measure of judgment—judgment both about the firm's solvency and about the possible market effects of the failure of the firm. Indeed, the ramifications of a possible default of a large financial firm in conditions of financial stress may be unclear—and, typically, time is short. Consequently, it is essential for a central bank to have the capability to assess the firm's condition and the quality of its collateral, on the basis of incomplete information, rapidly and effectively. It is also essential to be able to make quick and sound judgments as to the likely market effects of the possible failure of such a firm.18

There were clear market effects that flowed from the failure of Overend. However, this did not lead Bagehot to make the case for lending to such an obvious example of what he considered an unsound institution.

What Is a Bailout of a Financial Institution?

Some argue that it is not sufficient to have a lender of last resort extend credit to sound institutions on good collateral. They reflexively conclude that large financial institutions like Bear Stearns just cannot be allowed to fail. The potential contagion aftereffects for large institutions are just too pronounced. This is especially the case during times of financial crisis, because the risk of runs and a contagion effect are supposedly too great. A bailout is often proposed as the solution to avoid large failures, just as in foreign policy the domino theory is used to justify military intervention.

However, there has never been a clear and robust articulation of the level of risk in the financial system that can cause a collapse. Presumably, there is some level of risk reached when there is a very high likelihood of contagion, what is referred to as systemic risk. This level of risk was certainly not clearly articulated as the harried bailout of Bear Stearns was unfolding. Advocates for bailouts have also never articulated the type of analysis that is necessary to support a bailout decision, as there are challenges with many common methods. For example, under a standard cost-benefit analysis it is very difficult to estimate the moral-hazard costs of a bailout. Alternatively, quantifying the benefits of a bailout is also speculative, as it involves estimating the fallout avoided from rescuing an institution, a difficult task indeed. Even though developing such an analysis is a challenge, it does not mean that the benefits derived from a bailout exceed the costs in all instances. In the case of Bear Stearns, it was simply assumed that the benefits of intervention exceeded the cost of the bailout.

Some policymakers would prefer to define bailouts narrowly. This is done in order to escape having their actions categorized as a “bailout,” a word that is not looked upon in a positive light. For example, in a conversation with Treasury Secretary Paulson, then presidential candidate and Senator Barack Obama made a simple observation about intervening to take over the operations of Fannie Mae and Freddie Mac: “Bailouts like this are very unpopular.” Paulson responded that the intervention regarding Fannie Mae and Freddie Mac wasn't a bailout in any real sense, noting that common and preferred shareholders alike were being wiped out, and that Treasury had replaced the CEOs. The implication is that despite the $200 billion of public funds that was committed to assure that debt holders in Fannie Mae and Freddie Mac did not lose their investment (most notably foreign governments, such as China and Russia), because shareholders were wiped out and management replaced, no one received a bailout.19 Surely the benefit flowing to Fannie Mae and Freddie Mac debt holders constitutes a bailout. But for the extraordinary intervention by the government they would have very likely been at risk under a receivership scenario, as it is called in the context of Fannie Mae and Freddie Mac.

An alternative characterization has been offered by Robert Willumstad, the chief executive officer of AIG who simply decided to give bailout a new name: “I'm proposing a transaction, not a bailout. If we get the Fed's backing in exchange for collateral, I give you my word I'll sell every asset needed to pay you back.”20 Willumstad's comment does raise an interesting question. Even if an institution is a risky bet, as nearly everyone would agree AIG was in the fall of 2008, what if funds were extended to AIG and it simply paid back the government, with interest? That approach at first glance would seem to be a costless transaction that is simply a wash, from a government accounting perspective. But the transaction is not so easily characterized. It is not clear that interest costs are the only costs incurred in this type of transaction or that simple interest costs are the best measure to estimate the pricing for such a transaction. Additionally, such an intervention involves a subsidy that is not available to all businesses, a process of government choosing winners and losers.

Clearly a broader definition of bailout than the one offered by Secretary Paulson and one less euphemistic than offered by Willumstad of AIG is appropriate, which would include all manner of beneficiaries of public funds, including shareholders, creditors, or counterparties. With that in mind, a bailout is defined as an effort to avoid a contagion by means of:

•  A government intervention through lending, equity injection, purchase of assets, assisted takeover, loan guarantee, or other tangible benefit or subsidy, or inaction through regulatory forbearance for a financial institution or group of financial institutions. In the case of a transaction, the repayment of funds extended must be at risk, either because the financial institution in question is unsound or repayment is not otherwise assured.

•  The action taken is preemptive because the financial institution benefiting from intervention does not fail and go out of business through revocation of an operating charter and placement into receivership (commercial banks, Fannie Mae, Freddie Mac) or bankruptcy (noncommercial banks), but remains a going concern, thus benefiting creditors, shareholders, or counterparties of the financial institution who would otherwise be at risk of loss.21 However, if a financial institution fails, but as part of a transaction uninsured depositors or creditors are paid off by the government on an ad hoc basis, it is still considered a bailout.


•  But for the bailout, the financial institution would “fail” and be forced to either go through receivership or bankruptcy in the prescribed legal form; or potentially have its role in financial intermediation disrupted.22

Under this definition, transactions that would not be considered bailouts would be the FDIC's purchase-and-assumption or payoff transactions, in which a troubled institution does not remain a going concern. Additionally, the exercise of the Federal Reserve's traditional lender of last resort powers to depository institutions in sound financial condition would not be considered a bailout if these loans are fully collateralized, and no preferential rate or subsidy is involved.

What Is a Financial Crisis?

Treasury Secretary Paulson described the conventional logic behind the bailout of Bear Stearns: “All financial institutions depended on borrowed money—and on the confidence of their lenders. If lenders got nervous about a bank's ability to pay, they could refuse to lend or demand more collateral for their loans. If everyone did that at once, the financial system would shut down and there would be no credit available for companies or consumers. Economic activity would contract, even collapse.”23 But the problems at Bear Stearns certainly did not trigger the financial crisis. Most financial crises result from the deflating of asset bubbles.24 In this case there was a bubble in mortgage-related assets and the deflating of that bubble led to reduced wealth and consumer spending and shifts from risky assets to safer assets.25 The collapse of Bear Stearns merely signaled that the building imbalances in the economy were sufficient to place a large financial institution at risk of failure.

The turbulence during a financial crisis exceeds that of a period of mere financial fragility or financial instability, whereby vulnerabilities are evident or begin to impede the financial system. For an event to be considered a financial crisis, there needs to be a cessation of the normal functioning of the financial system. For purposes of this analysis, a financial crisis is a period of prolonged financial stress during which the corrective movement of imbalances in the financial system, often caused by government policy, lead to a combination of interrelated negative consequences, including:26

•  Contraction in the flow of credit to households and businesses in response to the uncertainty of credit quality or the unwinding of a financial bubble;

•  A significant decline in economic activity generally referred to as a recession as defined by the National Bureau of Economic Research (NBER). During financial crises, such recessions are usually more severe than a temporary decline and human costs in the form of high unemployment are sustained; and

•  A significant number of financial institutions approaching failure, which may lead to concerns sufficient to cause runs and to which the policy response has often included bailouts, especially for large financial institutions.27

A contraction of credit is manifested in a reduced willingness of financial institutions or the marketplace to lend or to lend only at very high rates. Over time, one type of evidence of what is sometimes referred to as a “credit crunch” is the level of bank net loans and leases. Going back to the 1930s, the year-to-year change in net loans and leases has only turned negative three times: (1) during the 1930s and 1940s as the economy was mired in the Depression; (2) during the later part of the economic turbulence that happened in the 1980s and early 1990s; and (3) during the recent crisis (see Table 2.1).

Table 2.1. Years of Negative Year-to-Year Growth in Bank Net Loans and Leases



	Year
	Growth



	1938
	<4.3>%
	 



	1942
	<11.1>%
	 



	1943
	<0.3>%
	 



	1991
	<2.8>%
	 



	1992
	<1.0>%
	 



	2009
	<6.0>%
	 



	 
	 




Source: Federal Deposit Insurance Corporation (FDIC), http://www2.fdic.gov/hsob/hsobRpt.asp. Data for 2010 reveal an increase of 1.5 percent.

Since the onset of the modern financial system during the Depression, there have been more than a dozen discrete recessions, the lengthiest of which are highlighted in the table on the next page (Table 2.2). Most of these more severe recessions, which reveal stress in the broader economy, were accompanied or caused by periods of financial crisis.

Financial-sector stress also manifests itself in the failure or near failure of banks and other financial institutions. This flows primarily from the write-down of assets as adjustments are made to address imbalances in the value of assets, most particularly in the aftermath of asset bubbles involving credit-funded assets. There have been three periods of significant financial institution failures in modern times during the 1930s, 1980s, and now 2000s, as detailed in Table 2.3.

Even though the number of failures during the most recent crisis pales in comparison to the earlier financial crises, the period from 2008 to 2011, from a financial institutions failure and assistance standpoint, was at least as severe or more severe than the prior noted periods. During the 1930s and 1980s, due to limitations on interstate and branch banking, many failing financial institutions were comparatively smaller and did not have a national or international presence like many of the failures during the 2008-to-2011 period. In contrast many very large financial institutions, including three of the largest commercial bank groups, Citigroup, Wachovia, and Bank of America, and a number of large investment banks, including Lehman Brothers and Bear Stearns, failed or otherwise required or applied for financial assistance. When judged by the percentage market share, the experience during the most recent crisis far exceeds that during the 1980s (see Figure 2.1).
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Table 2.3. Clusters of Bank Failure and Financial Assistance Activity





	Period
	Financial Institution Failures or Assistance



	1929 to 1940
	10,110
	 



	1981 to 1993
	2,920
	 



	2008 to 2011
	380
	 



	 
	 




Source: Federal Deposit Insurance Corporation. Report generated at http://www2.fdic.gov/hsob/SelectRpt.asp?EntryTyp=30. Data for the 2000s through mid-June 2011.


[image: images]

Based on the business cycle data from NBER; the data on credit growth, and the financial institution failure and assistance data, we are left with three financial crises for analysis:

•  The Great Depression beginning in 1929 and lasting into the 1940s (hereinafter referred to as the 1930s financial crisis);

•  The post–stagflation period from the early 1980s to the early 1990s (hereinafter referred to as the 1980s financial crisis); and

•  The most recent financial crisis beginning during 2007 (hereinafter referred to as the 2000s financial crisis).28


These periods are important, not only for the challenges presented as they were in motion, but also because during or in the aftermath of the crisis, legislative changes were made that shaped the response to the subsequent crisis. Most of the significant changes in financial legislation the past eighty years occurred during or in the aftermath of these three major financial crises.
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