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To my beloved children,
Preston and Colleen,
and my husband, Scott,
a true saint.



Prologue

Monday, October 12, 2008

I took a deep breath and walked into the large conference room at the Treasury Department. I was apprehensive and exhausted, having spent the entire weekend in marathon meetings with Treasury and the Fed. I felt myself start to tremble, and I hugged my thick briefing binder tightly to my chest in an effort to camouflage my nervousness. Nine men stood milling around in the room, peremptorily summoned there by Treasury Secretary Henry Paulson. Collectively, they headed financial institutions representing about $9 trillion in assets, or 70 percent of the U.S. financial system. I would be damned if I would let them see me shaking.

I nodded briefly in their direction and started to make my way to the opposite side of the large polished mahogany table, where I and the rest of the government’s representatives would take our seats, facing off against the nine financial executives once the meeting began. My effort to slide around the group and escape the need for hand shaking and chitchat was foiled as Wells Fargo Chairman Richard Kovacevich quickly moved toward me. He was eager to give me an update on his bank’s acquisition of Wachovia, which, as chairman of the Federal Deposit Insurance Corporation (FDIC), I had helped facilitate. He said it was going well. The bank was ready to go to market with a big capital raise. I told him I was glad. Kovacevich could be rude and abrupt, but he and his bank were very good at managing their business and executing on deals. I had no doubt that their acquisition of Wachovia would be completed smoothly and without disruption in banking services to Wachovia’s customers, including the millions of depositors whom the FDIC insured.

As we talked, out of the corner of my eye I caught Vikram Pandit looking our way. Pandit was the CEO of Citigroup, which had earlier bollixed its own attempt to buy Wachovia. There was bitterness in his eyes. He and his primary regulator, Timothy Geithner, the head of the New York Federal Reserve Bank, were angry with me for refusing to object to the Wells acquisition of Wachovia, which had derailed Pandit’s and Geithner’s plans to let Citi buy it with financial assistance from the FDIC. I had little choice. Wells was a much stronger, better-managed bank and could buy Wachovia without help from us. Wachovia was failing and certainly needed a merger partner to stabilize it, but Citi had its own problems—as I was becoming increasingly aware. The last thing the FDIC needed was two mismanaged banks merging. Paulson and Bernanke did not fault my decision to acquiesce in the Wells acquisition. They understood that I was doing my job—protecting the FDIC and the millions of depositors we insured. But Geithner just couldn’t see things from my point of view. He never could.

Pandit looked nervous, and no wonder. More than any other institution represented in that room, his bank was in trouble. Frankly, I doubted that he was up to the job. He had been brought in to clean up the mess at Citi. He had gotten the job with the support of Robert Rubin, the former secretary of the Treasury who now served as Citi’s titular head. I thought Pandit had been a poor choice. He was a hedge fund manager by occupation and one with a mixed record at that. He had no experience as a commercial banker; yet now he was heading one of the biggest commercial banks in the country.

Still half listening to Kovacevich, I let my gaze drift toward Kenneth Lewis, who stood awkwardly at the end of the big conference table, away from the rest of the group. Lewis, the head of the North Carolina–based Bank of America (BofA)—had never really fit in with this crowd. He was viewed somewhat as a country bumpkin by the CEOs of the big New York banks, and not completely without justification. He was a decent traditional banker, but as a deal maker, his skills were clearly wanting, as demonstrated by his recent, overpriced bids to buy Countrywide Financial, a leading originator of toxic mortgages, and Merrill Lynch, a leading packager of securities based on toxic mortgages originated by Countrywide and its ilk. His bank had been healthy going into the crisis but would now be burdened by those ill-timed, overly generous acquisitions of two of the sickest financial institutions in the country.

Other CEOs were smarter. The smartest was Jamie Dimon, the CEO of JPMorgan Chase, who stood at the center of the table, talking with Lloyd Blankfein, the head of Goldman Sachs, and John Mack, the CEO of Morgan Stanley. Dimon was a towering figure in height as well as leadership ability, a point underscored by his proximity to the diminutive Blankfein. Dimon had forewarned of deteriorating conditions in the subprime market in 2006 and had taken preemptive measures to protect his bank before the crisis hit. As a consequence, while other institutions were reeling, mighty JPMorgan Chase had scooped up weaker institutions at bargain prices. Several months earlier, at the request of the New York Fed, and with its financial assistance, he had purchased Bear Stearns, a failing investment bank. Just a few weeks ago, he had purchased Washington Mutual (WaMu), a failed West Coast mortgage lender, from us in a competitive process that had required no financial assistance from the government. (Three years later, Dimon would stumble badly on derivatives bets gone wrong, generating billions in losses for his bank. But on that day, he was undeniably the king of the roost.)

Blankfein and Mack listened attentively to whatever it was Dimon was saying. They headed the country’s two leading investment firms, both of which were teetering on the edge. Blankfein’s Goldman Sachs was in better shape than Mack’s Morgan Stanley. Both suffered from high levels of leverage, giving them little room to maneuver as losses on their mortgage-related securities mounted. Blankfein, whose puckish charm and quick wit belied a reputation for tough, if not ruthless, business acumen, had recently secured additional capital from the legendary investor Warren Buffett. Buffett’s investment had not only brought Goldman $5 billion of much-needed capital, it had also created market confidence in the firm: if Buffett thought Goldman was a good buy, the place must be okay. Similarly, Mack, the patrician head of Morgan, had secured commitments of new capital from Mitsubishi Bank. The ability to tap into the deep pockets of this Japanese giant would probably by itself be enough to get Morgan through.

Not so Merrill Lynch, which was most certainly insolvent. Even as clear warning signs had emerged, Merrill had kept taking on more leverage while loading up on toxic mortgage investments. Merrill’s new CEO, John Thain, stood outside the perimeter of the Dimon-Blankfein-Mack group, trying to listen in on their conversation. Frankly, I was surprised that he had even been invited. He was younger and less seasoned than the rest of the group. He had been Merrill’s CEO for less than a year. His main accomplishment had been to engineer its overpriced sale to BofA. Once the BofA acquisition was complete, he would no longer be CEO, if he survived at all. (He didn’t. He was subsequently ousted over his payment of excessive bonuses and lavish office renovations.)

At the other end of the table stood Robert Kelly, the CEO of Bank of New York (BoNY) and Ronald Logue, the CEO of State Street Corporation. I had never met Logue. Kelly I knew primarily by reputation. He was known as a conservative banker (the best kind in my book) with Canadian roots—highly competent but perhaps a bit full of himself. The institutions he and Logue headed were not nearly as large as the others—having only a few hundred billion dollars in assets—though as trust banks, they handled trillions of dollars of customers’ money.

Which is why I assumed they were there, not that anyone had bothered to consult me about who should be invited. All of the invitees had been handpicked by Tim Geithner. And, as I had just learned at a prep meeting with Paulson, Ben Bernanke, the chairman of the Federal Reserve, and Geithner, the game plan for the meeting was for Hank to tell all those CEOs that they would have to accept government capital investments in their institutions, at least temporarily. Yes, it had come to that: the government of the United States, the bastion of free enterprise and private markets, was going to forcibly inject $125 billion of taxpayer money into those behemoths to make sure they all stayed afloat. Not only that, but my agency, the FDIC, had been asked to start temporarily guaranteeing their debt to make sure they had enough cash to operate, and the Fed was going to be opening up trillions of dollars’ worth of special lending programs. All that, yet we still didn’t have an effective plan to fix the unaffordable mortgages that were at the root of the crisis.

The room became quiet as Hank entered, with Bernanke and Geithner in tow. We all took our seats, the bank CEOs ordered alphabetically by institution. That put Pandit and Kovacevich at the opposite ends of the table. It also put the investment bank CEOs into the “power” positions, directly across from Hank, who himself had once run Goldman Sachs. Hank began speaking. He was articulate and forceful, in stark contrast to the way he could stammer and speak in half sentences when holding a press conference or talking to Congress. I was pleasantly surprised and seeing him in his true element, I thought.

He got right to the point. We were in a crisis and decisive action was needed, he said. Treasury was going to use the Troubled Asset Relief Program (TARP) to make capital investments in banks, and he wanted all of them to participate. He also alluded to the FDIC debt guarantee program, saying I would describe it later, but his main focus was the Treasury capital program. My stomach tightened. He needed to make clear that they all had to participate in both the Treasury and FDIC programs. My worst fear was that the weak banks such as Citi would use our program and the strong ones wouldn’t. In insurance parlance, this is called “adverse selection”: only the high risks pay for coverage; the strong ones that don’t need it stay out. My mind was racing: could we back out if we didn’t get 100 percent participation?

Ben spoke after Hank, reinforcing his points. Then Hank turned to me to describe the FDIC program. I could hear myself speaking, walking through the mechanics of the program. We would guarantee all of their newly issued debt up to a certain limit, I said, for which we would charge a fee. The purpose of the program was to make sure that they could renew their maturing debt without paying exorbitant interest rates that would constrain their ability to lend. The whole purpose of the program was to maintain their capacity to lend to the economy. We were also going to temporarily guarantee business checking accounts without limit. Businesses had been withdrawing their large, uninsured checking accounts from small banks and putting the money into so-called too-big-to-fail institutions. That was causing problems in otherwise healthy banks that were small enough to fail. It was essential that all the big banks participate in both programs, otherwise the economics wouldn’t work. I said it again: we were expecting all the banks to participate in the FDIC programs. I looked around the table. Were they listening?

Hank asked Tim to tell each bank how much capital it would accept from Treasury. He eagerly ticked down the list: $25 billion for Citigroup, Wells Fargo, and JPMorgan Chase; $15 billion for Bank of America; $10 billion for Merrill Lynch, Goldman Sachs, and Morgan Stanley; $3 billion for Bank of New York; $2 billion for State Street.

Then the questions began.

Thain, whose bank was desperate for capital, was worried about restrictions on executive compensation. I couldn’t believe it. Where were the guy’s priorities? Lewis said BofA would participate and that he didn’t think the group should be discussing compensation. But then he complained that the business checking account guarantee would hurt his bank, since it had been picking up most of those accounts as they had left the smaller banks. I was surprised to hear someone ask if they could use the FDIC program without the Treasury capital program. I thought Tim was going to levitate out of his chair. “No!” he said emphatically. I watched Vikram Pandit scribbling numbers on the back of an envelope. “This is cheap capital,” he announced. I wondered what kind of calculations he needed to make to figure that out. Treasury was asking for only a 5% dividend. For Citi, of course, that was cheap; no private investor was likely to invest in Pandit’s bank.

Kovacevich complained, rightfully, that his bank didn’t need $25 billion in capital. I was astonished when Hank shot back that his regulator might have something to say about whether Wells’ capital was adequate if he didn’t take the money. Dimon, always the grown-up in the room, said that he didn’t need the money but understood it was important for system stability. Blankfein and Mack echoed his sentiments.

A Treasury aide distributed a terms sheet, and Paulson asked each of the CEOs to sign it, committing their institutions to accept the TARP capital. My stomach tightened again when I saw that the terms sheet referenced only the Treasury program, not the FDIC’s. (We would have to separately follow up with all of the banks to make sure they subscribed to the FDIC’s programs, which they did.) John Mack signed on the spot; the others wanted to check with their boards, but by the end of the day, they had all agreed to accept the government’s money.

We publicly announced the stabilization measures on Tuesday morning. The stock market initially reacted badly, but later rebounded. “Credit spreads”—a measure of how expensive it is for financial institutions to borrow money—narrowed significantly. All the banks survived; indeed, the following year, their executives were paying themselves fat bonuses again. In retrospect, the mammoth assistance to those big institutions seemed like overkill. I never saw a good analysis to back it up. But that was a big part of the problem: lack of information. When you are in a crisis, you err on the side of doing more, because if you come up short, the consequences can be disastrous.

The fact remained that with the exception of Citi, the commercial banks’ capital levels seemed to be adequate. The investment banks were in trouble, but Merrill had arranged to sell itself to BofA, and Goldman and Morgan had been able to raise new capital from private sources, with the capacity, I believed, to raise more if necessary. Without government aid, some of them might have had to forego bonuses and take losses for several quarters, but still, it seemed to me that they were strong enough to bumble through. Citi probably did need that kind of massive government assistance (indeed, it would need two more bailouts later on), but there was the rub. How much of the decision making was being driven through the prism of the special needs of that one, politically connected institution? Were we throwing trillions of dollars at all of the banks to camouflage its problems? Were the others really in danger of failing? Or were we just softening the damage to their bottom lines through cheap capital and debt guarantees? Granted, in late 2008, we were dealing with a crisis and lacked complete information. But throughout 2009, even after the financial system stabilized, we continued generous bailout policies instead of imposing discipline on profligate financial institutions by firing their managers and boards and forcing them to sell their bad assets.

The system did not fall apart, so at least we were successful in that, but at what cost? We used up resources and political capital that could have been spent on other programs to help more Main Street Americans. And then there was the horrible reputational damage to the financial industry itself. It worked, but could it have been handled differently? That is the question that plagues me to this day.

IN THE FOLLOWING pages, I have tried to describe for you the financial crisis and its aftermath as I saw it during my time as chairman of the Federal Deposit Insurance Corporation from June 2006 to July 2011. I have tried to explain in very basic terms the key drivers of the crisis, the flaws in our response, and the half measures we have undertaken since then to correct the problems that took our economy to the brink. I describe in detail the battles we encountered—both with our fellow regulators and with industry lobbyists—to undertake such obviously needed measures as tighter mortgage-lending standards, stronger capital requirements for financial institutions, and systematic restructuring of unaffordable mortgages before the foreclosure tsunami washed upon our shores. Many of those battles were personally painful to me, but I take some comfort that I won as many as I lost. I was the subject of accolades from many in the media and among public interest groups. I was also subject to malicious press leaks and personal attacks, and my family finances were investigated. I even received threats to my personal safety from people who took losses when we closed banks, warranting a security detail through much of my tenure at the FDIC. But I am taking the reader through it all because I want the general public to understand how difficult it is when a financial regulator tries to challenge the conventional wisdom and make decisions in defiance of industry pressure.

I grew up on “Main Street” in rural Kansas. I understand—and share—the almost universal outrage over the financial mess we’re in and how we got into it. People intuitively know that bailouts are wrong and that our banking system was mismanaged and badly regulated. However, that outrage is indiscriminate and undirected. People feel disempowered—overcome with a defeatist attitude that the game is rigged in favor of the big financial institutions and that government lacks the will or the ability to do anything about it.

The truth is that many people saw the crisis coming and tried to stop or curtail the excessive risk taking that was fueling the housing bubble and transforming our financial markets into gambling parlors for making outsized speculative bets through credit derivatives and so-called structured finance. But the political process, which was and continues to be heavily influenced by monied financial interests, stopped meaningful reform efforts in their tracks. Our financial system is still fragile and vulnerable to the same type of destructive behavior that led to the Great Recession. People need to understand that we are at risk of another financial crisis unless the general public more actively engages in countering the undue influence of the financial services lobby.

Responsible members of the financial services industry also need to speak up in support of financial regulatory reform. All too often, the bad actors drive the regulatory process to the lowest common denominator while the good actors sit on the sidelines. That was certainly true as we struggled to tighten lending standards and raise capital requirements prior to the crisis. There were many financial institutions that did not engage in the excessive risk taking that took our financial system to the brink. Yet all members of the financial services industry were tainted by the crisis and the bailouts that followed.

As I explain at the end of this book, there are concrete, commonsense steps that could be undertaken now to rein in the financial sector and impose greater accountability on those who would gamble away our economic future for the sake of a quick buck. We need to reclaim our government and demand that public officials—be they in Congress, the administration, or the regulatory community—act in the public interest, even if reforms mean lost profits for financial players who write big campaign checks. Our government is already deeply in debt because of the lost revenues and stimulus measures resulting from the Great Recession. Financially, morally, and politically, we cannot afford to let the financial sector drive us into the ditch again.

I am a lifelong Republican who has spent the bulk of her career in public service. I believe I have built a reputation for common sense, independence, doing the right thing for the general public, and ignoring the special interests. Many of my positions have received editorial endorsements ranging from The Wall Street Journal to The New York Times, from the Financial Times to The Guardian to Mother Jones. My most cherished accolade during the crisis came from Time, which, in naming me to its 2008 “100 Most Influential People” list, called me “the little guy’s protector in chief.” I’ve always tried to play it down the middle and do what I think is right.

I want to explain why we are where we are in this country and how we can find ways to make it better. Our current problems are as bad as anything we have faced since the Great Depression. The public is cynical and confused about what it has been told concerning the financial crisis. In this book, I have tried to help clear away the myths and half-truths about how we ran our economic engine into the ditch and how we can get our financial and regulatory system back on track. We need to reclaim control of our economic future. That is why I wrote this book.

Sheila Bair, April 2012



CHAPTER 1


The Golden Age of Banking

I woke at 5 A.M. to the sound of a beeping garbage truck working its way down the street, noisily emptying rows of metal trash cans. I had fallen asleep four insufficient hours earlier. My eyes opened at the sound of the commotion; my mind was slow to follow. The room was pitch black, save for tiny rectangles of light that framed the bedroom windows where the thick shades didn’t quite line up with the window frames.

I was disoriented. This was not my home. My own image came into focus, staring back at me from a full-length mirror that stood just a few feet from my bed. My mind cleared. I was in my good friend Denise’s basement apartment on Capitol Hill, the one she used four times a year to show a line of women’s designer clothing that she sold to her friends and colleagues. The rest of the time the apartment stood empty, and she had offered me its use.

Full-length mirrors were everywhere, used by her customers to view themselves when they tried on the colorful array of suits, dresses, and casual wear. For the month I would stay in this apartment, I found it somewhat disquieting to constantly be confronting my own image. At least the mirrors were slenderizing, the silver backings molded no doubt for that purpose to help sell the clothes.

I carefully navigated out of bed and gingerly shuffled across the parquet wood floor of this foreign room until I found the light switch on the wall. As I flipped it on, the room jarringly transformed from near blackness to glaring fluorescent light. I found a coffeemaker on the counter of the apartment’s tiny efficiency kitchen, as well as a pound of Starbucks, helpfully left by Denise. I made a full pot of coffee and contemplated a long walk on the Mall to fill the time. I still had two hours to kill before driving to my first day of work as chairman of the Federal Deposit Insurance Corporation.

What a strange turn of events had brought me here. Four years ago, after nearly two decades in mostly high-pressure government jobs, I had left Washington with my family in search of a career that would provide a better work-life balance. I had worked as legal counsel to Senator Robert Dole (R–Kans.). I had served as a commissioner and acting chairman of the Commodity Futures Trading Commission (CFTC) and then headed government relations for the New York Stock Exchange (NYSE).

In 2000, I decided, “enough.” I resigned my well-paying position with the NYSE and opted for a part-time consulting arrangement that gave me plenty of time to spend with my eight-year-old son, Preston, and one-year-old daughter, Colleen, whom my husband, Scott, and I had just adopted from China. But in early 2001, I was contacted by the new Bush administration, which convinced me to go back into the government as the assistant secretary of financial institutions of the U.S. Treasury Department. At the time, the financial system was in a relative state of calm, and the Bush folks assured me that I would have a nine-to-five existence at Treasury with no travel and plenty of time in the evenings and weekends for the family. The job had an interesting portfolio of issues but nothing of crisis proportions—issues such as improving consumer privacy rights in financial services and deciding whether banks should be able to have real estate brokerage arms.

Then came the 9/11 terrorist assault, followed by the collapse of Enron. What had started out being a nine-to-five job became a pressure cooker as I was tasked with heading a coordinated effort to improve the security of our financial infrastructure, strengthen protections against the illicit use of banks for terrorist financing, and help reform corporate governance and pension abuses to address the outrageous conduct of the Enron management. Nine to five became 24/7.

I completed my major projects and in the summer of 2002 said farewell to Washington. My husband and I moved to Amherst, Massachusetts, a serene and idyllic New England college town. He commuted back and forth from D.C.; I took a teaching post at the University of Massachusetts. The arrangement worked perfectly for four years, with adequate income, great public schools, and most important, a flexible work schedule with plenty of time for the family.

Then, in the early part of 2006, came a second call from the Bush administration: would I be interested in the chairmanship of the FDIC?

The FDIC was created in 1933 to stabilize the banking system after runs by depositors during the Great Depression forced thousands of banks to close. By providing a rock-solid guarantee against bank deposit losses up to the insurance limits ($100,000 when I assumed office in 2006; now $250,000), the agency had successfully prevented runs on the banking system for more than seven decades. I had worked with the agency during my Treasury days and had also served on an advisory committee it had set up on banking policy.

In addition to its insurance function, the FDIC has significant regulatory authorities. For historical reasons, we have multiple federal banking regulators in the United States, depending on whether the banks are chartered at the federal or state level. In 2006, we had four bank regulators: two for federally chartered banks and two for state-chartered institutions. The Office of the Comptroller of the Currency (OCC) chartered and supervised national banks, which includes all of the biggest banks. The Office of Thrift Supervision (OTS), which was abolished in 2011, chartered and regulated thrifts, which specialize in mortgage lending. The FDIC and Fed worked jointly with the state banking regulators in overseeing the banks that the states chartered. If the state-chartered bank was also a member of the Federal Reserve System, it was regulated by the Fed. Those that were not members of the Federal Reserve System—about five thousand of them, the majority—were regulated by the FDIC.

The FDIC was also a backup regulator to the Federal Reserve Board, the OCC, and OTS, which meant that it had authority to examine and take action against any bank it insured if it felt it posed a threat to the FDIC. Importantly, in times of stress, the agency had sole power to seize failing insured banks to protect depositors and sell those banks and their assets to recoup costs associated with protecting insured deposits.

The Bush administration had vetted Diana Taylor, the well-regarded banking superintendent of the state of New York, to replace Donald Powell, a community banker from Texas who had been chairman since 2001. Don had left the FDIC some months earlier, leaving Vice Chairman Martin Gruenberg to be the acting chairman. It was an awkward situation. By statute, the FDIC’s board had to be bipartisan, and by tradition the opposing party’s Senate leadership had a strong hand in picking the vice chairman and one other board member. Marty was popular and well regarded but was essentially a Democratic appointee, having worked for Senate Banking Committee Chairman Paul Sarbanes (D–Md.) for most of his career. Understandably, the Bush administration was anxious to install one of its own as the chairman.

For whatever reason1 Diana’s nomination did not proceed, and the Bush people were looking for a known quantity who could be confirmed easily and quickly. They viewed me as both. I had worked for Bush 43 at the Treasury Department and Bush 41 as one of his appointees on the Commodity Futures Trading Commission. In fact, I had been promptly and unanimously confirmed three times by the Senate (President Bill Clinton had reappointed me to the CFTC). That was due, in no small measure, to my early career with Senator Bob Dole, who was much loved in the Senate. Certainly, I had built my own relationships and record with senators, but Dole’s afterglow had always helped ensure that I was well treated during the Senate confirmation process.

It was a difficult decision to make. We were happy in Amherst, and the family was reluctant to move. It was an ideal existence in many ways. We lived in a 150-year-old house across the street from the house where Emily Dickinson had lived and scribbled her poems on scraps of paper at a desk that overlooked our home. As I was a bit of an amateur poet myself, her house served as my inspiration when I wrote a rhyming children’s book about the virtues of saving money. Our home stood two blocks from the village green. The kids and I walked everywhere—to school, to work, to shop. We hardly even needed a car. The people were friendly. The schools were good. Why should we move?

On the other hand, I was a government policy person at heart, and I thought—as I had when I took the Treasury Department job—that the FDIC position had an interesting portfolio of issues. For instance, Walmart had filed a controversial application for a specialized bank charter, exploiting a loophole in long-standing federal restrictions on commercial entities owning banks. In addition, Congress had recently authorized the FDIC to come up with a new system for assessing deposit insurance premiums on all banks based on their risk profile. Those were not exactly issues that would make the evening news, but as a financial policy wonk, I found them enticing.

So I agreed to accept, and, as expected, the confirmation process went quickly. The Bush people were eager for me to assume office, which didn’t leave my husband and me enough time to find a new house and move the family. So here I was, living in a friend’s borrowed apartment, while Scott, Preston, and Colleen stayed behind in Amherst until I could find us a place to live.

After downing my first cup of coffee, I thought better of the Mall walk—it was starting to rain. Instead, I made a mad dash to the drugstore to buy papers. I was drenched by the time I got back to the apartment. I plopped down on the living room couch, my wet skin sticking unpleasantly to the black leather upholstery. I dug into the papers in accordance with my usual ritual: The Wall Street Journal first, followed by The New York Times, then The Washington Post, finished off with the Post’s crossword puzzle. With my sleep-deprived brain, I didn’t make it far on the puzzle. I regretted that I would be exhausted for my first day at the office.

It was really pouring rain by the time I left the apartment. I ran a half block to where I had parked our beat-up white Volvo sedan the night before, ruining my leather pumps in the process. I turned on the ignition and pressed “play” on the CD player, which held a Celtic Woman disc given to me by my kids for the trip. The soothing sounds of “Orinoco Flow” filled the car—a fitting song as I navigated flooded streets to reach the FDIC’s offices at 550 17th Street N.W., a stone’s throw from the White House. (Perhaps as an omen of things to come, the rains that day reached torrential levels, forcing the unprecedented closing of the Smithsonian museums and other government buildings.) The guard at the entry to the FDIC’s parking garage raised a halting hand to signal that I should stop for the customary trunk search but then waved me on when he recognized my face from the photo that he—and all of the other security guards—had been given of the new FDIC chief.

I parked the car and headed for the small executive elevator that the FDIC reserved for its board members and their guests. I was already familiar with the FDIC building from my service on its advisory committee, so I was able to find my sixth-floor office with no difficulty. As I walked in the door, I was greeted by Alice Goodman, the longtime head of the FDIC’s legislative affairs office. I had not yet had a chance to fill key staff positions, such as chief of staff, so I had asked Alice to serve temporarily as my acting deputy, to help me start learning and mastering the FDIC’s organization, sift through the meeting requests, and organize the office. Alice had quite ably worked on my Senate confirmation and was willing to take a temporary detail to the Office of the Chairman. Soon I would hire Jesse Villarreal, who had worked for me at the Treasury Department, to serve as my permanent chief of staff.

Also helping out was Theresa West, a cheery, conscientious woman who was on detail from another division to serve as an administrative assistant. I was amazed that there was no secretary permanently assigned to the chairman’s office. At the Treasury Department, the secretaries were the backbone of the organization, providing continuity and institutional memory to the political appointees, who came and went. Later, Brenda Hardnett and Benita Swann would join my office to provide crucial administrative support through most of my FDIC tenure.

The morning was spent on administrative necessities, such as filling out tax and benefit forms and other paperwork. Midway through the morning, Theresa suggested that we go to the security office so I could be photographed for my ID badge. We took the elevator to the basement and entered a small office staffed by a single young woman who was intently talking on the phone. As Theresa announced that the chairman was there for her ID photo, I was astonished to see the young woman hold up an index finger and continue talking on the phone. I was even more amazed to have to stand there for some time longer as the young woman finished what was clearly a personal call. Embarrassed and stammering, Theresa tried vainly to take charge of the situation through throat clearing and stern looks, but the woman just kept talking. I weighed my options. I could escalate by ordering the woman to terminate her phone call—reports of which would no doubt spread like wildfire throughout the agency—or I could let it go. I chose the latter.

What I didn’t realize at the time—but was soon to discover—was that this employee’s disaffection was only the tip of the iceberg for much wider issues of employee cynicism and anger caused by years of brutal downsizing. In the summer of 2006, FDIC employee morale problems ran deep through the agency. They would become a major preoccupation and challenge for me during my first several months at the FDIC.

In June 20062, the agency employed about 4,500 people with a billion-dollar operating budget. Since the 1990s, the agency’s staff had been shrinking as the workload from the savings and loan crisis subsided. In 1995, the number of FDIC staff stood at 12,000. By 2001, that number had shrunk to 6,300. By the time I arrived, it had shrunk by another 1,800. There was no doubt that some of the downsizing had been necessary. However, in hindsight, the staff and budget reductions had gone too far. And it soon became clear to me that the layoffs—or “reductions in force,” as the government calls them—had been carried out in a way that, rightly or wrongly, had given rise to a widespread impression among employees that decisions were based on favoritism and connections with senior officials, not on merit or relevance to core functions.

But the extreme downsizing was really just one symptom of a much more serious disease. That disease was the deregulatory dogma that had infected Washington for a decade, championed by Democrat and Republican alike, advocated by such luminaries as Clinton Treasury Secretary Robert Rubin and Federal Reserve Board Chairman Alan Greenspan. Regulation had fallen out of fashion, and both government and the private sector had become deluded by the notion that markets and institutions could regulate themselves. Government and its regulatory function were held in disdain. That pervasive attitude3 had taken its toll at the FDIC, which had built a reputation as one of the toughest and most independent of regulators during the savings and loan crisis of the 1980s.

With more than $4 trillion in insured deposits, a robust regulatory presence was essential to protect the FDIC against imprudent risk taking by the institutions it insured. But the staff had been beaten down by the political consensus that now things were different. Quarter after quarter, banks were experiencing record profitability, and bank failures were at historic lows. The groupthink was that technological innovation, coupled with the Fed’s seeming mastery of maintaining an easy monetary policy without inflation, meant an end to the economic cycles of good times and bad that had characterized our financial system in the past. The golden age of banking was here and would last forever. We didn’t need regulation anymore. That kind of thinking had not only led to significant downsizing but had also severely damaged FDIC employees’ morale, and—as I would later discover—led to the adoption of hands-off regulatory philosophies at all of the financial regulatory agencies that would prove to be difficult to change once the subprime crisis started to unfold.

The FDIC’s flirtation with lighter touch regulation had also exacerbated tensions with our Office of the Inspector General (OIG). Virtually all major federal agencies have an OIG. These are independent units generally headed by presidential appointees whose job is to detect and prevent fraud, waste, abuse, and violations of law. War was raging between our senior management team and the FDIC’s OIG when I arrived at the FDIC. I must have spent at least twenty hours during my first week in office refereeing disputes between the OIG’s office and our senior career staff. I was amazed to learn that the FDIC OIG totaled some 140 people, which was many times the size of OIGs at other federal agencies.

Fortunately, in sorting out and resolving the raging disputes between FDIC management and OIG staff, I had an ally in Jon Rymer, a bank auditor by background, who had been confirmed as the new FDIC IG at the same time I was confirmed as chairman. So we were both entering our respective jobs with fresh perspectives and no axes to grind. Jon was intelligent, soft-spoken, and highly professional. His bespectacled, mild-mannered appearance and demeanor belied a steely toughness, cultivated no doubt by his twenty-five years in active and reserve duty with the army.

Jon and I were able to develop a good working relationship, and over time, we achieved better mutual respect and understanding between FDIC executive managers and the OIG. There was still tension, as was appropriate. But I actually came to enjoy the fact that we had this huge OIG that was constantly looking over our shoulders. It helped keep us on our toes and was one reason why when the financial crisis hit and we were forced to quickly put stabilization measures into place, we received clean audits and widespread recognition for our effective quality controls. In giving speeches, I would brag about the size and robust efforts of our OIG. And its investigation division would later play a lead role in ferreting out and punishing the rampant mortgage broker fraud that had contributed to scores of bank failures.

The agency’s focus on downsizing and deregulation had also created major problems with its union, the National Treasury Employees Union (NTEU). Predictably, the NTEU had fought the downsizing tooth and nail, but it had other major grievances as well. One was a recently instituted pay-for-performance system, which forced managers to make wide differentiations among employees in making pay increase and bonus decisions. This was arguably an improvement over the old system, which had been akin to Lake Wobegon, where “everybody is above average,” and basic competence would routinely result in a salary increase and year-end bonus. But the new system required managers to force employees into three buckets. The top rated 25 percent received sizable salary and bonus packages. The middle 50 percent received a more modest amount, and the bottom 25 percent received nothing. In essence, the system assumed that each division and office had 25 percent stars and 25 percent flunkies, with everyone else in the middle. Managers hated it. Employees hated it. The only people who liked it were the management consultants the agency had paid a pretty penny to create it.

The union was also outraged at a deregulatory initiative called Maximum Efficiency, Risk-Focused, Institution Targeted (MERIT) examinations, which severely limited our supervisory staff’s ability to conduct thorough examinations at thousands of banks. By law, most banks must undergo a safety and soundness exam every year. These exams traditionally entail bank examiners visiting the banks on site and doing detailed reviews of loan files to determine whether the loans were properly underwritten and performing. In addition to reviewing loans, the examiners also look at a bank’s investments and interview staff and senior executives to make sure policies and procedures are being followed. As any good examiner will tell you, it is not enough to simply examine a bank’s policies to know whether it is being operated prudently; individual loan files must also be examined to make sure that the bank is following its procedures.

With MERIT, however, the FDIC had instituted a new program that essentially said that if a bank’s previous examination showed that it was healthy, at the next exam, the examiners would not pull and review loan files, but instead would simply review policies and procedures. Prior to MERIT, examiners had been encouraged and rewarded for conducting thorough, detailed reviews, but under the MERIT procedures, they were rewarded for completing them quickly, with minimal staff hours involved. Career FDIC examiners derisively called MERIT exams “drive-by” exams. Their protests escalated as they became more and more concerned about the increasing number of real estate loans on banks’ balance sheets. They knew, even in the summer of 2006, that real estate prices wouldn’t rise forever and that once the market turned, a good number of those loans could go bad.

As it turned out, though I took the FDIC job because of my love for financial policy issues, I found that a substantial part of my time was spent dealing with management problems. In grappling with those issues, I worked closely with our chief operating officer, John Bovenzi4, a ruddy faced, unflappable FDIC career staffer who had worked his way up to the top FDIC staff job. I also relied on Arleas Upton Kea, the head of our Division of Administration. A lawyer by training, Arleas was a savvy, impeccably dressed professional, toughened by the fact that she was the first black woman to have clawed her way up the FDIC’s management ladder. Finally, I relied heavily on Steven App. Steve had recently joined the FDIC from the Treasury Department, where he had worked in a senior financial management position. I had known Steve when I was at Treasury and had tremendous respect for him. He would later play a key role in ramping up our hiring and contractor resources quickly, as well as working with me to manage the considerable financial demands that were placed on the agency as a result of the financial crisis.

At Arleas’s suggestion, we hired a consultant and conducted detailed employee surveys to try to get at the root causes of the low staff morale. The surveys showed that employees felt that they were disempowered, that their work wasn’t valued, and that they were cut off from any meaningful input in decision making. To counter their feeling of disempowerment, I created a Culture Change Council whose primary duty was to improve communication up and down the chain of command. I instituted quarterly call-ins for employees. We opened the phone lines and invited all employees to ask me any question they wanted. The first few calls were somewhat awkward. Most FDIC employees had never had a chance to interact directly with the chairman, and they weren’t quite sure what to ask. So I found myself fielding questions on how to get a handicap parking space at one of our regional offices or how to sign up for our dental plan. Eventually the employees started focusing on broader, agencywide matters, and I found the calls tremendously helpful in learning what was on the minds of the rank and file. When I took office, the FDIC was ranked near the bottom of best places to work in the government, a ranking based on employee satisfaction surveys conducted by the Office of Personnel Management each year. Based on a survey completed before I left office, it was ranked number one. It took a lot of time to restore employee morale and trust at that disheartened agency. But we did it, and that best-place-to-work ranking is one of my proudest achievements.

Ultimately, we would revamp the pay-for-performance system, scrap MERIT exams, and begin hiring more examiners to enforce both safety and soundness requirements and consumer protection laws. We also started increasing the staff of our Division of Resolutions and Receiverships—the division that handles bank failures—which had been cut to the bone. These rebuilding efforts took time, and within a year I would find myself still struggling to revitalize an agency at the cusp of a housing downturn that would escalate into a financial cataclysm. It takes time to hire and train examiners and bank-closing specialists. We had to replenish our ranks just as the financial system started to deteriorate. In retrospect, those “golden age of banking” years, 2001–2006, should have been spent planning and preparing for the next crisis. That was one of the many hard lessons learned.



CHAPTER 2


Turning the Titanic


As demanding as the FDIC management issues were, there were also important policy decisions to be made. Regulation had become too lax, and I found myself fighting to change course on a number of fronts.

Most of our major policy decisions had to be approved by the FDIC board of directors. Virtually all of the FDIC staff reported to me, and I had the power to set the board agenda and control staff recommendations that came to it for approval. But board approval was required for all rule makings. I soon learned I had a deeply divided board, one that ran the full gamut of regulatory and economic philosophies.

The FDIC board is made up of five individuals, no more than three of whom can be of the same political party. In addition, by statute, the Office of the Comptroller of the Currency, which regulates the largest national commercial banks, and the director of the Office of Thrift Supervision5, which regulates the major national mortgage lenders, sit on the FDIC board.

The board also has a vice chairman and one internal director, who must have a background in state banking regulation. Because the president usually appoints members of his own party to head the OCC and OTS as well as the FDIC chairman, the vice chairman and internal director are generally members of the other party. That was the case with the FDIC board in 2006. John Dugan, the comptroller of the currency, and John Reich, the director of the OTS, were both staunch Republicans with long industry experience, Dugan as a banking lawyer and Reich as a community banker. Our vice chairman, Marty Gruenberg, on the other hand, was a lifelong Democratic Hill aide, having spent most of his career with Senator Paul Sarbanes. Our internal director, Thomas Curry, was a former Massachusetts banking supervisor. Though a registered independent, Tom had close ties to the Senate Democratic leadership and Sarbanes’s office.

On the policy front, my first major challenge was to issue for public comment rules that would require all banks to start paying premiums for their deposit insurance. The FDIC has never been funded by taxpayers. Even though the FDIC’s guarantee is backed by the full faith and credit of the U.S. government, it has always charged a premium from banks to cover its costs. However, in 1996, banking industry trade groups convinced the Congress to prohibit the FDIC from charging any premiums of banks that bank examiners viewed as healthy, so long as the FDIC’s reserves exceeded 1.25 percent of insured deposits. This essentially eliminated premiums for more than 90 percent of all banks, which in turn created three problems.

First, because of those limits, the FDIC was unable to build substantial reserves when the banking system was strong and profitable so that it would have a cushion to draw from when a downturn occurred without having to assess large premiums.

Second, it created a “free rider” problem. There were nearly a thousand banks chartered since 2006 that had derived substantial benefits from deposit insurance without having had to pay a cent for this benefit. That was grossly unfair to older banks, which had paid substantial premiums to cover the costs of the S&L crisis.

Finally, it did not allow us to differentiate risk adequately among banks. Like any insurance company, we thought that banks that posed a higher risk of failure should pay a higher premium, in much the same way that a life insurance company charges higher premiums of smokers or an auto insurer charges higher premiums of drivers with a history of traffic violations. Based on historical experience, we knew that even banks with high supervisory ratings (known as “CAMELS6”) can pose significantly different risks to the FDIC. For instance, a bank may appear to be well run and profitable, thus warranting a good supervisory rating. However, we know that new banks that have grown rapidly are statistically more likely to get into trouble. In addition, the way banks get their funding can impact risks to the FDIC. For instance, brick-and-mortar banks with “core” deposit franchises—that is, those with established customers who have multiple loan and deposit relationships with it—are more stable and pose fewer risks to the FDIC than those that rely on a broker to bring them deposits and thus lack a personal relationship with their depositors.

In early 2006, after years of pushing by the FDIC, Congress finally passed legislation permitting us to charge all banks a premium based on their risk profiles. The legislation also gave us flexibility to build the fund above 1.25 percent to 1.50 percent, at which point the agency would have to pay dividends from its reserves back to the industry. It was now time to propose rules to implement those new authorities, and we were already getting serious pushback from the industry.

The FDIC staff had already been working on a new system that would require all banks to pay a premium for their deposit insurance. The effort was led by our highly competent head of the Division of Insurance and Research (DIR), Arthur Murton; his deputy, Diane Ellis; and Matthew Green, a DIR associate director who had once worked for me at the Treasury Department. They had crafted a rule that relied on a combination of CAMELS scores, financial ratios, and, in the case of large banks, credit ratings. Their proposal also gave FDIC examiners the ability to adjust a bank’s CAMELS score if we disagreed with the score assigned to the bank by its primary regulator. That was consistent with our statutory authority to serve as backup regulator for banks we insured. The base annual rate for most banks would be 5 to 7 basis points, or 5 to 7 cents on each $100 of insured deposits. That would bring in an estimated $2 billion to $3 billion in assessment income per year. At the time, our reserves stood at around $50 billion, or 1.22 percent of the $4 trillion in deposits we insured.

To the board’s credit, all of the members recognized the imperative of moving ahead with rules to implement the premium increases, notwithstanding industry opposition. The industry was still experiencing record profits (indeed, by the end of 20067, annual banking profits had reached an unprecedented $150 billion). The clear mandate of the legislation—at the behest of the FDIC—was to build up reserves while the industry was profitable, so that we could have a surplus to draw upon if and when a downturn occurred.

However, directors Reich and Dugan were opposed to the staff proposal because they did not want FDIC examiners to be second-guessing the CAMELS scores their own examiners assigned to OTS- and OCC-regulated banks. The board had been at a stalemate for months on this issue, with Vice Chairman Gruenberg and Director Curry supporting the staff. The staff was hoping that the new chairman would support them as well.

I was sympathetic to the staff position, but I also did not want my first board meeting to be a split vote. I had worked in Washington for many years and knew that closely divided votes lacked the authority of consensus positions and invited scrutiny and second-guessing by the private sector and in Congress. That would set a very bad precedent. I went ahead and scheduled a meeting so that the board knew I was serious about moving ahead, but at the eleventh hour, I was able to broker a compromise. I agreed that the FDIC would not alter another regulator’s assigned CAMELS score, but we would preserve the right to adjust the premium up or down if we didn’t think the CAMELS score accurately reflected the risk of the institution. In my view, that was a distinction without a difference, but it did the trick. Within two weeks of my assuming office, on July 12, 2006, we proposed the new rule on a 5–0 vote.

The attack from the industry was severe. Steve Bartlett, the president and CEO of the Financial Services Roundtable, which represents the largest financial firms, argued for the status quo, claiming that “given the insignificant risks8 that such institutions present in the modern regulatory scheme, it is unnecessary to impose any new assessment on the safest, best-performing members of the FDIC system.” James Chessen, the chief economist of the American Bankers Association, was even more vehement: “The banking industry9 is in exceptional health, and there is no indication that large amounts of revenue are needed by the FDIC. Additional money sitting idly in Washington adds little to the financial strength of the FDIC, but has real consequences for the communities that banks serve. That money would be better used supporting loans in the local community.”

It was not the first time I would hear that our regulatory initiatives would hurt lending. Throughout my tenure at the FDIC, that was the standard refrain from industry lobbyists virtually anytime we tried to rein in risky practices or ask the industry to pay for the costs of bank failures. Of course, later, as the crisis hit and the Deposit Insurance Fund (DIF) became depleted, industry lobbyists argued that banks were too stressed to pay premiums. So there you had it: in good times, we shouldn’t collect because we didn’t need the money, and in bad times, we shouldn’t collect because the industry was stressed.

I also learned from that early experience that trade group lobbyists frequently did not reflect the views of better-managed banks. A number of older, more established banks contacted me in support of what we were doing. Under the statutory scheme set up by Congress, the newer, “free-rider” banks would pay the lion’s share of the initial assessments, as older banks were given credit for premiums they had paid to clean up the S&L mess. That made sense from the standpoint of fairness. (However, the existence of those large credits also impeded our ability to replenish the fund quickly.)

Notwithstanding lobbying pressure, we stuck to our guns. We finalized the rule in November 2006, again on a unanimous vote, and started collecting premiums in the first quarter of 2007. But it was too late to build up the fund sufficiently before the crisis hit. Later, we would be forced to increase assessments and require banks to prepay their premiums to maintain sufficient industry-funded reserves. But our financial condition would have been even worse if we had succumbed to industry pressure and shelved the rule.

Another major issue that divided the board was the question of whether Walmart should be approved for a bank charter and deposit insurance. The general rule—somewhat unique to the United States—is that nonfinancial commercial entities such as Walmart cannot own banks. However, there was an arcane exception to this overarching separation of banking and commerce for banks chartered in Utah. Specialty banks, known as “industrial loan charters” (ILCs), had been used in the past primarily by car manufacturers and other companies that wanted to create banks to make loans for their customers to buy their products. Now Walmart wanted to use it to set up its own bank.

Community banks feared that Walmart would use its bank charter to open up full-service banking branches in its thousands of stores, undercutting small local banks that do not have the same deep pockets and economies of scale. Walmart insisted that it wanted the charter only to perform narrow services such as processing credit card payments. My internal directors were uncomfortable with the Walmart application, as was John Reich, who had deep ties to the community banks. John Dugan, on the other hand, was somewhat sympathetic, not surprising given the fact that he had once worked for Senator Jake Garn, the Utah Republican who had championed the ILC exception.

I wasn’t sure where I came out on the policy issues associated with Walmart having a bank. On the one hand, with Walmart’s huge imprint, I could see that its entry into the banking business could theoretically expand banking services into lower-income communities. On the other hand, the impact on community banks could be severe. I agreed with John Dugan on the legal analysis: the law seemed to say clearly that commercial entities such as Walmart were entitled to own an ILC. But our approval of the Walmart application could dramatically change the face of banking in the United States. Was that really what Congress had intended by approving what was supposed to be a limited number of commercially owned specialty banks?

Like Hamlet, I couldn’t make a decision. So I punted. I asked and got approval from the board to place a moratorium on all ILC applications to give Congress some time and incentive to think about whether it wanted to put some limits on who could have an ILC charter. We had already received several strongly worded letters protesting the Walmart application from influential members of Congress, such as Barney Frank, the chairman of the House Financial Services Committee. I basically threw the hot potato back to them. Here, Congress, you created this ILC exception; we will give you more time to consider whether you really want it to be this broad. I’m not usually one to dodge issues; in fact, I pride myself as the type of person who tackles problems head-on. But I didn’t see any downside to delaying a decision on the ILC issue, particularly given the fact that the controversy surrounding it had been a major distraction for the agency.

The moratorium gave us time to focus on what I considered to be more important matters. According to data analysis presented by our economics staff, the housing market was starting to turn dramatically and a down cycle in housing could pose significant risks to banks insured by the FDIC.

In the second quarter of 2006, there were more than $4 trillion in real estate–related assets sitting on bank balance sheets, representing more than 36 percent of total assets. A precipitous decline in housing prices would create real problems for insured banks. I wanted that looming risk to be our primary focus. Safety and soundness regulation had become too lax. It was imperative that the deregulatory trend that had overtaken Washington be reversed. Our first priority had to be to make sure that banks had enough capital to withstand losses from a housing downturn. Capital was the key to keeping banks solvent as storm clouds gathered on the economic horizon. Yet, instead of moving to increase capital levels, I would find myself in a lonely battle against the other bank regulators—indeed, against the entire global financial regulatory community—to prevent the banks we insured from reducing their capital levels. That fight centered on something called the Basel II advanced approaches, and it was one of the most brutal fights of my public career.



CHAPTER 3


The Fight over Basel II

Managing my diverse board on FDIC-specific issues was hard enough. But some of the most important decisions to be made on bank regulatory policy had to be done on an interagency basis to ensure consistency in how banks were supervised. That meant that we also needed to reach agreement with the Federal Reserve Board. Prior to Ben Bernanke’s arrival in 2006, the Fed had been led by Alan Greenspan for nearly two decades, and during that time, the institution had acquired a strong antipathy to regulation.

Early in my tenure, the other bank regulators were still moving in the direction of less regulation, at least for larger institutions. Adding fuel to their fire was the fact that some of our foreign competitors, particularly in Europe, were taking industry self-regulation to new extremes. In particular, a number of European regulators had embraced “principles-based” regulation, which, in my view, meant articulating high-level standards but then leaving it to the banks themselves to interpret and enforce those standards.

Most problematic was Europe’s implementation of a new framework for setting capital requirements for large banks, known as the “Basel II advanced approaches.” They had been developed by a group called the Basel Committee10 on Banking Supervision. The Basel Committee was established in 1974 to promote international cooperation in bank supervision and in particular, to set global standards for bank capital requirements. The group met four times a year, usually in Basel, Switzerland, and was made up of bank regulators from the major developed nations.

Of all the things that a bank regulator does, setting and enforcing capital requirements are probably the most important. Why? Because banks have certain government benefits that other for-profit commercial entities do not enjoy, which also means that they pose big risks to the government if they fail. For one thing, they have deposit insurance. That allows them to readily obtain funds for their operations from bank depositors, who do not have strong incentives to ask about the safety of the bank because they know the FDIC will protect them from loss if they stay below our insured deposit limits. Banks also have what is called “discount window” access, which is the ability to borrow money from the Federal Reserve System to make sure they always have enough cash on hand to meet their deposit withdrawal and other obligations.

There are good reasons for deposit insurance and Federal Reserve discount window lending. They give the public confidence that the money they have in banks is safe and readily accessible. And by strengthening banks’ ability to attract bank deposits, the banks have more money to lend out to households and businesses to support economic growth. However, because the people who own and run banks don’t have to work very hard to attract deposits and because they know the FDIC will have to cover the losses on insured deposits if the bank gets into trouble, they have incentives to take a lot of risks. That is what is known as “moral hazard.” The moral hazard problem is worse for very large institutions that the market perceives as being too big to fail. With the very largest financial institutions, the markets assume that the government will protect everyone, not just insured depositors, if they get into trouble. And as we saw with the bailouts of 2008, those assumptions proved to be mostly right. (But more about that later.)

The FDIC has a number of ways it can try to protect itself against banks taking imprudent risks with insured deposits. First, we think it is important to charge banks a premium to cover the costs of bank failures. By requiring the banking system to cover those losses, we give well-managed banks an incentive to look out for the weaker ones. Second, we look to safety and soundness regulation, which is why we think it is so important for examiners to conduct vigorous analysis of a bank’s books and operations. Finally, and most important, we can set capital requirements.

A bank’s capital is, in essence, its “skin in the game.” It is the amount of their own money that the bank’s owners have to stake to support the bank’s lending and other investments. The most basic form of capital—also called “common equity”—is raised by a bank selling stock to shareholders or by retaining its earnings (instead of paying those earnings out in dividends or big employees bonuses). Raising money through common equity is different from raising money through debt issuance. Common-equity owners have no right to have their investments paid back. If the bank is profitable, they share in the profits through dividend payments and appreciation in the value of their shares. If the bank does poorly, however, they have no right to dividends and may suffer a drop in the value of their shares. That is why bank regulators say that common-equity capital is “loss-absorbing.”11 In contrast, when a bank issues debt to fund itself, it is legally obliged to pay the loan back, along with the agreed-upon interest. If it is unable to fulfill that commitment, it is in default—in bank regulatory parlance, it fails.

Insured deposits are a form of bank borrowing. When you put money on deposit at a bank, you are in essence lending the bank your money, which the bank in turn can use to make loans or other investments. The bank is legally obligated to give that money, plus any promised interest, back to you, in accordance with your deposit agreement. If it fails to do so, it is in default, and if the amount of money you have deposited is under the insured deposit limits, the FDIC will step in, take control of the bank, and make you whole.

Left to their own devices, banks will not want to risk much of their own money. Why should they if they can get funding through insured deposits or, if they are a large institution, by issuing debt that bondholders believe is implicitly backed by the government? That is why, even with capital regulation, most banks have much lower capital levels than nonfinancial, commercial entities that do not have access to government-supported funding.

Here are two highly simplified examples that demonstrate why banks cannot be relied upon to set their own capital requirements.

Let’s say we have two banks that have made loans totaling $100 million. Bank A’s owners have funded their loans by putting up $5 million of their own money—capital—and the remaining $95 million they have attracted with insured deposits. Bank B’s owners have put up $20 million of their own capital, and the remaining $80 million they have attracted with insured deposits.

If both banks make a $1 million profit, Bank A’s shareholders’ return on their investment is 20%. However, Bank B’s shareholders’ return is only 5%. As you can see, the rate of return on shareholders’ equity investment goes up quite a bit the less of their own money they invest. That larger return provides more money for dividend payments for them and bonuses for the executives at Bank A. Such “leveraged” returns, that is, investing with borrowed money, can be quite profitable when times are good. In these examples, the borrowing is done through insured deposits.

On the other hand, let’s say those banks made a lot of bad loans and have lost $10 million. Bank A becomes insolvent; that is, it fails. Its shareholders are wiped out to the tune of $5 million, with the FDIC paying out $5 million to fully protect the $95 million in deposits. (The other $90 million would be recouped by the FDIC through selling Bank A’s good loans.) In contrast, Bank B’s shareholders would lose half of their investment. But with $10 million remaining in equity capital, the bank is still solvent. It has not failed. The FDIC suffers no losses, and the bank survives to make further (and hopefully better) loans.

In both scenarios, Bank A’s shareholders come out better. Their return on equity is higher in the first scenario, and their losses are less in the second scenario because they can push half of the losses onto the FDIC.

Now let’s say that Bank A has $2 trillion in loans and other assets, as opposed to $100 million, and that its shareholders therefore think it is too big to fail. Their assumption is that the government will bail the bank out, even if it makes stupid loans and other investments and ends up with losses that exceed its capital. In that case, the shareholders will be completely focused on maximizing returns regardless of risk, because they assume the government will step in and protect their equity investment, if necessary.

These examples illustrate precisely why regulators cannot leave it to banks themselves to set their own capital levels, and that is particularly true of large institutions.

The Basel Committee finalized its first agreement on bank capital standards, Basel I, in 1988. Basel I provided for a fairly simple method of determining bank capital, assigning specific capital requirements to four different categories of bank assets. For instance, for a mortgage (which used to be viewed as low risk), Basel I required the bank to put up capital equity to 4 percent of the loan amount. For other types of loans—for instance, a loan to a business—the requirement was 8 percent. However, as banking activities became more complex, Basel Committee members began work on a new framework that they believed would do a better job of setting capital levels based on risk. Unfortunately, the main idea behind the Basel II effort was to let a bank’s management heavily influence how much capital to hold.

Basel II was controversial from the start. Work on it began in 1998, but the accord was not approved and published until 2004. Studies of how the accord would impact capital consistently showed that it would lead to dramatic declines in the amount of capital held by large U.S. banks. For that reason, the FDIC fought12 and delayed U.S. implementation, and we were even more determined to stop it as we watched capital levels decline among big European banks as they moved forward with Basel II adoption.

It makes sense to consider the riskiness of a bank’s assets as one factor in setting capital levels. Certainly, a prudently underwritten mortgage with a 20 percent down payment is going to be less risky than an unsecured credit card line. Trying to “risk weight” assets for capital purposes is something bank regulators have done for a long time. However, instead of regulators setting clear, enforceable parameters for determining the riskiness of bank assets, Basel II essentially allowed bank managers to use their own judgment. That not only opened the door to lower capital levels, it also inserted a great deal of subjectivity and variation among similarly situated banks in how much capital they would actually hold. That was proving to be the case in Europe. As we discovered during the crisis, the Basel II advanced approaches grossly underestimated the risk of most assets, particularly home loans and derivatives, and also produced wide variations in capital levels among the European banks using it.

Another major concern we had with the Basel II advanced approaches was that their methodology relied heavily on how loans had performed historically. Historically, mortgages had performed well, but that didn’t mean their good performance would continue in the future (as we soon found out). We were also concerned that in good economic times, when loan delinquency and default rates are low, bank managers could say that they didn’t need much capital. But as delinquency and default rates went up in an economic downturn, the Basel II methodology would say that capital needed to be higher, causing banks to try to raise capital during periods of market distress. (As it turned out, that concern was only theoretical, but for all of the wrong reasons. Even as Europe later plunged13 into recession and delinquency and default rates spiked, most European banks using Basel II said that their assets were becoming less risky and lowered their capital levels even more!)

Our Basel II staff expert at the FDIC was an intense, soft-spoken career government servant by the name of George French. George was battle-scarred from his years of effort in fighting the Fed and OCC over Basel II. The idea for the advanced approaches had originally come from one of the Fed’s regional banks14, the New York Federal Reserve Bank (NY Fed). It was a source of embarrassment to the Fed that Europe was implementing the framework ahead of the United States. George’s first lieutenant in the war was Jason Cave, an affable but equally ferocious (when needed) advocate of stringent bank capital standards. They had received strong support in this years-old battle from former FDIC Chairman Don Powell, as well as from Vice Chairman Gruenberg when he had served as the acting chairman. But enticed by the prospect of lower capital standards, the biggest banks with all of their lobbying muscle were closing in, and the FDIC was becoming more and more isolated.

Lobbying of the new chairman started early. Both John Dugan and Federal Reserve Board Governor Susan Bies reached out to me during my first few weeks in office, hoping that I would show more flexibility than my predecessors in letting Basel II move forward. As an academic at U.Mass. and member of the FDIC’s Advisory Committee on Banking Policy, I had been supportive of the FDIC’s views on Basel II. It made no sense to me to have a capital framework that let big banks essentially set their own capital requirements while the smaller banks were subject to tougher, more prescriptive standards. Big banks posed much greater risks to the financial system if they failed, so if anything their capital requirements should have been stronger, not weaker. On the other hand, I did not want to appear insensitive to the views of my regulatory colleagues and felt obliged to hear out their arguments.

Sue Bies was a former banker and had been the Fed’s point person on Basel II for several years. Of all the regulators, she was clearly the most determined. But John Dugan was also pushing hard. Both argued that Basel II was more sophisticated than the current rules, relying, as it did, on the complex models banks used to predict the probability and severity of future losses. I think they truly believed that the capital reductions under Basel II were justified based on their confidence in the ability of the large banks to manage risk adequately. That confidence, of course, later proved to be woefully misplaced. Their other main argument was that we needed to move forward to maintain the competitiveness of the U.S. financial system. In other words, Europe was letting its banks operate with lower capital, and we needed to let ours do so as well.

Both Dugan and Bies said that they wanted all four bank regulatory agencies to adopt the same set of bank capital rules. (In the summer and fall of 2006, OTS Director John Reich was still on the fence about Basel. Later, he would join the Fed and OCC.) But they also intimated that the OCC and Fed would be willing to proceed independently of the FDIC if there was no interagency agreement. That was a serious threat to the FDIC position. As the primary regulators of the major financial institutions, the Fed and OCC had the raw legal authority to ignore our concerns and implement Basel II for their banks on their own. If they did so, they would not be obliged to include any of the safeguards the FDIC wanted against capital reductions.

Given the FDIC’s waning leverage, I reluctantly agreed to issue15 a proposed rule for comment implementing the advanced approaches but insisted that certain conditions previously negotiated by the FDIC and Vice Chairman Gruenberg be included. One was a three-year transition period that capped the amount of capital reduction for any individual bank at 5 percent per year, though the caps would come off after the third year. Another was a permanent 10 percent cap on the amount of total capital that could decline among all banks using the advanced approaches.

Even with those safeguards, our staff analysis showed16 that the big U.S. banks would be able to lower their capital levels significantly. Citigroup’s capital release would have been $2.5 billion. Bank of America could have released $14.6 billion. Washington Mutual, a major West Coast mortgage lender and the OTS’s biggest charter, could have released $2.3 billion. All of those institutions would later fail or run into serious trouble. Without the FDIC safeguards, those capital reductions would have been even higher. Indeed, our studies showed17 that the total capital held by big banks would decline by 22 percent, with a median decline of 31 percent among individual institutions.

We were on the ropes but still swinging, so I decided that there was no defense like an offense. I was scheduled to go to my first meeting of the Basel Committee in Mérida, Mexico, in October 2006. The chairman of the Basel Committee, Nout Wellink, who headed the central bank of the Netherlands, had paid a courtesy call on me in Washington that summer. During the meeting, he had said he would be open to considering an international leverage ratio to address declining capital levels in Europe under Basel II. Nout was a gentlemanly career central banker who (quietly) shared many of my concerns about Basel II, and I was flattered that he had made a point of visiting me to encourage discussion of an international leverage ratio. The Basel II accord—and the capital reductions it entailed—were particularly worrisome for smaller countries such as the Netherlands, which was home to very large banking institutions whose assets far exceeded their country’s GDP. The failure of one of those behemoths could bring the whole country down. On the other hand, politically, Nout could not break from other EU nations, and the larger countries—Germany and France in particular—had no problem in letting their big banks take on a lot of leverage. To his credit, Nout saw even then the problems that were developing in Europe over Basel II implementation, and he wanted to try to head them off.

How would a leverage ratio have helped the situation?

Basel II set capital standards based on the perceived riskiness of a bank’s assets. The leverage ratio, on the other hand, is a simple measure of bank capital to the value of total assets. So if a bank has $1 trillion in assets—be they mortgages, credit card debt, derivatives, or government securities—and the required ratio is 5 percent, capital has to equal $50 billion. That $50 billion is a floor below which the amount of capital cannot fall, even if the bank says its assets are very low risk. It prevents banks from gaming the risk weighting of assets and also helps prevent wide fluctuations in bank capital through economic cycles. The United States has had a leverage ratio for insured banks for decades, and it has proven to be a good tool against excess leverage. (It saved our bacon during the crisis.) Canada and Australia also use leverage ratios.

I thought an international leverage ratio was a “capital” idea and enthusiastically embraced Nout’s overture. We notified the other U.S. regulators that I would be bringing it up in Mérida. They were not pleased. I told them I thought that an international leverage ratio was the best way to stem capital declines in Europe. If we were worried about international competitiveness, we should be trying to increase capital in Europe, not decrease it here. I thought we at least had an understanding that they wouldn’t try to undermine me, particularly since Nout was sympathetic.

However, shortly before the Mérida meeting, I had a conference call with Nout. He warned me that the Germans, French, and EU were up in arms about my proposing an international leverage ratio and that he wouldn’t be able to support me. He also told me that he suspected the other U.S. regulators were encouraging the opposition. He specifically mentioned that John Dugan was letting Basel Committee members know that the other U.S. regulators did not support my initiative. That was amazing to me. After putting a gun to my head to implement a capital accord that they knew would lead to significant capital reductions at U.S. banks, the Fed and OCC weren’t even willing to stand aside and let us take a shot at getting something going with an international leverage ratio. Undeterred, I told Nout that I still wanted to bring it up.

I will never forget walking into the large, brightly lit conference room at the Mérida hotel where we were staying on October 4, 2006. With me I had Jason Cave, who had armed me with compelling arguments surrounding the problem of declining capital and variations among nations implementing Basel II. It was roasting hot in Mérida, and I wore a sleeveless linen dress. I had underestimated the Mexicans’ penchant for air-conditioning. It was freezing in the room, and of course everyone else was dressed in long-sleeved business suits. With every ounce of physical control I had, I kept my body from shivering, terrified that my international colleagues would view the slightest tremor not as a reaction to the sixty-degree temperature but as fear and nervousness in confronting them. I knew I was going to be alone, but what I had to say needed to be said. If they were going to continue to forge ahead with the lunacy that was Basel II, I was going to at least make it uncomfortable for them.

So I laid it all out. I talked about the importance of capital to financial stability, I talked about the risks of leaving capital adequacy too much to banks’ discretion, I talked about the risks of low capital in periods of economic distress, I talked about the dangers of a “race to the bottom” in capital standards and all of the studies that had been conducted showing that the advanced approaches under Basel II would lead to jaw-dropping capital reductions.

Nout was right. They didn’t take it well. Danièle Nouy, the head banking regulator from France, led the assault, basically asking who did I think I was, trying to undermine an international agreement that had been years in the making? (Looking back, I think a major obstacle to international regulators’ acknowledging the problems with Basel II was that they had spent so much time on it that they did not want to admit they had made a mistake and all those years of effort had been a waste.) But Danièle’s remarks were tame compared to those of Patrick Pearson, the representative from the European Union, who used the meeting as a platform to launch into an anti-U.S. diatribe. Germany also weighed in (though I think strategically they had wanted Danièle to take the lead so the assault would not appear to be gender-biased). I was disappointed that Daniel Zuberbühler of Switzerland also piled on, suggesting that the leverage ratio was a “stone age” measure. (Daniel later recanted and became a supporter of an international leverage ratio. He showed a lot of courage in changing his position, and his support was pivotal when the Basel Committee finally approved a leverage ratio in 2010.) My fellow U.S. regulators remained stone silent.

I returned to my hotel room that evening, saddened and frustrated by how the meeting had gone and deeply disappointed that my U.S. colleagues were undermining my efforts. I had clearly made myself unpopular at that first meeting and wasn’t sure what I had achieved in return. But I took solace in the fact that I did what I thought was right. Fortunately, my son, Preston, who had accompanied me on the trip, greeted me back at the hotel with enthusiastic stories about a tour he had taken of the rain forest that day. Listening to his vivid descriptions of the exotic birds and plants he had seen on the tour helped me put the unpleasant meeting out of my mind for a few hours. Even though it was expensive for our family to cover their travel costs, I tried to take one of my kids with me whenever I traveled, and Preston, already a seasoned traveler at thirteen, was always up for a trip.

As bad as the Mérida meeting was, I did get one thing out of it. Nout was able to engineer agreement on a “stock-taking” exercise to review how Basel II was being implemented, its impact on capital levels, variations among banks in the capital treatment of the same or similar assets, and whether “supplemental capital measures” (a euphemism for the leverage ratio) were warranted. The study at least kept the issue alive, albeit on the back burner. Nout and I had breakfast the next morning with Klaas Knot, Nout’s successor as the president of the Dutch central bank, where we hammered out the language describing this review. Later that day, I mentioned the agreement in a speech I gave18 to an international regulatory group on the need for a global leverage ratio. Nout told me later that a number of Basel Committee members had reacted very angrily to my speech.

A few days after the Mérida meeting, there was a scathing article in The Economist that I suspected had been leaked by the Germans. The article essentially said that I was trying to derail “a seven-year mission to make the world’s banks more efficient,” suggested that I was a “Luddite,” and called the Mérida meeting a “frank exchange of views.” That was my first experience with press leaks coming out of the Basel Committee. It was a complete blindside. We called The Economist and complained vigorously about its failure to contact us and get our perspective. Later, The Economist would come our way in understanding the folly of Basel II. As the media would eventually turn against them, Basel II proponents would accuse us of leaking to the press, though we never did. Our policy was not to initiate any discussion of the Basel meetings. We would respond to leaks by others only to make sure our perspective was heard. Ironically, I think that helped us with the media. Reporters live for leaks, but I don’t think they respect those who try to manipulate them with selective divulgence of sensitive information. We never played that game but would respond with only corrections when reporters called with misinformation leaked by others. That policy served us well throughout the crisis.

Meanwhile, in the United States, political pressure was mounting to let the major commercial banks and thrifts start implementing Basel II. In June 2004, the Securities and Exchange Commission (SEC) had given investment banks the authority to start using Basel II as an alternative to the traditional net capital rules that had imposed hard-and-fast capital requirements on those institutions. Predictably, the Basel II rules were permitting the investment banks to take on significantly more leverage, prompting outcries from the commercial banks and thrifts that that too was putting them at a competitive disadvantage. That action by the SEC19 was later widely credited as leading investment banks to take on excess leverage, which in turn contributed to the downfall of the investment houses Bear Stearns, Lehman Brothers, and Merrill Lynch. SEC Commissioner Harvey Goldschmid prophetically stated at the time, “If anything goes wrong20, it’s going to be an awfully big mess.”

In addition, New York Senator Charles Schumer and New York City Mayor Michael Bloomberg commissioned a high-profile study by McKinsey & Company, a major New York–based consulting firm, on financial regulation and the competitiveness of the U.S. financial system. The study consisted primarily of a survey of big-bank CEOs. Not surprisingly, their report, issued in January 2007, gave a ringing endorsement to full implementation of the Basel II capital accord as well as transitioning to European-style principles-based regulation. (Not so prominent in the report was the fact that McKinsey & Company provided the models and consulting services that big banks could use to implement the Basel II advanced approaches.)

The McKinsey report was followed by a letter from Senators Schumer and Mike Crapo (R–Idaho) in mid-March to the four banking regulators, calling upon us to write a “harmonized, balanced” rule to implement Basel II that would put U.S. banks onto a “more equal footing” with international competitors. Amazingly, the letter criticized the safeguards the FDIC had insisted upon, including the 10 percent cap on capital reductions, as “redundant” and argued that limitations on capital reductions should be imposed only during the transition period. We also started receiving subtle inquiries from the Treasury Department about where things stood on Basel II implementation. Treasury officials did not weigh in on the substance of the debate but made clear that they wanted an agreement to move forward.

Undeterred, I continued to speak out against Basel II and on June 25, 2007, delivered a major speech to a conference of bank risk managers in Paris. By that point, delinquencies and defaults on subprime mortgages were rising significantly. I pointed out that the Basel II approach assumed low mortgage default rates because historically that had been the case. Indeed, studies that the FDIC and other regulators had conducted of Basel II’s impact showed that the amount of capital banks would hold against mortgages would decrease by a whopping 64 percent, with some banks seeing a 90 percent reduction. Did we really want to see such precipitous drops in capital just as the housing market was turning and delinquencies and defaults were spiking up?

The speech drew a sharp rebuke from Senator Schumer. On June 28, he sent a letter to me, stating “I believe your determination to keep complex, financial institutions tethered to the outdated Basel I standards actually jeopardizes the safety, soundness, efficiency, and competitiveness of our markets” and further that “I do not agree that more capital is always better, particularly where banks create strong systems to internalize their risks.” The letter concluded with an open invitation to call him, which I did. We ended up having a short meeting; in a bit of irony, his office asked that I meet him at the headquarters of the Democratic Senatorial Campaign Committee, the fund-raising arm of Senate Democrats, which he then chaired. Accompanied by Eric Spitler, my senior legislative aide, I met Schumer in the lobby of the campaign committee and walked to the Capitol as he was late for another meeting. I had to walk fast to keep up with him, while breathlessly explaining that we needed to maintain caps on capital reductions until we had a better understanding of how the accord could impact financial stability. He waved us off at the bottom of the Capitol steps. Eric and I dejectedly walked back to our car. I knew I might be making an enemy of Schumer, a powerful member of the Senate Banking Committee, and that worried me. But I couldn’t back down. If I did, the big banks we insured would seize the opportunity to take on more leverage, further destabilizing a financial system that was already showing signs of stress.

Negotiations among the four banking regulators continued. Though John Reich initially had been in the middle and sympathetic to some of the FDIC’s positions, he began to ally with the other regulators once the head of the largest thrift that he regulated, Washington Mutual, started weighing in. (WaMu, a major player in high-risk mortgage lending, later failed.) Even with the safeguards we had built into the rule, WaMu would have experienced a capital reduction of $2.4 billion under Basel II. Without the caps, its capital reductions would have been even higher. WaMu CEO Kerry Killinger was actively lobbying us on the issue.

Fortunately, the cavalry arrived in the form of Senate Banking Committee Chairman Christopher Dodd (D–Conn.) and ranking Republican member Richard Shelby (R–Ala.). During a July 19, 2007, oversight hearing with Federal Reserve Board Chairman Ben Bernanke, both of those senators asked highly pointed questions regarding the Basel II accord and its likely impact on capital levels. Dodd repeatedly emphasized that he felt it was important for all the regulators to agree on the same standard, which was of tremendous help given Fed and OCC threats to go their own way if we kept holding out. Shelby pressed hard on the prospect of capital reductions and how that would impact financial stability. He reminded Chairman Bernanke of all the poorly capitalized savings and loans that had failed during the S&L crisis and cautioned that he didn’t want problems landing in the lap of Congress in the future.

That helped.

Shortly after the hearing, I received a call from Ben suggesting that he come to my office to see if the two of us could hammer out an agreement.

At 4:30 on the afternoon of July 19, I sat down at my computer with Ben standing at my side, and we hammered out a compromise. It was my first experience working directly with Ben, and it portended positive future dealings. Unlike others in the regulatory community—whose first tactic was always to try to strong-arm us—Ben would listen to our concerns and try to find ways to address them.

Under our agreement, the FDIC would agree to give up the 10 percent aggregate cap, but in return, the 15 percent cap on individual banks’ capital reductions would remain in place unless and until all four banking regulators issued a public report finding that there were no “material deficiencies” in the framework. My hope was that if Basel II had the outcomes we had predicted (and that were already becoming apparent with their implementation by European banks and U.S. investment banks), there was no way that the bank regulators would issue such a report. They would likely err on the side of caution and just leave the caps in place. The important point was that the caps would not automatically come off. If the bank regulators wanted to entertain capital reductions beyond 15 percent, they would have to get all of the agencies to issue a public report defending that step before it occurred.

Ben asked me to circulate the agreement to the other regulators, which I did. Since we were removing the 10 percent aggregate cap, I assumed that the other regulators would be pleased. Instead, the agreement was met with anger by both John Dugan and Randy Kroszner, who had replaced Sue Bies21 as the Fed’s point person on Basel. Dugan insisted on language that would let the OCC move ahead with capital reductions even if the other regulators thought the accord was flawed. Since the OCC already had the legal authority to do so—the other bank regulators could not bind it—we agreed so long as the OCC agreed to publicly explain its reasons for letting bank capital drop more than 15 percent. I think the real problem with both Dugan and Kroszner was that Ben and I had worked out an agreement without them. Dugan had always viewed the FDIC as “third tier” behind the Fed and OCC, and I don’t think he liked the precedent of the FDIC chairman working directly with the chairman of the Fed. Similarly, I think that Kroszner felt I had gone around him, which I had, but at the behest of his own chairman.

In any event, the agreement broke the impasse, and we moved ahead with a final rule. But I did not let up in my public criticism of Basel II as we continued to watch capital levels at European banks and U.S. investment banks decline. In the end, we were victorious. By December 2007, the weight of market opinion had swung our way, as the subprime crisis was renewing concern about the adequacy of the banking system’s capital base. Given heightened scrutiny by both the media and financial analysts of U.S. investment banks and European banks’ increasing leverage under Basel II, the Fed and OCC decided to take it slow. To this day, not a single commercial bank or thrift has ever used Basel II to set its capital requirements, and the Dodd-Frank financial reform law essentially killed Basel II as a means of reducing big bank capital. Randy Kroszner’s term at the Fed expired in a short time, and he was eventually replaced by Daniel Tarullo, who as a professor at Georgetown Law School had been an outspoken critic of Basel II. I was not happy with the fact that it had taken an impending crisis to put the final brakes on the Basel II experiment. But the fact that the FDIC had delayed for so long meant that going into the crisis, FDIC-insured banking organizations’ capital levels stayed at about 8 percent, while investment banks and European banks implementing Basel II approached levels as low as 2 percent.



CHAPTER 4


The Skunk at the Garden Party

In the interagency discussions that occurred early in my tenure, I frequently found myself isolated in advocating for stronger regulatory standards. I never viewed myself as “regulatory.” I thought my advocacy for things such as stronger capital and better lending standards was just common sense. However, the deeper I got into interagency discussions, the more convinced I became that the OTS and OCC generally took whatever positions were most advantageous to their larger institutions. That meant that sometimes they would support stronger standards if they thought the impact would be to hurt institutions regulated by other regulators. With the Fed, it was more ideological. Though Ben Bernanke would ultimately steer the Fed toward more balanced regulatory policies, in 2006 and 2007, that agency still had a strong love affair with relying on market forces to “self-regulate.”

When I arrived at the FDIC, the banking regulators had already proposed for public comment two pieces of “regulatory guidance” designed to address increasing risks in commercial real estate (CRE) lending and so-called nontraditional mortgages (NTMs). By far the most important fights would be waged over tightening mortgage-lending standards. However, because the commercial real estate lending guidance provides insights into bank regulators’ decision making, I include a brief discussion of it here.

John Dugan had spearheaded both pieces of guidance and had come in for his share of criticism from many in the industry who were content with the status quo. I respected John for trying to tighten regulatory standards in those two key areas and was offended by the heat he was taking both in the media and on Capitol Hill. However, as I became more deeply involved in interagency negotiations to finalize both documents, I came to realize that both documents had been drafted in a way that would not have much of an impact on the big national banks the OCC regulated. Rather, the primary impact of the CRE guidance would fall on small community banks, while large West Coast thrifts regulated by the OTS were the primary target of the NTM guidance. So the OCC was pushing tougher regulatory standards, but the standards did little to address risk taking by the biggest national banks.

To be sure, the OCC was correct in focusing on CRE lending. Commercial real estate was overheating in tandem with the overheated housing market. Far too many banks, large and small, were funding speculative residential housing developments, as well as strip malls and office buildings tied to those developments. CRE loan balances had grown22 from about 7 percent of bank assets in 2002 to nearly 15 percent of bank assets in 2006. The quality of that type of lending had deteriorated markedly, with lending decisions being based too often on inflated land values rather than a developer’s documented ability to pay.

However, the CRE guidance that had been proposed for comment before I arrived focused primarily on CRE lending concentrations, as opposed to underwriting quality. That is, it discouraged banks from making commercial real estate loans that exceeded 300 percent of a bank’s capital. It had a tougher requirement for construction and development (C&D) loans: 100 percent of capital. The lower threshold on C&D loans made sense to me. They were typically made on high-risk, speculative land developments where the bank had to wait until the project was built and sold or leased out before it knew whether the loan would be repaid. However, loans on income-producing commercial real estate—hotels, office buildings, shopping malls, multifamily apartment buildings, and so on—were far less speculative and generally performed well.

Bank examiners do not like concentrations for the same reason that you do not put all of your retirement savings into a single stock or a single sector. For instance, you wouldn’t invest your entire 401(k) in Google, nor would you put it all into technology stocks (at least I hope you wouldn’t). If Google or the technology sector gets into trouble, you could lose most or all of your savings. In contrast, if you have your retirement money spread among a diversified group of investments, your risk of taking a big loss on a single investment goes down. That is why index funds and well-diversified stock mutual funds are so popular with retirement investors.

For similar reasons, bank regulators put fairly strict limits on a bank making a lot of loans to a single borrower. That makes sense. However, it gets trickier when regulators try to limit concentrations in a category of assets such as CRE loans. There are many different types of developments that count as commercial real estate, and just because one sector might get into trouble, e.g., housing developments, that doesn’t mean that another sector, e.g., hotels, will also suffer problems. Moreover, because thousands of community banks tend to specialize in commercial real estate lending, any limits based on the size of their portfolios relative to their capital will impact them disproportionately. A large bank may be making the same number of commercial real estate loans, and in fact its loans might be higher risk. But if the regulatory approach is to focus more on concentrations than loan quality, the large bank will escape scrutiny. That is because it has huge portfolios of other loans—credit cards, home mortgages, and commercial and industrial loans, to name just a few—so that the proportion of its commercial real estate loans in relation to its capital will be relatively small.

In retrospect, I wish we had focused less on concentration and more on loan quality. Once the crisis hit, the myth that large banks were less risky because they had diversified loan portfolios proved to be just that: a myth. All of their portfolios suffered losses. And as it turned out, the quality and performance23 of the commercial real estate loans made by the smallest community banks were better than those originated by larger institutions.
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