INDEX

Accord of 1951
debt monetization and, 96-97
Even Keel and, 6
Fed/Treasury, 5-6
history concerning, 5-6, 10
AIG. See American International
Group
Aliber, Robert, 6
Alt-A mortgages, 18-19
American Dream Downpayment
Act, 17
American International Group
(AIG), 72
bailout of, 177-78
bankruptcy of, 177
clearing and, 131-32
lender-of-last-resort policy
and, 23
resolution policy concerning,
177-78, 179
Appendix E, 157

asset-backed securities. See secu-
rities, asset-backed
assets
balance sheet, 68-69, 68f,
70-71, 71f, 72-173, 73f
shifting, 41-42

Bagehot, Walter, 23
balance sheet
assets on, 68-69, 68f, 70-71,
711, 72-73, 73f
currency in circulation and,
74, 15f
Guha on, 10
independence regarding, 79-81
after LB failure, 71-74, 73f, 75f
liabilities on, 69-70, 691, 72f,
75f
new philosophy of, 76
open market operation and,

67,75



218

Index

balance sheet (continued)
price stability regarding, 81-82
recommendations for, 82
repos regarding, 67-71, 68f,
71f
securitization regarding, 76-79
transparency regarding, 95, 96
Bank of America, 153-54, 156
Bank of England, 23
bankruptcy
AIG, 177
counterparty exposure and,
37-39, 38n2
goals regarding, 179-80
international issues impacting,
181-82
law reformation and, 202
LB, 172, 174-76
timing regarding, 180-81.
See also resolution policy
banks
bridge, 178-79
capital standards and, 198-99
convertible debt and, 114-15
credit underwriting and, 34-35
crisis blame concerning, 21-22
FDICIA and, 25
Fed policy affecting, 58-59
guarantees regarding, 114-15,
116
lender-of-last-resort policy
and, 22
recapitalization of, 111-12
recommendations regarding, 20
Term Auction Facility for,
70-71.
See also Bank of America;
Bank of England; Federal

Home Loan Banks; Home
Loan Bank System; invest-
ment bank holding compa-
nies; New York Federal
Reserve Bank
Basel Accords, 26
Basel II, 157-58
Bear Sterns
Basel II and, 157-58
debt ratios of, 155
lender-of-last-resort policy
and, 22
leverage damaging, 154-57
matched book argument by,
156-57
mortgage default warnings
and, 154, 154n1
repos and, 158
SEC mission affecting, 159-60
Benston, George, 16
Bernanke, Ben
on derivatives, 123-24
Fed independence and, 13
fire analogy of, 43
nonbank financial institutions
and, 64
on policy targets, 44n3
BOCRAs. See buyer owned credit
rating agencies
bridge bank, 178-79
Buffett, Warren, 154-55
Burns, Arthur, 7
buyer owned credit rating agen-

cies (BOCRASs), 164-65

Canada Office of the
Superintendent of Financial
Institutions (OSFI), 161-62



Index 219

capitalism, 15-16
CBLI. See Consumer and Busi-
ness Lending Initiative
CDS. See credit default swaps
Ciorciari, John, xi
clearing
AIG and, 131-32
collateral concerning,
127-28
compression trades and, 128
consequences of, 129-31
default risk regarding, 131
derivatives markets and,
113-14, 127-32
DTCC and, 125, 126
exchange trading and, 133
netting and, 129-30
standardization of, 129
collateral, 60-61, 61n3, 127-28
Commercial Paper Lending
Facility, 72
Community Reinvestment Act,
17
compensation systems, 27-28, 30
compression trades, 128
conference, Shultz/Aliber, 67
Congress
Fed independence and, 64
housing subsidies and, 19-20
lender-of-last-resort policy
and, 22, 24
mortgage warnings to, 19
TARP influence and, 20
too big to fail policy and, 24
Connally, John, 7-8
Consumer and Business Lending
Initiative (CBLI), 9
contingent capital, 116

core principles. See principles,
core
counterparty exposure, 37-39,
38n2
CPFE See Federal Reserve’s
Commercial Paper Funding
Facility
credit allocation, 59-61, 61n3
credit default swaps (CDS)
AIG and, 131-32
Bernanke on, 123-24
bifurcation of, 37
clearing and, 127-28
compression trades and, 128
documentation of, 126
exchange trading and, 133-34
explained, 124-25
growth of, 124
as insurance, 124-25, 132-33,
133n1
LB regarding, 124-25, 126, 173
netting and, 130
New York Fed and, 126-28
price transparency and, 134-35
risk mispricing and, 36-37,
37nl
risk reduction regarding, 125
credit easing, 54-55, 86-87
Crockett, Andrew, x—xi, 203,
204

currency in circulation, 74, 75f

debt
Bear Sterns and, 155
convertible, 114-15
financial crisis regarding, 103

guarantee, 18, 115
LB, 173-74



220

Index

debt (continued)
monetization of, 96-97
risk/reward and, 104-5
securitization regarding, 78,
78f.
See also leverage
deficits, 4
deflation, 21, 81-82
de-levering
asset price support for, 4243
equity injection for, 40-41
financial crisis regarding,
39-40
lower policy rates for, 40
shift assets for, 41-42
Department of Housing and
Urban Development, 18
Depository Trust and Clearing
Corporation (DTCC), 125,
126
deregulation, 16
derivatives markets
Bernanke on, 123-24
CDSs and, 124-25
clearing in, 113-14, 127-32
conclusions surrounding,
200-201
electronic exchanges and,
112-13
exchange trading and, 133-34
Fed guarantees and, 116
LB and, 172-73
New York Fed and, 126-28
risk in, 112-14, 116
strengthening, 112-14,
200-201
transparency and, 134-35
Dickson, Julie, 161-62

DTCC. See Depository Trust and
Clearing Corporation
Duffie, Darrell, x, 200-201

employment, 52
Even Keel, 6
exit strategy
conclusions regarding, 194
credit facility closures as, 95
inflation protected securities
as, 82
preparing, 93-97
problems regarding, 4648
reserve absorption regarding,
98-99
reserve interest rate and, 97-98
reserve quantity/money growth
and, 93-95
reserve reduction as, 90-91
Taylor rule and, 92
timing of, 92-93
transparency regarding, 95-97

FDIC. See Federal Deposit Insur-
ance Corporation
FDICIA. See Federal Deposit
Insurance Improvement Act
Federal Deposit Insurance
Corporation (FDIC), 145,
178-79
Federal Deposit Insurance
Improvement Act
(FDICIA), housing/
mortgage crisis and, 25
federal funds rate
Fed policy regarding, 53
housing/mortgage crisis and, 21
interest rates and, 58



Index

221

monetary policy and, 53-54
reduction of, 54, 89-90, 90f
reserve deposits influencing,
89-90, 90f
reserve reductions increasing,
90-91
Federal Home Loan Banks, 19
Federal Housing Administration
(FHA), 17
Federal National Mortgage
Association (FNMA)
debt guarantee and, 18
housing subsidies and, 20
incentives and, 35-36
mandate of, 17-18
mortgage quality and, 19
warnings regarding, 19
Federal Open Market Commit-
tee (FMOC), 94
Federal Reserve’s Commercial
Paper Funding Facility
(CPFF), 42
FHA. See Federal Housing
Administration
financial crisis
adverse feedback creating,
53-54
asset-backed securities and, 56
compensation systems and,
27-28
credit easing and, 54-55
debt reduction regarding, 103
de-levering and, 39-40
GSEs and, 35-36
Meltzer recommendations for,
31-32
monetary policy causing, 34
rating agencies and, 28

regulation regarding, 26-27
responsibility regarding, 31
transparency/risk and, 28-29
two-pronged approach to, 54
uncollateralized lending and,
56-57.
See also housing crisis;
mortgage Crisis
Financial Stability Council,
162-63
fire analogies, 43, 105-6
Fisher, Peter, ix, 91, 194, 196-97,
198, 199, 200, 202
FMOC. See Federal Open Mar-
ket Committee
FNMA. See Federal National
Mortgage Association
Frank, Barney, 144
Freddie Mac
debt guarantee and, 18
housing subsidies and, 20
incentives and, 35-36
warnings regarding, 19
Friedman, Milton, 6-7

G7. See Group of 7

Geithner, Timothy, 9, 184

General Motors Acceptance
Corporation (GMAC),
27

Glass-Steagall prohibition, 16

GMAC. See General Motors
Acceptance Corporation

GNMA. See Government
National Mortgage
Association

gold window, 8

Goldman Sachs, 155



222 Index

Government National Mortgage
Association (GNMA), 18

Government Sponsored
Enterprises (GSEs), 35-36

Gramlich, Edmund, 19

Great Depression, 16, 47

Greenspan, Alan, 8, 19, 21-22, 24

Greenspan put, 21-22

Group of 7 (G7), 176

Obama administration and,
8-9

recent, 8-10, 13-16

Shultz/Aliber conference in,
617

in 2008, 14, 15

wage/price controls in, 6-8, 10

after World War II, 4-5

during World War 11, 4

Grundfest, Joe, 164—65 History of the Federal Reserve

GSE. See Government Sponsored
Enterprises
guarantees
alternatives to, 114-17
banks and, 114-15
contingent capital/derivatives

(Meltzer), 3—4
Accord of 1951 and, 5-6
Even Keel and, 6
on Fed/Treasury tensions, 5
after World War II, 4-5
during World War I1, 4

and, 116 Home Loan Bank System, 17
FNMA /Freddie Mac, 18 home ownership, 17-19
government debt and, 115 housing crisis

markets and, 110-12, 116

risk regarding, 110-12, 114-17
Guha, Krishna, 10
guideposts, 6~7

Halloran, Michael, x—xi, 196,

conclusions regarding, 198
FDICIA and, 25

Fed blame regarding, 21-22
monetary policy causing, 34
risk models and, 29

199, 203, 204 IBHC:s. See investment bank

Hamilton, James, ix, 194

holding companies

Hart, Oliver, 180 incentives

Herring, Richard, xi, 202-3
history
Accord of 1951 in, 5-6, 10
Even Keel in, 6
Fed independence and, 4-6
Fed/Treasury legislation and, 10
gold window closing in, 8

as core principle, 191-92

counterparty exposure and,
37-39

GSEs and, 35-36

Issing Committee on, 29-30

regulation regarding, 26-27,
30-31

lender-of-last-resort policy in,  independence

22-123
1970s, 14

Bernanke regarding, 13
concerns about, 79-81



Index 223

Congress and, 64

GMAC and, 27

history and, 4-6

hyperinflation regarding,
79-80

politics influencing, 79

reserve absorption affecting,
98-99

taxpayers/risk and, 79, 80

Treasury and, 4-6, 26-27,
64-65

inflation

currency in circulation and,
74, 15f

Fed independence and,
79-80

Fed objectives regarding, 52

interest rates stalling, 62—-63

MBS and, 63

Meltzer on, 10

monetary policy and, 62-64

price goals regarding, 63—64

price stability and, 81-82,
193-94

Taylor rule and, 92

World War II and, 4

inflation protected securities.
See securities, inflation
protected

innovation, 119-20

insurance, 124-25, 132-33,
133nl.

See also Federal Deposit
Insurance Corporation;
Federal Deposit Insurance
Improvement Act

interconnectedness, 117-19
interest rates, 58, 62—63, 97-98

investment bank holding compa-
nies (IBHCs)
Appendix E and, 157
international competition
influencing, 155-56
leverage damaging, 154-57
leverage ratios of, 155
matched book argument by,
156-57
mortgage market warnings
and, 153-54
regulation revocation by,
156n2
SEC/European regulators and,
152-53
SECs mission affecting,
159-60
Issing, Otmar, 29
Issing Committee, 29-30

Johnson, Lyndon, 6

Kaufman, George, 180
Kohn, Don, ix, 193-94, 197

de Larosiere, Jacques, 144
LB. See Lehman Brothers
Lehman Brothers (LB)
balance sheet and, 71-74, 73f,
75f
bankruptcy of, 172, 174-76
CDSs and, 124-25, 126, 173
centralization impacting,
174-175
debt of, 173-74
derivatives markets and,
172-73
failed trades and, 174



224

Index

Lehman Brothers (LB) (continued)

information centralization
and, 175
investment banking/asset
management and, 175-76
lender-of-last-resort policy
and, 22-23
repo market and, 173
resolution policy concerning,
172-77, 179
resolution timetable for,
176
SEC and, 152
lender-of-last-resort policy
consistency in, 24
Fed regarding, 22, 24, 55
inconsistency in, 22-23
as unprecedented, 13, 14
leverage
Buffett on, 154-55
excessive, 154-57
expense of reducing, 1067
international competition in-
fluencing, 155-56
liquidity and, 107-8
matched book argument for,
156-57
ratios, 155, 156
as risk factor, 106-8
SSR limiting, 166, 166n7.
See also debt
liabilities, balance sheet, 6970,
691, 72f, 75f
liquidity
policy of, 58-59
swaps, 70
volatility and, 107-8
Lo, Andrew, 116-17

Long Term Capital Management
(LTCM), 21-22

LTCM. See Long Term Capital
Management

markets
core principle regarding, 192
Friedman regarding, 67
government influence in,
118
guarantees affecting, 110-12,
116
interconnectedness in, 117-19
mortgage, 153-54
moving risk to, 109-10
open, 67, 75
perspective affecting, 117
review board for, 116-17
solutions based on, 109-17
SSR in, 118-19, 139-40.
See also derivatives markets
Martin, William McChesney, 5
matched book argument,
156-57
MBS. See securities, mortgage-
backed
McCabe, Thomas, 4
Meltzer, Allan H., viii, 3—4, 196,
198, 199, 203
on Fed/Treasury tensions, 5
on inflation/taxes/controls, 10
recommendations of, 31-32.
See also History of the Federal
Reserve
mondustrial policy, 86-87
monetary policy. See policy,
monetary
money markets, 173-74



Index

225

mortgage crisis
FDICIA and, 25
Fed blame regarding, 21-22

monetary policy causing, 34

risk models and, 29

warning signs of, 19, 153-54,
154nl

mortgage-backed securities. See
securities, mortgage-backed
mortgages

expansion of, 18

MBSs and, 57

quality of, 18-19

securitization of, 78, 78f

support for, 17-18.

See also Federal National
Mortgage Association;
Government National
Mortgage Association

netting, 129-30
New York Federal Reserve Bank,
126-28

Obama administration, 8-9

open market operation, 67, 75

OSFI. See Canada Office of the
Superintendent of Financial
Institutions

pipe analogy, 47-48

policy, monetary
ambiguity in, 43-45
asset price supports and, 47
asset-backed securities and,

56

consequences of, 190-91
consistency needed in, 15, 24

credit allocation regarding,
59-60

credit easing and, 54-55

credit risks and, 60-61, 60n3

as crisis cause, 34

discretion regarding, 14-15

exit problems of, 46-48

Fed assets and, 68-69, 68f,
70-71, 71f, 72-13, 73f

Fed liabilities and, 69-70, 69f,
724, 715

federal funds rate and, 53-54

flaws in, 14-16, 24-25

inaction regarding, 24-25

inconsistency in, 22-23

inflation regarding, 62-64

intervention quantity
concerning, 61-62

after LB failure, 71-74, 73f, 75f

lending spreads and, 44

liquidity and, 58-59

mortgage-backed securities
and, 57

1970s, 14

objectives of, 52

open market operation as, 67,
75

pipe analogy regarding, 47-48

real rate structure and, 45

repos regarding, 67-71, 68f, 71f

reserves and, 46, 62

Taylor rule regarding, 92

transparency and, 43

in 2008, 14, 15

two-pronged approach of, 54

uncollateralized lending and,
56-57

unprecedented steps in, 51



226 Index

Poole, William, 19

PPIP. See Public-Private Invest-
ment Program

price stability, 52, 81-82, 193-94

primary dealers, 55, 55n2

principles, core, 191-92

procyclicality, 140

Public-Private Investment
Program (PPIP), 42

quantitative easing, 61-62

rating agencies
buyer owned, 164-65
improving, 28
[ssing Committee on, 29
SSR and, 164-65, 165n6
strengthening, 199
ratings, high, 77-79
Reagan, Ronald, 8
recapitalization, bank, 111-12
regulation
Basel Accords and, 26
company failure and, 171
compensation and, 28
core principle regarding, 192
Fed role in, 64—65
good v. bad and, 31
incentives and, 26-27, 30-31
international competition
influencing, 155-56
leverage ratios and, 155
lopsided, 34-35
need for, 151-52, 160-61
revoking of, 156n2.
See also deregulation; Securities
Exchange Commission; sys-
temic stability regulator(s)

repo. See repurchase agreement
repurchase agreement (repo)

balance sheet and, 67-71, 68f,
71f

Bear Sterns demise and, 158

expansion of, 70, 71f

Fed assets and, 68—69, 68f,
70-71, 71f, 73f

LB regarding, 173

matched book argument and,
156-57

reserve deposits and, 67-68

volatility of, 68-69

reserve deposits

absorption of, 98-99

actual, 88-89, 88f

currency in circulation and,
74, 15f

explosion of, 86-89, 88f

Fed liabilities and, 69, 69f, 72f,
75f

federal funds rate and, 89-91,
90f

FMOC regarding, 94

inflation and, 94-95

interest rate increase on,
97-98

monetary policy regarding, 46,
62

9/11 increase in, 86, 88f

open market operations for,
67,75

projected, 88f, 89

quantity of, 62, 93-95

reducing, 90-91

repos creating, 67-68

selective credit easing and,

86-87



Index

227

Term Auction Facility and,

70-71
resolution policy, 171

AlG and, 177-78, 179

for banks, 178-79

extra issues of, 182n3

forbearance and, 183-84

inadequacy of, 178

international issues impacting,
181-82

LB and, 172-77, 179

objectives of, 179-82

problem/nonproblem institu-
tions and, 182-83

resolution timing and, 180-81

triggers regarding, 184

winding-down plan and,
185-86

risk

CDSs and, 36-37, 37n1, 125

clearing and, 131

collateral and, 60-61, 61n3

derivatives markets and,
112-14, 116

false signals creating, 105

fire analogy regarding, 105-6

guarantees affecting, 110-12,
114-17

innovation and, 119-20

[ssing Committee on, 30

key determinants of, 104-8

leverage as, 106-8

lopsided regulation and, 34-35

market-based solutions to,
109-17

models, 29

mortgage markets and, 153

moving, 109-10

perspective and, 117
review board and, 116-17
reward v., 104-5
systemic regulator of, 118-19,
139-40
taxpayer, 60-61, 79, 80
transparency and, 28-29
VaR and, 111
volatility as, 104-6
Ruder, David, 158

saving, 11-12
Scholes, Myron, x, 195, 198,
200, 201, 204
SEC. See Securities Exchange
Commission
securities, asset-backed
concerns regarding, 76-79
financial crisis and, 56
TALF and, 42, 76-77
securities, inflation protected,
82
securities, mortgage-backed
(MBS), 57, 63
securities, Treasury
Fed assets and, 68-69, 68f,
70-71, 71f, 73-74, 713f
Fed liabilities and, 69-70, 69f,
72f, 75f
Securities Exchange Commission
(SEC), 151
Appendix E and, 157
Basel II and, 157-58
credit ratings and, 16465,
165n6
debt ratios allowed by, 155
IBHCs and, 152-53, 159-60
leverage regarding, 154-57



228

Index

Securities Exchange Commission

(SEC) (continued)
matched book argument and,
156-57
mission of, 159-60
mortgage default warnings
and, 154
regulation revocation regard-
ing, 156n2
SSR and, 137, 145, 162
securitization
concerns regarding, 7679
debt regarding, 78, 78f
explained, 77
high rating from, 78-79
as misleading, 79
study on, 77-78
TALF and, 76-77
selective credit easing, 86-87
Shultz, George, viii, 7, 186, 191
Snyder, John, 4-5
Solow, Bob, 6
Sproul, Allan, 5
SSR. See systemic stability
regulator
“Steady as You Go” (Shultz), 7
systemic stability regulator(s)
(SSR)
aggregated information and,
118-19
college of, 145
conclusions concerning,
203-5
enforcement by, 142-43

FDIC/SEC/Treasury and, 137,

145,162
Fed pros/cons regarding, 144,
14649

financial products regarding,
166-67

Financial Stability Council
and, 162-63

fragmentation and, 137-38

global coordination by, 140,
144

information gathering regard-
ing, 163-64

international cooperation and,
144

intervention by, 143-44

leverage limitations by, 166,
166n7

markets regarding, 118-19,
139-40

monitoring by, 143

negative externalities and,
148-49

new players/information
institutions and, 139

non-bank institutions and, 138

options for, 144-46

OSFI and, 161-62

oversight and, 141-42

positive externalities and, 147

powers of, 163-67

primary function of, 161, 163

procyclicality and, 140

rating agencies and, 164-65,
165n6

reasons for, 13840

responsibility concerning, 140,
141-44

rule making by, 142

supervision regarding, 141

tasks for, 140—44

timing regarding, 149-50



Index

229

too big to fail issue and,

167-68

TALE See Term Asset-Backed
Securities Loan Facility
TARP. See Troubled Asset Relief

Program
taxpayer, 60-61, 79, 80
Taylor, John, ix, 193-94, 195,
197
Taylor rule, 92
Term Asset-Backed Securities
Loan Facility (TALF), 42,
76117
Term Auction Facility
banks and, 70-71
closing, 95
credit expansion in, 71-72, 87
rate spikes and, 70
too big to fail, 24, 167-68, 186,
196
trade, 11-12
tranches, 77
transparency, 28-29
balance sheet and, 95, 96
conclusions regarding, 196-97
derivatives price, 134-35
exit strategy and, 95-97
[ssing Committee on, 29-30
monetary policy and, 43
suggestions for greater, 96-97
Treasury, U.S.
Accord of 1951 with, 5-6
asset shifting and, 41-42
asset-backed securities and, 56

CBLI and, 9
Fed independence regarding,
4-6, 26-27, 64-65
Fed tensions with, 5
legislation regarding, 10
lender-of-last-resort policy
and, 22-23
SSR and, 137, 145, 162
on TALE, 76-77
TARP use by, 20
World War II and, 4
Treasury securities. See securities,
Treasury
Troubled Asset Relief Program
(TARP), 20, 41-42
Truman, Harry, 4

uniform-shock-based-capital
system, 111

unprecedented actions, vii, 13,
14, 51

value-at-risk (VaR), 111
VaR. See value-at-risk
volatility
false signals and, 105
fire analogy regarding, 105-6
liquidity and, 107-8
as risk factor, 104—6
risk/reward and, 104-5
Volcker, Paul, 8

wage/price controls, 6-8
winding-down plan, 185-86
World War 11, 4



