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Bank Capital

Bank capital is just equity/net worth: the difference in the value of
assets and liabilities

Capital “absorbs” losses: equity holders lose first given the
seniority of debt holders

More capital: more ability to absorb losses before becoming
insolvent

How to raise capital ratios?
e Sell shares

e Deleverage (reduce assets and liabilities at the same time)
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Capital Regulation

Gorton argues there has been “too much” focus on capital
regulation in last decades

This isn't to say capital isn't important, but it's mostly at a
micro-level, not at the macro-level

Crises are about liquidity, not capital. Nothing short of 100
percent capital can stop a crisis

Do not want banks trying to raise capital in a crisis

e Deleveraging might be good in the long run, but not in a
crisis. Do not want institutions trying to sell assets

e Selling shares almost impossible in a crisis and would convey
negative information
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Savings and Loan Crisis

S & Ls (“thifts") financed long-term, fixed-rate mortgage with
short-term deposits

e Different charters and regulations than regular banks
e Focused almost exclusively on home mortgage finance

As interest rates rose in early 1980s, the cost of liabilities went up
relative to fixed return on assets

In response, thrifts were deregulated and the Federal Savings and
Loan Insurance Corporation (FSLIC) went bankrupt, but this led to
“gambling for resurrection.” Resolution was costly

Why not a broader panic? Contained to a (relatively) small part of
the banking industry, and depositors believed insurance would
make them whole
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The Paradox of Financial Crises

“The central paradox of financial crises is that what feels just and
fair is the opposite of what's required for a just and fair outcome.”
— Timothy Geitner

Gorton argues that the political optics make government response
slower than in the old clearinghouse days

This slowness paradoxically makes modern crises more costly than
earlier ones
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Costs and Benefits

Crises are very costly

Could potentially regulate them away:
e Full reserve banking
e Equity banking
e CBDC
e Capital ratios and other regulations

But have to avoid being financial repressive: is there a tradeoff
between growth & innovation and crises?
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Great Recession

The “Financial Crisis” really began in summer of 2007

The NBER dates the start of the recession to December 2007
Things were the worst in fall of 2008 and early-spring of 2009
Recovery began in 2009

Deepest post-Depression recession on record (prior to COVID,
which was short-lived)

8/30



9/30



10/30



What Happened? The Gorton Narrative
“Parallel” or “Shadow” banking system had grown massively since
1980s

Relied on securitized products (e.g., mortgage-backed securities) to
serve as collateral for repo and ABCP

House prices declined, mortgage delinquencies increased starting
late 2006 and into 2007

The backing collateral supporting the parallel banking system
suddenly became interest-sensitive

Quiet, drawn-out wholesale run
e |ncreased haircuts and non-rollovers
e Scramble for cash drove fire sales

e Credit markets froze
11/30



12/30



13/30



From Mortgage Losses to Lehman

June 2007: Bear Stearns’ Enhanced Leverage Fund halts
withdrawals and eventually files for bankruptcy

August 2007: BNP Paribus freezes redemptions on three funds

Fall-Spring 2007-08: Fed lowers discount rate, cuts FFR,
announced TAF, TSLF, and dollar swap lines

March 2008: Bear Stearns fails and is rescued by Fed/JP Morgan.
Fed opens PDCF

July-September 2008: IndyMac (a thrift) fails and is taken over by
FDIC
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September 2008

September 7: Fannie Mae and Freddie Mac are put in government
conservatorship

September 15: Lehman declares bankruptcy

September 16: Fed authorizes loan to AIG, Reserve Primary Fund
“breaks the buck”

September 19: Treasury announced guarantee of money market
funds; Fed announced AMLF

September 21: Goldman and Morgan Stanley become bank-holding
companies

September 25: Washington Mutual Fails
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Fannie and Freddie

Public mission but private ownership: government sponsored
enterprises (GSEs)

Shareholder-owned companies with federal charters to support
housing finance

Big funder of traditional banking system: bought conforming loans
and packaged into MBS

They were undercapitalized and falling house prices and mortgage
losses were a problem: they guaranteed the cash flows from MBSs

Put into conservatorship by the Federal Housing Finance Agency
(FHFA) with Treasury purchasing preferred stock
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Lehman

Standard investment bank: underwrote securities issues, advised on
mergers, traded securities, managed investments

Particularly large holdings of MBS and commercial real estate
Also extremely levered: in 2007, something like leverage ratio of 30

Relied heavily on short-term borrowing, in particularly repo.
Wholesale funding run

The Fed and others tried to find someone to acquire Lehman, no
one would/could, and it declared bankruptcy on September 15

The Reserve Primary Fund held almost $800 million of Lehman's
commercial paper
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AlG and CDS

CDS: credit default swap

Essentially an insurance product on debt: buyer pays a premium,
the seller promises compensation if a “credit event” occurs

Unlike standard insurance products, one didn't need to own the
underlying debt to buy CDS. So you could get additional exposure
to mortgage debt without additional mortgages

AlG had sold a ton of CDS: was on the hook for these
AIG was reliant on short-term funding

Fearing systemic importance, it was bailed out on September 16
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Policy
The policy response (Fed + Treasury) was large. Gorton would
argue it was late and somewhat hodge-podge

Stage 1 (Monetary): lending facilities to get liquidity where it
needed to go

e Bagehot's rule, but not legally straightforward — had to invoke
13(3)

Stage 2 (TARP): authorized Treasury to use up to $700 billion to
stabilize the financial system

e Ended up being equity injections (preferred stock). These
were widespread

Stage 3: "unconventional” monetary policy: QE and ZIRP

Stage 4: stress tests. Supervisory Capital Assessment Program.
Announced May 7, 2009
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Dodd-Frank

Passed in 2010, aimed to strengthen regulation, protect consumers,
reduce likelihood of future crises

Requried stronger capital cushions and regular stress testing

Promised to end “too big to fail”: firms had to have “living wills”
and FDIC gained greater powers to wind down major financial
companies

Section 13(3) was restricted: had to have Treasury approval and
broad eligibility

Limiting bailouts was meant to discourage moral hazard, but it
also reduced the flexibility of the Fed during a panic
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