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Foreword

his book continues the collaborative effort and scholarship of the New
York University Stern School of Business faculty. I was amazed that part
of the group that published the series of white papers that became the book
Restoring Financial Stability: How to Repair a Failed System, published by
John Wiley & Sons in March 2009, would have the energy and dedication
to undertake this economic analysis of the complete Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2010. And I was amazed that they
would do so in such a short period of time and with such a level of com-
prehension and clarity as to the issues to consider and evaluate, and also be
able to provide new insights into methods that would lead to economically
sound financial market reform. In the various sections, Acharya, Cooley,
Richardson, Walter, and their colleagues at the Stern School not only con-
sider the benefits and costs of the various sections of the Dodd-Frank Act,
but also articulate clearly the Act’s possible success in meeting the objectives,
the likely consequences and unintended consequences, and the costs of the
reforms in each of its sections. They should be commended for this effort.”
I was also amazed that this volume is not just an amplification of the
original book but pushes academic and applied research to a new level. New
work on measurement of systemic risk probabilities and costs, a new pro-
posal for taxing banks differentially for systemic risk contributions, analysis
of new forms of contingent capital, a clear discussion of the Volcker Rule
and its consequences, and exploration of the likely effects of taking over
entities to resolve failures—all these are thought-provoking. In the words of
a scientist, “Why didn’t I think of many of the issues raised in the book?”
For example, when the government takes over a bank, the bank must pay
employees to stay to unwind it—they won’t stay on government salaries.
Does the new financial protection agency help or hurt consumers—and does
it mitigate systemic risk?

*I will refer to the “book” in my comments because it is a collaborative effort by so
many on the Stern School faculty. I would worry that I was not giving proper credit
or was incorrectly identifying the sources of the arguments and analysis.
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Although others perhaps won’t give the authors proper attribution (for
all good ideas are copied freely), the arguments and analysis in this book will
be used by bankers and other market constituents to make the case for forms
of regulation that they deem appropriate and to point out to the regulatory
bodies the unintended consequences of other regulations. Regulators, in
turn, will use the book’s structure and economic arguments to counter and
to develop more appropriate regulations. With inputs and analyses from this
book, along with the work of others, my hope is that a sensible balance will
arise that will neither cripple the financial system nor create a false sense that
the new financial regulatory architecture will prevent failures in the future.

In the summer and fall of 2008 the global financial system was in
chaos. Since then, there have been myriad discussions, conferences, tele-
vision shows, Internet discourses, books, and articles about the crisis, its
causes, who was to blame, and the failures. There have been congressional
hearings, commissions, G-20 meetings, government and central-bank pro-
posals, et cetera. There was, and is still, anger directed at Wall Street, the
bailouts, and the bonus awards, and against central bankers and legislative
bodies for not acting sooner to constrain the excesses of the financial system
or for promoting them. As the book discusses, although the independence of
the Federal Reserve is intact, its wings have been clipped as a lender of last
resort. Moreover, we might have lost the opportunity to examine whether an
active monetary policy should target only inflation and not changes in asset
prices and risk, or whether inflation-targeting policies exacerbated the crisis
(as some suggest). And this crisis has had a direct effect on jobs and on those
who have owned homes and had leveraged balance sheets. As the book
suggests, although government support of housing, mortgage finance, the
government-sponsored enterprises (GSEs), and the rating agencies should
have been the core of the Dodd-Frank Act, 25 percent of this legislation is
devoted to moving liquid over-the-counter interest rate swaps to clearing
corporations, where, paradoxically, more than 50 percent of swaps among
dealers are already cleared, a large increase occurring subsequent to the cri-
sis. The book clearly addresses these issues of housing finance as well as
what is left out of the Act.

The Dodd-Frank Act arose from anger and cries for retribution against
Wall Street. I had hoped that the chaos would provide the opportunity
to reflect, to understand, and to learn from the crisis, and that from that
learning financial entities would change practices (such as in clearing swaps)
on their own and that gaps in regulatory rules would be corrected or old
rules would be adjusted to reflect modern realities. Understanding takes
discussion, argument, effort, and, most important, time to gather data and
to conduct analyses of that data. At 2,319 pages, the Act requires that 243
new formal rules be adopted by 11 different regulatory agencies, all within
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a year and a half of its passage. This is a massive undertaking. It is shocking
that so many failures in the system have now come to light. Or is it the
case that Congress really could not pinpoint the causes of the crisis or know
how to prevent future crises? Why did Congress fail to define the new rules
precisely? Why did it pass on the actual rule-making responsibility to the
agencies that will make new rules either to punish or to garner new jobs from
Wall Street? And why, if these failures are now so important and devastating,
do new requirements need to be phased in over such long time frames? Why
are the rules so vague (such as transactions that include “a material conflict
of interest” between the bank and its clients are prohibited)? And why might
the Volcker Rule, which limits proprietary trading and constrains hedge fund
and private equity investments to some extent, not actually be implemented,
in part, for up to four years and perhaps as long as seven years? The book
provides excellent discussions of these difficulties.

I am not sure that market failures and externalities (that were mispriced)
were the only causes of the crisis. An important cause was also the poor
infrastructure to manage financial innovations. If rules were insufficient for
the Treasury or the Federal Reserve Bank to unwind failing institutions or
too many agencies without expertise were watching over various financial
entities, then the makeup and constitution of regulatory bodies should be
changed. I am suspicious that this became important only after Lehman
Brothers® default caused a much larger mess than regulators expected. And
I think that the Dodd-Frank Act buried only one agency.

Since successful innovations are hard to predict, economic theory sug-
gests that infrastructure to support financial innovations will, by and large,
follow them, which increases the probability that controls will be insuffi-
cient at times to prevent breakdowns in governance mechanisms. It would
be too expensive to build all of the information links, legal rules, risk man-
agement controls, and so forth in advance of new product introductions.
Too many don’t succeed in incurring large support costs in advance of
market acceptance. For this reason, those financial innovations that grow
rapidly are more likely to fail and to create crises—such as failures in mort-
gage finance, failures in subprime mortgage product innovations, failures to
monitor mortgage originators, failures to provide mortgage bankers with
the correct incentive systems, failures in adjustable-rate mortgages, failures
in rating agency modeling of mortgage products and their synthetics, failures
of investment banks in monitoring the growth of their mortgage products,
and failures by those entities insuring mortgage products. There was a lack
of infrastructure in place at large banks such as Citibank and with regard to
credit default swaps at American International Group (AIG). Unfortunately,
failures in mortgage finance tend to have vast consequences for homeowners
as well as for the industries that service them.
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Failures are expected. Some will be low-cost, whereas others will exact a
large cost. And not all fast growing innovations fail. Before the fact, failures
are hard to identify. Failures, however, do not lead to the conclusion that
reregulation will succeed in stemming future failures. As this book clearly
argues, while governments are able to regulate organization forms such as
banks or insurance companies, they are unable to regulate the services pro-
vided by competing entities, many as yet unborn in the global community.
Innovation benefits society, and innovation has costs. This crisis has caused
many to conclude that the Dodd-Frank Act should have slowed down inno-
vation to prevent too rapid growth, but it is hard to justify this conclusion, as
the book’s discussion of the role of government oversight and guaranteeing
of systemic entities suggests.

The response to this dilemma is difficult. Infrastructure to support in-
novation is a business decision. The senior management of financial entities
must decide when more resources are necessary to monitor and to under-
stand innovation. They must decide whether the returns to innovation are
worth the risks, including the risks of having incomplete information sys-
tems and controls; and they must decide whether the returns are measured
correctly and whether the capital supporting innovation is sufficient. Finan-
cial entities are building entirely new risk systems in response to the crisis.
Innovation risks are being incorporated into decision making from the out-
set. Measurement technologies are being built to provide senior management
with the information they need to make informed decisions about product
lines and their controls. In the past, risk management had been a reporting
and a regulatory requirement within a bank. That is changing as risks and
returns are being evaluated as part of the optimization process. That banks
relied on the Bank for International Settlements to set risk rules is inap-
propriate. For example, their value at risk metrics, which rely on portfolio
theory, did not allow for the possibility that liquidity shocks could result in
asset prices around the world becoming highly correlated. The book goes to
great length to model and discuss appropriate regulatory capital rules and
their consequences that address some of these pitfalls of current rules.

We don’t yet have a deep understanding of the intermediation pro-
cess. Markets work because intermediaries are willing to step in and buy
when sellers want to sell before buyers want to buy, and vice versa. Fi-
nancial intermediaries provide liquidity or risk transfer services in mostly
nontraded markets, and service the idiosyncratic needs of consumers, stu-
dents, commercial or residential mortgage holders, corporations, pension
funds, insurance companies, and others. The demand for intermediation
services is not constant. The price of liquidity changes—increasing with lack
of synchronicity in demand and supply, and becoming extreme at times
of shock when intermediaries no longer have confidence in the value of



Foreword Xv

the underlying assets and rationally withdraw from the provision of inter-
mediation services as a result of an inability to determine new valuations
quickly. With a shock, liquidity prices and valuations change simultaneously;
sometimes liquidity prices change much more than valuation changes or
vice versa.

Central bankers have always operated under the assumption that they
provide collateral for good value to smooth out liquidity crises until mar-
kets work again. But, if this were true, no liquidity crisis would occur. Every
intermediary would know of valuations, and as prices deviated from equi-
librium values they would step in to reduce spreads and make large returns
on capital. The uncertainty about what proportion of the price decline or in-
crease was caused by changes in liquidity or fundamental value is extremely
difficult to parse out quickly. Sometimes it takes a short time; sometimes it
takes much longer. If it takes a long time, however, markets are chaotic; and
as time expands, fundamental values continue to change.

I believe the economics of innovation and intermediation are key reasons
why financial crises have such broad effects. Shocks affect intermediation
across unrelated segments of the financial markets as shocks in one market
are transmitted by intermediaries that reduce risk in one market in light of
losses to other intermediaries, who in turn reduce risk in other markets.

The book discusses the consequences of rapid innovation and break-
downs in the intermediation process. Innovation affects compensation, for
without measurement or adequate risk controls, senior management has dif-
ficulty discerning skill from risk taking. Innovation leads to seeming moral
hazard issues. Lenders often don’t spend resources in the short run to mon-
itor instances in which others will step in to protect them. (For example,
since AIG posted collateral to each of its counterparties and bankruptcy
laws allowed them to seize the collateral in the event of AIG’s default,
the counterparties did not have to monitor the credit or the size of AIG’s
business. This was obviously true of government foreign debt holders, for
example.) The true moral hazard in the system is that debt holders suffer
little loss during a financial crisis. If they did, they would monitor or force
management to monitor innovations.

The intermediation process must break down from time to time. This
is the nature of markets. Markets work. In a sense the market breakdown
can be considered a failure, but it is a failure only in that markets don’t
operate in times of crisis as they do when times are calm. The fact that
markets work this way does not mean that regulators can do a better job
of controlling markets. They watch the water from afar. The picture is far
different up close.

AsIread through the book’s excellent discussion of the Dodd-Frank Act
and its likely good or bad consequences, I was unable to discern whether
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regulators had addressed the innovation questions and whether they un-
derstood the nature of the intermediation business. The book, however,
does discuss moral hazard issues, compensation programs, and accounting
issues—mark-to-market and information systems within the firm and how
they affect other firms. It tackles the role of government and how the gov-
ernment leads to bad innovations such as the GSEs or the monopoly of the
rating agencies. In this vein, the book also covers the new role of central
clearing agencies for the over-the-counter derivatives markets.

The 2008 financial crisis and its aftermath will cause financial entities
to learn on their own. And this learning will mitigate the consequences of
future shocks.

The Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010 will take years to implement. The uncertainty about the form of these
new rules will impede growth in our society. I am sure that I will return to this
book regularly for its analysis as events unfold over the next number of years.
Congratulations to the team for such a commendable accomplishment.

MYRON S. SCHOLES

Frank E. Buck Professor of Finance, Emeritus
Graduate School of Business

Stanford University



Preface

In the fall of 2008, at the peak of the crisis, we launched a project among
the New York University Stern School of Business faculty to understand
what had gone wrong, what the policy options were, and what seemed to be
the best course of action at the time. This resulted in a series of white papers
authored by 33 members of the faculty. These were widely circulated among
politicians and their staff members, as well as practitioners and academics
worldwide. Taken together, the white papers were guided by a public inter-
est perspective and intended as an independent and defensible assessment of
the key issues by people who understand the theoretical concepts and insti-
tutional practice of modern finance and economics. The result was a book,
Restoring Financial Stability: How to Repair a Failed System, published by
John Wiley & Sons in March 2009.

Drawing on the insights gathered in that effort, it seemed logical to think
about a second project that would focus specifically on the myriad reform
proposals under discussion, provide an objective evaluation of their merits,
add some new ideas to fill in the gaps or improve outcomes, and suggest their
likely impact on the global financial system and economy as a whole. A total
of 40 members of the Stern School faculty and doctoral students—virtually
all participants in the first project and several new members as well—stepped
up to contribute to this effort. First, we produced an e-book in December
2009 that addressed the U.S. House of Representatives financial reform bill.
This was followed by the Senate bill in April 2010, requiring important
modifications in our analysis. This had to be repeated when the two bills
were reconciled in conference and finally signed by President Obama on
July 21, 2010—all the while keeping a weather eye on developments in
Basel, London, Brussels, and other centers of global financial regulation.

Along the way, we have read the entire Act and its predecessors in
detail, debated it among ourselves and professional colleagues, and identified
strengths and weaknesses through the lens of modern financial economics.
We like to think our first project helped to shape some of the debate leading
up to the Dodd-Frank legislation as we commented on various versions of
the proposed reforms in congressional testimony, speeches, workshops, and
other forums around the world.

Xvil
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At the end of the day, the Dodd-Frank Wall Street Reform and Con-
sumer Protection Act of 2010 is the keystone of the financial reform struc-
ture in the United States and will be influential worldwide. It is more or
less aligned to some basic principles agreed on in G-20 meetings of heads of
state during and after the crisis, as well as to parallel developments in the
Basel Committee on Banking Supervision, the European Union, and at the
national levels in the United Kingdom, continental Europe, and elsewhere.
This book presents a comprehensive and objective analysis of the various
initiatives legislated or proposed by the Act, along with their implications for
financial firms, markets, and end users going forward. There will undoubt-
edly be a number of further surprises, as well as unintended consequences of
what has now been legislated. We have tried to anticipate and face up to as
many of them as possible. We feel confident that we have provided readers
with a coherent and rigorous framework for thinking about whatever may
lie ahead for global finance.

We are grateful for the many comments we received from readers of our
first book. They did much to sharpen our thinking and inform our effort in
this volume to look ahead. Special thanks are due to Joanne Hvala, Jessica
Neville, and the rest of the staff at the Stern School, who supported our
efforts, to Sanjay Agrawal and Anjolein Schmeits for their diligent reading
and copyediting of the manuscript, and to Philipp Schnabl and Kermit (Kim)
Schoenholtz, who provided invaluable editorial inputs in addition to con-
tributing to book chapters. And certainly not least, we confess admiration
of the entire team at John Wiley & Sons, with a special nod to Pamela van
Giessen, for their incredible professionalism and some amazing turnaround
times to get our thoughts into print.

New York VIRAL V. ACHARYA

September 2010 THOMAS COOLEY
MATTHEW RICHARDSON
INGO WALTER
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A Bird's-Eye View

The Dodd-Frank Wall Street Reform and
Consumer Protection Act

Viral V. Acharya, Thomas Cooley, Matthew Richardson,
Richard Sylla, and Ingo Walter

Recently, Friedrich Hayek’s classic The Road to Serfdom, a warning
against the dangers of excessive state control, was the number one best
seller on Amazon. At the same time, the foundation of much modern eco-
nomics and capitalism—Adam Smith’s The Wealth of Nations—languished
around a rank of 10,000. It is a telling reflection of the uncertain times
we are in that precisely when confidence in free markets is at its all-time
low, skepticism about the ability of governments and regulation to do any
better is at its peak. So it is no trivial task for the United States Congress
and the Obama administration to enact the Dodd-Frank Wall Street Reform
and Consumer Protection Act of 2010 and convince a skeptical public that
financial stability will be restored in the near future.

The Act is widely described as the most ambitious and far-reaching over-
haul of financial regulation since the 1930s. Together with other regulatory
reforms introduced by the Securities and Exchange Commission (SEC), the
Federal Reserve (the Fed), and other regulators in the United States and Eu-
rope, it is going to alter the structure of financial markets in profound ways.
In this Prologue, we provide our overall assessment of the Act in three dif-
ferent ways: from first principles in terms of how economic theory suggests
we should regulate the financial sector; in a comparative manner, relating
the proposed reforms to those that were undertaken in the 1930s following
the Great Depression; and, finally, how the proposed reforms would have
fared in preventing and dealing with the crisis of 2007 to 2009 had they
been in place at the time.
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THE BACKDROP FOR THE DODD-FRANK
ACT OF 2010

The backdrop for the Act is now well understood but worth an encore.

When a large part of the financial sector is funded with fragile, short-
term debt and is hit by a common shock to its long-term assets, there can
be en masse failures of financial firms and disruption of intermediation to
households and corporations. Having witnessed such financial panics from
the 1850s until the Great Depression, Senator Carter Glass and Congress-
man Henry Steagall pushed through the so-called Glass-Steagall provisions
of the Banking Act of 1933. They put in place the Federal Deposit Insur-
ance Corporation (FDIC) to prevent retail bank runs and to provide an
orderly resolution of troubled depository institutions—banks—Dbefore they
failed. To guard against the risk that banks might speculate at the expense of
the FDIC, they ring-fenced depositary banks’ permissible activities to com-
mercial lending and trading in government bonds and general-obligation
municipals, requiring the riskier capital markets activity to be spun off into
investment banks.

At the time it was legislated, and for several decades thereafter, the
Banking Act of 1933 reflected in some measure a sound economic approach
to regulation in case of market failure:

Identify the market failure, or in other words, why the collective out-
come of individual economic agents and institutions does not lead to
socially efficient outcomes, which in this case reflected the financial
fragility induced by depositor runs.

Address the market failure through a government intervention, in this
case by insuring retail depositors against losses.

Recognize and contain the direct costs of intervention, as well as the
indirect costs due to moral hazard arising from the intervention, by
charging banks up-front premiums for deposit insurance, restricting
them from riskier and more cyclical investment banking activities, and,
through subsequent enhancements, requiring that troubled banks face
a “prompt corrective action” that would bring about their orderly res-
olution at an early stage of their distress.

Over time, however, the banking industry nibbled at the perimeter of
this regulatory design, the net effect of which (as we explain in some de-
tail later) was to keep the government guarantees in place but largely do
away with any defense the system had against banks’ exploiting the guaran-
tees to undertake excessive risks. What was perhaps an even more ominous
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development was that the light-touch era of regulation of the financial sector
starting in the 1970s allowed a parallel (shadow) banking system to evolve.
In hindsight, while at least some of this could be judged as inevitable in-
novation in financial technology, it is hard to dispute the claim—made, for
instance, by Paul Volcker, the former chairman of the Federal Reserve—that
much evolution of the parallel banking system was designed precisely to
circumvent existing regulations.

The parallel banking system consisted of the following: money market
funds collecting uninsured short-term deposits and funding financial firms,
effectively reintroducing the fragile maturity mismatch of traditional bank-
ing that the Banking Act had attempted to fix; investment banks performing
many functions of commercial banks and vice versa; and a range of deriva-
tives and securitization markets providing tremendous liquidity for hitherto
illiquid loans but operating unregulated (or at least weakly regulated) in the
shadow of regulated banks. The result was a parallel banking sector that
was both opaque and highly leveraged. The fact that much of this inno-
vation took place outside of the banking system rendered ineffective other
regulatory institutions, like the SEC, that had been introduced in 1930s to
address information asymmetries in intermediation.

In many ways, the parallel banking system reflected regulatory arbi-
trage, the opportunity and the propensity of the financial sector to adopt
organizational forms and financial innovations that would circumvent the
regulatory apparatus designed to contain bank risk taking. Ignoring this reg-
ulatory arbitrage—or at least leaving it unchecked—was possible, in part,
for several reasons: regulatory naiveté in the face of the ingenuity of the fi-
nancial sector, the ideology of the times, and a cognitive failure by everyone
to appreciate fully the unintended consequences of existing regulation and
to develop the tools to deal with them.

As a result, the Banking Act began to be largely compromised. In four
decades since its birth, the parallel banking system grew to over $10 tril-
lion of intermediation in the U.S. economy and reached a scale similar to
the deposit-based commercial banking system. Traditional banks gradually
morphed into large, complex financial institutions (LCFIs). The increasing
size and connectedness of traditional and shadow banks rendered many of
them too big to fail or too systemic or interconnected to fail—or rather, to be
allowed to fail. Deposit insurance, which was explicit, rule-based, and bun-
dled with mechanisms to contain risk taking, was replaced by the effective
insurance of the uninsured wholesale deposits of LCFIs—in other words,
by anticipation of government intervention that was implicit, discretionary,
and divorced from moral hazard concerns.

For sure, there were efforts to contain these financial behemoths. The in-
creasingly global nature of the LCFIs and the threat that competition among

[vww.ebook3000.con}



http://www.ebook3000.org

4 PROLOGUE: A BIRD’S-EYE VIEW

countries to attract banking flows might produce a regulatory race to the
bottom led, in late 1980s, to the setting of prudential capital standards. These
were the Basel I requirements that provided a framework to assess the risk
of banking assets and ensure they were not funded with too much leverage.
But shadow banking allowed the behemoths easily to bypass these attempts
at global containment, which suffered the same fate as their predecessor, the
Banking Act, in much shorter time. The coarse buckets of Basel I risk cate-
gories were easily gamed at the edges. The requirements were found to be, at
best, catching up with the fast-paced evolution of banking activities, rather
than being ahead of the game; in the end, they turned out to be woefully in-
adequate. Perhaps their greatest folly was—and is—that, unlike the Banking
Act that had identified a clear market failure and addressed it, the Basel I reg-
ulations were narrowly focused at the individual risk of institutions rather
than their collective risk, a focus that would ensure financial stability of the
system only if the institutions were, somewhat miraculously, all identical.

Fast-forward to 2004, which many argue was the year when a per-
fect storm began to develop that would eventually snare the global econ-
omy. Global banks were seeking out massive capital flows into the United
States and the United Kingdom by engaging in short-term borrowing, in-
creasingly through uninsured deposits and interbank liabilities, financed
at historically low interest rates. They began to manufacture huge quan-
tities of tail risk—that is, events of small likelihood but with catastrophic
outcomes. A leading example was the so-called safe assets (such as the rel-
atively senior—AAA-rated—tranches of subprime-backed mortgages) that
would fail only if there was a secular collapse in the housing markets. As
LCFIs were willing to pick up loans from originating mortgage lenders and
pass them around or hold them on their own books after repackaging them,
a credit boom was fueled in these economies. The government push for
universal home ownership in the United States made subprime mortgages a
particularly attractive asset class for manufacturing such tail risk. Given their
focus on the individual institution’s risk, prudential standards ignored the
risk of an entire financial system manufacturing such tail risk, and they even
encouraged—through lower-risk weights—the manufacturing of AAA-rated
mortgage-backed tranches.

The net result of all this was that the global banking balance sheet grew
twofold from 2004 to 2007, but its risk appeared small, as documented in
the Global Financial Stability Report of the International Monetary Fund
(IMF) in April 2008. The LCFIs had, in effect, taken a highly undercapi-
talized one-way bet on the housing market, joined in equal measure by the
U.S. government’s own shadow banks—Fannie Mae and Freddie Mac—and
American International Group (AIG), the world’s largest insurer. While these
institutions seemed individually safe, collectively they were vulnerable. And
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as the housing market crashed in 2007, the tail risk materialized, and the
LCFIs crashed, too, like a house of cards. The first big banks to fail were
in the shadow banking world. They were put on oxygen in the form of
Federal Reserve assistance, but the strains in the interbank markets and the
inherently poor quality of the underlying housing bets even in commercial
bank portfolios meant that when the oxygen ran out in the fall of 2008
some banks had to fail. A panic ensued internationally, making it clear that
the entire global banking system was imperiled and needed—and markets
expected it to be given—a taxpayer-funded lifeline.

In the aftermath of this disaster, governments and regulators began to
cast about for ways to prevent—or render less likely—its recurrence. It was
no surprise to discover that the regulatory framework needed rethinking;
that had begun before the full onset of the crisis at the behest of United
States Treasury Secretary Henry Paulson. The crisis created focus and led
first to a bill from the House of Representatives, then one from the Senate,
which were combined and distilled into the Dodd-Frank Wall Street Reform
and Consumer Protection Act of 2010. The critical task for the Dodd-Frank
Act is to address this increasing propensity of the financial sector to put the
entire system at risk and eventually to be bailed out at taxpayer expense.

Does the Dodd-Frank Act do the job?

Before answering that, here are the Act’s highlights:

Identifying and regulating systemic risk. Sets up a Systemic Risk Council
that can deem nonbank financial firms as systemically important, regu-
late them, and, as a last resort, break them up; also establishes an office
under the U.S. Treasury to collect, analyze, and disseminate relevant
information for anticipating future crises.

Proposing an end to too-big-to-fail. Requires funeral plans and orderly
liquidation procedures for unwinding of systemically important institu-
tions, ruling out taxpayer funding of wind-downs and instead requiring
that management of failing institutions be dismissed, wind-down costs
be borne by shareholders and creditors, and if required, ex post levies
be imposed on other (surviving) large financial firms.

Expanding the responsibility and authority of the Federal Reserve.
Grants the Fed authority over all systemic institutions and responsi-
bility for preserving financial stability.

Restricting discretionary regulatory interventions. Prevents or limits
emergency federal assistance to individual institutions.

Reinstating a limited form of Glass-Steagall (the Volcker Rule). Lim-
its bank holding companies to de minimis investments in proprietary
trading activities, such as hedge funds and private equity, and prohibits
them from bailing out these investments.
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Regulation and transparency of derivatives. Provides for central clear-
ing of standardized derivatives, regulation of complex ones that can
remain traded over the counter (that is, outside of central clearing
platforms), transparency of all derivatives, and separation of nonva-
nilla positions into well-capitalized subsidiaries, all with exceptions for
derivatives used for commercial hedging.

In addition, the Act introduces a range of reforms for mortgage lend-
ing practices, hedge fund disclosure, conflict resolution at rating agencies,
requirement for securitizing institutions to retain sufficient interest in under-
lying assets, risk controls for money market funds, and shareholder say on
pay and governance. And perhaps its most popular reform, albeit secondary
to the financial crisis, is the creation of a Bureau of Consumer Financial Pro-
tection (BCFP) that will write rules governing consumer financial services
and products offered by banks and nonbanks.

ASSESSING THE DODD-FRANK ACT USING
THE ECONOMIC THEORY OF REGULATION

Evaluating the Act in terms of the economic theory of regulation requires that
we assess how well it addresses the market failures that led to the financial
collapse of 2007 to 2009. First, does it address the relevant externalities?
When an economic transaction imposes costs (or benefits) on individuals
who are not party to the transaction, we call this an externality (also referred
to as spillovers or neighborhood effects). In the instance of the financial crisis,
the externality was the enormous buildup of systemic risk in the financial
system, specifically the risk that a large number of financial firms funded
with short-term debt would fail all at once if there was a correction in the
housing market.

The full costs of an externality are not borne by parties in the transaction
unless there are markets to appropriately price the externality. Typically,
the markets for externalities are missing (think of carbon emissions, for
example) and so, too, is the invisible hand operating through prices to pro-
duce externalities at the efficient level. Economists’ preferred solution to
this kind of market failure is generally to employ what are called Pigouvian
taxes, named after Arthur Cecil Pigou, a British economist who was a con-
temporary of John Maynard Keynes. Such taxes are usually the least invasive
way to remedy a market failure, because they do not require heavy-handed
government intervention into the specific decisions made by households and
firms. In the context of the financial crisis, these would take the form of
taxes on financial firms that rise with their systemic risk contributions. They
would also raise revenue that the government can use to reduce other taxes
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or employ to improve the infrastructure of financial markets or cover the
costs of sorting out systemic failures. Unfortunately, these taxes are often
not politically palatable, as the debate over the Dodd-Frank Act has made
clear. Nevertheless, we argue throughout this book that such solutions are
preferred, and we describe in detail how systemic risk could be measured
and taxed.

Economic theory also explains why there are missing markets due to
asymmetric information between parties to transactions and the limited abil-
ity to make binding commitments, which have been analyzed in great detail
in the context of insurance markets. These market failures do not always
have clean solutions, and much of modern regulation involves designing
contractual or other arrangements to overcome them with minimal cost to
economic efficiency. However, transaction costs preclude overcoming these
failures completely, and we are always living in the world of second-best. As
a result, the design of government intervention—say through a Pigouvian
tax on systemic risk contributions of firms—must be robust to its unintended
consequences.

Viewed using this lens of economic theory of regulation, does the Dodd-
Frank Act address the relevant market failures while guarding well against
the Act’s unintended consequences?

The first reaction to the Act—which evolved from the House bill in late
2009, then the Senate bill, and then their “conference”—is that it certainly
has its heart in the right place. It is highly encouraging that the purpose of
the new financial sector regulation is explicitly aimed at developing tools to
deal with systemically important institutions. And it strives to give pruden-
tial regulators the authority and the tools to deal with this risk. Requirement
of funeral plans to unwind large, complex financial institutions should help
demystify their organizational structure—and the attendant resolution chal-
lenges when they experience distress or fail. If the requirement is enforced
well, it could serve as a tax on complexity, which seems to be another market
failure in that private gains from it far exceed the social ones.

In the same vein, even though the final language in the Act is a highly
diluted version of the original proposal, the Volcker Rule limiting propri-
etary trading investments of LCFIs provides a more direct restriction on
complexity and should help simplify their resolution. The Volcker Rule also
addresses the moral hazard arising from direct guarantees to commercial
banks that are largely designed to safeguard payment and settlement sys-
tems and to ensure robust lending to households and corporations. Through
the bank holding company structure, these guarantees effectively lower the
costs for more cyclical and riskier functions such as making proprietary
investments and running hedge funds or private equity funds. However,
there are thriving markets for performing these functions, and commercial
banking presence is not critical.
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Equally welcome is the highly comprehensive overhaul of derivatives
markets aimed at removing the veil of opacity that has led markets to seize
up when a large derivatives dealer experiences problems (Bear Stearns, for
example). Centralized clearing of derivatives and the push for greater trans-
parency of prices, volumes, and exposures—to regulators and in aggregated
form to the public—should enable markets to deal better with counterparty
risk, in terms of pricing it into bilateral contracts, as well as understanding
its likely impact. The Act also pushes for greater transparency by making
systemic nonbank firms subject to tighter scrutiny by the Fed and the SEC.

However, when read in its full glory, some experts have dismissed the
2,300+-page script of the Dodd-Frank Act out of hand. The Act requires
over 225 new financial rules across 11 federal agencies. The attempt at
regulatory consolidation has been minimal and the very regulators who
dropped the ball in the current crisis have garnered more, not less, authority.
But, given that the massive regulatory failure of the financial crisis needs to
be fixed, what options do we have? Given a choice between Congress and
the admittedly imperfect regulatory bodies designing the procedures for
implementing financial reform, it would not seem to be a difficult decision.
The financial sector will have to live with the great deal of uncertainty that
is left unresolved until the various regulators—the Fed, the SEC, and the
Commodity Futures Trading Commission (CFTC)—spell out the details of
implementation.

That said, from the standpoint of providing a sound and robust regula-
tory structure, the Act falls flat on at least four important counts:

1. The Act does not deal with the mispricing of pervasive government
guarantees throughout the financial sector. This will allow many finan-
cial firms to finance their activities at below-market rates and take on
excessive risk.

2. Systemically important firms will be made to bear their own losses but
not the costs they impose on others in the system. To this extent, the
Act falters in addressing directly the primary source of market failure in
the financial sector, which is systemic risk.

3. In several parts, the Act regulates a financial firm by its form (bank)
rather than function (banking). This feature will prevent the Act from
dealing well with the new organizational forms likely to emerge in the
financial sector—to meet the changing needs of global capital markets,
as well as to respond to the Act’s provisions.

4. The Act makes important omissions in reforming and regulating parts of
the shadow banking system that are systemically important. It also fails
to recognize that there are systemically important markets—collections
of individual contracts and institutions—that also need orderly resolu-
tion when they experience freezes.
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The net effect of these four basic faults is that implicit government
guarantees to the financial sector will persist in some pockets and escalate
in some others; capital allocation may migrate in time to these pockets and
newer ones that will develop in the future in the shadow banking world and,
potentially, sow seeds of the next significant crisis. Implementation of the
Act and future regulation should guard against this danger.

Government Guarantees Remain Mispriced in
the Financial System, Leading to Moral Hazard

In 1999, economists John Walter and John Weinberg, of the Federal Reserve
Bank of Richmond, performed a study of how large the financial safety net
was for U.S. financial institutions. Using fairly conservative criteria, they
reported 45 percent of all liabilities ($8.4 trillion) received some form of
guarantee. A decade later, the study was updated by Nadezhda Malysheva
and John Walter with staggering results—now, 58 percent of all liabilities
($25 trillion) are under a safety net. Without appropriate pricing, govern-
ment guarantees are highly distortionary: They lead to subsidized financing
of financial firms, moral hazard, and the loss of market discipline, which,
in turn, generate excessive risk taking. Examples include FDIC insurance
provided for depository institutions, implicit backing of the government-
sponsored enterprises (GSEs)—Fannie Mae and Freddie Mac—and the much
discussed too-big-to-fail mantra of LCFIs. The financial crisis of 2007 to
2009 exposed the depth of the problem with the failure of numerous banks
and the need to replenish FDIC funds, the now virtually explicit guarantee
of GSE debt, and the extensive bailouts of LCFIs.

The Dodd-Frank Act makes little headway on the issue of government
guarantees. While admittedly such guarantees have been a problem for many
years, the Act nonetheless makes little attempt to readdress the pricing of
deposit insurance, which until now has effectively returned insurance premi-
ums to banks in good times. And while the GSEs are the most glaring exam-
ples of systemically important financial firms whose risk choices went awry
given their access to guaranteed debt, the Act makes no attempt to reform
them. The distortion here is especially perverse, given the convenience of
having the GSEs around to pursue political objectives of boosting subprime
home ownership and using them as so-called bad banks to avoid another
titanic collapse of housing markets. Finally, there are several large insurance
firms in the United States that can—and did in the past—build leverage
through minimum guarantees in standard insurance contracts. Were these
to fail, there is little provision in the Act to deal adequately with their policy-
holders: There are currently only the tiny state guarantee funds, which would
never suffice for resolving the obligations of the large insurance firms. Under
the Act, there would be no ex ante systemic risk charges on these firms, but
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it is highly unlikely that their policyholders will be allowed to be wiped out
or that the large banks will be made to pay for these policies (as the Act
proposes)! Taxpayer bailout of these policies is the more likely outcome.
These institutions remain too big to fail and could be the centers of the next
excess and crisis.

Of course, proponents of the Act would argue that at least the issue
of being too big to fail has been dealt with once and for all through the
creation of an orderly liquidation authority (OLA). But when one peels
back the onion of the OLA, it is much less clear. Choosing an FDIC-based
receivership model to unwind such large and complex firms creates much
greater uncertainty than would a restructured bankruptcy code for LCFIs
or the forced debt-to-equity conversions inherent in so-called living wills.
Time will tell whether the OLA is considered credible enough to impose
losses on creditors of too-big-to-fail firms (FDIC-insured depositors aside),
but market prices of LCFI debt will be able to provide an immediate answer
through a comparison of yield spreads with not-too-big-to-fail firms.

The Act Does Not Sufficiently Discourage Individual
Firms from Putting the System at Risk

Since the failure of systemically important firms imposes costs beyond their
own losses—to other financial firms, households, the real sector, and po-
tentially, other countries—it is not sufficient to simply wipe out their stake-
holders: management, shareholders, and creditors. These firms must pay in
advance for contributing to the risk of the system. Not only does the Act rule
this out, it makes the problem worse by requiring that other large financial
firms pay for the costs, precisely at a time when they are likely to be facing
the risk of contagion from failing firms. This is simply poor economic design
for addressing the problem of externalities.

It is somewhat surprising that the Act has shied away from adopting
an ex ante charge for systemic risk contributions of LCFIs. And, in fact,
it has most likely compromised its ability to deal with their failures. It is
highly incredible that in the midst of a significant crisis, there will be the
political will to levy a discretionary charge on the surviving financial firms
to recoup losses inflicted by failed firms: It would in fact be better to re-
ward the surviving firms from the standpoint of ex ante incentives and relax
their financing constraints ex post to boost the flagging economic output
in that scenario. Under the proposed scheme, therefore, the likely outcomes
are that the financial sector will most likely not pay for its systemic risk
contributions—as happened in the aftermath of this crisis—and that to
avoid any likelihood that they have to pay for others’ mistakes and ex-
cesses, financial firms will herd by correlating their lending and investment
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choices. Both of these would increase, not decrease, systemic risk and finan-
cial fragility.

Equally problematic, the argument can be made that the Act has actu-
ally increased systemic risk in a financial crisis. While it is certainly true that
the Financial Stability Oversight Council of regulators has more authority
to address a systemic crisis as it emerges, there is the implicit assumption
that the Council will have the wherewithal to proceed. Given the histori-
cal experience of regulatory failures, however, this seems like a tall order.
In contrast, the Act reduces the ability of the Federal Reserve to provide
liquidity to nondepository institutions, and, as just mentioned, does not pre-
arrange funding for solvent financial institutions hit by a significant event.
The Council will be so restricted that its only choice in a liquidity crisis may
be to put the systemically important firm through the OLA process, which,
given the uncertainty about this process, could initiate a full-blown systemic
crisis. Much greater clarity on exact procedures underlying the OLA would
be necessary to avoid such an outcome.

The Act Falls into the Familiar Trap of Regulating
by Form Rather Than Function

The most salient example of this trap is the Act’s overall focus on bank
holding companies, after clarifying that nonbanks may get classified as sys-
temically important institutions, too, and be regulated accordingly. As we
just explained, the Act allows for provision of federal assistance to bank
holding companies under certain conditions, but restricts such assistance to
other systemically important firms, in particular, large swap dealers. This
will create a push for the acquisition of small depositories just as nonbanks
anticipate trouble, undermining the intent of restriction. There are also im-
portant concentrations of systemic risk that will develop, for instance, as
centralized clearing of derivatives starts being implemented. And when their
systemic risk materializes, employing the Fed’s lender-of-last-resort function
may be necessary, even if temporarily so, to ensure orderly resolution.
Consider a central clearinghouse of swaps (likely credit default swaps to
start with, but eventually several other swaps, including interest rate swaps).
As Mark Twain would put it, it makes sense to “put all one’s eggs in a
basket” and then “watch that basket.” The Act allows for prudential stan-
dards to watch such a basket. But if the basket were on the verge of a precip-
itous fall, an emergency reaction would be needed to save the eggs—in this
case, the counterparties of the clearinghouse. The restriction on emergency
liquidity assistance from the Fed when a clearinghouse is in trouble will
prove disastrous, as an orderly liquidation may take several weeks, if not
months. The most natural response in such cases is to provide temporary
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federal assistance, eventual pass-through of the realized liquidation losses
to participants in the clearinghouse, and its private recapitalization through
capital contributions from participants. Why force intermediate liquidity
assistance to go through a vote of the Council (and perhaps the Congress)
to make an exception to the Act and have the markets deal with uncertainty
around such regulatory discretion?

Regulatory Arhitrage Is Not Adequately Addressed,
So Large Parts of the Shadow Banking Sector
Remain in Their Current Form

The story of the financial crisis of 2007 to 2009 was that financial institu-
tions exploited loopholes in capital requirements and regulatory oversight
to perform risky activities that were otherwise meant to be well capitalized
and closely monitored. Examples are numerous: (1) financial firms’ choos-
ing unqualified regulatory agencies to oversee them (e.g., AIG’s choice of the
Office of Thrift Supervision [OTS] for its financial products group); (2) the
loading up of so-called AAA-rated securities in a regulatory setting ripe for
conflict of interests between rating agencies, security issuers, and investors;
and (3) the development of a parallel banking sector that used wholesale
funding and over-the-counter (OTC) derivatives to conduct activities iden-
tical to those of commercial banks without being subject to bank rules and
regulations.

To be fair, the Dodd-Frank Act does not ignore all of this in its financial
reform. For example, it makes major steps forward to deal with the regu-
latory reliance and conflict of interest problem with rating agencies, OTC
derivatives are brought back into the fold, and leverage-enhancing tricks
like off-balance-sheet financing are recognized as a major issue. But the ba-
sic principle that similar financial activities, or, for that matter, economically
equivalent securities should be subject to the same regulatory rules is not
core to the Act.

For example, several markets—such as the sale and repurchase agree-
ments (repos)—that now constitute several trillion dollars of intermediation
flows have been shown to be systemically important. In what sense do these
markets perform different functions than demand deposits, and why aren’t
they regulated as such? Moreover, these markets can experience a freeze
if a few financial firms are perceived to be risky but their exact identity is
unknown. Orderly resolution of a freeze and prevention of fire-sale asset
liquidations in these markets remain unplanned. And ditto for dealing with
runs on money market funds whose redemption risk following the collapse
of Lehman brought finance to a standstill.
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LEARNING FROM THE LESSONS OF THE 1930s

Next, we assess the Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act of 2010 in a comparative sense, using the lessons we can learn from
the history. Like the regulatory reforms of the 1930s, the Dodd-Frank Act
was born of a severe financial crisis that immediately preceded it in 2007
to 2009 and the Great Recession that overlapped with it. The issues the
Act covers were informed by many of the perceived failures of our financial
architecture in the crisis. The Act is already being denounced by some for
not going far enough to curb the risky behavior of financial institutions,
and denounced by others for going too far and hampering innovation and
efficiency in financial markets. We provide a somewhat more balanced and
sober assessment of the likely success of the new regulatory architecture
proposed by the Act, using history as benchmark.

Financial crises are recurring phenomena, just like the business cycle.
The U.S. economic history of the pre-1934 era was one of repeated crises
that brought the financial system to a halt and often led to sharp economic
contractions. The most dramatic, of course, was the banking crisis that began
in the 1920s and 1930s that led to the sharp and prolonged contraction of
the Great Depression. And it was that crisis that inspired the great expansion
of financial regulation and the creation of many of the central regulatory
institutions—the FDIC and the SEC—that we rely on to this day.

Prior to the 1930s, there was relatively light regulation of the financial
system and of securities markets in general. But the 1920s were a remarkable
decade, driven by enormous technological change, large increases in wealth
and inequality, and a rapid expansion of finance and of debt. The decade
ended with a banking crisis that saw the failure of more than 4,000 banks
between 1929 and 1932. It was clear that the institutions put in place in
1914 with the creation of the Federal Reserve System were not sufficient
to forestall panic and halt bank runs. More intervention that dealt directly
with bank failures and risk taking was needed.

What ensued was a series of bold moves to address the financial crisis.
There were two goals. First and foremost was to create mechanisms to stop
the panic that was unfolding. As we describe in the following paragraphs
and in subsequent chapters, the result was a set of institutions that we relied
on heavily in the financial crisis of 2007 to 2009 with mixed success. The
second goal was to create institutions to address the market failures that led
to the financial crisis, with the objective of making the system more stable
for the future.

The actions taken in the 1930s were truly dramatic. Federal agencies
were created to borrow on public credit and use the proceeds to make
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loans to, and investments in, private financial and nonfinancial firms. The
monetary system changed from one based on the gold standard to one of fiat
money domestically and a gold exchange standard internationally. In central
banking, the powers of the Federal Reserve System were both increased
and centralized. The banking system was restructured in important ways
and made safer by the introduction of deposit insurance for retail deposits.
Federal regulation of the securities industry came with the creation of the
SEC and related measures.

Addressing the Panic

Providing Liquidity to Markets In the early days of the banking crisis
of the 1930s, it became clear that there was a huge shortage of liquidity
in the economy. Congress created the Reconstruction Finance Corporation
(RFC) in January 1932, on President Herbert Hoover’s recommendation,
to aid a variety of enterprises that had exhausted their ability to garner
private credit in the depths of the Great Depression. The RFC’s capitalization
came from the federal government, and it was authorized to borrow several
times that amount to make secured loans to banks, insurance companies,
and railroad corporations. Subsequent amendments in 1932 extended RFC
lending powers to states, farmers, and banks. Thousands of banks took
advantage of these federal capital injections. But the RFC was eventually
abolished.

The more important and lasting innovation was the Emergency Relief
and Construction Act of 1932 that added paragraph 3 to Section 13 of
the Federal Reserve Act. It said: “In unusual and exigent circumstances,
the Board of Governors of the Federal Reserve System, by the affirmative
vote of not less than five members, may” allow the Federal Reserve to lend
money to “any individual, partnership, or corporation,” as long as certain
requirements are met. Provisions in the 1933 Emergency Banking Act further
extended these powers.

Taken together, these represented an enormous expansion of the power
of the Fed to intervene in the economy in a crisis in order to provide liquidity
where it was needed. It was exactly this power that the Fed relied on in the
financial crisis of 2007 to 2009 when it came to the aid of Bear Stearns, AIG,
and others. The Fed’s actions invoking Section 13(3) are given much credit
for ameliorating the crisis, just as the 1930s reformers envisioned. But it is
also true that the way it used that power, forcing arranged marriages of large
institutions and rescuing some nonbanks and not others, drew enormous
criticism. The Fed arguably exacerbated the problem of having institutions
that are too big to (be allowed to) fail, and it engaged in what is essentially
fiscal policy, the provenance of the Treasury.
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In reaction to perceived mistakes that the Fed made, the Dodd-Frank
Act poses some new limits on the Fed’s Section 13(3) authority, curbs that
could limit its effectiveness in a future crisis. This is an example of the trap
of regulating by form rather than function. We argue in Chapter 2 that the
provisions constraining the ability of the Fed to extend liquidity to specific
nonbank firms may limit its flexibility in a crisis. We propose better ways
to reduce the risks from temporary, quasi-fiscal actions by the Fed during
a crisis.

Stopping Bank Runs As Franklin D. Roosevelt took office in 1933, there
was a full-fledged banking panic going on and cries for reform of the bank-
ing system. The response to those pressures could have been many—for
example, nationalizing the banks, or a relaxation of restrictions on bank
mergers or interstate banking, leading to a highly concentrated banking
system—all solutions that had been adopted elsewhere and all actively de-
bated at the time.

The immediate response to the panic was to declare a bank holiday in
order to determine, as had been the case in 1907, whether individual banks
were solvent, illiquid, or liquid enough to reopen. This helped to calm the
system but only restored the status quo of the post-1907 world. The funda-
mental fragility of the fractional reserve banking system still existed. Banks
borrowed deposits and made money by engaging in risky intermediation,
holding only a fraction of reserves needed at any point of time to repay de-
positors; depositors had no easy way of assessing the risk of banks’ failure
to repay, leaving intact the possibility of panics and bank runs.

The Banking Act of June 1933, the so-called Glass-Steagall Act, con-
tained several of the most important and long-lasting reforms to deal with
panics and bank runs. It introduced deposit insurance by creating the FDIC,
capitalized by a Treasury subscription and some of the surplus of the Federal
Reserve banks. The Banking Act required all banks that were members of the
Federal Reserve System to have their deposits insured, up to a limit, by the
FDIC. Other banks could also be covered, subject to approval by the FDIC.
Insured banks were required to pay premiums for their insurance based on
their deposits. Within six months of the creation of the FDIC, 97 percent of
all commercial bank deposits were covered by insurance.

The creation of the FDIC was arguably the most successful policy re-
sponse to the banking crisis of the 1930s. The FDIC was economically
successful because it solved a well-defined problem: uncertainty about the
solvency of the banks among retail depositors. More importantly, it did so in
a way that acknowledged the contradictions and risks inherent in fractional
reserve banking, by making those responsible for managing the risks—the
banks themselves—pay for insuring against them. These costs were passed
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through to bank borrowers, time depositors, and investors. Bank runs dis-
appeared, and the number of bank failures dropped to an extremely low
level compared with prior decades. Over time, the FDIC developed a highly
effective mechanism for allowing insolvent banks to fail without disrupt-
ing markets.

The FDIC has evolved, becoming more effective in some ways and less
effective in others. The glaring weaknesses that became apparent in the fi-
nancial crisis of 2007 to 2009, however, were twofold. Much of financial
intermediation had moved to the shadow banking system, which was im-
mune to the solutions that worked for deposit-based commercial banking.
Thus, we were again vulnerable to banks runs and panics in the shadow
banking sector. Further, it became clear that the resolution mechanisms that
worked so successfully for insolvent commercial banks were not workable
for LCFIs.

The Dodd-Frank Act makes some progress in addressing the latter issue
by expanding the role of the FDIC in dealing with large systemic institutions,
but it does precious little to address the former issue of the shadow banking
system. In particular, the likelihood of runs on money markets and repo
markets remains a real threat in future financial crises. The Act is relatively
impotent on this front, since it refuses to recognize that a large part of
the deposits of the financial sector are no longer in the traditional form of
insured FDIC deposits, but rather in the form of money market deposits
and interbank repos. And, as noted earlier, it is completely silent on the
problem of how the FDIC is to be funded and what the role of systemic risk
assessments would be in that funding. This is something that the reformers
of the 1930s viewed as crucial but that was eroded by regulatory capture
over the decades.

Making the Financial System Safer

Gonstraining Risky Behavior The Banking Act of 1933 not only created
the FDIC to address bank panics, but it also required the separation of
securities affiliates from commercial banks, and restricted the latter from
granting credit for speculative purposes. It prohibited payment of interest
on demand deposits. And it permitted national banks to branch within a
state to the same extent that state banks were allowed to branch. In 1932,
President Hoover and Senator Glass had tried, and failed, to pass a law
separating commercial and investment banking, and also allowing national
banks to branch statewide.

The 1933 Act became politically feasible in a time of great turmoil, be-
cause all of the politicians and private interests involved got something that
they each wanted. Glass got the separation of commercial and investment
banking and the restrictions on loans for speculative purposes. He thought
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these provisions made banking safer by eliminating conflicts of interest and
risky lending practices that, in his view, had caused the stock market to crash
and banks to fail. Steagall got deposit insurance to make banks safer in the
eyes of depositors, and he staved off some of the more liberal branching
provisions that might have accomplished the same end but only by posing
a competitive threat to his small unit-bank constituents. Investment banks
benefited because they would no longer have the investment banking affili-
ates of commercial banks as competitors. And commercial banks benefited
by the ban on demand deposit interest because it reduced their costs, en-
hanced their charter values, and diffused incentives to take excessive risks.
Many politicians liked the measure because they believed that payment of in-
terest on demand deposits had contributed to the Depression’s bank failures
by encouraging banks to take more risks to pay those interest costs.

The 1930s banking reforms also made banks and savings institutions
safer by protecting them from competition through a host of regulations
and entry controls; in effect, they created a cartel in the U.S. commercial
banking and thrift industry. This cartelization, which was also a hallmark of
Roosevelt’s approach to other industries, helps to explain why the banking
reforms eventually stopped working. The commercial banking and thrift
sector lost ground within the financial system, when depositors discovered
in the 1970s that they could earn a higher return on their money and still
use it for transactions by placing it in new financial market innovations—the
money market funds and cash-management accounts offered by brokerage
firms. These instruments faced no restrictions on the interest rates that could
be paid on their deposits, and hence, they were able to invest in short-term
commercial paper issued by highly rated financial firms and corporations,
and partly pass through the greater, but riskier, return earned on this paper.

In the 1980s, Congress responded by increasing deposit insurance lim-
its and removing some restrictions on deposit interest rates and permissible
types of bank lending. However, this had the unintended consequence of
encouraging riskier loan-making by banks, leading to more bank failures
and a thrift institution crisis a decade later. In the 1990s, a major consolida-
tion movement swept through the U.S. banking sector, aided by Congress’s
enactment of nationwide branch banking privileges in 1994, which followed
a series of similar bilateral branching deregulations between states. A rela-
tively small number of very large banks soon came to hold the lion’s share
of U.S. bank deposits.

The Glass-Steagall separation of commercial and investment banking
of 1933 lasted for more than six decades before it was formally repealed
in 1999. The move for its repeal had proceeded steadily since the 1970s
on several fronts. Academic studies argued that before Glass-Steagall, com-
mercial banks with investment banking affiliates were less, not more, risky
than independent investment banks. Within the banking sector, large U.S.
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commercial banks contended that they were at a competitive disadvantage
relative to the universal banks allowed by other nations, banks that com-
bined commercial with investment banking and other financial services. But
nothing was put in place of Glass-Steagall to limit the risks in the system as
banks became more complicated.

The only exception to this was the widespread enthusiasm for interna-
tionally agreed-upon capital standards, the Basel Accords, to provide a com-
mon risk-based assessment of bank assets and the required capital levels. The
basic idea underlying the requirements was to bring the solvency risk of an
individual bank to a desired level. The Accords dealt with the lending books
of banks to start with, but soon incorporated value-at-risk-based capital
charges for trading books. Eventually, they added further gradation of risk
categories to refine the required capital calculations. Although the process
of achieving international consensus might have had some merits, the end
result has been a disaster. The standards have been both easy to game—they
measured the risk of assets from the standpoint of individual banks’ risk but
ignored systemic risk, the primary rationale for bank regulation—and they
ignored the new fragility that was developing on banks’ liability side in the
form of uninsured wholesale deposit funding.

Addressing Informational Asymmetries Three weeks before it enacted
the 1933 Glass-Steagall separation of investment and commercial bank-
ing, Congress began its reform of Wall Street with the Securities Act of May
1933. There were two major provisions: a requirement that new offerings
of securities had to be registered with a government agency, the Federal
Trade Commission (soon replaced by the yet-to-be-created SEC), and a re-
quirement that potential investors in the new offering had to be furnished a
prospectus containing sufficient information from the registration statement
to allow them to judge the value of the offering.

Before 1933, there had been no federal regulation of the securities in-
dustry, although a couple of decades earlier, states had enacted the so-called
blue-sky laws, requiring sellers of securities to provide information about
them to buyers. Information is what the reforms were about—before the
1930s, information about most publicly traded companies was pretty much
the province of insiders, corporate managers and directors, and investment
bankers, who supplied capital and advice to the firms and managed their
offerings of securities. To some extent, organized securities exchanges mit-
igated the asymmetry of information between investors and insiders by re-
quiring companies whose securities were listed on the exchanges to provide
some information to the exchanges and investors. But these listing require-
ments were not uniform and were subject to changes according to the ex-
changes’ own interests. Losses suffered by many investors in the Crash of
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1929 and the Great Depression posed a political challenge to the control of
corporate information by insiders, particularly when congressional investi-
gations uncovered evidence of market rigging and manipulation.

The Securities Exchange Act of June 1934 extended the registration and
disclosure requirements of the 1933 act to all listed securities. It established
the SEC and required corporations with listed securities to file annual finan-
cial reports (balance sheets and income statements) and quarterly earnings
statements to the new agency. These were to be public information, and
they were to be verified by independent auditors employing standardized ac-
counting procedures. This was a boost to the accounting profession, and it
would shortly lead to the emergence of a new profession, securities analysis.

Many later acts of Congress added to the new regulatory regime for the
securities industry. It is not an exaggeration to say that many players on
Wall Street and in corporate America in the 1930s hated the new regulatory
regime imposed on them by these reforms. It reduced their power relative
to that of investors and the government, and it raised their costs of doing
business. But in the long run, as many of them would recognize, the new
regulatory regime was one of the best things that ever happened for Wall
Street and corporate America. Why? Because it created confidence among
investors—then and in the decades to follow—that Wall Street finally had
become a level playing field and that the informational asymmetries that
had formerly plagued the game of investment had been greatly reduced, if
not eliminated. Without the 1930s reforms, it is difficult to envision that
the securities investing classes of the United States would have grown to
the extent they did by the end of the century, or that institutional investors,
such as mutual funds and pension funds, would have thrived to the extent
they did.

The financial crisis of 2007 to 2009, however, revealed some glaring
weaknesses of the institutional legacy of the 1930s. First, financial markets
and financial firms have become ever more complex and difficult for the
SEC and investors to understand. Over time, the SEC and other regulators
grew to rely on external sources of information: the rating agencies, whose
information was contaminated by a market failure. Further, many new prod-
ucts and firms have fallen outside the purview of the traditional regulatory
institutions. Hedge funds, derivatives trading, and complex products are ex-
amples of innovations that have all increased the informational asymmetries
in the world of finance.

The Dodd-Frank Act tries to address many of these increasing complexi-
ties. In particular, as we explain in the book, its attempt to unveil the opaque
over-the-counter market for derivatives is to be lauded and can in fact be
expanded to reveal to regulators—and, in some aggregated forms, even to
market participants—information on counterparty exposures that would
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be most relevant for assessing systemic risk. Similarly, the Act requires the
Office of Financial Research to be set up to collect and analyze data and
to provide timely reports on building concentrations of systemic risk in the
economy. This type of macro-prudential focus has been missing so far in the
existing supervision of banks and the financial sector, as the emphasis has
tended to be at the micro level of individual institutions. And, once again,
the Act greatly expands the responsibility and reach of the regulators in
ensuring these objectives can be met.

Turn Back the Clock?

Were the 1930s financial reforms responsible for the several decades of
financial stability that followed? Is the seemingly increased financial insta-
bility of the past two or three decades a result of dismantling parts of the
1930s regulatory structures? Today, some observers are tempted to answer
both questions in the affirmative. But the nostalgia for this earlier system is
probably misplaced.

Any evaluation of the success of the 1930s reforms in promoting a long
period of financial stability needs to take into account the larger context of
the United States in the world economy. In that light, it becomes apparent
that a good bit of the seeming success of the 1930s reforms was less inherent
in the reform legislation than a result of the unique position of economic
strength that the United States enjoyed in the world of the 1940s through the
1960s. World War II damaged the economies of every other large nation,
while it strengthened that of the United States.

As other nations recovered from the war and returned to more nor-
mal economic relationships with the United States, and the United States
embarked on an ill-conceived inflationary binge, the flaws in the 1930s fi-
nancial regulatory structure became increasingly apparent. There were, for
instance, credit crunches and disintermediations in the late 1960s and 1970s
caused by regulated ceilings on deposit interest rates.

There have been too many changes in the world economy and national
and world financial systems in recent decades to support an argument that
an increased proneness to financial crises resulted from dismantling some of
the 1930s financial reforms. Parts of those reforms did contribute to some
of the financial instabilities of the 1970s and 1980s. However, Americans,
including bankers and bank investors, probably gained from the elimination
of regulated deposit interest rates and the liberalization of restrictions on
branch banking in the 1980s and 1990s.

There were early warning signs that the evolution of the financial system
was creating new risks that the old Glass-Steagall rubric could not deal with.
Glass-Steagall restrictions encouraged the rise of fragile shadow banks. To
restore stability, shadow banks needed to be treated more like banks, but this
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did not happen. The collapse of Continental Illinois Bank in 1984 pointed
to the dangers of wholesale funding of banks and was the first bank deemed
too big to fail. The collapse of Long-Term Capital Management in 1998
highlighted the growth of systemic risk and the need for better bankruptcy
mechanisms for financial firms. These warnings were ignored, despite re-
ports immediately following these events pointing to new forms of systemic
risk that were emerging and the need to nip them in the bud. By at least
recognizing the problem of resolving and containing risks of large, complex
financial institutions that are systemically important, the Dodd-Frank Act
does take a giant step forward, even though critical implementation details
remain to be fleshed out.

PREVENTING THE LAST CRISIS—HOW WOULD
THE DODD-FRANK AGT HAVE PERFORMED?

It should be clear from the discussion thus far that designing effective regula-
tory policy is not easy. Unlike laboratory science that relies on a controlled
environment, economic systems are inherently more dynamic, constantly
evolving as changes in the nature of markets and institutions drive them in
one direction or another. This evolution makes it difficult for policymakers
to fully anticipate the direction or magnitude of change. But this does not
mean that policymakers should not be thinking about the future. Ideally,
what we want are policies that will stand up to changes in the environment
and remain effective, without leaving a large footprint of unintended conse-
quences. At a minimum, though, they must address current issues that are
unlikely to go away.

Does the Dodd-Frank Act meet this minimum standard? Starting in
2003 and 2004 (years during which the credit boom took hold), until the
fall of 2008 (when the financial system had to be rescued), how effective
would the Act’s provisions have been? Would the Act have prevented the
enormous buildup of leverage on financial balance sheets, all betting against
a material correction in the U.S. housing market? And would the Act have
dealt adequately with the failures of Bear Stearns, Lehman Brothers, and
AIG, along with the attendant stress in money markets?

This “back to the future” exercise has its limitations, to be sure. We
do not want legislation that will help us to win the last war, or only the
next one, but it is equally dangerous to think the next one will be differ-
ent altogether. The exercise does point out some serious limitations of the
protective umbrella that the Dodd-Frank Act is supposed to represent, and
since much is still to be determined in the implementation of the Act, there
is value in knowing those limitations. We have already mentioned as serious
limitations the lack of a direct tax on systemically important institutions
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commensurate with their systemic risk contributions, and the failure to pro-
vide adequate resolution mechanisms for shadow banking institutions as
serious limitations. But the question is: Would the Dodd-Frank Act have
sufficed in other ways? We remain skeptical.

Let’s go back to 2003. Recall the most staggering statistic of the credit
boom of 2003 to the second quarter of 2007: The balance sheet size of
the 10 largest global banks more than doubled, from about €7 trillion to
€15 trillion during this period. And, during the same period, the regulatory
assessment of the risk on their balance sheets (assessed for computing the
banks’ Tier 1 capital) moved far more gradually from €3.5 trillion to under
€5 trillion. The system was deemed to be very well capitalized in the second
quarter of 2007—indeed, better capitalized by this standard than in 2003.
Something was clearly amiss.

The apparent safety of the financial sector’s collective balance sheet
was attributable to the fact that the top 10 global banks had amassed vast
quantities of AAA-rated tranches backed by residential mortgages. These
assets had historically been safer than similarly rated corporate loans. This
was the principal reason behind their lower risk charge (by a factor of
five) under the Basel capital requirement.! Even accepting that the AAA-
rated mortgage-backed securities were indeed safer than corporate loans
at the time—in itself a strong assumption for the period ahead—capital
requirements ignored the fact that the entire system was at risk should
mortgage defaults reach levels at which AAA-rated tranches could take some
losses. Next, we explain that such financial fragility—the extraordinarily
high level of exposure of the system to a common asset shock—would not
have been discouraged by the Dodd-Frank Act.

The Dodd-Frank Act will require systemically important institutions to
be identified and to be subjected to higher capital and liquidity requirements.
These requirements are unlikely to be raised in the near future, given the
weak state of global economic recovery. But assume a new 8 percent Tier
1 capital requirement had existed in place of the actual 4 percent in 2003.
Would such a higher capital requirement have done the job? The problem
in the buildup to the credit crisis was not the level of the capital requirement
but its form. Suppose the level of the capital requirement is raised but there
is no change in the Basel risk weights. The AAA-rated mortgage-backed
securities would continue to enjoy a one-fifth risk-weight charge, compared
with AAA-rated corporate loans. Consequently, the basic distortion favoring
mortgage finance in the economy would remain. Worse, by raising the capital
requirement, bankers face a lower return on equity (ROE). So to restore their
ROE, bankers would tilt their portfolios even more toward mortgage-backed
securities, in essence levering up more in an economic sense, yet remaining
safer in a Basel risk-weighted sense.?
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There are several things that could be done differently in the Dodd-Frank
Act to avoid such a correlated buildup of mortgage exposures starting in
2003. First, rather than taking an a priori stance that one asset will remain
safer than some other asset, the regulators could assess this by applying
an annual stress test of the financial sector based on the composition of
assets in different banks’ portfolios. If all of them were concentrated in
mortgages, they would hardly represent a safer asset class from a systemic
risk standpoint. Or the systemic risk itself could be assessed in a reduced-
form measure that investigates whether banks’ equity returns imply greater
systemic risk—for example, if they are more correlated with the overall
market or the financial sector as a whole. If applied during the pre-2007
period, our research shows that such measures would have (1) noted that
the most systemically risky institutions were the investment banks (which
were also most highly leveraged), followed by Fannie Mae and Freddie
Mac, and (2) suggested charging them with a higher capital requirement or
a systemic risk tax instead of simply raising the level of capital requirement
uniformly for all players.

Second, the regulators should have recognized that, if a particular asset
were given capital relief relative to some other asset based on past perfor-
mance, there would—in response to the capital relief—be greater allocation
to that asset by the banks in question. This allocation would lead to lower-
quality loans over time, and the two assets would converge in their risk
qualities and possibly even swap risk rankings. Ignoring the response of
asset allocators to policymaking and treating the design of capital require-
ments as a purely statistical exercise focused on estimating and buffering
against past losses on assets are fatal flaws in the Basel tool kit that the
Dodd-Frank Act has failed to correct.

Of course, the Dodd-Frank Act is not just focused on capital require-
ments. It proposes liquidity requirements, as well. But putting aside more
liquidity would not have been difficult in 2003 because of the huge capital
inflows from current-account-surplus countries, such as China, into current-
account-deficit countries, such as the United States, the United Kingdom, and
Spain. It is worth noting that the Dodd-Frank Act—notwithstanding the Bu-
reau of Consumer Finance Protection it plans to set up—would have done
little to prevent the enormous lending bubble specific to subprime mortgages
in the United States. In large part, that bubble was the result of the inten-
tional politically driven expansion of owner-occupied housing. The Act does
nothing to address the worst-performing shadow banks—Fannie Mae and
Freddie Mac—which were at the center of the housing expansion, had to be
taken into government conservatorship in the early fall of 2008, and have
cost U.S. taxpayers more than the total of all Wall Street institutions, with
no end in sight. Although we are assured that this is the next policy priority,
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separating Fannie and Freddie from the financial reforms of the Dodd-Frank
Act only highlights their intensely political role in mortgage finance, a role
that is unfortunately highly distortionary from the standpoint of financial
stability of the system.

It is also worth asking if the Volcker Rule provisions of the Dodd-
Frank Act would have helped to stem the crisis by limiting the trading
activities of banks like Citigroup. The way the Volcker rules are written,
they would not have constrained the risk-taking activities of banks for a
very long time (even now, they are likely to bind only for a few large players
such as Goldman Sachs). But, assuming they were binding, would they have
prevented the buildup of systemic risk? The answer is less than crystal clear.
Proprietary trading is defined as short-term trading on your own accounts.
Much risk was undertaken by commercial banks by simply borrowing short,
lending long, and not holding adequate capital for the maturity mismatch.
This form of risk taking is not technically called proprietary trading, but
without adequate capital, maturity mismatch is just another form of a carry
trade, which generates a small return most of the time, but can eventually
blow up in a big way. A part of this maturity mismatch was possible as
banks exploited weak capital requirements. A lot would thus depend on
how the Volcker rules are interpreted for the process of moving assets into
structured investment vehicles (SIVs) and conduits. It is not hard to imagine
interpretations of the Volcker Rule that would make such activities more
attractive (in a relative sense compared to short-term proprietary trading)
and potentially create even more tail risk.

Finally, the Act also gives rights to prudential regulators to break up
the systemically important institutions when they get into trouble and re-
quires wind-down plans of these institutions in advance for resolving them
in an orderly manner. We argue, however, that there remains substantial
uncertainty that this is going to work well, if at all.

To illustrate this, assume a credit boom took hold in the financial sector
from 2003 to the second quarter of 2007, followed by a housing price
collapse across the board in the United States. In March 2008, Bear Stearns
was beginning to experience trouble as a result of its poor equity base
relative to its leverage (of course, it remained well capitalized from the Basel
capital standpoint!). Bear’s balance sheet had an asset side exposed to the
housing market and a liability side that was extremely fragile and exposed
to runs. In particular, Bear Stearns was rolling over each night in excess
of $75 billion of repo contracts on mortgage-backed securities. These were
AAA-rated for the most part but were anticipated to have losses in the
future and rightly feared to be illiquid by the repo financiers, mainly money
market mutual funds. Bear’s primary money market financiers—Fidelity and
Federated—feared having to liquidate the underlying collateral in an illiquid
market at substantial fire-sale discounts (since they would not be able to hold
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long-term assets without violating their maturity restrictions). They refused
to roll over the repos. Bear Stearns had to draw down on its $20 billion pool
of liquidity, and within a week was brought to its knees with no assets on its
balance sheet that could be pledged in markets without investors fearing the
risk of rollover and thus charging substantial haircuts. Bear Stearns faced
bankruptcy by the middle of March.

The first two weeks of March 2008 can be considered the run phase of
the Bear Stearns collapse. As Bear faced bankruptcy, authorities had to de-
cide whether to let it fail. Bankruptcy would lead to substantial liquidations
of its assets backing the repos that were still outstanding, which would trans-
late to losses to Bear’s commercial paper providers—again, mainly money
market mutual funds. In short, the failure of Bear Stearns could have led
some money market funds to “break the buck” (net asset value falls below
$1 per share), as the Reserve Primary Fund eventually did when Lehman
Brothers was allowed to fail in mid-September of 2008. This would have
precipitated redemptions from money market funds, in general, because
many of them were exposed to investment banks with portfolios similar to
Bear’s. Also complicating the scenario was the fact that Bear Stearns was a
primary clearer of a large number of credit default swaps, effectively per-
forming the role of a clearing bank (if not exactly a clearinghouse) as a
private entity side by side with its other investment banking activities. The
failure of Bear would have thus created severe uncertainty about possible
contagion spreading through the network of counterparty exposures—as
the failure of AIG in mid-September 2008 would have had it not been back-
stopped by the government.

Now, suppose the Dodd-Frank Act had been in place at the time of
Bear’s collapse. The first thing to note is that the Federal Reserve would
not have been able to act as swiftly to provide direct aid to Bear in the
form of the guarantees that were required to facilitate its sale to JPMorgan
Chase. The Dodd-Frank Act limits the Section 13(3) lending authority of
the Fed. The Fed would have had to appeal to the Systemic Risk Council to
begin the reorganization process. It is hard to know if the Council would
have responded with sufficient speed and cohesion to meet the needs of the
situation, but the constraints on the Fed could have arguably made the panic
worse. Note also that even a forceful version of the Volcker Rule would have
made no difference for the structure or risks on Bear’s balance sheet because
it does not restrict the proprietary trading activities of nonbanks.

One thing the Dodd-Frank Act does is increase transparency in mar-
kets in a number of ways, and that would have helped in the Bear Stearns
case. One of the biggest problems confronting regulators at the time was
uncertainty about counterparty exposures and their likely consequences.
With the Dodd-Frank provisions in place, the credit default swaps that Bear
was clearing would most likely have been cleared instead through a central
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clearinghouse. For their part, the clearinghouse and the regulators would
have had access to full information on various counterparties, and therefore
would have been able to assess whether there was, in fact, substantial set-
tlement risk arising from reintermediation of swaps cleared by Bear Stearns.
And, even if some of the swaps were not centrally cleared, the transparency
requirements of the Dodd-Frank Act would have meant that information
about counterparties to these swaps would have been in a centralized data
repository such as the Depository Trust & Clearing Corporation (DTCC).
Armed with this knowledge, regulators could have dealt with containing the
damage and pacifying markets if there were no significant exposures, after
taking account of the (greater) collateral or margin that would have been
required under the Dodd-Frank Act.

The only uncertainty would arise if there were substantial uncollater-
alized exposures to another counterparty, say Goldman Sachs, that would
now face a significant write-down. Without a clear plan to deal with this
exposure, the regulators would struggle to release information to the market
that Goldman Sachs was in trouble as a result of Bear’s failure. But a lack
of revelation of such information by regulators would itself be adverse in-
formation to markets! What would be required under such circumstances is
a temporary mechanism to deal with the uncollateralized exposure—for ex-
ample, making Goldman Sachs a conservative payment against its exposure
through the Fed’s emergency lending Section 13(3) assistance—but with a
claw-back based on eventual reintermediation or liquidation costs incurred
on these exposures.

The resolution process would have been triggered by Bear’s difficulty,
and the orderly liquidation of positions could take place in principle. But
the important question remains: Would the regulators implementing the
Act—the Treasury, the Fed, the FDIC—have been able to stick to its premise
of passing along all losses on its counterparty exposures at a time when
the whole system was subject to similar exposures? As we have said before,
while the Act has its heart in the right place in wanting to eliminate the
too-big-to-fail problem, there is a fair bit of uncertainty left in terms of
exact resolution and wind-down procedures. While markets would certainly
not digest such uncertainty well, history has shown over and again that
regulators do not, either, and there would have been a call for emergency
powers overriding the provisions of the Dodd-Frank Act.

The Bear Stearns example also highlights another generic problem with
the Dodd-Frank Act: that it does not come to grips with the question of
what is a bank and what is banking, and therefore it does not address many
of the issues of the shadow banking system. It contains nothing that would
deal with the commercial paper and repo market runs that triggered Bear’s
collapse. In cases when the liquidated values on repo contracts and antici-
pated recoveries on commercial paper holdings turn out to be substantially
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discounted, some of the money market funds providing the financing might
get pushed to breaking the buck. Without a clear plan to resolve money mar-
ket fund failures, the depositors of money market funds would now rush
in to claim their deposits before others could, imposing further redemption
issues for these funds. Some of the depositors might have deposits in other
funds, too, and realizing losses on one set of savings, they might need to
liquidate some others, inducing a contagious run on these other funds.

Once again, one would need the Fed to step in to temporarily provide
liquidity to stop the redemptions—provisions that could be at conservative
valuations of money market fund assets. And the unwinding of insolvent
funds would have to be orderly in due course with additional losses clawed
back from investors redeemed by the Fed. The same questions arise, how-
ever. Given that this is the Fed’s Section 13(3) emergency lending to a
nonbank holding company, would the Financial Stability Oversight Council
approve it quickly enough, or would uncertainty about the outcome of the
process lead investors to rush even faster to pull out their deposits, thus
exacerbating the run?

Hence, in all likelihood, even with the Dodd-Frank Act in place, we
would have seen something like what happened in the demise of Lehman
Brothers if Bear had been allowed to collapse. While some may argue this
may have been a good thing—Iletting Bear fail in March 2008 rather than
Lehman in September 2008—the bigger point is that failures of both required
orderly resolution. This, in turn, required temporary liquidity assistance to
stem the run or the authority to suspend redemptions for a period, by which
orderly unwinding of assets of failed institutions could be planned.

At the heart of the problem is the bankruptcy exemption given to repo
and derivatives contracts, and the Dodd-Frank Act explicitly keeps that in
place. It is clear that this exemption is needed, because without it, a large
number of contracts could get stuck in the bankruptcy of a failing firm. The
exemption, however, requires a systemic exception. When there were bank
runs in the pre-FDIC era, commercial bank clearinghouses in New York
would suspend redemption of individual bank deposits and convert those
into joint liability certificates of the clearinghouse. Then, we put deposit
insurance in place to deal with depositor runs more directly. In the crisis of
2007 to 2009, when we faced wholesale depositor runs, the Federal Reserve
had to pull out all the stops—given the lack of FDIC coverage of such
deposits—to effectively suspend the runs. And, in between these episodes,
almost all massive bank failures have required such suspension. The systemic
bankruptcy exception—that all claims immediately payable be stayed for a
day or a few days—could work in the context of the Dodd-Frank Act, if the
orderly resolution process acts swiftly enough. For instance, if the regulator
has 24 hours to transfer the derivatives of a counterparty to a third party,
and at that point the counterparty does not get to (or need to) terminate
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the contracts, then the liquidity problems would be much more muted. But
this may require the Fed to employ its emergency lending facility, which the
Dodd-Frank Act explicitly restricts in the context of individual nonbanks.

The good news is that the Dodd-Frank Act does leave substantial latitude
to the prudential regulators—the FDIC and the Federal Reserve System—to
design orderly resolution procedures. Our back-to-the-future tests make
it clear that for the Act to succeed in putting an end to taxpayer-funded
bailouts, prudential regulators need to design (1) resolution and wind-down
plans not just for systemically important institutions, but also for system-
ically important markets and collections of small institutions, and (2) ro-
bust mechanisms to deal with runs on the system at large from short-term
creditors—runs that can arise not just in retail deposits (which have been
addressed since 1934), but also with wholesale finance (such as repos, com-
mercial paper, and derivatives) that were at the heart of the recent financial
crisis. What is clear is that we have not yet made plans to address this aspect
of the issue.

GONCLUSION

As we prepare for the implementation of the new reforms to our financial
regulatory system, it is useful to remember that the major round of reforms
in the 1930s was appropriate based on the problems faced by policymakers
and legislators in the wake of the Great Depression. Many of the reforms
put in place had long-lasting benefits and are still with us. But the problems
exposed by the current financial crisis are not the same as those of the 1930s,
so it would be a mistake to think we can fix them simply by going back to the
1930s solutions. That is why we have to focus on their success at addressing
the critical flaws that led to the financial crisis: our failure to make financial
firms pay for government guarantees, our failure to control systemic risk,
our failure to implement orderly resolution mechanisms for large systemic
institutions, and our failure to bring the shadow banking system into the
regulatory orbit.

In a somewhat less well-known passage from The Wealth of Nations,
Adam Smith explains beautifully that:

To restrain private people, it may be said, from receiving in pay-
ment the promissory notes of a banker for any sum, whether great
or small, when they themselves are willing to receive them; or, to
restrain a banker from issuing such notes, when all his neighbors
are willing to accept of them, is a manifest violation of that natu-
ral liberty, which it is the proper business of law not to infringe,
but to support. Such regulations may, no doubt, be considered as
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in some respects a violation of natural liberty. But those exertions
of the natural liberty of a few individuals, which might endanger
the security of the whole society, are, and ought to be, restrained
by the laws of all governments; of the most free, as well as of the
most despotical. The obligation of building party walls, in order to
prevent the communication of fire, is a violation of natural liberty,
exactly of the same kind with the regulations of the banking trade
which are here proposed.

The Dodd-Frank Act is right in charging depository banks—and their
prudential regulators—to build party walls. But the fire can (and did) happen
elsewhere in the shadow banking system.

The Dodd-Frank Act is right in demanding an orderly resolution to fires
when they break out, but by putting hard brakes on emergency services that
can extinguish fires, it exposes the system to serious risk in case the fire
alarms fail and the sprinklers do not start.

The Dodd-Frank Act is right in putting an end to taxpayers’ footing the
bill to put out fires. But it makes little economic sense to charge neighbors
for that and, especially so, when their houses are in great danger of catching
fire too.

And alas, much of what the Dodd-Frank Act attempts to do may be for
naught if the government continues to fund future fires through Fannie Mae
and Freddie Mac with no walls around whatsoever!

In the end, we applaud the Dodd-Frank Act’s ambition and its copious
attempt to rewrite financial sector regulation. The Act does represent the
culmination of several months of sincere effort on the part of the legislators,
their staffers, the prudential regulators, academics, policy think tanks, and,
of course, the financial industry (and the lobbyists!). But it is equally impor-
tant to recognize that the most ambitious overhaul of the financial sector
regulation in our times does not fully address private incentives of individual
institutions to put the system at risk, leaves a great deal of uncertainty as
to how we will resolve future crises, and is likely to be anachronistic, in
parts, right from the day of its legislation. Not all is lost, though, and these
limitations can be fixed in due course. To understand how, read the rest of

the book!

OUTLINE

The remainder of the book is organized into five sections: Financial Archi-
tecture, Systemic Risk, Shadow Banking, Credit Markets, and Corporate
Control. Each section consists of several chapters focusing on specific as-
pects of the Dodd-Frank Act as they relate to an important set of institutions,
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markets, risks, and means to control these risks. In turn, each chapter lays
out the overall issue, our summary and assessment of the Dodd-Frank Act’s
legislations relating to the issue, how the failures and weaknesses of the Act
in addressing the issue could be corrected in the future, and finally, what
the implications of the legislations for global finance are going forward.
Throughout, we have attempted—as in this Prologue—to couch the analysis
under the umbrella of sound economic theory for regulating externalities (in
this case, systemic risk) and to always be looking out for unintended con-
sequences of proposed regulation as well as opportunities for the financial
sector to engage in regulatory arbitrage around it.

In Financial Architecture, we examine three issues: what will broadly be
The Architecture of Financial Regulation following the Dodd-Frank Act in
terms of which regulators will cover which sets of institutions and markets
and what are the important gaps; whether the Act was in the end sufficiently
wise in guarding The Power of Central Banks and the Future of the Federal
Reserve System, but whether it has put excessive restrictions on the Fed’s
ability to perform the lender-of-last-resort function that might be necessary
for orderly resolution of systemically important firms; and whether the newly
proposed Consumer Finance Protection agency is likely to serve a useful
purpose for the society even though it seems somewhat of an aberration in
terms of what was required to address systemic risk of financial firms.

In Systemic Risk, which frames the most important part of our book,
we study in turn the Act’s proposals for Measuring Systemic Risk, recom-
mending that in addition to descriptive criteria, market-based measures be
employed with regulatory stress tests and gathering of information on inter-
connectedness of financial firms. In Taxing Systemic Risk, we take a rather
critical stand on the Act and argue that its reluctance, and ultimately refusal,
to charge systemically important institutions for the guarantees they enjoy
and for externalities of their failures is a significant logical error. In fact, we
explain why some of the Dodd-Frank Act’s proposals worsen incentives of
firms to build up systemic risk. The Act prefers instead to adopt Capital,
Contingent Capital, and Liquidity Requirements, and we assess the likely
efficacy of various proposals on the table, including Basel III and some new
ones, clarifying when and why they may not be sufficient as substitutes for
a more direct systemic risk charge.

The next two chapters in the Systemic Risk section deal with direct
restrictions on risk taking (Large Banks and the Volcker Rule) to separate
short-term proprietary trading, hedge funds, and private equity funds from
bank holding companies, whether the rule goes sufficiently far to address
the too-big-to-fail problem, and if the much needed Resolution Authority
to handle failures of large, complex financial institutions will be sufficiently
effective in achieving its end purpose. On both issues, we remain skeptical,
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but especially so on whether orderly resolution is well thought through in
the Dodd-Frank Act. In fact, we are somewhat concerned that even more
uncertainty has been added to the process than in the past. In the final
chapter of this section, we provide a detailed discussion of Systemic Risk
and the Regulation of Insurance Companies, an issue that was at the center
of the crisis through AIG’s risk taking and failure but which, somewhat
surprisingly, has remained unaddressed for most part in the Act.

In Shadow Banking, we examine those markets and institutions that
have hitherto been unregulated or at least weakly regulated compared to
functionally similar banking institutions. In Money Market Funds, we ex-
plain why the Dodd-Frank Act does not fully resolve the issue of dealing
with a full-scale run on money market funds, as witnessed following the col-
lapse of Lehman Brothers, and we propose an orderly resolution mechanism
for the same. The Repurchase Agreement (Repo) Market represents another
glaring omission even though the repo run on Bear Stearns was among the
most salient failure mechanisms of the crisis. Again, we propose a repo
resolution authority that regulators may consider in future for addressing
repo runs. We then discuss whether some of the transparency proposals
concerning asset management funds, namely Hedge Funds, Mutual Funds,
and ETFs, go a touch too far. And finally, we explain why one of the biggest
successes of the Dodd-Frank Act may in the end lie in Regulating OTC
Derivatives, over 450 pages of the Act that propose a comprehensive reform
of over-the-counter (OTC) derivative markets. While there is much to ad-
mire here—in particular, the central clearing and transparency proposals—a
lot has also been left to prudential regulators. There are a number of adjust-
ments and modifications that could make the Act’s implementation in the
years to come even stronger from the standpoint of reducing systemic risk
linked to leverage and opacity of OTC markets.

In Credit Markets, we highlight the biggest omission of the Act, namely
that it ignores completely The Government-Sponsored Enterprises (espe-
cially Fannie Mae and Freddie Mac) as the most systemically important
institutions of the financial sector. We propose mechanisms to unwind Fan-
nie and Freddie, and to reorganize U.S. mortgage finance—in the short run
and in the long run—to develop a more vibrant, more privatized mortgage
securitization market. We then consider the Regulation of Rating Agen-
cies and whether the Dodd-Frank Act addresses the conflicts of interest in
the issuer-pay model of rating securitized products, and next whether the
Securitization Reform deals adequately with the incentive problems in the
originate-to-distribute model of lending and the regulatory arbitrage prob-
lems in laying risks off the balance sheet evinced by the crisis.

In the final section of the book on Corporate Control, we tackle
Reforming Compensation and Corporate Governance, whether the reforms
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are necessary, and if they are likely to be effective absent full internalization
of systemic risk costs by large financial firms. Last, we dscuss Accounting
and Financial Reform relating to mark-to-market accounting (whether it
gives early signals of stress or exacerbates it), and accounting treatment of
risks versus their regulatory treatment for capital purposes.

NOTES

1. This was true under Basel II capital requirements that applied to European banks.
While Basel I capital requirements applicable to the U.S. commercial banks did
not give the privileged capital treatment to AAA-rated tranches, these banks could
reduce their capital requirements by a factor of five to 10, by putting assets off the
balance sheet into conduits and structured investment vehicles (SIVs). And the
U.S. investment banks were allowed to use their internal models to calculate risks
in 2004, which reduced capital requirements on AAA-rated tranches practically to
zero. For the sake of argument, however, we will stick to the Basel Il requirements
in our exercise.

2. Similarly, any propensity of commercial banks to offload assets into conduits and
SIVs, and thereby lower regulatory capital, would also become only stronger.
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The Architecture of
Financial Regulation

Thomas Gooley and Ingo Walter™

here are four pillars of effective regulatory architecture that are com-

mon across all financial systems. Good architecture should (1) encourage
innovation and efficiency, (2) provide transparency, (3) ensure safety and
soundness, and (4) promote competitiveness in global markets. Efforts to
pursue these objectives at the same time inevitably create difficult policy
trade-offs. Measures that assure greater financial robustness may make fi-
nancial intermediation less efficient or innovative, for example. Efforts to
promote financial innovation may erode transparency, safety, and sound-
ness. Competitive pressure among financial centers may trigger a race to the
bottom in terms of systemic robustness to internal and external shocks.

Unfortunately, benchmarks underlying the financial architecture, on
which it is easy to find agreement, are far more difficult to define in detail—
and even more difficult to calibrate in practice. We know that excessive regu-
lation involves costs, but what are they? We also know that underregulation
can unleash disaster, which can be observed only after the fact. So optimum
regulation is the art of balancing the immeasurable against the unknowable.
It is not surprising that financial crises are a recurrent phenomenon.

In this chapter we spell out the practical alternatives for financial regu-
lation and identify the nature of their impact on key attributes of financial
products, markets, and firms. We then narrow the range of regulatory op-
tions to those contained in the Dodd-Frank Wall Street Reform and Con-
sumer Protection Act of 2010 and comparable regulatory initiatives around

*The authors benefited from discussions in “The Architecture of Financial Regula-
tion” Working Group for the NYU Stern e-book Real Time Solutions for Financial
Reform, which also included Lawrence J. White.
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the world, and assess them in light of the four pillars of regulatory ar-
chitecture underlying a financial system that successfully serves the public
interest.

1.1 WALKING THE REGULATORY TIGHTROPE

The Prologue to this volume makes clear that financial intermediation is an
essential economic activity that is fraught with difficulties. There are frequent
market failures involving asymmetric information, costly state verification,
and missing markets. Even in the simpler world of the early twentieth cen-
tury, such problems brought the financial system to its knees repeatedly until
a more robust regulatory structure—one that somehow managed to work
tolerably well for a long time—was designed in the 1930s. Over the en-
suing decades that structure was altered to accommodate new institutions,
new financial instruments, financial globalization, and periodic shocks and
market failures. Over time it began to resemble a structure that had been
modified too many times and in too many ways to efficiently accommodate
the growing complexities of modern financial intermediation. Eventually
it reached a tipping point and failed spectacularly, with huge costs to the
global economy.

Although the worst of the financial crisis of 2007 to 2009 has passed,
the defects of the dominant institutions remain. They continue to pose grave
risks to future financial stability. So a new regulatory architecture has be-
come inevitable, and it is important to consider how it will perform.

Regulatory architecture is critical to resource allocation and economic
growth. Economies with inefficient financial systems demonstrably waste
more economic resources and grow more slowly than otherwise comparable
economies with efficient financial systems. Economies with weak financial
systems continue to plug into global financial markets in search of low-cost
capital, so they are no longer immune to global shocks and sometimes con-
taminate the system with shocks of their own. Good financial architecture
has to be robust to shocks that emanate from the financial system and the
real economy both domestically and internationally.

Adding yet another layer of complexity are the institutions charged
with executing regulatory mandates affecting the financial architecture.
Should regulators be organized by function—such as commercial bank-
ing, investment banking and financial markets, asset management, and
insurance—allowing them to gain enough industry expertise to have a rea-
sonable understanding of what it is they are regulating? Or should they be
structured in line with the firms they are regulating, ranging from financial
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conglomerates to community banks, so they can better oversee the com-
plexities and avoid overinvestment in regulatory infrastructure where it
isn’t needed?

And who should monitor the buildup of systemic risk in the financial
structure as a whole (macro-prudential risk), which goes well beyond the
remit of regulators covering individual firms (micro-prudential risk)? This
in turn raises the question of who gets to determine when firms have failed,
and how to resolve them if they are no longer viable? And should those
doing the resolving be the same people who created the failure or stood by
and watched it happen in the first place?

In great architecture, “form follows function.” Financial architecture
is really no different. The institutional structure that should be created to
implement the regulatory changes that have now been passed into law in the
United States depends critically on certain macro decisions about the goals of
the regulation. If some activities are carved out of financial conglomerates
into independent financial specialists, for example, a sensible regulatory
architecture may be very different from what would be needed if financial
conglomerates are left intact, with all of their internal complexity, conflicts
of interest, and opaqueness.

Finally, there is the critical issue of regulatory execution, which is almost
always done by high-minded and overworked civil servants standing against
the best and the brightest on the payrolls of those they are supposed to
be regulating. Plenty of examples attest to the inequality of this battle, with
well-intentioned regulation undermined by regulatory arbitrage that distorts
its purpose and implementation.

There are many regulatory issues at stake. How do we protect con-
sumers? What should we do about corporate pay? What should we do
about mortgages? How should we regulate derivatives? And so on. All are
important to someone, but there is one issue that is important to all: How
do we construct a system of regulation in which decisions made in one or
a few financial institutions cannot bring the entire system to a halt and the
world’s economies to their knees? This is the problem of containing systemic
risk. Without question it is the single most important issue.

The U.S. Dodd-Frank Wall Street Reform and Consumer Protection
Act of 2010 and the discussions being held elsewhere in the G-20 countries
are at least in part a reflection of popular sentiment—notably a powerful
emotional antipathy toward bankers—lobbying by special interests, and
substantial political trade-offs and maneuvering. But that is the history of
both our financial system and financial regulation. Here our goal is to offer
informed commentary on the new structures for financial regulation that are
on the table, and an idea of what might be done better. Since regulation and
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government intervention are an explicit acknowledgment of market failure,
there is an inherent acceptance of the cliché that we should not let the perfect
be the enemy of the good.

The regulatory dialectic in the financial services sector is both sophisti-
cated and complex, and it often confronts heavily entrenched and politically
well-connected players—and runs up against the personal financial interests
of some of the brightest minds and biggest egos in business. The more com-
plex the industry, the greater the challenge to sensible regulation, probably
nowhere as strikingly as in the case of massive, complex, global financial
services conglomerates that may be too hard to manage, too hard to oversee
and govern, and almost certainly too hard to monitor and regulate.

To preview our line of thinking, we believe that by far the best way to
address the most important issue of all—systemic risk—is to make the firms
that create it pay a fair price for having created it. This requires measuring,
pricing, and taxing systemic risk, as discussed in detail in Chapters 4 and 5
of this book. The only alternative is to require institutions that manufacture
systemic risk to become simpler by separating their excessively risky activities
into independent firms, as discuss in Chapter 7.

Whether derisking the financial system by correctly pricing systemic
risk or by segregating highly risky functions into nonsystemic firms, a pow-
erful regulatory capability is essential. The financial crisis of 2007 to 2009
has highlighted the failure of other approaches—such as managerial self-
regulation, proper corporate governance, industry self-regulation, and mar-
ket discipline—to successfully contain systemic risk. It is far too late for the
financial industry to argue that lessons have been learned that ensure that
firm-level and system-level risk management will work better next time.

1.2 ALTERNATIVE APPROACHES
T0 FINANCIAL REGULATION

The new regulatory architecture embodied in the Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2010 is a complicated brew—one
that changes much but does so without an overarching and coherent struc-
tural design. Indeed, it deals only partially with one of the most striking and
dangerous aspects of international finance that has developed over the past
decade or two, namely the growth of the shadow banking system. These are
firms or business units of financial conglomerates that perform key functions
of banks but to a significant degree fall outside the regulatory system. They
include hedge funds, private equity funds, mutual funds, derivatives, and
repo markets that incur market risk, credit risk, liquidity risk, and opera-
tional risk. Like water channeling its way to the sea, financial flows seek the
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least costly and least regulated bypasses, mostly through the shadow bank-
ing system. So unless the regulatory architecture encompasses these flows, it
is doomed eventually to fail.

Starting with the end of the 2007 to 2009 global financial crisis and tak-
ing on board the valuable lessons learned, we can identify four alternative
routes to improve the financial architecture in terms of satisfying the criteria
we have in mind: encouraging innovation and efficiency, providing trans-
parency, ensuring safety and soundness, and promoting competitiveness in
global markets.

Modified Laissez-Faire

The first option essentially involves maintaining the institutional status
quo—the Gramm-Leach-Bliley rules permitting financial conglomerates in
the United States and universal banking rules in other countries—and al-
lowing banks or bank holding companies to engage in all forms of financial
intermediation and principal investing worldwide, subject to certain fire-
walls and other safeguards. These safeguards would be modified to deal
with systemic risk and incorporate the lessons of the financial crisis of 2007
to 2009. This option is heavily favored by the major financial firms in the
United States, and major regulators elsewhere have recommitted themselves
to the universal banking or financial conglomerate model. Despite much
evidence to the contrary, they believe that bigger and broader are better.

Laissez-faire was the initial approach of the Obama administration,
which in March 2009 announced a package of proposed regulatory reforms
and new measures to deal with systemic risk. These principles are to a
large extent reflected in the Dodd-Frank Act. The success of this approach
depends critically on the government’s ability to install and enforce an effec-
tive set of rules through a constellation of new or reinvigorated regulatory
agencies covering a wide variety of different types of financial institutions
in both the banking and the shadow banking worlds. With much finan-
cial intermediation having moved to the shadow banking sector and falling
outside of the purview of the existing regulatory agencies, the consequence
is a loss of transparency and a huge increase in the informational asym-
metries in markets. So getting the regulatory architecture right poses an
enormous challenge, given that the regulators themselves have had a dismal
record of preventing crises through the enforcement of rules in the existing
regulatory structure.

The key elements of a modified laissez-faire approach—one that would
improve the safety and soundness of all financial intermediaries—involves
(1) creating an appropriate mandate and tools for a systemic risk regulator,
(2) pricing implicit public subsidies to systemic financial firms using capital
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and liquidity requirements, (3) improving the transparency of the financial
system, and (4) creating the bankruptcy tools the financial system needs.

The 1930s U.S. financial reforms were truly revolutionary in their time,
and in many ways visionary. The modified laissez-faire approach of today is
more incremental. It mainly patches holes in a failed system and establishes
early warning and corrective action, which would hopefully catch the next
big crisis in time to prevent systemwide damage.

Could this modified laissez-faire approach succeed? Much depends on
how well the new systemic risk regulator—the Federal Reserve—is able
to do its job. Is it really likely that systemic institutions that have shown
themselves to be too big and complex to manage and too big, complex, and
interconnected to regulate by the past regulatory structure will in the end be
rendered fail-safe under the evolutionary new regime?

There is also the issue of regulatory capture. The ease with which the
investment banking industry was able to convince the Securities and Ex-
change Commission (SEC) to allow an increase in its leverage ratios in 2004,
or the banking industry was able to capture the Federal Deposit Insurance
Corporation (FDIC) politically and get in place limits on FDIC insurance
contributions, or the commercial banking industry was able to undermine
hard-fought progress on fair value accounting and permit banks to manip-
ulate earnings in 2009 does not augur well for future regulatory capture.
Nor does the 2010 report of the Lehman Brothers bankruptcy examiner
regarding the firm’s ability to collectively bamboozle regulators, auditors,
rating agencies, lawyers, and investors by slipping through the cracks in the
system—for example, by creatively using repo transactions. It will not be
the last time. Much talent in the years ahead will be devoted to avoidance,
evasion, obfuscation, and financial innovation with little or no commercial
or social purpose.

Critics of the Federal Reserve as the lead regulator of systemic financial
firms have argued that its track record in the run-up to the most recent crisis
proved to be very poor indeed. Together with the U.S. Treasury, its damage-
control efforts in the crisis broke all precedents and increased the amount of
moral hazard and competitive concentration in the financial system. It was
not necessarily worse than the combined efforts of the Bank of England and
the Financial Services Authority in the United Kingdom, or the European
Central Bank (which does not have a direct regulatory mandate) and the
gaggle of national regulators in continental Europe. Like the United States,
it’s back to the drawing board for the regulatory architecture in major
financial systems around the world.

Excessive pessimism is certainly premature, but the Fed’s increased
politicization is a virtual certainty going forward, as its mandate extends
further from monetary policy into politically sensitive macro-prudential
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and micro-prudential domains. So it is surely a design weakness of the
laissez-faire approach if it permits monetary policy to be distorted by these
new mandates.

However, successful pricing of systemic risk using a combination of cap-
ital and liquidity requirements, along with the cost of more intense supervi-
sion, holds considerable promise. These are aforementioned taxes that are
intended to internalize the negative externalities created by firms that pro-
duce systemic risk. Ultimately, their success will depend on how effectively
they reflect the systemic risk of the financial institutions subject to them,
and how these requirements are extended into the shadow banking system.
If boards and managements are doing their jobs, they will carefully reex-
amine the costs and benefits of remaining massive financial conglomerates,
for example, and find ways of escaping into less heavily taxed nonsystemic
organizational forms.

Glass-Steagall 2.0

The argument for reinstating Glass-Steagall-like bank activity restrictions is
that certain profitable but volatile activities of investment banks and other
parts of the shadow banking system are incompatible with the special charac-
ter of commercial banking—namely, operating the payments system, taking
deposits and making commercial loans, and serving as the transmission belt
for monetary policy. These activities include underwriting and dealing in
corporate debt and equities, asset-backed debt and certain other securities,
derivatives of such securities as credit default swaps, principal investing,
and managing in-house hedge funds. These activities are also deemed to be
incompatible with access to Federal Reserve discount facilities, debt guar-
antees, and other types of government support intended to safeguard the
public-utility attributes of commercial banking.

Under this regulatory option, the legacy investment banks that con-
verted to bank holding companies during the crisis in order to gain full
access to the government safety net (Goldman Sachs and Morgan Stanley)
would revert to broker-dealer status and would be functionally regulated
as such, with additional oversight by the systemic risk regulator. The in-
vestment banking divisions of commercial banks would be sold, floated, or
spun off to shareholders and similarly regulated. U.S. investment banking
divisions of foreign financial conglomerates would be divested as well, or
operate as separately capitalized subsidiaries of their foreign-based financial
conglomerate parents.

Some have suggested that the Glass-Steagall constraints of 1933 may
in fact have performed relatively well for over half a century, when bench-
marked against all four of the criteria noted earlier—efficiency, innovation,
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robustness, and competitiveness. The epic battle between bank-based and
capital-market-based finance, domestically and internationally, created com-
petitive pressure for all financial intermediaries. The U.S. financial system
was stable and prosperous in spite of many shocks and changing monetary
standards during the 66 years Glass-Steagall was in effect.

An alternative view is that the U.S. financial system prospered in spite of
the restrictions imposed by Glass-Steagall because of the country’s uniquely
powerful economic position in the aftermath of World War II. During this
period, New York became the leading global center of finance, with London
as its only serious rival. All of the continental financial centers, dominated
as they were by universal banks, dropped by the wayside as their own
investment banking units joined their chief global wholesale rivals in London
and New York. Many investment banks gravitated to an integrated full-
service business model and thrived without access to central bank liquidity
facilities or public bailouts in the case of failures like Barings in London or
Peregrine Securities in Hong Kong. The same was true of buy-side specialists
in the mutual fund business (e.g., Fidelity and Vanguard), pension funds
(e.g., TTAA-CREF in the United States and Hermes in the United Kingdom),
and hedge funds (e.g., Soros and Tiger).

The survival and even prosperity of financial specialists in the presence
of government-supported and -subsidized bank holding companies suggests
that a modern version of Glass-Steagall would not turn out to be ruinous.
Mergers and acquisitions (M&A) boutiques ranging from Perella Weinberg
to Lazard Fréres seem to be thriving on the basis of dispassionate corporate
advice, as are midsize investment banks like Jefferies & Company, which do
a viable midmarket business and make a point forgoing government support,
as opposed to their conglomerate rivals.

This is anecdotal evidence, of course, but it suggests that a powerful
nonbank financial intermediation industry would quickly emerge following
Glass-Steagall-type reregulation, one populated by more transparent firms
that lend themselves to relatively straightforward oversight by functional
regulators in tandem with a systemic risk regulator.

Functional Carve-0uts, Size Constraints,
and the Volcker Rule

A less draconian approach to limiting the scope of banking activity, as
Glass-Steagall did, is to recognize that some financial activities should not be
allowed within systemic multifunctional firms. Among these activities are:

Management of in-house hedge funds.
Creating off-balance-sheet affiliates having no commercial purpose and
dedicated to evading regulatory constraints.
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Running large proprietary trading positions in cash securities and
derivatives that are not integral to the core process for financial in-
termediation.

Acting as principal investors in nonfinancial activities such as real estate
and private equity.

Financial conglomerates persistently argue that such carve-outs would
limit synergies that are essential to their business models. But it is not clear
that those synergies actually exist to the extent claimed, or if they do, whether
they are in the public interest.

An alternative or complement to carve-outs is to limit the size of financial
conglomerates that incorporate commercial banking units, so that they are
forced to become nonsystemic. Metrics to achieve this could include market
share caps or deposit ceilings or asset ceilings. This would not involve activity
prohibitions, but size-constrained financial conglomerates would soon lose
critical mass in specific areas of engagement, and presumably would try to
focus on the most profitable ones and divest others. This could be a more
market-aligned and elegant solution than specific activity carve-outs.

Given murky evidence so far on the relationships between firm size and
efficiency, stability, and competitiveness, size constraints may have some
merit. Paradoxically, the general response of policymakers to the crisis thus
far (except for Lehman Brothers) is to make financial Goliaths even bigger
and even more systemic.

Global Alignment

One of the continuing themes in the discussions of financial regulation is
the problem of global alignment versus fragmentation. Even supporters of
the modified laissez-faire approach, discussed earlier, are concerned with
global coordination and in particular with avoiding competitive distortions
that would impede the continued globalization of finance.! The premise
is that global mobility of capital has contributed significantly to world
economic growth.

Observers point to the fact that national governments such as the United
Kingdom, Switzerland, Japan, France, and the United States ultimately sup-
port the safety net covering financial conglomerates and other systemic firms
based in their jurisdictions. In the case of large international firms based in
small countries, the spillover from the systemic risk of institutional failure
to sovereign risk is obvious. Compared to the United States, such countries
therefore have an even greater incentive to implement serious safety and
soundness policies for their financial firms, and then let the firms decide
whether they should change their business models to avoid the costs. This
incentive also suggests that most of the world’s home countries of systemic
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financial firms would have a great interest in harmonization and coordina-
tion to make it all work.

Skeptics argue that most countries are so wedded to the universal bank-
ing model that they are unlikely to go along with any tougher regulatory
architecture that may result in structural changes in financial conglomer-
ates. Moreover, the decades it took to achieve the Basel Accords on cap-
ital adequacy and the ease with which they were evaded does not augur
well for effective globally coordinated regulatory reforms. Indeed, the Basel
Accords are the poster child for the failures of regulatory coordination.
Basel III Accords are now under discussion, but most sovereign regulatory
bodies recognize what a disaster Basel Il was. This means it will take a long
time to agree on regulations, and countries like the United States are unlikely
to be bound by them.

An alternative is to force global systemic institutions to run their non-
domestic financial operations as separately incorporated subsidiaries of the
parent firm and regulated principally by the host countries where they do
business. Host regulators, it is argued, are closer to the action and ultimately
would have to carry the safety net, in effect ring-fencing local operations
from support obligations on the part of the taxpayers of the parent firms’
home countries. Understandably, this argument has been received most en-
thusiastically in small countries like Switzerland that are home to big, global,
and systemically significant financial firms.

Like protectionism in international trade, the costs of regulatory frag-
mentation could be enormous, although these costs are often broadly dis-
persed and hard to measure. In the past, banks in many countries were
protected from competition by entry restrictions and direct controls, in re-
turn for which they accepted the domestic regulations that were imposed on
them. In today’s global economy that is no longer feasible, and banks’ ability
to operate across national jurisdictions helps them to avoid regulations.

But that hardly means that countries have a built-in incentive to create
porous regulatory environments. The United States and the United Kingdom,
for example, have no reason to participate in a regulatory race to the bottom
even if they pursue different approaches to regulation. Despite their recent
problems, New York and London remain the two major financial centers in
the world. Why? The answer is simple: good institutions, good legal systems,
and a commitment to good regulation. Both will continue to be places where
those with weaker institutions will want to do business, if only because the
cost of capital is lower.

We conclude that, all things considered, given the facts on the ground,
the most defensible approach to the new regulatory architecture in
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finance—assuming it can be carried out in a disciplined, consistent, inter-
nationally coordinated, and sustained manner with a firm eye to the public
interest—is the first of these alternatives: modified laissez-faire.

By creating and enforcing a shadow price for systemic risk, universal
banks and financial conglomerates will draw their own strategic conclusions
in the context of the microeconomics and industrial organization of global
wholesale financial intermediation. The hope is they will split themselves
up into smaller, less systemic, more specialized, easier-to-regulate firms.
Shareholders themselves can then decide what kinds of financial firms they
want to own based on risk and return criteria, rather than being forced
to own a fixed portfolio of businesses in the form of shares in financial
conglomerates. Financial theory and empirical evidence suggest they will be
better off as a result.?

But those who have become incurably cynical about politics and reg-
ulatory capture might think about advocating specific activity carve-outs
(Option 3) as a second-best alternative, specifically as proposed under the
original Volcker Rule. Either option stands some chance of forestalling an-
other financial crisis—at least in the short run. If Option 1 turns out to fail
this time, then Option 2 will surely be considered seriously after the next
big financial debacle.

1.3 THE LEGISLATION

Based on the criteria that we have suggested ought to set the basis for reform
of the financial architecture and the options that exist to meet those criteria,
how does the Dodd-Frank Wall Street Reform and Consumer Protection
Act of 2010 measure up?

Taken as a whole, the legislation does not incorporate a clear or consis-
tent approach to the problem of regulating the financial sector. It incorpo-
rates elements from all four of the foregoing approaches, but mainly a great
deal of modified laissez-faire plus a few restrictions on banks’ activities. Per-
haps its greatest failure is that it is not anchored in a serious consideration
of the question of what is banking and what is a bank. As a result, it has no
clear and coherent set of policies for dealing with the shadow banking system
and bringing it under the regulatory umbrella in a systematic way. Indeed,
the architectural compromises incorporated into the Act have resulted in a
rather unwieldy structure.

A committee of regulators, the Financial Stability Oversight Council,
is made responsible for monitoring systemic risk and taking measures to
address it. The Federal Reserve is given a greatly expanded role in the
supervision and regulation of systemic firms, including nonbanks, but the
Fed’s own powers to intervene in a crisis and to come to aid of the shadow
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banking system are constrained—as we discuss in the next chapter. It is hard
to imagine a more complex and politicized task.

The Act requires that all bank holding companies with total consolidated
assets of at least $50 billion, along with nonbank financial companies desig-
nated by the Council as systemically significant, will potentially be subject to
heightened prudential standards promulgated and administered by the Fed.
While the $50 billion threshold for bank holding companies is significant,
the Fed retains important flexibility to distinguish between bank holding
companies on the basis of their perceived riskiness, complexity, activities,
size, and other factors in terms of which financial firms will be subject to
stiffer prudential standards.

The Act does not set specific prudential requirements, but it identifies
areas where the Council can recommend higher prudential standards and
where the Fed must impose them. These stiffer standards include heightened
capital requirements, rigorous leverage and liquidity requirements, risk man-
agement requirements, concentration limits (25 percent of capital stock and
surplus), resolution plans (so-called living wills), and stress tests. Certain
publicly traded companies supervised by the Fed will be required to estab-
lish independent risk committees.

Another significant feature of the legislation is that the Fed will be
required to impose a strict 15:1 debt-to-equity leverage ratio on any finan-
cial company that the Council determines poses a “grave threat” to finan-
cial stability. The Fed will also be required to create an early remediation
regime—similar in concept to the prompt corrective action (PCA) regime of
the FDIC—in consultation with the Council and the FDIC.

The Fed will also have discretion to impose other prudential stan-
dards, including contingent capital requirements, enhanced public disclo-
sure, short-term debt limits, and other measures the regulators decide are
necessary to mitigate risk. The Act leaves open the possibility that the Fed
may decide to require nonbank financial companies to segregate their finan-
cial activities into separate entities.

With respect to capital standards, the Act does take pains to avoid
the Basel II trap. The Collins Amendment requires that the risk-based and
leverage capital standards currently applicable to U.S. insured depository
institutions be imposed on U.S. bank holding companies, including U.S.
intermediate holding companies of foreign banking organizations, thrift
holding companies, and systemically important nonbank financial com-
panies. It requires that whatever capital and leverage standards are ar-
rived at eventually will constitute a floor with respect to any future Basel
I Accords.

The legislation shied away from size and line-of-business restrictions or
activity carve-outs. Instead it envisions that the aforementioned, enhanced
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risk limitations can be successfully imposed and enforced by the Fed and
the Council. The Act does not prevent the largest financial companies from
growth by acquisition, but no financial company will be permitted to merge
with another financial company if the consolidated liabilities of the combined
firm exceed 10 percent of the total consolidated liabilities of all U.S. financial
companies.

Large banks and other systemically important financial firms are
otherwise left to function as they did before, although they will be being
monitored more intensely and be subject to a variety of new nonsystemic
regulatory constraints (consumer protection, derivatives trading, executive
compensation, etc.).

The Act gives the Federal Reserve the authority to intervene in any
systemically important financial company for the purpose of affecting lig-
uidation, subject to a two-thirds vote of the Council of Regulators, pro-
vided that no government funds are used for any sort of creditor bailout
without prior congressional approval. The bill includes a new orderly lig-
uidation authority (OLA) that will replace the bankruptcy code and other
applicable insolvency laws for liquidating financial companies and certain
of their subsidiaries under certain circumstances. Under the new liquida-
tion authority, the Treasury secretary would have the authority to appoint
the FDIC as receiver of any financial company if certain conditions are
satisfied.

A requirement for a dissolution insurance fund to be financed by annual
premiums paid by systemically important firms was the focus of intense
Republican opposition, and was ultimately dropped from the legislation.
This omission was contrary to the advice of many observers in academia.
Such a fund would have reimbursed the government for the too-big-to-fail
subsidy of their borrowing costs as a way to set aside funds necessary for
any future bailouts. Instead, the costs of remediation are to be borne by
surviving firms—firms that turned out to be better managed and less risky.
We continue to believe that this makes no sense whatsoever.

The Dodd-Frank Act does implement a much weakened form of the
Volcker Rule (subject to further study) by limiting the amount banks may
invest in proprietary hedge funds and private equity funds to 3 percent
of Tier 1 capital, and prohibits proprietary trading in all but obligations
of the U.S. government or its agencies and municipal debt. It also re-
quires systemically important nonbank financial companies to carry ad-
ditional capital and observe some limits on proprietary trading activities,
but it does not expressly prohibit them. The Volcker Rule even in its
weakened form is not effective until two years after enactment, and then
there will be a two-year transition period with the possibility of addi-
tional extensions. Given those conditions, the Volcker Rule seems unlikely
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to be binding on the behavior of banks or shadow banks anytime soon,
if ever.

A positive note is that the Act does a fair amount to improve the trans-
parency of the financial system. It departs from the anything-goes culture
of the past decade. It requires mandatory clearing of derivatives through
regulated clearing organizations and mandatory trading through either reg-
ulated exchanges or swap execution facilities. It mandates new oversight
and monitoring activities in the Fed, the Treasury, and the SEC. It falls short
in coming to grips with the informational role played by rating agencies
and understanding the key market failure that compromised their role in
the past.’

Finally, the Dodd-Frank Act pays little real attention to international
regulatory efforts or coordination. Members of Congress and the Obama
administration assumed that whatever reforms come about in the United
States will be the first to appear, and therefore would inevitably become the
template for the world. The main exception is a willingness to be part of the
discussion of revised minimum bank capital adequacy standards in the form
of Basel III that could be implemented after substantial negotiation over an
indeterminate period of time.

The organizational structure of the new regulatory system is unwieldy
for sure. The Federal Reserve is at the center of it with greatly expanded
responsibilities and some new powers to go with them. Equally, the Treasury
and the FDIC have newly articulated roles in preserving financial safety and
soundness and ending the too-big-to-fail problem and the inherent moral
hazard that goes with it. Finally, the SEC has a greatly expanded mandate
for rule making, monitoring, and ensuring transparency.

One of the glaring oversights of this new architecture, however, is that
it doesn’t pay enough attention to the financial needs of the regulators and,
as a result, it preserves a strong political role in the regulatory process.
The Federal Reserve will maintain its independence and is self-funded. But
it is subject to stronger oversight than ever and less independence of ac-
tion. The new Bureau of Consumer Financial Protection is independently
funded by the Fed. The FDIC’s independence seems to be even more lim-
ited than in the past because it has greatly expanded authority for resolving
insolvent bank and nonbank firms but no authority to charge insurance
premiums ex ante. Its ability to assess fees based on the risks it insures has
always been limited by Congress and will continue to be so. It must now
borrow from the Treasury to cover the costs of resolving insolvent large,
complex financial institutions (LCFIs). The SEC has greatly expanded re-
sponsibilities, but, as in the past, no ability to fund itself. It will remain
subject to the whims of congressional appropriations and thus vulnerable to
political capture.
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1.4 SUMMARY

As a general proposition, financial intermediaries and the structure of the
financial architecture cannot be allowed to impose politically unacceptable
costs on society, either by failing individuals deemed worthy of protection
in financial matters or by permitting firm-level failure to contaminate other
financial institutions and, ultimately, the system as a whole.

Protecting the financial system from misconduct and instability is fun-
damentally in the public interest. It inevitably presents policymakers with
difficult choices between financial efficiency and innovation on the one hand
and institutional and systemic safety and stability on the other. And be-
cause the services provided by banks and other financial intermediaries as
allocators of capital affect nearly everything else in the economy, regulatory
failure quickly becomes a traumatic event with important consequences for
the real sector of the economy.

There is much still to be determined about the new shape of financial
regulation. A great deal depends on rules yet to be written and decisions yet
to be made in the process of implementing the Dodd-Frank Wall Street Re-
form and Consumer Protection Act of 2010. We suggest that correct pricing
of systemic risk and successfully forcing the costs inside financial interme-
diaries is the first and best option for performing well against the four key
criteria for financial architecture we have proposed. Financial intermediaries
can then select strategic options that reduce net regulatory burdens, in the
process reducing society’s exposure to systemic risk.

NOTES

1. See, for example, Committee on Capital Markets Regulation (2006) and
McKinsey & Co. (2008).

2. See, for example, Schmid and Walter (2009).

3. See Chapter 15 of this book.
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he Federal Reserve System was born of a financial crisis, the Panic of
1907. Major changes in the structure and powers of the Federal Reserve
were the result of subsequent crises, most notably the Great Depression of
the 1930s. It is not surprising then that the financial crisis of 2007 to 2009
should lead to further changes in the power and scope of the Fed. The Dodd-
Frank Wall Street Reform and Consumer Protection Act of 2010 mandates
major changes in the role and responsibilities of the Federal Reserve System.
The Fed will have enhanced responsibility for systemic risk assessment and
regulation, and it will house and fund a new Bureau of Consumer Financial
Protection (BCFP). The policy mandate of the Fed is also expanded. In
addition to price stability and full employment, the Fed must now make
financial stability an explicit goal. In addition to expanding the powers of
the Fed, the Dodd-Frank bill also sets some new limits. In particular, the
Fed’s ability to lend and provide liquidity in a crisis will be curtailed, and its
operations and lending programs will be subjected to more scrutiny.
The recent financial crisis highlighted the extraordinary power of the
Federal Reserve and other central banks to intervene in the economy in a
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crisis. Not surprisingly, the interventions led to a vigorous public debate
about the choices the Fed made, the proper role of the Fed in a crisis, and
the transparency of its actions. Never has a central bank been so deeply
involved in providing liquidity to a weakened financial system.

The role of a central bank in financial crises is a topic with a long history.
With the help of Walter Bagehot, the Bank of England learned in the 1860s
and 1870s that proper behavior on the part of a lender of last resort is
to furnish liquidity to the market by discounting freely when presented
with good collateral, at a penalty rate of interest to provide incentives for
borrowers to repay as soon as they are able and for banks to maintain
adequate liquidity. In the recent crisis, the Fed developed a range of Bagehot-
like facilities to deliver liquidity when and where it was needed.

But the Fed and some other central banks also went well beyond what
Bagehot taught a century and a half ago. In addition to lending to the market,
they lent to particular institutions in trouble, sometimes on dodgy collateral.
Whenever a central bank acts as a lender of last resort, the decision to do
so on behalf of particular institutions—no matter how dispassionately and
professionally arrived at—has political ramifications.

Even in lending to the market, the Fed intervened to an unprecedented
degree, reacting quickly to create vast reserves and shoring up institutions
in novel ways to prevent a wholesale collapse of the U.S. financial system.
The Fed expanded its traditional role as lender of last resort to become an
investor of last resort as well. One could argue that this was an appropriate
means to prevent a widespread systemic collapse of the financial system. Yet
it was bound to add to concerns about the range of Fed powers.

However else these decisions are judged, the political fallout from what
were intended as prudent professional decisions cannot be denied. We should
not be surprised that when unelected leaders of powerful, independent finan-
cial institutions make political decisions, they invite a popular backlash. In
the United States, public suspicion of seemingly unchecked power of banking
authorities dates back to the colonial period.

Not surprisingly, Congress has turned its attention to ways to improve
financial sector regulation and avert future crises. The changes to the role
of the Fed that are introduced by the Dodd-Frank Act arise mostly out of
serious thought about the role of central banks and the appropriate scope
of their activity. But there also are lingering reflections of the public anger
triggered by the crisis and the Fed’s role in it. We will try to distinguish
between the two.

We start with some historical background that highlights the longstand-
ing American tradition of opposition to central banks. We then turn to the
Dodd-Frank Act and distinguish between the expressions of public anger
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and the substantive issues that are worthy of scrutiny. To foreshadow our
conclusions, we argue that the most egregious populist elements of the prior
House and Senate reform drafts have been eliminated from the Dodd-Frank
bill. At the same time, the bill weakens or eliminates some Fed powers that
played an important role in mitigating the recent crisis. Instead, it relies
heavily on new, complex, and potentially unwieldy regulatory and resolu-
tion mechanisms to prevent and tame future crises. If these new structures
prove ineffective, the absence of emergency authority for some forms of Fed
lending could make future crises even more devastating than the recent one.

2.1 THE HISTORICAL BAGKGROUND

Hamilton and the First Central Bank

Widespread resistance to a powerful central bank is at least as old as the
United States. When Treasury Secretary Alexander Hamilton proposed in
1790 that Congress charter a Bank of the United States for 20 years, he set off
a controversy that would echo throughout U.S. history. A strong, centralized
state such as Britain had recently posed a grave threat to American liberties.
So had the Bank of England, which aided Britain’s war efforts and operated
under the British government’s auspices. To many Americans, Hamilton
appeared to be trying to create similar threatening institutions in the United
States. They thought it better to have a more limited and weaker federal
government, and smaller local financial institutions created by the states.

Issues of political power—rather than competing theories of economics
—framed the debates among the founders regarding the role and structure
of the federal government. In the various state constitutions, the powers of
the executive were severely curbed, and under the federal Constitution, the
central government’s executive authority was to be hedged by a legislature
that represented states’ rights and interests. That the executive branch should
sponsor an institution that represented a large concentration of financial
power would prove immediately controversial.

Hamilton, however, was both more an economist and more accepting of
an “energetic” central government than his opponents. He envisioned that
the Bank of the United States would serve as an important adjunct to federal
public financing operations. In a country with only three small local banks
at the time, it would also serve the private sector as a bank of discount,
deposit, and note issue with a nationwide system of branches. The Bank
was to be a large private corporation, a feature aimed at the modern goal
of limiting short-run political influences on it, what today would be called
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central bank independence. At the same time, Hamilton proposed that the
federal government take a 20 percent stake in the corporation to signal its
public ties and responsibilities, and he imposed on it an obligation to report
on its condition regularly to the Treasury secretary.

Congress debated Hamilton’s proposal in early 1791 and quickly passed
the bill embodying it. In the House debates, however, where members were
more sensitive to their constituents, James Madison argued that the Con-
stitution had not conferred on Congress an explicit power to establish any
corporation, including a bank. Edmund Randolph, the attorney general,
and Thomas Jefferson, the secretary of state, furnished President George
Washington with opinions that the proposed Bank of the United States was
unconstitutional.

Hamilton responded with a lengthy defense of the bank, relying upon
the “necessary and proper” clause of the Constitution, exposing flaws in
the reasoning of his fellow cabinet members, and setting down for the first
time the doctrine of a constitution’s “implied powers” that later became
an important worldwide principle of constitutional law. Washington was
persuaded and signed the Bank of the United States bill into law.

The Bank served the U.S. economy well. It was an efficient fiscal agent for
the Treasury. And since it received the note and deposit liabilities of a rapidly
expanding system of state-chartered banks in payment of federal taxes, it
could effectively regulate the U.S. banking system and credit conditions. It
also took on limited lender-of-last-resort functions by aiding a few banks
with temporary reserve deficiencies.

Nevertheless, Congress failed to renew the Bank’s charter when it came
up for renewal in 1811. In addition to issues of constitutionality and concen-
tration of power, interest group lobbying also played a role. State-chartered
banks—which numbered more than 100 by 1811—had the opportunity to
rid themselves of a regulator and a competitor. With no Bank of the United
States, they stood to gain the federal government’s banking business. The
self-interest of state-chartered banks prevailed over the preferences of now
President Madison and Treasury Secretary Albert Gallatin, both of whom
supported renewal of the Bank’s federal charter.

The Second Bank

Without a Bank of the United States, financing the War of 1812 grew com-
plicated and embarrassing. Except in New England, state banks suspended
convertibility of their liabilities to base money, and there was considerable
inflation. Chastened by the experience, Congress moved quickly after the
war ended in 1815 to charter a second Bank of the United States, again for
20 years, starting in 1816. The second Bank was an enlarged version of the
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first. The federal government again took a 20 percent stake, and now it also
appointed a fifth of the Bank’s directors.

The second Bank of the United States performed as well as the first. It
aided the Treasury in restoring convertibility of the currency after the war,
although it was blamed for the period of tight credit necessary to reach that
goal, as well as for the panic of 1819 prompted by the credit contraction. In
the 1820s and early 1830s, Nicholas Biddle, the talented but arrogant Bank
president for much of this period, was a true central banker. Biddle became
so personally identified with the Bank that its friends and enemies alike could
focus on a personality, a mixed blessing for the institution. Under Biddle,
the Bank managed domestic and international payments systems, helped the
Treasury to manage its debt, prevented the major British financial crisis of
1825 from spilling over into the United States, and presided over a period
of rapid, noninflationary economic growth.

Nonetheless, when Congress approved a renewal of its charter in 1832,
President Jackson vetoed it. His veto message, a classic of populist rhetoric,
raised all the old arguments about the Bank’s constitutionality and the
threats posed by a large and powerful financial institution with a monopoly
charter, as well as some new ones that included the specter of foreign own-
ership of the Bank’s capital stock. Jackson severed the government’s rela-
tionships with the Bank of the United States. The country would not have a
central bank again until 1914.

Making Do without a Gentral Bank

The United States developed various substitutes for a central bank, but
these failed to promote financial stability as well as the two Banks of the
United States had done.! After 1836, some central banking functions were
performed by the Treasury, by clearinghouses for banks in major cities,
and—after the 1863 advent of the National Banking System during the Civil
War—Dby large national banks in leading cities, especially the central reserve
city of New York. The Treasury held its own reserves of base money and
could inject them into the banking system to prevent or alleviate liquidity
crises. Clearinghouses could issue loan certificates among their members
during crises to make more base money reserves available to meet demands
of panicky depositors.

Under the Bank of the United States regime, the country experienced
only two banking crises, in 1792 and 1819, or one every 20 years. There-
after, banking crises occurred on average about every 10 years: in 1837,
1839-1842,1857,1873,1884, 1893, and 1907. Until the twentieth century,
none of these crises was sufficient to overcome political resistance to more
centralized control of banking and monetary policy. U.S. society remained
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largely rural, and most people could fall back on local resources in times of
crisis. Those circumstances would change with mass urbanization and more
economic specialization and interdependence in the twentieth century.

Introduction of the Federal Reserve

By 1907, the U.S. economy was the largest in the world, and it was embar-
rassing that it had more frequent banking crises than did European coun-
tries with central banks. In the 1907 panic, J. Pierpont Morgan, a private
banker acting as a quasi central banker, effectively coordinated the means
to stem the panic. That kind of power in private hands was as disconcerting
a prospect as lodging it in the public domain. In the wake of the panic,
Congress therefore set in motion the machinery that would lead to passage
of the Federal Reserve Act in 1913, and the opening of the Fed in 1914. Af-
ter 1914, banking crises did not disappear, but they once again became less
frequent. The Federal Reserve Act reflected the crosscurrents of American
history: It created a decentralized central bank.

The decentralized Federal Reserve, however, failed to prevent or miti-
gate the greatest financial crisis that ever confronted the United States. To a
considerable extent, the depth and duration of the Great Depression reflected
a widespread collapse of the U.S. financial system. The Fed did little to ease
credit as the money supply and the price level plummeted. If anything, its
perverse actions under the gold standard probably helped transmit the crisis
abroad. Much of the problem was institutional. When it had been set up
in 1914, the Federal Reserve System was all too federal, reflecting states’
rights sentiments in Congress; that is, it was a weakly governed collection
of regional Reserve Banks with the New York Reserve Bank taking the de
facto lead in matters of money-center and international finance.

The decentralized structure of the Federal Reserve System helps to ex-
plain the lack of concerted action to stave off the massive bank runs and
failures that ballooned into the thousands from late 1930 to early 1933.
Not until 1935 did Utah banker Marriner Eccles preside over a restruc-
turing of a more centralized, systemwide Board of Governors, based on
banking legislation that, among other regulatory features, established most
of the centralized Fed’s powers as we know them today. Eccles used the
new structure and his personal authority to stake out more central bank
independence from the Treasury. Yet, the new Fed extended the Depression
by its premature actions in 1936 and 1937 to absorb excess reserves. As a
result of that experience and the Fed’s efforts to help the Treasury finance
wartime expenditures at low interest rates, the central bank became, in ef-
fect, a vassal of the Treasury until the Treasury Accord of 1951 began to
restore Fed independence.
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As far as broader U.S. finance was concerned, states’ rights claims and
populism were by no means gone. Until late in the twentieth century, Amer-
ican banks could have branches in at most one state. Many were confined
to one city or even one office (so-called unit banking). Congress and federal
regulatory authorities continued to defer to state and local preferences in fi-
nance. Powerful members of Congress representing constituencies for whom
easy credit was important could be relied on to praise the Fed whenever it
lowered interest rates, and to condemn it whenever it raised them. Only
after the Fed’s easy money policies led to soaring inflation and unprecedent-
edly high nominal interest rates in the 1970s did American populism enter
a temporary quiet period. The independence of the Fed and the primacy of
its price stability objective earned virtually universal support.

2.2 THE FEDERAL RESERVE AND
THE DODD-FRANK BILL

Lingering Populism

The financial crisis that began in 2007 triggered widespread criticisms of the
dramatic Fed interventions aimed at mitigating the economic fallout from
the financial collapse. While the Fed has much to account for, members of
Congress also found it convenient to blame the Fed for lapses before and
during the crisis. Some observers singled out former Fed chairman Alan
Greenspan as the single most culpable villain because of the long period of
low interest rates on his watch that they contend led to an unsustainable
bubble in housing prices. While most of the legislative provisions reflect a se-
rious effort to improve the effectiveness of financial regulation, some portion
of the legislation reflects lingering congressional anger about the crisis.

It is not difficult to find examples of the reaction. Congressman Ron
Paul, a modern Andrew Jackson, wants to “End the Fed,” and has a best-
selling book with that title. His arguments have appealed to a much wider
audience than his libertarian populist base. The Grayson-Paul amendment
introduced in 2009 would have subjected Fed decision making to audits and
quick second-guessing by Congress. Although the Dodd-Frank bill mutes
the Paul proposals, it still poses a risk to Fed independence. For example,
the comptroller general is asked to provide Congress with a full audit report
of Fed activities in the recent crisis, as well as an evaluation of Fed gover-
nance. In addition, the bill allows the Government Accountability Office to
perform additional audits of all lending activities of the Fed without explic-
itly exempting monetary policy operations. Such audits may seem a coercive
threat to Fed policymakers who anticipate congressional second-guessing
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of policy decisions. While public anger regarding the Fed’s actions may be
on the wane as the economy recovers, these provisions could bode a return
of politically motivated pressures on monetary policies that were regular
features in U.S. financial history.

New Constraints on the Lender of Last Resort

Congress has added an explicit mandate for financial stability to the list of
Fed objectives. It also has strengthened the Fed’s focus on supervision by
establishing a new vice chairman for supervision at the Board of Gover-
nors. And it has—at least implicitly—ratified the Fed’s aggressive creation
of broad-based Bagehot-like programs to provide liquidity during the crisis.
At the same time, it has significantly altered the tools available to secure
financial stability, sharply curtailing here, and adding substantially there. It
is impossible to assess the comprehensive impact of these changes, partly
because many of the changes will have to be spelled out by a newly formed
group of regulators responsible for systemic regulation, the Financial Stabil-
ity Oversight Council (FSOC).

At least some of the legislative changes will make it more difficult for
the Fed to intervene in crises in a timely way when they occur. Specifically,
there are limits placed on the Fed’s emergency lending powers to nonbank
entities. Beginning in the spring of 2008, the Fed relied repeatedly on the
emergency lending powers expressed in Section 13(3) of the Federal Reserve
Act, which allowed the central bank to extend loans to nonbanks (“individ-
uals, partnerships, and corporations”) in a financial exigency. To opponents
of the Fed, its emergency loans to specific institutions (such as Bear Stearns
and AIG) epitomize the central bank’s willingness to use public funds to bail
out financial institutions, and to do so beyond the scrutiny of any elected
officials. To defenders of the central bank, this authority enabled the Fed
and the U.S. government to respond quickly when the financial system faced
a wave of defaults. Applied carefully, it can be consistent with Bagehot’s
approach of lending to anyone offering good collateral at a penalty rate. In
the financial crisis, lending under the Fed’s 13(3) authority probably helped
prevent the turmoil from spreading beyond Lehman Brothers and AIG to
other large, connected, and vulnerable institutions.

The Dodd-Frank Act markedly narrows this authority. First, the bill
prohibits lending to specific nonbanks. Emergency lending can no longer be
provided to any “individual, partnership, or corporation” but only to “par-
ticipant[s] in any program or facility with broad-based eligibility.” Second,
it states that “any emergency lending program or facility is for the purpose of
providing liquidity to the financial system, and not to aid a failing financial
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company, and that the security for emergency loans is sufficient to protect
taxpayers from losses and that any such program is terminated in a timely
and orderly fashion.” The goal of these restrictions is presumably to reduce
the moral hazard of so-called too-big-to-fail shadow banks and to prevent
taxpayer assistance for the restructuring or liquidation of shadow banks.
Such restructuring of nonbanks will be driven through the new Federal De-
posit Insurance Corporation (FDIC)-led resolution mechanism created by
the legislation (see Chapter 7 for an analysis of this facility).

Third, under the new Dodd-Frank regime, Fed programs that allow for
the efficient distribution of liquidity in a crisis (a4 la Bagehot) to solvent
financial institutions with acceptable collateral, such as the extraordinary
facilities developed in the crisis, would require the approval of the Treasury
secretary. It is not clear why the Treasury secretary should be involved in
programs that are designed to provide liquidity without cost to the taxpayer.
This approach adds to concerns about Fed independence. It also creates a
new distinction between banks, where the Fed can provide liquidity without
Treasury approval and without utilizing its authority under Section 13(3),
and shadow banks, where approval and emergency authority are required.?

It is doubtful that the optimal approach to Fed emergency workout-
related lending is to forbid it outright. By doing so, the bill eliminates (rather
than just raises the cost of using) a policy safety valve that has been available
for more than 75 years in the event of unforeseen circumstances. In effect,
Congress is counting on other regulatory reforms and the new resolution
mechanism to prevent or tame financial crises. Alternative policy approaches
to Fed emergency lending might have been to require prior presidential
approval (along with notification to Congress) of workout-like loans, to
limit the size of such Fed lending without prohibiting it, or to require the
President to include in an emergency supplementary budget proposal an
appropriation to acquire all the workout-related assets from the Fed.

Some combination of these alternatives would mitigate the inevitable
conflict between requiring accountability for quasi-fiscal actions by the cen-
tral bank and securing the independence of monetary policy, while allowing
a timely crisis response. In our view, a better approach would be to require
the Treasury to facilitate removing non-Treasury or nonagency debt from the
Fed’s balance sheet in a timely way following any crisis stabilization effort.
This approach would make it clear that the Fed can act temporarily in ex-
tremis as the government’s bank when it serves as investor of last resort but
cannot hold these assets on its balance sheet for long. Nothing in the Dodd-
Frank bill directly addresses this confounding of fiscal and monetary policy.

The focus on limiting emergency funding only for nonbanks also appears
misplaced. The problem of too-big-to-fail creating a moral hazard originated



60 FINANCIAL ARCHITECTURE

with the Fed lending to a large bank in distress (Continental Illinois in 1984).
Yet the legislation does not constrain Federal Reserve lending to individual
banks. The reason may be that the most unpopular Fed actions in 2008 were
its moves to bail out the creditors of nonbanks (particularly those of Bear
Stearns and AIG). The legislation seems designed to prevent a recurrence of
these extraordinarily unpopular emergency actions.

Yet, from either an analytic or a commonsense perspective, there is little
reason why the lender of last resort should distinguish between a bank and
a nonbank if both pose an identical systemic threat. Why should the lender
of last resort fail to underpin the financial system because of the legal label
borne by a financial institution, regardless of its function? Bagehot articu-
lated this pragmatic functional view back in the nineteenth century: “The
holders of the cash reserve. .. must lend to merchants, to minor bankers, to
‘this man and that man’ whenever the security is good.”3 Conceivably, one
effect of the new rules may be to prompt shadow banks on the verge of trou-
ble to convert into banks to facilitate access to Fed lending facilities—just
as Goldman Sachs and Morgan Stanley did in the wake of Lehman’s 2008
failure. If so, the goal of mitigating the too-big-to-fail problem could remain
elusive. There is a related question of whether the bill as structured creates a
stronger presumption for pushing a challenged nonbank through the resolu-
tion process than it does for a similarly situated bank. Will there be greater
(perceived) forbearance for banks?

To be sure, a central bank in a democratic society must be subject to
review and held accountable by elected officials. Its potent tools need to
be carefully monitored. Thus, we would prefer a procedure that achieves
political accountability for the central bank while maintaining its ability to
make timely interventions in the interest of financial and economic stability.
This problem could have been addressed by having a preauthorized standby
authority (possibly limited in scale) to be used when a need arises in a crisis,
accompanied by monitoring procedures that would spring into action as the
standby authority came to be employed.*

Emergency lending facilities enable the Fed (and the government) to re-
spond rapidly to unexpected systemic shocks. The proposed structure could
delay and politicize decision making, especially compared with a parlia-
mentary system where the executive branch can implement fiscal changes
virtually overnight. It is not difficult to imagine an instance where the in-
ability to act in a timely way on the part of the lender of last resort would
pose a risk to national security, as well as to the financial system and the
economy. One need only look at the experience of the Great Depression
of 1930 to 1933 to see the negative consequences of inaction and delayed
action by the Fed.
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New Fed Disclosure Requirements

The Dodd-Frank bill makes some dramatic changes in the conduct of central
bank business by requiring full public disclosure of the details, terms, and
counterparties involved for virtually all Fed transactions. Such disclosure
pertains to emergency lending programs as well as traditional forms of dis-
count lending and open market operations. In all cases, disclosure occurs
after a significant delay, one year after the end of a special lending pro-
gram and roughly two years after each regular discount window or open
market transaction. These information releases will make a plethora of data
available to the research community and will keep the public fully informed
about central bank transactions. It is hard to take issue with provisions that
make the actions of an independent government agency transparent with a
reasonable lag. The bill’s disclosure delays should avoid the kind of insta-
bility that premature disclosure requirements helped spark during the Great
Depression.’

However, it is reasonable to ask how the bill’s new disclosure require-
ments will affect the Fed’s policy tools. In our view, the bill’s new disclo-
sure requirements will tend to weaken discount window lending as a crisis-
management tool. Banks have always feared that disclosure of borrowing
from the Fed’s discount window would signal their fragility and trigger a
run. Partly as a result, discount window lending has been negligible in recent
decades, outside of crises. And, of course, fears of a run are much greater in
a crisis. Notably, Fed efforts since the 1990s to encourage greater use of the
discount window and to strengthen its value as a policy tool have had little
effect. The new disclosure requirement may make it even more difficult than
in the past for the Fed to persuade banks to use the discount window when
the financial system is threatened by an extraordinary liquidity shortfall.

Expanding Other Fed Powers and
Changing Governance

The other major feature of the Dodd-Frank Act that relates directly to the
Federal Reserve is the introduction of a new mechanism for the regulation of
systemically important financial institutions. The Financial Stability Over-
sight Council (FSOC)—consisting of the major regulatory authorities—will
be advised by a new Office of Financial Research within the Treasury. The
Office will have broad authority to collect and analyze information on sys-
temic risks in the financial system. The Council will have the authority to
instruct the Federal Reserve to impose regulations on nonbank financial
companies that present systemic risks.
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The Fed’s new FSOC-determined authority, along with the Board of
Governors’ new vice chairman for supervision, institutionalizes a heightened
emphasis on financial regulation and stability within the Fed. This shakeup
of previous regulatory arrangements will help to avoid the benign neglect of
systemic issues that prevailed before the crisis. Yet it remains to be seen how
well the new, complex apparatus will respond dynamically to the evolution
of the financial industry, which will continue to have powerful incentives to
take on systemic risks.

Some observers argue that the Fed has always had the ability to extend
supervision over shadow banks and that these new structures are superflu-
ous. However, the recent crisis highlights the need for explicit recognition
of systemic risks arising in the shadow banking system. The Council will
have the authority to direct the Fed’s attention to areas where risks warrant
additional regulation and to instruct the Fed to act. A key uncertainty is
how effectively the various regulators will coordinate their activities among
an analytic group (the Treasury’s Office of Financial Research), a deliber-
ative body (the Council that votes to extend regulation and authorize Fed
action), and the regulator (the Federal Reserve). It also is unclear how far
regulators will go to empower market discipline—through transparency and
through charges for implicit government subsidies—as a means of revealing
and taming systemic risk.

The Fed also plays a secondary role in a newly developed mechanism led
by the FDIC for the orderly liquidation of failing financial institutions. The
goal of the process is to unwind systemically significant failing companies
without invoking “too big to fail” or imposing any costs on the taxpayers.
The decision to start the liquidation process requires that the Treasury, the
FDIC, and the Fed all agree that the institution in question is of systemic
importance. The FDIC can then provide guarantees of deposits and other
liabilities to the extent to which it anticipates being repaid. Naturally, this
process is both complex and untried. Once again, its effectiveness will have
to be proven by experience.

Finally, in contrast to earlier draft legislation, the Dodd-Frank bill avoids
governance changes that could have seriously politicized top appointments
at the Federal Reserve district banks and threatened Fed independence. The
limited changes in the bill may be viewed as a cautious reaction to what
some perceive as a too-cozy relationship between the financial sector and
the Federal Reserve System. For example, the Government Accountability
Office will conduct a study of the current system for appointing Federal
Reserve Bank directors, to examine conflicts of interest and the effectiveness
of public representation. The bill also prohibits the Federal Reserve Bank
directors appointed by member banks (Class A directors) from voting for the
Bank president.® Earlier proposals for more draconian changes (including
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one to make the president of the Federal Reserve Bank of New York a
presidential appointee subject to Senate confirmation) are not included in
the final legislation.

Consumer Financial Protection

A major ingredient of the Dodd-Frank legislation is the creation of a Bureau
of Consumer Financial Protection (BCFP), an independent consumer watch-
dog housed at and funded by the Federal Reserve. It would have the mandate
to ensure that American consumers get the clear, accurate information they
need to shop for mortgages, credit cards, and other financial products, and
protect them from hidden fees, abusive terms, and deceptive practices. We
discuss consumer finance protection separately in the next chapter, but it is
worth commenting briefly on the implications for the Fed that stem from
having that bureau located there. On the surface there are no implications,
since it is to be funded by the Fed but is to have an independent director,
appointed by the President and confirmed by the Senate. Because it is de-
signed to be independent, it should have few implications for the normal
functioning of the Fed. At the same time, there is no logical reason to house
it in the Fed. Clearly, this is the result of some political wrangling. It en-
abled the framers of the legislation to essentially hide the costs and avoid
having to seek appropriations to cover them. There is potential for conflict.
Consumer protection is inherently highly politicized because there are so
many constituents—both businesses and consumers. That is why it has such
populist political appeal. The logrolling circus that led up to the passage
of the Dodd-Frank bill should be evidence enough that politicians can put
tremendous pressure on regulators to protect consumers and business inter-
ests in particular ways without concern for the larger consequences. It is not
difficult to imagine circumstances in which actions taken—or not taken—by
the BCFP could engender further political intrusions on the Fed.

2.3 THE POSTCRISIS ROLE OF A CENTRAL BANK:
A BENGHMARK FOR MEASURING DODD-FRANK

Since the late seventeenth century, the role of central banks has always been
in flux. In their earliest years, the primary function of central banks was to
act as fiscal agents for governments. Later, in the nineteenth century, Walter
Bagehot articulated the importance of the lender-of-last-resort function. The
central bank’s policy role in economic stabilization—setting policy interest
rates and managing money growth—did not emerge as a key function until
the middle of the twentieth century. Around the same time, central banks in
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many countries took on much of the responsibility for the supervision and
regulation of banks. Most central banks also assumed responsibility for the
integrity, efficiency, and accessibility of the payments and settlement systems.

The Dodd-Frank bill reflects changing views of the role of a central bank
in the postcrisis world by providing an explicit new goal for the Federal Re-
serve. In addition to its existing mandate to attain maximum employment
and stable prices, the Dodd-Frank Act gives the Federal Reserve an explicit
financial stability function; Section 1108b states that “The Board of Gov-
ernors shall identify, measure, monitor, and mitigate risks to the financial
stability of the United States.”

What Is a Central Bank Function and What Is Not?

Modern central bank functions fall into three areas: monetary policy, the
supervision and regulation of individual financial institutions, and systemic
regulation of the financial sector as a whole. This latter function includes
both the traditional concern for the functioning of the payments system
and a new set of concerns about systemwide risk arising from the increased
complexity and interconnectedness of financial institutions and markets.

With these roles in mind, there are important elements in the structure
of the Federal Reserve that inevitably limit its independence. The Fed is an-
swerable to Congress, which created it. Its top officials are nominated by the
executive branch and confirmed by the Senate. Unlike the European Central
Bank (ECB), the Fed’s mandate can be altered by a simple congressional ma-
jority. At the same time, the 12 Federal Reserve district banks are governed
by independent boards and are formally owned by the member banks, mak-
ing the Federal Reserve System subject to regulatory capture by the banks
that it is supposed to supervise. Add to that the need to work closely with
the Treasury in times of crisis, and you have a system that must always
be sensitive to the risks of political interference in the setting of monetary
policy. Keeping inflation expectations low and stable in this setting requires
sustained policy vigilance.

While it forbids some quasi-fiscal actions by the Fed and adds to the
possible range of Fed supervisory authority, the Dodd-Frank bill does not
materially alter this reality. The Federal Reserve System remains the prag-
matic result of decades of evolution and haggling to balance the public’s
mistrust of bankers with its similar mistrust of politicians. However imper-
fect, the Fed is widely viewed as among the most independent of government
agencies. The same can be said when comparing the Fed with many other
central banks in the industrial world. Even its fiercest critics typically admire
the integrity, devotion, and expertise of the Fed’s personnel.
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Monetary Policy

Very few argue with the idea that monetary policy aimed at economic stabi-
lization should rest in the hands of an independent central bank. Although
there are those (such as Ron Paul and other libertarians) who advocate
the abolition of central banks, economists and historians have amply doc-
umented that independent central banks achieve lower and less volatile
inflation rates than those that are beholden to governments in power, and
that they do so at no long-run cost to economic output.

The central bank can use its tools to guide the economy toward goals set
forth by the government. In the United States, the Fed has a dual mandate to
maintain stable prices and full employment. Many other central banks—the
ECB is a notable example—have a single mandate to maintain price stabil-
ity. A central bank influences interest rates and the growth of money and
credit in order to attain its specified goals. An independent central bank can
pursue these goals without concern for an election cycle that might tempt
elected policymakers to pursue short-term goals, such as unsustainably high
employment and real growth with little concern for longer-run inflationary
implications.

Some argue that the function of a central bank should begin and end with
monetary policy, and that any other obligation would distract the central
bank from achieving its primary goal of economic stabilization. Indeed, an
early Senate draft suggested just that, removing all other functions except
the formulation of monetary policy from the central bank. However, this
approach ignores important links between monetary policymaking, financial
regulation, and prudential supervision that favor a wider role for a modern
central bank.

Supervision, Regulation, and the Lender
of Last Resonrt

As noted earlier, in the nineteenth century Bagehot introduced the idea
that the central bank should serve broadly as a lender of last resort to
the financial system. In fact, the modern notion of monetary policymaking
evolved out of the central bank’s lending activities. Traditionally, the central
bank provided liquidity to the financial system. Its lending to the banking
system influenced the aggregate economy even before the macroeconomic
role of the central bank was acknowledged. Indeed, one of the first and
rather successful policy efforts of the new Federal Reserve System was the
provision of funds to counter seasonal funding shortfalls associated with the
agricultural cycle. When special liquidity problems threatened the operation
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of the banking system, the central bank also would act as the lender of last
resort. It is only logical that such a lender should have sufficient information
about borrowers to be able to make sound loans. Thus, it is no accident
that bank regulatory and supervisory functions are often associated with the
lender of last resort.

Even as it circumscribes the Fed’s emergency lending powers, the Dodd-
Frank bill in other ways strengthens the connection between the lender of last
resort and regulatory and supervisory functions. It enables the Fed—subject
to recommendation from the new FSOC—to supervise systemically impor-
tant nonbanks. It also ratifies the Fed’s ability to provide nonbanks with
emergency liquidity through facilities with broad access (but not with lend-
ing to individual nonbanks).

Some economists have claimed that the lender-of-last-resort role for
central banks is obsolete.” They argue that in the presence of modern, well-
developed financial markets, there should be no such thing as an illiquid
but solvent firm. Solvent firms should always be able to arrange financing
in the interbank market, the repo market, or longer-term credit markets. In
the aftermath of the 2007 to 2009 crisis, this view, which harks back to the
arrangements in place prior to the panic of 1907, seems to reflect an overly
optimistic faith in the ability of financial markets to avoid collapses.

Conceivably, the supervision and regulation of individual banking insti-
tutions need not be a central bank function. In some countries, it is housed
in other government agencies. And in the United States, the Fed has al-
ways shared these functions with state and national agencies responsible for
chartering banks, as well as with the deposit insurance agency.

However, as the U.S. lender of last resort, it is crucial that the Fed be able
to obtain timely information about any potential borrower. This is a linch-
pin of the argument that the central bank should have a leading role in bank
supervision and regulation. One might ask whether the real issue is effective
communication between the Federal Reserve and any other agencies with
supervisory authority. In practice, however, instances where the role of su-
pervisor and lender of last resort have been separated—such as in the United
Kingdom, where the Bank of England acts as lender of last resort and the
Financial Services Authority oversees the potential borrowers—have high-
lighted how difficult it is to communicate effectively in a crisis. As a result,
UK Chancellor George Osborne recently announced plans to eliminate the
Financial Services Authority and return a leading role in bank supervision
to the Bank of England.

More importantly, the benefits of linking the lender of last resort and the
role of supervision go beyond the advantages of rapid communication. The
skills and expertise developed in the course of regulation and supervision
may help the lender of last resort to innovate when necessary in a liquidity
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crisis. For example, the rapid, emergency introduction of several new Fed
lending facilities during the crisis of 2007 to 2009 (e.g., the Treasury Auction
Facility and the Primary Dealer Credit Facility) would have been difficult in
the absence of extensive hands-on experience in the financial system on the
part of Fed supervisors. Similarly, experience in regulation and supervision
may be critical for the development and informed use of so-called macro-
prudential powers, which aim to curb systemic financial threats.

Against this background, it is important to distinguish among the types
of organizations to be supervised. The lender-of-last-resort role probably
is of greatest relevance in dealing with institutions whose instability would
pose a direct threat to the financial system as a whole. It is possible for
a wide array of small financial institutions to pose such a systemic threat
if they face a common exposure that makes them collectively vulnerable.
The experience of money market mutual funds (MMMFs) in the recent cri-
sis provides a case in point. Yet, there are few such examples. Even the
thrifts crisis of the early 1980s was not truly systemic. Moreover, the expe-
rience of the recent crisis suggests that large, complex financial institutions
(LCFIs) are more likely to be sources of systemic disruption. For this rea-
son, there would appear to be a stronger case for linking the lender of last
resort to the supervision of LCFIs than to the supervision of other financial
institutions.

The Dodd-Frank bill largely preserves the supervisory role of the Federal
Reserve district banks even with regard to small banks. The district banks
were naturally reluctant to give up their supervisory role, since it is one of
their major activities. Ensuring the soundness of banks large and small is
viewed as integral to economic health of the regions they serve. Confidential
information obtained in the course of supervising banks can be of use in
setting monetary policy, especially when it helps policymakers to anticipate
demand for and supply of credit. Nevertheless, the case for Fed supervision
of smaller banks remains far less compelling than the case for supervision of
systemically important financial institutions (SIFIs), including nonbanks.?

Systemic Risk Regulator

Although systemic risk is not a new idea, the notion of an explicit systemic
risk regulatory function is new. Addressing systemic threats was an implicit
function of the Fed because its lender of last resort facility was the only
tool available to respond to systemic risk problems. When clearing failures,
Y2K concerns, or the terrorist attacks of 9/11 threatened the operation
of the financial system, the Fed’s discount window was the tool available
to address the problems. Until the crisis of 2007 to 2009, the biggest use
of the Fed’s discount window occurred in the week after 9/11, when the
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Fed successfully met heightened liquidity needs that otherwise could have
threatened financial system stability.

The Federal Reserve also had the authority to lend widely (that is, to
nonbanks) in times of widespread financial exigency in order to manage
a systemic threat. Until March 2008, however, these powers were hardly
known and little understood because they had not been used after the 1930s,
when they were created and employed. With the benefit of hindsight, we see
that the evolution of discount lending authority in the twentieth century gave
the Fed a valuable tool for responding to systemic risks. However, it did not
make the Fed the actual systemic regulator with an obligation to monitor
and prevent the rise of systemic risk. In fact, the recent crisis highlights what
can happen when there is no one authority unambiguously responsible for
responding to systemic risks.

The establishment of a systemic risk regulator is an important compo-
nent of the Dodd-Frank bill. To be effective, such a regulatory authority
has to have influence that stretches out in multiple directions. First, the
systemic regulator needs to augment the oversight and supervision of in-
stitutions that are so large and interconnected that any insolvency would
create systemic problems.

Second, it must be able to address systemic problems that can arise from
smaller institutions facing a common vulnerability. For example, the 2008
run on money market mutual funds (MMMFs) highlights the risk posed by
so-called shadow banks—those that lack deposit insurance and a lender of
last resort even though their funds can be withdrawn at face value with little
or no notice. A similar funding vulnerability affects those institutions—such
as broker-dealers—that are dependent on the collateralized repo market.
The FSOC should grant to the Fed the authority to regulate such risk-laden
market funding practices, in addition to the behavior of any institution that
itself can generate systemic risks.

Third, economic conditions can give rise to systemically risky activity.
The extended period of low interest rates in the early 2000s created an en-
vironment that promoted rapid credit expansion and some of the excesses,
particularly in the mortgage markets, that generated the crisis. In addition,
new elements of monetary policy—so-called macro-prudential powers—
constitute an important potential element of systemic risk management.

It is uncertain whether the Dodd-Frank FSOC will become the powerful
systemic regulator that is needed. Rather than exercising direct authority,
the FSOC will be able to authorize explicit Fed supervision of SIFIs. Such
authority makes it possible in theory to rein in the systemically risky activi-
ties of any financial institutions—shadow banks, hedge funds, and insurance
companies, for example—including ones that are not otherwise subject to
regulatory oversight. If the behavior of any financial institution creates sys-
temic threats, the regulator has reason to be concerned.
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However, the Council is only a loose umbrella organization with the
mission, among other things, “to identify risks to the financial stability of
the United States that could arise from the material financial distress or
failure, or ongoing activities, of large, interconnected bank holding com-
panies or nonbank financial companies, or that could arise outside the
financial services marketplace” and “make recommendations to primary
financial regulatory agencies to apply new or heightened standards and
safeguards for financial activities or practices that could create or increase
risks of significant liquidity, credit, or other problems spreading among
bank holding companies, nonbank financial companies, and United States
financial markets.”

The Council will play a largely indirect role: instructing regulators
to tighten oversight when it deems that systemic risks warrant action.
Thus, the systemic regulator is removed from the direct issues of systemic
concern—supervision of institutions that can create systemic risks and mon-
etary policy. And the Federal Reserve will be only one participant among
several in the FSOC, without a leading role. The argument for giving the
Federal Reserve System a more central role in systemic regulation is that so
many of the functions and concerns of a systemic regulator are closely re-
lated to essential Fed functions.” The Fed monitors markets constantly and
has to ensure the integrity and viability of the payments system. Business
and financial cycles are closely linked: It is impossible to secure economic
stability without a modicum of financial stability. Given its expertise and
its degree of independence from the government, the Fed is a natural lo-
cation for assessing the possible trade-offs between these two policy goals.
It already has key tools for managing systemic threats and is developing
new ones.

The bill preserves the Fed’s role as the principal regulator of the largest
banks. And it permits the Council to grant the Fed supervisory authority
over other SIFIs. If the Council acts effectively in this way, most key issues
of systemic concern eventually will be brought under the wing of the central
bank. Still, the Dodd-Frank bill significantly narrows the Fed’s emergency
lending authority. A key issue some time in the future will be whether the
new restrictions on emergency lending to individual nonbanks will inhibit a
prompt and timely response to a crisis with potentially systemic implications.

2.4 SUMMARY

To many observers, the financial crisis of 2007 to 2009 had its roots in
mistakes made by the Federal Reserve under Alan Greenspan. When the
Fed wielded its enormous power to try to stem the financial meltdown, it
strayed far from the normal precincts of monetary policy. It is not surprising,
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then, that financial reform should include some serious rethinking of the
role of the Fed. A strong and independent central bank is an anomalous
entity in a constitutional democracy that emphasizes accountability and the
responsibility of elected officials.

Nevertheless, the Dodd-Frank Act leaves the independence of the Fed-
eral Reserve reasonably intact. Some of the challenges to central bank in-
dependence that were introduced in earlier congressional discussions were
misguided and potentially counterproductive expressions of public anger
regarding the recent financial crisis. Anger is a poor basis on which to craft
effective reforms. Fortunately, the Dodd-Frank bill dropped the most egre-
gious attacks on the Fed. However, it introduces restrictions on emergency
lending and new structures for responding to systemic risks that will have
to be judged when tested by events. It is far from clear that these complex
new structures will be able to mitigate crises when they occur.

Finally, there is no escaping the fact that there are competing goals
that make the role of the central bank difficult to determine. Although
everyone agrees that monetary policy is a central bank concern and the
raison d’étre for central bank independence, there are wide differences of
opinion regarding the extent to which the Fed should also have responsibility
for the supervision and regulation of individual financial institutions and
for systemic regulation of the financial sector as a whole. While a modicum
of financial stability is necessary for economic stability, there are potential
conflicts among the mandates of the central bank. Even the European Central
Bank, which has the sole mandate of price stability, has been drawn into an
expanded role by its decision (in the face of some fierce opposition) to hold
the sovereign debt of member states that faced serious funding challenges,
such as Greece, Spain, and Portugal.

We contend that strong linkages among the three functions of a cen-
tral bank are sufficiently compelling that, with proper oversight, the central
bank should have broad authority in all three of them. The Dodd-Frank Act
goes some way in this direction, but not as far as it could or should have. A
key concern is the prohibition or weakening of some Fed crisis-management
tools before it is clear whether the new and potentially unwieldy apparatus
to prevent and mitigate financial crises will prove effective. The bill also
prevents use of some of the crisis-management tools that the Fed employed
to mitigate financial instability in the recent crisis, at least until they might
be authorized via the FSOC. Delayed crisis interventions could well prove
to be less effective than timely ones. The history of financial crises indi-
cates that strong leadership and timely interventions separate well-managed
from poorly-managed economies. It is far from clear that a new, and hence
untested, oversight council can provide stronger leadership in a crisis situa-
tion than would an experienced central banker.
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NOTES

1. Banks in the United States were numerous and small by world standards. Well
into the twentieth century, despite their federal charters, even New York’s money-
center “national” banks were constrained to function with a state and local focus,
highlighting the continued concerns about size and power in the financial system
and the continued influence of local banking interests. See George David Smith
and Richard Sylla, “Capital Markets,” Encyclopedia of the United States in the
Twentieth Century, vol. 3, edited by S. I. Cutler (New York: Scribner, 1996).

2. The prohibition on Fed lending to swaps entities other than those associated with
depositories further distinguishes between banks and nonbanks. The rationale
appears to be that regulators can more easily contain the risks taken by swap
entities associated with banks, but that remains to be seen.

3. Walter Bagehot, Lombard Street, page 51, as cited in Brian Madigan, “Bage-
hot’s Dictum in Practice: Formulating and Implementing Policies to Combat the
Financial Crisis,” speech to the Federal Reserve Bank of Kansas City’s Annual
Economic Symposium at Jackson Hole, Wyoming, August 21, 2009.

4. For example, to restrict Fed assumption of credit risks and make the central
bank accountable, Martin Feldstein has proposed that Congress explicitly au-
thorize Treasury funding of such longer-term private credit allocations by the
Fed. See Feldstein, “What Powers for the Federal Reserve?” Journal of Economic
Literature 48 (March 2010), 134-145, at 135-136.

5. In 1932, when Congress required the Reconstruction Finance Corporation to
disclose details regarding its borrowers (mostly banks), a new wave of bank runs
ensued.

6. These changes appear to reflect congressional dismay over the actions of the
former chairman of the board of directors of the Federal Reserve Bank of New
York, Stephen Friedman, who simultaneously served on the board of Goldman
Sachs when it became a bank holding company. Friedman came under criticism
for personal financial transactions (for which Fed approval had been granted),
while serving in both of these roles and while leading the search for a new
president of the Bank, who, as it happened, came from Goldman Sachs.

7. For example, Marvin Goodfriend and Robert G. King, “Financial Deregulation,
Monetary Policy, and Central Banking,” in Restructuring Financial Services in
America (Lanham, MD: AEI Studies, 1988), 481.

8. Alan Blinder (“How Central Should the Central Bank Be?” Journal of Economic
Literature 48 [March 2010], 123-133, at 132) agrees with us that the case for
Fed supervision of small banks is less than compelling and “peripheral to its core
mission.”

9. It is notable that the ECB is expected to enjoy such a central role in the new
European Systemic Risk Board.
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3.1 OVERVIEW

There has been growing concern in recent years that many consumers lack
the knowledge to evaluate and make decisions about financial products.
Some of the most important decisions consumers make in their lifetimes
involve financial products: a mortgage to purchase a home, a loan to pur-
chase an automobile, credit to make a large durable purchase, investments
for retirement, and insurance to keep one’s family secure. In the past, the
government and employers often made financial decisions for households,
for example by providing defined benefit retirement plans or Social Security;
now, however, households are more frequently on their own. Furthermore,
financial products have become increasingly complex over time, and con-
sumers face a wide range of product options offered by different service
providers, causing decision making to be more complicated. Consumers
therefore need to be financially literate in order to make well-informed
choices for such complex decisions.

Unfortunately, studies show that many consumers lack the basic finan-
cial knowledge needed to make informed decisions about financial products
(Braunstein and Welch 2002; Lusardi 2008; Lusardi, Mitchell, and Curto
2009). Many consumers do not understand fundamental financial concepts
such as compound interest, risk diversification, real versus nominal values,
and the difference between stocks and bonds (Lusardi 2008). This lack
of financial literacy then leads to suboptimal decision making. Consumers
with higher levels of financial literacy plan more for retirement, while those
with lower levels of literacy borrow more, save less, and have more trouble
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repaying their debt (Lusardi 2008). Even the average consumer has diffi-
culty making financial decisions, given the complexity of financial informa-
tion (Perry and Morris 2005), and the overall lack of financial capability
of American consumers, in terms of their ability to make ends meet, plan
ahead, or choose and manage financial products, is troubling (Lusardi 2010).
For example, many American consumers have made suboptimal decisions
about loans for their homes. Given the available product offerings, many
people did not obtain competitively priced loans but selected loans that were
suboptimal in terms of their risks relative to their benefits (Willis 2006).

Notably, this problem persists despite the presence of federally man-
dated disclosures. Even with these disclosures, consumers remain unin-
formed about important aspects of financial products and do not always
make rational decisions (Bar-Gill and Warren 2008). One reason disclo-
sures seem to fail is that too much information is provided to consumers;
consumers therefore experience information overload, which often leads
them to focus on only a few pieces of easily understood information
but not necessarily the most important ones for effective decision making
(Simon 1978). This is even more likely to occur for complex decisions where,
despite the importance of accuracy and care, consumers often rely on simpli-
fying heuristics in their decision making (Kahn and Baron 1995). A second
reason disclosures fail is that consumers are overly optimistic and may inter-
pret information provided to them in a manner that helps them to come to
a desired conclusion, even if that conclusion is not rational (Kunda 1990).
For example, a consumer might select a credit card with high penalty fees
and interest rates if he mistakenly believes he will never need to make a late
payment (Bar-Gill and Warren 2008).

To make matters worse, there is growing concern that some financial
firms purposely design and proactively advertise products to mislead con-
sumers about the benefits versus the risks (Braunstein and Welch 2002;
Henderson and Pearson 2008). It has been alleged that many home buyers
who qualified for conventional loans based on their credit scores instead se-
lected higher-rate subprime loans. Stories abound of consumers who did not
notice details concerning the repayment terms of loans. Studies have shown
that consumers often do not notice, or they underestimate, the magnitude
of fees and charges that are added to other more salient product costs, par-
ticularly when those fees are not made salient (Campbell 2006; Morwitz,
Greenleaf, and Johnson 1998; Willis 2006), and firms may take advantage
of this in financial markets (Gabaix and Laibson 2006). Certain groups of
consumers—such as older Americans (Agarwal, Driscoll, Gabaix, and Laib-
son 2009; Lusardi, Mitchell, and Curto 2009); people with low levels of
education; minorities; and women (Lusardi 2008)—may have lower finan-
cial literacy and be particularly vulnerable to unethical marketing practices
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for financial products. These concerns are the basis for past and proposed
government intervention involving consumer protection.

3.2 THE CRISIS AND THE DODD-FRANK ACT

As part of the response to the current financial crisis, the Dodd-Frank Wall
Street Reform and Consumer Protection Act creates the Bureau of Consumer
Financial Protection (BCFP) as an independent bureau within the Federal
Reserve System. Under the Dodd-Frank bill, the Federal Reserve, Federal
Deposit Insurance Corporation (FDIC), and Office of the Comptroller of
the Currency (OCC) continue to regulate banks for safety and soundness,
but their powers to regulate consumer products are transferred to a new,
independent BCFP. The intent of the BCFP is to unify the supervision and
enforcement of existing protection laws in consumer finance in an effort to
ensure that consumers are provided with understandable information about
financial products, to enhance their financial literacy, and to protect them
from abusive practices.

While we argue in other chapters of this book that the primary cause of
the crisis was the risk taking of banks, consumer protection was certainly
lacking, and we therefore strongly support the creation of such a bureau.
While consumer protection, or lack thereof, was something of a sideshow
in the financial crisis, it may well have played a minor supporting role. The
systemic risk to which the financial sector was exposed was initially housing
market risk. In other words, it was the decline in house prices that triggered
many of the subsequent events during the crisis. This decline was the result
of the prior unsupportable run-up in prices, which was itself a function
of the speculative frenzy in the housing market that was facilitated by the
availability of credit in the mortgage market. Thus, to the extent that more
vigilant consumer protection would have dampened demand for housing
via its effect on the mortgage market, the run-up and subsequent decline in
house prices might have been less dramatic and the crisis less severe.

Despite this, it is difficult to determine the degree to which better con-
sumer protection would have helped. For example, for some consumers,
it may have been perfectly rational to take out adjustable-rate mortgages
or negative-amortization loans with low or no down payments. For exam-
ple, some consumers may rationally expect their incomes to increase over
time (e.g., medical students), and these types of loans could enable them
to buy properties that they could not otherwise afford at the time. In these
cases, the associated risk was borne primarily by the lender, or by those to
whom the original lender passed on the loans. Effective consumer protection
should not prevent such individuals from taking these rational gambles. At
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the same time, other consumers were clearly induced to take on more risk
than was optimal, in part by misleading or deceptive marketing, and these
individuals would have been protected under a better system, with the asso-
ciated benefit of reducing the fragility of the financial system as a whole. Of
course, the bursting of the housing bubble did not have to result in a finan-
cial crisis. As we saw during the deflation of the technology bubble starting
in 2000, there can be dramatic declines in wealth without an associated
financial crisis. The fundamental issue rests with the risk-taking behavior of
financial institutions.

Although consumer protection laws were in place prior to the recent
financial crisis, they were clearly ineffective. The authority for enforcement
is currently in the hands of at least 11 different agencies. All of them have re-
sponsibility for only a subgroup of financial firms, and their mandates partly
conflict. Among the agencies, the Federal Trade Commission (FTC) is unique
in having consumer protection on the list of its primary mandates. We see
several major shortcomings of the current regulatory framework. First, con-
sumer protection has an orphan status, with no single agency being respon-
sible for regulation and enforcement. Hence, consumer protection does not
receive enough attention. Second, financial organizations could, by changing
from one form of financial institution to another (e.g., from a bank charter to
a thrift charter), pick the regulator and set of regulations they prefer to deal
with. Third, most of these agencies do not have any litigation experience.
The sole exception—the FTC—has only limited jurisdiction over financial
institutions. Fourth, due to the distributed control, agencies have underin-
vested in the collection of information. Thus, we agree that a unified federal
bureau of consumer protection is an improvement over the current system.

The BCFP is charged with monitoring firms that offer financial services
in order to protect the interests of consumers when they shop for mortgages,
credit cards, and other financial products. The Bureau would unify the cur-
rent regulatory framework without expanding the current legal framework,
and consumer protection in many branches of the financial services industry
would be subordinate to this single agency. The specific goals of the BCFP
include the following: to aid consumers in understanding and using relevant
information; to protect them from abuse, deception, and fraud by ensuring
that disclosures for financial products are easy to understand; to conduct
research; and to provide financial literacy education.

The bill assigns a number of responsibilities to the BCFP. First, the
Bureau has its own function of data collection and research that allows
it to monitor markets for consumer financial products and services and
to evaluate the appropriateness of these products and services. Second, it
has the authority to set rules under current consumer financial law and take
appropriate enforcement action to address violations. Third, it is responsible
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for conducting financial education programs. Fourth, the Bureau is charged
with collecting, investigating, and responding to consumer complaints. Fifth,
the Bureau has a mandate to ensure that suitable financial products and
services are made available to consumer groups and communities that have
traditionally been underserved in these markets. Sixth, the Bureau has a
mandate to protect vulnerable consumers, including older Americans and
service personnel and their families. To help achieve these goals, there will
be the following offices within the Bureau: the Office of Fair Lending and
Equal Opportunity, the Office of Financial Education, the Office of Service
Member Affairs, and the Office of Financial Protection for Older Americans.
Ten specific aspects of the bill are worth noting:

1. Several financial products are specifically excluded from regulation un-
der the BCFP, including financing provided by automobile dealers, re-
tailers, and sellers of modular homes. Products and services provided
by insurance companies, real estate brokers, accountants, tax preparers,
and lawyers, among others, are also exempt from regulation under the
Bureau, leaving them under the current system of regulation.

2. While the BCFP can write rules for all depository institutions, smaller
banks and credit unions with assets under $10 billion will not be sub-
ject to the Bureau’s enforcement authority. Instead, regulations will be
enforced by their current regulator.

3. In general, the bill does not preempt or annul state law, except in the case
of national banks when the state consumer financial law would have a
discriminatory effect on national banks relative to state-chartered banks,
as determined by the OCC in consultation with the BCFP.

4. The BCFP is to be run by a director who is appointed by the President
with the advice and consent of the Senate. The director will serve a
five-year term. The Bureau is funded directly by the Federal Reserve
System.

5. The bill provides for additional regulation of the mortgage market un-
der the Mortgage Reform and Anti-Predatory Lending Act. Major pro-
visions include: (1) prohibitions on steering incentives for mortgage
brokers (i.e., payments to brokers for selling specific types of loans),
(2) restrictions on prepayment penalties, (3) restrictions on high-cost
mortgages, and perhaps most important, (4) a requirement that lenders
make a “reasonable and good faith determination” that borrowers have
a “reasonable ability to repay” the loan that they are taking out.

6. The bill also provides additional regulation for debit and credit card
companies with more than $10 billion in assets under the Durban
amendment. In particular, the bill requires that interchange fees be rea-
sonable and proportional to incurred costs, as defined by the Fed. The
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bill also states that payment card issuers and networks cannot include in
their contracts with vendors prohibitions on giving discounts for cash,
check, or debit card payments. They also cannot prohibit the vendor’s
decision to refuse to allow credit card purchases for transactions that
are below some threshold.

7. Regulations prescribed by the BCFP can be set aside only if they threaten
the safety and soundness of the financial system as determined by a two-
thirds vote of the Financial Stability Oversight Council.

8. The BCFP, when proposing new rules and regulations, is required to
consider input from other regulators, but is not required to enact their
recommendations.

9. The regulations allow industry participants to engage in trial programs
and market tests to develop disclosures that might be more effective
than those prescribed by the BCFP.

10. The BCFP has the authority to prohibit or limit mandatory predispute
arbitration, if warranted based on a study.

3.3 EVALUATION OF THE BCFP

In evaluating the current legislation, two models are particularly helpful: the
FTC’s Bureau of Consumer Protection and the Financial Consumer Agency
of Canada. The FTC’s Division of Financial Practices under the Bureau of
Consumer Protection has the mandate to protect “consumers from deceptive
and unfair practices in the financial services industry, including protecting
consumers from predatory or discriminatory lending practices, as well as
deceptive or unfair loan servicing, debt collection, and credit counseling
or other debt assistance practices” (FTC web site 2009). While the FTC’s
goals and methods are well suited for providing consumer protection and
financial education, its authority is limited to credit market activities by
nondepository institutions, and thus is inadequate for protecting consumers
across the wide range of financial products they face. The BCFP would take
over many of the FTC’s consumer financial protection responsibilities.

The Financial Consumer Agency of Canada supervises a broad range of
financial service providers, including all banks, federally incorporated and
registered insurance, trust and loan companies, and retail associations. Its
mandate consists of consumer protection and consumer education and thus
puts more emphasis on informing the public, compared with its U.S. coun-
terpart. To enforce consumer protection laws, Canada’s Financial Consumer
Agency can seek a commitment from financial institutions to remedy issues
in due time, impose monetary penalties or criminal sanctions, and take fur-
ther actions if deemed necessary. Canada provided the Financial Consumer
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Agency with a research arm that also gathers data. This function makes in-
formation available to the public—for example, databases on the rates and
features of credit cards. Furthermore, the agency offers online quizzes that
allow consumers to test their knowledge of credit cards and mortgages.

We endorse the creation of an independent consumer protection bureau
in the United States, and the BCFP, as embodied in the current legislation, is
an important step in this direction. While we are concerned that if not done
effectively there is risk of overregulation, we agree with the mission to unify
enforcement for consumer protection. We also agree that the BCFP’s mis-
sion should include aiding consumers in understanding and using relevant
information; protecting them from abuse, deception, and fraud; conducting
research; and providing financial literacy education.

The independence of the Bureau is important, and its structure as an
independent agency within the Federal Reserve System seems to achieve
this goal, especially since the associated funding avoids the annual congres-
sional appropriations process that can serve as a mechanism for imposing
undesirable political pressure. However, housing the Bureau within the Fed
also sends a signal that bank solvency comes before consumer protection.
This idea may seem reasonable, but it also implies that there is a conflict
between these two goals—something that is far less obvious. Appropriate
consumer protection should not adversely affect financial institutions, but
perhaps housing the Bureau in the Fed is a warning as to how likely we are
to see appropriate regulation.

Ideally, the Bureau would have full rule-making and enforcement au-
thority over all financial firms and products. While the Dodd-Frank Act
does unify much of this authority in the BCFP, there are some troubling
exceptions. For example, auto loans and annuities are two extremely pop-
ular products where abuses have been alleged in the past; however, auto
dealers and insurance companies have been specifically excluded from over-
sight by the Bureau. Although the Dodd-Frank Act also empowers the Fed-
eral Trade Commission, the current regulator for automobile dealers, to
write rules related to auto financing more quickly and easily, we still feel
these carve-outs leave a significant part of consumers’ assets underregulated.
We are also concerned that since the BCFP will not have the power to enforce
regulation for smaller banks and financial institutions, if the existing regu-
lators fail to do their job, consumer protection may be inadequate. Worse
yet, financial firms may be able to exploit these exclusions by engaging in
regulatory arbitrage. For instance, financial firms can redirect their credit
supply to less regulated sectors.

It is also important that the BCFP sets the federal floor but not ceiling
for consumer protection. State protection laws are often stricter than federal
laws, and the Dodd-Frank Act does a creditable job in achieving this goal.
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As we argued earlier, many consumers are not sufficiently financially
literate to assess complex financial products and might make misguided de-
cisions. We agree with the broad mandate given to the BCFP for financial
consumer education and information provision. The Bureau could, for in-
stance, publish consumer guidelines, compare standard rates or contracts,
and offer financial literacy tests. However, as research demonstrates that
financial education may not be enough to protect all consumers from poor
choices (Braunstein and Welch 2002), we believe that more is needed.

To aid those consumers for whom financial education does not suffice,
the BCFP should actively intervene to improve overall welfare. Although it
is not explicit in the Dodd-Frank Act, we recommend that the BCFP should
have the option of requiring financial service providers to include a plain-
vanilla product in their menu. This offering should be easy to understand,
even for the inexperienced customer. It would also serve the purpose of a
point of reference in comparison with other products. The BCFP should also
ensure that default options are prudently chosen, since consumers, especially
those who are inexperienced, are likely to refrain from active choices. Such
a default option has proven successful in increasing participation in 401 (k)
retirement plans. When the default is for employees to participate, and opt-
ing out requires an active choice, participation rates increase substantially.
In addition, the agency could consider marking certain products with a seal
of approval. Uninformed customers would thus be given the chance to fall
back on financial products that have been scrutinized by the BCFP and
about which they can get independent information. While the current bill
does not endow the BCFP with the authority and the mandate to implement
such actions, they could be viewed as falling under the general objective
of ensuring that “markets for consumer products are fair, transparent, and
competitive.”

Potentially harmful products might require additional measures. The
BCFP has the ability to engage in litigation in cases of abuse, deception,
or fraud. We also endorse the BCFP’s right to prohibit the sale of financial
products or practices as a last resort, something that is not contained explic-
itly in the bill. However, no product should be banned before it has been
tried by the market. Bans should be imposed only if consumer litigation
and extensive market research have proven that the products or services are
widely misunderstood, misused, and detrimental to consumers. This pro-
viso aims at curbing the danger of overregulation, which might leave some
market participants worse off and might stifle financial innovation.

Last, the BCFP should focus not only on protecting consumers from mis-
guided decisions, but also on improving the incentives for their brokers. To
ensure good financial advice, the BCFP should review the licensing practices
for brokers and set minimum standards. Furthermore, the Bureau should
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be given the authority to review and regulate brokers’ compensation. The
prohibition on steering incentives for mortgage brokers in the Mortgage
Reform and Anti-Predatory Lending Act, which falls under the purview of
the BCFP, is a good example of this type of regulation. Such measures may
help to ensure that consumers receive the sound advice they need to make
prudent long-term financial decisions.

It is obviously difficult to envision exactly how education, regulation,
and intervention should look, even in markets that we currently under-
stand well. It is impossible to anticipate what regulations will be needed
for innovative products that have not yet been invented. One key to the
future success of the BCFP is for the agency to continuously reevaluate its
programs in a rigorous and systematic fashion. In other words, the agency
must collect data on the effects of its ongoing regulatory efforts, and con-
duct and evaluate pilot programs for new products and markets or new
efforts in existing fields. An excellent example is the study of the legislative
experiment in which the State of Illinois required high-risk mortgage appli-
cants in some areas to submit loan offers for review by financial counselors
(Agarwal, Amromin, Ben-David, Chomsisengphet, and Evanoff 2009). This
type of ongoing experimentation and monitoring is critical for improving
outcomes. We therefore support the bill’s requirement that the Bureau con-
duct assessments, using available evidence and data, of any significant rule
or order it adopts and urge it to do so on a continuous basis.

What implications does the creation of the BCFP have for the future of
financial institutions and financial services? Up front, it is critical to note
that there is absolutely no inherent conflict between appropriate consumer
protection and the safety and soundness of banks and other financial in-
stitutions. While it may be the case that increasing financial literacy and
protecting consumers from misleading or deceptive practices reduces profits
for some companies in some segments of the market, from a social welfare
standpoint, it is tough to argue that prohibiting these practices is harmful. On
the contrary, a well-functioning BCFP should not only protect consumers,
but also provide additional benefits such as increased competition and the ef-
ficiencies that this competition engenders. Moreover, firms would have the
incentive to develop value-increasing innovations rather than innovations
that increase profits only through exploitation of poor decision making.

Of course, given experiences with government intervention in other
facets of the economy, skeptics might doubt that the creation of the BCFP
will, in fact, lead to appropriate consumer protection. The dangers of over-
or misregulation are substantial. First, arbitrary restrictions on the types
of products or services that are offered might easily reduce social welfare.
For example, payday lending has come under attack at various times, but
there is evidence that access to high-interest loans can mitigate individual
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financial distress in the face of natural disasters (Morse 2009). A better way
to avoid the costs associated with the misuse of these products might be
to mandate information disclosure designed to improve decision making by
overcoming cognitive biases (Bertrand and Morse 2009). In the case of the
Dodd-Frank Act, the restrictions on mortgage lending would appear to be of
most concern. Elimination of prepayment penalties and restrictions on high-
cost mortgages, while certainly motivated by abuses that have occurred in
the past, will also almost certainly reduce the availability of credit, as will the
responsibility placed on lenders to ensure that borrowers have a documented
ability to repay their loans.

Second, haphazard regulation (i.e., regulation of some corporate forms
but not others or rules based on arbitrarily defined product categories) is
almost certain to create investment in technologies to avoid this regulation.
The tax code and the responses to it are a perfect example of this type of
effect. Complexity and the existence of exceptions, loopholes, and other
carve-outs have fostered a whole industry devoted to tax avoidance in one
form or another. In the context of consumer protection, not only would
the goal of protecting consumers be undermined, but substantial resources
could potentially be diverted from more productive uses. The bill excludes
numerous financial services providers from oversight by the BCFP, and it is
uncertain how the industry will adapt, if at all, to exploit these exclusions.

Third, overburdensome regulation could increase costs for companies
offering financial products, and price controls could decrease revenues. An
example of the latter would be limits on interest rates charged by credit card
companies. In the short run, these cost increases or revenue decreases could
threaten the profitability and even the viability of some, particularly smaller,
companies. In the longer run, this type of regulation will lead companies to
exit the market, as we have seen with insurance companies in various states;
this is a disservice to consumers who benefit from active markets with vibrant
competition. An illustration of this type of issue is the specific language in
the bill permitting the BCFP to restrict interchange (debit card) fees. While
minor in itself, it does provide a warning that heavy-handed regulation of
financial services could occur as the BCFP stretches its regulatory muscle.
Regulation can also inadvertently hurt traditionally underserved consumers
and communities by limiting their access to financial products and services.
While the concerns of overregulation remain, we support the bill’s focus on
balancing consumer protection with the needs of underserved markets and
the viability of firms that offer financial products or services.

In sum, while there is clearly hope that an independent, well-financed,
and appropriately staffed BCFP will make significant strides in educating
and protecting consumers and therefore improving their welfare, there is a
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well-justified fear that the creation of such a bureau and the external pres-
sures that may come to bear once it is in existence can potentially subvert
this potential and cause more harm than good.
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4.1 OVERVIEW

The most important lesson from the financial crisis of 2007 to 2009 has been
that failures of some large financial institutions can impose costs on the entire
system. We call these systemically important financial institutions (SIFIs).
Their failures invariably put regulators in a compromised situation since,
absent prearranged resolution plans, they are forced to rescue the failed
institutions to preserve a functioning financial system. In the recent crisis, this
has involved protecting not just insured creditors, but sometimes uninsured
creditors and even shareholders. The anticipation that these bailouts will
occur compromises market discipline in good times, encouraging excessive
leverage and risk taking. This reinforces the systemic risk in the system. It
is widely accepted that systemic risk needs to be contained by making it
possible for these institutions to fail, thus restraining their incentives to take
excessive risks in good times. First and foremost, however, regulators need
to ascertain which institutions are, in fact, systemically important. Indeed,
the systemic risk of an individual institution has not yet been measured
or quantified by regulators in an organized manner, even though systemic
risk has always been one of the justifications for our elaborate regulatory
apparatus.

*The authors benefited from discussions in the “Measuring Systemic Risk” Working
Group for the NYU Stern e-book Real Time Solutions for Financial Reform, which
also included Nicholas Economides, Sabri Oncii, Michael Pinedo, and Kermit L.
Schoenholtz.
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There are some institutions that follow highly cyclical activities and are
thus heavily correlated with aggregate economic conditions. If these institu-
tions are also highly levered, especially with short-term debt, then they face
runs in the event of sufficiently adverse news about their condition. This
makes them more prone to failure and liquidation. If their failure were un-
related to aggregate conditions, their liquidation would be straightforward,
as there would be healthy players in the financial sector to acquire them or
their assets. However, when institutions’ asset risk is correlated with that
of the economy, they are likely to fail when the rest of the financial sec-
tor is under stress too, and their liquidations are difficult and potentially
destabilizing for other players if fire-sale asset prices lead to externalities.
In this case, systemic risk propagates through the effect of firm failures on
asset prices. Many observers attribute the markdowns in prices of illiquid
so-called toxic assets during the crisis of 2007 to 2009 (at least partly) to
several highly levered financial firms having taken a one-way bet on housing
prices in the economy—a bet that went bad and produced difficult fund-
ing conditions for much less levered financial institutions that were holding
similar assets.

Interconnection among financial firms can also lead to systemic risk un-
der crisis conditions. Financial institutions are interconnected in a variety
of networks in bilateral and multilateral relationships and contracts, as well
as through markets. Under normal conditions, these interconnections are
highly beneficial to the financial system and its constituents. For example,
they can be used by financial institutions to diversify risk as well as to accu-
mulate capital for specific functions. Under crisis conditions, this is not the
case: First, these interconnections (including markets) may fail to function
in their normal way, resulting in particular institutions’ facing excessive and
unexpected risks. Second, many interconnections and commitments cannot
be altered quickly and therefore, in a crisis, may transfer risk and losses
across financial firms, resulting in cascading failures. Third, certain institu-
tions are central to key financial networks, and their failures can result in
widespread failures. These institutions may be too large (to fail) but others
may be highly interconnected, although not particularly big.

The failures of Bear Stearns, Lehman Brothers, and American Interna-
tional Group (AIG) all contributed to systemic risk in the form of uncertainty
about which interconnections would transmit default risk. In the case of Bear
Stearns, the risk was stemmed through government support. In the case of
Lehman Brothers, the risk spread as losses on Lehman bonds caused the
Reserve Primary Fund, a money market fund, to “break the buck,” causing
a run on it and several other money market funds. And in the case of AIG, its
counterparty position was so large in terms of exposures of other potentially
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systemic institutions and municipalities, in the United States as well as in
Europe, that it could not be allowed to fail.

Finally, while size by itself need not lead to systemic effects of failures,
it may do so if large-scale liquidations are feared and lead to disruption of
markets, interconnections, and the loss of intermediation functions that they
might take months, or years, to rebuild. Cases in point are the Continen-
tal Illinois Bank’s failure in 1984, the near collapse of Long-Term Capital
Management in 1998, and that of Citigroup in the autumn of 2008. Of
course, this brings with it the curse of too-big-to-fail expectations and the
attendant moral hazard problems.

4.2 THE DODD-FRANK WALL STREET REFORM AND
GCONSUMER PROTECTION ACT

In June 2010 Congress integrated the Frank bill passed by the House in
the fall of 2009 with the Dodd bill passed by the Senate in 2010. The
White House signed the bill into law and the regulators are faced with the
task of implementation. Many features of the Dodd-Frank Act are sensible
and conform to the recommendations of the NYU Stern Book, Restoring
Financial Stability, edited by Acharya and Richardson (2009), including
chapters by many of the same authors included in this volume. Other features
of the Act, however, are problematic for the financial system, and many are
left to the implementation of various regulatory bodies.

The Act focuses on systemic risk. It establishes a Financial Stability
Oversight Council, which is chaired by the Secretary of the Treasury and
consists of the top financial officers from various governmental and regu-
latory agencies—the Federal Reserve, the Office of the Comptroller of the
Currency (OCC), the Bureau of Consumer Financial Protection, the Securi-
ties and Exchange Commission (SEC), the Federal Deposit Insurance Cor-
poration (FDIC), the Commodity Futures Trading Commission (CFTC), the
Federal Housing Finance Agency (FHFA), and the National Credit Union
Administration (NCUA)—and an independent member with insurance ex-
pertise. The role of this council is to “identify risks to the financial stability
of the United States that could arise from the material financial distress or
failure, or ongoing activities, of large, interconnected bank holding compa-
nies or nonbank financial companies or that could arise outside the financial
services marketplace.”! In addition, the council is to affirm the commitment
of the government not to shield investors or counterparties from failures of
such companies and to respond to any future emerging threat to the stability
of the U.S. financial system.
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In addition to identifying systemically risky U.S. bank and nonbank fi-
nancial institutions, the Council can insist that a foreign bank or nonbank
financial institution be supervised by the Federal Reserve Board of Gover-
nors. In taking this step, the Council must “determine that material financial
distress at the . .. financial company, or the nature, scope, size, scale, concen-
tration, interconnectedness, or mix of the activities of the...financial com-
pany, could pose a threat to the financial stability of the United States.”? If a
company is avoiding regulation by its organization or operations but would
otherwise be considered systemically risky, the Council has the authority to
insist that it be regulated by the Board of Governors. The Council annually
reviews the institutions it considers systemically risky and can terminate
some oversight.

The chief role of the Council is to identify systemic risks wherever
they arise and recommend policies to regulatory bodies. As a quick rule
of thumb, financial institutions that have a huge concentration in volume
of one or more product areas are likely candidates for systemically risky
institutions. These entities are generally likely to be making markets in
that product and are likely to be systemic in that their failures would im-
pose significant counterparty risk and disruptions on other financial in-
stitutions. Hence, they should be deemed as systemic regardless of any
other criteria.

The Council is explicitly charged to “identify systemically important
financial market utilities and payment, clearing, and settlement activities.”
We particularly endorse the addition to the systemic risk criteria of firms
operating or significantly owning public utility functions that participate
in the payments system and move reserves around in the economy—such
as clearing (for instance, Bear Stearns for credit derivatives until its fail-
ure in March 2008 and JPMorgan Chase and Bank of New York for
repurchase agreements) and payment and settlement (several large com-
mercial banks that provide banking services to households and corpora-
tions). The Dodd-Frank Act authorizes “enhancements to the regulation
and supervision of systemically important financial market utilities and the
conduct of systemically important payment, clearing, and settlement activ-
ities by financial institutions,” including standards for risk and liquidity
management.’

It is an open question how regulators will treat these systemically risky
entities housed in otherwise safe firms. Indeed, our recommendation—
discussed in Chapter 13, “Regulating OTC Derivatives”—is to move the
public utility function out of private financial firms (for instance, as clear-
inghouses) wherever possible (for instance, for standardized products with
sufficient daily volume of trading) and to subject the public utility to suffi-
ciently high capital standards, so as to eliminate most of the systemic risk
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associated with performance of the function. Going forward, as many over-
the-counter (OTC) derivatives start being centrally cleared, clearinghouses
would be important utilities that should be considered in the set of sys-
temically important institutions and be subject to prudential risk standards.
However, several over-the-counter derivatives will likely remain uncleared
and may collectively add up to a substantial part of derivatives markets.
Regulators would have to be particularly watchful in ensuring that crit-
ical entities in the uncleared derivatives market are also brought within
their radar.

To the best of our knowledge, no specific list of systemic firms has
yet been determined. Internationally, the Financial Stability Board (FSB),
an international body of regulators and central bankers, based out of the
Bank for International Settlements, has compiled a list of 28 global financial
institutions; these firms are considered as “systemic risk institutions” for
cross-border supervision exercises, such as drawing up so-called living wills
or recovery and resolution plans. This list (see Appendix A) includes six
insurance companies and 22 banks from the United Kingdom, continental
Europe, North America, and Japan, even though the exact criteria employed
have not been revealed.

Most important for systemic risk, the Dodd-Frank Act calls for stricter
prudential standards for systemically important institutions. In particular,

In order to prevent or mitigate risks to the financial stability of the
United States that could arise from the material financial distress,
failure, or ongoing activities of large, interconnected financial insti-
tutions, the Council may make recommendations to the Board of
Governors concerning the establishment and refinement of pruden-
tial standards and reporting and disclosure requirements applicable
to nonbank financial companies supervised by the Board of Gov-
ernors and large, interconnected bank holding companies, that are
more stringent than those applicable to other nonbank financial
companies and bank holding companies that do not present similar
risks to the financial stability of the United States.*

Moreover, these additional standards should be increasing in stringency
based on:

(A) the extent of the leverage of the company; (B) the extent and
nature of the off-balance-sheet exposures of the company; (C) the
extent and nature of the transactions and relationships of the com-
pany with other significant nonbank financial companies and signif-
icant bank holding companies; (D) the importance of the company
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as a source of credit for households, businesses, and State and lo-
cal governments and as a source of liquidity for the United States
financial system; (E) the importance of the company as a source of
credit for low-income, minority, or underserved communities, and
the impact that the failure of such company would have on the
availability of credit in such communities; (F) the extent to which
assets are managed rather than owned by the company, and the
extent to which ownership of assets under management is diffuse;
(G) the nature, scope, size, scale, concentration, interconnectedness,
and mix of the activities of the company; (H) the degree to which
the company is already regulated by 1 or more primary financial
regulatory agencies; (I) the amount and nature of the financial as-
sets of the company; (]) the amount and types of the liabilities of
the company, including the degree of reliance on short-term fund-
ing; and (K) any other risk-related factors that the Council deems
appropriate.’

While factors A to K capture many important characteristics of risk,
there is an obvious factor missing. At the core of a firm’s systemic risk
is the comovement of that firm’s assets with the aggregate financial sector
in a crisis. Moreover, all but two factors—factor C and the mention of
interconnectedness in factor G—are about dealing with the risk of banks
from an individual bank-by-bank standpoint.

The policies to be followed in regulating financial companies that are
deemed systemically risky are not specified in the bill. Instead a range of
policies are laid out and will be proposed by the Council for implementation
by the Board of Governors. These policies include:®

Risk-based capital requirements.

Leverage limits.

Liquidity requirements.

Resolution plan and credit exposure report requirements.
Concentration limits.

A contingent capital requirement.

Enhanced public disclosures.

Short-term debt limits.

Overall risk management requirements.

Our interpretation of the Act is that its intention is to give the Board of
Governors flexibility to reduce the risk of the systemically most important
firms that are identified by the Council. One necessary feature is to provide
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the Council with the tools to be able make such identifications possible.
Therefore, in order to support the Council with its task of generating and
analyzing data and information relevant for systemic risk assessment, the
Act establishes the Office of Financial Research (OFR).

The purpose of the OFR is to support the Council in fulfilling its pur-
poses and duties by “(1) collecting data on behalf of the Council, and pro-
viding such data to the Council and member agencies; (2) standardizing
the types and formats of data reported and collected; (3) performing ap-
plied research and essential long-term research; (4) developing tools for risk
measurement and monitoring; (5) performing other related services; and
(6) making the results of the activities of the Office available to financial
regulatory agencies.”’

The director of the Office will report on the assessment by the Office of
significant financial market developments and potential emerging threats to
the financial stability of the United States. As an organizational structure,
there are two core parts:®

1. The Data Center prepares and publishes, in a manner that is easily
accessible to the public (1) a financial company reference database; (2) a
financial instrument reference database; and (3) formats and standards
for Office data, including standards for reporting financial transaction
and position data to the Office.

2. The Research and Analysis Center, on behalf of the Council, will de-
velop and maintain independent analytical capabilities and computing
resources “(i) to develop and maintain metrics and reporting systems
for risks to the financial stability of the United States; (ii) to monitor, in-
vestigate, and report on changes in system-wide risk levels and patterns
to the Council and Congress; (iii) to conduct, coordinate, and sponsor
research to support and improve regulation of financial entities and mar-
kets; (iv) to evaluate and report on stress tests or other stability-related
evaluations of financial entities overseen by the member agencies; (v) to
maintain expertise in such areas as may be necessary to support specific
requests for advice and assistance from financial regulators; (vi) to inves-
tigate disruptions and failures in the financial markets, report findings,
and make recommendations to the Council based on those findings; (vii)
to conduct studies and provide advice on the impact of policies related
to systemic risk; and (viii) to promote best practices for financial risk
management.”’

Since the OFR is funded by an assessment on systemically important
financial firms and it is organized as an independent think tank within
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Treasury, we generally support the idea of its existence. The organizational
structure and funding seem flexible enough to allow the OFR to collect
data and produce research that other government agencies (e.g., the Federal
Reserve) may not be able to produce.

4.3 EVALUATION OF THE DODD-FRANK ACT

Our evaluation of the Dodd-Frank Act is centered around several themes:
that the criteria for determining systemic institutions can be supplemented
with market-based continuous measures of systemic risk; the need to assess
systemic risk linked to the interconnectedness of institutions and what role
the Office of Financial Research could play in such assessment; employing
stress tests and aggregated risk exposure reports to assess the risk of the
system as a whole (not just during crises but on a regular basis); and whether
the list of systemic institutions should be made public.

Market-Based Measures of Systemic Risk

While we do not disagree with the list of criteria suggested by the Act, we
do not recommend a pure reliance on classification-based criteria with spe-
cific thresholds. Suppose, for example, that banks are divided into systemic
risk categories by size and that resolution plans apply only to the top size
category. Clearly, there would be tremendous advantage for banks that are
near the lower threshold of the top size category to remain just below that
size. Indeed, larger banks may simply break themselves up yet retain their
exposures to some common aggregate risky asset, for example, the housing
market. In this case, the true systemic risk may not be substantially reduced,
as the comovement in different parts of the financial sector remains, even
though it is now contained in many more, smaller institutions. The same
regulatory arbitrage rule applies for coarse categorization based on lever-
age. A corollary of this argument is that a group of institutions that are
individually small but collectively exposed to the same risk—for example,
money market funds—could all experience runs when there is an aggregate
crisis and high-quality issuers of commercial paper fall into distress. These
should be considered as part of a potentially systemic risk pocket of the
economy.

An alternative to coarse categorization of systemic risk is to employ
market-based measures that are more continuously variable. One possibility
is to use market data to estimate which firms are most exposed, and therefore
contribute most to the losses incurred, during an economy-wide downturn
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such as the Great Depression or the Great Recession of 2007 to 2009. Such
measures would be inexpensive and responsive to market conditions, and
would be natural complements to the more detailed investigations envisioned
in the Act. The use of market-based measures has recently been studied by
Acharya, Pedersen, Philippon, and Richardson (2010a, 2010b); Adrian and
Brunnermeier (2008); Brownlees and Engle (2010); De Jonghe (2009); Gray
and Jobst (2009); Huang, Zhou, and Zhu (2009); and Lehar (2005), among
others.

These measures are generally based on stock market data because it is
most commonly available at daily frequency and least affected by bailout
expectations. For instance, a simple measure called Marginal Expected
Shortfall (MES) estimates the loss that the equity of a given firm can expect
if the broad market experiences a large fall. A firm with a high MES and
also high leverage will find its capital most depleted in a financial crisis
relative to required minimum solvency standards and therefore faces high
risk of bankruptcy or regulatory intervention. It is such undercapitalization
of financial firms that leads to systemic risk. An implementation of this
idea is now available at the New York University Stern School of Business
volatility laboratory (Vlab). It is updated regularly and posted daily on Vlab.
These systemic risk rankings can be accessed at www.systemicriskranking
.stern.nyu.edu and are described briefly in Section 4.4.

Overall, we see the two approaches—relying on simple systemic risk
criteria such as size, leverage, and interconnectedness and relying on market-
based estimates of systemic risk—as complementary. The first is more trans-
parent and likely to flag obvious candidates; the second is a reality check
based on market perceptions as to whether some candidates have been
missed altogether (or some obvious ones are less systemic than they seem
at first blush). For instance, securities dealers and brokers show up as be-
ing most systemic in every single year since 1963, based on stock market
data (MES), even though they have remained essentially unregulated. By
contrast, AIG is a natural one-way insurance provider of large quantities
that is not identified by stock market data as being significantly systemic
until six months into the crisis. Also, while systemic risk categories can be
arbitraged by market participants, market-based systemic risk measures are
more difficult to evade until the firm’s true systemic risk has diminished.

Interconnectedness

A key issue that arises in measuring systemic risk is that interconnections of
financial institutions are somewhat opaque, and their precise nature may be
entirely different in a stressed scenario than under normal conditions. For
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instance, counterparty exposures can reverse signs when conditions change.
And deep out-of-the-money options, such as those sold by AIG to banks
as synthetic insurance, can lead to defaults due to margin or collateral calls
even before the events being insured against materialize. There is no simple
answer to these questions, but important steps can be taken.

In order to have any hope of assessing interconnectedness of a financial
institution and its pivotal role in a network, detailed exposures to other
institutions through derivative contracts and interbank liabilities are a must.
This requires legislation that compels reporting, such that all connections
are registered in a repository immediately after they are formed or when they
are extinguished, along with information on the extent and form of the col-
lateralization and the risk of collateral calls when credit quality deteriorates.
These reports could be aggregated by risk and maturity types to obtain an
overall map of network connections. What is important from the standpoint
of systemic risk assessment is that such reports, and the underlying data, be
rich enough to help estimate potential exposures to counterparties under
infrequent but socially costly market- or economy-wide stress scenarios. For
instance, it seems relevant to know for each systemically important institu-
tion (1) what are the most dominant risk factors in terms of losses likely to
be realized in stress scenarios, and (2) what are its most important counter-
parties in terms of potential exposures in stress scenarios. A transparency
standard that encompasses such requirements is provided in Chapter 13,
“Regulating OTC Derivatives.”

The establishment of the OFR is an important step in obtaining and
employing the necessary data. It provides a framework in which the data
can be reported and analyzed and made available to regulatory bodies. The
choice of data to be collected is not made explicit in the legislation but will
be determined by the OFR staff. Thus we encourage the OFR to obtain both
position data and collateral agreements so that contingent positions can be
examined in stress scenarios. The analysis of network effects in a stress test
is extremely complex even if all of the data on positions are available. The
response by counterparties to a particular stress event may depend on lig-
uidity considerations, their own capital distress, netting conditions in stable
and bankruptcy outcomes, and many other factors. This calculation will
be feasible only under simplifying assumptions that ongoing research must
evaluate. Presumably much of this analysis will be carried out within the
OFR and the academic community and is a high priority. For some recent
research related to the financial crisis, see Chan-Lau, Espinosa, Giesecke,
and Sole (2009); Nier, Yang, Yorulmazer, and Alentorn (2007); and
Upper (2007).

A further complexity is the international nature of such networks. As
many counterparties may be foreign entities, the data to follow the stress
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event may not be available. Further, as subsidiaries of the company under
examination may be foreign registered institutions, the flow of funds may
be exceedingly difficult to follow. The Lehman bankruptcy illustrates many
of these issues. Many clearing and settlement businesses are already interna-
tional. For example, the Depository Trust & Clearing Corporation (DTCC)
clears and warehouses the vast majority of swaps contracts in many seg-
ments of the financial space. They analyze positions and prices and provide
information to the public and confidential data to regulators on these prod-
ucts. Such global organizations will be natural components of the regulatory
environment, and their contributions should be warmly welcomed.

A very important feature of the Dodd-Frank Act is the section on over-
the-counter (OTC) derivatives. As discussed in Chapter 13, “Regulation of
OTC Derivatives,” the legislation moves a wide range of OTC derivatives to
centralized clearing and/or exchange trading. As a consequence, the coun-
terparty risk that is inherent in OTC derivatives simply becomes risk relative
to the central counterparty. The central counterparty will automatically set
margins so that risk positions will be nearly marked to market. This remain-
ing central counterparty risk is potentially systemic and must be carefully
monitored. However, it is a risk that can be easily regulated because clear-
inghouses are public utilities and are naturally supervised. Thus improving
the functioning of the OTC derivatives market will substantially reduce the
difficulty in measuring the network effects of systemic institutions.

Stress Tests

In order to be able to project into infrequent future scenarios, such scenarios
need to be modeled and considered in the first place. An attractive way of
dealing with such projection is to conduct so-called stress tests—along the
lines of the Supervisory Capital Assessment Program (SCAP) exercise con-
ducted by the Federal Reserve during February to May 2009. (See Appendix
B for a description of the SCAP exercise and its impact on the markets.) To
report its objectives and findings, we quote from the report:'°

From the macroprudential perspective, the SCAP was a top-down
analysis of the largest bank holding companies (BHCs), represent-
ing a majority of the U.S. banking system, with an explicit goal to
facilitate aggregate lending. The SCAP applied a common, prob-
abilistic scenario analysis for all participating BHCs and looked
beyond the traditional accounting-based measures to determine the
needed capital buffer. The macroprudential goal was to credibly
reduce the probability of the tail outcome, but the analysis began at
the microprudential level with detailed and idiosyncratic data on the
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risks and exposures of each participating BHC. This firm-specific,
granular data allowed tailored analysis that led to differentiation
and BHC-specific policy actions, e.g., a positive identified SCAP
buffer for 10 BHCs and no need for a buffer for the remaining
nine.!!

We believe stress tests should be a regular part of the Federal Reserve
tool kit to determine the risk of institutions in stressed systemic scenarios,
as well as to assess the overall systemic risk of the financial sector in such
scenarios. There has been valuable knowledge and experience developed in
the exercise of SCAP 2009, and this could be built upon. Indeed, we find
it comforting that the Dodd-Frank Act calls for systemic institutions to be
subject to periodic stress tests:

The Board of Governors, in coordination with the appropriate pri-
mary financial regulatory agencies and the Federal Insurance Office,
shall conduct annual analyses in which nonbank financial com-
panies supervised by the Board of Governors and bank holding
companies described in subsection (a) are subject to evaluation of
whether such companies have the capital, on a total consolidated
basis, necessary to absorb losses as a result of adverse economic
conditions.'

Moreover, systemically important financial institutions are required to
perform semiannual tests. Such assessments should be done more frequently
in a crisis and may complement the firm’s own test (as recommended by the
Securities and Exchange Commission in SEC.1114, Stress Tests).

Finally, we document in Appendix C that academic research (Acharya,
Pedersen, Philippon, and Richardson 2010a) has found that market-based
measures of systemic risk such as Marginal Expected Shortfall and leverage
help explain the outcomes of the SCAP exercise conducted in 2009. Hence,
we view the historical-based systemic risk measures and projected systemic
risk measures through stress tests as complementary. Regulators should
embrace both as useful cross-checks and independent pieces of valuable
intelligence for assessment of systemic risk of financial firms.

Transparency

In terms of both the activities of the OFR and the government-run stress
tests, we recommend a fully transparent approach to systemic risk mea-
surement and categorization. A key benefit of transparency is that releasing
valuable capitalization and counterparty exposure information can allow
market participants to price more accurately risk in contracts with each
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other and to employ suitable risk controls. The primary objection to the
public disclosure of systemically important institutions is that it implic-
itly confers too-big-to-fail or too-interconnected-to-fail guarantees on such
institutions. However, the problem of implicit guarantees is best resolved by
the creation of a resolution authority and a process that limits the fallout
from failure. Unfortunately, however, forces against transparency gather
momentum when a credit resolution mechanism or recapitalization plan is
not in place. To wit, absent the ability to deal with potentially insolvent
firms once they have been detected to be so, regulators would shy away
from releasing this information and instead let such institutions fester and
potentially risk the rest of the financial system to their even greater problems
down the road. However, all the evidence (see Appendix B) suggests that the
information released by the SCAP exercise of 2009 on relative strengths and
weaknesses of banks in the United States was perceived as welcome news
in the marketplace, since it was followed by a credible plan to get them
to recapitalize—privately or through government capital injection, dilution
of existing shareholders, and firing of existing management. Furthermore,
continuously varying market-based measures of systemic risk such as MES
are easily computable by market participants, and they obviate opacity.

Another key benefit of a requirement that regulators produce systemic
risk reports that are based on information aggregated across institutions and
markets and make them transparent, is that they help address another risk
within an institution—the so-called operational risk—which can also lead
to systemic risk concerns if it brings down a sufficiently large and systemi-
cally important firm. Operational risk is typically attributed to deficiencies
in corporate processes (a company’s risk management systems); in its people
(due to incompetence, fraud, or unauthorized behavior); and in its technol-
ogy (its information systems, quality of its data, its mathematical model-
ing, etc.). Risk management systems benefit considerably from information
transparency (intra- as well as intercompany), while satisfying all corporate,
regulatory, and privacy constraints. Within a company, there have to be
rules for daily aggregation of positions that are reported to the higher levels
in the company—preferably in conjunction with matching aggregate infor-
mation received from the more important counterparties in order to reduce
probabilities of errors and fraud. At the corporate level, the net positions
of the separate divisions of the company have to be compiled and analyzed
(including dependencies and risk correlation analyses). It is thus beneficial
if a top-down structure from risk reports required by the systemic risk reg-
ulator is in place, whereby minimum standards are imposed on individual
firms to gather and aggregate such information on their own exposures. At
regular time intervals, the aggregate information would be shared with the
regulator and other counterparties.
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4.4 NYU STERN SYSTEMIC RISK RANKINGS

A daily updated systemic risk ranking of U.S. financial institutions is pro-
vided at the New York University Stern School of Business Vlab at http://vlab
.stern.nyu.edu/welcome/risk. More details about the economic and statistical
methodology underlying these rankings are available in Acharya, Pedersen,
Philippon, and Richardson (2010a) and Brownlees and Engle (2010), which
are available as links on this site.

At the core of these rankings is the analysis of Marginal Expected Short-
fall (MES). MES is a prediction of how much the stock of a particular
financial company will decline in a day if the whole market declines by
(say) at least 2 percent. The measure incorporates the volatility of the firm
and its correlation with the market, as well as its performance in extremes.
MES can used to determine the capital shortfall that a firm would face in
a crisis.

When the capital of the aggregate financial sector falls below pruden-
tial levels, systemic risk emerges because the sector has too little capital to
cover its liabilities. This leads to the widespread failure of financial institu-
tions and/or the freezing of capital markets, which greatly impairs financial
intermediation.

For each financial institution, NYU Stern’s Vlab produces a Systemic
Risk Contribution, SRISK %, which equals the percentage contribution of
each firm to the aggregate capital shortfall in the event of a crisis. Firms
with a high percentage of capital shortfall in a crisis not only are the biggest
losers in a crisis, but also are the firms that create or extend the crisis.
Hence, SRISK% is an economically appealing measure of systemic risk of a
financial firm.

This section is broken down into two subsections. The first presents a
brief summary of the underlying statistical methodology used to estimate
the systemic risk rankings (using SRISK% and MES). The second applies
this methodology (in real time) to four events of particular interest related
to the financial crisis of 2007 to 2009: (1) just prior to the crisis starting
in late July 2007, (2) just prior to Bear Stearns’s effective failure on March
14, 2008, (3) just prior to Lehman Brothers’ bankruptcy on September 15,
2008, and (4) around the government’s SCAP stress tests of the financial
system in the spring of 2009.

Systemic Risk Methodology

To understand better how this risk ranking works, it is helpful to present
in more detail the analysis behind the rankings and then to look at how
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these rankings performed before and during the crisis. The first step is the
calculation of MES, and the next step is the calculation of SRISK%.

The econometric techniques used to calculate Marginal Expected Short-
fall (MES) are detailed in the paper by Brownlees and Engle (2010). The
essential idea is that the dynamic bivariate relationship between the equity
of an individual financial company and a broad index reflects the market
view of the systemic risk in the financial company. The MES is defined as
the expected loss by equity holders on a day when the broad market falls by
at least 2 percent. This can be written in a formula for firm 7 on day ¢, as:

MES;; = E;, 1 (—Rit | Ry < —.02) (4.1)

This will be a number that is generally somewhat bigger than 2 percent,
particularly for firms that are very sensitive to the aggregate market. The
value of MES is calculated using time-series methods. The volatilities are
estimated with asymmetric GARCH (generalized autoregressive conditional
heteroskedasticity) models and the correlations are estimated with asymmet-
ric DCC (dynamic conditional correlation) models. The contribution from
the tails is estimated with a kernel smoother of the empirical bivariate den-
sity function of the residuals. The MES is the product of the volatility of the
firm times its correlation with the market times the expected shortfall (ES)
of the market plus a second term that depends on the tails.

MES;;: = 0ipimiEi—1 (— R |Rm,t < —.02) + tail correction (4.2)

These methods are described in the Brownlees and Engle paper. This is
the first step in estimating the expected loss to equity holders in a financial
crisis.

On the Vlab web site, this number is calculated for the largest 100
financial firms every day in the sample starting in 1990 or whenever the
equity started trading, and goes to the present. For each day of at least
a 2 percent decline in market values, we can compare the actual losses of
these firms with the predicted losses. We can rank the firms from the smallest
predicted loss to the greatest. Do the actual losses of these firms have the
same rank order as predicted?

By computing the rank correlations, we find that the average rank cor-
relation over all of the 2 percent down days is 0.38. During the financial
crisis it was 0.44. On only a few days are these correlations not significantly
different from zero. The firms that are expected to lose the most in a market
downturn generally do so, although the ranking is not exact.
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Next we translate this daily loss in a crisis into the total loss of equity
value of a firm in a longer-duration (for example, a half-year-long) crisis
by multiplying by a constant. The use of a constant multiplier is only an
approximate solution to the multistep forecasting problem, but it is reason-
able and simple and has a minimal effect on cross-sectional ranking.

The objective is to estimate the equity loss over six months if the mar-
ket’s cumulative return is worse, for example, than a 40 percent decline.
Since returns are measured as log returns, they should be exponentiated
before taking expectations, at least for long-horizon returns. For one-day
calculations, the differences are quite slight (to the third decimal).

126 126
Er [ =D exp(Rissj) = 1| Rusrj < —4 | ~ OMES;, (4.3)
j=1 j=1

This entity can be described as the CrisisMES, and similarly, if it is esti-
mated for the market itself, it can be called the Marginal Expected Shortfall
in a crisis, CrisisES. It can be estimated by simulating the bivariate stochastic
process for six months many times. Some of these simulated outcomes corre-
spond to market returns that are worse than 40 percent. These outcomes are
naturally ones with high volatilities and correlations. The average returns in
these outcomes define the CrisisMES and CrisisES.

Using a set of typical parameters, which are estimates for Citibank over
the sample period 1977 to 2009, the daily ES was 2.4 percent and the daily
MES was 3.7 percent. From 10,000 simulations, the CrisisES was 38 percent
and the CrisisMES was 53 percent. The ratio of the CrisisMES to daily MES
is 14.3, which we approximate as 6 = 18 for the calculations. The exact
number would be different for different parameters and starting conditions.
Future research will investigate this relationship fully.

Finally, the contribution to systemic risk is measured by the capital
shortage the firm would experience in a crisis. As firm equity values fall,
debt equity ratios skyrocket, pushing firms toward insolvency. When a firm
has insufficient capital, it may default on its obligations or otherwise fail
to honor obligations. The extent of the capital shortage is the extent of
the contribution to systemic risk. In doing this calculation, we use current
market capitalization and the most recent Compustat data on quasi-leverage,
defined to be the ratio of book debt to market value of equity. If equity falls
sufficiently so that it is less than 8 percent of the value of the firm, then
it is considered capital-constrained, and the capital shortfall is computed.
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Letting D be the total book value of debt and E be the current market value
of equity, surplus capital is given by:

SurplusCapital = E — .08(D + E) (4.4)

From the earlier calculation in equation (4.3), we have the distribution
of E in a crisis, and the expected quantity of surplus capital is simply the
expectation of equation (4.4). Assuming that the debt is relatively constant
in value, the main random variable is the value of equity. When this surplus
is negative, the firm is in distress and the size of the distress is the capital
shortfall expected in a crisis. Thus,

Distress; ; = min [0, .92(1 — CrisisMES) — .08 D] (4.5)

The sum of the capital shortfall for the whole financial sector is the
aggregate capital shortfall. Each deficient firm is given a systemic risk con-
tribution, which is its percentage of the aggregate capital shortfall. We call
this SRISK %. It is this number that reflects the systemic contribution of each
firm, and this is the variable that is used to form the NYU Stern systemic
risk rankings.

On an ongoing basis, NYU Stern’s Vlab provides MES and SRISK % for
the largest 100 financial institutions in the United States. These results are
being extended to financial institutions worldwide. The eventual goal is to
create systemic risk measures for financial institutions not just in terms of
their domestic market, but also their effect on global markets.

Systemic Risk Analysis of the Financial Crisis
of 2007 to 2009

Here, we report and analyze MES and SRISK% for dates representing four
important periods during the financial crisis:

1. July 1, 2007: While there is no official date to the financial crisis, some
analysts point to the collapse of two highly leveraged Bear Stearns hedge
funds on June 22, 2007. But a more reasonable time frame is when the
markets suffered their first systemwide shock. The first event occurred at
the end of July 2007 when the market for asset-backed security issuance
froze.

2. March 1, 2008: The collapse of Bear Stearns on March 14, 2008, and
then subsequent sale to JPMorgan on March 17 (with the government
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backing Bear Stearns’s mortgage-related assets) is considered the first of
many failures of large, complex financial institutions during the crisis.

3. September 12, 2008: While there were numerous failures both before
(e.g., Bear Stearns, IndyMac, Fannie Mae, and Freddie Mac), concur-
rently (e.g., Merrill Lynch and AIG), and after (e.g., Wachovia, Wash-
ington Mutual, and, some would argue, Citigroup), the major event of
the crisis was Lehman Brothers’ filing for bankruptcy on September 15,
2008.

4. March 31,2009: The SCAP (i.e., unified stress tests of the large banks in
the United States) was initiated in February 2009 and concluded in May
2009. The results of the tests showed which banks would be expected
to suffer a shortfall in a market stress scenario.

The results are summarized in Table 4.1. Specifically, the table pro-
vides the MES and SRISK% calculations for the 10 most systemic financial
institutions (in terms of SRISK%) at each of the four dates. Because the
list obviously changes through time, the systemic risk ranks are provided
for the firms at every date as long as the firm made it in the top 10 in at
least one of the four periods; hence, the list covers 17 firms though it should
be noted that seven of the firms drop out as they effectively failed during
the crisis.

We believe it is worth making several observations based on Table 4.1.
The first, and most important, point is that the methodology picks out the
firms that created most of the systemic risk in the financial system. The
major firms that effectively failed during the crisis (i.e., either went bust,
were forced into a merger, or were massively bailed out)—Bear Stearns,
Fannie Mae, Freddie Mac, Lehman Brothers, AIG, Merrill Lynch, Wachovia,
Bank of America Corporation (BAC), and Citigroup—all show up early as
systemic during the period in question. For example, all but Bank of America,
AIG, and Wachovia are in the top 10 on July 1, 2007. And by March 2008,
both Bank of America and AIG have joined the top 10, with Wachovia
11th ranked.

Second, most of the systemic risk in the system is captured by just a
few firms. For example, in July 2007, just five firms capture 58.2 percent
of the systemic risk in the financial sector. By March 1, 2008, however, as
the crisis was impacting many more firms, the systemic risk is more evenly
spread, with 43 percent covered by five firms. As the crisis was just about to
go pandemic with massive failures of a few institutions, the concentration
creeps back up, reaching 51.1 percent in September 2008 (where we note
that the SRISK% values have been scaled up to account for the capital
shortfalls of failed institutions). And as bailed-out firms were merged with
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other firms and the industry became more concentrated, by March 2009, the
four largest commercial banks—Bank of America, JPMorgan Chase, Wells
Fargo, and Citigroup—covered 51.8 percent of the total systemic risk.

Third, and relatedly, consider the evolution of one of the largest com-
mercial banks, namely Bank of America, as the crisis unfolded. In July 2007,
compared to JPMorgan Chase and Citigroup, which were both heavily in-
volved in capital market activities, Bank of America was considered a more
conservative institution. Our systemic risk measures confirm this, as its rank
is 44th with a very small expected contribution to aggregate capital short-
fall in a crisis. By March 2008, Bank of America had already announced
it would purchase Countrywide Financial, the largest nonprime mortgage
lender. Equity markets incorporated such news, and its systemic risk rank
skyrocketed to fifth with 6.7 percent of the financial sector’s systemic risk.
Just before the Lehman collapse, Bank of America was now ranked sec-
ond with an adjusted SRISK% of 10.9 percent. Finally, by the time of
March 2009, Bank of America had also merged with Merrill Lynch, one
of the more systemic investment banks. Not surprisingly, Bank of Amer-
ica was now ranked as the most systemic institution with an SRISK% of
14.9 percent.

As a final comment, just prior to the crisis going pandemic with Lehman
Brothers filing for bankruptcy on September 15, 2008, consider our esti-
mates of MES (i.e., expected percent equity losses) of firms in the financial
sector. From Table 4.1, three firms in particular stand out, namely Lehman
Brothers, AIG, and Wachovia, which all have MES values (15.07 percent,
10.86 percent, and 9.61 percent, respectively) that are much larger than
those of other firms. Not shown in the table is the only other firm with
an MES at that level (albeit not in the top 10 SRISK% rank), namely
Washington Mutual at 11.40 percent. Of course, all four of these firms
failed in a spectacular manner either the week of September 15 or shortly
thereafter.

The rankings of MES and SRISK% in Table 4.1 do indeed coincide with
the narrative descriptions of which firms were systemic during the financial
crisis. The ability of these rankings to identify systemically risky firms in
advance of their actual default is a goal of this research that appears to
have been successful. The demonstration that this approach to measuring
systemic risk can successfully identify firms that posed systemic risks in
the past suggests the promise of this methodology to identify firms to be
more carefully scrutinized by the new systemic risk regulator and potentially
subjected to systemic taxes or capital charges. (See Chapter 5, “Taxing
Systemic Risk,” and Chapter 6, “Capital, Contingent Capital, and Liquidity
Requirements.”)
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APPENDIX A: SYSTEMIC RISK INSTITUTIONS

The following is a list of 28 international systemically risky institutions
published by the Financial Stability Board (FSB):

North American Banks

Goldman Sachs (GS.N)

JPMorgan Chase (JPM.N)

Morgan Stanley (MS.N)

Bank of America—Merrill Lynch (BAC.N)
Royal Bank of Canada (RY.TO)

UK Banks

HSBC (HSBA.L)

Barclays (BARC.L)

Royal Bank of Scotland (RBS.L)
Standard Chartered (STAN.L)

European Banks

UBS (UBSN.VX)

Credit Suisse (CSGN.VX)

Société Général (SOGN.PA)

BNP Paribas (BNPP.PA)

Santander (SAN.MC)

BBVA (BBVA.MC)

Unicredit (CRDI.MI)

Banca Intesa, Deutsche Bank (DBKGn.DE)
ING (ING.AS)

Japanese Banks

Mizuho (8411.T)
Sumitomo Mitsui (8316.T)
Nomura (8604.T)
Mitsubishi UF] (8306.T)
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Insurers

AXA (AXA.PA)
Aegon (AEGNLAS)
Allianz (ALVG.DE)
Aviva (AV.])

Zurich (ZURN.VX)
Swiss Re (RUKN.VX)

APPENDIX B: SUPERVISORY CAPITAL
ASSESSMENT PROGRAM (SCAP)

From a macroeconomic perspective, the financial sector acts as the oil in
the engine that drives the economy. It does so by serving as an intermediary
between investors, helping with the transfer of capital from investors to the
production side of an economy. An adverse shock as witnessed during the
credit crisis can easily disrupt the transfer of capital and render an economy
vulnerable to recession.

The Supervisory Capital Assessment Program (SCAP) initiated in the
United States in February 2009 and concluded in May 2009 was originated
amidst the credit crisis, which had cast into doubt the future solvency of
many large and complex financial firms. A number of firms had already
received financial aid through the Troubled Asset Relief Program (TARP),
but with the credit crisis deepening, a pressing issue that arose was whether
the financial sector would be able to withstand a potential worsening of
the crisis.

During such a severe time of distress and huge uncertainty about the
future solvency of financial firms, the Federal Reserve found it necessary
to conduct a stress test in order to assess the financial ability of the largest
U.S. bank holding companies (BHCs) to withstand losses in an even more
adverse economic environment. Such an exercise was intended to provide
policymakers with information on the financial stability of the system and on
the potential need for limiting a large-scale financial meltdown with adverse
effects on production and employment in the overall economy.

In the following paragraphs, the companies that were the focus of the
test, the stress tests, and the main variable(s) used for measuring capital
reserves are briefly introduced.

The SCAP focused on the 19 largest financial companies, which com-
bined held two-thirds of assets and more than half of loans in the U.S.
banking system, and whose failures were deemed to pose a systemic risk.
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The technical goal of the exercise was by means of stress tests to assess the
ability of the firms to maintain ongoing businesses in the case of a more
severe negative shock.

Two scenarios were to be assessed. In the first base scenario the economy
was assumed to follow the then-current consensus path with still negative
expected outcomes. The second scenario was a more adverse path where a
deeper downturn was assumed. Both scenarios were two-year-ahead what-
if exercises and considered losses across a range of products and activities
(such as loans, investments, mortgages, and credit card balances). Firms
with trading assets in excess of $100 billion were asked to estimate potential
trading losses and counterparty credit losses.

For both the base case and the adverse case, the Federal Reserve provided
the companies with a common set of loss-rate ranges across specific loan cat-
egories as guidelines for estimation purposes. For example, under the base
scenario an indicative two-year cumulative loss-rate range of 1.5 percent
to 2.5 percent was provided for first-lien mortgages in the prime category.
The corresponding indicative loss-rate range in the adverse scenario was set
to 3 percent to 4 percent. As described in the May 7, 2009, report of the
Federal Reserve containing the results of the SCAP stress tests, the indicative
loss rates were derived from methods of predicting losses, including histor-
ical loss experiences and quantitative models relating loan performances to
macroeconomic variables.

However, firms were allowed to diverge from the indicative loss rates
where they could provide evidence of the appropriateness of their esti-
mates. More importantly, the supervisors, recognizing the differences across
firms, asked the firms to provide data about particular characteristics of
their portfolios in order to make more tailored quantitative assessments
of losses.

The goal of the test was to measure the ability of a firm to absorb losses
in terms of its Tier 1 capital, with more emphasis on Tier 1 common capital,
“reflecting the fact that common equity is the first element of the capital
structure to absorb losses.” Firms whose capital buffers were estimated to
be small relative to estimated losses under the adverse scenario would be
required to increase their capital ratios. The size of the SCAP buffer was
determined in accordance with the estimated losses under the worst-case
scenario and the ability of a firm to have a Tier 1 risk-based ratio in excess
of 6 percent at year-end 2010 and its ability to have a Tier 1 common capital
risk-based ratio in excess of 4 percent at year-end 2010.

The main finding was that 10 of the 19 original banks needed to raise
additional capital in order to comply with the capital requirements set forth
in the SCAP. In all cases, the additional buffer that had to be raised was due
to inadequate Tier 1 common capital. In total, around $75 billion had to
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be raised, though there were significant variations across the firms, ranging
from $0.6 billion to $33.9 billion. The number is much smaller than the
estimated two-year losses, which were at $600 billion or 9.1 percent on
total loans. The total amount of reserves already in place was estimated to
be able to absorb much of the estimated losses. Using only data up to end of
2008, the required additional buffer that had to be raised was estimated at
$185 billion. However, together with the adjustments after the first quarter
of 2009, the amount was reduced to $75 billion. Tables 4.2 and 4.3 are both
from the report on the SCAP results. They contain the results of the SCAP
stress test on aggregate and firm level, respectively.

The stress test sought to determine the ability of a firm to withstand a
large negative shock. To the extent that negative shocks increase the riski-
ness of a firm and their default risks, spreads on credit default swaps (CDSs)
would be indicative of the market’s reaction to SCAP and its findings. Fig-
ures 4.1 and 4.2 depict the time-series plots of CDS spreads for a subset of
the firms in the SCAP study. All data are from Datastream.

Figure 4.1 depicts the subset of firms that were later on required to raise
their capital buffers. These are in the G1 group. Note that to accommo-
date the spreads for GMAC in the G1 group we have posted the spreads for
GMAC in the right-hand side scale. Figure 4.2 plots this for G2, the subset of
firms that did not need additional buffers. These plots of CDS spreads show
that subsequent to the collapse of Lehman Brothers all spreads increased
substantially; this is the large group of spikes early in the sample. Interest-
ingly, there is also an increase in CDS spreads around the announcement of
the stress test. There is, though, a difference between the two groups. With
respect to the G1 group, the spreads continue to linger around a higher level
after the initiation of the test, whereas we observe a declining pattern for
the G2 group subsequent to the announcement.

The pattern in the CDS spreads is suggestive of the fact that the trans-
parency of the program may have aided the market participants to distin-
guish between the different groups. Market participants using the provided
information may have been able to deduce the relative systemic riskiness
of the firms well in advance of the Fed’s announcement of the results. The
drop in spreads for the firms in the G1 group subsequent to the announce-
ment of the results could be indicative of better-than-anticipated results of
the SCAP.

Another approach, illustrated in Figure 4.3, to observing the market’s
reaction to the SCAP is to consider option implied volatilities. The im-
plied volatilities are those of the one-year at-the-money (ATM) forward call
and put options obtained from Option Metrics standardized files. The pre-
sented volatilities are cross-sectional averages with each group (G1 and G2)
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TABLE 4.2 Supervisory Capital Assessment Program, Aggregate Results for 19
Participating Bank Holding Companies for the More Adverse Scenario

More Adverse Scenario

Estimated for 2009 and 2010 for the More As % of
Adverse Scenario $ Billions Loans
Total Estimated Losses (Before purchase 599.2

accounting adjustments)
First Lien Mortgages 102.3 8.8%
Second/Junior Lien Mortgages 83.2 13.8%
Commercial and Industrial Loans 60.1 6.1%
Commercial Real Estate Loans 53.0 8.5%
Credit Card Loans 82.4 22.5%
Securities (AFS and HTM) 35.2 NA
Trading & Counterparty 99.3 NA
Other (1) 83.7 NA
Memo: Purchase Accounting Adjustments 64.3

Resources Other Than Capital to Absorb Losses in
the More Adverse Scenario (2) 362.9

SCAP Buffer Added for More Adverse Scenario

(SCAP buffer is defined as additional Tier 1
common/contingent common)

Indicated SCAP Buffer as of December 31, 2008 185.0

Less: Capital Actions and Effects of Q1 2009 110.4
Results (3) (4)

SCAP Buffer (5) 74.6

Note: The estimates in this table represent a hypothetical “what-if” scenario that
involves an economic outcome that is more adverse than expected. These estimates
are not forecasts of expected losses or revenues.

(1) Includes other consumer and non-consumer loans and miscellaneous commit-
ments and obligations.

(2) Resources to absorb losses include pre-provision net revenue less the change in
the allowance for loan and lease losses.

(3) Capital actions include completed or contracted transactions since Q4 2008.

(4) Total includes only capital actions and effects of Q1 2009 results for firms that
need to establish a SCAP buffer.

(5) There may be a need to establish an additional Tier 1 capital buffer, but this
would be satisfied by the additional Tier 1 common capital buffer unless otherwise
specified for a particular BHC.

Note: Numbers may not sum due to rounding.
Source: “The Supervisory Capital Assessment Program” (Hirtle, Schuermann, and
Stiroh 2009).
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TABLE 4.3 Supervisory Capital Assessment Program, Estimates for 19 Participating
Bank Holding Companies ($ Billions)

AmEx BofA BB&T BNYM CapOne Citi FifthThird GMAC

Tier 1 Capital 10.1 173.2 13.4 15.4 16.8  118.8 11.9 17.4
Tier 1 Common Capital 10.1 74.5 7.8 11.0 12.0 22.9 4.9 11.1
Risk-Weighted Assets 1044 1,633.8 109.8 1158 131.8 996.2 112.6  172.7

Estimated for 2009 and 2010 for the More Adverse Scenario
Total Loss estimates (Before
purchase accounting

adjustments) 11.2 136.6 8.7 5.4 13.4  104.7 9.1 9.2
First Lien Mortgages NA 221 1.1 0.2 1.8 15.3 1.1 2.0
Second/Junior Lien Mortgages NA 21.4 0.7 NA 0.7 12.2 1.1 1.1
Commercial & Industrial Loans ~ NA 15.7 0.7 0.4 1.5 8.9 2.8 1.0
Commercial Real Estate Loans NA 9.4 4.5 0.2 1.1 2.7 2.9 0.6
Credit Card Loans 8.5 19.1 0.2 NA 3.6 19.9 0.4 NA
Securities (AFS and HTM) NA 8.5 0.2 4.2 0.4 2.9 0.0 0.5
Trading & Counterparty NA 24.1 NA NA NA 22.4 NA NA
Other (1) 2.7 16.4 1.3 0.4 4.3 20.4 0.9 4.0

Total Loss Rate on Loans (2) 14.3% 10.0% 8.6% 2.6% 11.7% 10.9% 10.5% 6.6%
First Lien Morgages NA 6.8% 45% 5.0% 10.7%  8.0% 10.3% 10.2%
Second/Junior Lien Mortgages NA 13.5% 8.8% NA 19.9% 19.5% 8.7% 21.2%
Commercial & Industrial Loans ~ NA 7.0%  4.5% 5.0% 9.7%  5.8% 11.0%  2.7%
Commercial Real Estate Loans NA 9.1% 12.6% 9.9% 6.0% 7.4% 13.9% 33.3%
Credit Card Loans 20.2% 23.5% 182% NA 182% 23.0% 22.3% NA

Memo: Purchase Accounting
Adjustments 0.0 13.3 0.0 0.0 1.5 0.0 0.0 0.0

Resources Other Than Capital to
Absorb Losses in the More
Adverse Scenario (3) 11.9 74.5 5.5 6.7 9.0 49.0 5.5 -0.5

SCAP Buffer Added for More Adverse Scenario
(SCAP Buffer is defined as additional Tier 1 Common/contingent Common)
Indicated SCAP buffer as of
December 31, 2008 0.0 46.5 0.0 0.0 0.0 92.6 2.6 6.7
Less: Capital Actions and
Effects of Q1 2009 Results

(4) (5) (6) (7) 0.2 12.7 01 —02 -03 871 1.5  —48
SCAP Buffer (8) (9) (10) 0.0 33.9 0.0 0.0 0.0 5.5 .1 115
MES at end of September 2008 6.6 7.6 5.0 7.0 6.9 6.9 8.3 NA

(1) Includes other consumer and non-consumer loans and miscellaneous commitments and obligations.

(2) Includes losses on other consumer and non-consumer loans.

(3) Resources to absorb losses include pre-provision net revenue less the change in the allowance for loan and lease
losses.

(4) Capital actions include completed or contracted transactions since Q4 2008.

(5) For BofA, includes capital benefit from risk-weighted asset impact of eligible asset guarantee.

(6) For Citi, includes impact of preferred exchange offers announced on February 27, 2009.

(7) Total includes only capital actions and effects of Q1 2009 results for firms that need to establish a SCAP buffer.
(8) There may be a need to establish an additional Tier 1 capital buffer, but this would be satisfied by the additional
Tier 1 Common capital buffer unless otherwise specified for a particular BHC.

(9) GMAC needs to augment the capital buffer with $11.5 billion of Tier 1 Common/contingent Common of which
$9.1 billion must be new Tier 1 capital.

(10) Regions needs to augment the capital buffer with $2.5 billion of Tier 1 Common/contingent Common of which
$400 million must be new Tier 1 capital.
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Morgan State
Goldman JPMC KeyCorp MetLife Stanley PNC Regions St SunTrust USB Wells Total

55.9 136.2 11.6 30.1 47.2 24.1 12.1 141 17.6 24.4 86.4 836.7
34.4 87.0 6.0 27.8 17.8 11.7 7.6 10.8 9.4 11.8 33.9 412.5
4448 1,337.5 106.7 3264 310.6 2509 1163 69.6 162.0 230.6 1,082.3 7,814.8

17.8 97.4 6.7 9.6 19.7 18.8 9.2 8.2 11.8 15.7 86.1 599.2
NA 18.8 0.1 0.0 NA 2.4 1.0 NA 2.2 1.8 324 102.3
NA 20.1 0.6 0.0 NA 4.6 1.1 NA 3.1 1.7 14.7 83.2
0.0 10.3 1.7 0.0 0.1 3.2 1.2 0.0 1.5 2.3 9.0 60.1
NA 3.7 2.3 0.8 0.6 4.5 4.9 0.3 2.8 3.2 8.4 53.0
NA 21.2 0.0 NA NA 0.4 NA NA 0.1 2.8 6.1 82.4
0.1 1.2 0.1 8.3 NA 1.3 0.2 1.8 0.0 1.3 4.2 35.2

17.4 16.7 NA NA 18.7 NA NA NA NA NA NA 99.3
0.3 5.3 1.8 0.5 0.2 2.3 0.8 6.0 2.1 2.8 11.3 83.7
0.9%  10.0% 85% 21% 04% 9.0% 91% 4.4% 83% 7.8% 8.8% 9.1%
NA 10.2% 34% 5.0% NA 8.1% 4.1% NA 82% 5.7% 11.9% 8.8%
NA 13.9% 6.3% 14.1% NA 12.7% 11.9% NA 13.7% 88%  132%  13.8%
1.2% 6.8% 7.9% 0.0% 24% 6.0% 7.0% 22.8% 52%  5.4% 4.8% 6.1%
NA 5.5% 12.5% 21% 452% 11.2% 13.7% 35.5% 10.6% 10.2% 5.9% 8.5%

NA 22.4% 37.9% NA NA 22.3% NA NA 17.4% 20.3%  26.0%  22.5%

0.0 19.9 0.0 0.0 0.0 5.9 0.0 0.0 0.0 0.0 23.7 64.3
18.5 72.4 2.1 5.6 7.1 9.6 3.3 4.3 4.7 13.7 60.0 362.9
0.0 0.0 2.5 0.0 8.3 2.3 2.9 0.0 3.4 0.0 17.3 185.0
7.0 2.5 0.6 0.6 6.5 1.7 0.4 0.2 1.3 0.3 3.6 110.4
0.0 0.0 1.8 0.0 1.8 0.6 2.5 0.0 2.2 0.0 13.7 74.6
6.5 6.7 7.0 5.2 7.4 4.2 8.7 6.2 5.3 4.3 6.2 NA

Note: Numbers may not sum due to rounding.
Sources: The row containing information on MES is provided by the authors. All other information is obtained from
“The Supervisory Capital Assessment Program” (Hirtle, Schuermann, and Stiroh 2009).
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for both calls and puts. Although the implied volatilities exhibit an increas-
ing pattern well before the initiation of the SCAP, it is apparent that they
peak around the time of the announcement and subsequently start on a
declining pattern.

It is apparent that removing uncertainty about the near-future prospects
of the firms was the main purpose of the SCAP exercise. The exercise es-
timated the potential additional buffer that needed to be raised to cover a
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negative shock in the near future, and, by making the details and results of
the test public, the Federal Reserve resolved or helped reduce, in a timely
and quick fashion, a lot of uncertainty in an already volatile market. A great
advantage of the stress test was its focus on scenario testing and the ability
of firms to operate in an economy with a larger-than-expected downturn.
Although issues can be raised about the underlying assumptions in the sce-
narios and the shortage of an adequate number of scenarios, the mere fact
that large negative outcomes and the operational capabilities of firms were
considered certainly seems to have provided much needed reassurance to the
market participants.

Going forward, it is vital to learn from the lessons of the stress test and
implement on an ongoing basis such scenario testing with the collaboration
of firms and a supervisory entity. Discussing this in a speech on March 26,
2010, member of the Board of Governors Daniel K. Tarullo mentioned the
Federal Reserve’s plans to implement a supervisory system. The purpose
of such a regular supervisory system is to monitor the health of firms and
confirm the compliance of firms with the capital requirement regulations. It
is the hope that such a system will gauge the riskiness of the firms’ portfolios
and provide the guidelines for adequate capital buffers that need to be in
place in order to weather tough times. The proposed supervisory system
will use both market and firm-specific data in making assessments. Once
again, transparency can be an important side benefit by providing relevant
information on systemic risk not just to the supervising institution but also
to the market participants to impose timely market discipline.
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APPENDIX C: MARGINAL EXPEGTED SHORTFALL
(MES) AND SUPERVISORY STRESS TEST (SCAP)

SCAP, the stress test exercise undertaken by the Federal Reserve System in
spring 2009 and described in Appendix B, sought to determine the ability
of a firm to withstand a large economy-wide negative shock. In order to do
so it had to determine the loss to a firm in the event of such a shock.

Consider an estimate of Marginal Expected Shortfall (MES) of a firm,
a market-based measure that, during a past period, on the worst days of
the market, estimates the average percentage losses (negative stock return)
of a firm. This is a simple nonparametric estimate of MES described in
Sections 4.3 and 4.4. MES is an attempt to answer the question of how
much systemic risk a firm has by asking what would happen to the firm in an
environment of a large negative shock to the economy or the financial sector.

Thus, there is a distinct similarity between stress tests and MES, albeit
with some differences also. The stress tests are forward-looking by nature.
They test the what-if hypotheses of scenarios that may or may not unfold
in the future. In contrast, by focusing on past stock market data, the MES
estimate described earlier is constrained by projections based on history.
If severely stressed outcomes are not present in the data, MES may paint
an inaccurate picture of the firm’s systemic risk compared to a stress test,
which focuses on scenarios specified by the supervisors. On the flip side,
MES can serve to keep the supervisory discretion in check and ensure
oversight of the systemic risk of some firms as well as provide a benchmark
for comparative purposes.

Hence, the results for the financial firms in the SCAP exercise of spring
2009 can in fact be used to measure the usefulness of MES.

Table 4.3 contains results of the 19 banks that were part of the SCAP
stress test and their capital buffers and additional requirements. The last but
one row (SCAP Buffer) refers to the capital shortfall or additional Tier 1
common capital that the banks needed to raise. The first two rows (Tier 1
Capital and Tier 1 Common Capital, respectively) refer to the Tier 1 and Tier
1 common capital that the banks already had in place. The last row of the
table shows our calculation of MES for these firms computed during October
2007 to September 2008. Note that MES is not reported for GMAC, as it
did not have publicly traded equity over this period.

Figure 4.4 shows the lineup of MES against the capital shortfall of the
firms (SCAP Buffer) relative to their Tier 1 common capital. The presence
of a strong positive relationship between MES and the findings of the SCAP
stress tests emerges. In particular, there is a clear separation in level of MES
between the firms that end up with a shortfall and those that do not.

This provides an important testimony to the information content of
market-based systemic risk measures. In particular, in the cross-section of
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FIGURE 4.4 MES versus SCAP/Tier 1 Common Capital

Scatterplot of the marginal expected shortfall (MES) measure against

SCAP/Tier 1 Common. MESS is the marginal expected shortfall of a stock given
that the market return is below its fifth percentile. The sample consists of 18 U.S.
financial firms included in the Federal Reserve’s stress tests in the spring of 2009.
SCAP is the announced capital shortfall of each firm and Tier 1 Common is its
tangible common equity. MESS was measured for each individual company
stock using the period October 2007 to September 2008.

financial firms, even the simplest nonparametric estimate of MES contained
the ability to explain their systemic risk using historical data, as was as-
certained through more exhaustive and laborious regulatory stress tests of
these firms.

NOTES

1. HR 4173, Title I, “Financial Stability,” Subtitle A, “Financial Stability Oversight
Council,” Sec. 112, “Council Authority.”

2. HR 4173, Title I, “Financial Stability,” Subtitle A, “Financial Stability Oversight
Council,” Sec. 113, “Authority to require supervision and regulation of certain
nonbank financial companies.”
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3. HR 4173, Title VIII, “Payment, Clearing, and Settlement Supervision,” Sec.
802, “Findings and Purposes.”

4. HR 4173, Title 1, “Financial Stability,” Subtitle A, “Financial Stability Over-
sight Council,” Sec. 115, “Enhanced supervision and prudential standards for
nonbank financial companies supervised by the Board of Governors and certain
bank holding companies.”

5. HR 4173, Title 1, Subtitle A, Sec. 113, “Authority to require supervision and

regulation of certain nonbank financial companies.”

HR 4173, Title I, Subtitle A, Sec. 115.

7. HR 4173, Title I, Subtitle B, “Office of Financial Research,” Sec. 153, “Purpose
and Duties of the Office.”

8. HR 4173, Title I, Subtitle B, “Office of Financial Research,” Sec. 154, “Orga-
nizational structure; responsibilities of primary programmatic units.”

9. HR 4173, Title 1, Subtitle B, “Office of Financial Research,” Sec. 154, « Orga-
nizational structure; responsibilities of primary programmatic units.”

10. See the Federal Reserve Bank of New York report on the SCAP exercise (Hirtle,
Schuermann, and Stiroh 2009).

11. Ibid.

12. HR 4173, Title 1, Subtitle C, “Additional Board of Governors Authority for
Certain Nonbank Financial Companies and Bank Holding Companies,” Sec.
165, “Enhanced supervision and prudential standards for nonbank financial
companies supervised by the Board of Governors and certain bank holding
companies.”
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Taxing Systemic Risk

Viral V. Acharya, Lasse Pedersen, Thomas Philippon,
and Matthew Richardson*

9.1 SYSTEMIC RISK AND THE FINANCIAL CRISIS
OF 2007 T0 2009

In the fall and winter of 2008 to 2009, the worldwide economy and financial
markets fell off a cliff. The stock market fell 42 percent in the United States
and, on a dollar-adjusted basis, the market dropped 46 percent in the United
Kingdom, 49 percent in Europe at large, 35 percent in Japan, and around
50 percent in the larger Latin American countries. Likewise, global gross
domestic product (GDP) fell by 0.8 percent (the first contraction in decades),
with the decline in advanced economies a sharp 3.2 percent. Furthermore,
international trade fell a whopping 12 percent.

When economists bandy about the term systemic risk, this is what they
mean. Financial firms play a critical role in the economy, acting as inter-
mediaries between parties that need to borrow and parties willing to lend
or invest. Without such intermediation, it is difficult for companies to get
credit and conduct business, and for people to get student loans and auto-
mobile loans, to save, and to perform a range of other financial transactions.
Systemic risk emerges when the financial sector as a whole has too little cap-
ital to cover its liabilities. This leads to the widespread failure of financial
institutions and/or the freezing of capital markets, which greatly impairs

*The authors are grateful to Anjolein Schmeits for helpful comments and suggestions.
We benefited from discussions in the “Taxing Too-Big-to-Fail Institutions” Working
Group for the NYU Stern e-book Real Time Solutions for Financial Reform, which
also included Thomas Cooley and Ingo Walter.
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financial intermediation, both in terms of the payments system and in terms
of lending to corporations and households.

That some financial institutions contribute more than others to the over-
all capital shortfall in a crisis is a prototypical example of the negative exter-
nality of systemic risk in the financial sector. Markets do not price negative
externalities, so if unchecked, they get produced in excess. As a remedy
to this, economists prefer the solution of taxing the externality. Since the
1920s, this has been referred to as Pigouvian taxes, named after the British
economist Arthur Cecil Pigou. Pigou argued that imposing these taxes was
optimal because doing so didn’t require heavy-handed government interven-
tion into the decision making of market participants.

This chapter argues similarly for taxing the systemic risk of financial
firms. The Dodd-Frank Wall Street Reform and Consumer Protection Act
of 2010 unfortunately does not take this approach to financial reform, but
instead prefers to focus on the ability of government to contain systemic risk
through the design of capital adequacy requirements.

Some policymakers consider this to be a mistake. For example,
Narayana Kocherlakota, the president of the Federal Reserve Bank of Min-
neapolis, in a July 2010 speech in Montreal, argued:

Knowing bailouts are inevitable, financial institutions fail to inter-
nalize all the risks that their investment decisions impose on soci-
ety. ... Taxes are a good response because they create incentives for
firms to internalize the costs that would otherwise be external. ...
A financial firm should be taxed for the amount of risk it creates
that is borne by taxpayers. . .. It seems to me that capital and liquid-
ity requirements are intrinsically backwards-looking. ... We need
forward-looking instruments for what is intrinsically a forward-
looking problem. And that’s a key reason why taxes, based on
market information, will work better.

Like other regulation of financial firms, it is crucial that systemic risk
taxation is not just directed at depository institutions, but is imposed equally
across the financial sector. Specifically, given the interconnectedness of the
modern financial sector and for the purposes of systemic regulation, one
should think of “financial firms” as not just the commercial banks taking
deposits and making loans, but also as investment banks, money market
funds, insurance firms, and, potentially, even hedge funds and private equity
funds. There are several types of systemic risk that can arise from the failure
of a financial institution, and especially so during a financial crisis. These
include counterparty risk, spillover risk due to forced asset sales, liquidity



Taxing Systemic Risk 123

hoarding (inducing an interest rate contagion from weaker to safer firms),
and the risk of contagious runs in the shadow banking system.

This is precisely what happened in September 2008. Some of our
largest financial institutions—the government-sponsored enterprises (GSEs)
(Fannie Mae and Freddie Mac), Lehman Brothers, American Interna-
tional Group (AIG), Merrill Lynch, Washington Mutual, Wachovia, and
Citigroup—effectively failed. With the securitization market already frozen
from the previous year, other key parts of the capital markets, such as short-
term financing via money markets and commercial paper, also froze—with a
dramatic widening of spreads in the loan and public debt markets as a result.

At the heart of the problem were the risk-taking incentives of the large,
complex financial institutions (LCFIs) and the systemic risk they produce.
The risk-taking activity of these institutions manifested itself in a specific way
in this crisis. Firms exploited loopholes in regulatory capital requirements to
take an undercapitalized $2 trillion to $3 trillion highly leveraged, one-way
bet on credit portfolios, particularly tied to residential real estate but also
to commercial real estate and other consumer credit. For the most part, this
bet was safe, except in the case of a severe economic downturn. But market
risk of this sort is the last thing these systemic institutions should be holding,
because in a recession everything else held by these firms collapses, as well.

Why did these firms take those bets? They had access to cheap financing
because of either implicit guarantees (e.g., too big to fail) or explicit guaran-
tees (e.g., in case of the GSEs and deposit institutions) by the government.
And because credit bets with market risk offer higher returns, these firms
piled on market risk. All the benefits of the bets accrued to the shareholders
of the firm, but the external cost of the firm’s collapse—which led to fail-
ures of others and/or the freezing of capital markets—was ultimately borne
by society.

We now know that guaranteeing the liabilities of major U.S. financial
institutions seriously distorts the allocation of capital and the competition
among financial intermediaries. The guarantee provides these firms with an
unfair advantage, because they can raise capital at a lower cost. Because the
guarantee is so valuable and pervasive, these giant intermediaries face little
market discipline and have a perverse incentive to expand their scope, scale,
risk exposure, leverage, and financial interconnectedness. The result is that
the economy at large suffers a triple whammy: massive taxpayer-financed
bailouts, a less competitive and less efficient financial system increasingly
populated by firms that are deemed too big to fail, and a greater likelihood
of future economic and financial crises.

The current problem with financial regulation is that the regulation
seeks to limit each institution’s risk in isolation. Unless the external costs of
systemic risk are internalized by each financial institution, however, these
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institutions will have the incentive to take risks that are not borne just by the
institution but instead by society as a whole. In other words, individually
firms may take actions to prevent their own collapse, but not necessarily the
collapse of the system. It is in this sense that the financial institution’s risk
is a negative externality on the system.!

This chapter assesses whether the Dodd-Frank Act suitably deals with
this negative externality and is organized as follows. In Section 5.2, “Reg-
ulating Systemic Risk,” we provide a first-best economic analysis of what
the optimal policy should be in a perfect world. In Section 5.3, “The Dodd-
Frank Wall Street Reform and Consumer Protection Act,” we compare and
contrast the Act’s approach to the first-best analysis. Section 5.4, “A Tax
on Systemic Risk,” provides a proposal for how to implement the first-best
policy. In Section 5.3, we also briefly relate our discussion of the Act to sub-
sequent chapters on systemic risk: Chapter 6, “Capital, Contingent Capital,
and Liquidity Requirements”; Chapter 7, “Large Banks and the Volcker
Rule”; and Chapter 8, “Resolution Authority.”

9.2 REGULATING SYSTEMIC RISK

There are three challenges to regulating systemic risk:

1. To identify and measure the systemic risk of financial firms.

2. To develop, based on systemic risk measures, an optimal policy whose
main purpose is to have financial firms internalize the systemic risk costs
imposed on the rest of the financial sector and external real economy.

3. To make sure that this policy is implementable, is not subject to future
regulatory arbitrage, and mitigates the moral hazard problem inherent
to government guarantees such as deposit insurance and being too big
to fail.

To address these challenges, we first suggest an economic framework.
Consider a model of a banking system in which each bank has limited
liability and maximizes shareholder value. The regulator provides some form
of a safety net (i.e., guarantees for some creditors such as deposit or too-big-
to-fail insurance). The economy faces systemic risk (i.e., systemwide costs)
in a financial crisis. We make the assumption that systemic risk emerges
when the banking sector’s equity capitalization falls below some fraction of
its total assets, and that the costs of systemic risk are proportional to the
magnitude of this shortfall.

Under these conditions, it is possible to show that the optimal policy
would be for the regulator to tax (i.e., charge a premium to) each individual
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bank. This systemic risk tax would be an amount equal to the sum of two
components:>

1.
2.

Expected losses of the firm upon default.
Expected systemic costs in a crisis x Contribution of the firm to these
costs.

Let us consider these two components in turn.

. The firm’s expected losses upon default:

That is, the government guarantees in the system need to be priced,

or in other words, financial firms must pay for the guarantees they
receive. Because the prices of these guarantees will vary across firms as
a result of their specific risk characteristics, each firm will be induced
to choose leverage and risk-taking activities more prudently. Currently,
in the United States, the Federal Deposit Insurance Corporation (FDIC)
chooses the level of FDIC premiums on a risk basis. However, in reality,
premiums have been charged only when the fund was poorly capitalized,
so the past FDIC scheme, in general, did not achieve this optimal policy
(the FDIC scheme is revised under the Dodd-Frank Act, as described in
Section 5.3).
The firm’s contribution to expected losses in the crisis (i.e., the con-
tribution of each firm to aggregate losses above a certain threshold)
multiplied by the expected systemic costs when the financial sector be-
comes undercapitalized:

Thus, the systemic risk also needs to be priced; that is, financial
institutions need to internalize the costs of the negative externality im-
posed on the system. We explain later that the expected systemic costs
in a crisis can be considered the time-series component of the tax (de-
termining the overall level of the tax), and a firm’s contribution to these
systemic costs can be considered the cross-sectional component (deter-
mining which firms pay more of the tax). Furthermore, and consistent
with economic intuition, the contribution of an individual institution
to systemic costs will increase with lower initial capital, riskier asset
holdings that contribute to the tail dependence between the institution
and the system, institutional and aggregate volatility, and the severity
of the externality.

In summary, from an economic point of view, therefore, the optimal

policy to contain excessive systemic risk is to charge financial institutions for
the implicit taxpayer guarantees they enjoy. They should pay what amounts
to a tax, a bank levy, an insurance premium, or whatever the term, both for
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their expected losses in the event of failure (similar in theory, though not in
practice, to the FDIC deposit insurance premium) and for expected losses
when failure occurs in the context of a systemic crisis (broadly defined as
the financial system as a whole becoming undercapitalized).

Charging the premium causes the financial institution on the margin to
hold more initial capital up front (i.e., to be less levered) and to take less risky
positions. That is, facing the tax, the financial institutions will organically
choose to become less systemic. These firms will therefore be encouraged
to rethink their business models. In particular, they will have to consider
reducing their scope, scale, risk exposures, and interconnectedness, thus
trading off the returns from such activities against the insurance premiums
attached to them. Market discipline and managerial discretion would then
work hand in hand with the correct pricing of systemic risk to create a more
stable and efficient financial architecture. To the extent systemic risk still
remains, it will be taxed and the costs borne by the shareholders of the
financial institution, as opposed to taxpayers.

However, there are several difficulties with implementing this policy.

Ohstacle 1: Measuring Systemic Risk

Can regulators ever perfectly measure bank risk, leverage, or interconnect-
edness, especially when the institutions under scrutiny are complex and per-
form almost all possible financial intermediation activities? Simply stated, if
regulation is based on noisy observables, these institutions have an incentive
to undertake “regulatory arbitrage” and load up risks on the dimension
where regulation is most imprecise.

All is not lost, however. With respect to systemic risk, Chapter 4, “Mea-
suring Systemic Risk,” describes the various ways to identify and measure
systemic risk. In that chapter, we provide a simple and intuitive way to mea-
sure the systemic risk contribution of each financial institution. Motivated
by the economic theory just discussed, we argue that systemic risk costs
can be measured as the expected systemic costs when the financial sector
becomes undercapitalized (the time-series component) times the financial
institution’s percentage contribution to the sector’s undercapitalization (the
cross-sectional component). That is, on a relative basis, the systemic risk of a
financial firm is the fraction of expected losses made by the financial firm in
the systemic event that financial sector losses fall below a critical threshold.

The first term—expected systemic costs—measures the level of the sys-
temic risk. There is empirical evidence on what leads to financial crises and
the costs to economies of such crises beyond the impact of a normal eco-
nomic downturn. In particular, there is growing evidence on what leads to
financial crises and the large bailout costs and real economy welfare losses
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associated with banking crises (see, for example, Caprio and Klingebiel
1996; Honohan and Klingebiel 2000; Hoggarth, Reis, and Saporta 2002;
Reinhart and Rogoff 2008; and Borio and Drehmann 2009). The bottom
line from these studies is that there are leading indicators for banking crises,
and these crises represent significant portions of GDP—in the order of 10
percent to 20 percent, on average, and much higher in the worst crises. The
important conclusion is that, depending on the likelihood of a crisis, the
systemic risk component of the tax may be quite important.

The second term—percentage contribution of the institution to costs
incurred in a financial sector collapse—determines which institutions con-
tribute to this risk. Empirical work suggests that this is related to the firm’s
contribution to sectorwide equity losses when the sector fails and to the
firm’s leverage. Acharya, Pedersen, Philippon, and Richardson (2010a) and
Brownlees and Engle (2010) provide a methodology for estimating this con-
tribution using publicly available equity (or, in principle, even bond market
or credit default swap) data, information about leverage, and assumptions
about what triggers a financial sector collapse.’

Using output from this methodology, Table 5.1 provides risk measures
for the most systemic financial firms taken from the 100 largest financial
firms in terms of equity market capitalization.

For illustrative purposes, we consider two dates—July 1, 2007, a month
before the financial crisis started at the end of July 2007, and September 12,
2008, the weekend before the bankruptcy of Lehman Brothers (but after
the collapse of Fannie Mae and Freddie Mac). We provide two measures,
Marginal Expected Shortfall (MES), which represents the expected percent-
age daily loss of the firm’s equity given at least a 2 percent fall in the aggregate
market, and the Systemic Risk Contribution, SRISK %, which is the percent-
age contribution of the firm’s losses to the aggregate capital shortfall in the
event of a crisis. The rankings are based on SRISK%.

Several observations are in order:

On both July 1, 2007, and September 12, 2008, the methodology picks
out the firms that not only ended up failing but also that created much of
the systemic risk in the financial system. For example, on July 1, 2007,
Citigroup, Merrill Lynch, Freddie Mac, Lehman Brothers, Fannie Mae,
and Bear Stearns all make the top 10. And by the weekend before
Lehman’s collapse, Bank of America, AIG, and Wachovia also join the
top 10. This list covers all the major firms that either failed or received
massive bailouts from the government.

Most of the systemic risk in the system is captured by just a few firms.
For example, in July 2007, 90.2 percent of the systemic risk (of publicly
traded firms) is covered by just 10 firms, and 58.2 percent by just five
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TABLE 5.1 Top 10 Systemically Risky Firms in July 2007 and September 2008

Firm (7/1/07) SRISK% MES Firm (9/12/08)  SRISK%  MES
Citigroup 14.3 3.27 Citigroup 13.1 6.17
Merrill Lynch 13.5 4.28  Bank of America 10.9 6.33
Morgan Stanley 11.8 325  AIG 10.9 10.86
JPMorgan Chase 9.8 3.44  JPMorgan Chase 9.7 5.20
Goldman Sachs 8.8 3.60  Merrill Lynch 6.5 6.86
Freddie Mac 8.6 2.35  Wachovia 6.5 9.61
Lehman Brothers 7.2 3.91 Morgan Stanley 5.9 4.87
Fannie Mae 6.7 2.47  Lehman Brothers 5.2 15.07
Bear Stearns 5.9 4.40  Goldman Sachs 4.8 3.58
MetLife 3.6 2.57  Wells Fargo 3.4 5.40

Table 5.1 provides an overview of the 10 most systemically risky financial firms
among the 100 largest financial institutions for July 1, 2007, and September 12,
2008. The Marginal Expected Shortfall (MES) measures how much the stock of a
particular financial company will decline in a day, if the whole market declines by at
least 2 percent. The measure incorporates the volatility of the firm and its correlation
with the market, as well as its performance in extremes. The MES measure is used to
determine the capital shortfall that a firm would face in a crisis. When equity values
fall below prudential levels of 8 percent of assets, the Systemic Risk Contribution,
SRISK %, measures the percentage of all capital shortfall that would be experienced
by this firm in the event of a crisis. (See Chapter 4, “Measuring Systemic Risk.”)
Source: www.systemicriskranking.stern.nyu.edu.

firms. By September 12, 2008, as the crisis was in full swing and there-
fore affecting many firms, the risk is a little more evenly distributed,
with 76.8 percent covered by 10 firms, and 51.1 percent by five firms.
Of some note, the MES increased dramatically from the start of the
crisis to September 2008, especially for Lehman Brothers, AIG, and
Wachovia, which have MES values many times higher than other firms.
Of course, all three firms failed spectacularly shortly thereafter in the
fall of 2008.

Ohstacle 2: Implementing the Tax on Systemic Risk

Given this measurement of systemic risk, what are the issues with imple-
mentation of a tax on financial institutions based on the extent to which
they likely contribute to systemic risk?

In terms of charging for the expected loss of the financial firm’s guaran-
teed liabilities (i.e., the institution-risk component), this is akin to the FDIC
premium. But without a credible resolution authority for all other liabilities,
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it is not clear that the guarantees extend only to deposits. For example,
other systemically risky short-term liabilities, such as uninsured deposits,
foreign deposits, interbank loans, and repurchase agreements, may have im-
plicit guarantees. If so, then these guarantees should also be priced to reduce
moral hazard, or alternatively, a credible resolution authority must be set
up to deal with these liabilities in default. Chapter 8 analyzes the issue of
creating such a resolution authority.

In terms of charging for the systemic risk component (i.e., the expected
systemic costs in a crisis times the financial institution’s percentage contri-
bution to the undercapitalization of the financial sector), we consider two
implementable schemes to value this tax. The first, described shortly, is
based on a direct regulatory tax for systemic risk, given our measure for
each institution’s contribution to systemic risk. The second approach, de-
scribed in Section 5.4, is based on a market-based discovery of the price of
systemic risk insurance that financial institutions must purchase jointly from
the private sector and the government or the central bank.*

How would one estimate the expected systemic risk costs of a finan-
cial crisis? Empirically, this estimate should be based on the extensive time
series of what causes crises; in other words, one would need to measure
the probability of a crisis. Such signals might include systemwide leverage,
asset bubbles, market volatility, and so forth (Reinhart and Rogoff 2009).
By measuring the actual costs of past crises, along with the probability of
a crisis, the regulator could then measure expected costs. A potentially nice
feature of these calculations is that the regulator can adjust the expected
costs to make them countercyclical—in other words, pushing them upward
in good times and downward in bad times. The need for countercyclical
measures is generally considered a key ingredient of financial reform, both
by regulators abroad and among academics.’

Given these expected systemic costs, the regulator can then estimate the
percentage contribution of each financial institution to the aggregate capi-
tal shortfall of the financial sector—our definition of a systemic trigger. Of
course, the regulator might have a different definition, such as the degree
of interconnectedness through all the firm’s cross-exposures. The estimate
of this relative contribution to systemic risk should be based on extensive
cross-sectional analysis of how these firms might perform in crisis-type pe-
riods. Table 5.1 of this chapter provided an example of such a comparison.
Multiplying this component by the one cited previously provides the level
of necessary taxes.

If implemented perfectly, the financial firm would optimally choose to
be less levered and to hold less systematically risky assets; in other words, it
would be induced to impose its own capital requirement and Glass-Steagall-
like restriction on risky activities. Since some systemic risk would remain,
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the financial firm would pay its contribution of the now-lower expected
systemic costs, as all firms acting this way would reduce the probability of
a systemic crisis.

As we see it, the primary difficulty lies with trying to estimate the overall
expected systemic costs of a crisis. While there is considerable evidence that
might help the regulator pin down the bailout and welfare costs of a crisis,
estimating the likelihood of a crisis may prove evasive. This suggests that
it might make sense for regulators to impose some constraints on leverage
and asset risk—in other words, capital requirements and Glass-Steagall-
like restrictions—in addition to the systemic risk tax. These constraints
should be set so that they would most likely not bind if the tax level were
estimated correctly. Chapters 6 and 7, respectively, examine the issue of
capital requirements and Glass-Steagall restrictions on risk taking.

Obstacle 3: Is Moral Hazard Solved?

Because the government would now price and charge for both the firm risk
and systemic risk components for each financial institution, less risk is pro-
duced and the moral hazard problem is mitigated. However, the actions of
the financial firm are not fully observable, so once the premiums for the guar-
antees and systemic risk are set, and indeed capital requirements and Glass-
Steagall restrictions imposed, the firm can in principle change its behavior.
While a private market (like the one described in Section 5.4) may be better
able to monitor the bank’s actions than the regulator, the optimal contract
usually calls for some type of state-contingent payoff to solve this problem.®

What would such a contract look like in this setting?

Theoretically, it would impose a severe penalty function in bad states to
get the bank to avoid excessive risk-taking activities. The intuition here is
similar to any standard insurance contract, which employs large deductibles
in order to induce appropriate risk levels.

The problem with this contract is that, under a system of limited liability,
the punishment is somewhat irrelevant, as shareholders are wiped out before
it can be imposed. Nevertheless, Part Two on systemic risk (in particular,
Chapters 6 and 8) discusses several ways to align incentives and thus bring
back market discipline. These include: the creation of an insolvency regime
for complex financial institutions that would allow the orderly failure or
restructuring of insolvent firms (Chapter 8); a requirement that financial
institutions employ in their capital structure a new kind of hybrid claim that
has a forced debt-for-equity conversion whenever a prespecified threshold
of distress (individual and systemic) is met (Chapter 6); punishing a firm’s
success, such as via a windfall profit tax, which would achieve the goal of
systemic risk reduction, albeit at the cost of hurting legitimate profit-taking
opportunities due to its taxation of ex post success; or even more extreme
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solutions, such as double liability for shareholders, a popular approach in
the United States prior to the 1930s.”

9.3 THE DODD-FRANK WALL STREET REFORM AND
GONSUMER PROTECTION ACT OF 2010

Given our own view of what the optimal policy should entail, how does the
financial reform bill stack up in terms of addressing systemic risk?

Our preferred approach is to disincentivize systemic risk by having fi-
nancial firms internalize the systemic risk costs imposed on the rest of the
financial sector and the real economy. This way, the firms will organically
dismantle themselves to become institutions with the appropriate size, lever-
age level, and risk profile. It is highly likely that this approach would greatly
reduce the likelihood of a crisis and reduce the too-big-to-fail mantra.

The alternative approach taken in the Dodd-Frank Act is primarily to
manage systemic risk, a method not dissimilar to the 1930s legislation de-
scribed in the Prologue of the book. The risk of such an approach, however,
is that it may not sufficiently reduce systemic risk, or worse, it may sim-
ply move it elsewhere in the system. That is, when the legislation does not
adequately define systemic risk, and simply creates guidelines (albeit some
sensible ones) to address a perceived problem, there is really no guarantee
that it will be successfully implemented to tackle the issue at hand.

This point aside, one way to judge the Act’s likelihood of success is to
analyze how it addresses the three main challenges laid out at the beginning
of Section 5.2 with respect to regulating systemic risk, namely: (1) identifying
and measuring the systemic risk of financial firms, (2) using systemic risk
measures to develop an optimal policy aimed at reducing the systemic risk
in the financial sector and external real economy, and (3) making sure this
policy is not subject to future regulatory arbitrage and that it mitigates the
moral hazard problem inherent to government guarantees such as deposit
insurance and too-big-to-fail guarantee.

Measuring Systemic Risk

With respect to the measurement issue, the Dodd-Frank Act considers a com-
pany as systemic if: (1) material financial distress at the company level could
pose a threat to financial stability or the economy, or (2) the nature, scope,
size, scale, concentration, interconnectedness, or mix of the company’s activ-
ities could pose a threat to financial stability or the economy. In particular,
the Act recommends that the systemic risk regulators consider the follow-
ing criteria: (1) the amount and nature of the company’s financial assets;
(2) the amount and nature of the company’s liabilities, including the degree
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of reliance on short-term funding; (3) the extent of the company’s lever-
age; (4) the extent and nature of the company’s off-balance-sheet exposures;
(5) the extent and nature of the company’s transactions and relationships
with other financial companies; (6) the company’s importance as a source
of credit for households, businesses, and state and local governments and as
a source of liquidity for the financial system; (7) the nature, scope, and mix
of the company’s activities; (8) the degree to which the company is already
regulated by one or more federal financial regulatory agencies; and (9) the
operation of, or ownership interest in, any clearing, settlement, or payment
business of the company.

These criteria are all sensible. To the extent that the bill pushes the exact
details onto the newly created Financial Stability Oversight Council, this too
makes some sense. The Council will have 10 members, including the Trea-
sury secretary (chair), an independent member, and heads of the Federal
Reserve Board, FDIC, Securities and Exchange Commission (SEC), Com-
modity Futures Trading Commission (CFTC), Office of the Comptroller of
the Currency (OCC), Federal Housing Finance Agency (FHFA), National
Credit Union Administration (NCUA), and the new Bureau of Consumer
Financial Protection (BCFP). It is hard to argue with this makeup, as most
of the relevant regulators, who have access to the latest data, will be rep-
resented. Also, it is a good idea that the Act creates a new Office of Finan-
cial Research within Treasury that is staffed with economists, accountants,
lawyers, former supervisors, and other specialists. This office will support
the Council’s work by collecting financial data and conducting economic
analysis. Finally, the fact that the Act calls for the Federal Reserve, the most
independent of the relevant agencies, to implement the Council’s policies
is reasonable, as the Fed is least likely to be captured by either financial
institutions or politicians.

One glaring omission, however, is any recognition that along with lever-
age, the key characteristic of a systemically important institution is the co-
movement of its asset returns with the aggregate financial sector during a
crisis. While the measurement criteria described earlier are clearly related
to this characteristic, the focus of the Act again is on individual institu-
tion risk. Given the theory outlined in Acharya, Pedersen, Philippon, and
Richardson (2010a) and described in Section 5.2, there is a sense in which
this comovement is the key variable we should care about with respect to
systemic risk.

Reducing Systemic Risk

In terms of the broad issues relating to systemic risk, the Dodd-Frank Act
has good intentions. It recognizes that systemic institutions must be sub-
ject to higher standards that should increase with the degree of systemic
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risk. Moreover, these prudential standards cover all the likely suspects. For
example, the Act states:

[I]n order to prevent or mitigate risks to the financial stability of the
United States that could arise from the material financial distress
or failure of large, interconnected financial institutions, the Council
may make recommendations to the Board of Governors concern-
ing the establishment and refinement of prudential standards and
reporting and disclosure requirements applicable to nonbank finan-
cial companies supervised by the Board of Governors and large,
interconnected bank holding companies, that—(1) are more strin-
gent than those applicable to other nonbank financial companies
and bank holding companies that do not present similar risks to the
financial stability of the United States; and (2) increase in stringency,
based on the considerations identified in subsection (b)(3) [i.e., the
systemic risk factors described earlier].®

Moreover, these stricter standards should include “(1) risk-based
capital requirements; (2) leverage limits; (3) liquidity requirements; (4) a
contingent capital requirement; (5) resolution plan and credit exposure re-
port requirements; (6) enhanced public disclosures; (7) concentration limits;
(8) short-term debt limits; and (9) overall risk management requirements.”’

In addition, the Act does impose some sensible Glass-Steagall-like re-
strictions on bank holding companies and nonbank financial companies that
are deemed systemically risky. One is a limit on the ability of an institution to
grow by merger if its liabilities exceed 10 percent of all liabilities of financial
firms in the United States. The second is more binding, and prohibits bank
holding companies (while placing curbs on systemically risky nonbank finan-
cial companies) from engaging in proprietary trading, defined as the trading
of stocks, bonds, options, commodities, derivatives, or other financial instru-
ments with the company’s own money and for the company’s own account.
In the context of systemic risk, this issue is discussed in depth in Chapter 7.

Mitigating Moral Hazard

The Dodd-Frank Act falls short, however, with respect to our third and fi-
nal criterion—namely, preventing regulatory arbitrage and mitigating moral
hazard. In particular, the Act does not adequately address the too-big-to-fail
problem in several important ways.

First, the Act’s approach is soft on large financial institutions in that
the stricter prudential standards involve capital, liquidity, and contingent
capital requirements, which may not be costly to the institution. While
these standards should reduce systemic risk, these financial institutions may
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remain large, have access to too-big-to-fail guarantees, and still take exces-
sive risk.

Originally, the House bill, prior to its conference reconciliation with
the Senate version, contained a $150 billion “systemic resolution fund.”
With respect to the pricing of the too-big-to-fail guarantee, the idea was
to charge an assessment on all financial institutions that would go into a
systemic fund to be used for future bailouts of the sector. This would have
been similar to the FDIC premium but applied more broadly to systemic
institutions, presumably to cover the bailout costs of systemic liabilities, such
as uninsured household, business, and foreign deposits; interbank loans;
repo transactions; and over-the-counter (OTC) derivatives, among others.
Of course, the assessment would have been a disincentive to become a too-
big-to-fail (and, more generally, a systemic) institution, which would have
achieved its purpose.

Unfortunately, because the existence of a systemic resolution fund was
unpalatable to many in Congress, the assessment on banks was dropped and
replaced by a process that requires ex post funding by the financial sector for
any costs not borne by shareholders and creditors of the failed institution.
Since large amounts of systemic liabilities will most likely not be allowed
to fail for fear of ensuing banklike runs, there exists a terrible free-rider
problem. Banks that do not take excessive risks and instead act in a prudent
fashion are made responsible for the failures of those that do take excessive
risks. Thus, the moral hazard problem of the too-big-to-fail financial firm
remains. The Act’s solution is even more of a problem because it requires
that, in a crisis, the solvent part of the financial sector should cover the
losses of the failed part of the sector. This is the exact opposite inference
one would draw from countercyclical capital requirements. In other words,
when capital is most needed in the financial sector, it is being used to cover
the mistakes of others.

Part of the problem is that the systemic resolution fund, as originally
envisioned, was to help wind down failed institutions; instead, its purpose
should have been to compensate those who suffer the collateral damage from
systemic financial crises: the solvent financial institutions and businesses in
the real economy that suffer when credit markets panic. The optimal policy
laid out in Section 5.2 would solve this problem by bifurcating the fund
into one piece that covers explicit and implicit government guarantees and
another piece that is used to support solvent firms that are affected by the
onslaught of systemic risk.

Consider Federal Reserve Chairman Ben Bernanke’s oft-cited analogy
for why bailouts, however distasteful, are sometimes necessary. Bernanke
has described a hypothetical neighbor who smokes in bed and, through his
carelessness, starts a fire that begins to burn down his house. You could
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teach him a lesson, Bernanke says, by refusing to call the fire department
and letting the house burn to the ground. However, you would risk the fire
spreading to other homes. So first you have to put out the fire. Only later
should you deal with reform and retribution.

But let’s change the story slightly. If the neighbor’s house is burning,
putting the fire out might risk the lives of the firefighters. You can still
call the fire department, but instead of saving the neighbor’s house, the
firefighters stand in protection of your house and those of your other neigh-
bors. If the fire spreads, they are ready to put it out. This approach could
save lives, and it has the added benefit of chastening your guilty neighbor
into refraining from smoking in bed, or perhaps into installing new fire
alarms.

This is the purpose of a systemic risk fee on LCFIs.

Second, even if systemic risk were managed this way (which is not the
case in the Dodd-Frank Act), the regulators would still need to price implicit
guarantees (along with deposit insurance) and impose the costs on the
financial institutions. But despite the number of pages in the Dodd-Frank
Act, there is little or no attempt to address the question of whether
systemically risky uninsured short-term liabilities are covered either through
pricing of their implicit guarantee or via a credible mechanism within the
resolution authority.!® As discussed in Chapter 8, “Resolution Authority”;
Chapter 10, “Money Market Funds”; and Chapter 11, “The Repurchase
Agreement (Repo) Market,” the Dodd-Frank Act provides little mention of
this issue.

The Dodd-Frank Act does a much better job with respect to some of
the issues related to FDIC insurance—the one guarantee that is explicitly
recognized. Prior to the crisis, it was simply unacceptable that, when the
FDIC’s deposit insurance fund reserves exceeded a certain level, many banks
were no longer required to pay fees into the fund. In fact, large banks did
not pay any significant deposit insurance premiums for the decade leading
up to the crisis, and the insurance funds are now depleted. By not charging
for insurance during the run-up to the crisis, the government exacerbated
the moral hazard problem.

The Dodd-Frank Act does correct this problem by getting rid of the
upper limit for the reserve ratio (i.e., ratio of the FDIC-insured fund to total
deposits). Moreover, the Act increases the minimum reserve ratio to 1.35
percent from 1.15 percent, with much of the increase eventually being paid
by large banks (i.e., more than $10 billion in assets). Of course, given that
the FDIC’s fund is currently at —0.38 percent, with the possibility of falling
further, these new rules are hardly restrictive. In fact, the Act gives the FDIC
until 2020 to reach the 1.35 percent threshold. Thus, the issue of the upper
limit will not come up for at least a decade.
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In addition, the Dodd-Frank Act tilts the costs of the FDIC-insured fund
toward large depository institutions. This will impose some additional costs
on the firms that tend to be systemically more risky. On the margin, this
should cause these firms to reduce their liabilities. Specifically, the Act calls
for the FDIC to now base its assessment on the firm’s total liabilities (its
assets minus its tangible equity) as opposed to the prior rule that used just
the firm’s insured deposits.!! Given that (1) the majority of the liabilities in
the financial sector are held by just a few large firms, and (2) these firms use
funding sources other than deposits, the effect of this clause will be to shift
the costs much more toward these firms. In lieu of any meaningful reform to
get these firms to internalize the costs they impose on the system, this part
of the Dodd-Frank Act is a step in the right direction.

Third, the bill’s preferred way to deal with the too-big-to-fail problem
is through a resolution authority. But, as we argue later in this chapter and
in greater detail in Chapter 8, this authority is inadequate for this purpose.
If the Act’s main defense against the too-big-to-fail problem is the resolution
authority, then choosing a receivership model is not a particularly credible
way to ensure that systemic liabilities will be left unprotected in a crisis.
A more transparent and predictable design would be either a living will
mechanism or one based on the bankruptcy code, possibly restructured to
deal with LCFIs. As written, the resolution authority in the Act is a very
risky way of managing systemic risk when a crisis emerges. It reads like
a mismatch of the bankruptcy code and a receivership model, and may
actually increase uncertainty about who is entitled to assets when the firm
fails. As is well known, uncertainty is the bogeyman of a financial crisis.
Thus, while the Act does provide the resolution authority with flexibility
during the crisis, the Act may not be realistic for how it deals with failing
firms. It would be much better to define rules up front.

For all nonguaranteed liabilities, we prefer a living will. The idea is to
take these liabilities and separate them into classes of debt with different
priorities. If the firm defaults on its debt, the equity of the firm is eliminated
and the lowest-priority debt converts to new equity. If the removal of the
low-priority debt is sufficient to afford the firm to cover its remaining debt
obligations, then the firm would continue as is. If some of these debt obliga-
tions are still in default, however, then the process would continue until the
debts are no longer in default or the highest-priority debt gets converted to
equity. The living will is just one approach the regulator can take to create
a credible plan that both avoids the costs of liquidation in bankruptcy and
allows for creditors to pay for the risks they incur. This is important as it
will bring back market discipline to the financial sector and remove some of
the implicit government guarantees for the too-big-to-fail firms.
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9.4 A TAX ON SYSTEMIC RISK

In this chapter, we have strongly argued that systemically important financial
institutions need to internalize the systemic risk costs they impose on the
financial system. Without a mechanism that leads to this outcome, financial
firms will continue individually to maximize the value of their enterprises.
These actions, in aggregate, result in too much systemic risk being produced
and a more fragile financial system than is otherwise optimal.

Consider by way of analogy the congestion tax being charged in the
city of London. Its purpose is not to charge each driver his or her share of
the usage of London roads (though that might also make economic sense),
but to get each driver to internalize his or her contribution to congestion;
thus, those whose economic returns against incurring the charge are not too
high would adopt other means of transportation. The charge is imposed
during times and in areas where congestion is indeed costly for the city.
And, most importantly, the charge is paid by each driver contributing to the
congestion rather than by those who use the central London roads at night,
after the congestion period has expired. As we emphasized in the Prologue
of this book, regulation of pollution—one of the most classic problems of
externalities in economics—deals with it much the same way: The polluter
pays for its contributions.

Internationally, there seemed to be general support for such an ap-
proach to managing systemic risk. But as the Dodd-Frank Act was being
revised to drop a tax on banks, so too did many of the G-20 countries.
Australia, Canada, and India, which weathered the financial crisis relatively
well, were among the primary opponents of the tax. The notable exceptions
were the three largest economies in Europe—the United Kingdom, France,
and Germany, some emerging market countries like Hungary, and interna-
tional organizations like the International Monetary Fund (IMF).'> Most of
the proposed taxes are not particularly sophisticated and tend to be charged
on either the firms’ total assets or their risky liabilities (i.e., all their debts
except insured deposits). For example, the United Kingdom has put forth a
tax of 0.07 percent on risky liabilities. In July 2010, Hungary caused a bit of
an uproar by pushing through a tax of 0.45 percent on assets. Many of the
countries, like the United Kingdom, Hungary, and France, do not consider
the tax as a way to fund bailouts per se, but more as incentive for firms to
reduce risk and as a revenue source for government. This is consistent with
the congestion tax argument.

Given the international interest in a systemic risk tax, it seems worth-
while to provide a more detailed discussion of how to implement the optimal
tax (i.e., to offer a more sophisticated approach than just taxing the amount
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of liabilities). While much of this presentation is based on Acharya, Peder-
sen, Philippon, and Richardson (2010b), there are a number of other papers
that also call for Pigouvian-type taxes (e.g., Perotti and Suarez 2009; Jeanne
and Korinek 2010).

Section 5.2 described one way for the regulator to implement the sys-
temic risk tax. One of the issues with using that methodology is that it
involves using data (which may differ across types of financial firms), sta-
tistical estimates of tail events that are subject to error, and regulators who
may not have the appropriate background. Therefore, a better approach
may be to employ a market-based solution to estimating the systemic tax of
each financial firm.

At the core of a market-oriented solution is the role of the private sector
in providing insurance primarily for price discovery. Since the amount of
private capital available to provide such systemic insurance is likely to be
limited, most of the insurance would be purchased from the regulator. The
idea behind this proposal therefore is that private insurers would help price
the insurance, while the government would provide most of the capital
underlying the insurance. While some reinsurance schemes along these lines
have been looked at by the FDIC, most recently in 1993, and were dismissed
based on the conclusion that this market is not viable, there is reason to be
more optimistic today. Financial markets, in general, have become much
more sophisticated in how they develop niche markets.

A case in point: Coinsurance programs are not without precedent. Mo-
tivated by the events of September 11, 2001, the Terrorism Risk Insurance
Act (TRIA), first passed in November 2002, offers federal reinsurance for
qualifying losses from a terrorist attack. TRIA is a good place to start and
includes industry loss triggers and government excess of loss coverage. These
features help minimize the insurance industry’s losses, yet also provide them
with an incentive to monitor and reduce risks. It would work similarly here.

A market solution would require each financial firm to buy insurance
against its own losses in a financial crisis. In the event of an insurance
payout, payment would not go to the firm itself, but to the government.
This contingent capital insurance fee is not equal to the tax, but instead
would be used to determine the proportionate share of each financial firm’s
contribution to the total systemic risk tax. The level of the systemic risk
tax would be determined by the expected systemic costs of a financial crisis
times the proportionate share of each firm. The important point is that each
firm’s share would be determined by the private market for insurance.

The reason why a joint public-private insurance plan is needed is that
the private insurance sector is not set up to insure against systemic risks. By
their very nature, systemic risks cannot be diversified away. The underlying
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capital required to cover these losses therefore is quite large even though the
possibility of such an event is very small.

In the current financial crisis, problems occurred with the monoline in-
surers, such as Ambac Financial Group and MBIA Inc., and the Financial
Products division of AIG. Undercapitalized relative to the systemic event,
almost all the monolines and AIG Financial Products were effectively in-
solvent. Though insolvency of insurers is not necessarily a problem, these
insurers may have been systemic due to their counterparty risk. Thus, in-
surers may have their own too-big-to-fail designation, causing them to take
large, directional, systemic bets.

So, in order to avoid this type of problem, a public-private insurance
plan is required. Implementation of such a plan would be as follows:

Each regulated firm would have a target capital of, say, K percent of
current assets in the event of a crisis. For every dollar by which the insti-
tution’s capital falls below the target capital in the crisis, the insurance
company would have to pay N cents to the regulator (e.g., a systemic
risk fund).!® This way, the insurance provider would have every incen-
tive to correctly estimate the systemic risk of a firm in a competitive
market and charge the firm accordingly.

The charge would allow the regulator to determine the proportionate
share of expected losses contributed by each firm in a crisis—in other
words, the relative systemic risk of each firm in the sector. This would
be used to determine who pays their share of the overall systemic tax.
The regulator would then take this proportionate share of each firm and
multiply it by the expected systemic costs of a crisis to determine the
level of the tax.

To avoid double taxation, the fees paid to the insurance company would
be subtracted from the firm’s total systemic tax bill paid to the regulator.
The financial firms would need to keep acquiring insurance, and thus
pay the tax, on a continuous basis to ensure continuous monitoring
and price discovery, and to prevent sudden high insurance premiums
from causing funding problems, because the purchases of premiums are
spread out over time.

As described in Section 5.3, the tax proceeds are not meant to bail out
failed institutions, but to support the affected real sector and solvent
institutions. Future expected bailouts (i.e., government guarantees) need
to be priced separately.

The main goal of the tax scheme is to provide incentives to limit systemic
risk or to be well capitalized against systemic risk in order to reduce the cost
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of insurance. Thus, institutions will internalize their externality, and the
market price helps measure it.

9.5 SUMMARY

To conclude, even though the Dodd-Frank Act does not directly require
a tax on systemic risk contributions of financial firms, there is a chance
that implementation by prudential regulators of some of the risk controls,
such as capital or liquidity requirements, will eventually be tied to such
contributions. Our measures of systemic risk and related ideas to regulate it
have been presented and debated actively in the policy circles over the past
two years. Our modest hope is that such debates translate eventually into
an ex ante Pigouvian tax on systemic risk.

NOTES

1. An analogy can be made to an industrial company that produces emissions that
might lower its costs but that pollute the environment.

2. The underlying economics here are presented in Acharya, Pedersen, Philippon,
and Richardson (2010a), “Measuring Systemic Risk.”

3. A detailed discussion of this methodology, as well as a historical and current

analysis of the systemic risk of financial institutions, is provided on the web

site http://vlab.stern.nyu.edu/welcome/risk. For additional measures of systemic
risk relevant to our analysis, see also Lehar (2005); Gray, Merton, and Bodie

(2008); Gray and Jobst (2009); Huang, Zhou, and Zhu (2009); Adrian and

Brunnermeier (2008); Tarashev, Borio, and Tsatsaronis (2009); and Segoviano

and Goodhart (2009).

This section is based on Acharya, Pedersen, Philippon, and Richardson (2010b).

As pointed out in Chapter 6, the Dodd-Frank Act calls for countercyclical capital

requirements (HR 4173, Title VI, “Improvements to Regulation of Bank and

Savings Association Holding Companies and Depository Institutions,” Sec. 616,

“Regulations Regarding Capital Levels™).

6. See, for example, John, John, and Senbet (1991) and Prescott (2002).

7. For resolution authorities, see Scott, Shultz, and Taylor (2009), among others;
for contingent capital, see Wall (1989), Doherty and Harrington (1997), and
Flannery (2005); and for double liability, see Saunders and Wilson (1992).

8. HR 4173, Title I, “Financial Stability,” Subtitle A, “Financial Stability Over-
sight Council,” Sec. 115, “Enhanced supervision and prudential standards for
nonbank financial companies supervised by the Board of Governors and certain
bank holding companies.”

9. Ibid.

i
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10. Putting aside this issue of nonguaranteed liabilities, one could argue that the
problem has even worsened for insured deposits, as the guaranteed limits on de-
posits have been permanently increased from $100,000 to $250,000. If one be-
lieves deposit insurance is mispriced, then the mispricing is now 2.5 times worse.

11. HR 4173, Title III, “Transfer of Powers to the Comptroller of the Currency,
the Corporation and the Board of Governors,” Subtitle C, “Federal Deposit
Insurance Corporation,” Sec. 331, “Deposit Insurance Reforms.”

12. See, for example, the April 2010 IMF Global Financial Stability Report.

13. N cents represents the proportional share of the private market’s participation
in the insurance component of the public-private plan. If the proposal were
simply contingent capital insurance, in which the firm got recapitalized if it
were doing poorly in a crisis, then the government’s share of the payout to the
firm would be 100 — N cents on the dollar, and the government would receive
(100 — N)/100 percent of the insurance premiums.
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6.1 OVERVIEW

When a poorly capitalized—or, in other words, highly leveraged—financial
firm suffers asset losses and the firm falls into distress, funding gets pulled,
forcing the firm to sell its assets, which leads to further funding problems
and a downward spiral (see, e.g., Brunnermeier and Pedersen 2009). Due
to either direct counterparty relationships or the presence of similar asset
holdings at other firms, the failing firm’s losses reverberate throughout the
financial system, causing an aggregate shortfall of capital. Systemic risk
emerges, and the health of the financial system quickly erodes. And because
of the debt overhang problem, it is not possible for financial firms to issue
new equity capital since the proceeds mostly accrue to the creditors (see
Myers 1977). The financial sector then has no choice but to reduce lending,
leading to an aggregate credit crunch.

Capital is thus the lifeblood of the financial system when it is under
stress. But capital is difficult to raise in such times. How should capital
requirements be designed in good times to prevent and manage this risk?

In response to the systemic effect of the failure of the relatively small
German bank Herstatt in 1974, the central-bank governors of the G-10
established the Basel Committee on Banking Supervision. While having no
statutory authority, the Basel Committee has emerged over the past 35 years
as the go-to group to formulate international standards for banking supervi-
sion, and especially capital adequacy requirements. The process started with
the 1988 Basel Accord (Basel I), which imposed the now-infamous minimum
ratio of capital to risk-weighted assets of 8 percent. The committee produced
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a revised framework in June 1999, which culminated in the implementation
of the New Capital Framework in June 2004 (Basel II). Basel II expanded
Basel I’s capital requirement rules and introduced internal risk assessment
processes. As a result of the recent financial crisis, the Basel Committee is at
it again with proposals for new capital adequacy and liquidity requirements,
denoted Basel IIL.! The long-term implementation of these rules is set to start
in November 2010.

While the Dodd-Frank Wall Street Reform and Consumer Protection
Act of 2010 provides its own capital guidelines, it is generally assumed that
implementation of the Act will, to the extent possible, coincide closely with
Basel IIL. In fact, of the 27 countries party to the Basel agreement in July
2010, the United States signed on (only Germany did not). The impact that
Basel I and IT had on the financial crisis cannot be understated. While Basel
III is clearly an improvement, the Basel approach to prudential regulation
remains the same even in light of its utter failure to prevent the financial
crisis of 2007 to 2009.

This book takes a very different view of the way to regulate systemic risk.
Chapter 5, “Taxing Systemic Risk,” argues that the first and best solution to
reducing systemic risk is to have financial firms internalize the external costs
of this risk. Facing these costs, the firms will organically choose to be less
levered (i.e., hold more capital) and to hold less systemically risky assets.
Neither Basel III nor the Dodd-Frank Act follows this approach to financial
regulation. Nevertheless, we recognize that, even without such pricing and
charging for systemic risk, a second-best solution may be to impose binding
capital requirements and restrict asset holdings, in other words, to attempt
to approximate the optimal policy somewhat directly.?

That said, while the Basel process focuses on capital requirements, it
ignores the crucial market and regulatory failures of the financial system:

While recognizing the systemic risk of financial firms, the Basel approach
very much remains focused on the risk of the individual institution and
not the system as a whole. In other words, the level of a firm’s capital
requirements in Basel I, II, or III does not depend on its interaction with
other financial firms.

Whatever capital and/or liquidity requirements are placed on one set
of financial institutions—say banks and bank holding companies—it is
highly likely that the financial activities affected by these requirements
will just move elsewhere in the shadow banking system. That is, without
the understanding that the whole financial system must be looked at and
treated in unison, Basel IIT will run into the same shadow banking issues
that arose with Basel I and II.



Capital, Contingent Capital, and Liquidity Requirements 145

There seems to be no recognition of the role government guarantees play
in the allocation of capital. Ceteris paribus, the more guarantees a firm
receives, the lower its costs of debt funding. This artificially increases
the relative cost of nonguaranteed funding like equity, preferred stock,
contingent capital, and possibly subordinated debt (under a credible
resolution authority).

Also problematic is that the Basel process sticks with tired old definitions
of capital and leverage not entirely suitable for modern-day financial firms
and for reducing excessive systemic risk. At the time they were designed,
the primary purpose of Basel capital requirements was to guard the retail
deposit base of commercial banks from unexpected losses on their loan
portfolios. While Basel IT has made improvements over Basel I by addressing
over-the-counter (OTC) derivative positions, and Basel III has tightened
the treatment of off-balance-sheet financing, the focus is still not to measure
quantities that actually reflect systemic risk, such as the change in the value of
the financial firm’s assets given a macroeconomic-wide shock and the impact
such a shock has on its liability and funding structure.

More formally, there are two types of risks that cause a financial firm
to potentially fail:

1. Solvency or capital risk, that is, the market value of the firm’s assets
falls below its obligations.

2. Liquidity risk, that is, the firm cannot convert assets into cash to pay off
its obligations because asset markets have become illiquid, or its close
cousin, funding liquidity risk, that is, the firm is unable to roll over its
maturing debt obligations with immediacy at some point in the future.

These risks can spread quickly through fire sales, counterparty risk, or
contagious runs, and systemic risk can engulf the financial sector in no time.

As examples of solvency and liquidity risk, note that both these types
of risks emerged in the current crisis. With respect to the former, in August
2007, there was a run on asset-backed commercial paper (ABCP) conduits.
Because the ABCP conduits had no capital, and the underlying AAA-rated
assets fell below par value, investors no longer rolled their funding over,
causing these conduits to fail. With respect to the latter, in March 2008 and
September 2008, concerns about whether the major broker-dealers would
be able to pay their obligations down the road led to an immediate loss
of short-term wholesale funding in the form of repo financing and com-
mercial paper. Some of the major investment banks—Bear Stearns, Lehman
Brothers, Merrill Lynch, and (almost) Morgan Stanley—thought they had
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plenty of liquidity, only to see it evaporate literally overnight, and then to
run aground the next day.

The goal of this chapter is to evaluate the Dodd-Frank Act (and Basel III)
in terms of their approaches to setting capital and liquidity requirements.
Section 6.2 outlines the woeful failure of the Basel Accords to lower the
systemic risk of the financial system, and, in particular, its causal effect on
the financial crisis. Section 6.3 describes and evaluates in some detail the
Dodd-Frank Act and Basel III revisions. To the extent that capital require-
ments are not sufficient (or too costly) to manage systemic risk, Section 6.4
analyzes contingent capital as one possible solution. Contingent capital is
cited prominently in both Basel IIl and the Dodd-Frank Act.

6.2 THE FINANCIAL CRISIS OF 2007 T0 2009

The short account of the final crisis of 2007 to 2009 is that a large number
of banks and other major intermediaries managed to shift risks by exploiting
loopholes in regulatory capital requirements in order to take an undercap-
italized, highly leveraged, one-way bet on the economy—particularly tied
to residential real estate, but also to commercial real estate and consumer
credit. When the bet went wrong, these large, complex financial institutions
(LCFIs) began to suffer considerable losses to the asset side of their balance
sheets. Specifically, commercial banks such as Citigroup experienced prob-
lems though runs on asset-backed commercial paper issued by their fully
leveraged off-balance-sheet investment vehicles. Fannie Mae and Freddie
Mac were placed into conservatorship. And on the funding side, all the ma-
jor investment banks—Bear Stearns, Lehman Brothers, Merrill Lynch, Mor-
gan Stanley, and Goldman Sachs—faced sudden withdrawals of liabilities
during this crisis. The $3 trillion plus money market sector also faced a run
after Lehman Brothers failed. Many point to these runs as the trigger for the
crisis going pandemic. And, shortly after, major bailouts had to be provided
to Citigroup, Bank of America, and American International Group (AIG).
As a summary of these losses, Table 6.1 shows the 12 largest write-
downs (and credit losses) of U.S. financial institutions from June 2007 (the
beginning of the crisis) until March 2010. For example, the top six firms
combined for a total of $696 billion in losses. Of some note, five of these
six firms received the largest bailouts (Wachovia was acquired by Wells
Fargo). Although, prior to their failures, most of these financial institutions
were still considered by regulatory agencies to be well-capitalized, the mar-
ket clearly thought differently. The last column in Table 6.1 shows that,
from June 2007 to December 2008, the market values of these six firms
dropped precipitously, averaging —88.71 percent. Moreover, during this
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TABLE 6.1 Largest Write-Downs for U.S. Financial Institutions
(June 2007 to March 2010)

Write-Downs and Equity Return Equity Return
Credit Losses (June 2007- (June 2007-

Firm ($ Billions) Dec. 2008) Sept. 16, 2008)
Fannie Mae 151.4 —98.14% —-99.23%
Citigroup 130.4 —82.46 —67.20
Freddie Mac 118.1 —97.98 -99.56
Wachovia 101.9 —88.34 —73.18
Bank of America 97.6 —67.79 —34.35
AIG 97.0 -97.57 —-94.50
JPMorgan 69.0 -31.51 -12.13
Merrill Lynch 55.9 —85.16 —72.45
Wells Fargo 47.4 -10.77 4.47
Washington Mutual 45.3 -99.95 -90.07
National City 25.2 —94.29 —86.61
Morgan Stanley 23.4 —75.99 —57.65

Source: Bloomberg.

period, major institutions in any part of the financial sector that fell short
of capital—special purpose vehicles, such as conduits and structured in-
vestment vehicles (SIVs) (in August 2007); independent broker-dealers (in
March and September 2008); money market funds (in September 2008);
and hedge funds—faced massive runs on their short-term liabilities.® By fall
2008 and winter 2009, systemic risk had fully emerged and the real economy
was suffering the consequences.

This finding prompts the obvious question, and one that regulators must
grapple with: Why, under the Basel core capital requirement of capital to
risk-weighted assets ratio of 8 percent, did the top 20 U.S. banks look safe,
averaging a ratio of 11.7 percent? And even more striking, and based on their
last quarterly disclosure documents, why did the five largest LCFIs that were
subject to Basel rules and effectively failed during the crisis—Bear Stearns,
Washington Mutual, Lehman Brothers, Wachovia, and Merrill Lynch—all
have capital ratios between 12.3 percent and 16.1 percent (e.g., Kuritzkes
and Scott 2009)? Something is clearly amiss.

To understand what went wrong from a regulatory capital point of
view, note that the LCFIs took their leveraged bet using regulatory arbitrage
tricks as a direct result of Basel I and II: First, they funded portfolios of risky
loans via off-balance-sheet vehicles (conduits and SIVs). These loans, how-
ever, were guaranteed by sponsoring LCFIs through liquidity enhancements
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that had lower capital requirement by Basel; so the loans were effectively
recourse but had a lower capital charge, even though the credit risk never left
the sponsoring LCFIs. Second, they made outright purchases of AAA-rated
tranches of nonprime securities, which were treated as having low credit risk
and zero liquidity and funding risk. Third, they enjoyed full capital relief on
AAA tranches if they bought underpriced protection on securitized products
from monolines and AIG (both of which were not subject to similar pru-
dential standards). Fourth, in August 2004, investment banks successfully
lobbied the Securities and Exchange Commission (SEC) to amend the net
capital rule of the Securities Exchange Act of 1934, which effectively allowed
for leverage to increase in return for greater supervision. This lobbying was
in direct response to the internal risk management rules of Basel IL.

Let us consider a few of these observations in greater detail.

One of the two principal means for regulatory arbitrage under the Basel
Accords was the creation of off-balance-sheet vehicles, which held on to
many of the asset-backed securities they helped issue in the market. With
securitized loans placed in these vehicles rather than on a bank’s balance
sheet, the bank did not need to maintain any significant capital against
them. However, the conduits funded the asset-backed securities by asset-
backed commercial paper (ABCP)—short-term (typically less than one-week
maturity) debt instruments sold in the financial markets, notably to investors
in money market instruments. To be able to sell the ABCP, a bank would
have to provide the buyers (i.e., the banks’ counterparties) with guarantees
on the underlying credit—essentially bringing the risk back to the banks
themselves, even though that risk was not shown on their balance sheets
(see Acharya, Schnabl, and Suarez 2009).

These guarantees had two important effects. First, guaranteeing the risk
to banks’ counterparties was essential in moving these assets off the banks’
balance sheets. Designing the guarantees as so-called liquidity enhancements
with a maturity less than one year (to be rolled over each year) allowed the
banks to exploit a loophole in Basel capital requirements. In fact, almost
all of these had a 364-day maturity. The design effectively eliminated the
capital charge from retaining the risk of these loans, so that banks achieved a
tenfold increase in leverage for a given pool of loans. Second, the guarantees
ensured the highest ratings for the off-balance-sheet vehicles from the rating
agencies. Indeed, the AAA ratings made it possible for banks to sell ABCP
to money market funds, which are required by law to invest mainly in short-
term and the highest-rated paper. This allowed banks to fund the ABCP at
low interest rates, similar to rates paid on deposit accounts.

Acharya, Schnabl, and Suarez (2009) document an increase in the ABCP
market from around $600 billion in 2004 to $1.2 trillion in the second
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quarter of 2007 (just prior to the start of the financial crisis). When the
collapse occurred in the next quarter, the cost of issuing ABCP rose from
just 15 basis points over the federal funds rate to over 100 basis points (at
its peak being close to 150 basis points). Consequently, the ABCP could no
longer be rolled over, and the banks had to return the loans to their balance
sheets. Acharya, Schnabl, and Suarez (2009) show that when the crisis hit,
of the $1.25 trillion in asset-backed securitized vehicles, only 4.3 percent of
the loss was structured to remain with investors. The remaining loss wiped
out significant portions of bank capital and threatened banks’ solvency.

Off-balance-sheet financing was not the only way banks performed reg-
ulatory arbitrage against the Basel rules. In the second approach, a bank
would still make loans and move them from its balance sheet by securitizing
them. But as Shin (2009) explains, the bank then turned around and rein-
vested in AAA-rated tranches of the same securitized products it (or other
banks) had created.* Because of their AAA ratings, these securities had a
significantly lower capital requirement under the Basel II arrangement. For
commercial banks, the Basel Accord weighted the risk of AAA-rated se-
curities at less than half of the risk of ordinary commercial or mortgage
loans, and thus required an even lower capital reserve for them (a 20 per-
cent risk weight compared to 50 percent for mortgages and 100 percent for
corporate bonds). In 2004, the Securities and Exchange Commission (SEC)
granted stand-alone American investment banks the ability to employ inter-
nal models to assess credit risk and the corresponding capital charge. This
allowed them to take on even higher leverage than commercial banks, with
leverage duly skyrocketing from a 22:1 debt-to-equity ratio to 33:1 within
just three years.

In fact, a Lehman Brothers report from April 2008 shows that banks and
thrifts, government-sponsored enterprises (GSEs) (Fannie and Freddie), and
broker-dealers in 2007 held $789 billion of the AAA-rated collateralized
debt obligation (CDO) tranches that were backed by nonprime loans, or
approximately 50 percent of the volume outstanding at the time. Moreover,
the majority of the subordinated tranches of the CDOs were also held by
banks, broker-dealers, and monoline insurers (which insure only one type
of bond—e.g., municipal bonds). They collectively held $320 billion of the
$476 billion total outstanding.

Last, in terms of regulatory arbitrage to get around the Basel rules, the
role played by monoline insurers and AIG cannot be overstated. In particu-
lar, credit protection in the form of credit default swaps (CDSs) purchased
from AAA-rated insurers on AAA-rated securities led to a 0 percent capital
weight on these securities in the portfolios of banks’ balance sheets. In other
words, even though the spread on the securities over the bank’s funding rate
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adjusted for the CDSs was greater than zero, the capital charge was zero.®

No wonder LCFIs loaded up on these asset-backed securities. For example,
on page 122 of its 2007 annual report, AIG reports that $379 billion of its
$527 billion credit default swap exposure on AAA-rated asset-backed secu-
rities written by its now-infamous Financial Products group was written not
for hedging purposes but to facilitate regulatory capital relief for (mainly
European) financial institutions.

The net effect of arbitraging Basel’s capital requirements was that global
banking balance sheets doubled from 2004 to 2007 with only a minor in-
crease in Basel-implied risk (see the International Monetary Fund’s Global
Financial Stability Report, April 2008). This fact alone should have signaled
a red flag to regulators. When one combines this fact with the growth in
short-term shadow banking liabilities from $10 trillion to $20 trillion be-
tween 2000 and 2007 (compared to $5.5 trillion to $11 trillion in traditional
bank liabilities), it is clear in hindsight that the focus of Basel capital require-
ments over the prior 30 years has been misplaced. Somewhat surprisingly,
rather than the Basel Committee providing a mea culpa, its response has
been to offer a new set of rules and guidelines that, in many ways, mirror
the previous two attempts.

6.3 BASEL Il AND THE DODD-FRANK WALL
STREET REFORM AND CONSUMER
PROTECTION ACT OF 2010

The financial crisis of 2007 to 2009 was very much a combination of finan-
cial firm insolvency (i.e., capital shortfalls) and funding liquidity (or lack
thereof), especially in the shadow banking system. Section 6.2 showed that
existing regulation, in particular Basel’s capital adequacy standards, were
more a cause of than a cure for systemic risk problems. The question is
whether the Dodd-Frank Act and more generally Basel III are a sufficient
step forward to make the financial system more safe and sound without
stifling financial innovation.

Consider first the Dodd-Frank Act. As part of the broad mandate given
to regulators, the Act calls for stricter prudential standards for systemically
important institutions.® Moreover, these standards should be increasing in
stringency based on factors such as leverage, off-balance-sheet exposures,
amount of short-term funding, interconnectedness, and so on.” One glar-
ing omission is any direct reference to the comovement of an individual
firm’s assets with the aggregate financial sector in a crisis. (See Chapter 4,
“Measuring Systemic Risk,” for an analysis of this issue.)
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These additional standards may include:

(A) risk-based capital requirements; (B) leverage limits; (C) liquid-
ity requirements; (D) resolution plan and credit exposure report
requirements; (E) concentration limits; (F) a contingent capital re-
quirement; (G) enhanced public disclosures; (H) short-term debt
limits; and (I) overall risk management requirements.’

Of the nine recommendations for stricter regulation, note that five include
additional capital, contingent capital, or liquidity requirements. The basic
idea is that, to the extent these stricter standards impose costs on financial
firms, these firms will have an incentive to avoid them and therefore be less
systemically risky. While the underlying premise is promising from purely
a systemic risk viewpoint, our concern is that these standards may not be
sufficient to get financial firms to internalize the costs of the systemic risk
produced. (See Chapter 5, “Taxing Systemic Risk.”)

Also, the details are, perhaps rightly so, left to the regulators. While the
Act’s recommendations will be implemented later by the Federal Reserve, it
is clear that bank holding companies with more than $50 billion in assets, or
systemically important nonbank financial companies (as assigned by the Fi-
nancial Stability Oversight Council), will be subject to these as-yet-unknown
additional capital and liquidity adequacy standards.’

A reasonable conclusion from Section 6.2°s analysis of the financial crisis
is that capital and liquidity requirements, especially in their current Basel
form, will simply not be sufficient to mitigate systemic risk. The primary
reason is that they do not take account of systemic risk. Furthermore, in their
current implementations, capital requirements can be readily gamed. So to
some extent the financial system must rely on the power and supervisory
expertise of the regulator.

That said, it does seem to be the case that some significant improvements
are possible by (1) closing major capital loopholes, and (2) relying less on
rating agencies. With respect to the loopholes, a good rule of thumb is that
if off-balance-sheet financing is effectively a recourse to the banks, then
the capital at risk should be treated as such. Moreover, counterparty credit
risk exposures to financial firms, including OTC derivatives and securities
financing transactions, should also be taken into account. While Basel II did
expand the notion of risk for financial institutions, in hindsight the accord
chose simplicity over accuracy in the determination of how capital should
be treated. As for the reliance on ratings, it seems reasonable to consider not
only the credit risk of defaultable assets (as defined by rating agencies), but
also liquidity (funding and market) and specification risks.
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The Dodd-Frank Act does make considerable progress on these fronts

by:

Addressing the conflict of interest inherent in the rating agency business
model and the government’s regulatory reliance on ratings (HR 4173,
Title IX, “Investor Protection and Improvements to the Regulation of
Securities,” Subtitle C, “Improvements to the Regulation of Credit Rat-
ing Agencies”). (See Chapter 15, “Regulation of Rating Agencies.”)
Including off-balance-sheet activities in computing capital requirements
(HR 4173, Title I, Subtitle C, “Additional Board of Governors Au-
thority for Certain Nonbank Financial Companies and Bank Holding
Companies,” Sec. 165, “Enhanced supervision and prudential standards
for nonbank financial companies supervised by the Board of Governors
and certain bank holding companies”).

With respect to derivatives: (1) requiring margin requirements that are
centrally cleared or over-the-counter, (2) reporting to data repositories
and real-time price-volume transparency, and (3) providing authority
for prudential regulators to consider setting position limits and penaliz-
ing engaging in derivatives whose purpose is “evasive” (see Chapter 13,
“Regulating OTC Derivatives”).

Missing from the Dodd-Frank Act, however, is any recognition (except
in the case of OTC derivatives) that, once these standards are imposed
on one set of financial institutions, financial activity most likely will move
elsewhere in the financial system to firms not subject to these standards.
Of course, this reallocation would not be a problem if the systemic risk is
reduced by separating it from core functions of financial intermediaries. The
recent financial crisis, however, tells a different tale, as much of the systemic
risk emerged from the shadow banking system, which 