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Financial sector regulatory reform has been a
leading national issue since the U.S. Treasury is-
sued its Blueprint for reform in spring (2008)." The
mortgage foreclosure and financial crises rein-
forced popular interest in whether the U.S. regula-
tory framework was deficient, whether those defi-
ciencies contributed to the crises, and how to fix
the regulatory framework. Policymakers have fo-
cused on the recession, the foreclosure crisis and
the bank confidence problem over the past year,
with less attention to regulatory overhaul, but those
priorities appear to be changing. The Obama ad-
ministration called for renewed regulatory reform
efforts on February 25, 2009, and congressional
leaders are hard at work on reform.” The Commit-
tee on Capital Markets Regulation (2009) issued a

makers go from here is not certain, but the ideas on
the table and the direction of policy suggest that the
role of the Federal Reserve (Fed) in financial regu-
lation will become central, at least in critical peri-
ods.

President Obama called for oversight of all fi-
nancial institutions that pose systemic risks to fi-
nancial markets and urged the public to be assured
that the Federal Reserve “understands the institu-
tions it insures and actively monitors them to keep
their risk-taking in check.” He also said that an
overhauled financial regulatory structure “must be
strong enough to withstand both systemwide stress
and the failure of one or more large institutions.”
The role of the Federal Reserve as a “financial sta-
bility” regulator, called for in the Blueprint, is
widely expected to be central to the new regulatory
system, especially because it has stepped up as
such a regulator in the current financial crisis and
perhaps because there is no other existing institu-
tion that is available to play such a role. A financial
stability regulator, as proposed in the Blueprint,
would have broad new sweeping powers of over-
sight and control over financial policies and actions
of all firms operating in the United States.

I. The Fed as the New Financial Stability
Regulator

The Fed has stepped in to the bailout of AIG

call for federal regulatory consolidation, simplifica- because of concern of systemic risk. In the Blue-

tion and reform. A working group of the Group of
30 (2009) also released a key document calling for
financial regulatory reform in January and regula-
tors and policy leaders are looking forward to the
release of a Group of 20 report on regulatory re-
form in April 2009. The broad agenda is moving
to the table. Meanwhile, some key decisions in the
United States, particularly concerning the failure
and bailout of AIG and some investment banks in
fall 2008, have established precedents for a new
regulatory framework and policies. Where policy-

print, an overarching financial stability regulator
was envisioned and the Fed was viewed as a prime
candidate for this authority. More recently, this
concern has narrowed from financial stability to
systemic risk. The other popular stereotypical ex-
ample of potential systemic risk today is the poten-
tial failure of Citigroup that has justified Treasury
funding of some $45 billion so far.

The notion of systemic risk has become quite
nebulous and is subject to considerable abuse in
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regulatory discussions. Largely it now refers to
situations where there is a high correlation of asset
prices so that a decline in one firm or group of
firms has negative effects on the solvency of other
firms. Of course the list of potential positive corre-
lations in asset prices is endless so the list of poten-
tial systemic risk situations is equally endless. It is
not limited to large firms, or to financial services
firms. Both are examples of the “Too Big to Fail
Doctrine,” which was widely presumed to have
been repealed in the early 1990s.* Instead, the doc-
trine, once applicable only to banks and their regu-
lators, has been expanded to other financial institu-
tions via the assertion of Fed responsibility for
them. For both Citigroup and AIG, emphasis is put
on the size of the institutions and their global
reach, as if the international implications of a fail-
ure increase the potential systemic risk or conta-
gion. The extension of Fed oversight to other finan-
cial institutions besides banks extends so far to
AIG, investment banks, commercial paper issuers,
brokers and dealers, issuers of money market mu-
tual funds and to other issuers of securitized debt or
to holders of securitized assets.

The original basis of a regulatory role in assist-
ing an illiquid financial institution in avoiding in-
solvency, in the Fed’s case as “lender of last resort”
for banks, was the risk to the nation’s payments
system in the event of bank failure. This was based
on the notion that depositors cannot distinguish
good, or solvent ,banks from bad, or insolvent,
banks, so a bank failure could create panic as de-
positors run on banks to salvage their deposits at
both good and bad banks. As banks are forced into
fire sales of assets to obtain cash to meet withdraw-
als, asset values decline and banks are forced into
insolvency and failure. The potential for such a
systemic failure because of runs was largely ended
in the mid 1930s with the introduction of deposit
insurance. At least up to generous limits today,
depositors do not have to worry about access to
their deposits because deposits are insured. Even if
banks fail, the payments system cannot easily be
forced into collapse because depositors do not run.
However, for the largest banks and the largest de-
positors, there could be runs on deposits that ex-
ceed the insurance limits. These deposits are well
managed, though, so that the likelihood of a bank
failure because of a run is minimal. Moreover, the
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Fed has powers to lend that are sufficient to keep a
solvent bank from becoming insolvent and failing
in the event of a run on one or on many banks.
These powers were redefined and reinforced fol-
lowing the U.S. savings and loan crisis.” Today the
notion of systemic risk is more vague and seems to
apply to any situation where risk sensitivity grows
or revenue losses occur because of developments in
another firm. There is a loose presumption that
such potential losses are to be compensated or un-
derwritten by government entities.

I1. The Fed and AIG

The Federal Reserve took on oversight and in-
tervention in the potential failure of AIG in Sep-
tember 2008, at the same time that investment
banks Lehman Brothers and Merrill Lynch failed,
with the latter forced to be acquired by Bank of
America. Initially the Fed entered into an agree-
ment to lend AIG $85 billion. In November 2008,
the Fed reduced their direct line of credit to AIG to
$60 billion, when the Treasury agreed to lend AIG
$40 billion from the Troubled Asset Recovery Pro-
gram (TARP). This original agreement has been
changed three times in its first five months, the lat-
est changes coming on March 2, 2009 when the
Treasury agreed to lend a further $30 billion and
the Fed modified some terms of the loans it had
made. As of February 25, 2009, however, the Fed
held $38 billion in direct loans to AIG, $27.7 bil-
lion in a structured investment vehicle (SIV) called
Maiden Lane II, which houses collateralized debt
obligations (CDOs) purchased from AIG, and
$18.6 billion in Maiden Lane III, which houses
residential mortgage backed securities purchased
from AIG, a total of $84. 3 billion.® The Fed origi-
nally loaned the two SIVs $30 billion and $22.5
billion, respectively. Thus, within only a few
months, the Fed’s two AIG related SIVs have lost
over $6 billion.

Fed losses on loans to non-bank financial insti-
tutions are well outside the normal mandate of the
Fed and raise questions about its financial integrity
and the soundness of its financial judgment and its
ability to conduct a sound and responsible mone-
tary policy. Not surprisingly, the Fed has reduced
its willingness to lend to AIG and reportedly has
insisted that the Treasury take on any new financial
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exposure to AIG, but they have not reduced their
exposure to other non-bank financial institutions.

Critics of the proposal that the Fed take on the
role as a financial stability regulator with super
powers to examine and control any financial prac-
tice anywhere in the economy point to its narrow
function as the central bank and monetary author-
ity, and as a regulator of banks. They emphasize
the Fed’s lack of success as a regulator and the
questionable presumption that a country requires a
special regulator to promote financial stability. A
well run monetary policy and regulators that prop-
erly maintain the solvency of the nations’ banks
have historically been regarded to be sufficient to
avoid financial crises. Justification for regulation of
bank solvency primarily arises because of govern-
ment-sponsored deposit insurance; solvency regu-
lation is a legitimate means to hold down the po-
tential cost of insurance to taxpayers and has the
side effect of improving financial stability. The
evidence on the Fed’s new lending programs for
private financial firms, especially to take on toxic
debt from Bear Stearns and AIG, suggests that
there is an inherent conflict in its pursuit of its own
independence, financial integrity and its role as
monetary policymaker and its new private sector
lending and oversight responsibilities.

No doubt the debate over whether countries
need a financial stability regulator and whether the
Fed should be diverted from its existing role as
central bank to provide new regulatory services
will be heated, especially since it will also create
turf struggles with existing regulators of financial
services firms and because it may also stir an ongo-
ing debate over whether the federal government
should charter and regulate large insurance compa-
nies, as the G30 has recommended, or perhaps any
insurance company, as envisioned in the Blueprint
and in congressional proposals to permit optional
federal charters.

I11. The AIG Problem

AIG was one of the first insurance companies
to suffer large losses on mortgage backed or related
securities in 2008. During the first three quarters
0f 2008, AIG had losses of $37.6 billion, but in the
fourth quarter, losses for the year grew by $61.7
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billion to a total of $99.3 billion for the year.
Losses in 2007 were large but reached “only” $10
billion. The fourth quarter 2008 loss was the largest
for any firm in U.S. history. Strikingly, only $25.9
billion of the fourth quarter loss was due to mort-
gage-backed securities or credit default swaps, the
primary source of losses earlier at AIG and at other
financial firms seriously affected by the financial
crisis. Financial sector losses are spreading well
beyond the residential mortgage-related debt, to
commercial real estate-related debt and to other
new securities including credit default swaps, other
collateralized debt obligations, auction rate securi-
ties and other newer and untested securities.

Assets and income at AIG are shrinking rap-
idly. Premiums fell 22 percent from the fourth
quarter of 2007 to the last quarter of 2008, and as-
sets fell $140 billion in the just the last quarter of
2008 to $860 billion. Fed and Treasury holdings of
AIG claims have risen to over $150 billion, or
more than 16 percent of AIG total assets and more
than 80 percent of equity in AIG. Continuing losses
will fall disproportionately on the Fed and Treas-
ury, raising the question of whether either institu-
tion has a threshold beyond which their losses on
AIG become unsustainable. Bankruptcy is a more
likely process if such large losses continue. The $6
billion loss on the Fed’s AlG-related SIVs, is larger
than losses on the toxic securities acquired by the
Fed’s first SIV, which houses securities acquired
from the Bear Stearns failure. Together these losses
have absorbed about 30 percent of the Fed’s annual
payments to the Treasury from its profits. This
sum is growing and does not include losses on the
extensive private credit facilities that have been
created over the past two years. Should these
losses continue to cumulate, financial sector pres-
sures and congressional pressures will mount to
limit or end such new ventures by the Fed. Fed
credit can more safely and prudentially grow by
purchases of U.S. government debt, with the mar-
ketplace determining where the new Fed credit ex-
tensions are ultimately allocated, instead of the Fed
attempting to assess the solvency and liquidity of
particular financial firms and sectors and directly
lending to them.’
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IV. Three new challenges to U.S. regulatory
reform

One of the key differences in U.S. and Euro-
pean regulatory approaches has been the evolution
of the Financial Services Authority (FSA), first in
Great Britain, as the model for regulatory reform.
The presumption has been that the competing U.S.
regulatory bodies with overlapping responsibilities
have been inefficient and have put the focus on
specific regulatory silos for different types of fi-
nancial institutions. The growing convergence of
financial institutions who share particular types of
risk of concern to regulators has led to an FSA-
approach where all institutions are regulated and
the focus of differentiation is the type of risk rather
than institutional affiliation. This approach is ad-
vocated by the Committee on Capital Markets
Regulation (2009), the Treasury ’s Blueprint and,
to a degree, in the G30 report. Interestingly, the
Vice Chair of the European Central Bank has taken
another view, suggesting that the FSA approach is
too slow and inefficient and not focused suffi-
ciently on the unique issues posed by banking sys-
tem risk. In his view, bank regulation should be
given over to the European Central Bank in its role
of protector of the banking system and at least to
that extent, protector of financial stability. This
controversy in Europe opens a new front in the de-
bate over why financial institutions are to be regu-
lated, how, and by whom.

A second challenge reinforced by the AIG
debacle is regulatory reform of the U.S. insurance
industry. All calls for regulatory reform emphasize
the importance of a federal role in regulating insur-
ers, which are currently regulated by the states. Part
of the AIG problem is that the losses arose at an
unregulated subsidiary of the holding company,
which technically was regulated by the Office of
Thrift Supervision. A federal role in insurance
regulation could have provided a regulator that had
a broader view of AIG and that subjected the hold-
ing company components to closer regulatory scru-
tiny, as the Federal Reserve currently does with
bank holding companies. All of the major propos-
als for reform call for an expanded federal role,
ranging from the introduction of an optional federal
charter, under which insurers could obtain federal
charters and become subject to federal regulation
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instead of state regulation, to federal regulation of
all systemically important or significant insurers as
proposed by the Group of 30.*

Another problem with the Fed becoming the
financial stability regulator is that the Fed could
more easily lose its independence in the process.
Independence is important because it allows the
central bank to be focused on the longer term ob-
jective of maintaining the purchasing power of
money or price level stability. This is the only sus-
tainable long term objective of any central bank,
but because of the power to print money, central
banks suffer from strong competing pressures to
pursue a variety of other objectives. During the
recent crisis, the Fed has engaged in another new
policy that involves a shell game with the Treas-
ury.” Under this policy, the Fed borrows directly
from the Treasury and then uses these new securi-
ties to raise funds in the securities market in order
to lend to the private sector institutions. The
Treasury cooperates with this scheme by promis-
ing, so far, to hold the funds it receives from the
Fed as deposits in a special account at the Fed. This
keeps the Fed purchases of securities or private
sector lending from having direct effects on bank
reserves or the monetary base, but it allows the Fed
to expand its credit to the private sector.

This policy jeopardizes the independence of
the Fed and, even more than the losses on private
sector lending, threatens the credibility, transpar-
ency and independence of the Fed. As of February
25, 2009, the Fed has borrowed $200 billion from
the Treasury in this special program that allows the
Fed to sell the securities and then lend the proceeds
to the private sector. The program began in the
week of September 25, 2008 and the Fed lending
under this program peaked at $558.9 billion for the
week ending November 13, 2008. At any moment
the Treasury could spend the proceeds from these
security sales, increasing bank reserves and the
monetary base by a huge amount, but so far, the
Treasury has respected the independence of the Fed
and refused to use the proceeds of these special
loans for financing new government expenditures.
If the Fed takes on a new role to protect the finan-
cial stability of the economy, it is likely that such
new initiatives could expand, complicating the
ability of the Fed to pursue monetary stability and
price stability. Congress will have to finesse the
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competing goals of price stability and short-term
objectives of financial stability if it is to ensure that
the Fed maintains its traditional and well founded
responsibilities while pursuing new short term fi-
nancial market objectives.

The Fed’s actions with regard to AIG provide
strong evidence that broadening the too big to fail
policy or broadening the Fed’s lender of last resort
policy to include non-bank firms pose strong con-
flicts for the achievement of the objectives of
monetary policy or of financial stability. More-
over, the loss experience of AIG indicates the prob-
lems of fragmented or absent federal regulation of
insurers for regulatory reform.
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financial crisis arose from inadequate or re-
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eral government and some regulators specifi-
cally for not performing their authorized re-
sponsibilities. See Gramm (2009) for example.
Moreover, calls for regulatory reform predate
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the financial crisis, especially the development
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4. The Federal Deposit Insurance Corporation
Improvement Act of 1991 was intended to cir-
cumscribe the ability to have a financial institu-
tion that is too big to fail to a degree that many
analysts thought that no institution would ever
again meet the requirements. See Kaufman
(12007) for an update on its coverage and its
shortcomings.

5. See Kaufman (2008) for a discussion of the
powers of regulators to avoid systemic runs
and bank failures and their policies to minimize
the costs of bank failures.

6. See Board of Governors (2009).

7. See Tatom (2008a, b) and Kuttner (2009) for
assessments of the financial market and politi-
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this arrangement.
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Economic Crisis Bites Indiana

By Nick Ochieng
nick.ochieng@isunetworks.org

Like other parts of the country, Indiana contin-
ues to be hit hard by the recession. Various indica-
tors continue their negative trend and are indicative
of a deepening crisis. The unemployment rate has
risen at an accelerating pace since September 2008
when it was 6.2 percent. It rose to 6.4 percent in
October, 7.1 percent in November and to a dismal
8.2 percent in December 2008. This is also higher
than the national unemployment rate of 7.2 percent
in the same month. At the start of the recession in
December 2007, Indiana’s unemployment rate was
4.5 percent. The level of unemployment in Indiana
is underscored by the president’s visit in February
2009 to Elkhart, where the unemployment rate in
December 2008 stood at 15.3 percent compared
with 4.7 percent at the beginning of the recession
in December 2007. Initial claims for unemploy-
ment benefits rose nationally in the week ending
February 21, 2009, but went down in Indiana by
over 1500 new claims, attributed to fewer layoffs
in the automobile, transportation, trade, and manu-
facturing industries.

Manufacturing productivity fell for the third
consecutive quarter, with a 3 percent annual rate of
decline in the fourth quarter. Manufacturing gener-
ates about 28 percent of Indiana’s gross domestic
product (GDP), the largest manufacturing sector in
the U.S, except for Oregon.' With such high reli-
ance in manufacturing, recent national GDP results
may also indicate worsening conditions for Indi-
ana. National GDP in the fourth quarter of 2008
decreased at an annual rate of 6.2 percent. Personal
consumption expenditure also decreased at a 4.3
percent rate in the fourth quarter compared with a
3.8 percent rate of decline in the third quarter. Real
export of goods and services decreased at about a
24 percent rate in the fourth quarter. Overall, gross
domestic purchases were down 5.6 percent, signifi-
cantly lower than the 1.5 percent decline in the
third quarter. With the national unemployment rate
jumping to 8.1 percent for February, Indiana
should expect its unemployment figure to also rise.
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Table 1: Indiana banks qualify to sell
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Approved Name of Institution Description Price Paid ($)

Preferred Stock at par, to

12/12/2008 | Old National Bancorp Evansville the federal government 100,000,000
Preferred Stock at par, to

12/12/2008 | Indiana Community Bancorp Columbus the federal government 21,500,000
Preferred Stock at par, to

12/19/2008 | Horizon Bancorp Michigan City | the federal government 25,000,000
Preferred Stock at par, to

12/19/2008 | FFW Corporation Wabash the federal government 7,289,000
Preferred Stock at par, to

12/23/2008 | MutualFirst Financial, Inc. Muncie the federal government 32,382,000
MainSource Financial Group, Preferred Stock at par, to

1/16/2009 | Inc. Greensburg the federal government 57,000,000
Preferred Stock at par, to

1/23/2009 | 1st Source Corporation South Bend the federal government 111,000,000
Preferred Stock at par, to

1/30/2009 | AMB Financial Corp. Munster the federal government 3,674,000
Preferred Stock at par, to

2/20/2009 | First Merchants Corporation Muncie the federal government 116,000,000
Preferred Stock at par, to

2/272009 | Integra Bank Corporation Evansville the federal government 83,586,000
Lakeland Financial Corpora- Preferred Stock at par, to

2/27/2009 | tion Warsaw the federal government 56,044,000

Source: U.S. Department of the Treasury

The housing sector remains weak. In the latest
report of purchase-only home price index, home
prices in Indiana declined by 3.9 percent between
December 2007 and December 2008, with a rank-
ing of 27 among states. Overall, the U.S. home
price during the same period declined 8.2 percent.
Single-family building permits, housing starts and
housing completions were down in January 2009
by 8 percent, 12.2 percent and 17.5 percent, respec-
tively, from December figures. These declines may
be due, in part, to caution from potential buyers as
well as the inability to access credit from financial
institutions. Some Indiana banks are among institu-
tions that have opted into the Troubled Assets Re-
lief Program (TARP), an initiative under the Emer-
gency Economic and Stabilization Act of 2008 de-
signed to “purchase and insure certain types of
troubled assets for the purposes of providing stabil-
ity to and preventing disruption in the economy
and financial system....” " Table 1 lists the banks
whose applications to use TARP had been accepted
and processed as at February 24, 2009. Other ini-
tiatives under this Act include the Homeowner

Affordability and Stability Plan designed to help
homeowners and buyers during this deep contrac-
tion in the economy.

Indiana is expected to benefit from allocations
in the American Recovery and Reinvestment Act
of 2009 (ARRA)." This Act was established to:

B Preserve and create jobs and promote eco-
nomic recovery.

B to Assist those most impacted by the re-
cession.

B to Provide investments to increase eco-
nomic efficiency through technological
advancements.

B to Invest in infrastructure that will provide
long-term benefits.

B to Stabilize state and local government
budgets.

The Indiana Finance Authority (IFA) has already
released guidelines for applicants interested in
funding through ARRA, which gives the [FA
$94,447,485 to fund wastewater infrastructure pro-
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jects and $27,212,000 to fund drinking water infra-
structure projects. With such initiatives in place,
hopefully Indiana should begin to stem its down-
ward spiral.
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